MAGAL SECURITY SYSTEMSLTD. AND ITSSUBSIDIARIES

CONSOLIDATED BALANCE SHEETS

U.S. dollarsin thousands

ASSETS

CURRENT ASSETS:
Cash and cash equivalents
Short-term bank deposits (Note 11c)
Restricted bank deposit
Trade receivables (net of allowance for doubtful accounts - $ 150 in 2002
and $ 187 in 2003)
Unbilled accounts receivable
Other accounts receivable and prepaid expenses
Deferred income taxes
Inventories (Note 3)

Total current assets

LONG-TERM INVESTMENTS AND TRADE RECEIVABLES:
Long-term trade receivables (Note 2g)
Long-term bank deposits
Severance pay fund

Total long-term investments and trade receivables

PROPERTY AND EQUIPMENT, NET (Note 5)

DEFERRED INCOME TAXES

INTANGIBLE ASSETS, NET (Note 6)

GOODWILL (Note 6)

Total assets

*) Reclassified.

December 31,

2002 2003
2,519 $ 4,389
3,708 5,750
- 3,250
9,133 14,885
7,691 5,072
2,256 3,332
602 979
*) 8,112 11,777
*) 34,021 49,434
1,510 300
8,649 3,051
1,724 1,960
11,883 5,311
*) 9,128 11,505
511 335
342 713
3,856 4,145
59,741 $ 71,443

The accompanying notes are an integral part of the consolidated financial statements.
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MAGAL SECURITY SYSTEMSLTD. AND ITSSUBSIDIARIES

CONSOLIDATED BALANCE SHEETS

U.S. dollarsin thousands

December 31,
2002 2003
LIABILITIESAND SHAREHOLDERS EQUITY

CURRENT LIABILITIES:

Short-term bank credit (Note 7) $ 9,266 $ 12597

Current maturities of long-term loans (Note 9) 1,091 3,841

Trade payables 4,192 5,077

Other accounts payable and accrued expenses (Note 8) 3,784 6,518
Total current liabilities 18,333 28,033
LONG-TERM LIABILITIES:

Unrealized losses on forward contracts - 561

Long-term loans (Note 9) 4,698 1,873

Accrued severance pay 1,679 1,992
Total long-term liabilities: 6,377 4,426
COMMITMENTS AND CONTINGENT LIABILITIES (Note 10)
SHAREHOLDERS EQUITY AND COMPREHENSIVE INCOME

(LOSS):

Share capital (Note 12):

Ordinary shares of NIS 1 par value:
Authorized: 19,748,000 shares at December 31, 2002 and 2003;
Issued and outstanding: 7,666,370 and 8,035,779 shares at
December 31, 2002 and 2003, respectively 2,600 2,683

Additional paid-in capital 21,791 24,098

Deferred stock compensation 3 -

Accumulated other comprehensive income (10ss) (1,006) 479

Retained earnings 11,649 11,724
Total shareholders equity and comprehensive income (10ss) 35,031 38,984

Total liabilities and shareholders' equity and comprehensiveincome (loss) $ 59,741 $ 71,443

The accompanying notes are an integral part of the consolidated financial statements.
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MAGAL SECURITY SYSTEMSLTD. AND ITSSUBSIDIARIES

CONSOLIDATED STATEMENTSOF INCOME

U.S. dollarsin thousands (except share and per share data)

Revenues (Note 15 and 16)
Cost of revenues

Gross profit

Operating expenses:
Research and devel opment, net (Note 17a)
Sales and marketing, net
General and administrative

Total operating expenses

Operating income
Financial income (expenses), net (Note 17b)

Income before taxes on income
Taxes on income (Note 14)

Net income
Basic net earnings per share (Note 13)

Diluted net earnings per share (Note 13)

Weighted average number of Ordinary shares used in

computing
basic net earnings per share

Weighted average number of Ordinary shares used in

computing diluted net earnings per share

The accompanying notes are an integral part of the consolidated financial statements.
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Year ended December 31,

2001 2002 2003
$ 41020 $ 4296 $ 59361
21,505 23,924 33,378
19,515 19,042 25,983
3,054 3,128 4,773
7,933 8,642 11,585
4,949 4,938 5,305
15,936 16,708 21,663
3,579 2,334 4,320
40 199 (1,003)
3,619 2,533 3,317
452 645 013
$ 3,167 1,888 2,404
$ 04 0.24 0.30
$ 040 0.23 0.30
7,737,512 7,866,477 7,947,778
7,924,849 8,069,138 8,028,626




LT

'SJUSLLBIRIS [eI10URULY PRTRP110SUCD aY) Jo Led [eabdiul ue a1e sajou BulAuedwodde ay |

786'8€ % v2/TT $ 6.Y $ - $ 860tc $ €89C $ - $
6838'C $
262'C 262'C - 262 - - - -
(208) (208) - (208) - - - -
yov'e vov'e Yov'e - - - - -
- (826'T) - - G/8'T €5 -
€ - - € - - -
297 - - - zey o€ -
(Tow) (Top) - - - - -
T€0'SE 6V9'TT (900'T) ©) 16.'TC 009 -
9/1C $
882 882 - 882 - - - -
888'T 888'T $ 888'T - - - - -
LT - - LT - - -
- - - - ) 14 -
8eT - - - Get €T -
002'2€ 19.'6 (¥62'T) (0e) 0/9'T2 £85' -
885 $
(6.9) (6.9) - (6.9) - - - -
L9T'E L9T'E $ /9T - - - - -
- (et1'2) - - /€0 G/ -
zL - - zL - - -
- - - ¥e) Ve - -
(T9) - - - 1T - (e2)
- - - - (T1) 1T -
24" - - - G2t 6T -
(cv6) (cv6) - - - - - o-
6680 ¢ 896 $ (€19 $  (89) $ ver ¢ 8w $ $
A1inba (sso[) swooul sbulu .rea (sso|) swooul uolyesuadwiod eldes o Jeys So Jeys
skpoyereys oaAswURIdWod  paukpy  aAlsUBYR Jdwod 3001S ul-pred Aruiplo paikllRQ
el e Bylo paikped feuonippy
pare|nwnd0Yy

€002 ‘T€ lquisdeQ Jo se souefed

SWOdUI SASUBYRAWOD 210 |
Suswisnlpe uoiresuel] Aoualind ubpioH
U ‘S132J3U0I PAeMIO) U0 S3SS0| Pazifealun
awiooul BN

:aWooUl aAsUBYRIdWwoD

PUSPIAID 4201

uo17esuadLlod X203s PaLeep JO UoIeZ oWy

suondo areys Joasnexg

puepIAIp pa.reded

2002 ‘T€ Jequueds( Jo se aduefed

SWIOdUI SASUBYRAWOD 2101
S)uBwIshlpe uo e suel] Aoualind ubioH
awiodul BN

:WooUl aAsUBYRIdWoD

uo 17esuadlod %203s paLeiep JO UoIeZ oWy

Sluellem JO as10exg

suondo aleys Jo asnpexg

TOOZ ‘TE Joquisde( Jo se souefeg

awooul aAsUBYRIdWOD [B10 ]
sjuewisnlpe uoiesue Aoualind ubpioH
awiooul BN

‘BWooUl dAsUBYRIdWOoD

PUSPIAID 4201

U0 17esuadLlod %203s Pl Jep JO UOIRZ oW Y

uoresuadwlod »203s paleReQ

Sa.1eys palejep Jo aseyoind

SluelleMm Jo as10exX3

suondo aleys Jo asi0RXg

pred pue paJe(dap puspiAlQ

T00Z ‘T Asenuer Jo se souefeq

spuesnoyl uisirejop 's'N

(SSO1) INODNI IAISNIHIEANOD ANV ALINOT SHIATOHILVHS NISTONVHO 40 SININILVIS

SIFVIAISANSSLIANY 'dL1SINILSAS ALIHNOIS TVOVIN



MAGAL SECURITY SYSTEMSLTD. AND ITSSUBSIDIARIES

CONSOLIDATED STATEMENTS OF CASH FLOWS

U.S. dollarsin thousands

Year ended December 31,

2001 2002 2003

Cash flows from operating activities:
Net income $ 3167 $ 1,888 $ 2404
Adjustmentsto reconcile net income to net cash
provided by (used in) operating activities:

Depreciation and amortization 1,362 1,096 1,399
Gain on sale of property and equipment (27) (15) 9
Accrued interest on short and long-term deposits 38 (508) (199)
Amortization of deferred stock compensation 72 17 3
Increase in trade receivables (595) (2,861) (4,103)
Decrease in related parties receivables 65 1 28
Decrease (increase) in unbilled accounts receivable (3,151) (2,101) 2,708
Increase in other accounts receivable and prepaid expenses 4 (1,822) (836)
Decrease (increase) in deferred income taxes (136) 444 (88)
Decrease (increase) in inventories 766 *) 468 (2,586)
Decrease (increase) in long-term trade receivables (2,213) 705 1,210
Increase (decrease) in other payables and accrued expenses 682 (532) 1,727
Increase (decrease) in trade payables (392) 786 10
Accrued severance pay, net (2) (72) 77
Net cash provided by (used in) operating activities (368) *) (2,506) 1,745
Cash flows from investing activities:
Purchase of short-term and long-term bank deposits (674) - -
Proceeds from short-term deposits - - 505
Proceeds from sale of property and egquipment 48 35 33
Purchase of property and equipment (1,158) *) (1,527) (3,199)
Purchase of know-how and patents (18) (14 (48)
Acquisition of activity regarding personal portable duress
alarm system () - - (902)
Net cash used in investing activities (1,802) *) (1,506) (3,606)

*)  Reclassified.

The accompanying notes are an integral part of the consolidated financial statements.
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MAGAL SECURITY SYSTEMSLTD. AND ITSSUBSIDIARIES

CONSOLIDATED STATEMENTS OF CASH FLOWS

U.S. dollarsin thousands

Cash flows from financing activities:
Short-term bank credit, net
Proceeds from long-term bank loans
Principal payment of long-term bank loans
Purchase of deferred shares
Proceeds from exercise of employee stock options
Dividend paid

Net cash provided by financing activities
Effect of exchange rate changes on cash and cash equivalents

Increase (decrease) in cash and cash equivaents
Cash and cash equivalents at the beginning of the year

Cash and cash equivalents at the end of the year

Supplemental disclosures of cash flows activities:

(i) Cash paid during the year for:
Interest
Taxes

(ii) Non-cash activities:

Declared dividend

(@ Acquisition of activity regarding personal portable duress

alarm system:

Net fair value of the assets acquired at the acquisition

date was as follows:
Inventory
Property and equipment
Technology

The accompanying notes are an integral part of the consolidated financial statements.
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Year ended December 31,

2001 2002 2003
1,085 3,011 3,008
1,350 - 43

(180) (158) (103)
(61) - -
144 138 462

(942) - -

1,39 3,891 3,500
(67) (98) 231
(841) (219) 1,870
3,579 2,738 2,519
2,738 2,519 4,389
925 932 1,099
202 1,415 1,544

- - 401

376

90

436

902



MAGAL SECURITY SYSTEMSLTD AND ITSSUBSIDIARIES

NOTESTO CONSOLIDATED FINANCIAL STATEMENTS

U.S. dollarsin thousands (except share and per share data)

NOTE 1:-

GENERAL

a.

Magal Security Systems Ltd. ("the Company") and its subsidiaries are engaged in the
development, manufacturing and marketing of computerized security systems used to
automatically detect and deter human intrusion for both civilian and military marketsin Israel
and throughout the world. A majority of the Company's sales is generated in the U.SA.,
Canada, Europe and Isradl.

Asfor major customer data, see Note 16b.
Acquisition of activity in thefield of Personal Emergency locating systems:

On July 1, 2003, the Company's subsidiary acquired the business activity of Dominion
Wireless Inc. ("DW") for an aggregate purchase price of $ 902, out of which $ 74 is
attributed to purchase costs.

As of December 31, 2003, the total purchase price was fully paid in cash. DW will be entitled
to an "earn out" of 50% of operating income related to the acquired activity. When the
contingency is resolved and additional consideration, if any, is distributable, the Company
will record the amounts as additional consideration for the acquisition.

DW developed, manufactured, sold and supported personal duress alarm systems that |ocate
an individual with accuracy and reliability in correctional and other institutions.

The acquisition of the business activity of DW has expanded the product line of the Company
and enables the Company to offer its customers a comprehensive range of security systems.

The acquisition was accounted for using the purchase method of accounting as determined in
Statement of the Financial Accounting Standards Board ("FASB") No. 141, "Business
Combinations’, and accordingly, the purchase price has been allocated to the assets acquired
based on the estimated fair value at the date of acquisition.

Based upon a valuation of tangible and intangible assets acquired, the Company's subsidiary
allocated the total cost of the acquisition, as follows:

Inventory $ 376
Property and equipment 20
Technology 436

$ 902

The amount of the excess cost attributable to the technology was determined using the
income approach on the basis of the present value of cash flows attributable to the intellectual
property over its expected future life.

The amount allocated to technology is amortized on a straight-line basis over a period of 8
years.

The operations of DW are included in the consolidated statements since July 1, 2003.
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MAGAL SECURITY SYSTEMSLTD AND ITSSUBSIDIARIES

NOTESTO CONSOLIDATED FINANCIAL STATEMENTS

U.S. dollarsin thousands (except share and per share data)

NOTE 1:- GENERAL (Cont.)

The unaudited pro forma information below assumes that the acquisition had been
consummated on January 1, 2002 and 2003, and includes the effect of amortization of
intangible assets from that date. This data is presented for information purposes only and is
not necessarily indicative of the results that would have been achieved had the acquisition
taken place on those dates. The pro formainformation is as follows:

Y ear ended December 31,

2002 2003
Unaudited
Revenues $ 47,474 $ 59,933
Net income $ 579 $ 1,910
Basic net earnings per share $ 0.07 $ 0.24
Diluted net earnings per share $ 0.07 $ 0.24

I nventories write-off:

The Company periodically assesses the valuation of its inventories with respect to slow-
moving items, revenue forecasts and technological obsolescence. When inventories on hand
exceed the foreseeable demand or become obsolete, the value of excess inventory, is written
off.

During 2001, 2002 and 2003, the Company recorded inventories write-offs in a total amount
of $808, $ 244 and $ 601, respectively.

The Company depends on limited sources for components and if it is unable to obtain these
components when needed, it will experience delays in manufacturing its products and the
financial results may be adversely affected.

NOTE 2:- SIGNIFICANT ACCOUNTING POLICIES

The consolidated financia statements have been prepared in accordance with accounting principles
generally accepted in the United States ("US GAAP").

a.

Use of estimates;

The preparation of financial statements in conformity with generally accepted accounting
principles requires management to make estimates and assumptions that effect the amounts
reported in the financial statements and accompanying notes. Actual results could differ from
those estimates.

Financial statementsin U.S. dallars:
The majority of the revenues, of the Company and certain of its subsidiaries is generated in
U.S. dollars ("dollar"). The Company's management believes that the dollar is the primary

currency of the economic environment in which the Company operates. Thus, the functional
and reporting currency of the Company and certain of its subsidiariesis the dollar.
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MAGAL SECURITY SYSTEMSLTD AND ITSSUBSIDIARIES

NOTESTO CONSOLIDATED FINANCIAL STATEMENTS

U.S. dollarsin thousands (except share and per share data)

NOTE 2:-

SIGNIFICANT ACCOUNTING POLICIES (Cont.)

Accordingly, monetary accounts maintained in currencies other than the dollar are
remeasured into dollars in accordance with Statement of the Financial Accounting Standards
Board ("FASB") No. 52, "Foreign Currency Trandation". All transaction gains and losses
from the remeasured monetary balance sheet items are reflected in the statement of income as
financial income or expenses, as appropriate.

The financial statements of certain foreign subsidiaries whose functional currency is not the
dollar, have been trandated into dollars. All balance sheet accounts have been translated
using the exchange rates in effect at the balance sheet date. Statement of income amounts
have been trandated using the average exchange rate for the period. The resulting translation
adjustments are reported as a component of shareholders equity in accumulated other
comprehensive income (10ss).

Principles of consolidation:

The consolidated financia statements include the accounts of the Company and its wholly-
owned subsidiaries. Intercompany balances and transactions have been eliminated upon
consolidation.

Cash equivalents:

Cash equivalents are short-term highly liquid investments that are readily convertible to cash
with original maturities of three months or less.

Short-term, long-term bank deposits and structured note:

Short-term bank deposits have maturities of more than three months and |ess than one year.
Deposits are presented at their cost, including accrued interest. As of December 31, 2003, the
deposits are in dollars and bear interest at aweighted average rate of 4.1%

A bank deposit structured note with maturity of more than one year is included in long-term
investments. This structured note is based on the changes in the LIBOR rate. As of December
31, 2003, total interest amounted to $ 50. The structured note is accounted for in accordance
with the provisions of FASB Emerging Issues Task Force Issue No. 96-12, "Recognition of
Interest Income and Balance Sheet Classification of Structured Notes' (EITF No. 96-12").
Inventories:

Inventories are stated at the lower of cost or market value. Inventory write-offs are provided
to cover risks arising from slow-moving items or technological obsolescence.

Cost is determined as follows:
Raw materials, parts and supplies - using the "first-in, first-out” method.
Work-in-progress - represents the cost of production in progress.

Finished products - on the basis of direct manufacturing costs with the addition of alocable
indirect manufacturing costs.
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MAGAL SECURITY SYSTEMSLTD AND ITSSUBSIDIARIES

NOTESTO CONSOLIDATED FINANCIAL STATEMENTS

U.S. dollarsin thousands (except share and per share data)

NOTE 2:-

SIGNIFICANT ACCOUNTING POLICIES (Cont.)

a.

Long-term tradereceivables:

Long-term receivables from extended payment agreements are recorded at estimated present
value determined based on current rates of interest and reported at the net amounts in the
accompanying financial statements. Imputed interest is recognized, using the effective
interest method as a component of financial income in the statements of income.

Property and equipment:
Property and equipment are stated at cost, net of accumul ated depreciation.
Depreciation is computed by the straight-line method over the estimated useful lives of the

assets as follows:
%

Buildings 4

Machinery and equipment 10-33 (mainly at 10)
Motor vehicles 15
Promotional display 25-50

Office furniture and equipment 6-33

Leasehold improvements Over the term of the lease

Impair ment of long-lived assets:

The Company's long-lived assets and certain identifiable intangibles are reviewed for
impairment in accordance with Statement of Financial Accounting Standard No. 144,
"Accounting for the Impairment or Disposal of Long- Lived Assets' ("SFAS No. 144")
whenever events or changes in circumstances indicate that the carrying amount of an asset
may not be recoverable. Recoverahility of assets to be held and used is measured by a
comparison of the carrying amount of an asset to the future undiscounted cash flows expected
to be generated by the assets. If such assets are considered to be impaired, the impairment to
be recognized is measured by the amount by which the carrying amount of the assets exceeds
the fair value of the assets. During the years ended December 31, 2001, 2002 and 2003, no
impairment |osses were recogni zed.

Intangible assets:

Intangibl e assets subject to amortization that arose from acquisitions prior to July 1, 2001, are
being amortized on a straight-line basis over their useful life in accordance with APB
Opinion No. 17, "Intangible Assets' ("APB No. 17").

Intangible assets acquired in a business combination for which the date is on or after July 1,
2001, should be amortized over their useful lives using a method of amortization that reflects
the pattern in which the economic benefits of the intangible assets are consumed or otherwise
used up, in accordance with Statement of Financial Accounting Standards No. 142 "Goodwill
and Other Intangible Assets®, ("SFAS No. 142").
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MAGAL SECURITY SYSTEMSLTD. AND ITSSUBSIDIARIES

NOTESTO CONSOLIDATED FINANCIAL STATEMENTS

U.S. dollarsin thousands (except share and per share data)

NOTE 2:-

SIGNIFICANT ACCOUNTING POLICIES (Cont.)

Know-how is amortized over 8 to 10 years, and patents are amortized over a period of 10
years. Know-how includes know-how of a taut wire perimeter intrusion detection line and
know-how of the VMD system.

Registered patents to protect proprietary technology incorporated in the Company's products
and unauthorized use of our proprietary technology by third parties.

Technology in the field of portable duress alarm systems enables the Company to produce
premier personal emergency location systems.

Goodwill:

Goodwill represents excess of the costs over the net fair value of the assets of the businesses
acquired. Goodwill that arose from acquisitions prior to July 1, 2001, was amortized until
December 31, 2001, on a straight-line basis over a period of 15 years. Under SFAS No, 142,
goodwill acquired in a business combination on or after July 1, 2001, shall not be amortized.

SFAS No. 142 requires goodwill to be tested for impairment on adoption and at least
annually thereafter or between annual tests in certain circumstances, and written down when
impaired, rather than being amortized as previous accounting standards required. Goodwill
attributable to each of the reporting unitsis tested for impairment by comparing the fair value
of each reporting unit with its carrying value. Fair value is determined using discounted cash
flows, and market capitalization. Significant estimates used in the methodologies include
estimates of future cash flows, future short-term and long-term growth rates and weighted
average cost of capital for each of the reportable units.

In accordance with Accounting Principles Board ("APB") Opinion No. 20, "Accounting
Changes’, the effect of these accounting changes is reflected prospectively. Supplemental
comparative disclosure, as if the change had been retroactively applied, is as follows (in
thousands, except per share data):

Year ended December 31,

2001 2002 2003

Net income:

Reported net income $ 3167 $ 1,888 $ 2404

Goodwill amortization 404 - -
Adjusted net income $ 3571 $ 1,888 $ 2404
Reported basic net earnings per share $ 0.41 $ 0.24 $ 030
Reported diluted net earnings per share $ 0.40 $ 0.23 $ 030
Goodwill amortization $ 0.05 $ - $ -
Adjusted basic net earnings per share $ 0.46 $ 0.24 $ 030
Adjusted diluted net earnings per share $ 0.45 $ 0.23 $ 030

24



MAGAL SECURITY SYSTEMSLTD. AND ITSSUBSIDIARIES

NOTESTO CONSOLIDATED FINANCIAL STATEMENTS

U.S. dollarsin thousands (except share and per share data)

NOTE 2:- SIGNIFICANT ACCOUNTING POLICIES (Cont.)

Resear ch and development costs:

Research and development costs, net of grants received, are charged to the statement of
income as incurred.

Warranty costs:

The Company provides a warranty for up to 12 months, at no extra charge. The Company
estimates the costs that may be incurred under its warranty and records a liability in the
amount of such costs a the time product revenue is recognized. Factors that affect the
Company's warranty liability include the number of units, historical rates of warranty claims
and cost per claim. The Company periodically assesses the adequacy of its recorded warranty
liabilities and adjusts the amounts as necessary.

Changes in the Company's warranty allowance during the period are as follows:

Year ended December 31,
2002 2003

Balance at the beginning of the year $ 174 $ 159
Warranties issued during the year 237 203
Settlements made during the year (238) (159)
Changesin liability for pre-existing warranties

during the year including expirations 14 (2
Foreign currency translation adjustment - 13

Balance at the end of the year $ 159 $ 214

I ncome taxes:

The Company and its subsidiaries account for income taxes in accordance with Statement of
Financial Accounting Standard No. 109 "Accounting for Income Taxes' ("SFAS No. 109").
This Statement prescribes the use of the liability method whereby deferred tax assets and
liability account balances are determined based on differences between financial reporting
and tax bases of assets and liabilities and are measured using the enacted tax rates and laws
that will be in effect when the differences are expected to reverse. The Company and its
subsidiaries provide a valuation allowance, if necessary, to reduce deferred tax assets to their
estimated realizable value.

Revenuerecognition:

The Company generates revenues mainly from long-term projects and also from sales of
products and rendering maintenance services.
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MAGAL SECURITY SYSTEMSLTD. AND ITSSUBSIDIARIES

NOTESTO CONSOLIDATED FINANCIAL STATEMENTS

U.S. dollarsin thousands (except share and per share data)

NOTE 2:-

SIGNIFICANT ACCOUNTING POLICIES (Cont.)

Revenues from long-term projects are recognized in accordance with Statement of Position
81-1, "Accounting for Performance of Construction-Type and Certain Production-Type
Contracts' ("SOP 81-1"), using contract accounting on a percentage of completion method,
based on the relationship of actual costs incurred to total costs estimated to be incurred over
the duration of the contract and in accordance with the "Input Method". Provisions for
estimated losses on uncompleted contracts are made in the period in which such losses are
first determined, in the amount of the estimated loss on the entire contract. As of
December 31, 2003, no such estimated losses were identified.

The Company applies contract accounting for the following reasons:

Projects for construction of Perimeter Systems require planning, development, manufacture
and installation of the Perimeter System, in accordance with the customer's security
requirements.

The project includes various components, e.g. planning of the Perimeter System in
accordance with technical specifications, manufacture of the Perimeter System, installation of
the Perimeter System on-site and installation of electronic parts on-site.

According to ("SOP 81-1"), costs that are incurred for a specific anticipated contract are
being deferred, subject to evaluation of their probable recoverability, and only if the costs can
be directly associated with a specific anticipated contract.

Revenues from products are recognized in accordance with Staff Accounting Bulleting No.
104, "Revenue Recognition” ("SAB No. 104") when the following criteria are met:
persuasive evidence of an arrangement exists, delivery of the product has occurred, the feeis
fixed or determinable and collection is probable.

Deferred revenues include unearned amounts received under maintenance contracts but not
yet recognized as revenues.

In November 2002, Emerging Issues Task Force ("EITF") reached a consensus on Issue No.
00-21, "Revenue Arrangements with Multiple Deliverables'. EITF Issue No. 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 Issue No. 00-
21 are applied to revenue arrangements entered into in fiscal periods beginning after June 15,
2003. Additionally, companies will be permitted to apply the consensus guidance in thisissue
to all existing arrangements as the cumulative effect of a change in accounting principle in
accordance with APB Opinion No. 20, "Accounting Changes'. The adoption of EITF Issue
No. 00-21 did not have a material impact on the Company's financia position, cash flows or
results of operations.
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MAGAL SECURITY SYSTEMSLTD. AND ITSSUBSIDIARIES

NOTESTO CONSOLIDATED FINANCIAL STATEMENTS

U.S. dollarsin thousands (except share and per share data)

NOTE 2:-

SIGNIFICANT ACCOUNTING POLICIES (Cont.)

p.

Advertising expenses:

Advertising expenses are charged to the statement of income as incurred. Advertising
expenses for the years ended 2001, 2002 and 2003, were $ 349, $ 372 and $ 422,
respectively.

Concentrations of credit risk:

Financial instruments that potentially subject the Company and its subsidiaries to
concentrations of credit risk consist principally of cash and cash equivalents, short and long-
term bank deposits, trade receivables and long-term trade receivables.

The mgjority of the Company's cash and cash equivalents, short-term and long-term bank
deposits are invested in major Israeli and U.S. banks. Such depositsin U.S. banks may bein
excess of insured limits and are not insured in other jurisdictions. Management believes that
the financia institutions that hold the Company's investments are financially sound and,
accordingly, minimal credit risk exists with respect to these investments.

The trade receivables of the Company and its subsidiaries are derived from sales to large and
solid organizations located mainly in Israel, the United States, Canada and Europe. The
Company performs ongoing credit evaluations of its customers and to date has not
experienced any material losses. An allowance for doubtful accounts is determined with
respect to those amounts that the Company has determined to be doubtful of collection and
by a genera reserve. In certain circumstances, the Company may require letters of credit,
other collateral or additional guarantees.

For derivative instruments, see Note 2v.
Stock-based compensation:

The Company has elected to follow Accounting Principles Board Opinion No. 25,
"Accounting for Stock Issued to Employees’ ("APB 25"), and Interpretation No. 44,
"Accounting for Certain Transactions Involving Stock Compensation” ("FIN 44"), in
accounting for its employee stock option plans. Under APB 25, when the exercise price of the
Company's share options is less than the market price of the underlying shares on the date of
grant, compensation expense is recognized.

Proforma information regarding net income and net earnings per share is required by SFAS
No. 123, and has been determined as if the Company had accounted for its employee stock
options under the fair value method of that Statement. The fair value for these options was
estimated at the grant date using a Black and Scholes option pricing model with the following
weighted-average assumptions for 2000 and 2001: risk-free interest rates of 5% and 3%,
respectively, dividend yields of 3% for each year, a volatility factor of the expected market
price of the Company's Ordinary shares of 0.556 and 0.628, respectively, and a weighted
average life of the option of two years.

For purposes of pro forma disclosures, the estimated fair value of the options is amortized to
expense over the options' vesting period.
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NOTE 2:-

SIGNIFICANT ACCOUNTING POLICIES (Cont.)

Proforma information under SFAS No. 123:
Year ended December 31,

2001 2002 2003
Net income as reported: $ 3167 $ 1,888 $ 2404
Add - stock based compensation as
reported 72 17 3
Deduct - total stock-based compensation
determined under fair value method (238) (246) (111)
Proforma net income $ 3001 $ 1659 $ 2,29
Proforma basic net earnings per share $ 0.40 $ 0.22 $ 0.29
Proforma diluted net earnings per share $ 0.39 $ 0.22 $ 0.29

Royalty-bearing grants:

Royalty-bearing grants from the Government of Israel for funding research and devel opment
projects are recognized at the time the Company is entitled to such grants on the basis of the
related costs incurred and recorded as a reduction of research and development costs.
Research and development grants recognized amounted to $ 0, $ 318 and $ 128 in 2001, 2002
and 2003, respectively.

The Company also received royalty-bearing grants from the Fund for Encouragement of
Marketing Activity. These grants are recognized at the time the Company is entitled to such
grants on the basis of the costs incurred and included as a deduction of sales and marketing
expenses. Total grants recognized amounted to $ 0, $ 42 and $ 40 in 2001, 2002 and 2003,
respectively.

Severance pay:

The Company's liability for severance pay is calculated pursuant to Israel's Severance Pay
Law based on the most recent salary of the employees multiplied by the number of years of
employment, as of the balance sheet date. Employees are entitled to one month’s salary for
each year of employment or a portion thereof. The Company's liability for its employees in
Israel is fully provided by monthly deposits with insurance policies and by an accrua. The
value of these policiesis recorded as an asset in the Company’ s balance sheet.

The deposited funds may be withdrawn only upon the fulfillment of the obligation pursuant
to Isragl's Severance Pay Law or labor agreements. The value of the deposited funds is based
on the cash surrendered value of these policies, and includes immaterial profits.

Severance expenses for the years ended December 31, 2001, 2002 and 2003, amounted to
approximately $ 241, $60 and $ 313, respectively.
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NOTE 2:-

SIGNIFICANT ACCOUNTING POLICIES (Cont.)

u.

Fair value of financial instruments:

The following methods and assumptions were used by the Company and its subsidiaries in
estimating their fair value disclosures for financial instruments:

The carrying amounts of cash and cash equivaents, short-term bank deposits, trade
receivables and other accounts receivable, short-term bank credit, trade payables and other
payables approximate their fair value due to the short-term maturity of such instruments.

The carrying amount of the Company's long-term trade receivables and long-term deposits
approximate their fair value. The fair value was estimated using discounted cash flows
analyses, based on the Company's investment rates for similar type of investment
arrangements.

Long-term loans are estimated by discounting the future cash flows using current interest
rates for loans of similar terms and maturities. As of December 31, 2002, the carrying amount
of the Company's long-term borrowing approximates its fair value. As of December 31, 2003,
the fair value of the Company's long-term borrowing was $ 5,564, compared to the carrying
amount of $5,714.

Asfor derivative instruments, see Note 2v, below.
Derivative instruments:

Financial Accounting Standards Board Statement No. 133, "Accounting for Derivative
Instruments and Hedging Activities' ("SFAS No. 133"), requires companies to recognize all
of its derivative instruments as either assets or liabilities in the statement of financial position
at fair value. The accounting for changes in the fair value (i.e., gains or losses) of a derivative
instrument depends on whether it has been designated and qualifies as part of a hedging
relationship and further, on the type of hedging relationship. For those derivative instruments
that are designated and qualify as hedging instruments, the Company must designate the
hedging instrument, based upon the exposure being hedged, as a fair value hedge, cash flow
hedge or a hedge of anet investment in aforeign operation.

For derivative instruments that are designated and qualify as a fair value hedge (i.e., hedging
the exposure to changes in the fair value of an asset or a liability or an identified portion
thereof that is attributable to a particular risk), the gain or loss on the derivative instrument as
well as the offsetting loss or gain on the hedged item attributable to the hedged risk are
recognized in the same line item associated with the hedged item in current earnings during
the period of the change in fair values. For derivative instruments that are designated and
qualify as a cash flow hedge (i.e., hedging the exposure to variability in expected future cash
flows that is attributable to a particular risk), the effective portion of the gain or loss on the
derivative instrument is reported as a component of other comprehensive income and
reclassified into earnings in the same line item associated with the forecasted transaction in
the same period or periods during which the hedged transaction affects earnings.
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NOTE 2:-

SIGNIFICANT ACCOUNTING POLICIES (Cont.)

To protect against changes in the value of forecasted foreign currency trandations and
balances, the Company has instituted a foreign currency hedging program. The Company
hedges portions of its forecasted cash flows and balances denominated in foreign currencies
with forward contracts.

During 2003, the Company entered into forward contracts to hedge a portion of Euro
revenues. These forward contracts are designated as cash flows hedges, as defined by SFAS
No. 133, as amended, and are all highly effective as hedges of these revenues. The effective
portion of the gain or loss on derivative instruments that hedges future revenuesisincluded in
revenues and in financial expensesin the statements of income.

As of the year ended December 31, 2003, the total losses on derivative instruments amounted
to $ 278, of which $ 178 was recorded in revenues, and $ 100 was recorded in financia
expenses.

As of December 31, 2003, the unrealized losses on forward contracts amounted to $ 950.
Basic and diluted earnings per share:

Basic earnings per share is computed based on the weighted average number of Ordinary
shares outstanding during each year. Diluted earnings per share is computed based on the
weighted average number of Ordinary shares outstanding during each year, plus dilutive
potential Ordinary shares considered outstanding during the year, in accordance with FASB
Statement of Financial Accounting Standard No. 128, "Earnings Per Share" ("SFAS No.
128").

Reclassification:

Certain amounts from prior years have been reclassified to conform to the current year's
presentation. The reclassification had no effect on previously reported net loss, shareholders
equity or cash flows. The Company reclassified inventory to property and equipment in the
amount of $ 139.

Impact of recently issued accounting standards:

In January 2003, the FASB issued FASB Interpretation 46 ("FIN 46"), "Consolidation of
Variable Interest Entities’. FIN 46 clarifies the application of Accounting Research Bulletin
51, Consolidated Financial Statements”, for certain entities that do not have sufficient equity
at risk for the entity to finance its activities without additional subordinated financial support
from other parties or in which equity investors do not have the characteristics of a controlling
financia interest ("variable interest entities'). Variable interest entities within the scope of
FIN 46 will be required to be consolidated by their primary beneficiary. The primary
beneficiary of avariableinterest entity is determined to be the party that absorbs a majority of
the entity's expected losses, receives a majority of its expected returns, or both. FIN 46
applies immediately to variable interest entities created after January 31, 2003, and to
variable interest entities in which an enterprise obtains an interest after that date.
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NOTE 2:-

SIGNIFICANT ACCOUNTING POLICIES (Cont.)

It appliesin the first fiscal year or interim period beginning after June 15, 2003, to variable
interest entities in which an enterprise holds a variable interest that it acquired before
February 1, 2003. The Company is in the process of determining what impact, if any, the
adoption of the provisions of FIN 46 will have on its financial condition or results of
operations. Certain transitional disclosures required by FIN 46 in all financia statements
initially issued after January 31, 2003, have been included in the accompanying financial
statements. As of December 31, 2003, the Company does not expect the adoption of FIN 46
to have material impact on its consolidated financial statements.

In April 2003, the FASB issued SFAS No. 149 ("SFAS No. 149"), "Amendment of Statement
133 on Derivative Instruments and Hedging Activities'. SFAS No. 149 amends and clarifies (1)
the accounting guidance on derivative instruments (including certain derivative instruments
embedded in other contracts) and (2) hedging activities that fall within the scope of FASB
Statement No. 133 ("SFAS No. 133"), "Accounting for Derivative Instruments and Hedging
Activities'. SFAS 149 amends SFAS No. 133 to reflect decisions made (1) as part of the
Derivatives Implementation Group ("DIG") process that effectively required amendments to
SFAS No. 133, (2) in connection with other projects dealing with financial instruments, and (3)
regarding implementation issues related to the application of the definition of a derivative.
SFAS No. 149 is effective (1) for contracts entered into or modified after June 30, 2003, with
certain exceptions, and (2) for hedging relationships designated after June 30, 2003. The
guidance isto be applied prospectively.

Generally, SFAS No 149 improves financial reporting by (1) requiring that contracts with
comparable characteristics be accounted for similarly and (2) clarifying when a derivative
contains a financing component that warrants special reporting in the statement of cash flows.
SFAS No. 149 is not expected to have a material impact on the Company's financial
statements.

In May 2003, the FASB issued SFAS No. 150, "Accounting for Certain Financial
Instruments with Characteristics of both Liabilities and Equity". This Statement establishes
standards for how an issuer classifies and measures in its statement of financial position
certain financial instruments with characteristics of both liabilities and equity. It requires that
an issuer classify a financia instrument that is within its scope as a liability (or an asset in
some circumstances) because that financial instrument embodies an obligation of the issuer.
This Statement is effective for financial instruments entered into or modified after May 31,
2003, and otherwise is effective at the beginning of the first interim period beginning after
June 15, 2003, except for mandatory redeemable financia instruments of nonpublic entities.
The Company does not expect that the adoption of this standard will have a material effect on
itsfinancial position or results of operations.
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NOTE 3:- INVENTORIES

December 31,
2002 2003
Raw materials $ 4,702 $ 6,843
Work in progress 1,242 2,513
Finished products *) 2,168 2,421
$*) 8112 $ 11,777

*) Reclassified.

NOTE 4:- LONG-TERM TRADE RECEIVABLES

The Company signed an agreement with a customer, according to which the payments schedule is
for a period ending in February 2005.

As of December 2003, the aggregate annual maturities of the long-term trade receivables are as

follows:
2004 $ 1,284
2005 300
1,584
Less - current maturities 1,284
$ 300
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NOTE 5:- PROPERTY AND EQUIPMENT

a. Comprised asfollows:

December 31,
2002 2003
Cost:

Land and buildings $ 7,846 $ 8215
Machinery and equipment *) 3,545 6,253
Motor vehicles 1,333 1,414
Promotional display 2,895 3,659
Office furniture and equipment 2,186 2,609
L easehold improvements 23 23
*) 17,828 22,173

Accumul ated depreciation:
Buildings 1,744 2,098
Machinery and equipment 2,416 2,940
Motor vehicles 608 738
Promotional display 2,229 2,891
Office furniture and equipment 1,682 1,980
L easehold improvements 21 21
8,700 10,668
Depreciated cost $*) 9,128 $ 11,505

+) Reclassified.

b. Depreciation expenses amounted to $ 858, $ 1,014 and $ 1,241 for the years ended
December 31, 2001, 2002 and 2003, respectively.

C. Asfor charges, see Note 11.

NOTE 6:- GOODWILL AND OTHER INTANGIBLE ASSETS, NET

a. Intangible assets:

December 31,
2002 2003
Original amounts:
K now-how $ 1,502 $ 1,502
Patents 1,913 2,381
Technology - 436
3,415 4,319
Accumulated amortization:
Know-how 1,267 1,342
Patents 1,806 2,237
Technology - 27
3,073 3,606
Amortized cost $ 342 $ 713
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NOTE 6:- GOODWILL AND OTHER INTANGIBLE ASSETS, NET (Cont.)

Amortization expenses related to intangible assets amounted to $ 100, $ 82 and $ 137 for the
years ended December 31, 2001, 2002 and 2003, respectively.

Estimated amortization of the intangible assetsfor the years ended:

December 31,
2004 143
2005 137
2006 129
2007 75
2008 and thereafter 229
713
Goodwill:
December 31,
2002 2003
Original amounts $ 5443 $ 5,908
Accumulated amortization 1,587 1,763
$ 3,856 $ 4,145

Amortization expenses amounted to $ 404, $ 0 and $ O for the years ended December 31,
2001, 2002 and 2003, respectively.

NOTE 7:- SHORT-TERM BANK CREDIT

a.

As of December 31, 2003, the Company and its subsidiaries have authorized credit lines
totaling $ 27,800, and unused credit linesin the amount of $ 3,748.

The Company has undertaken to maintain the following financial ratios and terms in respect
of its short-term and long-term bank credit and loans:

1 A ratio of at least 40% of shareholders' equity out of the total assets.
2. Minimal annual net income in the amount of $ 1,000.
3. That the same shareholders maintain the core of control in the Company.

As of December 31, 2003, the Company was in compliance with these ratios and terms.
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NOTE 7:- SHORT-TERM BANK CREDIT (Cont.)

b. Linkage Interest rate December 31,
terms 2002 2003 2002 2003
%
Short-term bank |oan us.$ 2.28 2.68 $ 500 $ 500
Short-term bank [oan UsS. % 3.17 3.06 4,600 3,800
Short-term bank loan Canadian $ 5 5.01 843 1,684
Short-term bank loan NIS 10.24 6.83 3,323 6,613
$ 9,266 $ 12597
C. Asfor charges, see Note 11.
NOTE 8:- OTHER ACCOUNTSPAYABLE AND ACCRUED EXPENSES
December 31,
2002 2003
Employees and payroll accruals 1,414 $ 1951
Accrued expenses 1,922 2,116
Deferred revenues 84 324
Unrealized losses on forward contracts - 489
Declared dividend - 401
Income tax payable 124 641
Other 240 596
3,784 $ 6,518
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NOTE 9:- LONG-TERM LOANS

Linkage Interest rate December 31,
terms 2002 2003 2002 2003
%

Bank (1) Uus. $ 4.60 4.60 $ 2500 $ 2,500
Bank (2) Uus. $ 4.60 4.60 250 250
Bank (3) Uus. $ 2.87 2.87 500 500
Bank (4) Uus. $ 5.66 5.66 500 500

3,750 3,750
Mortgage payable (5) Uus. $ 8.25 8.25 2,039 1,964

5,789 5714
Less - current maturities 1,091 3,841

$ 4698 $ 1,873

Asfor financia ratios and terms in respect of long-term loans, see also Note 7a.
Asfor charges, see Note 11.

As of December 2003, the aggregate annual maturities of the long-term loans are as follows:

2004 $ 3,841
2005 1,873
$ 5,714

(1) Interest on the outstanding balance is due monthly. The loan is due in one installment on
April 1, 2004.

(2) Interest on the outstanding balance is due each quarter. The loan is due in one installment on
April 2, 2004.

(3 Theloanisdueon April 15, 2004.
(4) Theloanisdueon April 15, 2004.

(5) Theloan is due in 18 quarterly installments of $ 64.7 each, commencing from February 28,
2001 and thereafter, until afinal payment of $ 1,807 on November 30, 2005.
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NOTE 10:- COMMITMENTSAND CONTINGENT LIABILITIES

a.

Royalty commitmentsto the Chief Scientist:

The Company participated in programs sponsored by the Israeli Government for the support
of research and development activities. Through 2003, the Company had obtained grants
from Office of the Chief Scientist of Israel's Ministry of Industry and Trade ("the OCS") of
$128 for certain research and development projects of the Company. The Company is
obligated to pay royalties to the OCS, amounting to 3%-5% of the sales of the products and
other related revenues generated from such projects, up to 100% of the grants received,
linked to the U.S. dollar and grants received after January 1, 1999 will also bear interest at the
rate of LIBOR. The obligation to pay these royalties is contingent on actual sales of the
products and in the absence of such sales no payment is required.

Royalties paid amounted to $ 0, $ 131 and $ 80 for the years ended December 31, 2001, 2002
and 2003, respectively.

As of December 31, 2003, the Company had remaining contingent obligations to pay
royalties in the amount of approximately $ 1,700 upon the successful sale of products
devel oped using such research and devel opment programs sponsored by the Chief Scientist.

The Isragli Government, through the Fund for the Encouragement of Marketing Activities,
awarded the Company grants for participation in expenses for foreign marketing. The
Company is committed to pay royalties at the rate of 3% of the increase in export sales, up to
the amount of the grants received.

Grants received for the years up to and including 2003, amounted to $ 253 and royalties paid
during 2001, 2002 and 2003, amounted to $104, $ 53 and $ O, respectively. As of
December 31, 2003, the aggregate contingent obligation amounted to $ 96.

L ease commitments:

The Company and its subsidiaries rent their facilities and some of their motor vehicles under
various operating lease agreements, which expire on various dates, the latest of which isin
2008.

Future minimum |lease payments under non-cancelable lease agreements as of December 31,
are asfollows:

2004 $ 357
2005 329
2006 170
2007 129
2008 99

$ 1,084

Total rent expenses for the years ended December 31, 2001, 2002 and 2003, were
approximately $ 122, $ 183 and $ 368, respectively.
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NOTE 10:- COMMITMENTSAND CONTINGENT LIABILITIES (Cont.)

d.

Guarantees:

1 As of December 31, 2003, the Company and its subsidiaries obtained bank
performance guarantees and advance payment guarantees from several banks mainly in
Israel in the amount of $ 3,714.

2. As of December 31, 2003, the Company obtained bank guarantees in an amount of
$ 1,964, in order to secure mortgage payable by a subsidiary.

3. As of December 31, 2003, the Company and its subsidiaries issued a letter of credit in
the amount of $ 278, as per the suppliers demand.

Legal proceedings:

In June 2000, Rapiscan Security Products Inc. ("Rapiscan") filed a lawsuit against the
Company claiming sums alegedly due to Rapiscan in the context of an agreement between
Rapiscan and the Company amounting to $ 1,600. The Company filed a counter-claim in the
amount of approximately $ 1,350. The financia statements as of December 31, 2003 include
a liability to pay Rapiscan of approximately $ 1,000, as estimated by the Company's
management (see also Note 18b).

In April 2003, a competitor filed a civil action suit against the Company and others. The
plaintiff alleged that its failure in the field trials of the perimeter systems executed by the
MOD during 1996-1997, resulted from intentional damage to its fence and diversion of the
results of certain intrusion tests made by a former employee of Magal, who was then a
soldier in the IDF. The plaintiff alleged that the Company was the employer of this employee
during 1995 and the Company still employed him as an agent during the field trials. The
plaintiff requested the courts to annul the field trial and for approximately $ 730 in damages.
The Company denied all of the above alegations and claimed that the plaintiff's perimeter
system failure was not the result of the former employee's actions. According to its legal
counsel, the Company had valid grounds for defense against the aforementioned claims and,
therefore, no provision was recorded in the financia statements. The action is in the
preliminary stage.

In July 2003, the Company's subsidiary acquired the business activity of DW. According to
the agreement, the Company's subsidiary paid $ 902 and, in addition, over the next two and a
half years, DW will be entitled to an "Earn Out" of 50% of operating profits related to the
acquired activity (see Note 1b).

NOTE 11:- CHARGES

Ascollateral for al of the Company and its subsidiaries' liabilities to banks:

a

b.

C.

A fixed charge has been placed on the Company's property.
The Company agreed not to pledge any of its assets without the consent of several banks.

A fixed charge in the amount of $ 3,250 has been placed on the Company's bank deposits.
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NOTE 11:- CHARGES (Cont.)

d.

The Company's subsidiary has two bank loans in the aggregate amount of $ 1,000 due on
April 15, 2004, collateralized by substantially all of the subsidiary's assets, and a $ 1,964
mortgage note payable, collateralized by afirst mortgage on the land and building.

NOTE 12:- SHAREHOLDERS EQUITY

a.

Pertinent rights and privileges conferred by Ordinary shares:

The Ordinary shares of the Company are listed for trade on NASDAQ National Market and
in Israel, on the Tel-Aviv Stock Exchange ("TASE"). The Ordinary shares confer upon their
holders the right to receive notice to participate and vote in the general meetings of the
Company and the right to receive dividends, if declared.

Deferred shares;

Prior to the Company's initia public offering in 1993, the Company's existing shareholders
agreed to put into escrow 252,000 of the Ordinary shares held by them and to convert all, or a
portion, of such escrowed shares into "Deferred shares', in the event (after taking into
account the effect of the stock dividend) that specified audited after tax net income levels
were not achieved by the Company in each of the three fiscal years in the period ended
December 31, 1995.

Since the Company did not achieve such levels of net income, 252,000 Ordinary shares have
been converted into Deferred shares of NIS 1 par value each. The Deferred shares entitle their
holders, upon the liquidation of the Company, to the par value of these shares, but confer no
other rights.

During 2001, the Company listed its shares for trade on the Tel-Aviv Stock Exchange.
Pursuant to the Israeli Securities Law, the Company was required to purchase its Deferred
shares. The annual general meeting that was held on May 16, 2001 approved the purchase of
252,000 Deferred shares by the Company at their nominal value.

Stock Option Plan:

On February 25, 1993, the Company's Board of Directors authorized a stock option plan ("the
plan"), under which options may be granted to employees, directors, officers and consultants
of the Company or its subsidiaries.

According to the plan, the exercise price shall be at least 75% of the average of the closing
prices of the shares of the Company on the NASDAQ National Market during the 90 days
period preceding such grant. The plan was supposed to be terminated on February 25, 2001.

On May 31, 2000, the Company's Board of Directors approved an extension period to the
plan in which options may be granted to employees until February 2005. Stock options that
have not been exercised will expire, in any case, after five years from the date of grant. All
the options have a vesting period of two years. Any options that are cancelled or forfeited
before expiration become available for future grant.
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During 2000, the Company's Board of Directors and the general meeting of shareholders, also
approved an increase in the number of options that may be granted to employees by 250,000
options, and during 2002, was increased by an additional 500,000 options.

On October 27, 2003, the Company's Board of Directors approved the 2003 Israeli Share
Option Plan ("the 2003 plan™). The Board has elected to allot the options under Israel’s capital
gain tax treatment. Until December 31, 2003, the Company did not grant any stock options
under the 2003 plan.

Under the 2003 plan, stock options will be periodically granted to employees, directors,
officers and consultants of the Company or its subsidiaries, in accordance with the decision
of the Board of Directors of the Company (or a committee appointed by it). The Board of
Directors has the authority to determine the number of options, if any, which will be granted
to each of the aforementioned, the dates of the grant of such options, the date of their exercise
as well as their rate of conversion into shares in respect of each stock option, and the
purchase price thereof. Subject to shareholder approval, the plan will be effective for ten
years and shall terminated on October 2013.

A summary of the Company's stock options activities in 2001, 2002 and 2003, is as follows:

Options outstanding

Market
price of the
Weighted Company's
Number Range of average shares at
Available of options exercise exercise the date of
for grant outstanding price price grant
Balance at January 1, 2001 316,200 257,300 $2-2.36 2.09 $ -
Options granted (234,400) 234,400  $243562 5.27 % 5.42
Options exercised - (79,300) $1.61-2 1.80 -
Balance at December 31,

2001 ] 81,800 412,400  $1.61-5.62 3.93 -
Options available for grant 500,000 -3 - - -
Options forfeited 1,648 (1,648) s - -
Options granted upon stock

dividend 2,454 11,232 s - % - % -
Options exercised - (63,750) $2-2.36 2.17 -
Balance at December 31,

2002 ) 585,902 358,234  $161-562 % 4.23 % -
Options forfeited 7,828 (7,828) s - - -
Options granted upon stock

dividend | 17,812 10,256 s - - % -
Options exercised - (137,446) $161-562 $ 355 -

Balance at December 31,
2003 611,542 223216  $229-562 $ 4.61 $ -
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NOTE 12:- SHAREHOLDERS EQUITY (Cont.)

The weighted average fair values of options granted during the years ended December 31,
2001, 2002 and 2003, were;

For exercisepriceon the grant datethat:

Equals market price L essthan market price
Year ended December 31, Year ended December 31,
2001 2002 2003 2001 2002 2003
Weighted average
exercise prices $5.62 $ - $ - $ 2.69 $ - $
Weighted average fair
value on grant date $2.04 $ - $ - $191 $ - $

The options outstanding as of December 31, 2003 have been separated into ranges of exercise
price as follows:

Options
outstanding Weighted
and exercisable average Weighted
as of remaining average
December 31, contractual exercise
2003 life (years) price
6,365 0.48 $ 2.29
53,045 1.01 $ 2.36
11,670 2.26 $ 2.89
152,136 2.49 $ 5.62
223,216 $ 4.61

84,000, 118,450 and 223,216 options were exercisable on December 31, 2001, 2002 and
2003, respectively, with a weighted average exercise price of $ 1.93, $ 2.14 and $ 4.61,
respectively.

The total employee stock compensation expenses recorded in 2001, 2002 and 2003, were
$72,$17 and $ 3, respectively, and were amortized based on the vesting period.

Dividends;

Dividends, if any, will be declared and paid in dollars. The Company has determined that it
will not distribute dividends out of tax-exempt profits.

In 2001, the Company's Board of Directors decided on a dividend of $ 0.13 per share for the
year 2001.

In December 2003, the Company's Board of Directors decided on dividend of $ 0.05 per
share for the year 2003. A total of $ 401 was paid in January 2004.
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e Warrantsto underwriters;

In connection with the 1997 Offering, the Company issued to the underwriters, 200,000
warrants to purchase 200,000 Ordinary shares of the Company. The warrants were initially
exercisable at an exercise price of 120% of the 1997 Offering price per share ($5.50) for a
period of four years, commencing one year from the date of the 1997 Offering. As of
December 31, 2002, al 200,000 warrants were exercised on a net cash basis and 60,703
Ordinary shares of NIS 1 par value were issued.

f. The Company's Board of Directors decided on a distribution of stock dividend of 3% in May
2002 and 2003. All net earnings per share data have been retroactively adjusted to reflect the
stock dividend.

g. In May 2002, the Company's Board of Directors decided on an increase of the authorized
Ordinary share capital to 19,748,000 shares of NIS 1 par value.

h.  Accumulated other comprehensive income:
Year ended December 31,
2001 2002 2003

Foreign currency trandation adjustments $ (1,294) $ (1,006) $ 1,286
Unrealized losses on forward contracts, net - - (807)

$ (1299 $ (L006) $ 479

NOTE 13:- NET EARNINGS PER SHARE
The following table sets forth the computation of basic and diluted net earnings per share:

Year ended December 31,

2001 2002 2003
Numerator:
Net income $ 3,167 $ 1,888 $ 2404
Denominator:

Denominator for basic earnings per share -

welghted-average number of shares outstanding 7,737,512 7,866,477 7,947,778
Effect of diluting securities:
Employee stock options and warrants to

underwriters 187,337 202,661 80,848

Denominator for diluted net earnings per share -
adjusted weighted average shares and assumed

conversions 7,924,849 8,069,138 8,028,626
Basic net earnings per share $ 0.41 $ 0.24 $ 0.30
Diluted net earnings per share $ 0.40 $ 0.23 $ 0.30
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NOTE 14:- TAXESON INCOME

a.

Tax benefits in Israel under the Law for the Encouragement of Capital |nvestments,
1959, (" thelaw"):

The Company has been granted the status of an "Approved Enterprise” under the law.
Currently, there are three expansion programs under which the Company is entitled to tax
benefits:

1 In 1992, a program of the Company was granted the status of an "Approved
Enterprise”. The Company has elected to enjoy the "aternative benefits' track - waiver
of grants in return for tax exemption - and, accordingly, the Company's income from
the second program was tax-exempt for a period of four years, and was subject to a
reduced tax rate of 15%-25% for a period ranging between three to six years
(depending on the percentage of foreign ownership of the Company).

The period of benefits under this program began in 1994 and terminated in 2003.
The Company received final approval for this expansion.

2. On March 18, 1997, a program of the Company was granted the status of an
"Approved Enterprise”. The Company elected to enjoy the "alternative benefits' track -
waiver of grants in return for tax exemption and accordingly, the Company’s income
from this program was tax-exempt for a period of four years, and is subject to a
reduced tax rate of 15%-25% for a period ranging between three to six years
(depending on the percentage of foreign ownership of the Company).

The Company had completed its investment program and, accordingly, the period of
benefits under this program began in 1998 and will terminate in 2007.

3. On August 13, 2001, a program of the Company was granted the status of an
"Approved Enterprise”. The Company €elected to enjoy the "alternative benefits' track -
waiver of grantsin return for tax exemption - and, accordingly, the Company's income
from this program is tax-exempt for a period of two years, and is subject to a reduced
tax rate of 15%-25% for a period of five to eight years (depending upon the percentage
of foreign ownership of the Company). The benefit period for this program began in
2003 and will end in 2012.

The entitlement to the above benefits is conditional upon the Company fulfilling the
conditions stipulated by the above law, regulations published thereunder and the letters of
approval for the specific investments in "approved enterprises’. In the event of failure to
comply with these conditions, the benefits may be canceled and the Company may be
required to refund the amount of the benefits, in whole or in part, including interest.

The period of tax benefits detailed above is subject to limits of the earlier of 12 years from
the commencement of production or 14 years from receiving the approval.
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NOTE 14:- TAXESON INCOME (Cont.)

Income from sources other than "Approved Enterprise”, during the benefit period will be
subject to tax at regular rate of 36%.

By virtue of thislaw, the Company is entitled to claim accelerated depreciation on equipment
used by the "Approved Enterprise” during five tax years.

Since the Company is operating under more than one approval and since part of its taxable
income is not entitled to tax benefits under the aforementioned law and is taxed at regular
rates (currently 36%), its effective tax rate is the result of a weighted combination of the
various applicable rates and tax-exemptions. The computation is made for income derived
from each program on the basis of formulas determined in the law and in the approvals.

The tax-exempt income attributable to the "Approved Enterprises’ can be distributed to
shareholders without subjecting the Company to taxes only upon the complete liquidation of
the Company. If the retained tax-exempt income is distributed in a manner other than in the
complete liquidation of the Company, it would be taxed at the corporate tax rate applicable to
such profits as if the Company had not chosen the alternative tax benefits (currently - 15%),
and an income tax liability would be incurred of approximately $ 900.

b. M easurement of taxable income under the Income Tax (Inflationary Adjustments) Law,
1985:

Under Isragli law, results for tax purposes are measured in real terms, in accordance with the
changesin Isragl's Consumer Price Index ("lsragl's CPI"), or in the exchange rate of the dollar
for a "foreign investors company". Until 2002, results of tax purposes were measured in
terms of earningsin NIS, after certain adjustments for increases in Israel's CPI. Commencing
January 1, 2003, the basis for remeasurement is the changes in the exchange rate of the U.S.
dollar.

For the years 2001 and 2002, the differences between the change in Isragl's CPl and in the
NIS/U.S. dollar exchange rate causes a difference between taxable income or loss and the
income or loss before taxes reflected in the consolidated financial statements. In accordance
with paragraph 9(f) of SFAS No. 109, the Company has not provided deferred income taxes
on this difference between the reporting currency and the tax bases of assets and liabilities.

C. Tax benefits (in Israel) under the Law for the Encouragement of Industry (Taxes),
1969:

The Company is an "industrial company" as defined by this law and, as such, is entitled to
certain tax benefits including accelerated depreciation, deduction of the purchase price of
patents and know-how and deduction of public offering expenses.
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NOTE 14:- TAXESON INCOME (Cont.)
d. |sradli tax reform:

On January 1, 2003, a comprehensive tax reform took effect in Isragl. Pursuant to the reform,
resident companies are subject to Israeli tax on income, accrued or derived in Isragl or
abroad. In addition, the concept of a "controlled foreign corporation” was introduced,
according to which an Israeli company becomes subject to Isragli taxes on certain income of
anon-lsragli subsidiary, if the subsidiary's primary source of income is passive income (such
as interest, dividends, royalties, rental income or capital gains). The tax reform aso
substantially changed the system of taxation of capital gains.

e A reconciliation between the theor etical tax expense, assuming all incomeistaxed at the
|sraeli statutory rate, and the actual tax expense, is asfollows:

Year ended December 31,

2001 2002 2003
Income before taxes as reported in the
statements of income $ 3619 $ 2533 $ 3317
Tax rate 36% 36% 36%
Theoretical tax expense $ 1,303 $ 912 $ 1194
Increase (decrease) in taxes:
Tax adjustments in respect of inflationin
|srael 214 11 -
Non-deductible items, net 75 (24) 17
Deferred taxes on losses for which
valuation allowance was provided - 442 298
Tax exemption applicable to "Approved
Enterprises’ and exempted income (928) (293) (443)
Taxes in respect of prior years (200) (279) (107)
Other (12 (124) (46)
Taxes on income in the statements of
income $ 452 $ 645 $ 913
Per share amounts (basic and diluted) of the
tax benefit resulting from "Approved
Enterprises’ $ 0.12 $ 0.04 $ 0.06

The tax rates of the Company's subsidiaries range between 25%-40%.
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NOTE 14:- TAXESON INCOME (Cont.)

f.

Taxes on incomeincluded in the statement of income:

Year ended December 31,

2001 2002 2003

Current taxes:

Domestic $ 500 $ 269 $ 398

Foreign 138 211 534
Deferred income taxes:

Domestic (39) (30) -

Foreign 53 474 88
Taxes in respect of prior years:

Domestic (200) (279) (107)
Taxes on income $ 452 $ 645 $ 913

Deferred income taxes:

Deferred income taxes reflect the net tax effects of temporary differences between the
carrying amounts of assets and liabilities for financial reporting purposes and the amounts
used for income tax purposes. Significant components of the Company and its subsidiaries
deferred tax assets are asfollows:

December 31,
2002 2003

Operating loss carryforward $ 1,409 $ 1813
Reserves and tax allowances 1,308 1,183
Total deferred assets before valuation allowance 2,717 2,996
Vauation alowance (1,604) (1,682)
Net deferred tax assets $ 1,113 $ 1,314
Domestic $ 69 $ 212
Foreign 1,044 1,102

$ 1,113 $ 1,314

The domestic and foreign components of income befor e taxes are as follows:

Year ended December 31,

2001 2002 2003
Domestic $ 3320 $ 2217  $ 2,217
Foreign 299 316 1,100

$ 3619 $ 2533 $ 3,317
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NOTE 14:- TAXESON INCOME (Cont.)

I nvestment tax credit:

One of the Company's subsidiaries is €eligible for investment tax credits on its research and
development activities and on certain current and capital expenditures. During fiscal year
2003, the subsidiary recognized $ 216 of investment tax credits as a reduction of research and
development expenses. In total, the subsidiary has investment tax credits available to reduce
future federal income taxes payable, amounting to $ 525, which will expire at various dates
from 2006 through 2012.

Net operating losses carryforward:

The Company's subsidiaries in the U.S,, the U.K. and Latin America have estimated total
available carryforward tax losses of $ 4,002, $ 582 and $ 77, respectively, to offset against
future taxable profit for 20 years, an indefinite period and 10 years, respectively. As of
December 31, 2003, the Company recorded a deferred tax asset of approximately $ 1,813,
relating to the available net carryforward tax |osses.

A valuation allowance of $ 1,682 was recorded due to the uncertainty of the tax assets future
realization.

Utilization of U.S. net operating losses may be subject to a substantial annua limitation due
to the "change in ownership" provisions of the Internal Revenue Code of 1986 and similar
state provisions. The annual limitation may result in the expiration of net operating losses
before utilization.

NOTE 15:- RELATED PARTIESTRANSACTIONS

Year ended December 31,
2001 2002 2003

Salesto related parties $ 271 $ 188 $ 196
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NOTE 16:- SEGMENTSINFORMATION

The Company develops, manufactures, markets and sells complex computerized security systems
on aworldwide basis. These products are grouped into three major categories, which represent the
Company's operating and reportable segments as follows:

1 Perimeter security systems - The Company's line of perimeter security systems consists of the
following: Microprocessor-based central control units, taut wire perimeter intrusion detection
systems, INNO Fences, vibration detection systems, field disturbance sensors, and other.

2. Security turnkey projects - The Company is executing turnkey projects based on the
Company's security management system, and acting as an integrator.

3. Video monitoring services - The Company supplies video monitoring services through Smart
Interactive Systems, Inc., asubsidiary established in the U.S. in June 2001.

The data is presented in accordance with SFAS 131, "Disclosure About Segments of an Enterprise
and Related Information”.
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NOTE 16:- SEGMENTSINFORMATION (Cont.)
b. Major customer data (percentage of total revenues):

Year ended December 31,

2001 2002 2003
Israel's Ministry of Defense and Israel's
Defense Forces 22.5% 15.9% 27.2%
The State concern civil aviation airlines
"AZAL" 10.5% 1.8% 0.2%

C. Geographical information:

The following is a summary of revenues within geographic areas based on end customer's
location and long-lived assets:
Year ended December 31,

2001 2002 2003
1. Revenues:
|srael $ 13135 $ 11,350 $ 20,503
Europe 5,420 6,399 10,616
USA 11,358 12,641 13,292
Azerbaijan 4577 756 106
Canada 2,035 4,324 6,338
Others 4,495 7,496 8,506

$ 41,020 $ 42,966 $ 59,361

2. Long-lived assets:

|srael $ 3,623 $ 3,566 $ 3,466
Europe 666 786 980
USA 5,812 *) 6,299 8,246
Canada 2,133 2,286 2,854
Others 49 47 104

$ 12,283 $*) 12,984 $ 15,650

*)  Reclassified.
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NOTE 17:- SELECTED STATEMENTSOF INCOME DATA

a. Resear ch and development expenses, net:
Year ended December 31,

2001 2002 2003
Expenses $ 3331 $ 3,750 $ 5128
Less - royalty-bearing grants and
investment tax credit 277 622 355

$ 3,054 $ 3128 $ 4773

b. Financial income (expenses):

Financial expenses:

Interest on long-term debt $ (398) % 371) % (298)
Interest on short-term bank credit (502) (640) (808)
Foreign exchange losses (42) (6) (692)
(942) (1,017) (1,798)

Financia income:
From interest 705 732 672
Foreign exchange gains 277 484 123
982 1,216 795
$ 40 $ 199 $ (1,003

NOTE 18: SUBSEQUENT EVENTS

a. In April 2004, the Company's Board of Directors decided to distribute a 5% stock dividend.
The annual general meeting of shareholders has not yet approved this decision.

b.  On February 18, 2004, the court approved a settlement agreement between the Company and
Rapiscan regarding the matter discussed in Note 10e. According to the agreement, the
Company will pay Rapiscan approximately $ 653. The reduction of $ 347 of the $ 1,000
estimated liability recorded at year end will be reflected in operations during the first quarter
of 2004.
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