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Message to the Shareholders of XETA Technologies:

Fiscal 2006 marked the landmark 25th year in business for
XETA Technologies. For the past quarter century, we have built
our heritage on a solid foundation of employee loyalty, technical
competency and extraordinary customer service. During

the year we saw the closing of our transition era and the
beginning of a new and exciting long-range expansion era.

In 2006 we initiated a go-to-market Strategy centered around our
three maijor lines of business: Nortel and Avaya systems sales
complimented with our associated Managed Services offering.
We established organizational segments to focus on each of
these lines of business and steadily increased our sales efforts,
particularly those supporting our services segment. As a result
we experienced year-over-year growth in both systems sales
and Managed Services revenues, resulting in an impressive
46% growth in earnings.

Of our three fines of business, the commercial segment of
Managed Services offers the greatest potential as we enter
this new expansion era. Comgprised of contract and time

and material services revenues, this all-important recurring
révenue stream grew 29%. We believe we can sustain and
even exceed these growth levels as we continue to address
the many market opportunities available. To fuel this growth,
we are forming relationships with leading System integrators,
Network Providers and Manufacturers, which are critical to

our wholesale services offering. Additionally, we targeted and
acquired customer relationships with numerous new Fortune
500 companies. This success in the commercial segment

of Managed Services is a key contributor to our current -
momentum as well as our strategic plans for 2007 and beyond.

Our main objective for fiscal 2007 is to acquire significant
market share, which should result in revenue growth greater

. than the market. Additionally, we expect our bottom line to
grow much faster than revenue as we leverage our investments
in people and infrastructure. We expect to achigve this
objective through three key strategies:

Customer Acquisition and Penetration:

The key to customer acquisition, retention and penetration is to
maintain our extraordinarity high customer satisfaction levels.
Leveraging our reputation, to continue acquiring new customers
and to penetrate deeper into existing customer relationships is a
major objective for 2007, Capitalizing upon our mementum from
2008, we should see significant new opportunities develop,
which we expect will be a primary driver of our top line growth.

Expand Wholesale Service Offering:
We will focus on the expansion of our Wholesale Service

Forward-tooking Statements:

offering by furthering relationships with Systems Integrators,
Network Providers and Manufacturers. Ever-increasing customer
expectations are changing go-to-market methods of cormpanies
providing communications products and services to the market.
Large enterprise customers are increasingly contracting with
sole source providers for a comprehensive solution to their
technology needs. At XETA, we create value to these providers
by adding our core competencies to their bundle of solutions.
Industry consolidation by Systems Integrators, regional Bell
operating companies and Manufacturers as well as emerging
technologies are creating greater opportunities for national
technical field services organizations such as XETA,

Organizational Alignment with Major Manufacturers:
As we enter fiscal 2007 our redesigned sales and services
organizations create alignment with our two major systems
manufacturers—Nortel and Avaya. Both manufacturers are
leading providers of voice infrastructure and represent over
40% of the addressable market in the U.5. Between these two
leaders over $2 billion of enterprise equipment and applications
are sold annually in addition to over $4 billion of service
opportunities. This clearly creates growth opportunities for our
service-focused business.

Our pipeline of revenue opportunities continues to expand

and we are confident that our operating structure is aligned to
address the expected growth while ensuring that we continue
to deliver high customer satisfaction. During this next year

we should complete the integration of our one-system internal
information technology platform. We believe our well designed
architecture combined with our exceptional people will produce
extraordinary results.

We would like to recognize our employees for their unique
abilities and commitment. We would also like to thank our
business partners for joining us in the pursuit of growth,
our customers for their investment in our business, and
finally our shareholders for their continued support as we
enter intc what we believe to be an exciting future for all
XETA Technologies stakeholders.

Sincerely,

Gty P

GREG D. FORREST
President and Chief Operating Officer
February 5, 2007

JACK R. INGRAM
Chief Exacutive Officer
February 5, 2007

This report contains forward-looking sfatements within the meaning of the Private Securities Litigation Reform Act of 1995, Forward-locking statements include
information concearning our possible or assumed future results of operations, as weil as plans regarding our business straiegies and trends and conditions in our
markets and technologies. These staterments can generally be identified by such words as “expects,” "plans,” “believes,” “anticipates.” "should,” “may,” “will”
and similar words or expressions. Forward-looking statements are not quarantees of performance but rather reflect our current expectations, assumgtions and
beliefs based upon information currently available to us. Investors are cautioned that all forward-looking s1atements are subject to risks and uncertainties which are
difficult to predict and that could cause actual results to differ materially from those projected. Many of these risks and uncertainties are dascribed under the heading
"Risk Factors” in Part |, ltem 1A of the Form 10-K contained in this report. They also include other risks detailed from time to time in our publicly-filed documents.
Consequently, all forwardHaoking statements should be read in conjuncticn with such risk factors. Forward-looking statements speak only as of the date made and
we undertake ne obligation 1o update or revise forward-looking statements, whether as a result of new information, future events or otherwise,
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DOCUMENTS INCORPORATED BY REFERENCE

Portions of the Proxy Statement to be filed with the Securities and Exchange Commission in connection with the Annual Meeting of
Sharcholders to be held April 3, 2007 are incorporated by reference into Part I11, Ttems 10 through 14 hercof.

FORWARD-LOOKING STATEMENTS

In the discussions under the headings “Business,” “Risk Factors,” “Management’s Discussion and Analysis of Financial
Condition and Results of Operations” and elsewhere in this report, we make forward-looking statements regarding future
events and our future performance and results. These and other forward-looking statements are not guarantees of perfoermance,
but rather reflect our current cxpectations, estimates, and forecasts about the industry and markets in which we operate, and
our assumptions and beliefs based upon information currently available to us. Forward-looking statements can gencrally be
identified by words such as “expects,” “anticipates,” “may”, “plans,” “believes,” “intends,” “projects,” “estimates,” and similar
words or expressions. These statements are subject to risks and uncertainties which are difficult to predict or which we are
unable to control, including but not limited to such factors as customer demand for advanced communications products, capital
spending trends within our market, the financial condition of our suppliers and changes by them in their distribution strategics
and support, technological changes, product mix, the ability to attract and retain highly skilled personnel, competition and other
risks and uncertainties specifically discussed under the heading “Risk Factors” under Part I of this report. As aresult of these
risks and uncertaintics, actual results may differ materially and adversely from those expressed in forward-looking staternents.
Consequently, investors are cautioned to read and consider all forward-looking statements in conjunction with such risk factors
and uncertaintics, The Private Securitics Litigation Reform Act of 1995 provides a safe-harbor for forward-looking statements
made by the Company.
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PART]
ITEM 1. BUSINESS
Development and Description of Business

XETA Technologies, Inc. (“XETA”, the “Company”™, “we”, “us”, or “our”), an Oklahoma corporation formed in 1981,
is a leading provider of enterprise-class communications solutions and managed services in the emerging, highly-technical
world of converged communications. We specialize in helping our customers transition from traditional voice telephony to
Internet Protocol (¥IP”) based telephony to reduce their total communications costs and more effectively serve their customers
through advanced applications such as contact centers, message management systems, and integrated multi-media applications.
We provide these solutions and services to multi-location, mid and large sized enterprises throughout the United States. We
also market our solutions and services to several vertical markets such as the hospitality industry, the federal government,
and the healthcare industry. We provide services through our nationwide network of Company-employed design engineers
and service technicians as well as our 24-hour, 7-days-per-week call center located in our headquarters building in Broken
Arrow, Oklahoma.

Prior to 1999, our business was focused entirely in the vertical market of hospitality. In 1999 we expanded our business
into the general commercial market through the acquisition of St. Louis-based U.S. Technologies Systems, Inc. (“USTI”).
Three smaller acquisitions were consummated in fiscal 2000 to expand our geographic and technical capabilities further. Our
initial expansion into the general commercial market was based on the sale and installation of Avaya, Inc. (“Avaya™) products,
a product line we have represented since [998. In 2003 we added the Nortel Networks Corporation (“Nortel”} product line
to our product mix. To expand our presence in the Nortel market, in 2004 we purchased the assects of Bluejack Systems, LLC
{“Bluejack™), a Seattle-based dealer of Nortel products and services. Both Avaya and Nortel have well-respected products and
have transitioned their product lines into server-based systems that work cffectively in converged voice and data environments.
All of these products are distributed under nationwide, non-exclusive dealer agreements we have with the manufacturers, both
of whom provide us with important volume incentives and marketing expense reimbursements to carry their products. We
purchase these products from large distributors who also provide pricing and volume incentives.

Qur primary operating strategies in fiscal 2006 were to expand our presence in the Nortel market and expand our services
business. During fiscal 2006, we continued to aggressively market the Nortel product line and our nation-wide implementation
and service capabilitics to existing Nortel equipment users. These marketing activities included hiring new account executives
experienced in selling Nortel solutions, attending Nortel focused trade shows and user group meetings, and creating awareness
of our installation and service capabilities with Norte!’s regional and national sales management teams. Through our
commitment to training of our technical workforce, we maintain Nortel’s highest level of certification. In October 2006, we
continued this increased focus on the Nortel product line by hiring Scott Davis, a former sales exccutive with over 10 years
of experience at Nortel. Mr. Davis will serve as our Executive Director of Sales for the Nortel product and services lines of
business. Previous to hiring Mr. Davis, we made other substantial investments in hiring Nortel certified technicians and in the
training and certification of our existing technical force.

We have service relationships with systems integrators and/or equipment manufacturers in which we maintain communications
systems for their mid-sized to large, multi-location customers who desire to work with a single vendor for their technical support
needs. Additionally, we have service relationships directly with end-users. Most of our current growth in this market relates to our
Nortel initiative. We believe that our services initiatives are integral to our long-term strategy to reduce our financial dependence on
systems sales in favor of more predictable, recurring revenues.

In October, 2006 we announced that our board of directors had approved a stock repurchase program authorizing the
Company to utilize up to $960,000 per year to repurchase our common stock in open market, block purchases or in privately
negotiated transactions and at prices we deem appropriate. These repurchases would be funded from cash flows previously
dedicated to reduction of term debt stemming from our acquisitions made between November 1999 and November 2000. This
term debt was retired in September, 2006. To date, no stock repurchases have been made under the program.




Commercial Systems Sales

We sell communications solutions to the general commercial market, federal government and healtheare market,
These solutions are aimed at maximizing the effectiveness of our customers’ communications systems through the use of
advanced technologies such as IP-based telephony. Through the use of these systems, our customers can reduce their total
communications costs by establishing their voice communications as an application on their data networks and can increase
the productivity of their employecs through the use of other voice applications that integrate with their data networks. Such
applications include message management systems that integrate voicemail and fax messages with existing email systems,
speech recognition systems, and multimedia applications such as streaming audio and video systems. We sell these systems
under dealer agreements with Avaya and Nortel, Both of these manutacturers hold significant portions of the communications
cquipment market and are migrating their customer bases from traditional telephony systems to the new IP-based technology
platform. We have been an Avaya dealer since 1998 and a Nortel dealer since 2003, We receive incentive payments from
both manufacturers which offset certain product costs as well as certain sales and marketing cxpenses. We purchase these
products through major distributors and receive additional price incentives from these distributors. These incentive payments
are material to our business. We also sell data networking products to the commercial market under non-exclusive dealer
agreements with Avaya, Nortel, Cisco Systems Inc.. and Hewlett-Packard Company.

Sales of systems to Commercial customers were $22.5 million in fiscal 2006 compared to $21.4 million and $25.9 million

in 2005 and 2004, respectively. These sales represented 37%, 37%, and 44% of total revenues during fiscal years 2006, 2005,
and 2004, respectively.

Hospitality Products

Communications Systems. We sell communications systems to the hospitality industry through nationwide, non-exclusive
dealer agreements with Avaya and Nortel. In addition to most of the features availabie on the commereial systems above, the
systems sold to hospitality customers arc equipped with hospitality-specific software, which integrates with nearly ail aspects of
the hotel’s operations. We also offer a variety of related products such as voice mail systems, analog telephones, uninterruptible
power supplies, announcement systems, and others, most of which also have hospitality-specific software features. Most of
these additional products are sold in conjunction with the sale of new communications systems and, with the exception of voice
mail systems, are purchased from regional and national suppliers.

Call Accounting Products. We market a line of proprictary call accounting products under the Virtual XL® and Virtual
XL.2™ names. Introduced in 1998, the VXL series is a PC-based system designed to operate on a hotel’s local or wide area
network. If that network is connected to the Internct, the VXL can also be accessed via an Internet connection. The original
VXL was upgraded to a rack-mounted, server-style system in 2004 and is marketed under the name Virtual XL.2™ The VXL
systems are our latest technology in a series of call accounting products we have successfully marketed since the Company’s
inception. Many of those carlier products remain in operation at customer locations and are under maintenance contracts
with us or generatc time and materials (“T&M”) revenues for us. These revenues and the related gross profits are material to
our business.

Sales of communications systems and products to the hospitality industry represented | 1%, 11% and 9% of total revenues
in fiscal 2006, 2005 and 2004, respectively, Marriott International, Host Marriott, and other Marriott-affiliated companies
("Marriott™) represent a single customer relationship for our Company and are a major customer to our hospitality business.
Revenucs earned from sales of hospitality systems sold to Marriott represented 2 1%, 52%, and 38% of our sales of hospitality
systems in fiscal 2006, 2005, and 2004, respectively.

Services

Our services product offering includes nation-wide customer service, project management, professional services,
installation and consulting to support our customers. The geographic reach and technical breadth of our scrvices organization
are key differentiators between us and our competitors.

Our services organization includes our National Service Center (“NSC”) housed at our headquarters in Broken Arrow,
Oklahoma. The NSC supports our commercial and hospitality customers who have purchased maintenance contracts on their
systems, as well as other customers who engage us on a T&M basis. We employ a network of highly trained technicians who
are strategically located in major metropolitan areas and can be dispatched by the NSC to support our customers in the field or
1o install new systems. We aiso employ design engincers (the Professional Services Organization (“PSO”)) to design voice,




data, and converged networks to meet specific customer applications. Much of the work done by the PSO represents pre-sales
work and is often not recovered in revenues, representing a significant investment. We believe, however, that by hiring the
most qualified personnel possible and keeping their talents in-house, we have built a competitive advantage in the marketplace.

[n addition to selling our own maintenance contracts to end-users of Nortel equipment, we aggressively market our services
capabilities to large, national custorners, regional Bell Operating Companics (“RBOCs”) and other large Nortcl dealers. By
providing national coverage at competitive hourly rates, the NSC is a valuable resource to many of these larger organizations
who do not have sufficient geographic coverage or technical capabilities to service their customers directly. Many large
Nortel ¢nd-users have sophisticated in-house capabilities at their headquarters location, but choose to cutsource the services
provided to other locations in their nctworks. The NSC is used in these instances to assist with T&M services and to assist in
national roll-outs of system upgrades. RBOCs are the largest Nortel dealers in the U.S. and as such have large installed bases
of customers with Nortel systems. Similar to large end-users, the RBOCs use the NSC to service customers out of the RBOCs’
regional service area and/or handle overflow work during peak periods. In addition, Nortel has maintenance contracts with
many large, “Fortune 1000”-type customers, Nortel outsources much of the on-site service work for these customers to its
dealer network.

For Avaya products sold to non-hospitality customers, we pursue the sale of Avaya’s post-warranty maintenance contracts,
for which we eam a commission. These commissions are recorded as other revenues in our financial statements. For Avaya
and Nortel systems sold to hospitality customers, we scll our own maintenance agreements. For our proprietary products, we
offer service contracts to our hospitality customers under one-year and multi-year service contracts after the expiration of the
warranty. The revenues earned from the sale of our maintenance contracts are an important part of our business model as they
provide a predictable stream of profitable recurring revenue. We carn a significant portion of our recuiring service revenues
from hospitality customers who maintain service contracts on their systems.

For our distributed products, we typically pass on the manufacturer’s limited warranty, which is generally onc year
in length. Labor costs associated with fulfilling the warranty requirements are generally bomne by us. For proprietary call
accounting products sold to the hospitality industry, we provide our customers with a limited one-year warranty covering parts
and labor.

Services revenues represented 50%, 49%, and 45% of total revenues for fiscal years 2006, 2005 and 2004, respectively.
Marriott is a significant customer and services revenues earned from Marriott represented 15% of total services revenues in
fiscal years 2006, 2005, and 2004, respectively.

Marketing

We market our products and services primarily through our direct sales force to a wide variety of customers including large
national companies, mid-size companies, government agencies, and the hospitality industry.

Because the technology we sell is now typically an application running on an existing data network, the focus of our marketing
efforts has had to adjust toward data networking decision makers, many of whom have long-standing relationships with their data
products and services dealers. Furthermore, because most customers are making their initial decisions to convert their traditional
voice networks to IP-based platforms, the decision to do so is often considered riskier and is therefore being made at higher levels
within the organization. Our marketing efforts have been adjusted to provide assurances to customers that we are capable of
designing and implementing these new systems effectively.

In addition to our direct marketing effort to customers, a significant aspect of our marketing effort centers on our
relationships with Avaya and Nortel. As a national dealer for both manufacturers, we have certain technical and geographical
capabilities that help differentiate us in the marketplace. We aggressively market these capabilities to Avaya and Nortel. Both
manufacturers utilize us in a variety of ways, from fulfilling certain customer orders to handling entire customer relationships.
We have carefully positioned ourselves as a leading dealer for both manufacturers by building our in-house engineering capabilities,
providing nationwide implementation services, and through access to our 24-hour, 7 days-per-week service center.

Our marketing efforts to the hospitality industry rely heavily on our experience and reputation in that industry. Over
the course of serving this market for more than 25 years, we have built strong long-term relationships with a wide range
of personnel (corporate hotel chain personnel, property management officials, industry consultants, hotel owners, and on-
site financial and/or operating officers) that are the key decision makers for the purchase of hotel telecommunications
equipment. We have relationships with nearly all hotel chains and major hospitality property management companies.




These relationships are key to our past and future success and our hospitality marketing efforts are targeted at strengthening and
deepening those relationships rather than the more broad promotional efforts sometimes employed in our marketing cfforts to
the commercial sector.

Backlog

At December 1, 2006 our backlog of orders for systems sales was $2.6 million compared to $2.2 million at the same time
last year. We expect this entire backlog to ship and be recognized as revenue by October 31, 2007, Additionally, we have
approximately $16 million in contracted maintenance revenues which we expect to recognize over the next fiscal year. Most of
the contracts arc cancelable upon thirty days notice by the customer or us.

Competition

Commercial. The market for communications systems, applications and services is evolving at a rapid pace due to the
convergence of voice and data networks and the speed at which new applications are being introduced. Our market has always
been highly competitive, as both Avaya and Nortcl have extensive dealer organizations, including nationwide dealers like us,
and smaller regionally-focused dealers. In addition to other Avaya and Nortel dealers, we also face competition from dealers of
other large manufacturers such as Cisco Systems, Inc., Siecmens Akticngescllschaft, Alcatel S.A. and NEC Corporation, as well
as from a number of other companies, some of which focus on particular segments of the market such as customer relationship
management. With the addition of data products dealers, particularly Cisco dealers, the competition has been heightened.
Many of our new competitors have long-standing relationships with the information technology (“IT™) decisionmakers of our
customers increasing the fierceness of the competition,

Hospitality. We sell Avaya and Nortel communications systems to the hospitality market, and as such face similar
competitive pressures to those discussed above under “Commercial” compctition. However, since the hospitality market is a
small niche market, we believe our most effective competitive strengths are the performance and reliability of our proprictary
hospitality systems and our high level of service commitment to this niche market. While we believe that our reputation and
nationwide presence contribute significantly to our success in the hospitality market, there can be no assurance given that we
will be able to continue to expand our market share in the future.

Manufacturing

We assemble the Virtual XL™ and Virtual XL.2™ systems, our proprietary call accounting systems sold exclusively to the
hospitality industry. These systems comprise less than 1% of our total revenues. We assemble these systems from an inventory
of components, parts and sub-assemblies obtained from various suppliers. These componcnis are purchased from a variety of
regional and national distributors at prices that fluctuate based on demand and volumes purchased. Some components, although
widely distributed. are manufactured by a single, usually foreign, source and are therefore subject to shortages and price
fluctuations if manufacturing is interrupted. We maintain adequate inventories of components to mitigate short-term shortages
and believe the ultimate risk of long-term shortages is minimal,

We use outside contractors to assemble our proprictary printed circuit boards that are part of our proprictary call accounting
systems. The components and blank circuit boards are purchased. inventoried. and supplied to the outside contractors for
assembly and quality-control testing. We perform various quality-control procedures, including powering up completed
systems and allowing them to “bum in™ before being assembled into a final unit for a specific customer location, and
performing final testing prior to shipment.

All of the other products we sell are purchased as finished goods from the manufacturers’ distributors,

Employees
We employed 309 and 316 employees at December 1, 2006 and 2003, respectively.
Copyrights, Patents And Trademarks
We recognize that our reputation for quality products and services gives value to our hospitality products and service

offerings names. Therefore, we place high importance upon protecting such names by obtaining registered trademarks where
practicable and appropriate. We own registered United States trademarks on the following names for usc in the marketing of our




services and systems: “XETA,” “XPERT,” “XL,” “Virtual XL,” and “XTRAMILE". All of these trademarks are registered on the
principal register of the United States Patent and Trademark Office.

ITEM 1A. RISK FACTORS

Our business and prospects are subject to many risks and uncertainties. The following items are representative of the risks,
uncertaintics and assumptions that could affect our business, our future performance and the outcome of the forward-looking
statements we make.

We may not be successful in our overall strategy, a key component of which is to focus on the marketing of advanced
communications products and applications and related services.

Qur operating results may be adversely affected if we are not able to successfully position ourselves as a leader in the
implementation of these new advanced communications technologies. To be successful, we must continue to: train our sales
employees on the capabilities and technical specifications of these new technologies; train our services employees to service
these new products and applications; develop relationships with new types of qualificd service providers to supplement our
internal capabilitics; and develop new relationships with different disciplines and at higher management levels within our
customers’ organizations.

Becausc these technologies are still in the early stages of their development, we cannot predict whether the demand
for advanced communications products, applications, and services, including IP telephony systems, will grow as fast as we
anticipate; new technologies may cause the market to evolve in a manner different than we expect; technologies developed by
manufacturers that we do not represent may become more accepted or the standard in our industry; or we may fail to achieve a
leadership or profitable position as these market opportunities develop.

We continue to invest significant resources to add Nortel products and services to our product line and our efforts may not
produce satisfactory results.

To extend our market reach and reduce our reliance on Avaya, we added the Nortel product line to our business i 2003.
Since then, we have invested significant financial resources in the hiring and training of personnel to design, sell, install and
maintain Nortel products, including most recently adding dedicated executive level sales management to this initiative. These
investments may not producc the revenues and gross profits that we expect.

The financial condition of Nortel is uncertain and actions they may take could hurt our operating results,

In recent years, Nortel has endured severe financial difficulties, made significant senior management changes, and restated
its financial results numerous times. Recent developments indicate that these financial and accounting difficulties may be
subsiding. However, substantial litigation and government investigations continue to be unresolved and it is possible that
unfavorable outcomes or scttlements of these matters might require Nortel to take actions that could be detrimental to our
operating results or financial condition.

Microsoft Corporation has announced they are entering the unified communications market which could result in significant
disruption to the current communications market landscape.

Microsoft Corporation (“Micrsosoft”) has announced several new products that will compete directly with existing Avaya
and Norte! voice applications. Microsoft represents a significant entrant into the converged communications market and may
cause a significant disruption to our strategy of aligning our efforts with current market leaders Avaya and Nortel. The timing
and quality of our reaction to Microsoft’s entrance into the market, the quality of these new products, and the market acceptance
of these products will dictate the potential positive or negative impact to us.

We are faced with intense competition fueled by rapid changes in the technologies and markets in which we operate.

The market for our products and services is highly competitive and subject to rapidly changing technologies. As the
industry evolves and new technologies and products are introduced into the marketplace, new participants enter the market
and existing competitors seck to strengthen their positions and expand their product/service offerings. There has been a trend
toward industry consolidation, which can lcad to the creation of stronger competitors who may be better able to compete as
a sole-source vendor for customers. While we believe that through our transformation and expansion during the last few
years, we are well-positioned to compete effectively in the marketplace, our failure to maintain or enhance this position could
adversely affect our business and results of operations.




Revenues and gross profits earned by hotels from guest calls continue to decline, which may result in hotels canceling their
call accounting maintenance agreements with us.

Primarily because of the increasing use of cell phones by guests, hotels have experienced a rapid decline in their revenues
and gross profits carned from long distance and other telephone-related fees. This development has severely reduced the
importance of ¢all accounting systems in hotels. As a resull. many of our customers are considering reducing or eliminating
their call accounting maintenance contracts with us. In fiscal 2006 we earned $3.7 million in revenues associated with these
maintenance contracts compared with $4.0 in fiscal 2005. The loss of or reduction in these revenues could materially and
negatively impact our operating results.

The success of our business depends significantly upon our ability to retain and recruit highly skilled personnel.

Our ability to attract, train, motivate and retain highly skilled and qualified technical and sales personnel is critical to our
success. Competition for such employees in the rapidly changing communications industry is fierce and will likely intensify as
the U.S. economy improves. As we have transtormed our company into an integrated communications solutions provider, we
have invested heavily in the hiring and training of personnel to scll and service our portfolio of products and services. If we are
unabie to retain our skilied employees or to hire additional qualified personnel as needed, it could adversely impact our ability
to implement our strategics efficiently and effectively.

The technology we sell is highly complex and changes rapidly, increasing our reliance upon the manufacturers for technical
assistance and increasing the risk that our inventories on hand will become obsolete.

The communications equipment we sell is highly complex and requires significant technical resources to design, install,
and maintain. This complexity may require us to rely heavily upon the manufacturers’ technical staff to support the installation
and maintenance of communications systems. This reliance may result in lower service revenues or lower profit margins
carned on our service revenues. In addition to their complexity, the systems are evolving rapidly as product enhancements are
introduced by the manufacturers. These rapid changes present risks that our inventory on hand will become obsolete, resulting
in the need to reduce saies margins to sell the equipment or in direct write-offs in the value of the equipment. Any of these
results would be detrimental to our profitability.

Our business is directly affected by capital spending trends in the United States and, in particular, market conditions for
commurications and networking equipment and services.

Our business is directly affected by capital spending on technology equipment in the U.S, In periods of slow
macrocconomic growth, companies tend to improve their profitability through cost reductions and reduced capital spending,
Our business is directly and negatively impacted by such actions.

The loss of either our Elite designation or Platinum Level status with Nortel and Avaya, respectively, could negatively impact
our ability to differentiate our products and services in the market.

Both Nortel and Avaya have different status levels for their business partners based on technical and sales capabilities and
purchasing volumes. Currently, we hold the highest level of status with cach manufacturer, We emphasize the fact that we
are onc of the few providers in our market to have the highest status level with each manufacturer and we believe that this is
a significant differentiator with some customers, While we expect to be able to maintain the technical capabilities, sales skill
sets, and purchasing volumes to maintain our statuses, a downgrade in our status with either manufacturer or both could have a
material impact on our reputation in the market which could negatively impact our operating results.

Avaya frequently changes the incentive programs offered to its business partners.

Avaya, like many major manufacturers, provides various financial incentive programs to support increasing the market
share, promotion, and sale of its products. We receive substantial rebates through these incentive programs to offset both costs
of goods sold and sales and marketing expenses. We also receive commissions from Avaya to sell its maintenance contracts.
The sum of these incentive amounts are material to our operating results. Avaya announces changes to these programs at least
annually, and in some recent years those changes have had a negative impact an the incentive payments we have received. We
expect Avaya to continue to change its rebate programs Lo encourage its dealers to target certain customer segments, typically
small to mid-sized companics, and to avoid certain other Customer sets such as large, national customers, which Avaya prefers
to serve with its direct sales force. Our business model may, at times, be at odds with some of the goals of these incentjve
programs and, therefore, we may experience difficulty in maintaining the level of incentive payments which we enjoyed in
prior years,




‘The introduction of new products could result in reduced revenues, reduced gross margins, reduced customer satisfaction,
and longer collection periods.

We are selling a varicty of new, highly complex products that incorporate leading-edge technology, including both
hardware and software. The carly versions of these products, which we are selling currently, can contain software “bugs”
and other defects that can cause the products to not function as intended. We will be dependent upon Avaya and Nortel to fix
these problems as they oceur. An inability of the manufacturer to correct these problems quickly could result in damage to our
reputation, reduced revenues, reduced customer satisfaction, delays in payments from customers for products purchased, and
potential liabilities.

Compliance with new corperate governance regulations may require a material increase in our operating expenses
beginning in fiscal 2008,

We are required to comply with a host of new government-mandated corporate governance and accounting regulations,
the most significant of which is section 404 of the Sarbanes-Oxley Act of 2002. Under the current guidelines issued by the
Securities and Exchange Commission, our management report on internal controls over financial reporting must be complete
by our fiscal year ending October 31, 2008 and our auditor’s attestation report on internal control over financial reporting will
be initially required for our fiscal year ending October 31, 2009. Based on these deadlines and the continuing lack of clear
guidance for smaller public companies to effectively comply with these rules, we do not anticipate significant expenditures to
be made toward this effort during fiscal 2007, At the present time, there is not sufficient information available to determine
the significance of the cost of complying with these regulations in fiscal 2008 and beyond, except that most estimates available
suggest that the fees paid to outside auditors and other accounting professionals will at least double their pre-compliance levels.
However, there are abundant examples in the marketplace of much larger increases in compliance costs. At the present time we
cannot predict whether our costs will be material to our overall operating expenses.

A significant portion of our expected growth in managed services revenues is dependent upon our refationship with a single
customer.

Much of the current growth in our scrvices business is coming from Nortel as they use us as a subcontractor to service
many of their high profile end-user customers. While we believe our relationship with Nortel is strong, future changes in
personnel, negative service cvents, and competitive factors could jeopardize this revenue stream.

Hitachi’s decision to cease manufacturing communications systems for the hospitality market has caused some uncertainty
with respect to our future relationship with our Hitachi installed base of hospitality customers.

Hitachi, once one of the leading suppliers of traditional PBX systems to the hospitality market, ceased selling systems for
this market in March 2005. We have many long-time hospitality customers with significant portfolios of Hitachi systems in
their hotels. We have several hundred Hitachi systems under service contracts producing recurring contract revenues and gross
profits for our business. Over the next cight to nine years, all of these customers will have to transition their communications
systems to new platforms, presenting a risk to us that another vendor may be selected to service their communications systems.

We believe the uncertainty caused by Hitachi’s departure from the market is significantly mitigated by two important
factors. First, we believe our relationship with our Hitachi customers is strong. Consequently, we believe that in most instances
we will be in a favorable position to supply a new system to our customers when they decide to replace their Hitachi system,
Secondly, during the third quarter of fiscal 2006 we assumed the remaining assets and liabilities of Hitachi’s U.S. hospitality
market. Included in the assets assumed was a substantial supply of new and refurbished inventory that will enable us to
continue to serve our Hitachi customers well into the future. Despite these mitigating factors, no assurance can be given that
Hitachi’s cxit from this market will not negatively impact our financial results in the future.

We are connecting our products to our customers’ computer networks and problems with the implementation of these
products could cause disruption to cur customers’ entire operations.

Unlike traditional stand-alone voice systems, our new IP-based products typically arc connected to our customers’ existing
local and wide area networks. While we believe the risk of our products disrupting other traffic or operations on these networks
is low, such problems could occur, which could cause significant disruption to our customers’ operations. These disruptions,
in turn, could result in reduced customer satisfaction, delays in payments from customers for products and services purchased,
damage to our reputation, and potential liabilities.




We expect our gross imargins to vary over time.

Our gross margins are impacted by a variety of factors, including changes in customer and product mix, increased price
competition, changes in vendor incentive programs. and changes in shipment volume. We cxpect these factors to cause our
gross margins to be inconsistent as we make quarter-to-quarter and year-to-year comparisons.

If our dealer agreements with the original equipment manufacturers are terminated prematurely or unexpectedly, our
business could be adversely affected.

We sell communications systems under dealer agreements with Avaya and Nortel. We are a major dealer for both
manufacturers and consider our relationship with both to be good. Nevertheless, if our strategic relattonship with these
manufacturers were to be terminated prematurcly or unexpectedly, our operating results would be adversely impacted.
Furthermore, these agreements require that we meet certain volume commitments to carn the pricing structure provided in the
dealer agreements. Failure to meet these requirements could cause matetial adverse consequences to our gross margins and
overall operating results.

We are dependeat upon a few suppliers,

Our growth and ability to meet customer demand depends in part on our capability to obtain timely deliveries of products
{rom suppliers. Both Avaya and Nortel utilizc a two-ticr distribution model in which a few third-party companies (super
distributors) distributc their products 1o their respective dealer communities. In the casc of one such distributor, they distribute
both Avaya and Nortel products. The limited amount of distribution avaiiable for each of these product lines increases our risk
of interruptions in the supply of products in the futyre.

We might have to record a significant goodwill impairment loss in the event our business was to suffer a severe decline.

Under SFAS 142, we are required 1o evaluate the fair value of each of our reporting units annually to determine if the fair
value is less than the carrying value of those reporting units. If we determine that is the case, then an impairment loss will
be recorded in our statement of operations. The determination of fair value is a highly subjective exercise and can produce
significantly different results based on the assumptions used and methodologies employed. It is likely that if our financial
results were to decline substantially and if macroeconomic conditions eroded, we would have to record a non-cash impairment
loss in our statement of operations.

If our business grows significantly over the next three years, the successful completion of our Oracle implementation project
will be critical to our ability to effectively and efficiently operate our business in the future; implementation of the system
will significantly increase our amortization expense.

Once our business exceeds $100 million in revenues, it will be increasingly important that we have the necessary
information to make informed decisions and implement those decisions quickly and cffectively. We have been working on a
major upgrade to our technology infrastructure and information systems to consolidate our critical legacy systems from four
into one, Due to constraints that we have imposed on capital spending, we have purposcly slowed down the development of
this system. Furthermore, at our current revenue and activity levels, conversion 1o this new system is not critical to our ncar-
term success. However. we believe it is prudent to proceed with the conversion while our revenues are at these lower levels in
anticipation of future growth, which we believe will require upgraded and consolidated technology infrastructure. While we are
taking great carc to properly plan this implementation and to test the solution fully prior to the conversion, we cannot guaranice
that the conversion witl not disrupt our operations. We recognized $429.000 in amortization expense in fiscal 2006 reflecting
the fact that certain functions of the system arc available for use and are being used. When fully impiemented, we estimate that
this annual amortization expense will increase to $1.2 million per year. Although a non-cash charge. this expense will have a
material, negative impact on the operating results of the Company.

If industry consolidation continues, it may become more difficult to compete in cur market.
There has recently been significant merger and acquisition activity in our industry. The consolidation of our market has

created larger and stronger competitors. If this trend continucs, we may become one of the smaller national dealers of the
products and services we sell which could negatively impact our ability to market our services to national customers.




Our stock price may continue to be volatile.

Historically, our stock is not widely followed by investment analysts and is subject to price and volume trading volatility.
This volatility is sometimes tied to overall market conditions and may or may not reflect our financial performance. It is likely
that this volatility will continue.

Our business is subject to the risks of tornadees and other natural catastrophic events and to interruptions caused by man-
made problems such as computer viruses or terrorism.

Our corporate headquarters and NSC are located in northeastern Oklahoma, a region known 1o be part of “tornado alley™.
A significant natural disaster, such as a tornado, could have a material adverse impact on our business, operating results,
and financial condition. In addition, despite our implementation of network security measures, our servers are vulnerable to
computer viruses, hacking, and similar disruptions from unauthorized tampering with our computer systems. Any such event
could also cause a similar material adverse impact. In addition, acts of war or acts of terrorism could have a material adverse
impact on our business, operating results, and financial condition. The continued threat of terrorism and heightened sccurity
and military response to this threat, or any future acts of terrorism, may cause further disruption to our economy and create
further uncertainties. To the extent that such disruptions or uncertainties result in delays or cancellations of customer orders
or the assembly or shipment of our products, our busincss, operating results and financial condition could be materially and
adverscly affected.

We may be subject to infringement claims and litigation, which could cause us to incur significant expenses or prevent us
from selling certain products and services.

Third parties, including customers, may assert claims or initiate legal action against our manufacturers, suppliers,
customets or us, alleging that the products we sell infringe on another’s proprietary rights. Regardless of the merit of 2 claim,
these types of claims can be time-consuming, expensive, and/or require us to enter into costiy license agreements, In some
instances, a successful claim could prevent us from selling a particular product or service. We have not conducted patent
searches on the third party-products we distribute to independently determine whether they infringe upon another’s proprietary
rights; nor would it be practical or cost-effective for us to do so. Rather, we rely on infringement indemnities given to us
by the manufacturers of the equipment we distribute.  However, because these indemnities are not absolute and in some
instances have limits of coverage, no assurance can be given that in the event of an infringement claim, our indemnification
by the equipment manufacturer will be adequate to hold us harmless or that we will even be entitled to indemnification by the
cquipment manufacturer.

If any infringement or other intellectual property claim is brought against us and is successful, whether it is based upon a
third-party manufacturer’s equipment that we distribute or upon our own proprietary products, our business, operating results
and financial condition could be materially and adversely affected.

We are subject to a variety of other general risks and uncertainties inherent in doing business,

In addition to the specific factors discussed above, we are subject to certain risks that are inherent in doing business, such
as general industry and market conditions and growth rates, general economic and political conditions, costs of obtaining
insurance, unexpected death of key employees, changes in employment laws and regulations, changes in tax laws and
regulations, and other events that can impact revenues and the cost of doing business.

ITEM iB. UNRESOLVED STAFF COMMENTS
Not Applicable.
ITEM 2. PROPERTIES
Our principal executive offices and the NSC are located in a 37,000 square foot, Company-owned, singie story building
located in a suburban business park near Tulsa, Oklahoma. This facility also houses a warehouse and assembly area. The

building is located on a 13-acre tract of land. The property is subject to a mortgage held by Bank of Oklahoma, NA to secure
our credit facility.

We have additional leased facilities located near St. Louis, Missouri. In addition to a warchouse and shipping operation,
this facility houses sales staff, technical design, professional services and installation support personnel.  Qur Seattle




branch office is located in leased office space in Bellevue, Washington, a suburb of Seattle. This facility houses sales and
technical personnel.

We also lease other office space throughout the U.S. for sales, consulting, and technical staff and have informal office
arrangements with our regional technicians 1o allow for some storage of spare parts inventory.

ITEM 3. LEGAL PROCEEDINGS

We will cease monitoring the Phonometrics litigation, which we have included in the “Legal Proceedings™ section of our
annual and quarterly reports since 1994. We began to monitor this litigation when several of our hotel customers were armong
numerous hotel chains and other companies sucd by Phonometrics for patent imfringement allegedly arising out of the various
defendants’ sale or use of PBX, call accounting and answer detection systems. Ten of our hotel customers who were using our
call accounting and/or answer detection systems notified us between 1994 and carly 1995 that they would seck indemnification
from us for any damages resulting from the lawsuit. Because there were other equipment vendors implicated along with us in
the cases filed against our customers, we never assumed the defense of our customers in any of these actions,

The lawsuits against our customers were filed in the United States District Court for the Southern District of Florida by
Phonometrics Inc. as plaintiff in the mid-1990s. Several years after we received the notifications of potential claims by our
customers, the trial and appeliate courts found that there was no patent infringement. Consequently, no damage awards for
patent infringement have ever been entered against any of our customers. Moreover, the courts entered attorney fee awards
against Phonometrics.

The cases were largely closed in 2002, although Phonometrics continued to appeal certain judgments for altorney fee
awards and in some cases sanctions entered against it. These appeals werce most recently decided against Phonometrics in the
United States Court of Appeals for the Federal Circuit in November 2003. Although the trial court has not yet entered final
judgment in these cases following these appeals, the sporadic case activity at this time relates to efforts o enforce the judgments
for attorney fees. Consequently, we believe that there is no reason to continue to report on this matter, In the unlikely event
that there are new developments which affect us, we will report on those developments at that time.

ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS

None.

EXECUTIVE OFFICERS OF THE REGISTRANT

Our executive officers are set forth below. There is no family relationship between any of the named persons.

Name and Age Positions With Company

Jack R. Ingram Chairman of the Board and Chief Executive Officer

Age 63

Greg D. Forrest President and Chief Operating Officer

Age 45

Robert B. Wagner Chief Financial Officer, Executive Director of Operations, Secretary, and Treasurer
Apge 45

Larry N. Patterson Executive Director of Corporate Development

Age 50

Mr. Ingram has been our Chief Executive Officer since July 1990. He also served as our President from July 1990
until August 1999 and from June 2001 until July 2005. He has been a Director since March 1989 Mr. Ingram’s business
experience prior to joining XETA was concentrated in the oil and gas industry. Mr. Ingram holds a Bachelor of Science Degree
in Petroleum Engincering from the University of Tulsa.

Mr. Forrest has been our President and Chief Operating Officer since July 2003. Previously, he was a Director of
Sales over our Seattle branch sales and service operations. Mr. Forrest joined XETA in August, 2004 upon the acquisition of




Bluejack, of which he was the founder, owner, and CEQ. Prior to founding Bluejack, Mr. Forrest founded and operated several
fast-growing companies in the communications, clothing and commercial interior industries, including Bluejack Systems, LLC.
He attended the University of Washington.

Mr. Wagner joined us in July 1988 as Chief Accounting Officer and became our Chief Financial Officer in March 1989.
He assumed the duties of Exccutive Director of Operations on January 2, 2007. He was a member of the Board of Directors
from March 1996 until April 2004. Mr. Wagner is a Certified Public Accountant licensed in Oklahoma and reccived his
Bachelor of Science Degree in Accounting from Oklahoma State University.

Mr. Patterson became the Exceutive Director for Corporate Development on January 2, 2007. Previously, he had served
as the Executive Director of Operations since joining us in March 2000. Prior to his employment with us, Mr. Patterson
worked for Exxon Corporation and held various executive positions in Europe, Asia and Latin America with Exxon Company,
International. He is a member of the American Management Association and is active in Organizational Development,
Leadership Development and Investment Management activities. Mr. Patterson received his Bachelor of Science Degree in
Engineering from Oklahoma State University.

PARTI1
ITEM 5. MARKET FOR THE REGISTRANT’S COMMON STOCK AND RELATED STOCKHOLDER MATTERS

Our common stock is traded on the Nasdaq National Market under the symbol “XETA.” The following table sets forth, for the
periods indicated, the high and low sales prices of our common stock as reported on the Nasdaq National Market.

2006 2005
Quarter Ending: High Low High Low
January 31 $2.57 $2.15 $3.74 $2.76
April 30 $261 $1.86 $3.98 $2.90
July 31 $2.75 $2.20 $3.60 $2.70
Cctober 31 $3.35 $2.01 $2.89 $2.07

We have never paid cash dividends on our Common Stock. Payment of cash dividends is dependent upon our earnings, capital
requirements, overall financial condition and other factors deemed refevant by the Board of Directors. Currently, we are prohibited
by our credit facility from paying cash dividends.

On October 9, 2006 we announced that our board of directors had approved a stock repurchase program in which up to
$960,000 per year could be used to repurchase our common stock in open market, block trades and negotiated transactions with
sharcholders. The timing and amount of any repurchases will be based on various factors, including general market conditions, the
market price of our common stock, Company-imposed black-out periods during which the Company and its insiders are prohibited
from trading in XETA common stock and management’s assessment of our financial position and liquidity. The announcement also
stated that the program could be modified, suspended, extended or terminated by the Company at any time without prior notice and
that our officers and directors are eligible 1o participate in the repurchase program. As of January 5, 2007 no repurchases had been
made under the program.

As of December 8, 2006, there were approximately 172 shareholders of record. Since many of the Company’s
sharcholders hold their shares in “street name,” meaning that their shares are held in the name of their brokerage firms for the
account of the individual shareholder, we estimate the actual number of shareholders to be over 2,500,




EQUITY COMPENSATION PLAN INFORMATION

Plan Category

Number of securities to be issued
upon exercise of outstanding

Weighted-average exercise price
of outstanding options, warrants

Number of securities remaining
available for future issuance

options, warrants and rights and rights under equity compensation plans
{excluding securities reflected in
column (a))
{a} {b) (c)
Equity compensation plans
approved by security holders 645,568 $6.84 629,433
Equity compensation plans not
appraved by security holders 620,000™ $6.44 t]
Total 1,265,567 $6.64 629,433

{1} All of these options were granted as part of an initial com
vested or were earned over periods ranging from one ta t

pensation package to several different officers upon their hiring. These options generally
hree years, and are exercisable for g period of ten years from the date of grant or date earned.




ITEM 6. SELECTED FINANCIAL DATA

Results of Operations
Systems sales
Services
Other revenues

Net Sales and Services Revenues

Cost of equipment sales
Services cosls
Caost of other revenues & corporate COGS

Total Cost of Sales

Gross Profit

Operating expenses

Income from operations

Interest and other income (expanse)
Income before taxes

Provisions for taxes

Net Income

Earmings per share - Basic
Farnings per share — Diluted
Weightsd Avarage Common Shares Ouistanding

Weighted Average Common Share Equivalents

Balance Sheet Data:
Waorking capital
Total assets
Long term debt, less current portion

Shareholders' equity

For the Year Ending Octcber 31,

2006 2005 2004 2003 2002
{Amounts in thousands, except per share data)
29,249 § 27943 § 31341 § 27,550 27,852
29,894 28,241 26,493 23,339 25,390
822 1,819 933 1,792 498
59,965 58,003 58,827 52 681 53,740
22,162 20,978 239314 19,622 21,384
21,645 20,008 19,120 16,548 18,6803
1,424 2,073 1,530 2,193 1,956
45,231 43,059 44,564 38.363 42,143
14,734 14,944 14,263 14,318 11,597
13,398 14,186 11,652 11,210 10,459
1,336 758 2,611 3.108 1,138
{128) 57 32 {545) 309
1,208 815 2,643 2,563 1,447
490 32 1,035 1,005 569
g % 494 ¢ 1,608 $ 1,558 878
007 $ 0os § 016 % 0.16 0.09
007 § 005 % 0.16 % 0.16 0.08
10,180 10,087 10,009 9,828 9,375
10,210 10,117 10,157 9,999 9,866
As of October 31,

2006 2005 2004 2003 2002
6311 § 4668 8 4,465 4,204 8,580
55,913 56,207 53,556 50,673 53,384
1,526 1,697 2,820 4,030 11,565
37,885 37,098 36,304 34611 32,521




ITEM 7. MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS
OF OPERATIONS

Overview

In fiscal 2006, we began to sce positive results from our efforts to focus on the growth of our managed services business.
Specitically, we enjoyed growth in recurring services revenues carned from commercial managed services customers. This
arca of our business grew by 29% and now represents almost onc-fourth of our total managed services revenues. Most of these
new services revenues are being generated from customers with Nortel equipment. Additionally, we enjoyed a 5% increase in
sales of systems in fiscal 2006 primarily reflecting increased penetration of the Nortel Networks Corporation (“Nortel™) market.
Finally. in fiscal 2006 we were able to restore the §roOSs margins on services revenues generated from maintenance contracts and
time and materials (“T&M") revenucs to their historical levels, although overall services margins declined slightly due to lower
installation revenues.

We plan to build on our successes in fiscal 2007 by creating more intensity around the sales of Nortel Systems, increasing
our services revenues, improving our Avaya systems sales, and holding onto our already strong position in the hospitality
vertical market. To maximize our efforts in regard to these top-linc objectives, we have hired an experienced former Nortel
sales executive to help drive additional Nortel equipment sales and Nortel-related service revenues thereby frecing up our other
executive director of sales to focus on our Avaya business and our two primary vertical markets,

Our services business continues to be our most important growth initiative as we strive to create a larger base of recurring
revenues. The recurring portion of these revenues consist of revenues from both maintenance contracts and time and materials
charges derived from both wholesale and retail market initiatives. These revenues are gencrated by the activities of the
Nationa! Service Center ("NSC™). Under the wholesale initiative, we partner with large scrvice integrators, manufacturers,
and other larger service providers to provide services to end-user customers. Under the wholesale model. we do not control the
end-user customer relationship, but typically act as a subcontractor to our partner. In most instances, we provide an important
component of service that our partner lacks such as complex application technical capabilities, geographic reach, around-the-
clock access to a contact center, or installation resources. The retail initiative mirrors the historical model we have successfully
employed in the hospitality market for the past 25 years. In this model, we contract dircctly with end-user customers and
typically provide all the contracted services except for some specific complex software applications.

The overall market for our products and services continucs to evolve rapidly as Internct-based telephony has become
the technology standard and increasingly complex applications come online. While these new technologies allow for casier
customer self-administration of systems, the additional features and broad distribution of the applications introduces new
service opportunities for us. These new service opportunities require higher technical skill levels and present opportunitics for
higher margin transactions with customers. We believe these new complexities are the heart of our near term and long-term
opportunitics for growth.

The discussion that follows provides more details regarding the factors and trends which affected our financial results,
liquidity, and capital resources in fiscal 2006 when compared to the previous year.

Resuits of Operations

Year ending October 31, 2006 compared to October 31, 2008,

Net revenues for fiscal 2006 were $59.9 million compared to $58.0 million in fiscal 2005, a 3% increase. Net income for
fiscal 2006 was $718,000 compared to $494,000 million in fiscal 2005. Discussed below arc the major revenue, gross margin,
and operating expense items that affected our financial results during fiscal 2006.

Systems Sales, Sales of systems were $29.2 million in fiscal 2006 compared to $27.9 million in fiscal 2005, a 5% increase.
Sales of systems to commercial customers were $22.5 million in fiscal 2006, a 5% increase compared to fiscal 2005. We
experienced very weak demand for systems in our first quarter of fiscal 2006 which severely impacted our annual results.
However, our average quarterly sales of systems to commercial customers in the second through fourth quarters were 45%
higher than our first quarter sales to commercial customers. The first quarter weakness in systems sales was due primarily to
customer-driven shipping and installation schedules on some of our larger orders received in the first quarter. These orders
were recorded as revenues upon shipment primarily in the sccond and third fiscal quarters. Sales of systems to Hospitality
customers were $6.8 million in fiscal 2006, a 3% increase compared to the prior year and arc consistent with our expectations
for this portion of our business.




Services. Revenues earned from our services business were $29.9 million in fiscal 2006 compared to $28.2 million in
fiscal 2005. a 6% increase. This increase consisted of an increase in revenues earned by the NSC partially offset by a decrease
in installation revenues. NSC revenues consist of revenues carned from maintenance contracts and time and materials revenucs
from billings to commercial and hospitality customers. Revenues carned from maintenance contracts and time and materials
("T&M™) relationships with commercial customers represent the fastest growing part of our business as these revenues grew by
29%, in fiscal 2006. This increase is primarily related to the Nortel product line and represents our success in developing out
retail and wholesale go-to-market strategies to sell Nortel services. Our recurring revenues carned from hospitality customers
grew modestly in fiscal 2006, also reflecting penetration into the Nortel market. We experienced a slight decline in revenues
carned from contracts to maintain our proprietary call accounting systems as some customers declined to renew service
contracts for this product, reflecting the impact of cell phones and internet communications on the usage of hotel-provided
phone transmission. Our installation revenucs declined substantially in fiscal 2006 as these revenucs returned to their historical
dependence on systems sales. In fiscal 2005, we received a large “installation-only™ contract from the Metropolitan Atlanta
Rapid Transit Authority (“MARTA™) which positively skewed our installation revenucs. We did not receive a similar contract
in fiscal 2006 which resulted in a decline in these revenues and a negative impact to the overall gross margins camed on our
services revenues. Similar to our retail and wholesale product offering for maintenance services, we are atso planning to market
our skill sets and geographic reach to provide installation services to larger Nortel equipment dealers and syslems integrators in
an attempt to bolster these revenues and absorb the large fixed cost component of this portion of our services cost structurc.

Other revenues were $822.000 in fiscal 2006 compared to $1.8 million in fiscal 2005. Other revenue consists of
commissions eamed on the sale of Avaya maintenance contracts and sales of equipment and/or services made outside of
our normal provisioning processcs. The decline in other revenues is attributable to declines in sales of Avaya post-warranty
maintenance contracts and in sales of cquipment made outside our normal provisioning processes. Under our dealer agreement
with Avaya, we are incentivized to market their maintenance contracts to the Avaya customer base. We are paid a commission
on these contracts based on the size and length of the contract and the underlying equipment covered under the agreement.
Salcs of products provisioned outside of our normal processes generally reflects sales of phone sets to hospitality customers in
which we earn a small. flat, per-phone profit on the transaction. Typically, the price of the phones is negotiated by the customer
with the phone distributor directly and the customer pays us a fee to handle the logistics of face-plate printing, programming,
and delivery.

Giross Margins. Gross margins were 24.6% in fiscal 2006 compared to 25.8% in fiscal 2005.

Gross margins on systems sales were 24.2% in fiscal 2006 compared to 24.9% in fiscal 2005. These margins are consisient
with our expectations for systems sales. We maintain a high focus on systems sales margins through controls around contract
acceptance and margin reviews. We also work closely with the manufacturers that we represent and our product distributors to
maximize vendor support through their rebate, promotion, and competitive discount programs. These programs were relatively
unchanged in fiscal 2006 compared to fiscal 2005. We believe that despite a highly competitive market, we can hold our
gross margins on systems sales relatively stable, subjcct to various mix factors. However, we can give no assurance regarding
possible changes in the cost of goods sold rcbate programs that could cither improve or further erode our margins.

The gross margins carned on scrvices revenues were 27.6% in fiscal 2006 compared to 29.2% in fiscal 2005. These
margins consist of an improvement in the gross margins carned on NSC revenues thatwas more than offset by declines in the
margins eamed on instaliation revenues. The gross margins carned on NSC revenues returned to their historical levels as the
revenues camed from our Nortel managed service initiatives have grown sufficiently to absorb the investments we have made
in hiring and training of technical personnel in the Nortel product linc and to create a presence in certain geographic locations in
the U.S. Gross margins carned on installation revenucs declined dramatically due to the decline in revenucs as discussed above.
Our cost structure to provide installation services is largely fixed, representing the cost of the highly skilled, professional
workforce needed to implement the sophisticated software applications now present in nearly all systems sold. As discussed
above. we are beginning to market our installation capabilities to manufacturers, systcms integrators and other large equipment
dealers to be able to generaie instailation revenues apart from our own sales of systems, thereby absorbing a portion of our fixed
costs in this area of our business. There can be no assurance given that these marketing efforts will be suceessful and that we
can improve our margins on installation revenucs in fiscal 2007.

A final component to our gross margins is the margins earned on other revenues, the cost investment we make in the
marketing of Avaya post warranty maintenance contracts, and our corporate cost of goods sold expenses. While we carn a
commission on the sale of Avaya post warranty maintenance contracts that has no direct cost of goods sold associated with it,
we do incur costs in marketing and administration of these contracts prior to submitting them to Avaya for processing. The
depariment which markets these contracts was formed late in fiscal 2005 and thereforc fiscal 2005°s results reflect only a partial
year for those expenses compared to fiscal 2006. Corporate cost of goods sold represents the cost of our material logistics




and purchasing functions. Corporate cost of goods sold increased 5% in fiscal 2006 compared to fiscal 2005 primarily due to
increases in personnel related expenses.

Operating Expenses. Operating expenses were $13.4 million or 22% of revenues in fiscal 2006 compared to $14.2
million or 24% of revenues in fiscal 2005. This decrease reflects decreases in sales expenses and decreases in general and
administrative expenses. The reduction in sales expenses consisted of reductions in personnel related costs due to reductions in
sales management expenses and lower consulting expenses. The reductions in general and administrative expenses consists of
lower legal expenses, lower depreciation expense, and improved reimbursements of market development and marketing costs
by manufacturers and distributors.

Interest and Other Income. Interest expense consists of interest paid or accrued on our credit facility. Intercst expense
mcreased in fiscal 2006 by approximately $57,000, reflecting higher interest rates in fiscal 2006. During fiscal 2006, we
reduced our term debt by $1.1 million through cash on hand and funds generated from operations.

Net other income in fiscal 2006 was approximately $42,000 compared to net other income of approximately $171,000 last
year. In the first quarter of fiscal 2005, we collected $87.000 on a customer receivable that had previously been written off.
There was not a transaction of similar magnitude in fiscal 2006.

Tax Expense. We have recorded a combined federal and state tax provision of approximately 40.5% in fiscal 2006
compared to 39% in fiscal 2005. This rate reflects the effective federal tax rate plus the estimated composite state income
tax rate.

Operating Margins. Our net income as a percent of revenues in fiscal 2006 was 1.2% compared to 0.8% in 2005. This
increase reflects reduced operating expenses as discussed above. Our current business model targets an operating margin
of 5%. However, we will have to realize sustained growth in our revenues, both commercial systems revenues and service
revenues, and improve the gross margins in our setvices business to reach this target.

Year ending October 31, 2005 compared to October 31, 2004.

Net revenues for fiscal 2005 were $58.0 million compared to $58.8 million in fiscal 2004, a 1% decrease. Net income for
fiscal 2005 was $0.494 million compared to $1.6 million in fiscal 2004. Discussed below are the major revenue, gross margin,
and operating expense items that affected our financial results during fiscal 2005.

Systems Sales. Sales of systems and equipment were $27.9 million in fiscal 2005 compared to $31.3 mitlion in fiscal 2004,
These results included sales of systems to commercial customers of $21.4 million in fiscal 2005 compared to $25.9 million in
fiscal 2004 and sales of systems to hospitality customers of $6.6 million in fiscal 2005 compared to $5.0 million in fiscal 2004.
The decline in sales of systems to commercial customers reflected the fewer number of large projects we received in fiscal
2005 compared to the prior year. The 24% improvement in year-over-year sales of systems to hospitality customers reflects
improved financial conditions in that vertical market and significantly increased new construction activity in fiscal 2005 by our
largest customer in that segment,

Services. Revenues eamed from services activities were $28.2 miltion in fiscal 2005 compared to $26.5 million in fiscal
2004. This increase consisted of increases in revenues from both NSC related revenucs and from Installation services. The
revenues earned by the NSC reflect higher sales of T&M services and higher revenues eamed from cabling services sold during
the year. The other major component of our commercial and hospitality managed services revenues was our maintenance
contract base. Revenues earned from maintenance contracts represented approximately 52% of total managed services
revenues in fiscal 2005 and was relatively unchanged from fiscal 2004,

Despite experiencing lower sales of systems during fiscal 2005, our installation services revenues were flat during the year
due to the MARTA installation contract we received at the beginning of the fiscal year and to improved sales of systems to
hospitality customers,

Gross Margins, Gross margins were 25.8% in fiscal 2005 compared to 24.2% in fiscal 2004.
Gross margins on systems sales were 24.9% in fiscal 2005 compared to 23.7% in fiscal 2004. This 1.2 point increase in

gross margins on systems sales was achicved through carcful focus and controls around contract acceptance and margin reviews
and a mix of fewer large, low-margin projects,




The gross margins earned on services revenues were 29.2% in fiscal 2005 compared to 27.8% in fiscal 2004. This increase
reflects the reclassification in fiscal 2005 of the costs our sales engineering department from services cost of goods sold to
sclling expenses. The reclassification of these costs improved the reported services gross margins by 3.3 points. This change
was made to beticr reflect the cost of the sales process as our sales engineers are dedicated to pre-sales efforts in discovery of
customer needs and design of solutions. After considering this adjustment, our services margins woutd have been 25.9% on a
comparable basis to fiscal 2004. This decrease reflected (i) our continued investment in hiring and training technical personnel
for our Nortel initiative, (ii) higher materials costs to support our installed base of customers under maintenance contracts, and
(iii) a higher usage of third-party service providers to support some of our services initiatives.

A final component to our gross margins was the margins carned on other revenues and our corporate cost of goods sold
expenses. Corporate cost of goods sold declined 1% in fiscal 2005 compared to fiscal 2004.

Operating Expenscs. Operating expenses were $14.2 million or 24% of revenues in fiscal 2005 compared to $11.7 million
or 20% of revenues in fiscal 2004. This increase in operating expenses includes: the increase in sales expenses of $911,000
from the reclassification of sales engincering expenses discussed above, our investment in sales resources to support the Nortel
product line initiative of approximately $600,000, increased corporate expenses of approximately $250,000 related to increases
in insurance costs, auditing and legal expenses, and the addition and relocation of a senior executive, reduced marketing
incentive payments from our major vendors of $343,000, and incrcased expenscs related to our Oracle implementation project
of $455,000.

Interest and Other Income. Interest expense consisted of interest paid or accrued on our credit facility. Interest expense
declined in fiscal 2005 by approximately $117,000, reflecting lower average debt levels in fiscal 2005. Also, during fiscal
2005, we capitalized intcrest costs of approximately $204,000 related to our Oracle implementation project compared to
approximately $187,000 in fiscal 2004. During fiscal 2005, we reduced our term debt by $1.2 million through cash on hand and
funds gencrated from operations.

Net other income in fiscal 2005 was approximately $171,000 compared to net other income of approximately $263.000 last
year. The primary reason for the change in other income and expense relates to a $100,000 reversal of a legal contingency in
2004.

Tax Expense. We recorded a combined federal and state tax provision of approximately 39% in fiscal 2005 and fiscal 2004,
This rate reflects the effective federal tax rate plus the estimated composite state income tax rate.

Operating Margins. Our net income as a percent of revenues in fiscal 2005 was 0.8% compared to 2.7% in 2004. This
decrease reflects slightly lower revenues and the increases in operating expenses discussed above.

Liquiditv and Capital Resources

Qur financia! condition improved during fiscal 2006 as our working capital grew by 35% to $6.3 million and we generated
$3.3 million in cash flows from operations. These cash flows included cash from carnings and non-cash charges such as
depreciation and amortization of $1.8 million. Other positive changes in our working capital accounts gencrated the remaining
$1.6 million increasc in cash. We used these cash flows to reduce debt by $2.4 million and fund capital expenditures of
$979.000. Of these capital expenditures, $518,000 was spent on our Oracle implementation and approximately $461,000 was
spent on capital equipment in our business, primarily on a significant upgrade to our communications network. At October
31, 2006 we had capitalized $8.2 million on the Oracle project. We have segregated the cost of this asset into four groups
with estimated useful lives of three, five, seven and ten years. [n fiscal 2005 we began amortizing the cost of those portions
of the system that were rcady for use. Our operating results for fiscal years 2006 and 2005 include $391,000 and $348,000,
respectively in amortization expense refated to the project.

At October 31, 2006 the balance on our working capital revolver was $3.1 million, fcaving $4.4 million available for
additional borrowings. We believe that this available capacity is sufficient for our operating needs for the foreseeable future.

- The revolver is scheduled to mature on September 28, 2007, however we expect to rencw it for another 12-month period

prior to its expiration. At October 31, 2006, we were in compliance with the covenants of our debt agreements except for a
requirement to not exceed $900,000 in capital expenditures. As discussed above, our capital expenditures were $996,000 in
fiscal 2006. Qur bank has granted a waiver of this technical violation of the credit agreement and we consider our relationship
with our bank to be good. In addition to the available capacity under our working capital linc of credit, we believe we have
access to a variety of capital sources such as additional bank debt, private placements of subordinated debt, and public or
private sales of additional equity. However, there are currently no plans to issue such securities.
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The table below presents our contractuai obligations at October 31, 2006 as well as payment obligations over the next five
fiscal years:

Payments due by period

Less than 2-3 4-5 More than
Contractual Obligations Total 1 year Years years 5 years
Long-term debt $1,997,123 $285,592 $1.711.531 ¥ - § -
Operating leases 608,696 250,494 303,066 55,136 -
Total $2,605,819 £536,086 32,014,597 355,136 $

Recent Accou nting Pronouncernents

In November 2004, the Financial Accounting Standards Board (“FASB") issucd SFAS No. 151 “Inventory Costs” (“SFAS
1517). This statement amends the guidance in ARB No. 43, Chapter 4, “Inventory Pricing,” to clarify the accounting for
abnormal amounts of idle facility expense, freight, handling costs, and wasted material (spoilage). SFAS 151 requires that those
items be recognized as current-period charges. In addition, this statement requires the allocation of fixed production overhead to
costs of conversion be based upon the normal capacity of the production faciiities. We adopted the provisions of SFAS 151 as
of November 1, 2005. The adoption of SFAS 151 did not have a material effect on our consolidated financial statements,

[n December 2004, the FASB issued SFAS No. I23R. “Share-Based Payment™ (“SFAS [23R™), which requires companies
to measure and recognize compensation expense for all stock-based payments at fair value. SFAS 123R is effective for all
interim periods beginning after June 15, 2005. We adopted the provisions of SFAS 123R at the beginning of our 2006 fiscal
year and recorded stock-based compensation expense of approximately $3.000 for fiscai year 2006.

In March 2005, the FASB issucd Interpretation No. 47 (“FIN 47"), Accounting for Conditional Asset Retirement
Obligations—an interpretation of FASB Statement No. 143, (o clarify the term “conditional asset retirement obligation”, which
refers to iegal obligations for which companies must perform asset retirement activity for which the timing and/or method of
settlement are conditional upon future events that may ot may not be within the control of the entity. However, the obligation
to perform the asset retirement is unconditional, despite the uncertainty that exists surrounding the timing and method of
settlement. Uncertainty about the timing and method of scttlement for a conditional asset retirement obligation (“ARO™) should
be considered in estiniating the ARO when sufficient information exists, FIN 47 clarifies when sufficient information exists to
reasonably estimate the fair value of an ARO. This interpretation is effective for our 2006 fiscal year. Our adoption of FIN 47
did not have a material effect on our consolidated financial statements,

In May 2005, the FASB issued SFAS No. 154, “Accounting Changes and Error Corrections-—a replacement of APB
Opinion No. 20 and FASB Statement No. 37 ("SFAS No. 154™). SFAS No. 154 requires retrospective application to prior
periods’ financial statements for changes in accounting principle, unless it is impracticable to determine either the period-
specific effects or the cumulative cffect of the change. SFAS No. 154 also requires that retrospective application of a change in
accounting principle be limited to the direct effects of the change. Indirect effects of a change in accounting principle should
be recognized in the period of the accounting change. SFAS No. 154 also requires that a change in depreciation, amortization,
or depletion method for long-lived non-financial assets be accounted for as a change in accounting cstimate affected by a
change in accounting principle. SFAS No. 154 is effective for accounting changes and corrections of errors made in fiscal
years beginning after December 15, 2005, Our adoption of SFAS No. 154 is not expected to have a material effect on our
consolidated financial statements.

In June 2006, the FASB issued Interpretation No. 48 (“FIN 48"), Accounting for Uncertainty in Income Taxes—an

related to the recognition and measurement of those tax positions. This interpretation is effective for fiscal years beginning after
December 15, 2006, and therefore wili apply beginning with our 2008 fiscal year. We are in the process of evaluating the impact
of this interpretation,

In September 2006, the FASB issued Statement of Financial Standards No. 157, “Fair Value Mcasurements™ (“SFAS
1577}, SFAS 157 defines fair value, cstablishes a framework for measuring fair value in accordance with accounting principles
generally accepted in the United States, and expands disclosures about fair value measurements. This statement does not
require any new fair value measurements; rather, it applies under other accounting pronouncements that tequire or permit




fair value measurements. The provisions of SFAS 157 are effective for fiscal years beginning after November 15, 2007. The
Company does not expect the adoption of SFAS 157 to have a material impact on the Company’s consolidated financial
position or results of operations.

Application of Critical Accounting Policies

Our financial statemnents are prepared based on the application of generally accepted accounting principles in the U.S.
These accounting principles require us to exercise significant judgment about future events that atfect the amounts reported
throughout our financial statements, Actual events could unfold quite differently than our previous judgments had predicted.
Therefore, the estimates and assumptions inherent in the financial statements included in this report could be materially
different once thosc actual events are known. We belicve the following policies may involve a higher degree of judgment and
complexity in their application and represent critical accounting policies used in the preparation of our financial statements.

If different assumptions or estimates were used, our financial statements could be materially different from those included in
this report.

Revenue Recognition. We recognize revenues from sales of equipment based on shipment of the equipment, which is
generally easily determined. Revenues from installation and service activities are recognized based upon completion of the
activity and customer acceptance, which sometimes requires judgment on our part. Revenues from maintenance contracts are
recognized ratably over the term of the underlying contract.

Collectibility of Accounts Receivable. We must make judgments about the collectibility of our accounts reccivable to
be able to present them at their net realizable value on the balance sheet. To do this, we carefully analyze the aging of our
customer accounts, try to understand why accounts have not been paid, and review historical bad debt problems. From this
analysis, we record an estimated allowance for receivables that we believe will ultimately become uncollectible. We actively
manage our accounts receivable to minimize our credit risks and believe that our current allowance for doubtful accounts is
fairly stated.

Realizability of Inventory Values. We make judgments about the ultimate realizability of our inventory in order to record
our inventory at its lower of cost or market. These judgments involve reviewing current demand for our products in comparison
to present inventory levels and reviewing inventory costs compared to current market values. We maintain a significant
inventory of used and refurbished parts for which these assessments require a high degree of judgment.

Goodwill and Other Long-lived Assets. We have a significant amount of goodwill on our balance sheet resulting from
the acquisitions made in fiscal 2000, 2001, and 2004. We conduct an annual goodwill impairment review on November | of
cach year for the previous year just ended October 31 to determinc the fair value of our reporting units. In fiscal years 2006
and 2005, we engaged an independent valuation consultant to assist us in this review. In order to make this assessment cach
year, we prepared a long-term forecast of the operating results and cash flows associated with the major reporting units of our
business. We prepared this forecast to determine the net discounted cash flows associated with each of these units. The value of
the discounted cash flows, less bank debt, was then compared to the book value of cach of those units. There is a great deal of
judgment involved in making this assessment, including the growth rates of our various business lines, gross margins, operating
margins, discount rates, and the capital expenditures needed to support the projected growth in revenucs. The valuation
consultant engaged to assist in this evaluation, also examines additional data regarding competitors and market valuations. This
cxamination also requires a great amount of subjectivity and assumptions. Based on the work performed, we determined that
the fair value was greater than our carrying value and therefore no impairment had occurred.

We have recorded property, equipment, and capitalized software costs at historical cost less accumulated depreciation
or amortization. The determination of useful economic lives and whether or not these assets are impaired involves
significant judgment.

Accruals for Contractual Obligations and Contingent Liabilitics. On products assembled or installed by us, we have
varying degrees of warranty obligations. We use historical trends and make other judgments to estimate our liability for such
obligations. We also must record estimated liabilities for many forms of federal, state, and local taxes. Our ultimate liability
for these taxes depends upon a number of factors, including the interpretation of statutes and the mix of our taxable income
berween higher and lower taxing jurisdictions. In addition, in the past we have been a party to threatened litigation or actual
litigation in the normal course of business. In such cases, we evaluate our potential liability, if any, and determine if an estimate
of that liability should be recorded in our financial statements. Estimating both the probability of our liability and the potential
amount of the liability are highly subjcctive excrcises and are evaluated frequently as the underlying circumstances change.
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ITEM 7A. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

Market risks relating to our operations result primarily from changes in interest rates. We did not use derivative financial
instruments for speculative or trading purposes during the 2005 fiscal year.

Interest Rate Risk. We are subject to the risk of fluctuation in interest rates in the normal course of business due to our
utilization of variabie debt. Our credit facility bears interest at a floating rate at cither the London Interbank Offered Rate
("LIBOR™) (5.32% at October 31, 2006) plus 1.25 t0 2.75% depending on the Company’s funded debt to cash flow ratio or the
bank’s prime rate (8.25% at October 3 | » 2006) less 0.0% to 1.125% also depending on the Company’s funded debt to cash flow
ratio. A hypothetical 10% increase in interest rates would have increased our interest expense by approximately $17,000 in
fiscal 2006 and would not have had a material impact on our financial position or cash flows.

ITEM 8. FINANCIAL STATEMENTS AND SUPPLEMENTARY DATA

The financial information required by this Item is incorporated by reference to the financial statements listed in Items
15(a)(1) and 15(a)(2). which financial statements appear at Pages F-1 through F-22 at the end of this Report.

ITEM 9A. CONTROLS AND PROCEDURES.

Evaluation of Disclosure Controls and Procedures. Based on their evaluation as of the end of fiscal year ending
October 31, 2006, our principal executive officer and principal financial officer have concluded that our disclosure controls
and procedures (as defined in Rules 13a-15(e) and 15d-15(e) under the Securities Exchange Act of 1934, as amended {the
“Exchange Act™)) arc cffective to ensure that information required to be disclosed in reports that we file or submit under the
Exchange Act arc recorded, processed, summarized and reported within the time periods specified in Securitics and Exchange
Commission (*Commission™) rules and forms,

Changes in Internal Controls. There were no significant changes in our internal controls or in other factors that could
significantly affect these controls subscquent to the date of their evaluation. There wcre no significant deficiencies or material
weaknesses, and therefore, there were no corrective actions taken,

ITEM 9B. OTHER INFORMATION.
None.
PART Il
ITEM 10. DIRECTORS AND EXECUTIVE OFFICERS OF THE REGISTRANT

Information relating to Directors required by this Item is incorporated by reference to the section captioned “Election of
Dircctors™ in our Proxy Statement to be filed with the Securities and Exchange Commission (the “Commission”) in connection
with our Annual Meeting of Shareholders to be held April 3, 2007,

[nformation relating to the Audit Committee of the Board of Directors required by this Item is incorporated by reference to
the section captioned “Board of Directors and Committees™ under the subsection “Committees™ in our Proxy Statement to be
filed with the Commission in connection with our Annual Meeting of Shareholders to be held April 3, 2007.

Information relating to executive officers required by this Item is included in Pan | of this Report under the caption
“Exccutive Officers of the Registrant™,

Other information required by this Item is incorporated by reference to the sections captioned “Scction 16(a) Beneficial
Ownership Reporting Compliance™ and “‘Corporate Governance—Code of Ethics™ in our Proxy Statement to be filed with the
Commission in connection with our Annual Meeting of Sharcholders to be held April 3, 2007,

ITEM 11. EXECUTIVE COMPENSATION
Information required by this Item is incorporated by reference to the sections captioned “Executive Compensation and Related

Information,” “Compensation Committee Report” and “Stock Performance Graph,” and to the subsections entitled “Director
Compensation” and “Compensation Committec Interlocks and Insider Participation™ under the section captioned “Board of




Directors and Committees,” in our Proxy Statement to be filed with the Commission in connection with our Annual Meeting of
Shareholders to be held April 3, 2007,

ITEM 12. SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND MANAGEMENT AND RELATED
STOCKHOLDER MATTERS

Information relating to Equity Compensation Plans required by this Item is included in Part 11 of this Report in the table
entitled “Equity Compensation Plan Information” under the section captioned “Market for the Registrant’s Common Stock and
Related Stockholder Matters.”

Other information required by this Item is incorporated by reference to the section captioned “Security Ownership of Certain
Beneficial Owners and Management” in our Proxy Statement to be filed with the Commission in connection with our Annual
Meeting of Sharcholders to be held April 3, 2007.

ITEM 13. CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS

Information required by this Item is incorporated by reference to the section captioned “Related Transactions” in our Proxy
Statement to be filed with the Commission in connection with our Annual Meeting of Shareholders to be held April 3, 2007.

ITEM t4. PRINCIPAL ACCOUNTING FEES AND SERVICES
Information required by this Item is incorporated by reference to the section captioned “Independent Public Accountants™

under the subheading “Fees and Independence” in our Proxy Statement to be filed with the Commission in connection with our
Annual Meeting of Shareholders to be held April 3, 2007.
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PART IV
ITEM 15. EXHIBITS AND FINANCIAL STATEMENT SCHEDULES.
The following documents are filed as a part of this report:

(a)(1) Financial Statements - The foltowing financial statements arc included with this report:

Page
Reports of Independent Registered Public Accounting Firms F-1
Consolidated Financial Statements
Consolidated Balance Sheets - Qctober 3 1, 2006 and 2005 F-3
Consolidated Statements of Operations - For
the Years Ended October 31, 2006, 2005 and 2004 F-4
Consolidated Statements of Sharcholders® Equity -
For the Years Ended October 31, 2006, 2005 and 2004 F-5
Consolidated Statements of Cash Flows - For the
Years Ended October 31, 2006, 2005 and 2004 F-6
Notes to Consolidated Financial Statements F-7

(al2) Financial Statement Schedules - None.
{a)3) Exhibits — The following exhibits are included with this report or incorporated hercin by reference:

No.  Description

20 Agrecment dated July 8, 2005 between XETA Technologies, Inc., Blucjack Systems, LLC and Greg Forrest (incorporated
by reference to Exhibit 2.0 to XETA’s Annual Report on Form 10-K for the vear ended October 3 1. 2005).

3()  Restated Certificate of Incorporation (incorporated by reference to Exhibit 3(i} o XETA’s Annual Report on Form 10-K for
the year ended October 31, 2004).

331}  Amended and Restated Bylaws (incorporated by reference to Exhibit 3(ii)(a) to XETA's Quarterly Report on Form 10-Q) for
the quarter ended April 30, 2001).

10.1*+ XETA Technologies, Inc. 2004 Omnibus Stock Incentive Plan as amended April 15, 2004.
10.2*% Form of Stock Option Award Agreement for grants on October 19, 2006 under 2004 Omnibus Stock Incentive Plan.

E0. 3+ Stock Purchase Option dated February 1. 2000 granted to Larry N. Patterson (incorporated by reference to Exhibit 10.9 o
XETA's Quarterly Report on Form 10-Q for the quarter ended April 30, 2000).

10. 41 XETA Technologies 2000 Stock Option Plan (incorporated by reference to Exhibit 10.11 to XETA's Quarterly Report on
Form 10-Q for the quarter ended April 30, 2000).

10. 5% Stock Purchase Option dated August 11, 2000 granted to Larry N. Patterson (incorporated by reference to Exhibit 10.14 to
XETA's Annual Report on Form 10-K for the fiscal year ended October 31, 2000).

10.6  Nortel Networks Premium Partner U. S, Agreement cffective June 25, 2003 between Nortel Networks, Inc. and XETA
Technologies, Inc. (incorporated by reference to Exhibit 10.1 to XETA's Quarterly Report on Form 10-Q for the quarter
ended July 31, 2003).




10.7  Avaya Inc. Reseller Master Terms and Conditions effective as of August 6, 2003 between Avaya Inc. and XETA
Technologics, Inc., including Reseller Product Group Attachment for Enterprise Communication and Internetworking
Solutions Product, Reseller Product Group Attachment: Octel Products, and Addendum for GSA Schedule Contract Sales
1o the Federal Government {incorporated by reference to Exhibit 10.6 to XETA’s Annual Report on Form 10-K for the fiscal
year ended October 31, 2003).

10.8  Revolving Credit and Term Loan Agreement dated as of October 1, 2003 between XETA Technologies, Inc. and Bank of
Oklahoma, N.A, (“BOK”) {(incorporated by reference to Exhibit 10.7 to XETA’s Annual Report on Form 10-K for the fiscal
year ended October 31, 2003).

10,9 Second Amendment to Revolving Credit and Term Loan Agreement dated as of October 31, 2003 between
Xeta Technologies, Inc. and BOK (incorporated by reference to Exhibit 10.13 to XETA’s Annual Report on
Form 10-K for the fiscal year ended October 31, 2005).

10.10*Third Amendment to Revolving Credit and Term Loan Agreement dated as of October 31, 2003 between
XETA Technologies, Inc. and BOK.

10.11 Fourth Amendment to Revolving Credit and Term Loan Agreement dated as of October 31, 2003 between XETA
Technologies, Inc. and BOK {incorporated by reference to Exhibit 10.1 to XETA’s Current Report on Form 8-K filed
September 27, 2006).

10.12* Promissory Note ($1,853,904.82 payable to BOK) dated December 21, 2005.

10.13* Promussory Note (37,500,000 payable to BOK) dated September 28, 2006,

10.14 Mongage, Assignment of Leases and Rents, Security Agreement and Financing Statement dated October 1, 2003 granted to
BOK (incorporated by reference to Exhibit 10.8 to XETA's Annual Report on Form 10-K for the fiscal year ended October
31, 2003).

10.15 Sccurity Agreement dated October 1, 2003 granted to BOK (incorporated by reference to Exhibit 10.12 to XETA’s Annual
Report on Form 10-K for the fiscal year ended October 31, 2003).

21*  Subsidiarics of XETA Technologies, Inc.

23.1* Consent of Tullius, Taylor, Sartain & Sartain LLP .

23.2* Consent of Grant Thomton LLP.

31.1* Certification of Chief Executive Officer pursuant to Section 302 of the Sarbanes-Oxley Act of 2002.
31.2* Certification of Chicef Financial Officer pursuant to Section 302 of the Sarbanes-Oxley Act of 2002.
32.1* Certification of Chief Executive Officer pursuant to Section 906 of the Sarbanes-Oxley Act of 2002.

32.2* Certification of Chief Financial Officer pursuant to Section 906 of the Sarbanes-Oxley Act of 2002.

* Indicates Exhibits filed with this report.
t Indicates management contract or compensatory plan or arrangement.

{b) Sce ltem 15(a)(3) above.

(c) See Item 15(a)(2) above,
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the registrant has duly caused this
report to be signed on its behalf by the undersigned, thereunto duly authorized.

January 5§, 2007

XETA TECHNOLOGIES, INC.

By:_/s/ Jack R, Ingram
Jack R. Ingram, Chief Executive Officer

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed below by the following persons
on behalf of the registrant and in the capacities and on the dates indicated.

January §, 2007

January 5, 2007

January 5, 2007

January 5, 2007

January §, 2007

/s/ Jack R. Ingram
Jack R. Ingram, Chiefl Executive Officer, and Director

/s/_Greg D. Forrest
Greg Forrest, President, and Chief Operating Officer

/s/ Robert B. Wagner
Robert B. Wagner, Chief Financial Officer and Executive Director of
Operations

/st Donald T. Duke
Donald T. Duke, Director

/s/ Ronald L. Siegenthaler

Ronald L. Siegenthaler, Director




REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Board of Directors and Shareholders of
Xeta Technologies, Inc.

We have audited the consolidated batance sheets of Xeta Technologies, Inc. (an Oklahoma Corporation) and
subsidiary as of October 31, 2006 and 2005, and the related consolidated statements of operations, sharcholders’
equity and cash flows for the years then ended. Our responsibility is to express an opinion on these financial
statements based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board
(United States). Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. The Company is not required to have, nor were
we engaged to perform, an audit of its internal control over financial reporting. Our audit included consideration

of internal control over financial reporting as a basis for designing audit procedures that are appropriate in the
circumstances, but not for the purpose of expressing an opinion on the effectiveness of the Company’s internal
control over financial reporting. Accordingly, we express no such opinion. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes assessing
the accounting principles used and significant estimates made by management, as well as evaluating the overall
financial statement presentation. We believe that our audits provide a rcasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects, the
financial position of Xeta Technologies, Inc. and subsidiary as of October 31, 2006 and 2005, and the results

of their operations and their cash flows for the years then ended, in conformity with U.S. generally accepted
accounting principles.

/s TULLIUS TAYLOR SARTAIN & SARTAIN LLP

Tulsa, Oklahoma
December 15, 2006
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

Board of Directors and
Shareholders of XETA Technologies, Inc.

We have audited the accompanying consolidated statements of operations, shareholders’ equity and cash flows of
XETA Technologies, Inc. (an Oklahoma corporation) and subsidiary for the year ended October 31, 2004. These
financial statements are the responsibility of the Company’s management. Our responsibility is to express an
opinion on these financial statements based on our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight Board
(United States). Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. The Company is not required to have, nor were
we engaged to perform, an audit of its internal control over financial reporting. Qur audit included consideration

of internal control over financial reporting as a basis for designing audit procedures that are appropriate in the
circumstances, but not for the purpose of expressing an opinion on the effectiveness of the Company’s internal
control over financial reporting. Accordingly, we express no such opinion. An audit also includes examining, on

a test basis, evidence supporting the amounts and disclosures in the financial statements, assessing the accounting
principles used and significant estimates made by management, as well as evaluating the overall financial statement
presentation. We believe that our audit provides a reasonable basis for our opinion,

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects, the

results of operations and cash flows of XETA Technologies, Inc. and subsidiary for the year ended October 31, 2004
in conformity with accounting principles generally accepted in the United States of America.

/sf GRANT THORNTON LLP

Oklahoma City, Oklahoma
December 10, 2004




XETA TECHNOQLOGIES, INC. AND SUBSIDIARY
CONSOLIDATED BALANCE SHEETS

ASSETS
Current assets:
Cash and cash equivalents

Current portion of net investment in sales-type leases and other receivables

Trade accounts receivable, net

Inventories, net

Deferred tax asset, net

Prepaid taxes

Prepaid expenses and other assets
Total current assets

Noncurrent assets:
Goodwill
Intangibla assets, net
Net investment in sales-type leases, less current portion abave
Property, plant & equipment, net
Other assets
Total noncurrent assets
Total assets

LIABILITIES AND SHAREHOLDERS' EQUITY

Current liabitities:
Current portion f tong-term debt
Revolving line of credit
Lease payable
Accounts payable
Current unearned revenue
Accrued liabilities
Total current liabilities

Naoncurrent liabilities:
Long-term debt, less current portion above
Accrued long-term liability
Nencurrent unearned service revenue
Noncurrent deferred tax liability, net
Total noncurrent liabilities

Contingencies (see footnote 15)

Shareholders” equity:
Preferred stock; $.10 par valug; 50,000 shares
authorized, 0 issued
Commean stock; $.001 par value; 50,000,000
shares authorized, 11,233,579 and 11,197,025 issued
at October 31, 2008 and October 31, 2005, respectively
Paid-in capital
Retained earnings
Less treasury stock, at cost (1,018,788 shares at
Octaber 31, 2006 and October 31, 2005)
Total shareholders’ equity
Total liabilities and shareholders” equity

October 31, 2008

(Octaber 31, 2005

$174,567 $176,588
329,619 533,114
12,245,507 11,634,030
4,942,973 5,650,027
709,343 727,222
22,622 76,891
300,738 138,575
18,725,369 18,937,497
26,420,669 26,476,245
141,875 179,708
128,708 167,399
10,485,018 10,411,325
11,124 34411
37,187,394 37,266,093
$55912,763 $56,206,590
$171,123 $1,123,587
3,119,445 4,394,727
810 5,303
4,325,758 4,847,799
1,802,665 1,505,609
2,993,831 2,302,846
12,413,632 14,269,866
1,525,350 1,697,639
436,850 144,100
79,132 64,895
3,572,089 7,932,753
5,614,021 4,838,767
11,233 11,197
13,067,676 12,999,074
27,050,860 26,332,325
(2,244,659} (2,244,659)
37,885,110 37,097,857
$55,912,763 $56,206,590

The accompanying notes are an integral part of these consolidated balance sheets.
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XETA TECHNOLOGIES, INC. AND SUBSIITHARY
CONSOLIDATED STATEMENTS OF OPERATIONS

Systems sales
Services
Other revenues
Net sales and service revenues

Cost of systems sales
Services costs
Cost of other revenues & corporate LOGS
Total cost of sales and service
Gross profit
Operating expenses
Selling. gereral and administrative
Amortization
Total operating expenses
Income from operations
Interest expense
Interest and other income
Total interest and other income (expense)
Income before provision for income
taxes

Provision for income taxes

Net income

Earnings per share
Basic

Diluted

Weighted average shares outstanding

Weighted average equivalent shares

For the Years Ended October 31,

2006 2005 2004
$29,243,004 $27,942,695 $31,341,790
29,894,230 28,241,316 26,492,810
821,730 1,819,248 993.431
59,964,964 58,003.252 58.827.431
22,161,682 20,978,447 23,914,329
21,645,086 20,087,601 19,120,486
1,423,927 2,072,931 1,529,938
45,230,695 43.058,978 44,564,753
14,734,269 14,944,273 14,262,678
12,969,071 13,800,782 11,569,185
428,785 365,591 82,485
13,397,856 14,186,373 11,651,670
1,336,413 757,900 2,611,008
{170,044 (113,523) {230,819}
42,166 171,078 262,861
{127,878) 57,555 32.042
1,208,535 815,455 2,643,050
480,000 321,000 1,035,000
$718,535 $494 455 $1,608,050
$0.07 $0.05 $0.16
$0.07 $0.05 $0.16
10,208,250 10,087,279 10,008,507
10,210,246 10,116,694 10,157,372

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




Balance- October 31, 2003

Stack options exercised $.001 par value

Tax benefit of stock options

Components of comprehensive income:
Net income
Unrealized gain on hedge, net of tax
of $46,034

Tota! comprehensive income

Balance- October 31, 2004

Stock options exercised $.001 par value

Restrictad shares issued $.001 par value

Compaonents of comprehensive income:
Net income

Unrealized loss on hedge

Total comprehensive income

Balance- October 31, 2005

Steck options exercised $.007 par value
Tax benefit of stock options
Stock based compensation

Net [ncome

Balance- October 31, 2006

XETA TECHNOLOGIES, INC. AND SUBSIDIARY
CONSOLIDADTED STATEMENTS OF SHAREHOLDERS” EQUITY

Commaon Stgck

Treasury Stock

Accumulated

Other

Shares Par Paid-in Comprehensive  Retained
Issued Value  Shares Amount Capital  income [Loss) Earnings Totel
11,021,740  $11,021 1,018,788 $(2.244,659) $12,681,681 $(66.846) $24,229,820 $34,611,017
9,835 10 9,535 - - 9,545
- 4,008 - - 4,008
- - - - 1,608,050 1,608,050
- 71,400 - 71,400
1,679,450
11,031,575 11,031 1,018,788 {2,244.658} 12,695,224 4,554 25,837,870 36,304,020
65,450 46 - - 24,950 - - 25016
100,000 100 - 278,900 - - 279,000
- - 494,455 494,455
- - {4,554) - {4,554)
489,90
11,197,025 11,187 1,018,788 (2.244,659) 12,999,074 - 26,332,325 37097937
35,504 36 52,548 - - 52,584
- - 12,866 - - 12,966
3,088 3,088
- - - - 718,535 718,535
11,233529 $11,233 1,018,788 §(2,244,659) $13.067.676 $ - 827,050,860 $37,885,110

The accompanying notes are an integral part of this consalidated financial statement.
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XETATECHNOLOGIES, INC. AND SUBSIDIARY

CONSOLIDATED STATEMENTS OF CASH FLOWS
For the Twelve Months Ended Octaber 31,

Cash flows from operating activities:
Net income

Adjustments to reconcile net income to net cash provided by operating activities:

Depreciation
Amortization
Stock based compensaticn
Loss {gain) on sale of assets
Ineffectiveness of cash flow hedge
Pravision for returns & doubtful accounts receivable
Pravision for excess and obsolete inventory
Change in assets and liabilities, net of acguisitions:
Decrease in net investment in sales-type leases & other receivables
(Increase} in trade account receivables
Decrease |increase) in inventories
Decrease in deferred tax asset
(Increase) decrease in prepaid expenses and other assets
Decrease {increase) in prepaid taxes
{Decrease} increase in accounts payable
Increase {decrease) in unearned revenue
Increase {decrease) in acerued taxes
Increase {decrease) in accrued liabilities and lease payable
Increase in deferred tax liahility
Total adjustments

Net cash provided by (used in} operating activities

Cash flows from investing activities:
Acquisitions, net of cash acquired
Additions to property, plant & equipment
Praceeds from sale of assets

Net cash used in investing activities

Cash flows from financing activities:
Proceeds from draws on revalving iine of credit
Principal payments on debt
Payments on revolving line of credit
Exercise of stock options
Net cash {used in) provided by financing activities

Net (decrease) increase in cash and cash equivalents

Cash and cash equivalents, beginning of period
Cash and cash equivalents, end of period

Supplemental disclosure of cash flow information:

Cash paid during the period for interest, net of amount capitalized of $302.613 in

2006 and $204,125 in 2005 and $187,092
Cash paid during the period for income taxes

The accompanying notes are an integral part of these consolidated financial statements.
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2006 2005 2004
$718,535 $494.455  $1,608.050
507,672 710,435 822.300
428,785 385,591 87,485
3,088

6,208 (5.819) 2.465
(12.476) 12,473

15,263

102,000 242,730
242,186 35,378 663,164
(611,477) (2,119916)  {3,405,570}
605,054 (1,048,055) 959,786
17,879 153,383 5,147
{137.926) 102,715 172,357
54,269 {70,023) {6.868)
{522,041} 2395319 (1.810.728)
311,293 128,178) (357,693
38,216 38,216 {19,918)
889,242 {133,091) 286,669
669,662 412,490 542,319
2,604,110 973962  (2,051,512)
3,322,645 1,468,417 (443,562)
(96,015} [597.791)
(996,152) (743,009}  [1.059,623)
17,632 6,161 19,542
{978,520 (792,863)  {1.637.872)
24,306,458 23,290,883 30,111,338
(1,123,548) (1.209,38t)  {1,209.384)
(25,581,750) (22.746,444)  {26,980,129)
52,584 25.016 9,545
{2,346,246) {639.,920) 1,931,370
{2,121) 35,634 {150,064)
176,688 141,054 291,118
$174,567 $176,688 $141,054
$164,377 $124,250 $180.366
$34,304 $41,5M $525.881



XETA TECHNOLOGIES, INC. AND SUBSIDIARY

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
FOR THE THREE YEARS ENDED OCTOBER 31, 2006

1. BUSINESS AND SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES:
Business

XETA Technologies, Inc. (“XETA” or the “Company”} is a leading provider of enterprise-class communications solutions
and managed services with sales and service locations nationwide, serving business clients in sales, engineering,

project management, installation, and service support. The Company sells products that are manufactured by a variety

of manufacturers including Avaya, Inc. (*Avaya™) and Nortel Networks Corporation (*Nortel”). In addition, the
Company manufactures and markets a line of proprietary call accounting systems to the hospitality industry. XETA is an
Oklahoma corporation.

Xetacom, Inc., is a wholly-owned dormant subsidiary of the Company.

Cash and Cash Equivalents
Cash and cash equivalents consist of money-market accounts and commercial bank accounts.
Eair Vatue of Financial Instruments

The following methods and assumptions were used to estimate the fair value of each class of financtal instruments for which it
is practicable to estimate the value:

The carrying value of cash and cash equivalents, customer deposits, trade accounts receivable, sales-type leases, accounts
payable and short-term debt approximate their respective fair values due to their short maturities.

Bascd upon the borrowing rates currently available to the Company for bank loans with similar terms and average
maturities, the fair value of the long-term debt approximates the carrying value.

Revenue Recognition

The Company earns revenues from the sale and installation of communications systems, the sale of maintenance contracts,
and the sale of services on a time-and-materials (“T&M"”) basis. The Company typically sells communications systems

under single contracts to provide the equipment and the installation services; however, the installation and any associated
professional services and project management services are priced independently from the equipment based on the market

price for those services. The installation of the systems sold by the Company can be outsourced to a third party either by the
Company under a subcontractor arrangement or by the customer under arrangements in which vendors bid separately for the
provision of the equipment from the installation and related services. Emerging Issues Task Force (“EITF”) Issue No. 00-21
“Revenue Arrangements with Multiple Delieverables” (“EITF 00-21"") addresses certain aspects of accounting by a vendor for
arrangements with muitiple revenue-generating elements, such as those including products with installation. Under EITF 00-
21, revenue is recognized for each element of the transaction based on its relative fair value. The revenue associated with cach
delivered element should be recognized separately 1f it has stand-alone value to the customer, there is evidence of the fair value
of the undelivered element, the delivery or performance of the undelivered element is considered probable and performance

is substantially under the Company’s control and is not essential to the functionality of the delivered clement. Under these
guidelines, the Company recognizes systems sales revenue upon shipment of the equipment and installation services revenues
upon completion of the installation of the system.

Service revenues earned from maintenance contracts are recognized ratably over the term of the underlying contract on a
straight-line basis. Revenues earned from services provided on a T&M basis are recognized as those services are provided. The
Company recognizes revenue from sales-type leases as discussed below under the caption “Lease Accounting.”




Shipping and Handling Fees

In accordance with Emerging Issues Task Force Issue 00-10, *Accounting for Shipping and Handling Fees and Costs,” freight
billed to customers is included in net sales and service revenues in the consolidated statements of operations, while freight
billed by vendors is included in cost of sales in the consolidated statements of operations.

Accounting for Manufacturer Incentives

The Company receives various forms of incentive payments, rebates, and negotiated price discounts from the manufacturers
of the products they sell. Rebates and negotiated price discounts directly related to specific customer sales are recorded as a
reduction in the cost of goods soid on those systems sales. Rebates and other incentives designed to offset marketing expenses
and certain growth initiatives supported by the manufacturer are recorded as contra expense to the related expenditure. All
incentive payments are recorded when eamed under the specific rules of the incentive plan.

Lease Accounting

A small portion (less than 19%) of the Company’s revenues has been generated using sales-type leases. The Company sells
some of its call accounting systems to the hospitality industry under sales-type leases to be paid over three, four and five-year
periods. Because the present value (computed at the rate implicit in the lease) of the minimum payments under these sales-type
leases equals or exceeds 90 percent of the fair market value of the systems and/or the length of the lease exceeds 75 percent of
the estimated economic life of the equipment, the Company recognizes the net effect of these transactions as a sale.

The Company records interest income from its sales-type lease receivables. Interest income from a sales-type lease represents
that portion of the aggregate payments to be received over the life of the lease thal exceeds the present value of such payments

using a discount factor cqual to the rate implicit in the underlying lease.

Accounts Receivable

Accounts receivable are recorded at amounts billed to customers less an altowance for doubtful accounts. Management
monitors the payment status of all customer balances and considers an account to be delinquent once it has aged sixty days past
the due date. The allowance for doubtful accounts is adjusted based on management’s assessment of collection trends, agings
of customer balances, and any specific disputes. The Company recorded bad debt expense of $0, $15,263 and $0 for the years
ended October 31, 2006, 2005 and 2004, respectively.

Property, Plant and Equipment

The Company capitalizes the cost of all significant property, plant and equipment additions including equipment manufactured
by the Company and installed at customer locations under certain system service agreements. Depreciation is computed over
the estimated useful life of the asset or the terms of the lease for leasehold improvements, whichever is shorter, on a straight-
line basis. When assets are retired or sold, the cost of the assets and the related accumulated depreciation is removed from the
accounts and any resulting gain or loss is included in other income. Maintenance and repair costs are expensed as incurred.
Interest costs related to an invesiment in long-lived assets are capitalized as part of the cost of the assct during the period the
asset is being prepared for use. The Company capitalized $303,000, $204,000, and $187,000 in interest costs in fiscal years
2006, 2005 and 2004, respectively.

Software Development Costs

The Company applies the provisions of Statement of Position (“SOP”) 98-1, “Accounting for the Cost of Computer Software
Developed or Obtained for Internal Use” (“SOP 98-17). Under SOP 98-1 external dircct costs of software development, payroll
and payroll-related costs for time spent on the project by employees directly associated with the development, and interest

costs incutred during the development, as provided under the provisions of SFAS No. 34, “Capitalization of Interest Costs,”
should be capitalized after the “preliminary project stage™ has been completed. Accordingly, the Company had capitalized $8.2
million and $7.7 million related to the software development as of October 3, 2006 and 2005, respectively. The Company has
segregated the cost of the developed software into four groups with estimated useful lives of three, five, seven and ten years.
Beginning in fiscal 2005, the Company began implementing the developed software in its business and the operating results
include $391,000 and $348,000 in amortization costs calculated based on the estimated useful lives of those functions of the
software which are ready for their intended use for fiscal 2006 and 20035, respectively.




Derivative Instruments and Hedging Activities

The Company applies the provisions of SFAS No. 133, “Accounting for Derivative Instruments and Hedging Activities,”
(“SFAS 133”) as amended. SFAS No. 133 requires companies to recognize all derivative instruments as either assets or
liabilities in the consolidated balance sheets at fair vajue.

Stock-based Compensation Plans

In December 2004, the Financial Accounting Standards Board (FASB) issued Statement of Financial Accounting Standards
No. 123 (revised 2004), “Share-Based Payment™ (“SFAS 123(R)"). SFAS 123(R) requires companies to measure all cmployee
stock-based compensation awards using a fair value method and recognize compensation cost in its financial statements. The
Company adopted on a prospective basis SFAS 123(R) beginning November 1, 2005 for stock-based compensation awards
granted after that date and for unvested awards outstanding at that date using the modified prospective application method.
The Company recognizes the fair valuc of stock-based compensation awards as selling, general and administrative expense as
appropriate in the consolidated statements of operations on a straight-line basis over the vesting period.

Prior to November 1, 2005, the Company accounted for stock-based compensation utilizing the intrinsic value method
prescribed by Accounting Principles Board Opinion No. 25 “Accounting for Stock Issued to Employees™” (“APB 25”) and
related interpretations. Under APB 25, no compensation expense was recognized for stock-based compensation, The following
pro forma information, as required by Staterment of Financial Accounting Standards No. 123 “Accounting for Stock-Based
Compensation” (“SFAS 1237), as amended by Statement of Financial Accounting Standards No. 148 (“SFAS 14&”), presents
net income and earnings per share information as if the stock options issued were accounted for using the fair value method.
The fair value of stock options issued for each year was estimated at the date of grant using the Black-Scholes option

pricing model.

The SFAS 123 pro forma information for the fiscal years ended October 31, 2005 and 2004 is as follows:

. . For the Year Ended October 31,
Pro Forma Disclosures:

2005 2004
NET INCOME:
As reparted $494,455 $1.608,050
Add {deduct): Total stock-based employee compensation recovered {expensed) 1203 ( 103,583)
determined under fair value based method for all awards, net of related tax effects ' '
Pro forma $495,658 $1,504,467
EARNINGS PER SHARE:
As reported — Basic 30.05 $0.16
As reported — Diluted $0.05 $0.16
Pro forma — Basic $0.05 $0.15
Pro forma — Diluted 30.05 $0.15
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The adoption of SFAS 123(R) in the first quarter of fiscal year 2006 resulted in the recognition of compensation expense of
$3,088, or $0.00 per share in operating expenses in the statement of operations for the twelve months ended October 31, 2006.
In accordance with the medified prospective application method of SFAS 123(R), prior pericd amounts have not been restated
to reflect the recognition of stock-based compensation costs. The cost related to non-vested awards not yet recognized at
October 31, 2006 totais approximately $284,000 which is expected to be recognized over a weighted average of three years.

The fair value of the options granted was estimated at the date of grant using the Modified Black-Scholes European pricing
model with the following assumptions: risk free interest rate (3.42% to 5.78%), dividend yicld (0.00%), expected volatility
(73.51% to 86.64%), and expected life (4.5 to 6 years). The risk free interest rate used is the zero-coupon U.S. Treasury rate
at the time of the grant whose maturity equals the expected term of the option. Expected volatilities are based on the historical
volatility of our stock. We use historical data to estimate option exercise and employee termination information within the
valuation model. The expected life of options granted is derived from the vesting period and historical information and
represents the period of time that options granted are expected to be outstanding.

Income Taxes
Income tax expense is based on pretax income. Deferred income taxes are computed using the asset-liability method in
accordance with SFAS No. 109, “Accounting for Income Taxes,” and are provided on all temporary differences between the

financial basis and the tax basis of the Company’s assets and liabilitics,

Unearned Revenue and Warranty

For proprictary systems sold, the Company typicalty provides a onc-year warranty from the date of installation of the system.
The Company defers a portion of cach system sale to be recognized as service revenue during the warranty period. The amount
deferred is gencrally equal to the sales price of a maintenance contract for the type of system under warranty and the Iength of
the warranty period. The Company also records deposits received on sales orders and prepayments for maintenance contracts
as uncamed revenues.

Most of the systems sold by the Company are manufactured by third parties. In thesc instances the Company passes on
the manufacturer’s warranties to its customers and therefore does not maintain a warranty reserve for this equipment. The
Company maintains a small reserve for occasional labor costs associated with fulfilling warranty requests from customers,

Use of Estimates

The preparation of financial statements in conformity with accounting principles generally accepted in the U.S. requires
management 1o make estimates and assumptions that affect the reported amounts of assets and liabilities and disclosure of
contingent asscts and liabilities at the date of the financial statements and the reported amounts of revenues and cxpenses during
the reporting period. Actual results could differ from those estimates.

Segment Information

The Company has three reportable segments: conunercial system sales, lodging system sales, and installation and service. The
Company defines commercial system sales as sales to the non-lodging industry. Installation and service revenues represent
revenues eamed from installing and maintaining systems for customers in both the commercial and lodging segments.

The reporting segments follow the same accounting policies used for the Company’s consolidated financial statements and are
described in the summary of significant accounting policics. Company management evaluates a segment’s performance based
upon gross margins. Assets are not allocated to the segments. Sales to customers located outside of the U.S. arc immatcrial.




The following is a tabulation of business segment information for 2006, 2005 and 2004:

Commercial Lodging System Servicas Other Revenue Total
System Sales Sales

2006
Sales $22,462,789 $6,786,215 $29,894,230 $ 821,730 $59,964,964
Cost of sales 17,206,738 4,954,944 21,645,086 1,423,927 45,230,695
Gross profit 5,256,051 1,831,211 8,249,144 (602,197} 14,734,269
2005
Sales $21,364,393 $6.578.302 $28.241.316 $1.,819,241 58,003.252
Cost of sales 16,349,218 4,629,228 70,007,601 2,072,831 43,058,979
Gross profit 5,015,175 1,949,073 8,233,715 {253,680) 14,944,273
2004
Sales $25,897,343 $5,443,847 $26,492,810 $ 993,47 $58.827.431
Cost of sales 20,180,498 3733831 19,120,486 1,629,938 44,564,753
Gross profit 5,716,845 1,710,016 7372324 {536,507} 14,262 678

Recently Issued Accounting Pronouncements

In November 2004, the Financial Accounting Standards Board (“FASB”) issued SFAS No. 151 “Inventory Costs” {“SFAS
1517). This statement amends the guidance in ARB No. 43, Chapter 4, “Inventory Pricing,” to clarify the accounting for
abnormal amounts of idle facility expense, freight, handling costs, and wasted material (spoilage). SFAS 151 requires that those
items be recognized as current-period charges. In addition, this statement requires the allocatton of fixed production overhead to
costs of conversion be based upon the normal capacity of the production facilities. We adopted the provisions of SFAS 151 as
of November |, 2005. The adoption of SFAS 151 did not have a material effect on our consolidated financial statements.

In December 2004, the FASB issued SFAS No. 123R, “Share-Based Payment” (“SFAS 123R”), which requires companies to
measure and recognize compensation expense for all stock-based payments at fair value. SFAS 123R is effective for all interim
periods beginning after June 15, 2005. We adopted the provisions of SFAS 123R at the beginning of our 2006 fiscal year and
recorded stock-based compensation expense of approximately $3,000 for fiscal year 2006.

In March 2005, the FASB issued Interpretation No. 47 (“FIN 477, Accounting for Conditional Asset Retirement Obligations—
an interpretation of FASB Statement No. 143, to clarify the term “conditional assct retirement obligation”, which refers to

legal obligations for which companies must perform asset retirement activity for which the timing and/or method of settlement
are conditional upon future events that may or may not be within the control of the entity. However, the obligation to perform
the asset retirement is unconditional, despite the uncertainty that exists surrounding the timing and method of settlement.
Uncertainty about the timing and method of settlement for a conditional asset retirement obligation (“ARO™) should be
considered in estimating the ARO when sufficient information exists. FIN 47 clarifies when sufficient information exists to
reasonably estimate the fair value of an ARO. This interpretation is effective for our 2006 fiscal year, Qur adoption of FIN 47
did not have a material effect on our consolidated financial statements.

In May 2003, the FASB issued SFAS No. 154, “Accounting Changes and Error Corrections—a replacement of APB Opinion
No. 20 and FASB Statement No. 3” (*SFAS No. 154”). SFAS No. 154 requires retrospective application to prior periods’
financial statements for changes in accounting principle, unless it is impracticable to deterrmine either the period-specific effects
or the cumulative effect of the change. SFAS No. 154 also requires that retrospective application of a change in accounting
principle be limited to the direct effects of the change. Indirect effects of a change in accounting principle should be recognized
in the period of the accounting change. SFAS No. 154 also requires that a change in depreciation, amortization, or depletion
method for long-lived non-financial assets be accounted for as a change in accounting estimate affected by a change in
accounting principle. SFAS No. 154 is effective for accounting changes and corrections of errors made in fiscal years beginning
after December 135, 2005. Our adoption of SFAS No. 154 is not expected to have a materiat effect on our consolidated

financial statements,

In June 2006, the FASB issued Interpretation No. 48 (“FIN 48”), Accounting for Uncertainty in Income Taxes—an
interpretation of FASB Statement No. 109, to clarify certain aspects of accounting for uncertain tax position, including issues
related to the recognition and measurement of those tax positions. This interpretation is effective for fiscal years beginning after
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December 15, 2006, and therefore will apply beginning with our 2008 fiscal year. We are in the process of evaluating the impact
of this interpretation.

In September 2006, the FASB issued Statement of Financial Standards No. 157, “Fair Value Measurcments™ (“SFAS 157™).
SFAS 157 defines fair value, establishes a framework for measuring fair value in accordance with accounting principles
generally accepted in the United States, and expands disclosures about fair value measurements. This statement does not
require any new fair value measurements; rather, it applies under other accounting pronouncements that require or permit
fair value measurements, The provisions of SFAS 157 are effective for fiscal years beginning after November 15, 2007. The
Company does not expect the adoption of SFAS 157 to have a material impact on the Company’s consolidated financial
position or results of operations.

Acquisitions

On August 1, 2004, the Company acquired substantially all of the assets and liabilities of Bluejack Systems, LLC (Blucjack),

a Scattle, Washington bascd Nortel dealer. The Company’s consolidated financial statements include the results of Bluejack’s
operations since the date of the acquisition. The acquisition was made as part of the Company’s entry into the Nortel market and
to establish a branch office in Seattle, a significant metropolitan area not previously served by the Company. Under the terms of
the purchase agreement. the Company paid the owner of Bluejack $569,987. The Company recorded the acquisition according
to the provisions of SFAS No. 141, “Business Combinations” (“SFAS No. 1417). Under SFAS No. 141, the acquired assets

and liabilitics were recorded on the Company’'s books at their fair value. Included in the assets acquired was the customer list

of Blucjack. The Company determined that the estimated fair value of the customer list was $227,000 and this amount was set
up as a separatc intangible assct on the Company’s consolidated balance sheet. This asset will be amortized over its expected
useful lifc of six years. The remaining $498,000 difference between the cash paid and fair value of the net assets acquired plus
approximately $27,000 in direct costs of the acquisition were recorded as goodwill. For tax purposes, the Company has recorded
51.088.000 in goodwill and other intangible assets, which will be deductible over 15 years on a straight-line basis. Certain other
pro forma disclosures required by SFAS No. 141 have been omitted because they were not material to the Company’s consolidated
financial statements.

Under the terms of the purchase agreement, the former owner of Bluejack was to receive additional purchase consideration over
five ycars based upon the financial contribution, as defined, of the Scattle branch office. In July 2005 the Company negotiated

a purchasc of this earn-out. Under the terms of the buyout, the former owner was paid $50,000 in cash and 100,000 shares of
restricted stock. The restricted stock carries restrictions against transfer for two years as to 50,000 shares, three years as to 25,000
shares and four ycars as to 25,000 shares. As a result of these payments, the Company recorded additional goodwill of $329,000
in the third quarter of fiscal 2005,

Goodwill

The Company adopted SFAS No. 142, “Goodwill and Other Intangible Asscts™ (“SFAS 1427) on November 1, 2001. Under
SFAS 142, goodwill recorded as a part of a business combination is not amortized, but instead is subject to at least an annual
assessment for impairment by applying a fair-value-based test. Such impairment tests have been performed by management

on November 1, 2006, 2005, and 2004 for the previous year just ended October 31. The results of these assessments have
indicated that no impairment has existed in the value of recorded goodwill. Therefore, no impairment loss has been recognized.

The goodwill for tax purposes associated with the acquisition of USTI excecded the goodwill recorded on the financial
statements by $1.462,000. The Company is reducing the carrying value of goodwill each accounting period to record the tax
benefit realized due to the excess of tax-deductible goodwill over the reported amount of goodwill, resulting from a difference
in the valuation dates used for common stock given in the acquisition. Accrued income taxes and deferred tax liabilities are
being reduced as well. The Company reduced the carrying value of goodwill by $55,576 for the impact of the basis difference
for both the years ended October 31, 2006 and 2005.




The changes in the carrying value of goodwill for fiscal 2006 and 2005 are as follows:

Commercial
Systems
Sales Services Other Tetal
Balance, November 1, 2004 $17,893,802 $8,091,866 $ 211138 $26,196,806
Amortization of hook versus tax basis difference (13,340} {13,340 (556) (55,576)
Goodwill acquired 235,181 91,459 8.375 335,015
Balance, October 31, 2005 18,087,303 8,169,985 218,957 26,476,245
Amortization of book versus tax basis difference (41,680) (13.340) (556} {95,576)
Batance, October 31, 2006 $18,045,623 $8,156,645 $218,401 $26,420,669
OTHER INTANGIBLE ASSETS
As of October 31, 2005 As of Qctaber 31, 2005
Caﬁ;?:; Accurp_ulat_ecl Ca?r:l?;; Accum_ulaFed
Amount Amoritization Amount Amortization
Amortized intangible assets:
Software production costs $ - s - $1,291,021 $1,291.021
Acquired customer list and other 227,000 85,125 402,710 223,001
Total amortized intangible assets $ 227000 $ 85125 $1,633,731 $1.,514,022

Aggregate amortization expense of intangible assets was $37,833, $37,833, and $124,105 for the years ended October 31,
2006, 2005, and 2004, respectively, which includes $0 recorded as interest expense in the consolidated statements of operations
for the years ended October 31, 2006, 2005, respectively, and 541,620 recorded for the year ended October 31, 2004. The
cstimated amortization expense of intangible assets is $37,833, $37,833, $37.833, and $28.376 for fiscal years ended October
31, 2007, 2008, 2009 and 2010, respectively.

Reclassificatiens

Certain reclassifications of prior year amounts have been made to conform to current year presentations. These reclassifications
had no impact on net income.

2. ACCOUNTS RECEIVABLE:

Trade accounts receivable consist of the following at October 31:

2006 2005
) Trade receivables $ 12,499,407 $ 11932173
Less- reserve for doubtful accounts 253,900 298,143
Net trade receivahles $ 12,245,507 $ 11,634,030
Adjustments to the reserve for doubtful accounts consist of the following at October 31:
2006 2005 2004
Balance, beginring of period $ 298,143 $ 318,607 $ 335541
Provision for deubtful accounts - 15,263 -
Net write-offs (44,243) {35,727) {16,934)

Balance, end of pesiod $ 283,900 $ 298,143 $ 318,607




3. INVENTORIES:

Inventories are stated at the lower of cost {first-in, first-out or weighted-average) or market and consist of the following
components at October 31:

2006 2005
Finished goods and spare parts $5,565,484 $6,190,206
Less- reserve for excess and obsolete inventories 622,511 540,179
Total inventories, net . Sab2913 5,650,027
Adjustments to the reserve for excess and obsolete inventories consist of the following:
2006 2005 2004
Balance, beginning of period $ 530,179 $ 871,808 $1,182,380
Pravision for excess and obsalete inventories 102,000 242,730 -
Adjustments to inventories (19,668) (574,360) (310,571)
Balance, end of period $ 622,511 $ 540,179 $ 871,809

Adjustments to inventories in 2006, 2005 and 2004 included write-offs of obsolete inventory, and adjustments to reduce certain
items inventory values to lower of cost or market.

4. PROPERTY, PLANT AND EQUIPMENT:

Property, ptant and equipment consist of the following at October 31:

Estimated Usefu! Lives 2006 2005
Building 20§ 2,397,954 $ 2,397,954
Data processing and computer field equipment 3-10 2,469,671 4,720,658
Software development costs, work-in-process N/A 5,274,299 5,410,558
Software development costs of companents placed
into sefvice 3-10 2,339,644 1,685,370
Hardware 35 599,751 589,905
Land - 611,582 611,582
QOffice furniture 5 932,252 1,114,073
Auto ) 428,214 384,278
Other 3-7 252,780 549,613
Total property, plant and equipment 15,306,147 17,474,031
Less- accumulated depreciation (4,821,129) (7,062,702
Total property, plant and equipment, net $10,485,018 $10.411,329

Interest costs related to an investment in long-lived assets are capitalized as part of the cost of the asset during the period the asset
is being prepared for use. The Company capitalized $303,000, $204,000 and $187,000 in interest costs in fiscal years 2006, 2005
and 2004, respectively.




5. ACCRUED LIABILITIES:

Accrued itabilities consist of the following at October 31:

Commissions

Interest

Payrol!

Bonuses

Vacation

Other

Total current

Accrued long-term liability
Total accrued liabilities

6. UNEARNED SERVICES REVENUE:

Uneamed service revenue consists of the following at October 31:

Service contracts

Warranty service

Customer deposits

Systerns shipped but not installed

Other

Total current unearned revenue

Noncurrent unearned services revenue
Total uneamed revenue

2006 2005

$ 841,654 § 597,811
28,914 23,246
598,077 554,506
280,042 242,917
693,281 580,922
551,863 393444
2,993,831 2,392,846
436,850 144,100
$3,430,681 $2,536,946
2006 2005
$951,683 $737,618
223,442 299,618
572,397 272,871
13,389 153,748
41,754 41,754
1,802,665 1,505,609
79,132 64,895
$1,881,797 $1,570,504
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7. INCOME TAXES:
The income tax provision for the years ended October 31, 2006, 2005, and 2004, consists of the following:

2006 2005 2004

Current provision {benefit) — federal $ (182,005) § (223285 % 266,490
Current provision {benefit) — state {19,203} (30,904) 67,700
Deferred provision 691,208 575,189 700,810
Total provision 3 490,000 § 321000 % 1,035,000

The reconciliation of the statutory income tax rate to the effective income tax rate is as follows:

Year Ended October 31,
2006 2005 2004
Statutary rate 3% 34 % 3%
State income taxes, net of federal benefit 7% 5% 5%
Effective rate 41 % 39% 39 %

The tax effect of temporary differences that give rise to significant portions of the deferred tax assets and deferred tax
liabilities as of October 31 are presented below:

2006 2005
Deferred tax assets:
Net operating loss carryforward 3 1,156,913 § 811,951
Currently nondeductible reserves 256,764 238,379
Accrued liabilities 392,449 300,255
Prepaid service contracts 30,770 111,771
Other 40,436 87.972
Total deferred tax asset 1,877,332 1,550,328
Deferred tax habilities:
Intangible assets 3,686,779 2.992,299
Depreciation 1,032,788 734,394
Tax income to be recognized on sales-type lease contracts 20,51 79,166
Total deferred tax liability 4,740,078 3,755,859
Net deferred tax liability 3 {2,862,746) $ (2,205,531)
20086 2005
Net deferred liability as presented on the balance sheet:
Current deferred tax asset $ 709343 § 721222
Noncurrent deferred tax liability {3,572,089) (2,932,753}

Net deferred tax liability $ {2,862,746) $(2,205,531)




8. CREDIT AGREEMENTS:

The Company’s credit facility consists of a revolving credit and term loan agreement with a commercial bank. This agreement
contains three separate notes: a term loan which matured on September 30, 2006, a mortgage agreement maturing on
September 30, 2009 and amortizing based on an 13 year life, and a 57.5 million revolving credit agreement to finance growth
in working capital. The revolving line of credit is collateralized by trade accounts receivable and inventories. At October 31,
2006 and 2005, the Company had approximately $3.119 million and $4.395 million, respectively, outstanding on the revolving
line of credit. The Company had approximately $4.4 million available under the revolving line of credit at October 31, 2006,
Advance rates are defined in the agreement, but are generally at the rate of 80% of qualified trade accounts receivable and 40%
of qualified inventories. The revolving line of credit matures on September 28, 2007. At October 31, long-term debt consisted
of the following:

October 31,
2006 2005
Term loan, payable in monthly installments of $86,524, due September 30, 2006 collateralized
by all assets of the Cempany $ - $ 952,459
Real estate term noie, payable in monthly installments of $14,257, plus a final payment
of $1,198.0681 on September 30, 2009, collateralized by a first martgage on the Company's
building 1,697,073 1,868,162
1,697,073 2,820,621
Less-current maturities 171,123 1,123,582
$ 1,525,950 $ 1,697,039

Maturities of long-term debt for each of the years ended October 31, are as follows:

2007 $ 171123
2008 171,123
2009 1,354,827

Interest on all outstanding debt under the credit facility accrues at either a) the London [nterbank Offered Rate (“LIBOR™)
{which was 5.32% at October 31, 2006) plus 1.25% to 2.75% depending on the Company’s funded debt to cash flow ratio,

or b} the bank’s prime rate (which was 8.25% at October 31, 2006) minus 0% to minus 1.125% also depending on the
Company’s funded debt to cash flow ratio. At October 31, 2006, the Company was paying 7.875% on the revolving line

of credit borrowings and 7.072% on the mortgage note. The credit facility contains several financial covenants common

in such agreements including tangible net worth requirements, limitations on the amount of funded debt to annual earnings
before interest, taxes, depreciation and amortization, limitations on capital spending, and debt service coverage requirements.
At October 31, 2006, the Company was cither in compliance with the covenants of the credit facility or had received the
appropriate waivers from its bank.

9. DERIVATIVES AND RISK MANAGEMENT:

At October 31, 2004, the Company had an outstanding interest rate swap (“Swap”) in a notional amount of $4.2 million

which expired in November 2004. Under the Swap contract, the Company paid a fixed interest rate of 3.32% and reccived a
variable interest payment based on one-month LIBOR rates. SFAS No. {33, as amended, governs the accounting for derivative
instruments such as Swaps. Under the provisions of SFAS No. 133, as long as the interest rate hedge is “cffective”, as defined
in the standard. the Company’s Swap is accounted for by recognizing an asset or hability at fair value with the offsetting

entry to other comprehensive income or loss in Company’s stockholders’ equity section. Accordingly, the Company recorded

a current liability and accurmnulated other comprehensive income of $4,554 at October 31, 2004, and recorded $12,473 of
incffectiveness during the year ended October 31, 2004, which is included in interest expense in the consolidated statement

of operations.
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10. STOCK-BASED INCENTIVE AWARDS:

In fiscal 2004, the Company’s stockholders approved the 2004 Omnibus Stock Incentive Plan™ (#2004 Plan™) for officers,
directors and employees. The 2004 Plan authorizes the grant of up to 600,000 shares of common stock and includes an
evergreen feature so that such number will automatically increase on November | of each year during the term of the 2004
Plan by three percent of the total number of outstanding shares of common stock outstanding on the previous October 31.
Awards available for issuance under the 2004 Plan include nongualified and incentive stock options, restricted stock, and
other stock-based incentive awards such as stock appreciation rights or phantom stock. The 2004 Plan is administered by the
Compensation Committee of the Board of Directors. There have been no awards granted under the 2004 Plan.

In fiscal 2000 the Company’s shareholders approved a stock option plan (2000 Plan™) for officers, directors and key
employces. The 2000 Plan replaced the previous 1988 Plan, which had expired. Under the 2000 Plan, the Board of Directors,
or a committee thereof, determinc the option price, not to be less than fair market value at the date of grant, number of options
granted, and the vesting period. Although there arc exceptions, generally options that have been granted under the 2000 Plan
expire ten years from the date of grant, have three-year cliff-vesting, and are incentive stock options as defined under the
applicable Internal Revenue Service tax rules. Options granted under the previous 1988 Plan generally vested 33 1/3% per year
after a one-year waiting period. The following table summarizes information concerning options outstanding under the 2000
and 1988 Plans including the related transactions for the fiscal years ended October 31, 2004, 2005, and 2006:

Weighted Weighted Average
Average  Fair Vaiue of Options

Number  Exercise Price Granted
Batance, October 31, 2003 623,300 $7.61
Granted 1,500 $6.35 $5.36
Exercised { 9835 $0.97
Forfeited ( 56,793) $7.96
Balance, October 31, 2004 558,172 $7.69
Forfeited { 19,900} $9.03
Balance, October 31, 2005 538.272 $7.64
Granted 160.000 $295 $2.55
Exercised { 36,504} $1.64
Forfeited {16,200) $6.60
Balance, October 31, 2006 645,568 $6.84
Exercisable at October 31, 2006 485,568 $8.12
Exercisable at October 31, 2005 538,272 $7.64
Exercisable at October 31, 2004 330,772 $10.46

The Company has also granted options outside the 1988 Plan, 2000 Plan, and 2004 Plan to certain officers and directors.

These options generally expire ten years from the date of grant and are exercisable over the period stated in each option. The
following table summarizes information concerning options outstanding under various Officer and Director Plans including the
related transactions for the fiscal years ended October 31, 2004, 2005, and 2006:

Weighted

Average

Number  Exercise Price

Balance, October 31, 2004 685,400 $5.86
Exercised (65,400} 0.38
Balance, October 31, 2005 and 2006 620,000 $6.44
Exercisable at October 31, 2006 620,000 $6.44
Exercisable at October 31, 2005 620,000 $6.44
Exercisable at October 31, 2004 685,400 $5.86




The following is a summary of stock options outstanding as of October 31, 2006:

Options Outstanding Ontions Exercisable

Weighted

Average
Number Weighted Remaining Number Weighted
Range of Exercise (utstanding at Average Contractual Life Exercisable at Average
Prices October 31, 2006 Exercise Price (Years) October 31, 2006 Exercise Price
$2.95 160,009 $2.95 497 - $2.95
$363-5.79 325968 $4.03 a17 325,568 $4.03
$5.81 580,000 $5.81 263 580,000 $5.81
$5.85-12.00 31,950 $3.90 392 31,950 $9.90
$1553 40,000 $15.53 325 40,000 $15.53
$18.13 127,650 $18.13 3.46 127,650 $18.13

11. EARNINGS PER SHARE:
All basic earings per common share were computed by dividing net income by the weighted average number of shares of

common stock outstanding during the reporting period. A reconciliation of net income and weighted average shares used in
computing basic and diluted earnings per share is as follows:

For the Year Ended October 31, 2006

Income Shares Per Share
{Numerator}  {Dencminator} Amgount
Basic EPS
Net income $ 718,535 10,208,250 $ 007
Dilutive effect of stock options 1,996
Ciluted EPS
Net income $ 718,535 10,210,246 $ 007
For the Year Ended October 31, 2005
Income Shares Per Share
(Numerator) (Denominator) Amount
Basic EPS
Net income $ 494,455 10,087,279 $0.05
Dilutive effect of stock options 25,415
Diluted EPS
Net income § 494,455 10,116,694 $0.05
Far the Year Ended October 31, 2004
Income Shares Per Shaze
{Numerator) (Denominator) Amount
Basic EPS
Net income $1,608,050 10,008,507 § 016
Dilutive effect of stock options 48,865
Dilutad EPS
Net income $1.608,050 10,157,372 $ 016

For the years ended October 31, 2006, 2005, and 2004, respectively, stock options for 1,111,441 shares at an average exercise
price of $7.16, 1,121,668 shares at an average exercise price of $7.17, and 843,017 shares at an average cxercise price of $8.40,
were excluded from the calculation of carnings per share because they were antidilutive.
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12. FINANCING RECEIVABLES:

A small portion of the Company’s systems sales are made under sales-type lease agreements with the end-users of the equipment.
These receivables are secured by the cash flows under the leases and the equipment installed at the customers” premises. Minimum
future annual payments to be received under various Icases are as follows for years ending October 31:

Sales-Type

Lease Payments

Receivable

2007 $184,244
2008 96,784
2009 36,893
317921

Less- imputed interest 40,695
Present value of minimum payments $277,225

13. MAJOR CUSTOMERS, SUPPLIERS AND CONCENTRATIONS OF CREDIT RISK:

Marriott International, Host Marriott, and other affiliated companies (“Marriott”) represent a single customer relationship for
our Company and arc a major customer. Revenues earned from Marriott represented 10%, 13%, and 10% of our total revenues
in fiscal 2006, 2005 and 2004, respectively.

The Company cxtends credit to its customers in the normal course of business, including under its sales-type lease program.

As a result, the Company is subject to changes in the economic and regulatory environments or other conditions, which in turn
may impact the Company's overall credit risk. However, the Company sells to a wide variety of customers and, except for

its hospitality customers, does not focus its sales and marketing efforts on any particular industry. Management considers the
Company’s credit risk to be satisfactorily diversified and belicves that the allowance for doubtful accounts is adequate to absorb
estimated losses at October 31, 2006.

The majority of the Company’s systems sales are derived from sales of equipment designed and marketed by Avaya or Nortel.
As such, the Company is subject to the risks associated with these companies’ financial condition, ability to continue to develop
and market leading-edge technology systems, and the soundness of their long-term product strategies. Both Avaya and Nortel
have outsourced their manufacturing operations to single, separate manufacturers. Thus, the Company is subject to certain
additional risks such as those that might be caused if the manufacturers incur financial difficulties or if man-made or natural
disasters impact their manufacturing facilities. The Company purchases most of its Avaya and Nortel products from two
distributors who have common ownership. Avaya has one other distributor that could quickly supply the Company’s business.
Nortel products can be purchased fram several distributors and the Company inakes frequent purchases from those other
distributors. The Company believes that both its Avaya and Nortel purchases could be quickly converted to the other available
distributors without a material disruption to its business.

14. EMPLOYMENT AGREEMENTS:

The Company has two incentive compensation plans: one for sales professionals and sales management and one for all other
cmployees. The bonus plan for sales personnel is based on either gross profit generated or a percentage of their “contribution”,
defined as the gross profit generated less their direct and allocated sales expenses. The Company paid $256,626, $309,424

and $239,200 during 2006, 2005 and 2004, respectively, under the sales professionals’ bonus plan. The Employee Bonus Plan
(“EBP”) provides an annual incentive compensation opportunity for senior exceutives and other employees designated by
scnior management and the Board of Directors as key employcees. The purpose of the EBP is to provide an incentive for senior
cxecutives and to reward key employees for leadership and excellent performance, In fiscal 2006, 2005 and 2004, the Company
accrued bonuses of approximately $197,000, $150,000 and $240,000, respectively.




15. CONTINGENCIES:
Litigation

We will cease monitoring the Phonometrics litigation, which we have included in the “Legal Proceedings’™ section of our
annual and quarlerly reports since 1994, We began to monitor this litigation when several of our hotel customers were among
numerous hotel chains and other companies sued by Phonometrics for patent infringement allegedly arising out of the various
defendants’ sale or use of PBX, call accounting and answer detection systems. Ten of our hotel customers who were using our
call accounting and/or answer detection systems notified us between 1994 and carly 1995 that they would seek indemnification
from us for any damages resulting from the lawsuit. Because there were other equipment vendors implicated along with us in
the cases filed against our customers, we never assumed the defense of our customers in any of these actions.

The lawsuits against our customers were filed in the United States District Court for the Southern District of Florida by
Phonometrics Inc. as plaintiff in the mid-1990s. The trial and appellate courts found that there was no patent infringement.
Consequently, no damage awards for patent infringement have ever been entered against any of our customers. The court also
entered attorney fee awards against Phonometrics. Other than the initial notifications we received in the mid-1990s, we have
not received any additional material correspondence a result of the litigation.

The cases were largely closed in 2002, although Phonometrics continued to appeal certain judgments for attorney fee awards
and in some cases sanctions entered against it. These appeals were most recently decided against Phonometrics in the United
States Court of Appeals for the Federal Circuit in November 2003, Although the trial court has not yet entered final judgment
in thesc cases foltowing these appeals, the sporadic activity in these cases at this time relates to efforts to enforce the judgments
for attorney fees. Consequently, we believe that there is no reason to continue to report on this matter. In the unlikely event
that there are new developments which affect us, we will report on those developments at that time,

On June 15, 2005 the Company settled litigation with Software & Information Industry Association ("SIIA™). In 2003, SI1A,
an association of software publishers, claimed that XETA had violaied the Copyright Act, 17 U.S.C. § 501, et seq. by allegedly
using unlicensed sofiwarc in XETA's business. In the settlement agreement reached with SITA and eleven of its members,
none of the parties admitted liability for any claims or causes of action, all pending matters were dismissed, and XETA made a
$50,000 payment to the SIIA Copyright Protection Fund. XETA does not believe that it has any material liability to any SHA
member who was not a party to the settlement agreement and no such member has made any claim against the Company. The
settlement of this matter did not have a material impact on XETA’s results of operations or financial position,

Lease Commitments
Future¢ minimum commitments under non-cancelable operating leases for office space and equipment are approximately

$250,000, $214,600, $89.000 and $55,000 in fiscal ycars 2007 through 2010, respectively.

16. RETIREMENT PLAN:

The Company has a 401(k) retirement plan (“Plan™). In addition to employee contributions, thc Company makes discretionary
matching and profit sharing contributions to the Plan based on percentages set by the Board of Directors. Contributions made
by the Company to the Plan were approximately $564,000, $547,000 and $508,000 for the years cnding October 31, 2006,
2005, and 2004, respectively.
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17. SELECTED QUARTERLY FINANCIAL DATA (UNAUDITED):

The following quarterly financial data has been prepared from the financial records of the Company without an audit, and
reflects all adjustments, which in the opinion of management were of a normal, recurring nature and necessary for a fair

presentation of the results of operations for the interim periods presented.

For the Fiscal Year Ended Octaber 31, 2006

Quarter Ended

January 31, 2006 April 30, 2006 July 31, 2006

Octeber 31, 2006

{in thousands, except per share data)

Net sales $ 12683 $ 14894 § 15,660
Gross profit 2,776 3,536 4,160
QOperating income {152} 18 482
Netincome (141} 57 286
Basic EPS 3 (0.01) 8 001 § 0.02
Diluted EPS $ (001} 8 001 § 0.02

For the Fiscal Year Ended October 31, 2005

5 16,728
4,262

888

516

$ 0.05
$ 0.05

Quarter Ended

January 31, 2005 April 30, 2005 July 31, 2005

Qctober 31, 2005

(in thousands, except per share data)

Net sales 3 13915 % 14204 % 13,522
Gross profit 3507 3,889 3616
Operating income 17 286 122
Net income 78 164 64
Basic EPS 3 0o 8 002 % 0.01
Diluted EPS $ 001§ 002 § 0.07

3 16,362
3.933

333

188

$ 0.02
$ 0.02
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