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FORWARD-LOOKING STATEMENTS

This report contains forward-looking statements within the meaning of the federal securities laws. Statements

that are not purely historical should be considered forward-looking statements. Often they can be identified by

the use of forward-looking words and phrases, such as “intend,” “may,” “will,” “could,” “project,” “anticipate,”
“estimate,” “continue,” “potential,” “plan,” “forecasts,” and the like. Statements concerning current conditions may
be forward-looking if they imply a continuation of current conditions. Examples of forward-looking statements
include, but are not limited to, statements concerning industry trends, anticipated demand for our products,

the impact of pending litigation, our overall business strategy, market acceptance of new products, future
customer and sales developments, manufacturing forecasts, including the potential benefits of our contract
manufacturers sourcing and supplying raw materials, the significant role of original equipment manufacturers

in our business, the future cost and potential benefits of our research and development efforts and liquidity and

cash resources forecasts.

Forward-looking statements are subject to risks and uncertainties that could cause actual results to differ
materially from those expressed in the forward-looking statements. Readers are urged to carefully review the
cautionary statements made by the Company in this report concerning risks and other factors that may affect
the Company’s business and operating results, including those made in this report under the caption “Risk
Factors,” in Part I, Item 1A and elsewhere in this report as well as the Company’s other reports filed with the
Securities and Exchange Commission (“SEC’’). We may from time to time make additional forward-looking
statements in our filings with the SEC, in our reports to our stockholders, and elsewhere. Readers are
cautioned not to place undue reliance on these forward-looking statements. We do not undertake any
obligation to update any forward-looking statement that may be made from time to time by us or on our
behalf.
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PART 1
ITEM 1. BUSINESS
Overview

We design, develop and market products that make it possible to access, manage, control and configure electronic
devices over the Internet or other networks. We are a leader in providing innovative networking solutions. We were
initially formed as “Lantronix,” a California corporation, in June 1989. We reincorporated as “Lantronix, Inc.,” a Delaware
corporation in May 2000.

We have a history of providing products that network information technology equipment using standard protocols for
connectivity, primarily Ethernet. Our first product was a terminal server that allowed “dumb” terminals to connect to a
network. Building on the success of our terminal servers, in 1991 we introduced a line of print servers that enabled
users to inexpensively share printers over a network. Since then, we have continually refined our core technology and
have dedicated our businesses to helping industrial and commercial manufacturers and integrators extend their
business processes to the world of remote devices. Our products are primarily targeted to emerging
Machine-to-Machine (“M2M”) applications which are also known as device networking applications. These applications
include vertical markets such as the data center equipment management market and various markets within the
security, industrial control, building automation, healthcare, transportation and retail sectors.

Our primary products and technology have focused on “device networking” solutions that enable individual electronic
products to be connected to a network and the data center market for “IT management” solutions that connect or bridge
groups of devices onto the network for the primary purpose of remote access. We are expanding our IT management
solutions to address applications outside the data center and have recently launched a new product category of
solutions that provides a reliable, single point of control and data flow management for potentially thousands of
networked devices. Together, the device networking and IT management product lines constitute our growth strategy
and make up our “core business”. In addition, we continue to sell certain older legacy “non-core” products which we
expect will continue to decline in sales. Products within the non-core category include print servers, visualization
(optically-based video extenders), serial terminal servers and serial cards for servers. Expansion of our business is
directed at our core business of device networking and we no longer invest R&D or marketing resources in our
non-core product lines.

Today, our solutions include fully integrated hardware and software devices, as well as software tools, to develop
related customer applications. Because we deal with network connectivity, we provide solutions to extremely broad
market segments, including information technology, security, industrial, retail, medical, building automation,
transportation and others. Our technology is used to provide networking capabilities to devices such as building
heating ventilation and air conditioning systems, elevators, process control equipment, vending machines, thermostats,
security cameras, RF ID readers, bar code scanners, scales, temperature sensors, blood analyzers, turnstiles, card
readers, point of sale terminals, audio-visual projectors, time clocks, and virtually any product that has some form of
electronic control capability.

We sell our products through a global network of distributors, resellers and manufacturer representatives, systems
integrators, value-added resellers (““VARs”) and original equipment manufacturers (“OEMs”). In addition, we sell directly
to selected accounts.

Our common stock is currently traded on The NASDAQ Capital Market under the symbol LTRX.

Our worldwide headquarters is located in Irvine, California, and we have sales offices in France and Hong Kong. We
also have employees (primarily sales) working from home offices in other areas of the world, including Germany,
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United Kingdom, Japan and the Netherlands. Since September 2003, our international operations have been managed
from our Irvine, California facility.

We provide information regarding our company and our products on our Internet website, www.lantronix.com.
Our Strategy

Our business strategy is based on our proven capability to develop fully integrated device networking solutions that

increase the value of our customers’ products and services by making it easy to access and monitor devices over the
Internet or private local network. Our technology is easy to integrate and typically provides our customer’s device with
compatibility with industry-wide standards such as Ethernet, the Internet, WiFi, standard web browsers and enterprise

security standards. By using our device networking technology, customers can reduce basic data connection costs,

reduce maintenance and repair costs, create differentiation based on better service and can create new revenue sources

from device related services.
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This strategy is accomplished by providing our customers with hardware and software that connects devices to a
network and intelligently manages and controls them. With our 16 years of networking expertise, knowledge of
industry trends and our capability to develop solutions based on open industry standards, we have been able to
anticipate our customers’ device networking technology requirements and offer solutions that enable them to achieve
their connectivity objectives. By providing a complete solution of hardware and integrated software, we have been
able to provide “turnkey” solutions for network enabling a device, eliminating the need for our customers to build
expensive design and manufacturing expertise in-house. This results in savings to the customer both in terms of
financial investment and time.

Our solutions have enabled us to become a technology and industry leader. We focus on the following key areas:

- Device Networking Solutions - We offer an array of embedded and external device networking solutions that enable
integrators and manufacturers of electronic and electro-mechanical devices to add network connectivity,
manageability and control. Our customers’ products originate from a wide variety of applications within the
machine-to-machine (“M2M”) market, from blood analyzers that relay critical patient information directly to a
hospital’s information system, to simple devices such as time clocks, allowing the user to obtain information from
these products and to improve how they are managed and controlled.

IT Management Solutions - We offer off-the-shelf appliances such as console servers, remote KVM servers, and
power control products that enable IT professionals to remotely connect, monitor and control network infrastructure
equipment and large groups of servers using highly secure out-of-band management technology. We also offer
products such as multi-port device servers that enable devices outside the data center to cost effectively share the
network connection and convert various protocols to industry standard interfaces such as Ethernet and the Internet.
We also currently offer terminal servers that enable multiple users to share access to one or more servers using
thin-client “dumb” terminals. In addition, we offer off-the-shelf appliances that enable IT professionals to reliably,
remotely and simply monitor, configure and manage multiple devices from a single point of control.

- Non-core Products - Over the years, we have innovated or acquired various product lines that are no longer part of
our primary, core markets described above. In general, these non-core businesses represent decreasing markets and
we minimize research and development in these product lines. Included in this category are visualization solutions,
legacy print servers, software and other miscellaneous products.

Our strategy is to drive the product development and revenues of our core products, which includes device networking
solutions, IT management solutions.

Products
Device Networking Solutions

Device networking is the technology that enables connectivity within a multitude of commercial and industrial vertical
markets such as security, building automation, medical, industrial automation, point-of-sale, and many others. We
provide manufacturers, integrators and users with device networking solutions that in some applications include the
technology for products to be connected, managed and controlled over networks using standard protocols for
connectivity, including wired Ethernet and WiFi wireless. As common everyday devices leverage the power of
network connectivity, manufacturers and users are realizing the benefits of networking. Our device networking
solutions represent complete engineered solutions that dramatically shorten a manufacturer’s development time to
implement network connectivity, provide competitive advantages with new features, greatly reducing engineering and
marketing risks. Our hardware solutions include large scale integration (“LSI”’) chips, embedded modules (embedded
web servers) for mounting onto the printed circuit board of our customer's devices, and external hardware modules
(device servers) with one or two ports that can be connected to the cutomer's product by cables. These

8



Edgar Filing: LANTRONIX INC - Form 10-K

products incorporate a real-time operating system and application software. We also offer application- and
industry-specific solutions for certain markets such as industrial automation.

Our device servers and web servers eliminate the high cost of ownership associated with networking, which frequently
would otherwise require using PCs and workstations to perform connectivity and remote management functions. Our
solutions contain high-performance processors capable of not only controlling the attached device, but in many cases
are also capable of accumulating data and status. The accumulated data can then be formatted by the device server and
presented to users via SNMP or e-mail. Device servers have a built-in HTTP server, making them easy to manage
using any standard Web browser.
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In 2003, we introduced our XPort embedded web server, which represented an improvement in physical size and price
for this type of functionality. The thumb-sized XPort is a self-contained network communications server and
miniaturized web server enclosed within a rugged RJ-45 connector package, which can be embedded in virtually any
electronic product. Products incorporating XPort often have their own IP address on a network and can be configured
to be accessible from any web browser, including a wireless PC or Internet-enabled cell phone, from anywhere in the
world. The XPort can serve up Internet-standard web pages, initiate e-mails for notifications or alerts, and can be
configured to run other applications as defined and developed by the device manufacturer. XPort makes it simple for a
product manufacturer to connect, because the XPort includes a complete, integrated solution with a 10/100 Base-T
Ethernet connection, a reliable and proven operating system, an embedded web server, flexible firmware, a full
TCP/IP protocol stack, and optional encryption. The relatively low price of the XPort, and the speed and ease with
which a manufacturer can design the device into its products, can make many products more attractive by
cost-effectively providing network connectivity.

In March 2004, we introduced WiPort, a wireless (and wired) embedded web server with substantially the same
functionality as XPort, but with an 802.11 standard wireless configuration for embedded application in products and
situations where a wired Ethernet environment is not available or practical. In August 2004, we introduced WiBox, an
external wireless device server.

IT Management Solutions

Our IT management solutions are muti-port products (up to 48 ports) that primarily provide IT professionals with the
tools they need to remotely connect to the out-of-band management ports on computers and associated corporate data
center equipment. These solutions include console servers, remote keyboard, video, mouse (“KVM”) servers and
managed power distribution products and terminal servers. We also offer products such as multi-port device servers
that enable devices outside the data center to cost effectively share the network connection and convert various
protocols to industry standard interfaces such as Ethernet and the Internet. We also currently offer terminal servers
that enable multiple users to share access to one or more servers using thin-client ‘dumb’ terminals.

Our customers use these solutions to monitor and run their systems to ensure the performance and availability of
critical business information systems, network infrastructure and telecommunications equipment. The equipment our
solutions manage includes routers, switches, servers, phone switches and public branch exchanges that are often
located in remote or inaccessible locations.

Our console servers provide system administrators and network managers a way to connect with their remote
equipment through an interface called a console port, helping them work more efficiently without having to leave their
desk or office. Console ports are usually found in Unix servers, Linux servers and on special purpose data center
equipment such as environmental monitoring/control systems, communications switches and storage devices. With
remote access, system downtime can be reduced, improving business efficiency. Our console servers provide IT
professionals with peace-of-mind through extensive security features, and in some cases, provisions for dial-in access
via modem. These solutions are provided in various configurations and can manage up to 48 devices from one console
server.

Our remote KVM products provide customers with the ability to extend traditional server keyboard, video, and mouse
controls over long distances using standard IP networks. These solutions are typically used to remotely manage
Windows based servers.

In addition, our data center Management Appliance, introduced in September 2005, provides IT professionals with the
tools they need to remotely manage large data centers that are using many individually networked devices or multiple
infrastructure products. These enterprise level solutions provide a secure, single point of management at the top of a
hierarchical structure, making it simple to maintain, configure, monitor and control large deployments.

10



Edgar Filing: LANTRONIX INC - Form 10-K

Non-core Businesses: Visualization Solutions, Print Servers and Other Legacy Products

Over a period of years, primarily as a result of product technology acquired through acquisitions, we have product
categories that no longer represent the focus of future research and development and expansion; in other cases these
products are legacy products developed and sold in the past, but are no longer part of our strategic focus. To support
our customers, we continue to distribute and sell these older products. These non-core products are generally declining
in revenues over time, and we expect this decline to continue.

6
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We offer visualization solutions that provide switching and optical extension of high performance video, audio,
keyboard and mouse over long distances within a building or campus environment. Products include video display
extenders, analog KVM extension systems and matrix hubs. Our analog remote KVM products provide a valuable
solution for extending and sharing audio, video, keyboard and mouse signals among many users and over optical cable
without loss of resolution. KVM products enable a single keyboard, monitor and mouse to be switched between
multiple computers, providing immediate access and control from a single location. The customers for these devices
typically are companies that need to isolate users from the core computing center for security reasons, or require high
speed video sources to be shared among many users. Our visualization solutions can be found in government agencies
and at customers involved with large scale simulation and display applications. We have announced the end of life of
these Visualization products and plan on exiting this product line in fiscal year 2007.

Early in our business history, we provided external print servers that connect various printers to a network for shared
printing tasks. Over the years, we have updated and continue to provide print servers that work with a myriad of
operating systems and network configurations. The requirement for external print servers is decreasing, as printer
manufacturers have incorporated networking hardware and software as part of many printers.

We acquired a line of low-cost products that we market under the “Stallion” brand. Stallion products include a variety of
network servers and a range of multi-port serial I/O cards.

Various other small categories of our legacy business are included in the non-core category, such as software revenues
and other product lines we have discontinued or that are being de-emphasized.

The following table presents net revenues by product line. Definitions of these families have been modified slightly
from time to time, and the data has been revised to conform to the current definitions:

Years Ended June 30,
Product Family Primary Product Function 2006 2005 2004
(In thousands)
Device Enable electronic products to become network
networking enabled. $ 35419 $ 29979 $ 27,481
Allow the user to control equipment by way of a
network using a wide range of protocols. This
category includes console servers and remote
IT management digital KVM. 11,499 12,341 12,555

Includes visualization solutions, legacy print
Non-core servers, software and miscellaneous products. 5,025 6,182 8,849
$ 51943 $ 48502 $ 48,885

Financial Accounting Standards Board (“FASB”) Statement No. 131, “Disclosures about Segments of an Enterprise and
Related Information,” establishes standards for disclosures about operating segments in annual consolidated financial
statements. It also establishes standards for related disclosures about products and services, geographic areas and
major customers. We operate in one segment, networking and Internet connectivity.

Customers

Distributors
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Our principal customers are our distributors, which account for the largest percentage of our net revenues. Distributors
resell our products to a wide variety of end customers, including consumers, corporate customers and VARs. We sell
to a group of ten major distributors, some of which operate from multiple warehouses. Our major distributors in the
Americas region include: Ingram Micro, Tech Data, KMJ Communications, Symmetry Electronics and Arrow
Electronics, Inc. In Europe, the Middle East and Africa (“EMEA”) region, we distribute to the following major
distributors: transtec AG (a related party due to common ownership by our largest stockholder), Sphinx Computer
Vertriebs GmbH, Jade Communications, LTD, Astradis Elecktronik GmbH and Atlantik Systems GmbH. In the Asia
Pacific region, we distribute to the following major distributors: PowerCorp Pty Ltd and Nissin Systems, Co., Ltd.

7
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OEM Manufacturers

We have established a broad range of OEM customers in various industries, such as industrial automation, medical,
security, building automation, consumer and audiovisual. To shorten the development cycle and add network
connectivity to a product, OEMs can use our external devices to network-enable their installed base of products, while
board-level embedded modules are typically used in new product designs. Our capabilities and solutions enable OEMs
to focus on their core competencies, resulting in reduced research and development costs, fewer integration problems
and faster time to market. We also sell development tools to our customers and sometimes use internal resources to
develop customized solutions for large or strategic opportunities.

End User Businesses

We have a broad range of end user customers in various vertical markets such as retail, universities/education,
manufacturing, healthcare/hospitals and financial/banking. End user businesses require solutions that are simple to
install, set up and operate, and can provide immediate results. Generally, these customers need to connect to a diverse
range of products and equipment, without modifying existing software and systems.

Our external device networking solutions enable end users to quickly, securely and easily connect their devices and
equipment to networks, extending the life of existing investments. We provide a number of support services including
telephone-based sales and technical support as well as a wide array of Internet-based resources. After buying the
devices from us or one of our distributors, a customer often only has to plug a cable from their device to our external
device, and then plug our device into their network.

Sales and Marketing

We maintain both an inside and a field sales force to provide management and support to our worldwide network of
selling partners. Over the past several years, we expanded our network of sales partners and developed an indirect
sales model, using manufacturers’ representatives, VARs and other resellers throughout the world. We have sales
managers in major regions throughout the world to manage our relationship with our sales partners, identify and
develop major new sales opportunities and increase penetration at high potential accounts. We implement marketing
programs, products, tools and services specifically geared to drive demand for our products.

The following table presents the number of our employees that participate in sales and marketing activities:

Years Ended June 30,
2006 2005 2004
Sales and marketing 64 56 82

We believe that our multi-channel approach provides several advantages. We can engage the customers and end users
through their channel of choice, making our solutions available from a variety of sources and we can concentrate on
developing relationships at accounts that we believe represent our largest opportunities while our sales partners
continue to identify new opportunities and service existing customers.

Our embedded device networking solutions are principally sold to manufacturers by our worldwide OEM sales force
and our group of manufacturers’ representatives. We have continued to expand our use of manufacturers’
representatives and other resellers, leveraging their established relationships.

We market and sell our I'T management solutions and select external device networking solutions through information

technology resellers, industry-specific system integrators, VARs and directly to end user organizations. Resellers and
integrators will often obtain our products through distributors. These distributors supply our products to a broad range
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of VARs, system integrators, direct marketers, government resellers and e-commerce resellers. In turn, these
distributor customers market, sell, install and, in some cases, support our solutions to the end users.
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