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SENTRY TECHNOLOGY CORPORATION AND SUBSIDIARIES

CONSOLIDATED BALANCE SHEETS

(In Thousands, Except Par Value Amounts)


         June 30,
           December 31,


            2010

           2009



      (Unaudited)

      (Audited)

                                               ASSETS

Current Assets:


Cash and cash equivalents
$
360
$
315


Short-term investments

190

193



Accounts receivable, net of allowance for doubtful




   accounts of $150 in 2010 and $178 in 2009

1,241

1,109



Inventory, net

1,793

2,062


Prepaid expenses and other current assets

1,366

723


Total current assets

4,950

4,402


PROPERTY AND EQUIPMENT, net

462

487


OTHER ASSETS

207

213



TOTAL ASSETS
$
5,619
$
5,102


             LIABILITIES AND STOCKHOLDERS’ DEFICIT
Current Liabilities:



Demand loan and revolving line of credit
$
3,803
$
3,831


Accounts payable

765

902



Accrued liabilities

815

1,038



Deferred income

275

197

Convertible debenture

2,242

2,153


Promissory notes payable to related parties

455

---
Total current liabilities

8,355

8,121


Deferred tax liabilities

76

76
Total liabilities

8,431

8,197


STOCKHOLDERS’ DEFICIT 

     Sentry Technology Corporation stockholders’ deficit:


Preferred stock, $0.001 par value; authorized 10,000 


   (2009 – 10,000) shares; none issued and outstanding


Common stock, $0.001 par value; authorized 190,000






  (2009 – 190,000) shares; issued and outstanding 120,744


  (2009 - 120,744) shares

121

121


Additional paid-in capital

51,752

50,742



Accumulated deficit

(56,092)

(55,378)



Accumulated other comprehensive loss

(55)

(86)

Total Sentry Technology Corporation stockholders’ deficit

(4,274)

(4,601)


Noncontrolling interest in subsidiary

1,462

1,506


Total deficit


(2,812)

(3,095)


TOTAL LIABILITIES AND STOCKHOLDERS’ DEFICIT
$
5,619
$
5,102
The accompanying notes are an integral part of these consolidated financial statements.

SENTRY TECHNOLOGY CORPORATION AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF OPERATIONS

(In Thousands, Except Per Share Amounts)


Three Months Ended                                Six Months Ended


           June 30,                                                   June 30,



2010                   2009                          2010                    2009


       (Unaudited)                                            (Unaudited)

REVENUES:


Sales
$
2,201
$
1,635
$
4,171
$
3,819


Service, installation and maintenance revenues

286

235

542

564



2,487

1,870

4,713

4,383

COST OF SALES AND EXPENSES:


Cost of sales

1,315

916

2,416

2,122


Customer service expenses

282

361

540

787


Selling, general and administrative expenses

803

838

1,671

1,831


Research and development

123

121

266

241


Foreign exchange (gain) loss

(48)

65

2

46



2,475

2,301

4,895

5,027
INCOME (LOSS) FROM OPERATIONS

12

(431)

(182)

(644)

INTEREST EXPENSE, net

135

127

261

247

NON-CASH AMORTIZATION COSTS 

          RELATED TO FINANCING

163

117

295

242
LOSS BEFORE INCOME TAXES AND


NONCONTROLLING INTEREST 

(286)

(675)

(738)

(1,133)

INCOME TAX RECOVERY

(4)

(15)

---

---
NET LOSS

(282)

(660)

(738)

(1,133)

LESS: NET LOSS ATTRIBUTABLE TO THE 


NONCONTROLLING INTEREST

(28)

(17)

(24)

(4)

NET LOSS ATTRIBUTABLE TO SENTRY 


TECHNOLOGY CORPORATION
$
(254)
$
(643)
$
(714)
$
(1,129)

LOSS PER SHARE


Basic and diluted

$    (0.00)
$    (0.01)

$    (0.01)

$    (0.01)   

WEIGHTED AVERAGE NUMBER OF


COMMON SHARES OUTSTANDING



Basic and diluted

120,744

120,744

120,744

  120,744
The accompanying notes are an integral part of these consolidated financial statements.

SENTRY TECHNOLOGY CORPORATION AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CASH FLOWS

(In Thousands)



 Six Months Ended



          June 30,



             2010

           2009



                             (Unaudited)

CASH FLOWS FROM OPERATING ACTIVITIES:


Net loss attributable to Sentry Technology Corporation
$
(714)
$
(1,129)


Adjustments to reconcile net loss attributable to Sentry


   Technology Corporation to net cash used in operating activities:


     Depreciation and amortization

44

39


     Amortization of intangibles and other assets

23

20


     Non-cash consideration




                



Stock-based compensation

15

9



Warrant amortization

295

250



Unpaid interest expense on convertible debenture

88

---



Unpaid interest expense on notes payable to related parties

5

---


     Net income attributable to the noncontrolling interest

(24)

(4)


Changes in operating assets and liabilities:


     Accounts receivable

(145)

      247


     Inventory

263

351


     Prepaid expenses and other current assets

53

(3)


     Accounts payable 

(134)

(221)


     Accrued liabilities

(219)

(167)


     Deferred income

80

101

Net cash used in operating activities

(370)

(507)

CASH FLOWS FROM INVESTING ACTIVITIES:


Changes in short-term investments

---

103


Purchase of property and equipment

(25)

(3)


Changes in other assets

(17)

(19)

Net cash (used in) provided by investing activities

(42)

81
CASH FLOWS FROM FINANCING ACTIVITIES:


Net borrowing on the demand loan and revolving line of credit

10

---


Loan from related parties

450

---

Net cash provided by financing activities

460

---

EFFECT OF EXCHANGE RATE CHANGES

(3)

9
INCREASE (DECREASE) IN CASH AND CASH EQUIVALENTS

45

(417)

CASH AND CASH EQUIVALENTS, beginning of period

315

643
CASH AND CASH EQUIVALENTS, end of period
$
360
$
226
SUPPLEMENTAL DISCLOSURE OF CASH FLOW INFORMATION:


Cash paid during the period for:


Interest

$
164
$
169



Income taxes
$
---
$
66


Non-cash financing activities:

Issuance of warrants relating to financing
$      
995
$    
---

The accompanying notes are an integral part of these consolidated financial statements.

SENTRY TECHNOLOGY CORPORATION AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF STOCKHOLDERS' DEFICIT

(In Thousands)

	SIX MONTHS ENDED JUNE 30, 2010


	<TABLE><CAPTION>
	
	
	
	
	
	Total
	
	

	<BTB><S>
	
	
	
	
	Accumulated
	Sentry Technology
	
	

	
	
	
	Additional
	
	Other
	Corporation’s
	Noncontrolling
	Total

	
	Common Stock
	Paid-in
	Accumulated
	Comprehensive
	Stockholders’
	Interest
	Stockholders’

	
	Shares
	Amount
	Capital
	Deficit
	Income (Loss)
	Deficit
	in Subsidiary
	Deficit

	
	
	
	
	
	
	
	
	

	BALANCE, January 1, 2010
	
120,744
	$

121
	$  
50,742
	$
         (55,378)
	$ 
(86)
	$ 
(4,601)
	$  
1,506
	$  
(3,095)

	Net loss
	
-
	

-
	

-
	
              (714)
	

-
	

(714)
	

-
	

(714)

	Stock-based compensation
	
-
	
-
	

15
	

-
	

-
	

15
	

-
	

15

	Warrants issued
	
-
	

-
	

995
	

-
	

-
	

995
	

-
	

995

	Equity adjustment from foreign currency translation
	
-
	

-
	

-
	

-
	

31
	

31
	

(20)
	

11

	Noncontrolling interest
	
-
	

-
	

-
	

-
	

-
	

-
	

(24)
	

(24)

	
	
	
	
	
	
	
	
	

	BALANCE, June 30, 2010
	
120,744
	$

121
	$  
51,752
	$
         (56,092)
	$ 
(55)
	$ 
(4,274)
	$ 
1,462
	$ 
(2,812)


The accompanying notes are an integral part of these consolidated financial statements.

SENTRY TECHNOLOGY CORPORATION AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (UNAUDITED)

June 30, 2010, and 2009

NOTE 1 -- Basis of Presentation 

The accompanying unaudited condensed consolidated financial statements include the accounts of Sentry Technology Corporation (“Sentry”) and its majority-owned subsidiaries (the “Company”).  All intercompany accounts and transactions have been eliminated on consolidation.

The interim financial information as of June 30, 2010 and 2009, and for the three and six-month periods ended June 30, 2010, and 2009 have been prepared without audit.  Certain information and footnote disclosures normally included in financial statements prepared in accordance with generally accepted accounting principles have been condensed or omitted, although we believe that the disclosures made are adequate to provide for fair presentation.  The interim financial information should be read in conjunction with the consolidated financial statements and the notes thereto, included in the Company’s Consolidated Financial Statement for the fiscal year ended December 31, 2009, previously filed with the Pink Sheets.  The Company’s stock currently trades on the Pink Sheets under the symbol SKVY.PK.  

In the opinion of management, all adjustments (which include normal recurring adjustments) necessary to present a fair statement of financial position as of June 30, 2010 and 2009, results of operations for the three and six-month periods ended June 30, 2010, and 2009, and cash flows for the six-month periods ended June 30, 2010 and 2009, have been made.  The interim results of operations are not necessarily indicative of the operating results for the full fiscal year or any future periods.

Certain prior period amounts have been reclassified to conform to current period presentation.

NOTE 2 -- Going Concern

The accompanying consolidated financial statements have been prepared in accordance with accounting principles generally accepted in the United States of America with the assumption that the Company will be able to realize its assets and discharge its liabilities in the normal course of business.

The Company has incurred losses and decreased financial position as a result of not meeting its business plan.  The Company had losses of approximately $0.7 million for the period ended June 30, 2010, and as of June 30, 2010, the Company had an accumulated deficit of approximately $56.1 million.   The Company’s continuation as a going concern is uncertain.  The Company entered into a Forbearance Agreement on May 29, 2008, with its primary lender, Royal Bank of Canada (“RBC”), which agreed to forbear from the exercise of their rights and remedies in respect of the indebtedness, which has been subsequently renewed through June 30, 2011 with revised terms and conditions.   The Company’s convertible debenture holders and Tradition Capital Bank initially agreed to extend maturity to December 31, 2008, and subsequently agreed to extend to June 30, 2011 and July 31, 2011, respectively, each with revised terms and conditions.  There is no assurance that further extensions will be obtained.  Management plans to pursue raising additional funds through future equity or debt financing to satisfy commitments to its primary lenders and convertible debenture holders until it achieves profitable operations.  Although the Company plans to pursue additional financing, there can be no assurance that the Company will be able to secure financing when needed or obtain such financing on terms satisfactory to the Company, if at all.  The Company's continuation as a going concern depends upon its ability to raise funds and achieve and sustain profitable operations.

SENTRY TECHNOLOGY CORPORATION AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (UNAUDITED)

June 30, 2010, and 2009
The accompanying consolidated financial statements do not include any adjustments to reflect the possible future effects on the recoverability and classification of assets or the amounts and classification of liabilities that may result from the inability of the Company to continue as a going concern.

NOTE 3 -- Recently Issued Accounting Standards

In March 2010, the Financial Accounting Standards Board ("FASB") ratified a consensus of the FASB Emerging Issues Task Force that recognizes the milestone method as an acceptable revenue recognition method for substantive milestones in research or development arrangements.  This consensus would require its provisions be met in order for an entity to recognize consideration that is contingent upon achievement of a substantive milestone as revenue in its entirety in the period in which the milestone is achieved.  In addition, this consensus would require disclosure of certain information with respect to arrangements that contain milestones.  This issue is effective on a prospective basis for milestones achieved in fiscal years beginning after June 15, 2010.  The Company is currently evaluating the impact of this consensus on its consolidated results of operations and financial condition.  

In February 2010, the FASB issued Accounting Standard Update ("ASU") No. 2010-09, “Subsequent Events (Topic 855); Amendments to Certain Recognition and Disclosure Requirements” (“ASU 2010-9”). The standard amends Subtopic 855-10, “Subsequent Events,” to remove the requirement for a Securities Exchange Commission filer to disclose the date through which subsequent events have been evaluated. ASU 2010-9 is effective upon issuance of the final update. The Company does not expect the adoption of ASU 2010-9 to have a material impact on its consolidated financial statements.

In January 2010, the FASB issued ASU No. 2010-6, “Improving Disclosures About Fair Value Measurements”, that amends existing disclosure requirements under ASC 820 by adding required disclosures about items transferring into and out of Levels 1 and 2 in the fair value hierarchy; adding separate disclosures about purchases, sales, issuances, and settlements relative to Level 3 measurements; and clarifying, among other things, the existing fair value disclosures about the level of disaggregation.  For the Company, this ASU is effective beginning January 1, 2010, except for the requirement to provide Level 3 activity of purchases, sales, issuances, and settlements on a gross basis, which is effective beginning January 1, 2011.  Since this standard impacts disclosure requirements only, its adoption will not have a material impact on the Company’s consolidated results of operations or financial condition.  

The FASB issues ASUs to amend the authoritative literature in Accounting Standards Codification ("ASC"). There have been a number of ASUs to date that amend the original text of ASC. Except for the ASUs listed above, those issued to date either (i) provide supplemental guidance, (ii) are technical corrections, (iii) are not applicable to the Company or (iv) are not expected to have a significant impact on the Company.

SENTRY TECHNOLOGY CORPORATION AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (UNAUDITED)

June 30, 2010, and 2009

NOTE 4 -- Inventory

	Inventory consisted of the following:
	
	June 30,
	
	December 31,

	<BTB>
	
	2010
	
	2009

	
	
	(unaudited)
	
	(audited)

	
	
	(In thousands)

	<S>
	
	
	
	

	Raw materials
	
	$
709
	
	$
851

	Work-in-process
	
	
132
	
	
176

	Finished goods
	
	
952
	
	
1,035

	
	
	$
1,793
	
	$
2,062


The components of inventory shown are net of reserves for excess and obsolete inventory totaling $1,459,000 and $1,451,000 as of June 30, 2010, and December 31, 2009, respectively.

NOTE 5 -- Demand Loan and Revolving Line of Credit

	Balances under credit facilities consisted of the following:
	
	June 30,
	
	December 31,

	<BTB>
	
	2010
	
	2009

	
	
	(unaudited)
	
	(audited)

	
	
	(In thousands)

	<S>
	
	
	
	

	Royal Bank of Canada  – Demand loan
	
	
2,753
	
	
2,781

	Tradition Capital Bank – Revolving line of credit 
	
	
1,050
	
	
1,050

	
	
	$
3,803
	
	$
3,831


a) Royal Bank of Canada

The maximum borrowing under the demand loan facility was Canadian $3.6 million (U.S. $3.4 million).  RBC increased the borrowing base formula by Canadian $1.0 million (U.S. $943,000) in exchange for additional security provided by two of the Company’s directors.  Borrowings under the facility are subject to certain limitations based on a percentage of eligible accounts receivable and inventory as defined in the agreement.  Interest was payable at a rate of RBC’s prime, plus 2.75% per annum.  Borrowings under this facility are secured by substantially all of the Company’s assets.  The Company exceeded its facilities under the lending formula and RBC agreed to forbear from the exercise of its rights and remedies under the security in respect of the indebtedness until October 31, 2008 or earlier in the event of the occurrence of default in accordance with the Forbearance Agreement, which was finalized on May 29, 2008.  In accordance with the Forbearance Agreement the maximum borrowings were reduced to Canadian $3,175,000 (U.S. $2,994,000) and the interest rate was increased from RBC’s prime rate plus 2.75% per annum to RBC’s prime rate plus 3.25% per annum.

As of October 31, 2008, the Forbearance Agreement with RBC expired.  On November 12, 2008, the Company and RBC extended the Forbearance Agreement to May 15, 2009.  In accordance with the Forbearance Agreement extension, the maximum borrowings were reduced to Canadian $3,000,000 (U.S. 

SENTRY TECHNOLOGY CORPORATION AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (UNAUDITED)

June 30, 2010, and 2009

$2,829,000) and the interest rate was further increased from RBC’s prime rate plus 3.25% per annum to RBC’s prime rate plus 3.75% per annum.  As of May 15, 2009, the Forbearance Agreement expired.  On May 31, 2009, RBC extended the Forbearance Agreement until June 30, 2010 under revised terms and conditions including an increase in the interest rate from RBC prime rate plus 3.75% per annum to RBC prime rate plus 5% per annum. As of June 30, 2010 the forbearance agreement expired and RBC further extended the Forbearance Agreement until June 30, 2011 under revised terms and conditions including an increase in the interest rate from RBC prime rate plus 5% per annum to RBC prime rate (2.50% at June 30, 2010) plus 7% per annum. At June 30, 2010, borrowings were at Canadian $2,920,000 (U.S. $2,753,000).  As of June 30, 2010, the Company exceeded its facilities under the lending formula by approximately Canadian $795,000 (U.S. $750,000) (subject to the above limitations) under the demand loan.  There is no assurance that further extensions will be obtained.  

In consideration for the guarantees provided by Mr. Murdoch and Mr. Furst to RBC, the Company paid a fee of $43,000, shared between them, paid in twelve equal monthly installments.  As additional consideration, they received fully-vested, two-year warrants to purchase approximately 2.9 million shares of the Company's common stock, at an exercise price of $0.10 per share.  The fair value of these warrants 

of $120,000 was determined in accordance with ASC 718 and beginning in June 2006 was taken into income over the period of the guarantee, which was one year.  These guarantees expired in June 2007 and were subsequently renewed in July 2007 until April 30, 2008.  In consideration of these guarantee renewals, Mr. Murdoch and Mr. Furst received a fee of $40,000, shared between them, paid in ten equal monthly installments.  As additional consideration, they received fully-vested, two- year warrants to purchase approximately 7.4 million common shares of the Company at an exercise price of $0.065 per share.  The fair value of these warrants of $164,000 was determined in accordance with ASC 718 and beginning in July 2007 was taken into income over the period of the guarantee, which was ten months.  These guarantees expired in April 2008 and were subsequently renewed in May 2008 until December 31, 2008.  In consideration of these guarantee renewals, Mr. Murdoch and Mr. Furst received a fee of $33,000, shared between them, paid in eight equal monthly installments.  As additional consideration, they received fully-vested, two-year warrants to purchase approximately 5 million common shares of the Company at an exercise price of $0.10 per share.  The fair value of these warrants of $150,000 was determined in accordance with ASC 718 and beginning in May 2008 was taken into income over the period of the guarantee, which was eight months.  These guarantees expired in December 2008 and were renewed until July 31, 2009.  In consideration of these guarantee renewals, Mr. Murdoch and Mr. Furst received a fee of $24,000, shared between them, paid in seven equal monthly installments.  As additional consideration, they received fully-vested, two-year warrants to purchase approximately 13.2 million common shares of the Company at an exercise price of $.018 per share.  The fair value of these warrants of $124,000 was determined in accordance with ASC 718 and beginning in January 2009 was taken into income over the period of the guarantee, which was seven months.  These guarantees expired in July 2009 and were renewed until July 31, 2010.  In consideration of these guarantee renewals, Mr. Murdoch and Mr. Furst will receive a fee of $46,000, shared between them, paid in twelve equal monthly installments.  As additional consideration, they received fully-vested, two-year warrants to purchase approximately 32.8 million common shares of the Company at an exercise price of $0.012 per share.  The fair value of these warrants of $243,000 was determined in accordance with ASC 718 and beginning in August 2009 is being taken into income over the period of the guarantee, which is twelve months. These guarantees were scheduled to expire in July 2010 but were renewed in May 2010 until July 31, 2011.  In consideration of these guarantee renewals, Mr. Murdoch and Mr. Furst will receive a fee of $48,000, shared between them, paid in twelve equal monthly installments starting in August 2010.  As additional
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (UNAUDITED)

June 30, 2010, and 2009

consideration, they received fully-vested, two-year warrants to purchase approximately 13.8 million common shares of the Company at an exercise price of $0.035 per share.  The fair value of these warrants of $338,000 was determined in accordance with ASC 718 and beginning in August 2010 will be taken into income over the period of the guarantee, which is twelve months.    

During the three and six-month periods ended June 30, 2010, $11,000 and $23,000, respectively (2009 - $10,000 and $20,000, respectively) have been recorded in interest expense related to the above warrants.  During the three and six-month periods ended June 30, 2010, $60,000 and $121,000, respectively (2009 - $53,000 and $106,000, respectively) have been recorded in non-cash amortization costs related to the above warrants.  
b) Tradition Capital Bank 

In December 2006, the Company entered into a secured revolving credit agreement with Tradition Capital Bank.  From December 15, 2006, through the expiration of the facility on June 15, 2007, the Company drew up to a maximum of $550,000 under the facility.  Borrowings under this facility were secured by substantially all of the Company’s assets in a second position to RBC.  In addition, the loan was fully secured by personal guarantees of Mr. Murdoch and Mr. Furst. In consideration of these guarantees, Mr. Murdoch and Mr. Furst received a fee of $14,000, shared between them, paid in six equal monthly installments beginning in December 2006.  As additional consideration, they received fully- vested, two-year warrants to purchase approximately 5.2 million shares of the Company's common stock, at an exercise price of $0.053 per share.  The fair value of these warrants of $91,000 was determined in accordance with ASC 718 and beginning in December 2006 was taken into income over the period of the guarantee, which was six months.  The credit facility and related guarantees expired in June 2007 and were subsequently renewed in July 2007 until April 30, 2008.  In consideration of the guarantee renewals, Mr. Murdoch and Mr. Furst received a fee of $23,000, shared between them, paid in ten equal monthly installments.  As additional consideration, they received fully-vested, two-year warrants to purchase approximately 4.2 million common shares of the Company at an exercise price of $0.065 per share.  The fair value of these warrants of $94,000 was determined in accordance with ASC 718 and beginning in July 2007 was taken into income over the period of the guarantee, which was ten months.  

On September 25, 2007, Mr. Murdoch and Mr. Furst agreed to provide Tradition Capital Bank additional personal guarantees totaling $500,000, which increased the maximum the Company could draw to $1,050,000, until April 30, 2008, under the same terms and conditions as listed above.  In consideration of the guarantees, Mr. Murdoch and Mr. Furst received a fee of $15,000, shared between them, paid in seven equal monthly installments.  As additional consideration, they received fully-vested, two-year warrants to purchase approximately 2.5 million common shares of the Company at an exercise price of $0.10 per share.  The fair value of these warrants of $89,000 was determined in accordance with ASC 718 and beginning in October 2007 was taken into income over the period of the guarantee, which was seven months.  On April 30, 2008 the above loan facility and related guarantees expired and were renewed until December 31, 2008. In consideration of these guarantee renewals, Mr. Murdoch and Mr. Furst received a fee of $35,000, shared between them, paid in eight equal monthly installments.  As additional consideration, they received fully-vested, two-year warrants to purchase approximately 5.3 million common shares of the Company at an exercise price of $0.10 per share.  The fair value of these warrants of $157,000 was determined in accordance with ASC 718 and beginning in May 2008 was taken
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (UNAUDITED)

June 30, 2010, and 2009

into income over the period of the guarantee, which was eight months.  On December 31, 2008 the above loan facility and related guarantees expired and were renewed until July 31, 2009 under similar terms and conditions.  In consideration of these guarantee renewals, Mr. Murdoch and Mr. Furst received a fee of $31,000, shared between them, paid in seven equal monthly installments.  As additional consideration, they received fully-vested, two-year warrants to purchase approximately 17.0 million common shares of the Company at an exercise price of $.018 per share.  The fair value of these warrants of $160,000 was determined in accordance with ASC 718 and beginning in January 2009 was taken into income over the period of the guarantee, which was seven months.  On July 31, 2009 the above loan facility and related guarantees expired and were renewed until July 31, 2010 with revised terms and conditions.  In consideration of these guarantee renewals, Mr. Murdoch and Mr. Furst will receive a fee of $53,000, shared between them, paid in twelve equal monthly installments.  As additional consideration, they received fully-vested, two-year warrants to purchase approximately 37.2 million common shares of the Company at an exercise price of $0.012 per share.  The fair value of these warrants of $275,000 was determined in accordance with ASC 718 and beginning in August 2009 is being taken into income over the period of the guarantee, which is twelve months.  In May 2010 the above loan facility and related guarantees, which were scheduled to expire on July 31, 2010, were renewed until July 31, 2011.  In consideration of these guarantee renewals, Mr. Murdoch and Mr. Furst will receive a fee of $53,000, shared between them, paid in twelve equal monthly installments.  As additional consideration, they received fully-vested, two-year warrants to purchase approximately 15.0 million common shares of the Company at an exercise price of $0.035 per share.  The fair value of these warrants of $367,000 was determined in accordance with ASC 718 and beginning in August 2010 will be taken into income over the period of the guarantee, which is twelve months. Interest is payable at the reference rate (Wall Street Journal prime, with an interest rate floor of 5.5%, currently 3.25%), plus 1.5% per annum. At June 30, 2010 borrowings were at the maximum amount available.  There is no assurance that further extensions will be obtained.  

During the three and six-month periods ended June 30, 2010, $13,000 and $26,000, respectively (2009 - $13,000 and $26,000, respectively) have been recorded in interest expense related to the above warrants.  During the three and six-month periods ended June 30, 2010, $69,000 and $138,000, respectively (2009 - $68,000 and $137,000, respectively) have been recorded in non-cash amortization costs related to the above warrants.  

NOTE 6 -- Accrued Liabilities

	Accrued liabilities consisted of the following:<TABLE><CAPTION>
	
	June 30,
	December 31,

	<BTB>
	
	  2010
	
	2009

	
	
	(unaudited)
	
	(audited)

	
	
	(In thousands)

	<S>
	
	
	
	

	Accrued salaries, employee benefits and payroll taxes
	
	
203
	
	
221

	Customer deposits payable
	
	
137
	
	
260

	Other accrued liabilities
	
	
475
	
	
557

	
	
	$
815
	
	$
1,038
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (UNAUDITED)

June 30, 2010, and 2009

NOTE 7 -- Convertible Debenture

On April 30, 2004, Sentry entered into a $2,000,000 secured convertible debenture with Brookfield Technology Fund (“Brookfield”), an alternative investment fund established by Brookfield Asset Management (formerly known as Brascan Technology Fund and Brascan Asset Management, respectively), to invest in early stage, technology-based companies with high growth potential.

Key terms of the initial transaction were as follows:

· Four-year term.

· Interest rate of 8% per annum.

· Redeemable at Sentry’s option after 18 months.

· Conversion price equal to the market price, at time of conversion, less a discount of 30% with a maximum conversion price of $0.12 per share. 

· Conversion is at the option of Brookfield when market share price is equal to or greater than $0.17 per share or with the approval of Sentry’s Board of Directors when the market share price is less than $0.17 per share.

· Sentry will provide most favored pricing to all Brookfield affiliates and expects to be a supplier of security and identification products to the Brookfield affiliates.

· Brookfield was issued warrants for 5,000,000 common shares of Sentry, priced at $0.15 per share, exercisable anytime up to April 30, 2008.

· Brookfield is entitled to one seat on Sentry’s Board of Directors or will participate as an observer.

The convertible debenture is secured by a general security interest over all the assets and properties of Sentry.  The amount is subordinate to the existing credit facilities.  

The proceeds of the financing, to be used primarily for working capital, were initially allocated between the convertible debenture ($1,835,000) and the warrants ($165,000) based on their respective fair values in accordance with Emerging Issues Task Force (EITF) 00-27 “Application of Issue 98-5 to Certain Convertible Instruments”.  The difference between the face value of the debenture and the allocated value was charged to interest and financing expenses over the term of the convertible debenture.  No beneficial conversion feature was recognized under the term of the convertible debenture.

Certain other warrants to purchase 425,000 common shares of Sentry at exercise prices ranging from $0.18 to $0.20 per share were issued in conjunction with the convertible debenture.  The warrants were exercisable over one to three years.  The fair value of these warrants ($49,000) was charged to operations over the life of the warrants. These options expired during 2007.  

Sentry’s Board of Directors and shareholders owning a majority of Sentry common stock approved the transaction with Brookfield. 

On April 11, 2008, Brookfield extended its maturity of the debenture to December 31, 2008.  The 5,000,000 warrants that were originally issued expired. In consideration of this renewal, Brookfield received fully- 

SENTRY TECHNOLOGY CORPORATION AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (UNAUDITED)

June 30, 2010, and 2009

vested, two-year warrants to purchase 5 million common shares of the Company at an exercise price of $0.10 per share, which expired on May 1, 2010.  The fair value of these warrants of $150,000 was determined in accordance with ASC 718 and beginning in May 2008 was taken into income over the period of the debenture, which was eight months.   On November 24, 2008, Brookfield extended its maturity of the debenture to July 30, 2009 and on June 23, 2009 Brookfield further extended its maturity of the debenture to June 30, 2010 under revised terms and conditions.  The most significant changes included deferral of monthly interest payments for the period from February 1, 2009 through June 30, 2010.  In addition, if the Company was able to raise $1 million of debt or equity financing prior to June 30, 2010, then the maturity date would be extended until June 30, 2014, at which time other repayment conditions would apply. In May 2010 Brookfield further extended the maturity of the debenture and deferral of interest payments until June 30, 2011.  At the same time, the agreement regarding the raising of the $1 million of debt or equity financing was also extended to June 30, 2011.  The $450,000 lent by Mr. Murdoch, Sentry’s CEO and director, and Mr. Furst, a Sentry director, is being applied to reduce the total $1 million to $550,000.  In consideration of this renewal, Brookfield received fully-vested, two-year warrants to purchase 5 million common shares of the Company at an exercise price of $0.035 per share.  The fair value of these warrants of $127,000 was determined in accordance with ASC 718 and beginning in May 2010 is being taken into income over the period of the debenture, which is thirteen and one half months.   There is no assurance that further extensions will be obtained.  Accrued but unpaid interest from February 1, 2009 through June 30, 2010 of $242,000 has been added to the principal balance of the debenture.

During the three and six-month periods ended June 30, 2010, $14,000 and $14,000, respectively (2009 - nil) have been recorded in non-cash amortization costs related to the above warrants.  
NOTE 8 -- Notes Payable – Directors and Related Party Transactions

Transactions between related parties are in the normal course of operations and are measured at the exchange amount, which is the amount of consideration established and agreed to by the related parties.

In May 2010, Mr. Murdoch, Sentry’s CEO and director, and Mr. Furst, a Sentry director, agreed to lend the Company up to $500,000 on a secured basis in the form of secured notes until June 30, 2011 to assist in financing of the Company. On May 14, 2010, they lent the company $450,000 ($250,000 and $200,000, respectively). As a condition of these notes, the Company’s debt holders, RBC, Tradition Capital Bank and Brookfield, agreed to extend the expiration of their respective financing agreements until July 31, 2011 or June 30, 2011, as more fully described in Notes 5 and 7.  In consideration of these notes, Mr. Murdoch and Mr. Furst will accrue interest at 8%, totaling $41,000, shared between them, payable at the expiration date of the note.  As additional consideration, they received fully-vested, two-year warrants to purchase approximately 6.4 million common shares of the Company at an exercise price of $0.035 per share.  The fair value of these warrants of $163,000 was determined in accordance with ASC 718 and beginning in May 2010 is being taken into income over the period of the note, which is thirteen and one half months.

During the three and six-month periods ended June 30, 2010, $5,000 and $5,000, respectively (2009 - nil) have been recorded in interest expense related to the above warrants.  During the three and six-month periods ended June 30, 2010, $18,000 and $18,000, respectively (2009 - nil) have been recorded in non-cash amortization costs related to the above warrants.  
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Mr. Murdoch and Mr. Furst provided personal guarantees to existing loans from Tradition Bank and RBC.  Please refer to Note 5 for details.

In August 2007, Mr. Murdoch agreed to provide a personal guarantee for a Letter of Credit of $49,350 for a period of one year in favor of Palm Beach Public Library that the Company was unable to obtain on its own in order to complete a sale of the Company’s self-service library systems.  In consideration of this guarantee, Mr. Murdoch received a fee of $2,000 paid in twelve equal monthly installments.  As additional consideration, he received fully-vested, two-year warrants to purchase approximately 247,000 common shares of the Company at an exercise price of $0.10 per share.  The fair value of these warrants of $10,000 was determined in accordance with ASC 718 and beginning in August 2007 was taken into income over the period of the guarantee, which was twelve months. This letter of credit and related guarantee expired in August 2008 and was subsequently renewed in August 2008 until August 2009.  In consideration of this guarantee renewal, Mr. Murdoch received a fee of $2,000 paid in twelve equal monthly installments.  As additional consideration, he received fully-vested, two-year warrants to purchase approximately 1.4 million common shares of the Company at an exercise price of $0.018 per share.  The fair value of these warrants of $13,000 is determined in accordance with ASC 718 and beginning in August 2008 was taken into income over the period of the guarantee, which was twelve months.  This Letter of Credit and related guarantee expired in August 2009 and was subsequently renewed in August 2009 until August 2010.  In consideration of this guarantee renewal, Mr. Murdoch will receive a fee of $2,000 paid in twelve equal monthly installments.  As additional consideration, he received fully-vested, two-year warrants to purchase approximately 1.1 million common shares of the Company at an exercise price of $0.0189 per share.  The fair value of these warrants of $8,000 is determined in accordance with ASC 718 and beginning in August 2009 is being taken into income over the period of the guarantee, which is twelve months.  During the three and six-month periods ended June 30, 2010, $1,000 and $1,000, respectively (2009 - $1,000 and $1,000, respectively) have been recorded in interest expense related to the above warrants.  During the three and six-month periods ended June 30, 2010, $2,000 and $4,000, respectively (2009 - $3,000 and $6,000, respectively) have been recorded in non-cash amortization costs related to the above warrants.

NOTE 9 -- Loss Per Share Attributable to Sentry Common Stockholders

The loss per share attributable to Sentry common stockholders calculations (basic and diluted) for the three and six-month period ended June 30, 2010 and 2009 are based upon the weighted average number of common shares outstanding during each period.  There were no reconciling items in the numerator or denominator of the loss per share attributable to Sentry common stockholders calculations in either of the periods presented.  Options to purchase 4,104,000 and 2,382,000 shares of common stock with a weighted average exercise price of $0.0518 and $0.074 were outstanding at June 30, 2010 and 2009, respectively, but were not included in the computation of diluted net loss per share attributable to Sentry common stockholders because their effect would be anti-dilutive.  Convertible debentures and warrants were also not included in the weighted average number of shares outstanding because their effect would be anti-dilutive.
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NOTE 10 -- Stock-Based Compensation

a) Stock Options
The Company’s 1997 Stock Incentive Plan of Sentry (the "1997 Plan"), which was shareholder approved, permits the granting of common share options and shares to its employees for up to 6,369,365 shares of common stock as stock-based compensation.  This plan expired as of January 14, 2007 and as such, there were no remaining shares available for grant under this plan at June 30, 2010.  The plan was renewed on May 18, 2007 (the “2007 Plan”), is shareholder approved and permits the granting of common share options and shares to its employees for up to 5,000,000 shares of common stock as stock-based compensation.  As of June 30, 2010, there were 2,303,500 common shares available for grants under this 

Plan.  The stock option committee may grant awards to eligible employees in the form of stock options, restricted stock awards, phantom stock awards or stock appreciation rights.  Stock options may be granted as incentive stock options or non-qualified stock options.  Such options normally become exercisable at a rate of 20% per year over a five-year period and expire ten years from the date of grant.

There was no cash received from exercise of options during the three and six-month periods ended June 30, 2010 and the three and six-month periods ended June 30, 2009. 

The following table represents the Company’s stock options granted, forfeited, or expired and exercised during the six-months ended June 30, 2010:

	
	Number of

Shares

Subject to

Issuance
	Weighted

Average

Exercise

Price
	Weighted

Average

Remaining

Contractual

Term
	Aggregate

Intrinsic

Value

($000)

	
	
	
	
	

	Outstanding as of January 1, 2010
	
3,632,000
	$ 0.0544
	7.5 years
	$ 75

	Granted
	
500,000
	    0.0350
	
	

	Exercised
	      ---
	    ---
	
	

	Forfeited 
	
(25,000)
	    0.0610
	
	

	Expired
	
(3,000)
	   0.3100
	
	

	Outstanding as of June 30, 2010
	
4,104,000
	$ 0.0518
	7.4 years
	---

	Exercisable as of June 30, 2010
	
2,610,000
	$ 0.0655
	6.6 years
	---


The aggregate intrinsic value of options represents the excess of market price of the Company’s stock over the weighted average exercise price of the price of the outstanding and exercisable option shares.  At June 30, 2010, the aggregate intrinsic value of options has been shown as $0 because the exercise price of outstanding and exercisable option shares exceeded the period-end market price of the Company’s common stock.   

The compensation cost recognized in income for stock-based compensation was $10,000 and $15,000 for the three and six-month periods ended June 30, 2010 and $5,000 and $9,000 for the three and six-month periods ended June 30, 2009, respectively.
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As of June 30, 2010, there was $23,000 of total unrecognized compensation cost, net of estimated forfeitures, related to all unvested stock options, which is expected to be recognized over a weighted average period of approximately 2.71 years.  

There were 500,000 stock options issued during the six-month period ended June 30, 2010 with a weighted average estimated fair value of $0.0245 per share and 300,000 stock options issued during the six-month period ended June 30, 2009 with a weighted average estimated fair value of $0.0104 per share.  

b) Warrants

As of June 30, 2010, Sentry had outstanding warrants for 142,995,006 (December 31, 2009 – 117,986,434) common shares issued in connection with various financing arrangements.  The warrants have exercise prices ranging from $0.012 to $0.035 (December 31, 2009 – $0.012 to $0.10) and expire from November 14, 2010 through May 18, 2012.


The following table represents the Company’s warrants granted, forfeited or expired and exercised during the six-month period ended June 30, 2010:

	
	Number of

Shares

Subject to

Issuance
	
	Weighted

Average

Exercise

Price

	
	
	
	

	Outstanding at January 1, 2010
	
117,986,434
	
	$ 0.0250

	Granted
	
40,258,572
	
	   0.0350

	Exercised
	-
	
	  -

	Forfeited
	-
	
	  -

	Expired
	
(15,250,000)
	
	   0.1000

	Outstanding at June 30, 2010
	
142,995,006
	
	$ 0.0199


NOTE 11 -- Financial Instruments

Unless otherwise noted, it is management’s opinion that the Company is not exposed to significant interest, currency or credit risks arising from the financial instruments.  

Fair Value

The fair values of cash and cash equivalents, short-term investments, accounts receivable, accounts payable accrued liabilities, demand loan and revolving line of credit, and convertible debenture approximate carrying values due to the short maturity of these items.

Currency Risk

The Company is exposed to currency risk as some of the Company’s sales and purchases are incurred in Canadian dollars resulting in Canadian denominated accounts receivable and accounts payable.  A
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portion of its expenses is incurred in Canadian dollars and Euros, which would result in foreign denominated accounts payable.  In addition, certain of the Company’s cash is denominated in Canadian dollars.  These balances are therefore subject to gains and losses due to fluctuations in those currencies.

Concentrations of Credit Risk and Major Customers

Financial instruments, which potentially subject the Company to concentrations of credit risk, consist principally of accounts receivable.  Concentrations of credit risk with respect to these receivables are limited as the Company conducts regular assessments of credit issues.  The Company grants credit to customers who are principally in the retail industry and libraries.  During the three-month period ended June 30, 2010 revenues from one customer represented 15% of total revenues and one other customer represented 10% of total revenues, and during the six-month period ended June 30, 2010, revenues from one customers totaled 13% of total revenues, that customer being the same one that represented 15% of total revenues in the second quarter; no other customer accounted for more than 10% of total revenues.  

No customer accounted for more than 10% of total revenues in the three and six-month periods ended June 30, 2009.           

As of June 30, 2010, one customer represented 14% of the total accounts receivable.  As of December 31, 2009, this same customer represented 24% of the total receivable and another customer represented 11% of the total accounts receivable.  The Company believes that there is no unusual exposure associated with the collection of these receivables.

Interest Risk

The Company is exposed to interest risk on its demand loan and revolving line of credit.

NOTE 12 -- Comprehensive Loss

	Comprehensive loss is as follows:
	Three Months Ended
	Six Months Ended

	
	June 30,
	June 30,

	
	2010
	2009
	2010
	2009

	
	(unaudited)
	(unaudited)

	
	(In thousands)
	(In thousands)

	Net loss:
	$
(254)
	$
(643)
	$
(714)
	$
(1,129)

	Other comprehensive loss:
	

	

	

	


	     Foreign currency translation adjustments
	
31
	
(44)
	
11
	
(31)

	Comprehensive loss
	
(223)
	
(687)
	
(703)
	
(1,160)

	Comprehensive income attributable to    

     noncontrolling interest
	
94
	
17
	
44
	
4

	Comprehensive loss attributable to Sentry  

     Technology Corporation
	$
(129)
	$
(670)
	$
(659)
	$
(1,156)
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