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BIO-KEY INTERNATIONAL, INC.

(Exact Name of Small Business Issuer as Specified in Its Charter)

DELAWARE 41-1741861
(State or Other Jurisdiction of (IRS Employer
Incorporation of Organization) Identification Number)

3349 HIGHWAY 138,BUILDING D, SUITE B, WALL, NJ 07719

(Address of Principal Executive Offices)

(732) 359-1100

(Issuer s Telephone Number)

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

Yes y No o

APPLICABLE ONLY TO ISSUERS INVOLVED IN

BANKRUPTCY PROCEEDINGS DURING THE

PRECEDING FIVE YEARS

Check whether the registrant filed all documents and reports required to be filed by Section 12, 13 or 15(d) of the Exchange Act after the
distribution of securities under a plan confirmed by a court.

Yes o No o

APPLICABLE ONLY TO CORPORATE ISSUERS

State the number of shares outstanding of each of the issuer s classes of common equity, as of the latest practicable date : There were 45,430,717
issued and outstanding shares of the registrant s common stock, par value $.0001 per share, as of August 15, 2005.
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CURRENT ASSETS

Cash and cash equivalents

Marketable securities

Receivables

Billed, less allowance for doubtful receivables of $166,853
and $422,393, respectively

Unbilled

Due from selling stockholders

Costs and earnings in excess of billings on uncompleted contracts
Inventory

Prepaid expenses and other

Total current assets

EQUIPMENT AND LEASEHOLD IMPROVEMENTS - AT
COST, less accumulated depreciation

OTHER ASSETS

Costs and earnings in excess of billings on uncompleted contracts
Deposits

Intangible assets less accumulated amortization

Goodwill

ASSETS

June 30,
2005
(Unaudited)

1,972,453 $

1,842,283
676,682
60,342
6,724,902
31,301
476,899

11,784,862

649,468

2,260,065
4,090,313
11,182,681
17,533,059

29,967,389  $

See accompanying notes to the consolidated financial statements

December 31,
2004

956,230
1,000,000

1,698,144
310,523
60,793
6,292,603
29,599
190,027

10,537,919

644,101

657,000
2,761,134
4,177,279

12,067,248
19,662,661

30,844,681

CONSOLIDATED BALANCE SHEETS
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BIO-key International, Inc. and Subsidiary

CONSOLIDATED BALANCE SHEETS

LIABILITIES AND STOCKHOLDERS EQUITY

June 30, December 31,
2005 2004
(Unaudited)
CURRENT LIABILITIES
Current maturities of long-term obligations 3,327,417 $ 3,255,182
Advances from stockholders 12,753
Accounts payable 947,523 1,325,282
Billings in excess of costs and earnings on uncompleted contracts 1,152,126 760,807
Accrued liabilities 5,151,042 4,639,619
Deferred rent 417,895 393,676
Deferred revenue 3,050,907 3,166,356
Total current liabilities 14,046,910 13,553,675
LONG-TERM OBLIGATIONS, less discounts and current maturities 5,347,335 5,286,951
DEFERRED RENT 1,096,271 1,311,454
DEFERRED REVENUE 53,317 71,203
COMMITMENTS AND CONTINGENCIES
STOCKHOLDERS EQUITY
Preferred stock authorized, 5,000,000 shares of $.0001 par value (liquidation
preference of $100 per share)
Series A 7% Convertible; issued and outstanding 47,557 shares of $.0001 par value 5
Series C 7% Convertible; issued and outstanding 62,182 shares of $.01 par value 622
Common stock authorized, 85,000,000 shares; issued and outstanding 44,952,217
shares of $.0001 par value and 40,680,691 shares of $0.01 par value, respectively 4,495 406,807
Additional contributed capital 50,261,385 45,325,173
Accumulated deficit (40,842,329) (35,111,204)
9,423,556 10,621,398
29,967,389 $ 30,844,681
See accompanying notes to the consolidated financial statements.
4
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BIO-key International, Inc. and Subsidiary

CONSOLIDATED STATEMENTS OF OPERATIONS

Revenues
Services $
License fees and other

Costs and other expenses

Cost of services

Cost of license fees and other

Selling, general and administrative
Research, development and engineering

Operating loss

Other income (deductions)
Interest income

Interest expense

Other

NET LOSS $

Basic and diluted loss to common

stockholders

Net loss $
Convertible preferred stock dividends and
accretion

Loss applicable to common stockholders $
Basic and diluted loss per common share

Net loss $
Convertible preferred stock dividend and
accretion

Loss applicable per common share $

Weighted average number of shares

See accompanying notes to the consolidated financial statements

(Unaudited)

Three months ended
June 30,
2005

2,761,887
902,645
3,664,532
1,034,127
205,385
3,125,471
1,670,471
6,035,454
(2,370,922)
2,988
(575,760)
(532)
(573,304)

(2,944,226)

(2,944,226)
(176,600)

(3,120,826)

(0.07)

(0.07)

44,683,981

2004

158,213 §
360,901
519,114
156,333
94,889
1,190,109
351,814
1,793,145

(1,274,031)

(852)
14,175
13,323

(1,260,708) $

(1,260,708) $
(153,150)

(1,413,858) $

0.03) $
(0.01)
0.04) $

37,693,849

Six months ended
June 30,
2005

5,821,741
1,743,182
7,564,923
1,869,692
533,242
5,972,094
3,745,541
12,120,569
(4,555,646)
29,050
(1,080,815)
(20,532)
(1,072,297)

(5,627,943)

(5,627,943)
(187,300)

(5,815,243)

(0.13)

(0.13)

43,786,771

2004
200,776
630,224
831,000
156,333
100,667

2,011,062
614,575
2,882,637

(2,051,637)

(137,472)
16,523
(120,949)

(2,172,586)

(2,172,586)
(153,150)

(2,325,736)

(0.07)
(0.01)
(0.08)

30,769,548

CONSOLIDATED BALANCE SHEETS
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BIO-key International, Inc. and Subsidiary

CONSOLIDATED STATEMENTS OF CASH FLOWS

Six Months
Ended June 30,
2005
Cash flows from operating activities
Net loss (5,627,943)
Adjustments to reconcile net loss to net cash used in operating activities:
Depreciation 115,618
Amortization
Intangible assets 455,634
Discounts on convertible debt related to warrants and beneficial conversion features 311,534
Allowance for doubtful receivables 36,865
Loss on sale of investment 20,000
Deferred rent (190,964)
Options and warrants issued for services and other 529,968
Change in assets and liabilities:
Accounts receivable trade (26,761)
Costs in excess of billings 65,260
Inventories (1,702)
Prepaid expenses and other (356,571)
Accounts payable (411,986)
Accrued liabilities 659,932
Billings in excess of costs 802,004
Deferred revenue (133,335)
Net cash used in operating activities (3,752,447)
Cash flows from investing activities
Acquisition of PSG
Capital expenditures (120,985)
Investment
Proceeds from sale of marketable debt securities 980,000
Deposits 501,069
Subscription
Proceeds from sale of trademark 50,000
Patents (21,353)
Net cash provided by (used in) investing activities 1,388,731
Cash flows from financing activities
Sale of common stock
Issuance of long-term obligations 4,515,249
Net advance from (to) stockholders (12,753)
Repay long-term obligations (1,404,568)
Financing fees (347,315)
Issuance of bridge note 250,000
Repayment of bridge note (250,000)
Repurchase of warrants
Exercise of warrants and options 538,788
Net refund of offering costs 100,000
Offering costs (9,462)

Other

CONSOLIDATED BALANCE SHEETS

(Unaudited)

2004
(2,172,586)
17,015
108,329

4,000

(664,478)
28,947
155,351
(114,080)
254,508
75,747
(2,307,247)
(498,937)
(79,089)
(5,887,500)
(50,000)
(25,739)
(6,541,265)

11,248,803

1,000,000
(44,246)
(400,000)

(100,000)

(31,688)
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Net cash provided by financing activities 3,379,939 11,672,869
NET INCREASE IN CASH 1,016,223 2,824,357
Cash and cash equivalents, beginning of period 956,230 1,012,790
Cash and cash equivalents, end of period $ 1,972,453 3,837,147
See accompanying notes to the consolidated financial statements
6
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BIO-key International, Inc. and Subsidiary

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

June 30, 2005 and 2004 (Unaudited) and December 31, 2004

1. BASIS OF PRESENTATION

The accompanying unaudited interim consolidated financial statements include the accounts of BIO-key International, Inc. and their wholly
owned subsidiary (collectively, the Company) and are stated in conformity with accounting principles generally accepted in the United States,
pursuant to the rules and regulations of the Securities and Exchange Commission. Pursuant to such rules and regulations, certain financial
information and footnote disclosures normally included in the financial statements have been condensed or omitted. Significant intercompany
accounts and transactions have been eliminated in consolidation.

In the opinion of management, the accompanying unaudited interim consolidated financial statements contain all necessary adjustments,
consisting only of those of a recurring nature, and disclosures to present fairly the financial position and the results of its operations and cash
flows for the periods presented. It is suggested that these interim consolidated financial statements are read in conjunction with the financial
statements and the related notes thereto included in the Company s Annual Report on Form 10-KSB for the fiscal year ended December 31, 2004.

Certain amounts in the 2004 consolidated financial statements have been reclassified to conform to the 2005 presentation. These reclassifications
had no effect on the previously reported net loss or stockholders equity.

2. LIQUIDITY AND CAPITAL RESOURCE MATTERS

Broad commercial acceptance of the Company s technology is critical to the Company s success and ability to generate revenues. The Company
has only recently begun to generate significant revenues, has suffered recurring losses from operations and has a working capital deficit.

The Company is in need of additional capital. The Company is currently considering various alternatives related to raising additional capital
including continued funding from an investment group and new funding from other sources. No assurance can be given that any form of
additional financing will be available on terms acceptable to the Company, that adequate financing will be obtained to meet its needs, or that
such financing would not be dilutive to existing shareholders.

CONSOLIDATED BALANCE SHEETS 20
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CONSOLIDATED BALANCE SHEETS
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The accompanying financial statements have been prepared in conformity with accounting principles generally accepted in the United States,
which contemplate continuation of the Company as a going concern. The matters described in the preceding paragraphs raise substantial doubt
about the Company s ability to continue as a going concern. Recoverability of a major portion of the recorded asset amounts shown in the
accompanying balance sheet is dependent upon the Company s ability to obtain additional financing, meet its financing requirements on a
continuing basis, and succeed in its future operations. The accompanying financial statements do not include any adjustments that may result
from the uncertainty regarding the Company s ability to continue as a going concern.

3. LOSS PER COMMON SHARE

Basic loss per share is calculated by dividing the net loss attributable to common stockholders by the number of weighted average common
shares outstanding. Diluted earnings per share are calculated by dividing the net loss attributable to common stockholders by the weighted
average common shares, and when dilutive, by including options, warrants and convertible securities outstanding using the treasury stock
method. There was no difference between basic and diluted loss per share for all periods presented, because the impact of including options,
warrants and convertible securities would be antidilutive.

4. EQUIPMENT AND LEASEHOLD IMPROVEMENTS

Equipment and leasehold improvements at June 30, 2005 and December 31, 2004 consisted of the following:

June 30, December 31,
2005 2004

Equipment $ 433,658 $ 348,298
Furniture and fixtures 175,650 162,593
Software 105,671 88,302
Leasehold improvements 170,955 165,756
885,934 764,949

Less accumulated depreciation and amortization 236,466 120,848
$ 649,468 $ 644,101

5. GOODWILL, OTHER INTANGIBLE ASSETS

The Company s goodwill resulted from the acquisition of Public Safety Group, Inc. and certain assets and assumed liabilities of the Mobile
Government Division of Aether

CONSOLIDATED BALANCE SHEETS 22



Edgar Filing: BIO KEY INTERNATIONAL INC - Form 10QSB

Systems, Inc. in 2004. As provided by SFAS No. 142, the Company has elected to perform the annual assessment of the carrying value of all
goodwill as of August 1 each year using a number of criteria, including the value of the overall enterprise. As of June 30, 2005, the Company

believes no material impairment exists. Future impairment charges from existing operations or other acquisitions, if any, will be reflected as an

operating expense in the statement of operations.

Mobile Government

Balance at December 31, 2004

Adjustment to trade receivables

Adjustment to allowance for doubtful accounts

Billings in excess of costs and earnings on uncompleted contracts
Other working capital adjustments

Balance at June 30, 2005
Public Safety Group. Inc.
Balance at December 31, 2004 and June 30, 2005

Total Goodwill

9,363,371
(227,997)
(292,405)
(410,685)

46,520

8,478,804

2,703,877

11,182,681

CONSOLIDATED BALANCE SHEETS
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Other intangible assets as of June 30, 2005 and December 31, 2004 consisted of the following:

June30, December 31,
2005 2004

Copyrighted software $ 1,181,429 $ 1,181,429
Customer relationships 1,009,000 1,009,000
Trademarks 807,872 807,872
Developed technology 710,000 710,000
Marketing agreements 605,340 605,340
Patents and patents pending 239,347 217,994
Financing fees 432,155 84,840
4,985,143 4,616,475

Less accumulated amortization 894,830 439,196
$ 4,090,313 $ 4,177,279

10
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6. ACCRUED LIABILITIES

Accrued liabilities at June 30, 2005 and December 31, 2004 consisted of the following:

June 30, December 31,
2005 2004
Contract costs not yet invoiced by vendors $ 3,692,139 $ 3,301,442
Compensation 722,747 634,894
Royalties 265,248 254,055
Interest 235,574 227,680
Other 235,334 221,548
$ 5,151,042 $ 4,639,619

7. CONVERTIBLE DEBT FINANCING

On June 8, 2005, we entered into a Securities Purchase Agreement (the Senior Purchase Agreement ) with an institutional investor. Under the
Senior Purchase Agreement, the Company issued a Secured Convertible Term Note (the Senior Convertible Note ) in the aggregate principal
amount of $2,000,000, convertible into Common Stock of the Company in certain circumstances at $1.35 per share, and issued a warrant (the
Senior Warrant ) to purchase an aggregate of 444,444 shares of the Common Stock at a per share exercise price of $1.55. The aggregate
consideration received by the Company, net of all fees and expenses, for the Senior Convertible Note and the Senior Warrant was approximately
$1,841,000. The proceeds from this transaction are to be used for working capital purposes. The Company s obligations under the Senior
Purchase Agreement and the Senior Convertible Notes are secured by a security interest in all or substantially all of the Company s assets.

Under the terms of the Senior Convertible Note, we are required to make monthly payments of accrued interest only beginning on July 1, 2005.
In addition, the Senior Convertible Note provides for monthly payments of principal in equal 1/32 increments thereof, plus accrued
interest, commencing October 1, 2005. The Senior Convertible Note bears interest at an initial rate equal to the prime
rate plus two percent (2%), subject to a six percent (6%) floor. The interest rate on the Senior Convertible Note is
subject to reduction on a month-by-month basis if the following specified conditions are met. If (a) we register the
common stock underlying the Senior Convertible Note and Senior Warrant on a registration statement declared
effective by the Securities and Exchange Commission and (b) our common stock is trading at a 25% or greater
premium to the note conversion price, then the interest rate will be adjusted downward by 2.0% for each incremental
25% increase over the note conversion price. Alternatively, if (x) we have not registered such

11
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common stock under an effective registration statement, but (y) our common stock is trading at a 25% or greater premium to the note conversion
price, then the interest rate will be adjusted downward by 1.0% for each incremental 25% increase over the note conversion price. In no event
shall the interest rate be less than 0%.

For any cash payments we make on the Senior Convertible Note (e.g., any amounts due that are not converted into common stock), we are
required to pay an amount equal to 102% of the principal amount due. In addition, we can prepay the note at any time upon payment of an
amount equal to 110% of the then outstanding principal balance, plus accrued and unpaid interest.

Laurus has the option at any time to convert any or all of the outstanding principal and accrued and unpaid interest on the Senior Convertible
Note into shares of our common stock at a conversion price of $1.35 per share. In addition, for each monthly payment under the note, Laurus
will be obligated to convert a portion of the monthly payment into common stock at the applicable conversion price, so long as:

the average closing price of our common stock (for the five trading days immediately preceding the payment date)
is greater than $1.48 per share (which represents 110% of the note conversion price, based on the initial conversion
price of $1.35),

such amount being converted does not exceed 25% of the aggregate dollar trading volume for such immediately
preceding twenty-two trading days, and

the shares of common stock underlying the note are registered under an effective registration statement with the
Securities and Exchange Commission.

The terms of the Senior Convertible Note and Senior Warrant prohibit conversion of the note or exercise of the warrant to the extent that
conversion of the note and exercise of the warrant would result in any holder thereof, together with its affiliates, beneficially owning in excess of
4.99% of our outstanding shares of common stock. A holder may waive the 4.99% limitation upon 75 days prior written notice to us. Also, this
limitation does not preclude the holder from converting or exercising the note or warrant and selling shares underlying the note or warrant in
stages over time where each stage does not cause the holder and its affiliates to beneficially own shares in excess of the limitation amount.

As security for our obligations to Laurus, we, along with our wholly-owned subsidiary Public Safety Group, Inc. ( PSG ), have granted to Laurus
a blanket security interest in all of our assets, and we have entered into a stock pledge with Laurus for the capital stock in

12
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PSG. If an event of default occurs under the Senior Convertible Note or the other related investment agreements, 120% of the unpaid principal
balance on the Senior Convertible Note, plus accrued interest and fees, shall become immediately due and Laurus shall be entitled to payment of
a default interest rate of 1.5% per month on all amounts due under the Senior Convertible Note. Such events of default include the following:

a failure to pay interest and principal payments under the Senior Convertible Note within three days of when due;

a breach by us of any material covenant or term or condition of the Senior Convertible Note or in any of the
investment agreements, if not cured within 30 days of such breach;

a breach by us of any material representation or warranty made in the Senior Convertible Note or in any of the
investment agreements;

if we make an assignment for the benefit of our creditors, or a receiver or trustee is appointed for us, or any form
of bankruptcy or insolvency proceeding is instituted by us, or any involuntary proceeding is instituted against us if not
vacated within 60 days;

the filing of any money judgment or similar final process against us for more than $50,000, which remains
unvacated, unbonded or unstayed for a period of 30 days;

if our common stock is suspended for five consecutive days or for five days during any ten consecutive days from
a principal market or pursuant to a Securities and Exchange Commission stop order; and

a failure by us to timely deliver shares of common stock when due upon conversions of the Senior Convertible
Note.

Upon an event of default, Laurus will be entitled to specified remedies, including remedies under the Uniform Commercial Code.

We have agreed to register with the Securities and Exchange Commission for resale the shares of common stock that are issuable upon
conversion of the Senior Convertible Note and upon exercise of the Senior Warrant. Under the registration rights agreement, we are obligated to
file a registration statement with the Securities and Exchange Commission on or before July 8, 2005, and to use reasonable commercial efforts to
have the registration statement declared effective not later than September 6, 2005. The resale registration statement was initially filed with the
Securities and Exchange Commission on July 8, 2005 for the shares underlying the Senior Convertible Note and Senior Warrant. If we fail to
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comply with our registration obligations, Laurus will be entitled to certain specified remedies, including monetary liquidated damages. In

13
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particular, for each 30 days (or such pro rated number of days) that we are out of compliance with our registration obligations, we will be subject
to a liquidated damage assessment of 2% of the then outstanding principal amount of the Senior Convertible Note.

We entered into a Securities Purchase Agreement, effective as of May 31, 2005, (the Subordinated Purchase Agreement ) with existing
shareholders of the Company and other accredited investors (collectively, the Subordinated Investors ). Under the Subordinated Purchase
Agreement, the Company issued Convertible Term Notes (the Subordinated Convertible Notes ) in the aggregate principal amount of $2,794,723,
convertible into Common Stock of the Company in certain circumstances at $1.35 per share, and issued warrants (the Subordinated Warrants ) to
purchase an aggregate of 828,066 shares of the Common Stock at a per share exercise price of $1.50. The aggregate consideration received by

the Company, net of all fees and expenses, for such Subordinated Convertible Notes and Subordinated Warrants was approximately $2,411,000.
The proceeds from this transaction are to be used for working capital purposes. The Subordinated Convertible Notes were issued at a purchase
price equal to $900 for each $1,000 of principal amount of the Note.

Under the terms of the Subordinated Convertible Notes, we are required to make quarterly payments of accrued interest only beginning on
September 1, 2005. In addition, the Subordinated Convertible Notes provide for quarterly payments of principal in equal increments thereof,
plus accrued interest, commencing September 1, 2006 through May 31, 2008, which payments may be made in shares of common stock at the
option of each noteholder. The Subordinated Convertible Notes bear interest at nine percent (9%) per annum. Each Subordinated Convertible
Note was issued at a purchase price equal to $900 for each $1,000 of principal amount of the Note.

We may prepay the Subordinated Convertible Notes at any time upon payment of an amount equal to 120% of the then outstanding principal
balance, plus accrued and unpaid interest. Upon any such prepayment, the Senior Convertible Note must also be prepaid. The Subordinated
Investors have the option at any time to convert any or all of the outstanding principal and accrued and unpaid interest on the Subordinated
Convertible Notes into shares of our common stock at a conversion price of $1.35 per share.

The terms of the Subordinated Convertible Notes and Subordinated Warrants prohibit conversion of the notes or exercise of the warrants to the
extent that conversion of the notes and exercise of the warrants would result in any holder thereof, together with its affiliates, beneficially
owning in excess of 4.99% of our outstanding shares of common stock. A holder may waive the 4.99% limitation upon 75 days prior written
notice to us. Also, this limitation does not preclude the holder from converting or exercising the note or warrant and selling shares underlying the
note or warrant in stages over time where each stage does not cause the holder and its affiliates to beneficially own shares in excess of the
limitation amount.

14
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If an event of default occurs under the Subordinated Convertible Notes or the other related investment agreements, the unpaid principal balance
on the Subordinated Convertible Notes, plus accrued interest, shall, at the noteholder s option, become immediately due and the Subordinated
Investors shall be entitled to payment of additional default interest at the rate of 2.0% per month on all amounts due under the Subordinated
Convertible Notes. Such events of default include the following:

failure to pay interest and principal payments under the Subordinated Convertible Notes within three days of when
due;

a breach by us of any covenant, term or condition in any material respect of the Subordinated Convertible Notes or
in any of the investment agreements, if not cured within 30 days of such breach;

any representation or warranty made in the Subordinated Convertible Notes or in any of the investment
agreements being false or misleading in any material respect;

if we make an assignment for the benefit of our creditors, or a receiver or trustee is appointed for us, or any form
of bankruptcy or insolvency proceeding is instituted by us, or any involuntary proceeding is instituted against us;

the filing of any money judgment or similar final process against us for more than $50,000, which remains
unvacated, unbonded or unstayed for a period of 30 days;

if our common stock is suspended for five consecutive days or for five days during any ten consecutive days from
a principal market or pursuant to a Securities and Exchange Commission stop order;

a failure by us to timely deliver shares of common stock when due upon conversions of the Subordinated
Convertible Notes; and

a change in our controlling ownership.

Upon an event of default, the rights and remedies of the Subordinated Investors will be subordinate to those of the Senior Investors pursuant to a
Subordination and Intercreditor Agreement dated as of September 30, 2004 (as amended, supplemented or otherwise modified from time to
time) by and among Laurus, as Collateral Agent, Shaar, as Purchaser Agent, Aether Systems, Inc., PSG and the Company.
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We have agreed to register with the Securities and Exchange Commission for resale the shares of common stock that are issuable upon
conversion of the Subordinated Convertible Notes and upon exercise of the Subordinated Warrants. Under the registration rights agreement, we
are obligated to file a registration statement with the Securities and Exchange Commission on or before July 8, 2005, and to use reasonable
commercial efforts to have the registration statement declared effective not later than September 6, 2005. The resale registration statement was
initially filed with the Securities and Exchange Commission on July 8, 2005 for the shares underlying the Subordinated Convertible Notes and
Subordinated Warrants. If we fail to comply with our registration obligations, the Subordinated Investors will be entitled to certain specified
remedies, including monetary liquidated damages. In particular, for each 30 days (or such pro rated number of days) that we are out of
compliance with our registration obligations, we will be subject to a liquidated damage assessment of 2% of the then outstanding principal
amount of the Subordinated Convertible Notes.

Certain Subordinated Investors purchased additional Subordinated Convertible Notes under the Subordinated Purchase Agreement in the
aggregate principal amount of $450,000 and received additional Subordinated Warrants to purchase an aggregate of 133,333 shares of Common
Stock at a per share exercise price of $1.50. The aggregate consideration received by the Company, net of all fees and expenses, for such
Subordinated Convertible Notes and Subordinated Warrants was $404,500.
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In connection with these purchase agreements, the Company s investment bankers received warrants to purchase an aggregate 271,948 shares of
the Common Stock at a per share exercise price of $1.35.

On April 28, 2005 The Shaar Fund Ltd. loaned $250,000 to the Company. The loan allowed for interest at 10% per annum and was paid in full
in June 2005 in conjunction with the Company s recent financing activities.

On July 8, 2005 the Company made a payment of $39,061 to a holder of a senior convertible note issued by the Company on September 29,2004
to fully pay all principal and interest on the Note. In conjunction with this repayment, the holder surrendered a warrant to purchase 11,111 shares
of the Company s $0.0001 par value common stock.

As of June 30, 2005 the Company was delinquent with respect to certain principal and interest obligations on certain subordinated notes issued
in September 2004. Accordingly, the Company has reclassified approximately $783,000 of principal from long-term to current as of June 30,
2005.

8. STOCKHOLDERS EQUITY

Common Stock

During the six months ended June 30, 2005, Investors converted convertible term notes in the aggregate principal amount of $2,063,920 and
$62,274 of accrued interest thereon into 1,575,135 shares of the Company s common stock.

Additional Contributed Capital

In connection with an arbitration settlement, additional contributed capital increased by $100,000 as a result of a refund of offering costs
received from the Company s investment bankers.

Series A Convertible Preferred Stock

During the six months ended June 30, 20053, Investors converted a total of 14,625 shares of the Company s Series A Preferred Stock and $92,944
of accrued dividends thereon into 2,073,926 shares of the Company s $0.0001 par value common stock.

CONSOLIDATED BALANCE SHEETS 32



Edgar Filing: BIO KEY INTERNATIONAL INC - Form 10QSB

As of June 30, 2003, there are approximately $434,000 of cumulative dividends in arrears on the Series A preferred stock.
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Options and Warrants

The following summarizes option and warrant activity since December 31, 2004:

1996 1999 2004 Non-

Plan Plan Plan Plan Warrants Total
Balance, December 31, 2004 231,380 1,176,669 1,960,000 4,158,000 12,144,112 19,670,161
Granted 205,000 205,000
Exchanged 18,018 (17,544) 474
Exercised (96,668) (97,000) (525,000) (718,668)
Expired or cancelled (2,730) (470,000) (67,500) (540,230)
Balance, March 31, 2005 150,000 1,062,125 2,165,000 3,688,000 11,551,612 18,616,737
Granted 458,500 100,000 1,521,125 2,079,625
Exercised (20,000) (20,000)
Expired or cancelled (390,000) (50,000) (440,000)
Balance, June 30, 2005 150,000 1,062,125 2,623,500 3,378,000 13,022,737 20,236,362
Available for future grants,
June 30, 2005 159,332 647,132 1,376,500 2,182,964

In January 2005, the Company agreed to exchange an employee s 1999 Plan stock option of 17,544 shares for a 1996 Plan stock option of 18,018
shares. This employee along with another employee exercised options for 20,288 shares of the Company s common stock at a cost of $7,914.

In January 2005, warrants to purchase 10,000 shares of the Company s common stock were exercised on a cashless basis. This transaction
resulted in the Company issuing an aggregate of 3,070 shares of the Company s common stock.

In January 2005, a former employee exercised an option for 97,000 shares of the Company s common stock in exchange for the cancellation of
60,195 shares of the Company s common stock previously owned by the former employee.

In January 2005, options to purchase 76,380 shares of the Company s common stock were exercised on a cashless basis. This transaction resulted
in the Company issuing an aggregate of 27,302 shares of the Company s common stock.

During the three months ended March 31, 2005, warrants for 515,000 shares of the Company s common stock were exercised for $520,250.
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On May 13, 2005 the Company issued a director, Charles Romeo a stock option to purchase 350,000 shares of the Company s common stock at
an exercise price of $1.17 per share. The option has a term of seven (7) years and 200,000 shares vest immediately. Of the remaining shares,
75,000 vest on May 13, 2006 and 75,000 vest on May 13, 2007. The estimated fair value of this option was approximately $355,825.

On May 13, 2005, the Company issued a consultant a stock option to purchase 100,000 shares of common stock at an exercise price of $0.86 per
share. This option has a term of seven (7) years and vests in two equal annual installments commencing May 13, 2006. The estimated fair value
of this option was approximately $104,000.
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Proforma Compensation Disclosure

In December 2002, the Financial Accounting Standards Board (FASB) issued SFASB No. 148, Accounting for Stock-Based
Compensation-Transition and Disclosure. SFAS No. 148 amends SFAS No. 123, Accounting for Stock-Based Compensation, to provide
alternative methods of transition for a voluntary charge to the fair value based method of accounting for stock-based employee compensation. In
addition, SFAS No. 148 requires expanded and more prominent disclosure in both annual and interim financial statements about the method of
accounting for stock-based employee compensation and the effect of the method on reported results.

The Company has not adopted a method under SFAS No. 148 to expense stock options but rather continues to apply the recognition and
measurement provisions of APB Opinion No.25, Accounting for Stock issued to Employees, and related interpretations in accounting for those
plans. No stock-based employee compensation expense for options is reflected in net income for the fiscal periods presented as all options
granted under those plans had an exercise price equal to or lower than the market price of the underlying common stock at the date of grant.

If compensation expense for the stock options granted had been determined based on the fair value at the grant dates consistent with the method
of SFAS No. 123, the Company s proforma net loss and proforma loss per share would have been as follows:

Three Months Ended June 30, Six Months Ended June 30,

2005 2004 2005 2004
Net loss
As reported $ (2,944,226) $ (1,260,708) $ (5,627,943) $ (2,172,586)
Proforma (3,166,682) (1,327,708) (6,061,400) (2,306,586)
Loss applicable to common Stockholders
As reported $ (3,120,826) $ (1,413,858) $ (5,815,243) $ (2,325,736)
Proforma (3,343,282) (1,480,858) (6,248,700) (2,459,736)
Basic and diluted loss per common share
As reported $ (0.07) $ 0.04) $ (0.13) $ (0.08)
Proforma (0.07) (0.04) (0.14) (0.08)
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9. Supplementary Disclosures of Cash Flow Information

Six Months Ended June 30,
2005 2004

Cash paid for:
Interest $ 643,451 $ 1,857

Noncash Financing Activities:

Conversion of convertible debentures and notes, bridge

notes and accrued interest into common stock 2,126,196 2,864,293
Issuance of Convertible Preferred Shares in exchange for

Series B preferred stock and cumulative dividends in arrears

thereon 525,668
Issuance of Convertible Preferred Shares in exchange for

debt 8,702,463
Issuance of common stock in exchange for warrants 3,039
Issuance of common stock in conjunction with PSG

acquisition 3,608,940

Issuance of common stock in exchange for Series A and
Series C preferred stock and cumulative dividends in

arrears, thereon 92,960 22,372
Cashless exercise of options and warrants 164,075

Goodwill allocation adjustment 884,567

Warrants issued in conjunction with convertible debt

financing 1,225,000

10. Events Occurring Subsequent to June 30. 2005

On July 11, 2005 The Shaar Fund Ltd. converted a total of 3,000 shares of the Company s Series A Preferred Stock and $28,875 of accrued

dividends thereon into 438,500 shares of the Company s common stock.
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The information contained in this Report on Form 10-QSB and in other public statements by the Company and Company officers include or may
contain certain forward-looking statements within the meaning of Section 27A of the U.S. Securities Act of 1933 and Section 21E of the U.S.
Securities Exchange of 1934. All statements other than statements of historical facts contained in this Report on Form 10-QSB, including
statements regarding our future financial position, business strategy and plans and objectives of management for future operations, are
forward-looking statements. The words anticipate, believe, estimate, will, may, future, plan, intend and expect and similar expre
identify forward-looking statements. Although we believe that our plans, intentions and expectations reflected in the forward-looking statements
are reasonable, we cannot be sure that they will be achieved. Actual results may differ materially from the forward-looking statements contained
herein due to a number of factors. Many of these factors are set forth in the Company s Annual Report on Form 10-KSB under the caption Risk
Factors and other filings with the Securities and Exchange Commission. These factors are not intended to represent a complete list of the
general or specific factors that may affect us. It should be recognized that other factors, including general economic factors and business
strategies may be significant, presently or in the future. Except as required by law, we undertake no obligation to update any forward-looking
statement, whether as a result of new information, future events or otherwise.
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The following should be read in conjunction with the financial statements of the Company included elsewhere herein.

BIO-key International, Inc., a Delaware corporation (the Company, BIO-key, we, or us )founded in 1993, delivers advanced finger based
biometric identification and security solutions and information services to law enforcement, fire service, and emergency medical service

agencies as well as other government and private sector customers. BIO-key s mobile wireless technology provides first responders with critical,
reliable, real-time data and images from local, state, and national databases. More than 2,500 police, fire, and emergency services departments

in North America currently use BIO-key solutions, making the company a leading supplier of mobile and wireless solutions for public safety.

Effective January 1, 2005, BIO-key International, Inc., a Minnesota corporation ( Old BIO-key ) reincorporated as the Company. The
reincorporation was effected pursuant to an Agreement and Plan of Merger (the Merger Agreement ), whereby Old BIO-key was merged with
and into the Company, its wholly owned subsidiary, in order to reincorporate in the State of Delaware (the Reincorporation ). As a result of the
Reincorporation, the legal domicile of the Company is now Delaware.

BIO-key has four major product lines: biometrics, handheld mobile software/devices, mobile information software and records management
software for fire service/EMS agencies.
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We actively market and sell our biometric technology to biometric system integrators and resellers who are focused on the security and logical
access markets. A number of BIO-key s customers have begun to deploy its technology on a run-time basis, which is generating recurring
revenues.

BIO-key s public safety offerings are sold directly to counties, cities, or towns across North America and to Computer Aided Dispatch/Records
Management System application providers and system integrators who include BIO-key s mobile data and fire records management software as
part of their overall deliverables for their customers. Most often, public safety offerings for small sized cities or towns are provided by BIO-key
authorized resellers.

We are a leading supplier of mobile data solutions for police and fire service agencies using laptop computers as well as applications for
handheld mobile delivery on different devices, including Blackberries, PDAs, Smartphones, and tablet notebook computers located in police
vehicles. BIO-key handheld offerings are particularly suited for specialty units and investigators that work remotely and do not have access to a
conventional office desktop computer or a laptop computer.

Concerns relating to Homeland Security and the ever-increasing occurrences of identity theft in the commercial marketplace have amplified the
need for positive identification of individuals, and increased interest in biometrics. BIO-key believes its biometric technology provides a most

reliable, convenient, and cost effective method for confirming the identity of persons in local or remote locations relative to existing traditional

methods.

CRITICAL ACCOUNTING POLICIES

There have been no material changes to our critical accounting policies and estimates since the end of our 2004 fiscal year. For detailed
information on our critical accounting policies and estimates, see our financial statements and notes thereto included in this Report and in our
Annual Report on Form 10-KSB for the fiscal year ended December 31, 2004.
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RECENT ACCOUNTING PRONOUNCEMENTS

In December 2004, the FASB issued SFAS No. 123 (revised 2004), Share-Based Payment (SFAS 123R) . This statement replaces SFAS
No. 123 and supersedes APB Opinion No. 25, Accounting for Stock Issued to Employees. SFAS 123R requires all share-based payments to
employees, including grants of employee stock options, to be recognized in the financial statements based on their fair value. The pro-forma
disclosures previously permitted under SFAS 123 no longer will be an alternative to financial statement recognition. For the Company, SFAS
123R is effective for periods beginning after December 15, 2005.

We plan to adopt SFAS 123R on January 1, 2006 using the modified prospective application method described in the statement. Under the
modified prospective application method, we will apply the standard to new awards and to awards modified, repurchased, or cancelled after the
required effective date. Additionally, compensation cost for the unvested portion of awards outstanding as of the required effective date will be
recognized as compensation expense as the requisite service is rendered after the required effective date. We are evaluating the impact of
adopting SFAS 123R and expect that we will record substantial non-cash stock compensation expenses. The adoption of SFAS 123R is not
expected to have a significant effect on cash flows but is expected to have a significant adverse effect on our results of operations. The future
impact of the adoption of SFAS 123R cannot be predicted at this time because it will depend upon the levels of share-based payments granted in
the future. However, had we adopted SFAS 123R in prior periods, the impact would have approximated the impact of SFAS 123 as described in
the disclosure of pro forma net loss attributable to common stockholders included in the Stockholders Equity footnote.

RESULTS OF OPERATIONS

The discussion below regarding our results of operations for the three and six months ended June 30, 2005 reflects the combined operations of
our historic biometric technology licensing business and our new public safety division, comprised of the former PSG and the former Mobile
Government. The corresponding periods in 2004 include the operations of our historic biometric business and three months of results for the
new public safety division. In order to present the following discussion in a manner to provide a more meaningful comparison between the two
periods, where possible, we have quantified the material changes in our results of operations which are attributable to the operations of each of
our businesses. Because the acquisition of the Mobile Government division of Aether Systems was not completed until September 30,2004, the
results of operations for Mobile Government are not included in the three and six month periods ending June 30, 2004.

22

43



Edgar Filing: BIO KEY INTERNATIONAL INC - Form 10QSB

THREE AND SIX MONTHS ENDED JUNE 30, 2005 AS COMPARED TO JUNE 30, 2004

Revenue

Services revenues, which include maintenance, technical support and other professional services, were approximately $2,762,000 during the
three months ended June 30, 2005 as compared to approximately $158,000 during the corresponding period in 2004. The increase in 2005
services revenues is due to $2,683,000 in revenue from Mobile Government, which was acquired in September, 2004. Services revenues from
BIO-key and PSG were $79,000 during the three months ended June 30, 2005 as compared with $158,000 during the comparable period in 2004.

License fees and other revenue, which principally includes software license fees and hardware sales, were approximately $903,000 during the
three months ended June 30, 2005 as compared to approximately $361,000 during the corresponding period in 2004. The increase in 2005
license and other revenues is due to $776,000 in revenue from Mobile Government. License and other revenues from BIO-key and PSG on a
combined basis were $127,000 for the second quarter of 2005 as compared with $ 361,000 during the comparable period in 2004.

For the six months ended June 30, 2005, services revenues were approximately $5,822,000 compared to approximately $201,000 during the
corresponding period in 2004. The increase in 2005 services revenues is due to $5,689,000 in revenue from the Mobile Government division.
Service revenues from the BIO-key division and the Public Safety Group were $132,000 during the six months ended June 30, 2005 compared to
$201,000 during the corresponding period in 2004.

License fees and other revenue, were approximately $1,743,000 during the six months ended June 30, 2005 as compared to approximately
$630,000 during the corresponding period in 2004. The increase in 2005 license and other revenues is due to $1,550,000 in revenue from Mobile
Government. License fees and other revenue from BIO-key and PSG were approximately $193,000 during the six months ended June 30, 2005.

Costs And Other Expenses

Costs of services were approximately $1,034,000 during the three months ended June 30, 2005 as compared to approximately $ 156,000 during
the prior year period. The increase in 2005 was due to $874,000 in costs of services of Mobile Government.

Costs of license and other were approximately $205,000 during the three months ended June 30, 2005 as compared to approximately $95,000
during the corresponding period in 2004. The increase in 2005 was due to $202,000 in costs of license and other of Mobile Government.

Costs of services were approximately $1,870,000 during the six months ended June 30, 2005 as compared to approximately $156,000 during the
prior year period. The increase in 2005
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was due to $1,550,000 in costs of services of Mobile Government. Costs of services for BIO-key and PSG were $320,000 for the six months
ended June 30, 2005 as compared to approximately $156,000 during the prior year period.

Costs of license and other were approximately $533,000 during the six months ended June 30, 2005 as compared to approximately $101,000
during the corresponding period in 2004. The increase in 2005 was due to $510,000 in costs of license and other of Mobile Government Costs
of license and other for BIO-key and PSG were $23,000 for the six months ended June 30, 2005.

Selling, general and administrative expenses. Selling, general and administrative expenses increased to approximately
$3,125,000 during the three months ended June 30, 2005 from approximately $1,190,000 during the corresponding
period in 2004. With the acquisition of Mobile Government, the company significantly increased the number of
employees in the selling, general and administrative area. Salary and benefit related expenses were approximately
$1,812,000 during the three months ended June 30, 2005 compared to $585,000 for the comparable period in 2004.
For the six months ended June 30, 2005, selling, general and administrative expenses increased by $3,961,000 to
approximately $5,972,000. Salary and benefit related expenses were approximately $3,817,000 during the six months
ended June 30, 2005 compared to $878,000 for the comparable period in 2004.

We expect selling, general and administrative expenses to decrease as a percentage of revenue during the remainder of 2005.

Research and Development. Research and development expenses increased to approximately $1,670,000 during the three
months ended June 30, 2005 from approximately $352,000 in 2004. The increase was due to the addition of a
significant number of employees as a result of the acquisition of Mobile Government. Salary, benefits and contractor
expenses were approximately $1,341,000 during the three months ended June 30, 2005 compared to $252,000 for the
comparable period in 2004. For the six months ended June 30, 2005, research and development expenses increased by
$3,131,000 to approximately $3,746,000. Salary, benefits and contractor expenses were approximately $2,734,000
during the six months ended June 30, 2005 compared to $425,000 for the comparable period in 2004.

We expect research and development expenses to decrease as a percentage of revenue during the remainder of 2005.

Interest Expense. Interest expense was approximately $576,000 during the three months ended June 30, 2005 as
compared with approximately $1,000 during the corresponding period of the prior year, when the Company had
virtually no debt. For the six months ended June 30, 2005, interest expense was approximately $1,081,000, as
compared with approximately $137,000 during the prior year period, which included debt during the first quarter only.

Net Operating Loss Carryforwards.  As of December 31, 2004, we had federal and state net operating loss carryforwards
of approximately $32,501,000 and $14,129,000, respectively. The carryforwards expire between

46



Edgar Filing: BIO KEY INTERNATIONAL INC - Form 10QSB

24

47



Edgar Filing: BIO KEY INTERNATIONAL INC - Form 10QSB

2011 and 2024. Such net operating loss carryforwards are subject to the limitations under Section 382 of the Internal Revenue Code due to
changes in the equity ownership of the Company.

LIQUIDITY AND CAPITAL RESOURCES

LIQUIDITY AND CAPITAL RESOURCES
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Net cash used in operations during the six months ended June 30, 2005 was approximately $3,752,000 compared to approximately $2,307,000
during the six months ended June 30, 2004. The increase in negative operating cash flow in 2005 was due to the net loss of approximately
$5,628,000 as compared to the net loss of approximately $2,173,000 during the comparable prior year period. The impact of the net loss on
operating cash flow was somewhat mitigated in 2005 by non cash charges for amortization of intangible assets of approximately $456,000,
discounts on convertible debt related to warrants and beneficial conversion features of approximately $312,000 and compensation expense
associated with options and warrants issued for services of approximately $530,000.

Net cash provided by investing activities for the six months ended June 30, 2005 was approximately $1,389,000 compared to net cash used in
investing activities of approximately $6,541,000 for the corresponding period in 2004. The 2005 amount includes approximately $980,000 in
proceeds from the sale of marketable securities and return of $501,000 of deposits. During the prior year, the Company used approximately
$499,000 to acquire PSG and approximately $5,888,000 to purchase marketable securities.

Net cash provided by financing activities during the six months ended June 30, 2005 was approximately $3,380,000 compared to approximately
$11,673,000 in the corresponding period in 2004, at which time the Company raised approximately $11,249,000 in net proceeds from a private
placement of common stock. During the six months ended June 30, 2005, the Company raised approximately $4,515,000 in net proceeds from a
private placement of convertible debt and received proceeds of approximately $539,000 from warrant and option exercises. Offsetting these
proceeds were debt repayments of approximately $1,405,000. To the extent the Company continues to generate losses and negative cash flows
from operations, the Company expects to seek additional outside financing.

Working capital deficit at June 30, 2005 was approximately $2,262,000 as compared to a deficit of approximately $3,016,000 at December 31,
2004.

On June 8, 2005, we entered into a Securities Purchase Agreement (the Senior PurchaseAgreement ) with an institutional investor. Under the
Senior Purchase Agreement, the Company issued a Secured Convertible Term Note (the Senior Convertible Note ) in the aggregate principal
amount of $2,000,000, convertible into Common Stock of the Company in certain circumstances at $1.35 per share, and issued a warrant (the

Senior Warrant ) to purchase an aggregate of 444,444 shares of the Common Stock at a per share exercise price of $1.55. The aggregate
consideration received by the Company, net of all fees and expenses, for the Senior Convertible Note and the Senior Warrant was approximately
$1,841,000, which was paid by the Investor on June 8, 2005. The proceeds from this transaction are to be used for working capital purposes. The
Company s
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obligations under the Senior Purchase Agreement and the Senior Convertible Notes are secured by a security interest in all or substantially all of
the Company s assets.

We entered into a Securities Purchase Agreement, effective as of May 31, 2005, (the Subordinated Purchase Agreement ) with existing
shareholders of the Company and other accredited investors (collectively, the Subordinated Investors ). Under the Subordinated Purchase
Agreement, the Company issued Convertible Term Notes (the Subordinated Convertible Notes ) in the aggregate principal amount of $2,794,723,
convertible into Common Stock of the Company in certain circumstances at $1.35 per share, and issued warrants (the Subordinated Warrants ) to
purchase an aggregate of 828,066 shares of the Common Stock at a per share exercise price of $1.50. The aggregate consideration received by

the Company, net of all fees and expenses, for the Subordinated Convertible Notes and Convertible Warrants was approximately $2,411,000,

which was paid by the Investor on June 8, 2005. The proceeds from this transaction are to be used for working capital purposes. The

Subordinated Convertible Notes were issued at a purchase price equal to $900 for each $1,000 of principal amount of the Note.

Certain Subordinated Investors purchased additional Subordinated Convertible Notes in the aggregate principal amount of $450,000 and
received additional Subordinated Warrants to purchase an aggregate of 133,333 shares of Common Stock at a per share exercise price of $1.50.
The aggregate consideration received by the Company net of all fees and expenses for such Subordinated Convertible Notes and Subordinated
Warrants was $404,500, which was paid by the Subordinated Investors on July 8, 2005.

In connection with these purchase agreements, the Company s investment bankers received warrants to purchase an aggregate of 271,948 shares
of the Common Stock at a per share exercise price of $1.35.

We do not expect any material capital expenditures during the next twelve months.

The resources necessary to provide working capital in the next twelve months for operations and to provide the resources for growth are a major
concern for the Company. Current monthly operating expenses are approximately $1,700,000 and monthly debt payments are approximately
$350,000. At this level, the Company would need to increase revenue to approximately $2,000,000 per month in order to break even. This is
significantly higher than the monthly revenue generated by the Company in the six months ending June 30, 2005. Accounts Receivable and
Costs and Earnings in Excess of Billings, totaling $9,243,687 at June 20, 2005, are expected to be a significant source of cash for the Company.
However, there can be no assurance that the Company can significantly increase its revenue or that timing of the payments from Accounts
Receivable and Costs and Earnings in Excess of Billings will allow the Company to meet its monthly financial obligations.

To the extent that the Company is unable to increase its monthly revenue and continues to generate losses, we will need to obtain additional
funding to (i) conduct the sales, marketing and technical support necessary to execute our plan to substantially grow operations, increase revenue
and serve a significant customer base; and (ii) provide working capital. Due to several factors, including our history of losses and limited
revenue, our independent auditors have included an explanatory paragraph in their opinion for the year ended December 31, 2004 as to the
substantial doubt about our ability to continue as a going concern. Our long term viability and growth will depend on the successful
commercialization of our technologies and our ability to obtain adequate financing.

Since January 7, 1993 (date of inception), our capital needs have been principally met through proceeds from the sale of equity and debt
securities. If we continue to require additional financing, we expect to look to similar sources of additional capital.
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No assurance can be given that any form of additional financing will be available on terms acceptable to us, that adequate financing will be
obtained to meet our needs, or that such financing would not be dilutive to existing stockholders. If available financing is insufficient or
unavailable or we fail to continue to generate meaningful revenue, we will be required to further reduce operating expenses, delay the expansion
of operations, or be unable to pursue merger or acquisition candidates.

Additionally, the Company s ability to repay its outstanding debt obligations and accrued interest on a timely basis will be at risk. As of June 30,
2005 the Company was delinquent with respect to certain principal and interest obligations on certain subordinated notes issued in September
2004. Accordingly, the Company has reclassified approximately $783,000 of principal from long-term to current as of June 30, 2005.

We do not currently maintain a line of credit or term loan with any commercial bank or other financial institution.
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An evaluation of the effectiveness of the Company s disclosure controls and procedures (as such term is defined in Rules 13a-15(e) or

15d-15(e) of the Securities Exchange Act of 1934, as amended (the Exchange Act )) was carried out by the Company under the supervision and
with the participation of the Company s Co-Chief Executive Officers ( Co-CEOs ) and Chief Financial Officer ( CFO ). As part of this evaluation,
the Company s Co-CEOs and CFO considered the letter dated April 18, 2005 from the Company s independent auditors to the Audit Committee

of the Company s Board of Directors, as previously disclosed by the Company, which identified material weaknesses in the Company s internal
control systems.

Specifically, the Company s auditors stated in their letter that they found the Company to be deficient in its design and implementation of its
internal control system and that, due to two recent acquisitions, the Company is not staffed properly in its accounting and reporting department,
and it may not have appropriate accounting and reporting software. For these reasons, the Company was not able to meet its schedule for
preparing its audit and for filing its annual report on Form 10-KSB in a timely manner. Based upon their evaluation, the Company s CO-CEOs
and CFO concluded that, as of the end of the period covered by this quarterly report, the Company s disclosure controls and procedures were not
effective to provide reasonable assurance that information the Company is required to disclose in reports that it files or submits under the
Exchange Act is recorded, processed, summarized and reported within the time periods specified in the Securities and Exchange Commission
rules and forms.

The Company is in the process of addressing these issues to ensure that the Company s disclosure controls and procedures are improved so as to
provide such reasonable assurance. Specifically, during fiscal 2005, the Company has hired an Assistant Controller, a Manager of Finance, a
Senior Staff Accountant and a Staff Accountant and has also retained the services of several financial consultants to assist the finance and
accounting staff. The Company expects to continue to add to its finance and accounting staff during the second half of fiscal 2005. Also, the
Company believes that its accounting and reporting software itself is appropriate for the business, but feels that additional training of the finance
and accounting staff will enhance the software s utilization and improve the Company s internal control system. This training is currently being
planned and is expected to be implemented during the quarter ending September 30, 2005.

Other than the remedial measures discussed above, which the Company believes have, and will continue to, materially improve its internal
control over financial reporting, there has been no change in the Company s internal control over financial reporting identified in connection with
the evaluation that occurred during the period covered by this report that has materially affected, or is reasonably likely to materially affect, the
Company s internal control over financial reporting.
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1. Between April 1, 2005 and May 2, 2005 The Shaar Fund Ltd. converted unsecured convertible term notes in the aggregate principal

and accrued interest amount of $103,892 into 76,957 shares of the Company s common stock. These securities were issued in a private placement
transaction exempt from registration requirements of the Securities Act pursuant to Section 4(2) thereof directly by the Company without
engaging in any advertising or general solicitation of any kind and without payment of underwriting discounts or commissions to any person.

2. During May and June 2005, investors converted a total of 3,625 shares of the Company s Series A Preferred Stock and $20,757 of
accrued dividends thereon into 511,009 shares of the Company s common stock. These securities were issued in a private placement transaction
exempt from registration requirements of the Securities Act pursuant to Section 4(2) thereof directly by the Company without engaging in any
advertising or general solicitation of any kind and without payment of underwriting discounts or commissions to any person.

3. In May 2005 the Company issued a director, Charles Romeo a stock option to purchase 350,000 shares of the Company s common
stock at an exercise price of $1.17 per share. The option has a term of seven (7) years and 200,000 shares vest immediately. Of the remaining
shares, 75,000 vest on May 12, 2006 and 75,000 vest on May 12, 2007. These securities were issued in a private placement transaction exempt
from the registration requirements of the Securities Act pursuant to Section 4(2) thereof directly by the Company without engaging in any
advertising or general solicitation of any kind and without payment of underwriting discounts or commissions to any person.

4. On June 8, 2005 the Company issued secured convertible term notes in the aggregate principal amount of $2,000,000 and warrants to
purchase 444,444 shares of common stock at an exercise price of $1.55 per share to an institutional investor. These securities were issued in a
private placement transaction exempt from the registration requirements of the Securities Act pursuant to Section 4(2) thereof directly by the
Company without engaging in any advertising or general solicitation of any kind and without payment of underwriting discounts or commissions
to any person.

5. As of May 31, 2005, the Company issued secured convertible term notes in the aggregate principal amount of $3,244,723 and warrants
to purchase 961,399 shares of common stock at an exercise price of $1.50 per share to existing shareholders of the Company and other
accredited investors. These securities were issued in a private placement transaction exempt from the registration requirements of the Securities
Act pursuant to Section 4(2) thereof directly by the Company without engaging in any advertising or general solicitation of any kind and without
payment of underwriting discounts or commissions to any person.

ITEM 6. EXHIBITS

The exhibits listed in the Exhibits Index immediately preceding such exhibits are filed as part of this Report.
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In accordance with the requirements of the Securities Exchange Act of 1934, the registrant caused this report to be signed on its behalf by the
undersigned, thereunto duly authorized.

BIO-Key International, Inc.

Dated: August 17, 2005 /s/ Thomas J. Colatosti
Thomas J. Colatosti
Co-Chief Executive Officer

Dated: August 17, 2005 /s/ Michael W. DePasquale
Michael W. DePasquale
Co-Chief Executive Officer

Dated: August 17, 2005 /s/ Francis J. Cusick

Francis J. Cusick
Chief Financial Officer
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EXHIBIT INDEX
Exhibit No. Description
2.1(1) Agreement and Plan of Merger dated as of March 30, 2004 by and among BIO-key International, Inc., BIO-Key Acquisition
Corp., Public Safety Group, Inc. ( PSG ) and each of the shareholders of PSG
2.2(2) Asset Purchase Agreement dated as of August 16, 2004 by and among BIO-key International, Inc., Aether Systems, Inc.,
Cerulean Technologies, Inc. and SunPro, Inc.
2.3(3) Agreement and Plan of Merger dated as of December 30, 2004 by and among BIO-key International, Inc., a Delaware
corporation, and BIO-key International, Inc., a Minnesota corporation.
3.1(3) Certificate of Incorporation of BIO-key International, Inc., a Delaware corporation.
3.2(3) Certificate of Designation of Series A 7% Convertible Preferred Stock of BIO-key International, Inc., a Delaware
corporation.
3.3(3) By-Laws of BIO-key International, Inc., a Delaware corporation.
4.1(4) Specimen certificates for shares of BIO-key International, Inc. common stock
10.1(4) SAC Technologies, Inc. 1996 Stock Option Plan
10.2(5) Amendment No. 1 to the SAC Technologies, Inc. 1996 Stock Option Plan
10.3(5) SAC Technologies, Inc. 1999 Stock Option Plan
10.4(6) Warrant issued to The Shaar Fund Ltd.
10.5(6) Security Interest Provisions
10.6(6) Employment Agreement by and between BIO-key International, Inc. and Mira LaCous dated November 20, 2001
10.7(6) Option to Purchase 140,000 Shares of Common Stock issued to Mira LaCous
10.8(9) Option to Purchase 150,000 Shares of Common Stock issued to Thomas J. Colatosti
10.9(9) Non-Qualified Stock Option Agreement under the registrant s 1999 Stock Incentive Plan to Purchase 200,000 Shares of
Common Stock issued to Thomas J. Colatosti
10.10(9) Employment Agreement by and between BIO-key International, Inc. and Michael W. DePasquale dated January 3, 2003
10.11(9) Option to Purchase 580,000 Shares of Common Stock issued to Michael W. DePasquale
10.12(9) Note Purchase Agreement dated January 27, 2003
10.13(9) Secured Convertible Promissory due June 30, 2004
10.14(9)  Option to Purchase 200,000 Shares of Common Stock issued to Charles P. Romeo
10.15(7) Amendment No. 1 to Note Purchase Agreement dated October 31, 2003 by and between BIO-key International, Inc. and
The Shaar Fund Ltd.
10.16(7) Securities Exchange Agreement dated March 3, 2004 by and between BIO-key International, Inc. and The Shaar Fund Ltd.
10.17(7) Registration Rights Agreement dated March 3, 2004 by and between BIO-key International, Inc. and The Shaar Fund Ltd.
10.18(7)  Secured Convertible Promissory Note due October 31, 2005 in the principal amount of up to $2,125,000
10.19(7)  Secured Convertible Promissory Note due October 31, 2005 in the principal amount of up to $375,000
10.20(7)  Option to Purchase 500,000 Shares of Common Stock issued to Michael W. DePasquale
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10.21(7)
10.22(7)
10.23(7)
10.24(7)
10.25(7)

10.26(10)

10.27(11)

10.28(11)
10.29(2)

10.30(2)
10.31(2)
10.32(2)
10.33(2)
10.34(2)
10.35(2)
10.36(2)

10.37(2)
10.38(2)

10.39(2)
10.40(2)

10.41(2)

Edgar Filing: BIO KEY INTERNATIONAL INC - Form 10QSB

Option to Purchase 150,000 Shares of Common Stock issued to Thomas J. Colatosti

Option to Purchase 50,000 Shares of Common Stock issued to Thomas J. Colatosti

Option to Purchase 50,000 Shares of Common Stock issued to Jeff May

Option to Purchase 50,000 Shares of Common Stock issued to Charles P. Romeo

Option to Purchase 300,000 Shares of Common Stock issued to Randy Fodero

Amendment Agreement dated March 30, 2004 by and between BIO-key International, Inc. and The Shaar Fund Ltd.
Securities Purchase Agreement dated as of March 31, 2004 (the March Securities Purchase Agreement ) by and among
BIO-key International, Inc. and each of the Purchasers named therein.

Form of Warrant issued by BIO-key International, Inc. pursuant to the March Securities Purchase Agreement.

Securities Purchase Agreement dated as of September 29, 2004 (the Laurus Securities Purchase Agreement ) by and between
BIO-key International, Inc., Laurus Master Fund, Ltd. and the other Purchasers party thereto.

Form of Secured Convertible Term Note issued by BIO-key International, Inc. pursuant to the Laurus Securities Purchase
Agreement.

Form of Common Stock Purchase Warrant issued by BIO-key International, Inc. pursuant to the Laurus Securities Purchase
Agreement.

Master Security Agreement dated as of September 29, 2004 by and between BIO-key International, Inc., Public Safety
Group, Inc. and Laurus Master Fund, Ltd., as Collateral Agent.

Subsidiary Guaranty dated as of September 29, 2004 made by Public Safety Group, Inc. in favor of Laurus Master

Fund, Ltd. and the other Purchasers party thereto.

Stock Pledge Agreement dated as of September 29, 2004 by and between BIO-key International, Inc. and Laurus Master
Fund, Ltd. and the other Purchasers party thereto.

Registration Rights Agreement dated as of September 29, 2004 by and between BIO-key International, Inc., Laurus Master
Fund, Ltd. and the other Purchasers party thereto.

Securities Purchase Agreement dated as of September 29, 2004 (the Shaar Securities Purchase Agreement ) by and between
BIO-key International, Inc., The Shaar Fund, Ltd. and the other Purchasers party thereto.

Form of Convertible Term Note issued by BIO-key International, Inc. pursuant to the Shaar Securities Purchase Agreement.
Form of Common Stock Purchase Warrant issued by BIO-key International, Inc. pursuant to the Shaar Securities Purchase
Agreement.

Registration Rights Agreement dated as of September 29, 2004 by and between BIO-key International, Inc., The Shaar
Fund, Ltd. and the other Purchasers party thereto.

Intercreditor Agreement dated as of September 30, 2004 by and among Laurus Master Fund, Ltd., individually and as
Collateral Agent, Aether Systems, Inc., Public Safety Group, Inc. and BIO-key International, Inc.

Subordination and Intercreditor Agreement dated as of September 30, 2004 by and
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10.42(2)

10.45(12)
10.46(12)
10.47(12)
10.48(12)
10.49(12)
10.50(12)
10.51(12)
10.52(12)
10.53(12)
10.54(12)
10.55(12)
10.56(12)
10.57 (13)
10.58(13)
10.59 (14)
10.60 (14)
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among Laurus Master Fund, Ltd., as Collateral Agent, The Shaar Fund, Ltd., as Purchaser Agent, Aether Systems, Inc.,
Public Safety Group, Inc. and BIO-key International, Inc.

Subordinated Secured Promissory Note dated September 30, 2004 issued by BIO-key International, Inc. and Public Safety
Group, Inc. in favor of Aether Systems, Inc.

Option to Purchase 300,000 shares of common stock issued to Kenneth Souza

Employment Agreement dated as of October 4, 2004 by and between BIO-key International, Inc. and Kenneth Souza
Option to Purchase 50,000 shares of common stock issued to Richard Gaddy

BIO-Key International, Inc. 2004 Stock Incentive Plan.

Warrant to purchase 10,000 shares of Common Stock issued to Krieger & Prager LLP on November 26, 2001.

Warrant to purchase 100,000 shares of Common Stock issued to The November Group Ltd. on July 14, 2004.

Warrant to purchase 230,000 shares of Common Stock issued to Jesup & Lamont Securities Corp. on March 31, 2004.
Warrant to purchase 105,000 shares of Common Stock issued to Douglass Bermingham on March 31, 2004.

Warrant to purchase 60,000 shares of Common Stock issued to Mason Sexton on March 31, 2004.

Warrant to purchase 22,000 shares of Common Stock issued to David Moss on March 31, 2004.

Warrant to purchase 22,000 shares of Common Stock issued to Patrick Gaynes on March 31, 2004.

Warrant to purchase 5,000 shares of Common Stock issued to Tom DuHamel on March 31, 2004.

Option to Purchase 155,000 shares of common stock issued to Francis J Cusick

Option to Purchase 50,000 shares of common stock issued to Charles P. Romeo

Securities Purchase Agreement, dated as of June 8, 2005, by and between the Company and Laurus Fund, Ltd.

Common Stock Purchase Warrant issued pursuant to the Securities Purchase Agreement, dated as of June 8, 2005, by and
between the Company and the Laurus Master Fund, Ltd.

Secured Convertible Term Note issued pursuant to the Securities Purchase Agreement, dated as of June 8, 2005, by and
between the Company and Laurus Master Fund, Ltd.

Registration Rights Agreement, dated as of June 8, 2005, by and between the Company and Laurus Fund, Ltd.

Securities Purchase Agreement, effective as of May 31, 2005, by and among the Company, The Shaar Fund, Ltd. and the
other purchasers that are a party thereto

Form of Common Stock Purchase Warrant issued pursuant to the Securities Purchase Agreement, effective as of May 31,
2005, by and among the Company, The Shaar Fund, Ltd. and the other purchasers that are a party thereto

Form of Convertible Term Note issued pursuant to the Securities Purchase Agreement, effective as of May 31, 2005, by and

among the Company, The Shaar
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Fund, Ltd. and the other purchasers that are a party thereto
10.66 (14) Registration Rights Agreement, effective as of May 31, 2005, by and among the Company, The Shaar Fund, Ltd. Jesup &
Lamont and the other purchasers that are a party thereto
31.1 (8) Certificate of Co-CEO of Registrant required under Rule 13a-14(a) under the Securities Exchange Act of 1934, as amended
31.2 (8) Certificate of Co-CEO of Registrant required under Rule 13a-14(a) under the Securities Exchange Act of 1934, as amended
31.3(8) Certificate of CFO of Registrant required under Rule 13a-14(a) under the Securities Exchange Act of 1934, as amended
32.1 (8) Certificate of Co-CEO of Registrant required under 18 U.S.C. Section 1350
32.2 (8) Certificate of Co-CEO of Registrant required under 18 U.S.C. Section 1350
32.3 (8) Certificate of CFO of Registrant required under 18 U.S.C. Section 1350
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Filed as an exhibit to the registrant s current report on Form 8-K filed with the Securities and Exchange Commission on April 14, 2004
and incorporated herein by reference.

Filed as an exhibit to the registrant s current report on Form 8-K filed with the Securities and Exchange Commission on October 5,
2004 and incorporated herein by reference.

Filed as an exhibit to the registrant s current report on Form 8-K filed with the Securities and Exchange Commission on January 5,
2005 and incorporated herein by reference.

Filed as an exhibit to the registrant s registration statement on Form SB-2, File No. 333-16451 dated February 14, 1997 and
incorporated herein by reference.

Filed as an exhibit to the registrant s annual report on Form 10-KSB filed with the Securities and Exchange Commission on April 14,
2000 and incorporated herein by reference.

Filed as an exhibit to the registrant s current report on Form 8-K filed with the Securities and Exchange Commission on November 26,
2001 and incorporated herein by reference.

Filed as an exhibit to the registrant s annual report on Form 10-KSB filed with the Securities and Exchange Commission on March 26,
2004 and incorporated herein by reference.

Filed herewith.

Filed as an exhibit to the registrant s annual report on Form 10-KSB filed with the Securities and Exchange Commission on March 31,
2003 and incorporated herein by reference.

Filed as an exhibit to the registrant s registration statement on Form SB-2, File No. 333-115037 dated April 30, 2004 and incorporated
herein by reference.
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Filed as an exhibit to the registrant s current report on Form 8-K filed with the Securities and Exchange Commission on April 5, 2004
and incorporated herein by reference.

Filed as an exhibit to the registrant s registration statement on Form SB-2, File No. 333-120104 dated October 29, 2004 and
incorporated herein by reference.

Filed as an exhibit to the registrant s current report on Form 8-K filed with the Securities and Exchange Commission on March 4, 2005
and incorporated herein by reference

Filed as an exhibit to the registrant s current report on Form 8-K filed with the Securities and Exchange Commission on June 14, 2005
and incorporated herein by reference
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