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PART I
ITEM 1: BUSINESS.

NAPCO Security Technologies, Inc. ("NAPCO" or the "Company") was incorporated in December 1971 in the State
of Delaware. Its executive offices are located at 333 Bayview Ave, Amityville NY 11701. Its telephone number is
(631) 842-9400.

The Company is a diversified manufacturer of security products, encompassing electronic locking devices, intrusion
and fire alarms and building access control systems. These products are used for commercial, residential, institutional,
industrial and governmental applications, and are sold worldwide principally to independent distributors, dealers and
installers of security equipment.

Website Access to Company Reports

Copies of our filings under the Securities Exchange Act of 1934 (including annual reports on Form 10-K, quarterly
reports on Form 10-Q, current reports on Form 8-K and all amendments to these reports) are available free of charge
on our website (Www.napcosecurity.com) on the same day they are electronically filed with the Securities and
Exchange Commission.

Acquisition

On August 18, 2008, the Company, through the formation of a new subsidiary, Marks USA I, LLC (“Marks”), acquired
substantially all of the assets and business of G. Marks Hardware, Inc. for $25.2 million, the repayment of $1 million
of bank debt and the assumption of certain current liabilities. In August 2009, the Company completed the move of all
operations of Marks to its Dominican plant and into the Company’s corporate headquarters in Amityville. The Marks
business involves the manufacturing and distribution of door-locking devices.

Products

Access Control Systems. Access control systems consist of one or more of the following: various types of
identification readers (e.g. card readers, hand scanners, etc.), a control panel, a PC-based computer and electronically
activated door-locking devices. When an identification card or other identifying information is entered into the reader,
the information is transmitted to the control panel/PC which then validates the data and determines whether to grant
access or not by electronically deactivating the door locking device. An electronic log is kept which records various
types of data regarding access activity.

The Company designs, engineers, manufactures and markets the software and control panels discussed above. It also
buys and resells various identification readers, PC-based computers and various peripheral equipment for access
control systems.

Alarm Systems. Alarm systems usually consist of various detectors, a control panel, a digital keypad and signaling
equipment. When a break-in occurs, an intrusion detector senses the intrusion and activates a control panel via
hard-wired or wireless transmission that sets off the signaling equipment and, in most cases, causes a bell or siren to
sound. Communication equipment such as a digital communicator may be used to transmit the alarm signal to a
central station or another person selected by a customer.

The Company manufactures and markets the following products for alarm systems:
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Automatic Communicators. When a control panel is activated by a signal from an intrusion detector, it activates a
communicator that can automatically dial one or more pre-designated telephone numbers. If programmed to do so, a
digital communicator dials the telephone number of a central monitoring station and communicates in computer
language to a digital communicator receiver, which prints out an alarm message.

Control Panels. A control panel is the "brain" of an alarm system. When activated by any one of the various types of
intrusion detectors, it can activate an audible alarm and/or various types of communication devices. For marketing
purposes, the Company refers to its control panels by the trade name, generally "Gemini(TM)" and "Magnum
Alert(TM)" followed by a numerical designation.

Combination Control Panels/Digital Communicators and Digital Keypad Systems. A combination control panel,
digital communicator and a digital keypad (a plate with push button numbers as on a telephone, which eliminates the
need for mechanical keys) has continued to grow rapidly in terms of dealer and consumer preference. Benefits of the
combination format include the cost efficiency resulting from a single microcomputer function, as well as the
reliability and ease of installation gained from the simplicity and sophistication of micro-computer technology.
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Door Security Devices. The Company manufactures a variety of exit alarm locks including simple dead bolt locks,
door alarms, mechanical door locks and microprocessor-based electronic door locks with push button and card reader
operation.

Fire Alarm Control Panel. Multi-zone fire alarm control panels, which accommodate an optional digital communicator
for reporting to a central station, are also manufactured by the Company.

Area Detectors. The Company's area detectors are both passive infrared heat detectors and combination
microwave/passive infrared detectors that are linked to alarm control panels. Passive infrared heat detectors respond to
the change in heat patterns caused by an intruder moving within a protected area. Combination units respond to both
changes in heat patterns and changes in microwave patterns occurring at the same time.

Video Surveillance Systems

Video surveillance systems typically consist of one or more video cameras, a control panel and a video monitor or PC.
More advanced systems can also include a recording device and some type of remote communication device such as
an internet connection to a PC or browser-enabled cell phone. The system allows the user to monitor various locations
at once while recorders save the video images for future use. Remote communication devices can allow the user to
view and control the system from a remote location.

The Company designs, engineers, and markets the software and control panels discussed above. It also buys and
resells various video cameras, PC-based computers and peripheral equipment for video surveillance Systems.

Peripheral Equipment

The Company also markets peripheral and related equipment manufactured by other companies. Revenues from
peripheral equipment have not been significant.

Research and Development

The Company's business involves a high technology element. During the fiscal years ended June 30, 2011 and 2010,
the Company expended approximately $4,392,000 and $4,922,000, respectively, on Company-sponsored research and
development activities conducted by its engineering department to develop and improve the Products. The Company
intends to continue to conduct a significant portion of its future research and development activities internally.

Employees
As of June 30, 2011, the Company had approximately 1,042 full-time employees.
Marketing

The Company's staff of 43 sales and marketing support employees located at the Company's Amityville offices sells
and markets the Products primarily to independent distributors and wholesalers of security alarm and security
hardware equipment. Management estimates that these channels of distribution represented approximately 50% and
49% of the Company's total sales for each of the fiscal years ended June 30, 2011 and 2010, respectively. The
remaining revenues are primarily from installers and governmental institutions. The Company's sales representatives
periodically contact existing and potential customers to introduce new products and create demand for those as well as
other Company products. These sales representatives, together with the Company's technical personnel, provide
training and other services to wholesalers and distributors so that they can better service the needs of their customers.
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In addition to direct sales efforts, the Company advertises in technical trade publications and participates in trade
shows in major United States and European cities.

In the ordinary course of the Company's business the Company grants extended payment terms to certain customers.
For further discussion on Accounts Receivable and Concentration of Credit Risk see disclosures included in Item 7.
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Competition

The security alarm products industry is highly competitive. The Company's primary competitors are comprised of
approximately 20 other companies that manufacture and market security equipment to distributors, dealers, central
stations and original equipment manufacturers. The Company believes that no one of these competitors is dominant in
the industry. Certain of these companies have substantially greater financial and other resources than the Company.

The Company competes primarily on the basis of the features, quality, reliability and pricing of, and the incorporation
of the latest innovative and technological advances into, its Products. The Company also competes by offering
technical support services to its customers. In addition, the Company competes on the basis of its expertise, its proven
products, its reputation and its ability to provide Products to customers on a timely basis. The inability of the
Company to compete with respect to any one or more of the aforementioned factors could have an adverse impact on
the Company's business.

Relatively low-priced "do-it-yourself" alarm system products are available to the public at retail stores. The Company
believes that these products compete with the Company only to a limited extent because they appeal primarily to the
"do-it-yourself" segment of the market. Purchasers of such systems do not receive professional consultation,
installation, service or the sophistication that the Company's Products provide.

Seasonality

The Company's fiscal year begins on July 1 and ends on June 30. Historically, the end users of Napco's products want
to install its products prior to the summer; therefore sales of its products historically peak in the period April 1 through
June 30, the Company's fiscal fourth quarter, and are reduced in the period July 1 through September 30, the
Company's fiscal first quarter. In addition, demand is affected by the housing and construction markets. The severity
of the current economic downturn may also affect this trend.

Raw Materials

The Company prepares specifications for component parts used in the Products and purchases the components from
outside sources or fabricates the components itself. These components, if standard, are generally readily available; if
specially designed for the Company, there is usually more than one alternative source of supply available to the
Company on a competitive basis. The Company generally maintains inventories of all critical components. The
Company for the most part is not dependent on any one source for its raw materials.

Sales Backlog

In general, orders for the Products are processed by the Company from inventory. A sales backlog of approximately
$2,002,000 and $2,236,000 existed as of June 30, 2011 and 2010, respectively. The Company expects to fill all of the
backlog that existed as of June 30, 2011 during fiscal 2012.

Government Regulation

The Company's telephone dialers, microwave transmitting devices utilized in its motion detectors and any new
communication equipment that may be introduced from time to time by the Company must comply with standards
promulgated by the Federal Communications Commission ("FCC") in the United States and similar agencies in other
countries where the Company offers such products, specifying permitted frequency bands of operation, permitted
power output and periods of operation, as well as compatibility with telephone lines. Each new Product that is subject
to such regulation must be tested for compliance with FCC standards or the standards of such similar governmental
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agencies. Test reports are submitted to the FCC or such similar agencies for approval. Cost of compliance with these
regulations has not been material.

Patents and Trademarks

The Company has been granted several patents and trademarks relating to the Products. While the Company obtains
patents and trademarks as it deems appropriate, the Company does not believe that its current or future success is
dependent on its patents or trademarks.
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Foreign Sales

The revenues and identifiable assets attributable to the Company's domestic and foreign operations for its last two
fiscal years are summarized in the following table:

Financial Information Relating to Domestic and Foreign Operations
2011 2010

(in thousands)
Sales to external customers(1):

Domestic $ 66,793 $ 62,925
Foreign 4,599 4,832
Total Net Sales $ 71,392 $ 67,757
Identifiable assets:

United States $ 54,426 $ 54,896
Dominican Republic (2) 14,342 18,235
Other foreign countries 27 537
Total Identifiable Assets $ 68,795 $ 73,668

(1) All of the Company's sales originate in the United States and are shipped primarily from the Company's facilities
in the United States. There were no sales into any one foreign country in excess of 10% of total Net Sales.

(2) Consists primarily of inventories (2011 = $9,955,000; 2010 = $13,896,000) and fixed assets (2011 = $4,189,000;
2010 = $4,246,000) located at the Company's principal manufacturing facility in the Dominican Republic.

ITEM 1A: RISK FACTORS

The risks described below are among those that could materially and adversely affect the Company’s business,
financial condition or results of operations. These risks could cause actual results to differ materially from historical
experience and from results predicted by any forward-looking statements related to conditions or events that may
occur in the future.

Our Business Could Be Materially Adversely Affected as a Result of General Economic and Market Conditions

We are subject to the effects of general economic and market conditions. Since October 2008, the U.S. and
international economies have experienced a significant downturn and continue to be at depressed levels. In the event
that the U.S. or international financial markets continue at these levels or erode further, our revenue, profit and
cash-flow levels could be further materially adversely affected in future periods. If the current worldwide economic
downturn continues or worsens, many of our current or potential future customers may experience serious cash flow
problems and as a result may, modify, delay or cancel purchases of our products. Additionally, customers may not be
able to pay, or may delay payment of, accounts receivable that are owed to us. Furthermore, the current downturn and
market instability makes it difficult for us to forecast our revenues.

Our Business Could Be Materially Adversely Affected as a Result of the Inability to Maintain Adequate Financing
Our business is dependent on maintaining the financing used in the Marks acquisition and to fund operations. The

current debt facilities provide for quarterly principal debt repayments of approximately $893,000 plus interest that are
in addition to the Company’s historical cash-flow requirements and certain financial covenants relating to ratios



Edgar Filing: NAPCO SECURITY TECHNOLOGIES, INC - Form 10-K

affected by profit, asset and debt levels. If the Company’s profits, asset or cash-flow levels decline below the
minimums required to meet these covenants or to make the minimum debt payments, the Company may be materially
adversely affected. Effects on the Company could include higher interest costs, reduction in borrowing availability or
revocation of these credit facilities.

These facilities are due to expire in August 2012 and 2013. If the Company is unable to refinance these credit
facilities prior to or upon expiration, the Company’s business may be materially adversely affected. Management
believes it will be able to refinance these credit facilities upon satisfactory terms with its current lender or other
lenders to avoid such an occurrence.

Our Business Could Be Materially Adversely Affected by the Inability to Reduce Expenses Relative to the Current
Decreases in Sales Levels

While Management has completed a restructuring plan to reduce expense levels relative to current sales levels, if sales
levels decrease significantly, our business may be adversely affected.

10
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Our Business Could Be Materially Adversely Affected as a Result of Housing and Commercial Building Market
Conditions

We are subject to the effects of housing and commercial building market conditions. If these conditions deteriorate
further, resulting in a additional declines in new housing or commercial building starts, existing home or commercial
building sales or renovations, our business, results of operations or financial condition could be materially adversely
affected beyond the current levels, particularly in our intrusion and door locking product lines.

Our Business Could Be Materially Adversely Affected as a Result of Lessening Demand in the Security Market

Our revenue and profitability depend on the overall demand for our products. Continued or worsening delays or
reductions in spending, domestically or internationally, for electronic security systems could further materially
adversely affect demand for our products, which could result in decreased revenues or earnings.

The Markets We Serve Are Highly Competitive and We May Be Unable to Compete Effectively

We compete with approximately 20 other companies that manufacture and market security equipment to distributors,
dealers, control stations and original equipment manufacturers. Some of these companies may have substantially
greater financial and other resources than the Company. The Company competes primarily on the basis of the features,
quality, reliability and pricing of, and the incorporation of the latest innovative and technological advances into, its
products. The Company also competes by offering technical support services to its customers. In addition, the
Company competes on the basis of its expertise, its proven products, its reputation and its ability to provide products
to customers on a timely basis. The inability of the Company to compete with respect to any one or more of the
aforementioned factors could have an adverse impact on the Company's business.

Our Business Could be Materially Adversely Affected as a Result of Offering Extended Payment Terms to Customers

We regularly grant credit terms beyond 30 days to our customers. These terms are offered in an effort to keep a full
line of our products in-stock at our customers’ locations. The longer terms that are granted, the more risk is inherent in
collection of those receivables. We believe that our Bad Debt reserves are adequate to account for this inherent risk.

Competitors May Develop New Technologies or Products in Advance of Us

Our business may be materially adversely affected by the announcement or introduction of new products and services
by our competitors, and the implementation of effective marketing or sales strategies by our competitors. There can be
no assurance that competitors will not develop products that are superior to the Company's products. Further, there
can be no assurance that the Company will not experience additional price competition, and that such competition
may not adversely affect the Company's position and results of operations.

The Company's Products are Subject to Technological Changes from Time to Time, Which may Result in Increased
Research and Developments Expenditures to Attract or Retain Customers

The industry in which the Company operates is characterized by constantly improved products. Future success will
depend, in part, on our ability to continue to develop and market products and product enhancements cost-effectively,
which will require continued expenditures for product engineering, sales and marketing. The Company's research and
development expenditures, which were $4,392,000 and $4,922,000 for 2011 and 2010, respectively, are principally
targeted at enhancing existing products, and to a lesser extent at developing new ones. If the Company cannot modify
its products to meet its customers' changing needs, we may lose sales.

11
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We Rely On Distributors To Sell Our Products And Any Adverse Change In Our Relationship With Our Distributors
Could Result In A Loss Of Revenue And Harm Our Business.

We distribute our products primarily through independent distributors and wholesalers of security alarm and security
hardware equipment. Our distributors and wholesalers also sell our competitors' products, and if they favor our
competitors' products for any reason, they may fail to market our products as effectively or to devote resources
necessary to provide effective sales, which would cause our results to suffer. In addition, the financial health of these
distributors and wholesalers and our continuing relationships with them are important to our success. Some of these
distributors and wholesalers may be unable to withstand adverse changes in business conditions. Our business could
be seriously harmed if the financial condition of some of these distributors and wholesalers substantially weakens.

12
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Members of Management and Certain Directors Beneficially Own a Substantial Portion of the Company’s Common
Stock and May Be in a Position to Determine the Outcome of Corporate Elections

Richard L. Soloway, our Chief Executive Officer, members of management and the Board of Directors beneficially
own 31.4% of the currently outstanding shares of Common Stock. By virtue of such ownership and their positions
with Napco, they may have the practical ability to determine the election of all directors and control the outcome of
substantially all matters submitted to Napco’s stockholders.

In addition, Napco has a staggered Board of Directors. Such concentration of ownership and the staggered Board
could have the effect of making it more difficult for a third party to acquire, or discourage a third party from seeking
to acquire, control of Napco.

We Are Dependent Upon the Efforts of Richard L. Soloway, Our Chief Executive Officer and There is No Succession
Plan in Place

The success of the Company is largely dependent on the efforts of Richard L. Soloway, Chief Executive Officer. The
loss of his services could have a material adverse effect on the Company's business and prospects. There is currently
no succession plan.

Our Business Could Be Materially Adversely Affected by an Increase in the Exchange Rate of the Dominican Peso

We are exposed to foreign currency risks due to our operations in the Dominican Republic. We have significant
operations in the Dominican Republic which are denominated in Dominican pesos. We are subject to the risk that
currency exchange rates between the United States and the Dominican Republic will fluctuate, potentially resulting in
an increase in some of our expenses when US dollars are transferred to Dominican pesos to pay these expenses.

Our Business Could Be Materially Adversely Affected by the Integration of Marks into Our Existing Operations

Our business is dependent on the continued effective integration of the acquired Marks business, technologies, product
lines and employees into our organization. If this integration deteriorates, our business may be materially adversely
affected.

ITEM 1B: UNRESOLVED STAFF COMMENTS.
Not applicable.
ITEM 2: PROPERTIES.

The Company owns executive offices and production and warehousing facilities at 333 Bayview Avenue, Amityville,
New York. This facility consists of a fully-utilized 90,000 square foot building on a six acre plot. This six-acre plot
provides the Company with space for expansion of office, manufacturing and storage capacities. In fiscal 2011, the
Company completed a Restructuring Plan, which included consolidating all of the operations of Marks from a leased,
35,000 square foot building in Amityville, NY into the Company’s Corporate Headquarters in Amityville, NY and its
production facility in the Dominican Republic. The move from the leased building was completed in August 2009,
prior to the expiration of the lease.

The Company's foreign subsidiary located in the Dominican Republic, Napco DR, S.A. (formerly known as

NAPCO/Alarm Lock Grupo International, S.A.), owns a building of approximately 167,000 square feet of production
and warehousing space in the Dominican Republic. That subsidiary also leases the land associated with this building

13
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under a 99-year lease expiring in the year 2092. As of June 30, 2011, a majority of the Company's products were
manufactured at this facility, utilizing U.S. quality control standards.

The Company's former foreign subsidiary located in the United Kingdom, Napco Group Europe Ltd, leased office
space of approximately 167 square feet. This lease expired in January 2011 and the Company did not renew this lease.
The Company has dissolved this subsidiary and now services its European customers through its headquarters in
Amityville, NY.

Management believes that these facilities are more than adequate to meet the needs of the Company in the foreseeable
future.

14
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ITEM 3: LEGAL PROCEEDINGS.

There are no pending or threatened material legal proceedings to which NAPCO or its subsidiaries or any of their
property is subject.

In the normal course of business, the Company is a party to claims and/or litigation. Management believes that the
settlement of such claims and/or litigation, considered in the aggregate, will not have a material adverse effect on the
Company's financial position and results of operations.
ITEM 4: RESERVED.

PART II

ITEM 5: MARKET FOR THE REGISTRANT'S COMMON EQUITY, RELATED STOCKHOLDER MATTERS
AND ISSUER PURCHASES OF EQUITY SECURITIES.

Principal Market
NAPCQO's Common Stock is traded on the NASDAQ Stock Market, Global Market System, under the symbol NSSC.

The tables set forth below reflect the range of high and low sales of the Common Stock in each quarter of the past two
fiscal years as reported by the NASDAQ Global Market System.

Quarter Ended Fiscal 2011

Common Stock Sept. 30 Dec. 31 March 31 June 30
High $2.05 $1.95 $2.35 $3.00
Low $1.66 $1.62 $1.68 $2.12

Quarter Ended Fiscal 2010

Common Stock Sept. 30 Dec. 31 March 31 June 30
High $2.08 $2.86 $3.02 $2.58
Low $1.11 $1.43 $1.68 $1.70

Approximate Number of Security Holders

The number of holders of record of NAPCQO's Common Stock as of September 19,2011 was 118 (such number does
not include beneficial owners of stock held in nominee name).

Dividend Information

NAPCO has declared no cash dividends during the past two years with respect to its Common Stock, and the
Company does not anticipate paying any cash dividends in the foreseeable future. Any cash dividends must be
approved by the Company's lenders.

Equity Compensation Plan Information as of June 30, 2011

PLAN CATEGORY
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NUMBER OF WEIGHTED NUMBER OF
SECURITIES TO AVERAGE SECURITIES
BE ISSUED UPON EXERCISE PRICE REMAINING

EXERCISE OF OF AVAILABLE FOR

OUTSTANDING  OUTSTANDING FUTURE
OPTIONS OPTIONS ISSUANCE
() (b) (EXCLUDING
SECURITIES
REFLECTED IN
COLUMN (a)
(©)

Equity compensation plans approved by security
holders: 1,410,140 $2.99 365,000
Equity compensation plans not approved by

security holders: -- --
Total 1,410,140 $2.99

365,000

The Non-employee Stock Option plan expired in September 2010. No further options may be granted under this Plan.
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ITEM 6: SELECTED FINANCIAL DATA.

The table below summarizes selected financial information. For further information, refer to the audited consolidated
financial statements and the notes thereto beginning on page FS-1 of this report.

Fiscal Year Ended and at June 30
(In thousands, except share and per share data)

2011(1) 2010(1) 2009(1) 2008 2007(2)

Statement of earnings data:
Net Sales $71,392 $67,757 $69,565 $68,367 $66,202
Gross Profit 20,101 14,522 15,096 20,412 23,998
Impairment of Goodwill and intangible
assets 400 923 9,686 - -
Income (Loss) from Operations 2,513 (5,211 ) (14,917 ) 3,137 6,501
Net Income (Loss) 1,121 (6,500 ) (13,382 ) 3,718 4,217
Cash Flow Data:
Net cash flows provided by (used in)
operating activities 4,364 5,285 6,792 3,784 (3,674 )
Net cash flows used in investing activities (737 ) (300 ) (25,229 ) (1,045 ) (1,294 )
Net cash flows (used in) provided by
financing activities (6,072 ) (3,572 ) 19,781 (1,722 ) 3,978
Per Share Data:
Net earnings (loss) per common share:

Basic $.06 $(.34 ) $(.70 ) $.1 $.21

Diluted $.06 $(.34 ) $(.70 ) $.19 $.20
Weighted average common shares
outstanding:

Basic 19,096,000 19,096,000 19,096,000 19,263,000 19,961,000

Diluted 19,176,000 19,096,000 19,096,000 19,802,000 20,599,000
Cash Dividends declared per common
share (3) $.00 $.00 $.00 $.00 $.00
Balance sheet data:
Working capital (4) $29,185 $3,502 $22.404 $41,293 $40,527
Total assets 68,795 73,668 81,586 76,723 76,785
Long-term debt (4) 20,205 - 18,749 12,400 10,900
Stockholders' equity 35,429 34,242 40,515 53,542 53,257
1) Includes the operations and assets of Marks USA I which was acquired in August 2008.

(2)Certain expenses in Cost of sales have been reclassified to Selling, general and administrative expense to conform
to the current year’s presentation.

(3) The Company has never paid a dividend on its common stock. It is the policy of the Board of Directors to retain
earnings for use in the Company's business. Any dividends must be approved by the Company's primary lenders.

(4) Working capital is calculated by deducting Current Liabilities from Current Assets. As of June 30, 2010, the
Company and its banks were in negotiations to amend and restate the existing terms of the credit facilities and term
loan. Because the closing and final waivers occurred after the filing date of the June 30, 2010 Form 10-K, the
Company classified this debt as current as of June 30, 2010. Upon completion of the closing this debt has been
reclassified as long-term.
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ITEM 7: MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS
OF OPERATIONS.

Overview

The Company is a diversified manufacturer of security products, encompassing intrusion and fire alarms, building
access control systems and electronic locking devices. These products are used for commercial, residential,
institutional, industrial and governmental applications, and are sold worldwide principally to independent distributors,
dealers and installers of security equipment. International sales accounted for approximately 6% and 7% of our
revenues for the fiscal years ended June 30, 2011 and 2010 respectively.

The Company owns and operates manufacturing facilities in Amityville, New York and the Dominican Republic. A
significant portion of our operating costs are fixed, and do not fluctuate with changes in production levels or
utilization of our manufacturing capacity. As production levels rise and factory utilization increases, the fixed costs
are spread over increased output, which should improve profit margins. Conversely, when production levels decline
our fixed costs are spread over reduced levels, thereby decreasing margins.

On August 18, 2008, the Company acquired substantially all of the assets and business of G. Marks Hardware, Inc.
("Marks") for $25.2 million, the repayment of $1 million of bank debt and the assumption of certain current liabilities.
The Company also entered into a lease for the building where Marks has maintained its operations. The lease provided
for an annual base rent of $288,750 plus maintenance and real estate taxes and expired in August 2009. In March
2009, the Company began to move the Marks operations into its existing facilities. The Company completed the
majority of this consolidation by August 31, 2009. The Marks business involves the manufacturing and distribution of
door-locking devices.

The security products market is characterized by constant incremental innovation in product design and manufacturing
technologies. Generally, the Company devotes 6-8% of revenues to research and development (R&D) on an annual
basis. Products resulting from our R&D investments in fiscal 2011 did not contribute materially to revenue during this
fiscal year, but should benefit the Company over future years. In general, the new products introduced by the
Company are initially shipped in limited quantities, and increase over time. Prices and manufacturing costs tend to
decline over time as products and technologies mature.

Economic and Other Factors

Since October 2008, the U.S. and international economies have experienced a significant downturn and continue to be
very volatile. In the event that the downturn in the U.S. or international financial markets is prolonged, our revenue,
profit and cash flow levels could be materially adversely affected in future periods. This could affect our ability to
maintain adequate financing. If the current worldwide economic downturn continues, many of our current or potential
future customers may experience serious cash flow problems and as a result may, modify, delay or cancel purchases of
our products. Additionally, customers may not be able to pay, or may delay payment of, accounts receivable that are
owed to us. Furthermore, the current downturn and market instability makes it difficult for us to forecast our revenues.
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Seasonality

The Company's fiscal year begins on July 1 and ends on June 30. Historically, the end users of Napco's products want
to install its products prior to the summer; therefore sales of its products historically peak in the period April 1 through
June 30, the Company's fiscal fourth quarter, and are reduced in the period July 1 through September 30, the
Company's fiscal first quarter. In addition, demand is affected by the housing and construction markets. The severity
of the current economic downturn may also affect this trend.

Critical Accounting Policies and Estimates

The discussion and analysis of our financial condition and results of operations are based upon our consolidated
financial statements, which have been prepared in conformity with accounting principles generally accepted in the
United States. The preparation of these financial statements requires us to make estimates and assumptions that affect
the reported amounts of assets, liabilities, revenues and expenses reported in those financial statements. These
judgments can be subjective and complex, and consequently actual results could differ from those estimates. Our most
critical accounting policies relate to revenue recognition; concentration of credit risk; inventories; intangible assets;
goodwill; and income taxes.

Revenue Recognition

Revenues from merchandise sales are recorded at the time the product is shipped or delivered to the customer pursuant
to the terms of sale. We report our sales levels on a net sales basis, which is computed by deducting from gross sales
the amount of actual returns received and an amount established for anticipated returns and other allowances.

Our sales return accrual is a subjective critical estimate that has a direct impact on reported net sales and income. This
accrual is calculated based on a history of gross sales and actual sales returns, as well as management's estimate of
anticipated returns and allowances. As a percentage of gross sales, sales returns, rebates and allowances were 7% and
6% for fiscal years ended June 30, 2011 and 2010, respectively.

Concentration of Credit Risk

An entity is more vulnerable to concentrations of credit risk if it is exposed to risk of loss greater than it would have
had if it mitigated its risk through diversification of customers. Such risks of loss manifest themselves differently,
depending on the nature of the concentration, and vary in significance.

The Company had one customer with an accounts receivable balance of 17% of the Company’s accounts receivable at
June 30, 2011 and two customers with accounts receivable balances that aggregated 21% of the Company’s accounts
receivable at June 30, 2010. Sales to neither of these customers exceeded 10% of net sales in any of the past three
fiscal years.

In the ordinary course of business, we have established a reserve for doubtful accounts and customer deductions in the
amount of $255,000 and $505,000 as of June 30, 2011 and 2010, respectively. The decrease from fiscal 2010 to 2011
was due to the Company writing off certain receivables during fiscal 2011 which had been reserved for as of June 30,
2010. Our reserve for doubtful accounts is a subjective critical estimate that has a direct impact on reported net
earnings. This reserve is based upon the evaluation of accounts receivable agings, specific exposures and historical
trends.

Inventories
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Inventories are valued at the lower of cost or fair market value, with cost being determined on the first-in, first-out
(FIFO) method. The reported net value of inventory includes finished saleable products, work-in-process and raw
materials that will be sold or used in future periods. Inventory costs include raw materials, direct labor and overhead.
The Company’s overhead expenses are applied based, in part, upon estimates of the proportion of those expenses that
are related to procuring and storing raw materials as compared to the manufacture and assembly of finished products.
These proportions, the method of their application, and the resulting overhead included in ending inventory, are based
in part on subjective estimates and approximations and actual results could differ from those estimates.
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In addition, the Company records an inventory obsolescence reserve, which represents the difference between the cost
of the inventory and its estimated market value, based on various product sales projections. This reserve is calculated
using an estimated obsolescence percentage applied to the inventory based on age, historical trends, requirements to
support forecasted sales, and the ability to find alternate applications of its raw materials and to convert finished
product into alternate versions of the same product to better match customer demand. There is inherent professional
judgment and subjectivity made by both production and engineering members of management in determining the
estimated obsolescence percentage. For the fiscal years 2011 and 2010, net charges and balances in these reserves
amounted to $694,000 and $2,534,000; and $394,000 and $1,841,000, respectively. In addition, and as necessary, the
Company may establish specific reserves for future known or anticipated events.

The Company also regularly reviews the period over which its inventories will be converted to sales. Any inventories
expected to convert to sales beyond 12 months from the balance sheet date are classified as non-current.

Goodwill and Other Intangible Assets

The Company evaluates its Goodwill for impairment at least on an annual basis. Those intangible assets that are
classified as goodwill or as other intangibles with indefinite lives are not amortized.

Impairment testing is performed in two steps: (i) the Company determines impairment by comparing the fair value of
a reporting unit with its carrying value, and (ii) if there is impairment, the Company measures the amount of
impairment loss by comparing the implied fair value of goodwill with the carrying amount of that goodwill.

At the conclusion of fiscal 2009, the Company performed its annual impairment evaluation required by this standard
and determined that the goodwill relating to its Alarm Lock and Continental subsidiaries was impaired. Accordingly,
the Company recorded an impairment charge of $9,686,000 in the fourth quarter of fiscal 2009 which represents the
unamortized balance of this Goodwill. At the conclusion of the quarter ended March 31, 2010, the Company
performed an interim impairment evaluation and determined that its remaining goodwill, relating to its Marks
subsidiary, was impaired. Accordingly, in the quarter ended March 31, 2010 the Company recorded an impairment
charge of $923,000 which represented the unamortized balance of this Goodwill. At the conclusion of the fiscal 2011,
the Company performed its annual impairment evaluation and determined that its intangible asset relating to its Marks
trade name was partially impaired. Accordingly, in the quarter ended June 30, 2011 the Company recorded an
impairment charge of $400,000 which represented the excess book value of this intangible asset over its current
valuation.

Self-funded Employee Health Benefit Plan

Effective February 1, 2011, the Company converted its employee health benefit plan from a fully-insured plan to a
self-insured plan. The Company made this change due, primarily, to significant increases in health insurance costs
over the past few years. Under this arrangement, the Company engaged a plan administrator to process claims and
purchased an insurance policy that covers claims over a certain aggregate amount over the plan year. The aggregate
limit is based on the number of employees enrolled in the plan. As of June 30, 2011 the aggregate limit of claims to be
self-insured was approximately $1,409,000. The Company records claims as they are paid and records an accrual for
unpaid claims based upon the date of service or date incurred. The Company has accrued $150,000 at June 30, 2011 in
connection with its self-insured liability.

Income Taxes

The Company has identified its U.S. Federal income tax return and its State return in New York as its major tax
jurisdictions. The fiscal 2007 and forward years are still open for examination.
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During the year ended June 30, 2011, the company completed a research and development credit study. The study
included the years June 30, 2007 through June 30, 2011 to determine the amount of R&D credits to which the
company is entitled. The company filed amended tax returns for these years to establish the credits and generated an
income tax benefit of $885,401. Due to the nature of the credits, the company established a reserve under ASC
740-10 of $165,000.

During the year ending June 30, 2011 the Company increased its reserve for uncertain income tax positions by
$88,000. As of June 30, 2011 the Company has a long-term accrued income tax liability of $88,000. The Company’s
practice is to recognize interest and penalties related to income tax matters in income tax expense and accrued income
taxes. As of June 30, 2011, the Company had accrued interest totaling $0 and $165,000 of unrecognized net tax
benefits that, if recognized, would favorably affect the company’s effective income tax rate in any future period.
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For the year ended June 30, 2011, the Company recognized net income tax expense of $88,000 ($116,000 liability
reversal including interest, less the related $39,000 reversal of deferred tax asset, plus current year increase in liability
of $165,000).

A reconciliation of the U.S. Federal statutory income tax rate to our actual effective tax rate on earnings before
income taxes for fiscal 2011 is as follows (dollars in thousands):

% of Pre-tax

Amount Income

Tax at Federal statutory rate $ 274 34.0 %
Increases (decreases) in taxes resulting from:

Meals and entertainment 51 6.3 %0
State income taxes, net of Federal income tax benefit 26 3.2 %
Foreign source income and taxes 102 12.7 %
Stock based compensation expense 16 2.0 %
Tax reserve reversal (77 ) 9.5 )%
R&D Credit Refund (708 ) (87.8 )%
Other, net 2 0.2 %
Effective tax rate $ (l4 ) (38.9 )%

Liquidity and Capital Resources

The Company's cash on hand combined with proceeds from operating activities during fiscal 2011 were adequate to
meet the Company's capital expenditure needs and debt obligations. The Company's primary internal source of
liquidity is the cash flow generated from operations. The primary source of external financing is an $11,100,000
secured revolving credit facility. As of June 30, 2011 $8,600,000 was outstanding under this revolving line of credit.
The term loan is being repaid in 19 quarterly installments of $893,000 which commenced in December 2008, and a
final payment of $8,033,000 due in August 2013. The revolving line of credit expires in August 2012 and any
outstanding borrowings are to be repaid or refinanced on or before that time. The Company expects that cash on hand
and cash generated from operations will be adequate to meet its short-term liquidity requirements. As of June 30,
2011, the Company's unused sources of funds consisted principally of $3,077,000 in cash and $2,500,000 available
under its revolving line of credit.

On August 18, 2008, the Company and its banks amended and restated the existing $25,000,000 revolving credit
agreement. The amended facility was $50,000,000 and provides for a $25,000,000 revolving credit line as well as a
$25,000,000 term portion of which the entire $25,000,000 was utilized to finance the asset purchase agreement as
described in Note 5 of the accompanying consolidated financial statements. The ame

24



