Edgar Filing: MAGAL SECURITY SYSTEMS LTD - Form 20-F

MAGAL SECURITY SYSTEMS LTD
Form 20-F
July 17, 2006

SECURITIES AND EXCHANGE COMMISSION
WASHINGTON D.C. 20549
FORM 20-F

[_] REGISTRATION STATEMENT PURSUANT TO SECTION 12 (B) OR (G) OF THE SECURITIES
EXCHANGE ACT OF 1934

OR

[X] ANNUAL REPORT PURSUANT TO SECTION 13 OR 15(D) OF THE SECURITIES EXCHANGE
ACT OF 1934

FOR THE FISCAL YEAR ENDED DECEMBER 31, 2005
OR

[_] TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(D) OF THE SECURITIES
EXCHANGE ACT OF 1934

FOR THE TRANSITION PERIOD FROM TO

OR

[_] SHELL COMPANY REPORT PURSUANT TO SECTION 13 OR 15(D) OF THE SECURITIES
EXCHANGE ACT OF 1934

DATE OF EVENT REQUIRING THIS SHELL COMPANY REPORT .................
COMMISSION FILE NUMBER: 0-21388
MAGAL SECURITY SYSTEMS LTD.

(Exact name of Registrant as specified in its charter
and translation of Registrant's name into English)

ISRAEL
(Jurisdiction of incorporation or organization)

P.O. BOX 70, INDUSTRIAL ZONE, YEHUD 56100, ISRAEL
(Address of principal executive offices)

Securities registered or to be registered pursuant to Section 12(b) of the Act:
NONE

Securities registered or to be registered pursuant to Section 12(g) of the Act:

ORDINARY SHARES, NIS 1.0 PAR VALUE PER SHARE
(Title of Class)

Securities for which there is a reporting obligation pursuant to Section 15(d)
of the Act: NONE

Indicate the number of outstanding shares of each of the issuer's classes of
capital or common stock as of the close of the period covered by the annual
report:



Edgar Filing: MAGAL SECURITY SYSTEMS LTD - Form 20-F

ORDINARY SHARES, PAR VALUE NIS 1.0 PER SHARE ............ 10,372,448 (as of
December 31, 2005) Indicate by check mark if the registrant is a well-known
seasoned issuer, as defined in Rule 405 of the Securities Act.

Yes [_] No [X]

If this report is an annual or transition report, indicate by check mark if the
registrant is not required to file reports pursuant to Section 13 or 15(d) of
the Securities Exchange Act of 1934.

Yes [_] No [X]

Indicate by check mark whether the registrant (1) has filed all reports required
to be filed by Section 13 or 15(d) of the Securities Exchange Act of 1934 during
the preceding 12 months (or for such shorter period that the registrant was
required to file such reports), and (2) has been subject to such filing
requirements for the past 90 days.

Yes [X] No [_]

Indicate by check mark whether the registrant is a large accelerated filer, an
accelerated filer, or a non-accelerated filer. See definition of "accelerated
filer and large accelerated filer" in Rule 12b-2 of the Exchange Act. (Check
one) :

Large accelerated filer [_] Accelerated filer [_] Non-accelerated filer [X]

Indicate by check mark which financial statement item the registrant has elected
to follow:

Item 17 [_] Item 18 [X]

If this is an annual report, indicate by check mark whether the registrant is a
shell company (as defined in Rule 12b-2 of the Exchange Act).

Yes [_] No [X]

This Annual Report on Form 20-F is incorporated by reference into the
Registrant's Registration Statements on Form F-3, File Nos. 333-9050 and
333-123265, as amended.

INTRODUCTION

Magal Security Systems Ltd. develops, manufactures, markets and sells
complex computerized security systems, including a line of perimeter security
systems, a hardware and software "all in one" security solution which integrates
closed circuit television, or CCTV, related applications such as outdoor and
indoor video motion detection systems, security management and control systems,
personal emergency location systems, a pipeline security system, and provides
video monitoring services. Our predecessor commenced operations in 1969 as a
department specializing in perimeter security systems within the electronics
division of Israel Aircraft Industries Ltd., or IAI. Effective April 1984, we
purchased from IAI substantially all of the assets, and assumed substantially
all of the related liabilities, of that department. In March 1993, we completed
an initial public offering of 1,380,000 ordinary shares, in February 1997, we
completed a public offering of an additional 2,085,000 ordinary shares and in
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April 2005, we completed a public offering of an additional 1,700,000 ordinary
shares. Our ordinary shares are traded on the NASDAQ National Market and on the
Tel Aviv Stock Exchange under the symbol MAGS.

Except for the historical information contained in this annual report, the
statements contained in this annual report are forward-looking statements within
the meaning of the Private Securities Litigation Reform Act of 1995 with respect
to our business, financial condition and results of operations. Actual results
could differ materially from those anticipated in these forward-looking
statements as a result of various factors, including all the risks discussed in
Item 3.D. "Key Information-Risk Factors" and elsewhere in this annual report.

Statements which use the terms "believe," "do not believe," "expect,"
"plan," "intend," "estimate," "anticipate" and similar expressions are intended
to identify forward-looking statements. These statements reflect our current
views with respect to future events and are based on assumptions and are subject
to risks and uncertainties. Except as required by applicable law, including the
securities laws of the U.S., we do not intend to update or revise any
forward-looking statements, whether as a result of new information, future
events or otherwise.

We have trademark rights in the United States and other national
jurisdictions arising out of our trademark registrations, applications, and/or
use of the following trademarks and service marks: SENSTAR-STELLAR logo, the S
logos, SENSTAR-STELLAR, SENSTAR-STELLAR (and design) SENSTAR, STELLAR, STELLAR
SYSTEMS, STELLAR SYSTEMS (and design), PANTHER, GUIDAR, REPELS, SENNET,
PERIMITRAX, INTELLI-FLEX, INTELLI-FIELD, X-FIELD, OMNITRAX, STARLED, STARNET,
FRONTLINE, E-FIELD, H-FIELD, E-FLEX, ARMOURFLEX, SIMPL, CROSSFIRE, ECHOCHECK,
FLASH, FLARE, and all other marks used to identify particular products and
services associated with our businesses.

Any other trademarks and trade names appearing in this annual report are
owned by their respective holders.

Our address on the Internet is www.magal-ssl.com. The information on our
website is not incorporated by reference into this annual report.

Our consolidated financial statements appearing in this annual report are
prepared in U.S. dollars and in accordance with U.S. generally accepted
accounting principles, or U.S. GAAP. All references in this annual report to
"dollars" or "S$"are to U.S. dollars and all references in this annual report to
"NIS" are to New Israeli Shekels. The representative exchange rate between the
NIS and the dollar as published by the Bank of Israel on July 11, 2006 was NIS
4.387 per $1.00.

As used in this annual report, the terms "we," "us" and "our" mean Magal
Security Systems Ltd. and its subsidiaries, unless otherwise indicated.

Statements made in this annual report concerning the contents of any
contract, agreement or other document are summaries of such contracts,
agreements or documents and are not complete descriptions of all of their terms.
If we filed any of these documents as an exhibit to this annual report or to any
registration statement or annual report that we previously filed, you may read
the document itself for a complete description of its terms.
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PART I

ITEM 1. IDENTITY OF DIRECTORS, SENIOR MANAGEMENT AND ADVISERS
Not applicable.

ITEM 2. OFFER STATISTICS AND EXPECTED TIMETABLE
Not applicable.

ITEM 3. KEY INFORMATION

A. SELECTED CONSOLIDATED FINANCIAL DATA.

We have derived the following selected consolidated financial data as of
December 31, 2004 and 2005 and for each of the years ended December 31, 2003,
2004 and 2005 from our consolidated financial statements set forth elsewhere in
this annual report that have been prepared in accordance with U.S. GAAP. We have
derived the following selected consolidated financial data as of December 31,
2001, 2002 and 2003 and for each of the years ended December 31, 2001 and 2002
from our audited consolidated financial statements not included in this annual
report. You should read the following selected consolidated financial data
together with the section of this annual report entitled "Operating and
Financial Review and Prospects" and our consolidated financial statements and
notes thereto included elsewhere in this annual report.

YEAR ENDED DECEM

(IN THOUSANDS EXCEPT PE
CONSOLIDATED STATEMENT OF INCOME DATA:

Revenues $40,416 $ 42,376 $ 58,655
Cost of revenues 21,081 23,458 32,847
Gross profit 19,335 18,918 25,808

Operating expenses:
Research and development, net 3,054 3,128 4,773
Selling and marketing, net 7,790 8,511 11,427
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General and administrative 4,949 4,938 5,305
Award granted by principal shareholders - - -

Total operating expenses 15,793 16,577 21,505
Operating income (loss) 3,542 2,341 4,303
Financial income (expenses), net 40 199 (1,003)
Income (loss) before income taxes 3,582 2,540 3,300
Income taxes (tax benefit) 446 646 910
Income (loss) from continuing operations . 3,136 1,894 2,390
Gain (loss) from discontinued operations, net 31 (6) 14
Net income (loss) 3,167 1,888 2,404

Basic net earnings (loss) per share from continuing

operations S 0.41 S 0.24 S 0.30
Basic net loss per share from discontinued

operations - - -
Basic net earnings (loss) per share S 0.41 S 0.24 S 0.30

Diluted net earnings (loss) per share from

continuing operations S 0.40 S 0.23 S 0.30
Diluted net loss per share from discontinued

operations - - -
Diluted net earnings (loss) per share S 0.40 S 0.23 S 0.30

Weighted average number of ordinary shares used in

computing basic net earnings per share 7,738 7,866 7,948
Weighted average number of ordinary shares used in
computing diluted net earnings per share 7,925 8,069 8,029
Cash dividend per share $ 0.13 S - $ 0.05
(*) Reclassified.

1

Our Board of Directors declared share dividend distributions of 3.0%, 3.0%
and 5.0% in May 2002, May 2003 and July 2004, respectively. All per share data
in the above table has been adjusted to reflect the share dividends.

On July 28, 2005, we decided to eliminate our indoor security sensors
operations. Accordingly, the operating results and cash flows attributed to the
indoor security sensors operations were presented in our statements of income
and cash flows as discontinued operations, and the comparative figures were
reclassified for all periods presented.

AS OF DECEMBER 31,

(IN THOUSANDS)
CONSOLIDATED BALANCE SHEET DATA:

Cash and cash equivalents $ 2,738 $ 2,519 S 4,389
Short and long-term bank deposits and structured
notes 11,849 12,357 12,051

6
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Working capital 18,391 15,688 21,401
Total assets 53,347 59,741 71,443
Short-term bank credit (including current

maturities of long-term loans) 6,264 10,357 16,438
Long-term bank loans 5,038 4,698 1,873
Total shareholders' equity 32,700 35,031 38,984
B. CAPITALIZATION AND INDEBTEDNESS.

Not applicable

C. REASONS FOR THE OFFER AND USE OF PROCEEDS.
Not applicable.

D. RISK FACTORS.

Our business, results of operations and financial condition could be
seriously harmed due to any of the following risks, among others. If we do not
successfully address the risks to which we are subject, our business, results of
operations and financial condition may be materially and adversely affected and
our share price may decline.

RISKS RELATED TO OUR BUSINESS

WE DEPEND ON LARGE ORDERS FROM A RELATIVELY SMALL NUMBER OF CUSTOMERS FOR A
SUBSTANTIAL PORTION OF OUR REVENUES. AS A RESULT, OUR REVENUES AND OPERATING
RESULTS MAY VARY FROM QUARTER TO QUARTER.

We receive large orders from a relatively small number of customers and our
revenues and operating results are subject to substantial periodic variations.
Individual orders from customers can represent a substantial portion of our
revenues in any one period and significant orders by a customer during one
period may not be followed by further orders from the same customer in
subsequent periods. As a result, our revenues and operating results for a
specific quarter may not be indicative of our future performance and
quarter-to—-quarter comparisons of our operating results may not be meaningful,
making it difficult for investors to evaluate our future prospects based on the
results of any quarter.

In addition, we have a limited order backlog, which makes revenues in any
quarter substantially dependent upon orders we deliver in that quarter.

OUR REVENUES DEPEND ON GOVERNMENT PROCUREMENT PROCEDURES AND PRACTICES. A
SUBSTANTIAL DECREASE IN OUR CUSTOMERS' BUDGETS WOULD ADVERSELY AFFECT OUR
RESULTS OF OPERATIONS.

Our products are primarily sold to governmental agencies, governmental
authorities and government-owned companies, many of which have complex and
time-consuming procurement procedures. A substantial period of time often
elapses from the time we begin marketing a product until we actually sell that
product to a particular customer. In addition, our sales to governmental
agencies, authorities and companies are directly affected by these customers'
budgetary constraints and the priority given in their budgets to the procurement
of our products. A decrease in governmental funding for our customers' budgets
would adversely affect our results of operations.
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THE LOSS OF ONE OR MORE OF OUR KEY CUSTOMERS, IN PARTICULAR THE ISRAELI MINISTRY
OF DEFENSE, WOULD RESULT IN A LOSS OF A SIGNIFICANT AMOUNT OF OUR REVENUES.

A relatively few customers account for a large percentage of our revenues.
For the years ended December 31, 2003, 2004 and 2005, revenues generated from
sales to the Israeli Ministry of Defense, or MOD, accounted for 27.5%, 7.8% and
23.9%, respectively, of our revenues. The loss of the MOD as a customer without
replacement by a customer or customers of similar volume would have a material
adverse effect on our financial results.

WE HAVE INITIATED AN ARBITRATION PROCEEDING AGAINST A CUSTOMER IN EASTERN EUROPE
TO RECOVER FUNDS PAYABLE TO US UNDER THE TERMS OF A TURNKEY PROJECT. IN THE
EVENT WE ARE UNSUCCESSFUL IN THIS ARBITRATION, OUR FINANCIAL RESULTS WILL BE
ADVERSELY IMPACTED.

In May 2005 we entered into an agreement to supply comprehensive security
solutions for a sensitive site in Eastern Europe. As part of the agreement, we
received an advance payment, secured by a bank advanced payment guarantee that
was to be reduced proportionally as execution of the project progressed. In
addition, we issued the customer a performance bank guarantee. We commenced the
project and delivered some of the equipment and other deliverables to the
customer in 2005. In April 2006, the customer informed us that it was canceling
the agreement due to errors in the design documents submitted by us. In
addition, the customer did not make payments required under the agreement. Based
on its cancellation of the agreement, the customer collected $3.2 million under
the bank advanced payment guarantee on June 20, 2006.

We believe that there is no factual or legal ground for the cancellation of
the agreement or the demand for payment under the bank performance guarantee,
and accordingly, we believe that the agreement is still valid. On April 28,
2006, we commenced arbitration proceedings against the customer. In these
proceedings we asked the arbitrators to find that the agreement is wvalid and to
enforce the payments due to us pursuant to the agreement. The customer has not
yet filed its response. Based on the opinion of our legal counsel, we believe
that there is a good likelihood that the arbitration will result in a favorable
determination. We intend to vigorously pursue our claim. However, we may not be
successful in the arbitration, which may result in a significant negative impact
on our financial results.

On July 11, 2006 the customer made a demand for additional payment under a
bank performance guarantee for $1.4 million. Upon our motion, the District Court
in Haifa, Israel issued a temporary injunction against the payment of such
guarantee pending a hearing in August 2006. Although we obtained the temporary
injunction, according to our legal counsel, our chances to ultimately prevent
the forfeiture of the guarantee remain unclear. In view of the above and due to
the uncertainty in preventing the forfeiture of the performance bank guarantee,
we included a provision in the amount of $1.4 million in respect of this
guarantee in our financial statements for the year ended December 31, 2005.

IN THE FUTURE, THE LEVEL OF OUR CONTRACTS MAY BE REDUCED DUE TO CHANGES IN
GOVERNMENTAL PRIORITIES AND AUDITS.

Governmental purchases of our systems, products and services may decline in
the future as the governmental purchasing agencies may terminate, reduce or
modify contracts or subcontracts if:
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o Their requirements or budgetary constraints change;

o they cancel multi-year contracts and related orders if funds become
unavailable;

o they shift spending priorities into other areas or for other products;
and

o they adjust contract costs and fees on the basis of audits.

Any such event may have a material adverse affect on us.

IF WE DO NOT RECEIVE MOD APPROVALS NECESSARY FOR US TO EXPORT THE PRODUCTS WE
PRODUCE IN ISRAEL, OUR REVENUES MAY DECREASE.

Under Israeli law, the export of products that we manufacture in Israel and
the export of certain of our know-how are subject to approval by the MOD. We
must obtain permits from the MOD to initiate sales proposals with regard to
these exports, as well as for actual export transactions. We may not be able to
receive all the required permits for which we may apply in the future. If we do
not receive the required permits for which we apply, our revenues may decrease.

OUR WHOLLY-OWNED SUBSIDIARY, SMART INTERACTIVE SYSTEMS, INC., MAY NEVER ACHIEVE
A PROFIT. IF SMART CONTINUES TO INCUR LOSSES, OUR FUTURE RESULTS OF OPERATIONS
WILL BE ADVERSELY AFFECTED.

In 2001, we established Smart Interactive Systems, Inc., or Smart, to meet
the growing demand for real-time video monitoring services for use in industrial
sites, commercial businesses and VIP residences. We have invested $15.1 million
in Smart through December 31, 2005. Its operations to date have not been
profitable, and it has an accumulated deficit of $6.7 million as of December 31,
2005. Smart's success will depend upon its ability to penetrate the market for
these services. If Smart is unable to market its services or if its services
fail to penetrate the market, we may lose our investment in this company and our
future results of operations will be adversely affected.

THE MARKET FOR OUR PRODUCTS IS CHARACTERIZED BY CHANGING TECHNOLOGY,
REQUIREMENTS, STANDARDS AND PRODUCTS, AND WE MAY BE ADVERSELY AFFECTED IF WE DO
NOT RESPOND PROMPTLY AND EFFECTIVELY TO THESE CHANGES.

The market for our products 1is characterized by evolving technologies,
changing industry standards, changing regulatory environments, frequent new
product introductions and rapid changes in customer requirements. The
introduction of products embodying new technologies and the emergence of new
industry standards and practices can render existing products obsolete and
unmarketable. Our future success will depend on our ability to enhance our
existing products and to develop and introduce, on a timely and cost-effective
basis, new products and product features that keep pace with technological
developments and emerging industry standards and address the increasingly
sophisticated needs of our customers.

In the future:

o we may not be successful in developing and marketing new products or
product features that respond to technological change or evolving
industry standards;
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o we may experience difficulties that could delay or prevent the
successful development, introduction and marketing of these new
products and features; or

o our new products and product features may not adequately meet the
requirements of the marketplace and achieve market acceptance.

If we are unable to respond promptly and effectively to changing
technology, we will be unable to compete effectively in the future.

WE FACE RISKS ASSOCIATED WITH DOING BUSINESS IN INTERNATIONAL MARKETS.

A large portion of our sales is to markets outside of Israel (68.5% in 2005
and 84.1% in 2004), and a key component of our strategy is to continue to expand
in such markets, the most significant of which currently are North America,
Europe, and Asia. Our international sales efforts are affected by costs
associated with the shipping of our products and risks inherent in doing
business in international markets, including:

o unexpected changes in regulatory requirements;

o currency fluctuations;

o export restrictions, tariffs and other trade barriers;

o unexpected difficulties in staffing and managing foreign operations;
o longer payment cycles;

o difficulties in collecting accounts receivable;

o political instability; and

o seasonal reductions in business activities.

One or more of such factors may have a material adverse effect on us.

WE ARE ENGAGED IN A HIGHLY COMPETITIVE BUSINESS. IF WE ARE UNABLE TO COMPETE
EFFECTIVELY, OUR REVENUES AND INCOME WILL BE MATERIALLY AND ADVERSELY AFFECTED.

The business in which we are engaged is highly competitive. Some of our
competitors and potential competitors have greater research and development,
financial and personnel resources, including governmental support, or more
extensive business experience than we do. If we are unable to compete
effectively in the market for our products, our revenues and income will be
materially and adversely affected.

WE MAY BE ADVERSELY AFFECTED BY LONG SALES CYCLES.

We have in the past and expect in the future to experience long time
periods between initial sales contacts and the execution of formal contracts for
our products and completion of product installations. The cycle from first
contact to revenue generation in our business involves, among other things,
selling the concept of our technology and products, developing and implementing
a pilot program to demonstrate the capabilities and accuracy of our products,
negotiating prices and other contract terms, and, finally, installing and
implementing our products on a full-scale basis. This cycle entails a

10
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substantial period of time, sometimes as much as one or more years, and the lack
of revenues during this cycle and the expenses involved in bringing new sales to
the point of revenue generation may put a substantial strain on our resources.

WE MAY NOT BE ABLE TO IMPLEMENT OUR GROWTH STRATEGY.

As part of our growth strategy, we seek to acquire or invest in
complementary, including competitive, businesses, products and technologies. We
currently have no commitments or agreements with respect to any acquisitions or
investments and we may not be able to consummate any acquisition or investment.
Even if we do acquire or invest in these businesses, products or technology, the
process of integrating acquired assets into our operations may result in
unforeseen operating difficulties and expenditures and may absorb significant
management attention that would otherwise be available for the ongoing
development of our business.

In addition, we have limited experience in making acquisitions and managing
growth. We may not be able to realize the anticipated benefits of any
acquisition. Moreover, future acquisitions by us could result in potentially
dilutive issuances of our equity securities, the incurrence of debt and
contingent liabilities and amortization expenses related to identifiable
intangible assets, any of which could materially adversely affect our operating
results and financial position. Acquisitions also involve other risks, including
risks inherent in entering markets in which we have no or limited prior
experience and the potential loss of key employees and the risk that we may
experience difficulty or delays in obtaining necessary permits.

WE MAY NOT BE SUCCESSFUL IN MARKETING AND DEVELOPING MARKETS FOR OUR NEW
PRODUCTS.

As part of our growth strategy, we developed three new products, DreamBox,
Fortis and PipeGuard. We intend to continue to invest substantial funds in the
marketing and sales of these products. Our marketing and sale efforts may not be
successful, in which case our growth strategy will be harmed.

WE MAY NOT BE ABLE TO PROTECT OUR PROPRIETARY TECHNOLOGY AND UNAUTHORIZED USE OF
OUR PROPRIETARY TECHNOLOGY BY THIRD PARTIES MAY IMPAIR OUR ABILITY TO COMPETE
EFFECTIVELY.

Our success and ability to compete depend in large part upon protecting our
proprietary technology. We have approximately 45 patents and have patent
applications pending. We also rely on a combination of trade secret and
copyright law and confidentiality, non-disclosure and assignment-of-inventions
agreements to protect our proprietary technology. It is our policy to protect
our proprietary rights in our products and operations through contractual
obligations, including confidentiality and non-disclosure agreements with
certain employees, distributors and agents, suppliers and subcontractors. These
measures may not be adequate to protect our technology from third-party
infringement, and our competitors may independently develop technologies that
are substantially equivalent or superior to ours. Additionally, our products may
be sold in foreign countries that provide less protection to intellectual
property than that provided under U.S. or Israeli laws.

WE COULD BECOME SUBJECT TO LITIGATION REGARDING INTELLECTUAL PROPERTY RIGHTS,
WHICH COULD SERIOUSLY HARM OUR BUSINESS.

Third parties may in the future assert against us infringement claims or

11
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claims asserting that we have violated a patent or infringed upon a copyright,
trademark or other proprietary right belonging to them.

In addition, we purchase components for our turnkey products from
independent suppliers. Certain of these components contain proprietary
intellectual property of these independent suppliers. Third parties may in the
future assert claims against our suppliers that such suppliers have violated a
patent or infringed upon a copyright, trademark or other proprietary right
belonging to them. If such infringement by our suppliers or us were found to
exist, a party could seek an injunction preventing the use of their intellectual
property. In addition, if an infringement by us were found to exist, we may
attempt to acquire a license or right to use such technology or intellectual
property. Any infringement claim, even if not meritorious, could result in the
expenditure of significant financial and managerial resources.

WE DEPEND ON LIMITED SOURCES FOR COMPONENTS, AND IF WE ARE UNABLE TO OBTAIN
THESE COMPONENTS WHEN NEEDED, WE WILL EXPERIENCE DELAYS IN MANUFACTURING OUR
PRODUCTS AND OUR FINANCIAL RESULTS MAY BE ADVERSELY AFFECTED.

We acquire most of the components utilized in our products, including, but
not limited to, our turnkey products and certain services from a limited number
of suppliers and subcontractors. We may not be able to obtain such items from
these suppliers and subcontractors on satisfactory terms in the future.
Temporary disruptions of our manufacturing operations would result if we were
required to obtain materials from alternative sources, which may have an adverse
effect on our financial results.

UNDETECTED DEFECTS IN OUR PRODUCTS MAY INCREASE OUR COSTS AND IMPAIR THE MARKET
ACCEPTANCE OF OUR PRODUCTS.

The development, enhancement and implementation of our complex systems
entail substantial risks of product defects or failures. Despite testing by us
and our customers, errors may be found in existing or new products, resulting in
delay or loss of revenues, warranty expense, loss of market share or failure to
achieve market acceptance, or otherwise adversely affecting our business,
financial condition and results of operations. Moreover, the complexities
involved in implementing our systems entail additional risks of performance
failures. We may encounter substantial delays or other difficulties due to such
complexities. Any such occurrence could have a material adverse effect upon our
business, financial condition and results of operations. In addition, the
potential harm to our reputation that may result from product defects or
implementation errors could be damaging to us.

WE DEPEND ON OUR SENIOR MANAGEMENT AND KEY PERSONNEL, PARTICULARLY JACOB
EVEN-EZRA, OUR CHAIRMAN AND CHIEF EXECUTIVE OFFICER, AND IZHAR DEKEL, OUR
PRESIDENT, THE LOSS OF WHOM WOULD NEGATIVELY AFFECT OUR BUSINESS.

Our future success depends in large part on the continued services of our
senior management and key personnel. In particular, we depend on the services of
Jacob Even-Ezra, our chairman and chief executive officer, and Izhar Dekel, our
president. We carry key person life insurance for Jacob Even-Ezra and for Izhar
Dekel. Any loss of the services of Jacob Even-Ezra, Izhar Dekel, other members
of senior management or other key personnel would negatively affect our
business.

OUR FAILURE TO RETAIN AND ATTRACT PERSONNEL COULD HARM OUR BUSINESS, OPERATIONS
AND PRODUCT DEVELOPMENT EFFORTS.

12
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Our products require sophisticated research and development, marketing and
sales and technical customer support. Our success depends on our ability to
attract, train and retain qualified research and development, marketing and
sales and technical customer support personnel. Competition for personnel in all
of these areas is intense and we may not be able to hire sufficient personnel to
achieve our goals or support the anticipated growth in our business. If we fail
to attract and retain qualified personnel, our business, operations and product
development efforts would suffer.

THE IMPLEMENTATION OF SFAS NO. 123 (R), WHICH WILL REQUIRE US TO RECORD
COMPENSATION EXPENSE IN CONNECTION WITH EQUITY SHARE-BASED COMPENSATION AS OF
THE FIRST QUARTER OF 2006, MAY REDUCE OUR PROFITABILITY.

On December 16, 2004, the Financial Accounting Standards Board, or FASB,
issued Statement No. 123 (revised 2004), Share-Based Payment, or SFAS No.
123(R), which is a revision of SFAS No. 123. Generally, the approach in SFAS No.
123(R) is similar to the approach described in SFAS No. 123. However, SFAS No.
123 permitted, but did not require, share-based payments to employees to be
recognized on the basis of their fair values while SFAS No. 123 (R) requires, as
of the first quarter of 2006, all share-based payments to employees to be
recognized on the basis of their fair values. SFAS No. 123 (R) also revises,
clarifies and expands guidance in several areas, including measuring fair value,
classifying an award as equity or as a liability and attributing compensation
cost to reporting periods. The adoption of SFAS No. 123 (R) may have a
significant effect on our results of operations in the future; however, the
impact of its adoption cannot be predicted at this time. In addition, such
adoption could limit our ability to use stock options as an incentive and
retention tool, which could, in turn, negatively impact our ability to recruit
employees and retain existing employees. Had we adopted SFAS 123 (R) in 2005, the
impact of that standard would have decreased our net income by approximately
$1.05 million, as described in the disclosure of pro forma net income and
earnings per share in our consolidated financial statements.

COMPLIANCE WITH CHANGING REGULATION OF CORPORATE GOVERNANCE AND PUBLIC
DISCLOSURE MAY RESULT IN ADDITIONAL EXPENSES.

As a result of changing laws, regulations and standards relating to
accounting, corporate governance and public disclosure, the costs of being a
public company in general have increased in recent years. The Sarbanes-Oxley Act
of 2002 requires changes in some of our corporate governance and securities
disclosure or compliance practices. We expect that the on-going implementation
of these regulations will further increase our legal compliance costs and will
make some activities more time consuming. We are presently evaluating and
monitoring regulatory developments and cannot estimate the magnitude of
additional costs we may incur as a result of such developments. In order to
implement Section 404 of the Sarbanes-Oxley Act of 2002, which governs internal
controls and procedures for financial reporting, we will need to expend
significant management time and financial resources to comply with the
applicable requirements. This and other proposed legislation may increase the
fees of our professional advisors and our insurance premiums.

RISKS RELATING TO OUR ORDINARY SHARES

VOLATILITY OF THE MARKET PRICE OF OUR ORDINARY SHARES COULD ADVERSELY AFFECT OUR
SHAREHOLDERS AND US.

13
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The market price of our ordinary shares has been, and is likely to be,
highly volatile and could be subject to wide fluctuations in response to
numerous factors, including the following:

o political, economic and other developments in the State of Israel;
o terrorist attacks and other acts of war, and any response to them;
o actual or anticipated variations in our quarterly operating results or

those of our competitors;

o announcements by us or our competitors of technological innovations or
new and enhanced products;

o developments or disputes concerning proprietary rights;

o introduction and adoption of new industry standards;

o changes in financial estimates by securities analysts;

o market conditions or trends in our industry;

o changes in the market valuations of our competitors;

o announcements by us or our competitors of significant acquisitions;
o entry into strategic partnerships or joint ventures by us or our

competitors; and
o additions or departures of key personnel.

In addition, the stock market in general, and the market for Israeli
companies and home defense companies in particular, has been highly volatile.
Many of these factors are beyond our control and may materially adversely affect
the market price of our ordinary shares, regardless of our performance.

RISKS RELATING TO OUR LOCATION IN ISRAEL
CONDUCTING BUSINESS IN ISRAEL ENTAILS SPECIAL RISKS.

We are incorporated under Israeli law and our principal offices and
manufacturing and research and development facilities are located in the State
of Israel. Accordingly, we are directly influenced by the political, economic
and military conditions affecting Israel. Specifically, we could be adversely
affected by any major hostilities involving Israel, a full or partial
mobilization of the reserve forces of the Israeli army, the interruption or
curtailment of trade between Israel and its present trading partners, and a
significant downturn in the economic or financial condition of Israel.

Since the establishment of the State of Israel in 1948, a number of armed
conflicts have taken place between Israel and its Arab neighbors, and a state of
hostility, varying from time to time in intensity and degree, has led to
security and economic problems for Israel. Since September 2000, there has been
a marked increase in violence, civil unrest and hostility, including armed
clashes, between the State of Israel and the Palestinians, and acts of terror
have been committed inside Israel and against Israeli targets in the West Bank
and Gaza. These developments have adversely affected the regional peace process,
placed the Israeli economy under significant stress, and have negatively
influenced Israel's relationship with several Arab countries. In August 2005,
Israel evacuated all Israeli settlements in the Gaza Strip and four settlements
in the West Bank. In January 2006, Hamas won the elections in the Palestinian
Authority and as a result the diplomatic relations between Israel and the
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Palestinian Authority have worsened. The implications of these developments
cannot at this time be foreseen. Any future armed conflict, political
instability or violence in the region may have a negative effect on our business
condition, harm our results of operations and adversely affect our share price.

POLITICAL TRADE RELATIONS COULD LIMIT OUR ABILITY TO SELL OR BUY
INTERNATIONALLY.

We could be affected adversely by the interruption or reduction of trade
between Israel and its trading partners. Some countries, companies and
organizations continue to participate in a boycott of Israeli firms and others
doing business with Israel or with Israeli companies. To date, these measures
have not had a material adverse affect on our business. In the future,
restrictive laws, policies or practices towards Israel or Israeli businesses may
have an adverse impact on our business.

OUR RESULTS OF OPERATIONS MAY BE NEGATIVELY AFFECTED BY THE OBLIGATION OF OUR
PERSONNEL TO PERFORM MILITARY SERVICE.

Many of our executive officers and employees in Israel are obligated to
perform annual reserve duty in the Israeli Defense Forces, or IDF, and are
subject to being called for active duty under emergency circumstances at any
time. If a military conflict or war arises, these individuals could be required
to serve in the military for extended periods of time. Our operations could be
disrupted by the absence for a significant period of one or more of our
executive officers or key employees or a significant number of other employees
due to military service. Any disruption in our operations could adversely affect
our business.

THE ECONOMIC CONDITIONS IN ISRAEL HAVE NOT BEEN STABLE IN RECENT YEARS.

In recent years Israel has been going through a period of recession in
economic activity, resulting in low growth rates and growing unemployment. Our
operations could be adversely affected if the economic conditions in Israel
deteriorate.

WE MAY BE ADVERSELY AFFECTED BY A CHANGE IN THE EXCHANGE RATE OF THE NEW ISRAELT
SHEKEL AGAINST THE DOLLAR.

Because exchange rates between the NIS and the dollar fluctuate
continuously, exchange rate fluctuations, particularly larger periodic
devaluations, may have an impact on our profitability and period-to-period
comparisons of our results. In 2001, 2002 and 2005 the rate of devaluation of
the NIS against the dollar was 9.3% 7.3% and 6.8% respectively, while in 2003
and 2004 the NIS appreciated in value in relation to the dollar by 7.6% and
1.6%, respectively. A portion of our expenses, primarily labor expenses, is
incurred in NIS and a part of our revenues are quoted in NIS. Additionally,
certain assets, as well as a portion of our liabilities, are denominated in NIS.
Our results may be adversely affected by the devaluation of the NIS in relation
to the dollar (or if such devaluation is on lagging basis), if our revenues in
NIS are higher than our expenses in NIS and/or the amount of our assets in NIS
are higher than our liabilities in NIS. Alternatively, our results may be
adversely affected by an appreciation of the NIS in relation to the dollar (or
if such appreciation is on a lagging basis), if the amount of our expenses in
NIS are higher than the amount of our revenues in NIS and/or the amount of our
liabilities in NIS are higher than our assets in NIS.
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WE CURRENTLY BENEFIT FROM GOVERNMENT PROGRAMS AND TAX BENEFITS THAT MAY BE
DISCONTINUED OR REDUCED.

We currently receive grants and tax benefits under Israeli government
programs, we must continue to meet specified conditions, including, but not
limited to, making specified investments from our equity in fixed assets and
paying royalties with respect to grants received. In addition, some of these
programs restrict our ability to manufacture particular products or transfer
particular technology outside of Israel. If we fail to comply with these
conditions in the future, the benefits we receive could be canceled and we could
be required to refund any payments previously received under these programs,
including any accrued interest, or pay increased taxes or royalties. The Israeli
government has reduced the benefits available under these programs in recent
years and these programs and benefits may be discontinued or curtailed in the
future. If the Israeli government ends these programs and benefits, our
business, financial condition, results of operations and net income could be
materially adversely affected.

THE TAX BENEFITS THAT WE CURRENTLY RECEIVE FROM OUR APPROVED ENTERPRISE PROGRAMS
REQUIRE US TO SATISFY SPECIFIED CONDITIONS. IF WE FAIL TO SATISFY THESE
CONDITIONS, WE MAY BE REQUIRED TO PAY ADDITIONAL TAXES AND WOULD LIKELY BE
DENIED THESE BENEFITS IN THE FUTURE.

The Investment Center of the Ministry of Industry, Trade and Labor of the
State of Israel has granted approved enterprise status to certain of our
manufacturing facilities. Starting from when we begin to generate net income
from these approved enterprise programs, any portion of our income derived from
these approved enterprise programs will be exempt from tax for a period of two
years and will be subject to a reduced tax for an additional five to eight
years, depending on the percentage of our share capital held by non-Israeli
residents. The benefits available to our approved enterprise programs are
dependent upon the fulfillment of conditions stipulated in applicable law and in
each program's certificate of approval. If we fail to comply with these
conditions, in whole or in part, we may be required to pay additional taxes and
interest for the period in which we benefited from the tax exemption or reduced
tax rates and would likely be denied these benefits in the future.

PROVISIONS OF ISRAELI LAW MAY DELAY, PREVENT OR MAKE DIFFICULT AN ACQUISITION OF
US, WHICH COULD PREVENT A CHANGE OF CONTROL AND THEREFORE DEPRESS THE PRICE OF
OUR SHARES.

Provisions of Israeli corporate and tax law may have the effect of
delaying, preventing or making more difficult a merger with, or other
acquisition of, us. This could cause our ordinary shares to trade at prices
below the price for which third parties might be willing to pay to gain control
of us. Third parties who are otherwise willing to pay a premium over prevailing
market prices to gain control of us may be unable or unwilling to do so because
of these provisions of Israeli law.

YOUR RIGHTS AND RESPONSIBILITIES AS A SHAREHOLDER WILL BE GOVERNED BY ISRAELI
LAW AND DIFFER IN SOME RESPECTS FROM THE RIGHTS AND RESPONSIBILITIES OF
SHAREHOLDERS UNDER U.S. LAW.

We are incorporated under Israeli law. The rights and responsibilities of
holders of our ordinary shares are governed by our memorandum of association,
articles of association and by Israeli law. These rights and responsibilities
differ in some respects from the rights and responsibilities of shareholders in
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typical U.S. corporations. In particular, shareholder of an Israeli company has
a duty to act in good faith in exercising his or her rights and fulfilling his
or her obligations toward the company and other shareholders and to refrain from
abusing his power in the company, including, among other things, in voting at
the general meeting of shareholders on certain matters. Israeli law provides
that these duties are applicable in shareholder votes on, among other things,
amendments to a company's articles of association, increases in a company's
authorized share capital, mergers and interested party transactions requiring
shareholder approval. In addition, a controlling shareholder of an Israeli
company or a shareholder who knows that it possesses the power to determine the
outcome of a shareholder vote or who has the power to appoint or prevent the
appointment of a director or executive officer in the company has a duty of
fairness toward the company. However, Israeli law does not define the substance
of this duty of fairness. Because Israeli corporate law has undergone extensive
revision in recent years, there is little case law available to assist in
understanding the implications of these provisions that govern shareholder
behavior.

11

IT MAY BE DIFFICULT TO ENFORCE A NON-ISRAELI JUDGMENT AGAINST US, OUR OFFICERS
AND DIRECTORS.

All of our executive officers and directors are nonresidents of the United
States, and a substantial portion of our assets and the assets of these persons
are located outside the United States. Therefore, it may be difficult for an
investor, or any other person or entity, to enforce against us or any of those
persons in an Israeli court a U.S. court judgment based on the civil liability
provisions of the U.S. federal securities laws. It may also be difficult to
effect service of process on these persons in the United States. Additionally,
it may be difficult for an investor, or any other person or entity, to enforce
civil liabilities under U.S. federal securities laws in original actions filed
in Israel.

AS A FOREIGN PRIVATE ISSUER WHOSE SHARES ARE LISTED ON THE NASDAQ National
MARKET, WE MAY FOLLOW CERTAIN HOME COUNTRY CORPORATE GOVERNANCE PRACTICES
INSTEAD OF CERTAIN NASDAQ REQUIREMENTS.

As a foreign private issuer whose shares are listed on the NASDAQ National
Market, we are permitted to follow certain home country corporate governance
practices instead of certain requirements of the NASDAQ Marketplace Rules,
including the composition of our Board of Directors, director nomination
procedure, compensation of officers, distribution of annual reports to
shareholders, and quorum at shareholders' meetings. In addition, we may follow
Israeli law instead of the NASDAQ Marketplace Rules that require that we obtain
shareholder approval for certain dilutive events, such as for the establishment
or amendment of certain equity based compensation plans, an issuance that will
result in a change of control of our company, certain transactions other than a
public offering involving issuances of a 20% or more interest in our company and
certain acquisitions of the stock or assets of another company.

ITEM 4. INFORMATION ON THE COMPANY
A. HISTORY AND DEVELOPMENT OF THE COMPANY.

We were incorporated under the laws of the State of Israel on March 27,
1984 under the name Magal Security Systems Ltd. We are a public limited

liability company under the Israeli Companies Law, 5739-1999 and operate under
this law and associated legislation. Our principal executive offices and primary
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manufacturing and research and development facilities are located near Tel Aviv,
Israel, in the Yehud Industrial Zone. Our mailing address is P.O. Box 70,
Industrial Zone, Yehud 56100, Israel and our telephone number is 972-3-539-1444.
Our agent for service of process in the U.S. is Magal Senstar Inc., 43184 Osgood
Road, Fremont, CA, 94539. Our address on the Internet is www.magal-ssl.com. The
information on our website is not incorporated by reference into this annual
report.

We develop, manufacture, market and sell complex computerized security
systems, including a line of perimeter security systems, a hardware and software
"all in one" security solution which integrates CCTV, related applications such
as outdoor and indoor video motion detection systems, security management and
control systems, personal emergency location systems and a pipeline security
system. We also provide video monitoring services through our Smart subsidiary.

For a discussion of our capital expenditures and divestitures, see Item
5.B. "Operating and Financial Review and Prospects-Liquidity and Capital
Resources."

B. BUSINESS OVERVIEW.
GENERAL

We develop, manufacture, market and sell complex computerized security
systems. Our systems are used in more than 75 countries to protect sensitive
facilities, including national borders, military bases, power plant
installations, airports, postal facilities, prisons, industrial locations and
municipalities from terrorism, theft and other threats. Our revenues are
principally derived from:
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o a line of perimeter security systems, which automatically detect and
locate intruders, identify the nature of intrusions and provide
emergency notification;

o turnkey projects based on security management, command and control
systems, which integrate the management, control and display of
various security systems into a single, real-time database and support
real-time decision making and wide area command and control; and

o video monitoring services.
BUSINESS AND MARKETING STRATEGY

Our primary objective is to become a leading provider of security systems
worldwide. To achieve this objective, we have implemented a business strategy
incorporating the following key elements:

REFINE AND BROADEN PRODUCT LINE. We have identified the security needs of
our customers and intend to enhance our current products and develop new
products to meet those needs. We intend to continue to focus on developing new
products, expanding the capabilities of existing products and making custom
enhancements for specific projects. Since the beginning of 2004, we have
launched three new products, the DreamBox, Fortis and PipeGuard, that
significantly broaden the spectrum of security solutions we offer and
substantially expand our potential security markets.

ENTER NEW MARKETS AND STRENGTHEN PRESENCE IN EXISTING MARKETS. In 2006 we

18
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intend to continue to penetrate new geographic markets by various means,
including the establishment of alliances with local distributors. We also intend
to increase our marketing efforts in our existing markets and to acquire or
invest in complementary, including competitive, businesses, products and
technologies.

LEVERAGE EXISTING CUSTOMER BASE; CROSS-MARKET PRODUCTS. We believe that we
have the capability to offer certain of our customers a comprehensive security
package. As part of our product development process, we seek to maintain close
relationships with our customers to identify market needs and to define
appropriate product specifications. We intend to expand the depth and breadth of
our existing customer relationships while initiating similar new relationships.
We believe that the three products we launched in 2004 will substantially
broaden our potential markets.

OFFER COMPREHENSIVE TURNKEY SOLUTIONS. By broadening our product range to
include both indoor and outdoor security systems and by developing our security
management and control systems and Dreambox "all in one" CCTV security solution,
we now offer comprehensive turnkey security solutions that provide a
comprehensive security implementation process. This process entails:

o in-depth threat analysis;

o determination of the appropriate hardware and software solutions;

o training sessions for systems operators; and

o upon customer approval, integration of the required systems into our

security management and control systems.

We believe that the market for turnkey security solutions presents a
significant opportunity. We are emphasizing our ability to offer turnkey
solutions in keeping with our objective of becoming a leading provider of
comprehensive security solutions.
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PRODUCTS AND SERVICES
PERIMETER SECURITY SYSTEMS

Perimeter security systems enable customers to monitor, limit and control
access by unauthorized personnel to specific regions or areas. High-end
perimeter systems are sophisticated in nature and are used by correctional
facilities, military installations, power companies and other high-security
installations. We believe that we are a leading provider of security systems and
maintenance in this industry.

Our line of perimeter security systems consists of the following:

o taut wire perimeter intrusion detection systems;
o vibration detection systems; and
o field disturbance sensors.

Our line of perimeter security systems utilizes sophisticated sensor
devices to detect and locate intruders and identify the nature of intrusions.
Our perimeter security systems have been installed along thousands of kilometers
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of borders and facility boundaries throughout the world, including more than 600
correctional institutions in the U.S. and correctional institutions in several
other countries. In addition, we have installed several hundred miles of high
security electronic perimeter systems along Israel's borders.

TAUT WIRE PERIMETER INTRUSION DETECTION SYSTEMS. Our taut wire systems
consist of wire strung at high tension between anchor posts. Sensor posts are
located at the middle between anchor posts. These sensor posts contain one or
more devices that detect changes in the tension being exerted on and by the taut
wires. Any force applied against these wires, or released from them, as by
cutting, unless within the parameters designed into the sensors themselves or
programmed into the central control units, automatically triggers an alarm. We
use taut wire perimeter systems as both an integral component of intruder
detection systems and as a physical barrier to infiltration.

Our sealed sensors are not affected by radio frequency interference,
climatic or atmospheric conditions, or electrical transients from power lines or
passing vehicles. The sensors self-adjust to, or remain unaffected by, extreme
temperature variations, minor soil movements and other similar environmental
changes that might trigger false alarms in less sophisticated systems. Our taut
wire perimeter systems are designed to discriminate automatically between fence
tension changes typically caused by small animals or violent weather and forces
more typically exerted by a human intruder.

Our taut wire perimeter systems offer customers a wide range of
installation options. Sensor posts can be as far as 200 feet apart, with
relatively inexpensive ordinary fence anchor posts between them. These systems
may stand alone, be mounted on a variety of fence posts or added to an existing
wall or other structure, or mounted on short posts, with or without outriggers.

Taut wire perimeter systems have been approved by various Israeli and U.S.
security and military authorities. We have installed several hundred kilometers
of these perimeter systems along Israel's borders to assist in preventing
unauthorized entry and infiltration. Our taut wire perimeter systems are sold
for approximately $50-$100 per meter.

VIBRATION DETECTION SYSTEMS. We offer two types of vibration detection
systems. While less sensitive than taut wire installations, the adaptability of
these systems to a wide range of pre-existing barrier structures makes these
products viable alternatives for cost-conscious customers. Our vibration
detection devices are most effective when installed on common metal fabric
perimeter systems, such as chain link or welded mesh. In our BARRICADE 500
system, pairs of electro-mechanical sensors are attached to fence panels three
meters apart on any of several common types of fence structures. Once attached
to the fence, each sensor detects vibrations in the underlying structures. The
sensor system's built-in electro-mechanical filtering combines with system input
from a weather sensor to minimize the rate of false alarms from wind, hail or
other sources of nuisance vibrations.
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Intelli-FLEX, Intelli-FIBER and fence protection systems, or FPS,
microprocessor-based triboelectric and Electret cable fence sensors are
vibration sensitive transducers. These systems detect any attempt to cut, climb
or penetrate the fence and have microphonic properties. The microphonic feature
permits audio to be used for low-cost alarm assessment, providing users with an
additional tool for determining the nature of an attempted intrusion. Our
vibration detection systems are sold for between $11-$26 per meter.
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FIELD DISTURBANCE SENSORS. We offer two types of field disturbance sensors.
The Intelli-Field volumetric electronic field disturbance sensor can be
installed outdoors on perimeter systems, buildings or as free-standing units.
The Perimitrax buried volumetric field disturbance sensor can be buried in most
types of soil and paved areas and uses "leaky coax" technology to detect
attempted perimeter penetrations. Both systems detect intrusions before the
intruder touches the sensor. The Intelli-Field system costs approximately
$80-5190 per meter and the Perimitrax system is sold for approximately $65-$170
per meter.

We have installed high-security taut wire electronic perimeter systems over
several hundred kilometers of Israel's borders and have sold a number of our
high-security perimeter systems to protect other locations in Israel, including
Ben-Gurion International Airport, facilities of IAI and the Israel Electric
Company, the Israeli parliament, or the Knesset, industrial plants, prisons and
military bases. Outside Israel, our high-security perimeter systems have been
purchased to protect various sites, including military installations,
refineries, conventional and nuclear power stations, oil tank farms, industrial
facilities, storage areas and warehouses, royal palaces and presidential
residences in various European countries, North America, South America and the
Far East.

Currently, airport security activities concentrate almost exclusively on
screening passengers and luggage within the airport terminal in connection with
passenger check-in. We are aware of only a few airports in the world which
currently have high-security perimeter protection systems to prevent
infiltrators from reaching the airport's grounds from outside. Most of these
airports utilize a system manufactured by us. In marketing our high-security
perimeter systems, we target authorities responsible for airport security. To
date, we have sold and installed a limited amount of perimeter systems at
certain airports in Israel, Europe, the U.S. and the Far East. We are continuing
to negotiate with authorities in several other countries to install our
perimeter systems around airports. However, we cannot assure you that any
revenues will result from these negotiations.

Our high-security perimeter systems offer prison authorities the
opportunity to address an escape attempt in real-time, rather than at the next
roll-call, which may be several hours after the escape. Our high-security
perimeter systems have already been installed in prisons in Australia, Europe,
Israel, North America and the Far East.

Ten models of our perimeter intrusion detection sensors have been approved
by the U.S. Department of the Air Force for use in the $498 million Force
Protection Integrated Base Defense Security System, or IBDSS, program. The IBDSS
program includes intrusion detection systems designed to prevent unauthorized
entry or access to large, medium and small military facilities. The IBDSS
program to protect classified facilities was initiated in October 2003 and is
scheduled for completion in September 2008. Our products have been approved by
the U.S. Department of the Air Force for use in the various tested applications
and configurations, and they will be supplied to the U.S. Department of the Air
Force through the major U.S. integrators.
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The IDF has tested our perimeter security products along with those of
several of our competitors and our system and two competitor's systems were the
only systems to be approved for participation in the MOD's bid for perimeter
security systems.

21



Edgar Filing: MAGAL SECURITY SYSTEMS LTD - Form 20-F

DREAMBOX

The DreamBox is a state-of-the-art embedded hardware and software product
which integrates a number of CCTV related applications into one box. The system
is designed to be economical, as well as compact to save space, by avoiding the
use of a complicated cable installation and integration.

DreamBox contains twelve different applications, including a digital wvideo
and audio recording, video and audio matrix switcher, outdoor and indoor video
motion detection system, or VMD, security management system, or SMS, and a
transmission system.

The DreamBox, is sold at a substantially lower price than the cost of the
other product applications if sold separately, a factor which positions DreamBox
as the leading security solution for all strategic facilities. Its target
markets include governmental, institutional and other sensitive facilities, such
as airports, train stations, seaports, prisons, casinos and hospitals, all of
which require the use of high quality CCTV applications.

By developing this product, we entered a new area of activity. We refer to
the DreamBox's target market as an “add-on' market for us, and believe that this
product is substantially broadening our target markets. As an example, we
entered the field of digital video recording, which is only one of many DreamBox
applications.

SECURITY MANAGEMENT AND CONTROL SYSTEMS

The deployment of multiple security systems creates the need for a system
that can manage and control these systems through a single database. In response
to this need, we offer MagNet and Fortis, security management and control
systems that integrate the management, control and display of various security
systems, both outdoor, such as perimeter security systems, and indoor, such as
fire detection, entry monitoring and alarm systems, into a single, real-time
database, and support real-time decision making and wide area command and
control. These systems were developed to improve the response to real-time
security events by sharing video and geographical information between the
control center and security personnel acting in the field.

Since its introduction, we have sold our security management system and
provided turnkey projects to several customers, including large international
companies and international airports.

At the end of 2002 we won a bid to protect the Otopeni International
Airport in Bucharest, Romania. The contract totals approximately $16 million.
This turnkey project includes different types of security systems as well as
video and data communication systems that will be integrated by MagNet. In March
2004, we signed an extension of the contract for $3.8 million and in August
2004, we signed another extension of the contract for $3.3 million. This
contract, including the extensions, 1s expected to be completed by December
2006.

SECURITY MANAGEMENT SYSTEM

MagNet, our security management system, integrates the management, control
and display of various security systems into a single, real-time database.
MagNet, which is based on computer communications and controlled by a unique
server developed by us, converts real-time data received from field units,
analyzes that data and transmits operational commands accordingly. It also
generates alarms to indicate problems with any connected security system and
provides explanations as to the causes of the alarms. MagNet displays video
pictures of the alarm source, using an advanced video matrix with a
user-friendly interface. The operational commands transmitted by MagNet are
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routed back to the field units or to operator workstations which then convert
these commands to visual information and allow the system operator to respond
and influence the system's operation.
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MagNet integrates various detection technologies, including infrared and
microwave, and enables multiple operators to simultaneously control the system.
It can serve and manage multiple security systems, sensors, detectors and
controllers, and is unaffected by the distance between the various system
components under its control. MagNet can integrate and control both outdoor
security systems and indoor security systems, and its open architecture enables
operation with systems manufactured by other manufacturers as well as those
manufactured by us. Data can be entered into the MagNet system from anywhere in
the world through the Internet, provided appropriate authorization exists. In
addition, MagNet's TCP/IP protocol and Ethernet boards, using the Windows NT
operating system, allow the system to use a wide range of communications media,
such as telephone lines, fiber optics and wireless communication. MagNet
operates with, and can provide solutions for, various types of security
configurations, as well as adaptations for additional and new security systems.

INTEGRATED COMMAND AND CONTROL SYSTEM

Fortis, our fully integrated command and control system, supports real-time
decision making and wide—area command and control. Fortis reduces the period of
time from intruder detection to intruder engagement to a minimum. Fortis was
developed to improve the response to real-time security events by sharing video
and geographical information between the control center and security personnel
acting in the field.

The system creates a unified and interactive intelligence picture - drawing
data from all sensors, while displaying the movement of security personnel in
the field and adding other relevant information, such as video from various
sources, auxiliary services and weather conditions. This combined picture, which
is continuously updated, is sent by the central command to all security
personnel in the command chain, and serves as a unified basis for operational
planning and allocation of tasks. Using advanced technology, Fortis provides the
security officer with a graphical command tool, which updates the location
details and video view of the alerting area, while simultaneously enabling a
constant watch over security personnel movements, thus optimizing the
operational response.

Fortis's target markets include governmental, institutional and large
sensitive facilities, such as borders, airports, hospitals, power plants and
water sources, as well as large manufacturing facilities requiring real-time
control and protection.

PIPELINE SECURITY SYSTEMS

As of end of 2005, there were an estimated three million miles of
unprotected o0il and gas pipelines worldwide. Although the need for securing
these pipelines has been strongly recognized by the oil and gas industry for
years, and in spite of increasing threats since the events of 9/11 and current
instability in Iraqg and elsewhere in the Middle East, there was no effective
solution for securing buried pipes against damage caused by terror, sabotage,
theft or other third party threats. We have identified the demand and have
implemented a technology aimed at meeting this challenge. PipeGuard, our
pipeline security system, provides a solution for securing buried assets and
infrastructure, including oil and gas pipelines and buried communication lines
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such as fiber optic cables.

PipeGuard utilizes an innovative and unique technology to guard buried
pipelines, regardless of pipeline length, with the ability to detect potential
attack and alert authorities before potential harm or damage occurs. Its target
market includes o0il and gas companies, owners and operators of pipelines or
communication cables and governmental agencies dealing with security and
environment.
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PipeGuard combines well proven sensors, geophones, with advanced edge of
technology recognition algorithm capabilities based on the analysis of seismic
signals, thus effectively filtering out false alarms. Using state of the art
communications, only predefined signals are transmitted to the control station.

PipeGuard is suitable for all pipes or cables, from existing and
operational pipelines, to new pipelines under construction. The system can
easily be integrated into a full turnkey security solution, including perimeter
protection, ground or air patrol and others. By answering the challenge of
securing pipelines, we offer a total security solution for the oil and gas
industry - from the oil field to the refineries.

PERSONAL EMERGENCY LOCATION SYSTEMS

Our products deliver high reliability personal portable duress alarm
systems to protect personnel in correctional facilities. These products identify
individuals in distress and can pinpoint the location of the distress signal
with an indoor-to-outdoor and floor-to-floor accuracy unmatched by any other
product.

Flash Personal Emergency Alarm Systems, or Flash, and Flare Personal
Emergency Locating Systems, or Flare, use radio frequency technology to provide
a one touch emergency system that is so small it can be worn on a belt. The
systems, sold mainly to correctional facilities, consist of transmitters that
send distress signals to receivers mounted throughout the building. Receivers
relay the signal to a central location indicating someone requires assistance
and their location in the building. The systems employ automated testing
procedures that help to reduce maintenance costs. The hardware and software was
developed and researched in the U.S. and competes against infrared and
ultrasonic technologies.

Our personal alarm system, or PAS, uses an ultrasonic based emergency
notification and communication system. The system, sold mainly to correctional
facilities, allows individuals moving throughout a facility to quickly indicate
their exact location in a crisis situation through a transmitter that is carried
by them.

VIDEO MONITORING SERVICES

The rapid consolidation of some of the largest companies in the electronic
security services industry combined with their overall emphasis on residential
security has led to fewer providers of high quality, innovative commercial
electronic security services. We believe that the potential market for
commercial real-time video monitoring security services is large and that within
a few years most of the security systems used at industrial and commercial sites
will adopt video monitoring systems as the preferred method of surveillance and
protection. Consequently, in 2001, we established Smart to provide commercial
real-time video monitoring security services.
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Smart provides remote video verification services and remote video
surveillance services. Smart verification systems are activated by an event,
such as an illegal entry or tampering with property. Within seconds of an event
being triggered by an intrusion, Smart systems automatically store the video
images which are then sent to a central control room. The use of audio response
to an event allows the control room operator to effectively stop a developing
incident by broadcasting a warning message directed at the intruder. In
addition, the control room operator can replay video images captured before and
after the event to verify a criminal intrusion. Smart operators are then able to
respond to the intrusion quickly and effectively by summoning police assistance
or an entity's appropriate internal security response team. Smart central
monitoring station is able to provide instantaneous security responses across
the U.S.
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MARKETING, SALES AND DISTRIBUTION

We market products primarily to government agencies, government authorities
and government-owned companies. However, the activities of certain of these
government bodies are increasingly being privatized in Jjurisdictions throughout
the world. We believe that our reputation as a vendor of high-security products
in one of the world's most security-conscious countries often provides us and
our sales representatives with direct access to senior government and corporate
officials in charge of security matters elsewhere. In addition we have begun to
invest resources in the distribution of perimeter intrusion detection systems to
private corporations. We attempt to initiate contact with potential customers at
trade shows, where we demonstrate our products and distribute promotional
materials. After initial discussions, we generally seek to provide potential
customers with products on a trial basis or in a small-scale installation. We
believe that this affords prospective purchasers an opportunity to assess our
products over a sustained period of time under realistic conditions. We have
sales offices located in the United Kingdom, Germany, Mexico, the United States,
China, Romania and Poland.

PERIMETER INTRUSION DETECTION SYSTEMS

We generally sell our perimeter intrusion detection systems to exclusive
distributors for various geographic territories or for specific projects. These
exclusive distributors then resell these products at prices negotiated with
their respective customers. In some cases, however, we pay commissions on these
third-party sales either to the distributor or to the sales representatives
responsible for facilitating the transaction. In addition to marketing
activities, some of our distributors also provide installation and maintenance
services for our products. We currently have over 50 distributors who resell
these systems. We occasionally use agents to find suitable distributors and pay
finders' fees to these agents for their services.

For the last two years we have distributed our taut wire detection systems
in the U.S. through our subsidiary Magal Senstar Inc., or MSI, and an
unaffiliated third party who was granted a non-exclusive right to distribute
such systems in the U.S. and in Canada.

SECURITY MANAGEMENT AND CONTROL SYSTEMS DREAMBOX AND TURNKEY PROJECTS.
Our marketing efforts for our Security Management and Control Systems,

DreamBox and turnkey projects consists of direct contacts with potential
customers. We offer the MagNet, Fortis and DreamBox products primarily as part

25



Edgar Filing: MAGAL SECURITY SYSTEMS LTD - Form 20-F

of comprehensive turnkey project solutions or, at the customer's preference, as
stand-alone products. We distribute our systems in the U.S. and Canada through
our U.S. and Canadian subsidiaries, MSI and Senstar Stellar Corporation, or
Senstar, respectively.

PIPELINE SECURITY SYSTEMS

The target markets for our pipeline security systems include oil and gas
companies, owners and operators of pipelines or communication cables and
governmental agencies engaged with security and environment issues.

PERSONAL EMERGENCY LOCATION SYSTEMS

We market our personal emergency location systems directly to potential
customers, mainly correctional facilities in North America.

VIDEO MONITORING SERVICES
Smart offers its services mainly to industrial sites, commercial

businesses, educational facilities and VIP residences. Smart sells its services
through its direct sales force.
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The following table shows the breakdown of our consolidated revenues for
the calendar years 2003, 2004 and 2005 by operating segment:

Year Ended December 31,

(In thousands)

Perimeter products $51,077 $46,342 $40,143

Projects 6,720 11,375 17,970

Video monitoring 403 2,060 2,897

Other 455 691 272

Total $58, 655 $60,468 $61,282
(*) Reclassified

CUSTOMERS

The following table shows the geographical breakdown of our consolidated
revenues for the calendar years 2003, 2004 and 2005:

Year Ended December 31,

(In thousands)

Israel $19,797 $ 9,617 $19,309
U.S. 13,292 17,871 13,185
Canada 6,338 4,068 8,759
Romania 5,151 9,521 6,244
Europe (excluding Romania) 5,465 9,150 3,691
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Others 8,612 10,241 10,094

Total $58,655 $60,468 $61,282

(*) Reclassified

For the years ended December 31, 2003, 2004 and 2005, revenues generated
from sales to the MOD and the IDF, accounted for 27.5%, 7.8% and 23.9%,
respectively, of our revenues. We cannot assure you that the MOD, IDF, or any of
our other major customers will maintain their volume of business with us or
that, i1if such volume is reduced, other customers generating similar revenues
will replace the lost business. The loss of one or more of these existing
customers without replacement by a customer or customers of similar volume would
have a material adverse effect on our financial results.

SUPPORT AND MAINTENANCE

Our systems are installed by us or by the customer after appropriate
training, depending on the size of the specific project and the location of the
customer's facilities, as well as on the customer's prior experience with our
systems. We generally provide our customers with training on the use and
maintenance of our systems. This training is conducted either on-site or at our
facilities. In addition, some of our local perimeter security systems customers
have signed maintenance contracts with us. For systems installed outside of
Israel, maintenance is provided by an independent third party, by distributors
or by the end user. We also provide services, maintenance and support on an "as
needed" basis.

We require distributors of our high-security perimeter systems to purchase
a demonstration kit that includes full-scale models of our perimeter products,
and to send technical personnel to Israel to participate in courses given by us
that focus on the marketing, installation and servicing of our products.

Similarly, with regard to our subsidiaries' products, customer personnel
are trained in product installation and maintenance either at the subsidiaries'
facilities or at the customer's facility. Installation supervision and
assistance are sometimes purchased along with the equipment. The life expectancy
of a high-security perimeter system is approximately ten years. Consequently,
many miles of perimeter systems need to be replaced each year.

20

During 2005, we derived less than 5.0% of our total revenues from
maintenance and services. We generally provide a warranty on most of our
products for defects for which we receive notice within 12-24 months of the
delivery date of the product.

RESEARCH AND DEVELOPMENT; ROYALTIES

We place considerable emphasis on research and development to improve our
existing products and technology and to develop new products and technology. We
believe that our future success will depend upon our ability to enhance our
existing products and technology and to introduce on a timely basis new
commercially viable products and technology addressing the needs of our
customers. We intend to continue to devote a significant portion of our
personnel and financial resources to research and development. As part of our
product development process, we seek to maintain close relationships with our
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customers to identify market needs and to define appropriate product
specifications. Our development activities are a direct result of the input and
guidance we receive from our marketing personnel during our annual meetings with
such personnel. In addition, the heads of research and development for each of
our development centers discussed below meet annually to identify market needs
for new products.

Our research and development expenses during 2003, 2004 and 2005 were
approximately $5.1 million, $5.1 million and $5.4 million, respectively, of
which royalty bearing grants from the Office of the Chief Scientist of the
Israel Ministry of Industry, Trade and Labor, or the OCS, and investment tax
credits, constituted approximately 6.9%, 8.0% and 3.0% of such expenses. In
addition to our own research and development activities, we also acquire
know-how from external sources. We cannot assure you that any of our research
and development projects will yield profitable results.

We have the following three development centers, each of which develops
various products and technologies based on its area of expertise:

o in Israel, we develop a wide range of products including our taut
wire, mechanical vibration, video and high-end SMS systems and
PipeGuard;

o in California, MSI develops our microphonic fence sensors as well as

our microwave detection, personal alarm and small/medium and control
systems; and

o in Canada, Senstar develops our leaky coax radar, triboelectric and
fiber-optic fence sensors, electrostatic volumetric detection and
medium to high-end control systems and personal emergency location
systems.

OFFICE OF THE CHIEF SCIENTIST OF THE ISRAEL MINISTRY OF INDUSTRY, TRADE AND
LABOR

We have historically sought co-financing of our development projects from
the OCS. We are obligated to pay royalties to the OCS, amounting to 3%-4.5% of
revenues derived from sales of the products funded with these grants, up to an
amount equal to 100% of the grants received, linked to the U.S. dollar. All
grants received after January 1, 1999 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. We paid
royalties amounting to $80,000, $61,000 and $83,000 in the years ended December
31, 2003, 2004 and 2005, respectively. As of December 31, 2005, our aggregate
contingent obligation to the OCS amounted to $1.8 million.
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The terms of these grants require that the manufacture of products
developed with these grants be performed in Israel and prohibit transferring
technology developed with grants without the prior consent of the Research
Committee of the OCS. We cannot assure you that, if requested, the 0OCS will
grant such consent. Each application to the OCS is reviewed separately, so we
cannot assure you that the Israeli Government will continue to support our
research and development.

THE FUND FOR THE ENCOURAGEMENT OF MARKETING ACTIVITIES

The Israeli Government, through the Fund for the Encouragement of Marketing
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Activities, awarded us grants for overseas marketing expenses. We are obligated
to pay royalties to this fund at the rate of 3% of the increase in export sales,
up to the amount of the grants we received. To date, we have received $253,000
in grants, and in the years ended December 31, 2003, 2004 and 2005, we have not
paid any royalties. As of December 31, 2005, our aggregate contingent obligation
amounted to $82,000.

BACKLOG

As of May 31, 2006, our backlog amounted to approximately $20.0 million of
which approximately $12.5 million is expected to be delivered by the end of
2006, $3.0 million is expected to be delivered by the end of 2007 and $4.5
million is expected to be delivered thereafter.

MANUFACTURING AND SUPPLY

Our manufacturing operations consist of designing and developing our
products, fabricating and assembling components and finished products, quality
control and final testing. Substantially all of our manufacturing operations are
currently performed at our plant in Yehud, Israel. See "Property, Plants and
Equipment" below.

We acquire most of the components utilized in our products, including, but
not limited to, our turnkey products, and certain services from a limited number
of suppliers and subcontractors. We cannot assure you that we will continue to
be able to obtain such items from these suppliers on satisfactory terms.
Alternative sources of supply are available, and therefore, we are not dependent
upon these suppliers and subcontractors. We also maintain an inventory of
systems and spare parts in order to enable us to overcome potential temporary
supply shortages until an alternate source of supply is available. Nevertheless,
temporary disruptions of our manufacturing operations would result if we were
required to obtain materials from alternative sources, which may have an adverse
effect on our financial results.

Senstar's manufacturing operations are located at its facility in Carp,
Ontario, Canada and consist of design and development, assembly, final testing
and quality control. Senstar uses local subcontractors for making and mounting
its printed circuit board assemblies.

MSI's manufacturing operations are located at its facility in Fremont,
California and consist of development and design, assembly, quality control and
final testing. MSI uses local subcontractors for making and mounting its printed
circuit board assemblies.

COMPETITION

The principal factors affecting competition in the market for security
systems are a system's high probability for detection and low probability of
false and nuisance alarms. We believe that a manufacturer's reputation for
reliable equipment is a major competitive advantage, and that such a reputation
will usually be based on the performance of the manufacturer's installed
systems. Additional competitive factors include quality of customer support,
maintenance and price. We believe that we are competitive with respect to these
factors and that we have a good reputation in the markets in which we compete.
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Several companies, including Elbit Systems Ltd., Elfar Ltd., Rav-Tec Ltd.,
Trans Ltd. and Gal-Dor Ltd. in Israel, and Detektion Security Systems Inc.,
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Herras, Pilkington PLC, Del Norte Security, Geoquip Ltd. and Siemens AG outside
of Israel, produce high-security detection systems.

There are a number of companies that have developed video motion detection
systems, including Geutebruck GmbH, Adpro, Siemens AG and Bosch.

We believe that our principal competitors for Dreambox systems are Nice
Systems Ltd., Verint Systems Inc. and DVTel Inc.

We believe that our principal competitors for security management and
control systems and turnkey project offerings include, among others, Honeywell
Inc., Lockheed Martin Corporation, Raytheon Company, Siemens AG, Dornier, Elbit
Systems Ltd. and Rafael.

We believe that our principal competitor for the Pipeguard system is an
Australian company, Future Fibre Technologies Pty. Ltd.

We believe that our principal competitors for personal emergency location
systems are Actall Corp. and Visonic Networks.

We believe that our principal competitors for video monitoring services are
Westec Security, Inc. and InterSTAR Systems, Inc.

Some of our competitors and potential competitors have greater research,
development, financial and personnel resources, including governmental support,
or more extensive business experience than we do. We cannot assure you that we
will be able to maintain the quality of our products relative to those of our
competitors or continue to develop and market new products effectively.

INTELLECTUAL PROPERTY RIGHTS

We have approximately 45 patents issued and patent applications pending in
the U.S. and in several other countries and have obtained licenses to use
proprietary technologies developed by third parties. We cannot assure you:

o that patents will be issued from any pending applications, or that the
claims allowed under any patents will be sufficiently broad to protect
our technology;

o that any patents issued or licensed to us will not be challenged,
invalidated or circumvented; or

o as to the degree or adequacy of protection any patents or patent
applications may or will afford.

In addition, we claim proprietary rights in various technologies, know-how,
trade secrets and trademarks relating to our principal products and operations.
We cannot assure you as to the degree of prot