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Property and Equipment 

Property and equipment are stated at cost less accumulated depreciation.  Ordinary maintenance, repairs 
and replacement parts are expensed as incurred.  Improvements that significantly increase the value or useful life of 
property and equipment are capitalized.  Property and equipment are depreciated using the straight-line method over 
the estimated useful lives of the assets.  Leasehold improvements are depreciated over the lesser of the useful life of 
the assets or the lease term using the straight-line method.  Depreciation expense for property and equipment and 
leasehold improvements was $2.1 million and $2.3 million, for the years ended June 30, 2009 and 2008, 
respectively.   

Property and equipment balances and the estimated useful lives were as follows at the indicated dates (in 
thousands):    

  June 30,   
  2009   2008  Estimated Useful Life 
        
Fuel trucks, tanks and vehicles $     17,430  $     18,126  5 – 25 years 
Machinery, equipment and software       1,589         1,488                   3 – 5 years 
Furniture and fixtures           596            596  5 – 10 years 
Leasehold improvements           477            459  Lesser of lease term or useful life 
Software development / ERP  3,690           3,521  5 years 
Land             67              67  -- 
      23,849       24,257   
      

Less:  Accumulated depreciation   (15,280)   (13,981)   

        
Property and equipment, net $     8,569  $     10,276   

In accordance with AICPA Statement of Position 98-1, “Accounting for the Costs of Computer Software 
Developed or Obtained for Internal Use,” the Company capitalized certain costs used in the development of internal 
use software, which consisted primarily of the Company’s Enterprise Resource Planning (“ERP”) operating system.  
These costs include external software and consulting costs that were incurred as a result of the costs associated with 
the implementation, coding and software configuration.  At June 30, 2009 and 2008, the capitalized costs related to 
internal use software were $3.7 million and $3.5 million, respectively. During fiscal years 2009 and 2008, the 
Company capitalized $170,000 and $1.1 million, respectively.  The Company did not capitalize any interest 
associated with the software development as the amounts were immaterial.   

Income Taxes   

The provision for income taxes and corresponding balance sheet accounts are determined in accordance 
with Statement of Financial Accounting Standards No. 109, “Accounting for Income Taxes” (“FAS No. 109”).  
Under FAS No. 109, deferred tax assets and liabilities are determined based on the temporary differences between 
the bases of certain assets and liabilities for income tax and financial reporting purposes.  The deferred tax assets 
and liabilities are classified according to the financial statement classification of the net assets and liabilities 
generating the differences.  The Company provides a valuation allowance for the portion of deferred tax assets, 
which it cannot determine is more likely than not to be recognized.  
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As required by the provisions of Financial Accounting Standards Board (“FAS”) Interpretation No. 48, 
“Accounting for Uncertainty in Income Taxes” (“FIN No. 48”), which clarifies FAS No. 109, “Accounting for 
Income Taxes”, the Company recognizes the financial statement benefit of a tax position only after determining that 
the relevant tax authority would more likely than not sustain the position following an audit.  For tax positions 
meeting the more likely than not threshold, the amount recognized in the financial statements is the largest benefit 
that has a greater than 50 percent likelihood of being realized upon ultimate settlement with the relevant tax 
authority.   

 
  At June 30, 2009 and 2008, the amount of unrecognized tax benefits was approximately $759,000 and 

$777,000 respectively, of which approximately $326,000 and $360,000 would, if recognized, affect the Company’s 
effective tax rate for each respective tax year. 
 

The Company recognizes accrued interest and penalties related to unrecognized tax benefits in income 
taxes.  No interest and penalties have been accrued due to the existence of net operating loss carryforward benefits 
that would exceed any interest and penalties expense related to uncertain tax positions. 

The Company or its subsidiaries file income tax returns in the U.S. federal jurisdiction and various states 
and other local jurisdictions.   

Revenue Recognition 

The Company recognizes revenues at the time that its petroleum and other products and services are 
delivered, and the customer takes ownership and assumes risk of loss, provided that collections are reasonably 
assured at the time.  

If the Company bears the risk of loss, the Company accounts for petroleum product taxes collected from its 
customers that are assessed from government authorities, on a gross basis, in accordance with Emerging Issues Task 
Force Issue No. 06-03 (“EITF Issue No. 06-03”), “How Taxes Collected from Customers and Remitted to 
Governmental Authorities Should be Presented in the Income Statement (“That Is, Gross Versus Net Presentation”). 

Use of Estimates 

The preparation of the Consolidated Financial Statements in conformity with accounting principles 
generally accepted in the United States of America requires management to make estimates and assumptions that 
affect amounts reported in the financial statements and accompanying notes.  These assumptions, if not realized, 
could affect the reported amounts of assets and liabilities and disclosure of contingent assets and liabilities at the 
date of the financial statements and the reported amounts of revenue and expenses during the reporting period.  
Actual results could differ from management’s estimates.  

Fair Value of Financial Instruments 

The Company’s financial instruments, primarily consisting of cash and cash equivalents, restricted cash, 
accounts receivable and accounts payable approximate fair value due to the short term maturity of these instruments.  
  The line of credit payable, promissory notes and long-term debt approximate fair value because they were recorded 
at fair value on June 29, 2009 when the Recapitalization occurred. 
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Deferred Debt Costs and Debt Discount 

The Company amortizes its deferred debt costs and debt discount as interest expense under the effective 
interest method over the respective term of the debt issued.  Activity related to the deferred debt costs and debt 
discount were as follows (in thousands):  

  June 30, 
  2009   2008 
Deferred Debt Costs     
     
Balance, net - beginning of period  $               348  $                521 
Amortization              (305)              (318)
Write off of debt costs related to the conversion of debt   (118)  (536)
Additional debt costs incurred during the year                578                681 
       
Balance, net - end of period  $               503  $                348 

     
Debt Discount     
     
Balance, net - beginning of period  $            65  $             1,027 
Amortization                (42)              (81)
Write off of debt discount related to the conversion of debt  (23)  (993)
Valuation of warrants issued and beneficial conversion feature  -  112 
       
Balance, net - end of period  $                 -  $             65 

 
During the fiscal year ended June 30, 2008, the August 2003, January 2005 and September 2005 senior 

promissory notes were satisfied, and as a result, the Company wrote off $443,000 of unamortized debt discounts and 
$978,000 of unamortized debt costs as losses on extinguishment of promissory notes.  In addition, during the fiscal 
year ended June 30, 2008, the November 2007 and a portion of the August 2007 Notes were exchanged into Series 
A and Series B Preferred Stock; as a result, the Company wrote off $93,000 of unamortized debt costs and $15,000 
of unamortized debt discounts as additional losses on extinguishment of promissory notes.   See Note 7 – Long 
Term Debt – Gain/(Loss) on Extinguishment of Promissory Notes net. 

 
On June 29, 2009, the Company engaged in a series of transactions that restructured all of the Company’s 

debt and equity (the “Recapitalization”), including the satisfaction of all of the outstanding August 2007 senior 
secured convertible subordinated promissory notes and September 2008 unsecured promissory notes.  As a result, in 
June 2009, the Company wrote off $118,000 of unamortized debt costs and $23,000 of unamortized debt discount as 
losses on extinguishment of promissory notes.  See Note 7 – Long Term Debt – Gain/(Loss) on Extinguishment of 
Promissory Notes, net. 

 
Net Income (Loss) Per Share 
 
Basic net income (loss) per share is computed by dividing the net income (loss) attributable to common 

shareholders by the weighted average number of common shares outstanding during each year.   
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Diluted earnings per share is computed by dividing net earnings attributable to common shareholders by the 
weighted-average number of common shares outstanding, increased to include the number of additional common 
shares that would have been outstanding if the dilutive potential common shares had been issued.  Conversion or 
exercise of the potential common shares is not reflected in diluted earnings unless the effect is dilutive.  In 
determining whether outstanding common share equivalents should be considered for their dilutive effect, the 
average market price of the Common Stock for the period has to exceed the exercise price of the outstanding 
common share equivalent.  The dilutive effect, if any, of outstanding common share equivalents would be reflected 
in diluted earnings per share by application of the if-converted and the treasury stock method, as applicable.  The 
Company excluded the impact of all of its common stock equivalents in the computation of dilutive net loss per 
share for the fiscal years ended June 30, 2009 and 2008, as their effect is not dilutive.   

Common stock equivalents outstanding consisted of (in thousands):    

  June 30, 
  2009  2008 
     
Stock options             1,896           1,997  
Common stock warrants                710              887  
Promissory note conversion rights             400                 3,034   
Preferred stock conversion rights             3,228                 6,572   
Total common stock equivalents outstanding           6,234           12,490  

 

The following table sets forth the computation of basic and diluted loss per share (in thousands, except per 
share amounts):   

  Years Ended 
  June 30, 
  2009  2008 
     
Net loss $            (2,339) $         (6,769) 
Less:  Preferred stock dividends             (577)             (249) 
Less:  Non-cash deemed dividends for the conversion       
     of preferred stock Series A, B and C to common stock  (1,746)  - 
Net loss attributable to common shareholders $         (4,662)  $          (7,018) 

     
Net loss per share attributable to common     
     shareholders – basic and diluted $           (0.31) $           (0.49) 

     
Weighted average shares outstanding:     
     Basic and diluted          15,097          14,467  

 
As a result of the Recapitalization, the Company redeemed all the outstanding Series A, Series B, and 

Series C preferred shares through the issuance of an aggregate of 11,047,504 common shares at the negotiated price 
of $0.38 per share, which was a per share amount lower than the original terms of the securities issuable.  As per 
EITF No. D-42, “The Effect on the Calculation of Earnings per Share for the Redemption or Induced Conversion of 
Preferred Stock,” the Company reported the fair value of the additional securities issued to the preferred 
shareholders as a non-cash deemed dividend of $1.75 million, which was a calculation of the difference between the 
6,328,000 common shares that would have been issuable under the original conversion rights that existed in the 
convertible preferred shares and the 11,047,504 common shares issued at $0.38 cents upon the conversion times the 
market price on the conversion date.  See Note 4 - Recapitalization.   
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See Note 15 – Subsequent Events, for information on the reverse stock split. 

Non-Cash FAS 84 Inducement on Convertible Notes 

Also in the Recapitalization, the Company extinguished a portion of the August 2007 and the September 
2008 Notes (“the Notes”) through the issuance of 5,330,658 shares and 1,249,999 shares of Common Stock, 
respectively, at the negotiated price of $0.38 per share, which was higher than the $0.37 per share closing bid price 
on the trading day immediately preceding the June 29, 2009 Recapitalization.  The original terms of the Notes 
allowed for a conversion of 50% of the August 2007 Notes and 100% of the September 2008 Notes into common 
stock.  The negotiated issuance price of $0.38 per share in the Recapitalization was based on then current market 
prices, and it was lower than the original conversion prices of $1.46 per share and $0.65 per share of the August 
2007 Notes and the September 2008 Notes, respectively.  Since the extinguishment of the Notes through issuance of 
Common Stock was done at close to current market prices of the Common Stock, the Company issued an aggregate 
of 4,462,456 more shares than it would have issued for the convertible equivalent under the original terms of the 
Notes.    

 Statement of Financial Accounting Standards No. 84, “Induced Conversion of Convertible Debt (as 
amended)”  (“FAS No. 84”), specifies the method of accounting for conversions of convertible debt to equity 
securities when the debtor induces conversion of the debt by offering additional securities or other consideration to 
convertible debt holders.  In accordance with FAS 84, an expense is recognized if and to the extent that “additional 
consideration is paid to debt holders for the purpose of inducing prompt conversion of the debt to equity securities 
(sometimes referred to as a convertible debt ‘sweetener’).”  While the Company’s purpose in effecting the June 
2009 Recapitalization was to effect a complete restructuring of its debt and equity structure via a series of 
transactions that would have the effect of reducing its outstanding debt and future obligations and there was no 
intent to induce any conversion of the outstanding debt to common stock, a portion of the exchange of the 
outstanding carrying value of $9.6 million in convertible debt for an equal aggregate value of cash, common stock 
and preferred stock is required by FAS 84 to be accounted for as an induced conversion of outstanding debt 
securities.  While we believe that the application of FAS No. 84 does not reflect the economic substance of the value 
exchanged in this portion of the Recapitalization transaction, we have reported the required non-cash charge of 
approximately $1.65 million for the difference between the number of common shares issued compared to the 
number of common shares that would have been issued under the original terms of the convertible debt instrument, 
times the market price on the conversion date.   

The Company understands that the accounting interpretation of FAS No. 84 is that an inducement occurs 
any time additional shares are issued in the extinguishment of convertible debt regardless of the absence of an 
economic loss or intent of the parties to the transaction.  As a result, the application of FAS No. 84 to the exchange 
of existing convertible debt securities for common stock resulted in the recording of a non-cash “inducement” 
accounting charge of $1.65 million, which was a calculation of the difference between the 2,118,201 common shares 
that would have been issuable to the applicable note holders under the original conversion rights that existed in the 
convertible Notes and the 6,580,657 common shares exchanged at $0.38 cents upon the extinguishment.  The shares 
amounts include the impact of the July 6, 2009 transaction as describe in Note 15 – Subsequent Events.  This non-
cash charge is deemed a financing expense to extinguish the Notes and it is included in the Consolidated Statements 
of Operations with a corresponding increase in Additional paid-in capital and therefore the net impact has no effect 
on total Shareholder’s Equity.     

Impairment or Disposal of Long-Lived Assets 
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In accordance with the provisions of Statement of Financial Accounting Standards (“FAS”) No. 144, 
“Accounting for the Impairment or Disposal of Long-Lived Assets” (“FAS No. 144”), the Company reviews long-
lived assets for impairment whenever events or changes in circumstances indicate that the carrying amount of an 
asset may not be recoverable.  Recoverability of assets to be held and used is measured by a comparison of the 
carrying amount of an asset to forecasted future undiscounted cash flows expected to be generated by the asset.  If 
the carrying amount of an asset exceeds its estimated future cash flows, an impairment charge would be recognized 
by the amount that the carrying amount of the asset exceeds the fair value of the asset based on the projected net 
cash flows discounted at a rate commensurate with the risk of the asset.  Assets to be disposed of are reported at the 
lower of their carrying amount or fair value less costs to sell.  During the fiscal years ended June 30, 2009 and 2008, 
no impairment was recorded with respect to goodwill or identifiable intangible assets.  

 
Identifiable Intangible Assets and Goodwill 
 
In accordance with FAS No. 142, “Goodwill and Other Intangible Assets” (“FAS No. 142”), the Company 

does not amortize goodwill and intangible assets with indefinite lives, but instead measures for impairment at least 
annually or when events indicate that an impairment exists.  As required by FAS No. 142, the Company compares 
the fair value of the applicable reporting unit to its carrying value. 

Intangible assets that are determined to have definite lives are amortized over their useful lives and are 
measured for impairment only when events or circumstances indicate the carrying value may be impaired in 
accordance with FAS No. 144, discussed above.  During the fiscal years ended June 30, 2009 and 2008, no 
impairment was recorded.  

Asset Retirement Obligation 
  

The Company accounts for asset retirement obligations in accordance with the provisions of FAS No. 143, 
“Accounting for Asset Retirement Obligations” (“FAS No. 143”).  This statement addresses financial accounting 
and reporting for obligations associated with the retirement of tangible long-lived assets and the associated 
retirement costs.  Retirement is defined as the other-than-temporary removal of a long-lived asset from service.  The 
term encompasses sale, abandonment, recycling or disposal in some other manner.  

 
In fiscal year 2005, as a result of the H & W acquisition, the Company recorded an estimated liability for 

the removal and clean-up of three underground fuel storage tanks and has estimated the remaining useful life of 
those tanks to be ten years.  At June 30, 2009 and 2008, the Company had a liability for asset retirement obligations 
of $147,000 and $136,000, respectively, which is classified as other long-term liabilities in the accompanying 
Consolidated Balance Sheets.  In fiscal years 2009 and 2008, the Company recorded accretion expense of $11,000 
and $10,000, respectively. 

Stock-Based Compensation 

As per FAS No. 123R, “Share-Based Payment”, the Company expenses the grant-date fair value of stock 
options and other equity-based compensation granted to employees.  Amortization of stock compensation expense 
for the years ended June 30, 2009 and 2008 was $292,000 and $504,000, respectively, and is included in selling, 
general and administrative expenses in the Consolidated Statements of Operations. 
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The fair value of each option is estimated on the date of grant using the Black-Scholes option valuation 
model with the following weighted average assumptions: 

 
 Years Ended June 30, 
 2009  2008 
    
     Risk free interest rate 3.22%  4.57% 
     Dividend yield 0%  0% 
     Expected volatility 105.4%  103.4% 
     Expected life     8.0 years  7.9 years 

 
Use of the Black-Scholes model requires management to make certain assumptions with respect to selected 

model input.  The risk-free rate is based on a U.S. Treasury zero-coupon bond issue with a remaining term equal to 
the expected term of the option.  The dividend yield is zero per share because we have not paid dividends on 
Common Stock in the past and do not expect to pay dividends in the foreseeable future.  Expected volatilities are 
based on the historical volatility of the Company’s stock.  The Company uses historical data to estimate option 
exercises and employee terminations within the valuation model.  Since the Company has limited historical 
exercised data for the expected life of the options granted, it is estimating the expected life to be equivalent to the 
remaining contractual life and represents the period of time that options granted are expected to be outstanding.  The 
fair value of the stock options is expensed on a uniform straight-line basis over the vesting period. 
 

Recent Accounting Pronouncements  

In September 2006, the FASB issued FAS Statement No. 157, “Fair Value Measurements” (“FAS No. 
157”).  This standard provides guidance for using fair value to measure assets and liabilities.  Under FAS No. 157, 
fair value refers to the price that would be received to sell an asset or paid to transfer a liability in an orderly 
transaction between market participants in the market in which the reporting entity transacts.  In this standard, the 
FASB clarifies the principle that fair value should be based on the assumptions that market participants would use 
when pricing the asset or liability.  In support of this principle, FAS No. 157 establishes a fair value hierarchy that 
prioritizes the information used to develop those assumptions.  The fair value hierarchy gives the highest priority to 
quoted prices in active markets and the lowest priority to unobservable data, for example, the reporting entity’s own 
data.  Under the standard, fair value measurements would be separately disclosed by level within the fair value 
hierarchy.  Certain aspects of this standard were effective for the financial statements issued for the Company since 
the beginning of fiscal year 2009.  The adoption of FAS No. 157 had no impact on the Company’s consolidated 
financial position, results of operations or cash flows.  FASB Staff Position (“FSP”) FAS 157-2, “Effective Date of 
FASB Statement No. 157,” issued in February 2008, provides a one-year deferral to fiscal years beginning after 
November 15, 2008 of the effective date of FAS No. 157 for nonfinancial assets and nonfinancial liabilities, except 
those that are recognized or disclosed in financial statements at least annually at fair value on a recurring basis.  The 
Company’s adoption of the remaining provisions of FAS No. 157 are not expected to have an impact on the 
Company’s consolidated financial position, results of operations or cash flows. 

 
In February 2007, FAS Statement No. 159, “The Fair Value Option for Financial Assets and Financial 

Liabilities” (“FAS No. 159”), was issued.  FAS No. 159 enables companies to report selected financial assets and 
liabilities at their fair value.  This statement requires companies to provide additional information to help investors 
and other users of financial statements understand the effects of a company’s election to use fair value on its 
earnings.  FAS No. 159 also requires companies to display the fair value of assets and liabilities on the face of the 
balance sheet when a company elects to use fair value.  FAS No. 159 was effective for the Company since the 
beginning of fiscal year 2009.  The Company’s adoption of FAS No. 159 had no impact on the Company’s financial 
condition or results of operations because the Company did not elect to record any financial assets or liabilities at 
fair value. 
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In December 2007, the FASB issued FAS Statement No. 141 (revised 2007), “Business Combinations” 
(“FAS No. 141R”), which replaces FAS No. 141.  The statement retains the purchase method of accounting for 
acquisitions, but requires a number of changes, including changes in the way assets and liabilities are recognized in 
the purchase accounting.  It also changes the recognition of assets acquired and liabilities assumed arising from 
contingencies, requires the capitalization of in-process research and development at fair value, and requires the 
expensing of acquisition-related costs as incurred.  In April, 2009, the FASB issued FSP FAS 141(R)-1, 
“Accounting for Assets Acquired and Liabilities Assumed in a Business Combination That Arise from 
Contingencies” (“FSP No. 131(R)-1”).   This FSP amends and clarifies FAS No. 141R to address application issues 
raised by preparers, auditors, and members of the legal profession on initial recognition and measurement, 
subsequent measurement and accounting, and disclosure of assets and liabilities arising from contingencies in a 
business combination.  FAS No. 141R is effective for the Company beginning July 1, 2009 and will be applied 
prospectively to business combinations completed on or after that date.  The Company estimates that the adoption of 
FAS No. 141R will result in a $187,000 expense in the first quarter of fiscal year 2010 due to the write-off of the 
deferred acquisition costs balance as of June 30, 2009, which are no longer capitalized under FAS No. 141R.  

In December 2007, the FASB issued FAS Statement No. 160, “Noncontrolling Interests in Consolidated 
Financial Statements, an amendment of ARB 51,” which changes the accounting and reporting for minority interests 
(“FAS No. 160”).  Minority interests will be recharacterized as noncontrolling interests and will be reported as a 
component of equity separate from the parent’s equity, and purchases or sales of equity interests that do not result in 
a change in control will be accounted for as equity transactions.  In addition, net income attributable to the 
noncontrolling interest will be included in consolidated net income on the face of the income statement and, upon a 
loss of control, the interest sold, as well as any interest retained, will be recorded at fair value with any gain or loss 
recognized in earnings.  FAS No. 160 is effective for the Company beginning July 1, 2009 and will apply 
prospectively, except for the presentation and disclosure requirements, which will apply retrospectively.  The 
standard will have no impact on our financial condition, results of operations or cash flows.  

In March 2008, the FASB issued FAS No. 161, “Disclosures about Derivative Instruments and Hedging 
Activities — an amendment of FAS Statement No. 133” (“FAS No. 161”).  This Standard requires enhanced 
disclosures regarding derivatives and hedging activities, including: (a) the manner in which an entity uses derivative 
instruments; (b) the manner in which derivative instruments and related hedged items are accounted for under FAS 
No. 133, “Accounting for Derivative Instruments and Hedging Activities”; and (c) the effect of derivative 
instruments and related hedged items on an entity’s financial position, financial performance, and cash flows.  FAS 
No. 161 is effective for the Company beginning July 1, 2009.  As FAS No. 161 relates specifically to disclosures, 
the standard will have no impact on our financial condition, results of operations or cash flows.  

 
In April 2008, the FASB issued FSP FAS No. 142-3, “Determination of the Useful Life of Intangible 

Assets” (“FSP No. 142-3”). This standard amends the factors that should be considered in developing renewal or 
extension assumptions used to determine the useful life of a recognized intangible asset under FASB Statement 
No. 142, Goodwill and Other Intangible Assets. FSP No. 142-3 is effective for the Company beginning July 1, 2009. 
Early adoption is prohibited.  The standard will have no impact on our financial condition, results of operations or 
cash flows. 

  
In May 2008, the FASB issued FSP APB 14-1, “Accounting for Convertible Debt Instruments That May Be 

Settled in Cash upon Conversion (Including Partial Cash Settlement)” (“FSP No. 14-1”).  This standard clarifies 
that convertible debt instruments that may be settled in cash upon conversion (including partial cash settlement) are 
not addressed by paragraph 12 of APB Opinion No. 14, Accounting for Convertible Debt and Debt Issued with 
Stock Purchase Warrants. Additionally, this FSP specifies that issuers of such instruments should separately account 
for the liability and equity components in a manner that will reflect the entity's nonconvertible debt borrowing rate 
when interest cost is recognized in subsequent periods. FSP No. 14-1 is effective for the Company beginning July 1, 
2009.  The standard will have no impact on our financial condition, results of operations or cash flows as our 
historical convertible debt did not allow for settlement in cash. 

 
In April 2009, the FASB issued FSP FAS 107-1 and APB 28-1, “Interim Disclosures About Fair Value of 

Financial Instruments”. This FSP amends FAS No. 107, “Disclosures about Fair Value of Financial Instruments”, 
to require disclosures about fair value of financial instruments for interim reporting periods as well as in annual 
financial statements, and also amends APB No. 28, “Interim Financial Reporting”, to require those disclosures in 
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summarized financial information at interim reporting periods. This FSP is effective for the Company beginning 
July 1, 2009.  This FSP does not require disclosures for earlier periods presented for comparative purposes at initial 
adoption. In periods after initial adoption, this FSP requires comparative disclosures only for periods ending after 
initial adoption. The adoption of this standard will have no impact on our financial condition, results of operations or 
cash flows. 

 
In May 2009, the FASB issued FAS Statement No. 165, “Subsequent Events” (“FAS No. 165”), which 

provides guidance to establish general standards of accounting for and disclosures of events that occur after the 
balance sheet date but before financial statements are issued or are available to be issued. FAS No. 165 also requires 
entities to disclose the date through which subsequent events were evaluated as well as the rationale for why that 
date was selected.  FAS No. 165 is effective for interim and annual periods ending after June 15, 2009, and 
accordingly, we adopted this Standard during the fourth quarter of fiscal 2009. FAS No. 165 requires that public 
entities evaluate subsequent events through the date that the financial statements are issued. We have evaluated 
subsequent events through the time of the filing of these financial statements with the SEC on September 28, 2009.  

 
In June 2009, the FASB issued FAS Statement No. 166, “Accounting for Transfers of Financial Assets, an 

amendment to FAS No. 140” (“FAS No. 166”). FAS No. 166 eliminates the concept of a qualifying special-purpose 
entity, changes the requirements for derecognizing financial assets including limiting the circumstances in which a 
company can derecognize a portion of a financial asset, and requires additional disclosures. FAS No. 166 is effective 
for financial statements issued for fiscal years beginning after November 15, 2009, and interim periods within those 
fiscal years.  The Company has not determined the impact, if any, on its financial statements of this accounting 
standard. 

 
In June 2009, the FASB issued FAS Statement No. 167, “Amendments to FASB Interpretation No. 46(R)” 

(“FAS No. 167”). FAS No. 167 revises the approach to determine when an entity that is insufficiently capitalized or 
not controlled through voting rights (referred to as a variable interest entity or VIE) should be consolidated. The new 
consolidation model for VIEs considers whether the enterprise has the power to direct the activities that most 
significantly impact the VIE’s economic performance and shares in the significant risks and rewards of the entity. 
FAS No. 167 requires companies to continually reassess their involvement with VIEs to determine if consolidation 
is appropriate and provide additional disclosures about their involvement with them.   FAS No. 167 is effective for 
financial statements issued for fiscal years beginning after November 15, 2009, and interim periods within those 
fiscal years.  The Company has not determined the impact, if any, on its financial statements of this accounting 
standard. 

 
In June 2009, the FASB issued FAS Statement No. 168, “The FASB Accounting Standards Codification 

and the Hierarchy of Generally Accepted Accounting Principles - A Replacement of FASB Statement No. 162” 
(“FAS No. 168”).  This Statement establishes the Codification as the source of authoritative GAAP recognized by 
the FASB to be applied by nongovernmental entities. Rules and interpretive releases of the SEC under federal 
securities laws are also sources of authoritative U.S. generally accepted accounting principles (GAAP) recognized 
by the FASB to be applied by nongovernmental entities.  On the effective date of this Statement, the Codification 
will supersede all then-existing non-SEC accounting and reporting standards. All other non-grandfathered non-SEC 
accounting literature not included in the Codification will become non authoritative.  All guidance contained in the 
Codification carries an equal level of authority.  This Statement is effective for financial statements issued for 
interim and annual periods ending after September 15, 2009.  The standard will have no impact on our financial 
condition, results of operations or cash flows. 
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3. IDENTIFIABLE INTANGIBLE ASSETS AND GOODWILL    
 

The following table summarizes the Company’s identifiable intangible assets and goodwill balances as of 
June 30, 2009 and 2008 (in thousands):   

 
 

  2009  2008   
Gross  Net Gross  Net  Amortization 

Carrying Accumulated Carrying Carrying Accumulated Carrying  Period 
  Amount   Amortization   Amount  Amount   Amortization   Amount  (Years) 

Amortized intangible assets:               
     Customer relationships $ 1,768 $ 513 $ 1,255 $ 1,768 $ 385 $ 1,383  15 
     Favorable leases  196  147  49  196  108  88  5 
     Trademarks  687  172  515  687  126  561  15 

     Supplier contracts  801  601  200  801  441  360  5 

Total  $ 3,452 $ 1,433 $ 2,019 $ 3,452 $ 1,060 $ 2,392   

                     

Goodwill     $ 228     $ 228   

 
Amortization expense is computed using the straight-line method over the useful lives of the assets.  

Amortization expense for the years ended June 30, 2009 and 2008 was $373,000 and $379,000, respectively.  
Amortization expense for the five succeeding fiscal years and thereafter is as follows (in thousands):   

 
Year ending   

June 30,  Amortization 
2010 $ 357 
2011  207 
2012  157 
2013  157 
2014  157 

   Thereafter  984 
Total $ 2,019 
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4. RECAPITALIZATION 
 
Summary 
 

On June 29, 2009 (the “Effective Date”), the Company completed a comprehensive $40 million 
recapitalization program (the “Recapitalization”) that restructured all of its debt and equity.  After the 
Recapitalization, the Company’s total debt was lowered by $4.5million.  The Recapitalization also resulted in a net 
increase of shareholders’ equity of $4.1 million.  The Company estimates that its cash requirements for interest and 
dividends will be reduced by over $1 million per year (unaudited). 
 

On the Effective Date, by virtue of various agreements with the Company’s existing debt and equity 
investors, the Company extinguished all of its existing non-bank debt and outstanding preferred stock, including: (a) 
$8.859 million in outstanding August 2007 11.5% Senior Secured Convertible Promissory Notes (the “Secured 
Notes”); (b) $725,000 in outstanding September 2008 12% Unsecured Convertible Promissory Notes (“Existing 
Unsecured Notes”); (c) $2.263 million in 12% Cumulative Dividend Convertible Series A Preferred Stock (“Series 
A Preferred”); (d) the $1.787 million in 12% Cumulative Dividend Convertible Series B Preferred Stock (“Series B 
Preferred”); (e) $149,000 in 12% Cumulative Dividend Convertible Series C Preferred Stock (“Series C Preferred”) 
and (f) $617,000 in accrued but unpaid interest and dividends on the Secured Notes, the Existing Unsecured Notes 
and the Series A, Series B and Series C Preferred Stock.  
 

As part of the Recapitalization, the Company converted its existing $25 million asset based lending facility 
into a new, more favorable, three year $20 million asset based lending facility and a $5 million 60 month amortized 
term loan, the proceeds of which were used to pay down $4.867 million of the Secured Notes and $125,000 of the 
Unsecured Notes.  
 

The balance of the consideration paid by the Company for the cancellation and extinguishment of  the 
existing investors’ debt and equity securities was provided by the Company’s issuance of (i) 3,228 shares of a new 
5.5% Cumulative Dividend Series D Preferred Stock (“Series D Preferred”) at $400 per share, or $0.40 per common 
share equivalent, for $1.291 million, (ii) 19,251,119 shares of Common Stock for $0.38 per share, or $7.315 million, 
(iii) a 5 year $800,000 5.5% Unsecured Note (the “New Unsecured Note”); and (iv) $43,934 in cash.  The agreed 
upon value of the Common Stock issued in the Recapitalization was priced at $0.38 per share, which was greater 
than the closing bid price of the Common Stock on the Nasdaq Capital Market on the trading day immediately 
preceding the Effective Date. 
 
New Bank Financing    
 

On June 29, 2009, the Company  entered into the Eighteenth Amendment to the Loan and Security 
Agreement (the “Eighteenth Amendment”), which amended the Loan and Security Agreement (the “Loan 
Agreement”) between the Company, SMF Services, Inc., H & W Petroleum Company, Inc. and Wachovia Bank, 
National Association (the “Bank”), to, among other things, extend the renewal date for three  years from July 1, 
2009 to July 1, 2012, decrease the revolving loan limit from $25 million to $20 million,  provide for a new 60 month 
amortized term loan in the principal amount of $5.0 million (the “Term Loan”), add the Company’s  vehicles and 
field operating equipment as additional collateral (previously used as collateral for the Secured Notes), and modify 
certain covenants.    
 
New Unsecured Note   
 
  The only non-Bank debt incurred by the Company in the Recapitalization was an $800,000 unsecured 5.5% 
interest only, subordinated promissory note (the “New Unsecured Note”) issued to an existing institutional investor 
in exchange for $800,000 of one of the Secured Notes.  The institutional investor also exchanged $200,000 of the 
same Secured Note for shares of Common Stock at $0.38 per share.   
 

The New Unsecured Note is subordinated to all other existing debt of the Company, including any amounts 
owed now or in the future to the Bank.  The holder of the New Unsecured Note entered into a debt subordination 
agreement (the “Subordination Agreement”) with the Company and the Bank, whereby it expressly subordinated its 
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rights under the New Unsecured Note to the Bank.    
 
The principal balance of the New Unsecured Note is due at maturity on July 1, 2014.  Subject to the 

limitations in  the Subordination Agreement, interest will be paid semi-annually, except that accrued interest 
payments for the first thirteen months will be deferred until on or about August 15, 2010.  Thereafter, starting 
January 15, 2010, semi-annual interest payments will be scheduled on or about each January 15th and July 
15th.  The amounts due under the New Unsecured Note will become due and payable upon the occurrence of 
customary events of default, provided, however, that the deferral of any payment in accordance with the 
Subordination Agreement will not constitute an event of default.  If permitted under the Subordination Agreement, 
the Company may pre-pay the New Unsecured Note, in whole or in part, without prepayment penalty or premium.  
 

Twenty-five percent (25%) of the original principal amount of the New Unsecured Note, or $200,000, may 
be converted into shares of the Common Stock at $0.50 per share (the “Conversion Price”) at the option of the 
noteholder.  The number and kind of securities purchasable upon conversion and the Conversion Price are subject to 
customary adjustments for stock dividends, stock splits and other similar events.  
   
Exchange Agreements  
 

As part of the Recapitalization, the Company entered into a series of agreements on the Effective Date (the 
“Exchange Agreements”) pursuant to which it  (1) exchanged all of the outstanding shares of its Series A,  Series B 
and Series C  Preferred (collectively, the “Preferred Stock”) for shares of Common Stock, including the accrued but 
unpaid dividends thereon; (2) exchanged the outstanding principal of all but one of the Existing Unsecured Notes  
for shares of  Common Stock; and (3) paid down 50% of the principal balance of all but two of the Secured Notes 
and the remaining Existing Unsecured Note with proceeds from the Term Loan, and then exchanged the remaining 
principal balance of such notes for shares of either Common Stock or a new, 5.5% dividend bearing, $0.01 par value 
Convertible Preferred Stock (“Series D Preferred”) and exchanged any accrued but unpaid interest on such notes for 
shares of Common Stock.  The Company also used proceeds from the Term Loan to redeem, in full, the two Secured 
Notes that were not the subject of Exchange Agreements (the “Redeemed Notes”), including all accrued but unpaid 
interest thereon.  The collateral for the Secured Notes was used for the new Bank Financing.  
 

In particular, pursuant to the Exchange Agreements, the Company exchanged all of the 4,114 outstanding 
shares of Series A Preferred, all of the 1,985 outstanding shares of Series B Preferred, and of the 229 outstanding 
shares of Series C Preferred, including all accrued but unpaid dividends thereon, for 11,378,023 shares of Common 
Stock.  The Company also exchanged $475,000 of the aggregate principal amount outstanding on the Existing 
Unsecured Notes and the related accrued but unpaid interest for 1,327,586 shares of Common Stock.  
 

In the Recapitalization, the Company paid a total of $4.87 million of the $8.86 million principal amount 
outstanding on the Secured Notes and paid $125,000 of the $250,000 principal amount outstanding on one Existing 
Unsecured Note in cash.  The Company exchanged the remaining balance on these notes, including the related 
accrued but unpaid interest, except for the Redeemed Notes, for 6,572,264 shares of Common Stock, 3,228 shares of 
its Series D Preferred and $800,000 in the New Unsecured Note.  The Common Stock was priced at $0.38 per share, 
which was greater than the closing bid price of the Common Stock on the Nasdaq Capital Market on the trading day 
immediately preceding the Effective Date.  The shares of Series D Preferred, which are convertible into 1,000 shares 
of Common Stock, were exchanged for $400 per share, or $0.40 per common share equivalent.  The $4.87 million 
principal repayment of the Secured Notes included the redemption, in full, of the Redeemed Notes, which had an 
aggregate principal amount of $875,000.  The Company also paid the $51,000 of accrued but unpaid interest on the 
Redeemed Notes in cash on the Effective Date.  

Pursuant to the Exchange Agreements, the Company issued a total of 19,251,119 shares of Common Stock 
with a total aggregate value of $7.32 million and 3,228 shares of Series D Preferred with a total aggregate value of 
$1.29 million. Each share of Series D Preferred is convertible into 1,000 shares of the Common Stock at a price per 
share of $0.40 per share, $0.03 above the closing bid price of the Common Stock on June 29, 2009.  
 

Philadelphia Brokerage Company (“PBC”), received fees of $380,000 in connection with the 
Recapitalization pursuant to a February 1, 2009, investment banking agreement between PBC and the 
Company.  PBC’s fees were paid with a combination of cash and securities, consisting of $280,000 in cash and 
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shares of Common Stock.  For the securities, a total of 263,156 shares of Common Stock were issued to PBC on the 
Effective Date, priced at $0.38, the same price used for the Common Stock issued pursuant to the Exchange 
Agreements.  

 
The Company’s officers and directors who had participated in the Company’s private offerings of the 

Series A Preferred Stock and Existing Unsecured Notes also participated in the Recapitalization.  The officers, 
including one member of the Board of Directors, participated in the exchange of Series A Preferred for shares of 
Common Stock on the same terms as all of the other holders of Series A Preferred.  In addition, a non-employee 
director holding an Existing Unsecured Note entered into an Exchange Agreement for his Existing Unsecured Note 
that was similar to those entered into by some holders of the Secured Notes, whereby he received a combination of 
cash, Series D Preferred Stock and Common Stock for his Existing Unsecured Note.  
 

The officer exchanges of Series A Preferred for Common Stock were as follows: Richard E. Gathright, 
Chief Executive Officer, President and Chairman of the Board, exchanged 36 shares of Series A Preferred for 
52,105 shares of Common Stock, and $592 in accrued but unpaid dividends for an additional 1,559 shares of 
Common Stock.  Michael S. Shore, Chief Financial Officer, Senior Vice President and Treasurer, exchanged 36 
shares of Series A Preferred for 52,105 shares of Common Stock $592 in accrued but unpaid dividends for 1,559 
shares of Common Stock.  Paul C. Vinger, Senior Vice President - Corporate Planning and Fleet Operations, 
exchanged 36 shares of Series A Preferred for 52,105 shares of Common Stock and $592 in accrued but unpaid 
dividends for 1,559 shares of Common Stock.  Gary G. Williams III, Senior Vice President - Commercial 
Operations, exchanged 18 shares of Series A Preferred for 26,053 shares of Common Stock and $296 in accrued but 
unpaid dividends for 779 shares of Common Stock.  Robert W. Beard, Senior Vice President - Marketing & Sales 
and Investor Relations Officer exchanged 10 shares of Series A Preferred for 14,474 shares of Common Stock and 
$165 in accrued but unpaid dividends for another 433 shares of Common Stock. Timothy E. Shaw, Senior Vice 
President - Information Services & Administration and Chief Information Officer, exchanged 10 shares of Series A 
Preferred for 14,474 shares of Common Stock and $165 in accrued but unpaid dividends for 433 shares of Common 
Stock.  L. Patricia Messenbaugh, Vice President - Finance & Accounting, Chief Accounting Officer and Principal 
Accounting Officer, exchanged 9 shares of Series A Preferred for 13,026 shares of Common Stock and $148 in 
accrued but unpaid dividends for 390 shares of Common Stock.   
   

C. Rodney O’Connor, a non-employee director of the Company and the beneficial owner of 1,539,383 
shares of Common Stock before the Recapitalization, was repaid 50% of the $250,000 principal amount outstanding 
on his Existing Unsecured Note in cash and exchanged the remaining 50% of the principal amount outstanding for 
312 shares of the Company’s Series D Preferred.  In addition, Mr. O’Connor exchanged the $10,167 in accrued but 
unpaid interest for 26,754 shares of Common Stock.  After the Recapitalization, Mr. O’Connor was the beneficial 
owner of 1,466,768 shares of Common Stock, including 312,000 shares attributable to the conversion rights 
underlying his 312 shares of Series D Preferred Stock.  
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Deemed Dividend and Non-cash Inducement charge 
 

 As a result of the Recapitalization, the Company redeemed all the outstanding Series A, Series B, and 
Series C preferred shares through the issuance of an aggregate of 11,047,504 common shares at the negotiated price 
of $0.38 per share, which was an amount lower than the original terms of the securities issuable.  As per EITF No. 
D-42, “The Effect on the Calculation of Earnings per Share for the Redemption or Induced Conversion of Preferred 
Stock,” the Company reported the fair value of additional securities issued to the preferred shareholders as a non-
cash deemed dividend of $1.75 million, which was a calculation of the difference between the 6,328,000 common 
shares that would have been issuable under the original conversion rights that existed in the convertible preferred 
shares and the 11,047,504 common shares issued at $0.38 cents upon the redemption exchange.  See Note 9 - 
Shareholders’ Equity.    

Also in the Recapitalization, the Company extinguished a portion of the August 2007 and the September 
2008 Notes (“the Notes”) through the issuance of 5,330,658 shares and 1,249,999 shares of Common Stock, 
respectively, at the negotiated price of $0.38 per share, which was higher than the $0.37 per share closing bid price 
on the trading day immediately preceding the June 29, 2009 Recapitalization.  The original terms of the Notes 
allowed for a conversion of 50% of the August 2007 Notes and 100% of the September 2008 Notes into common 
stock.  The negotiated issuance price of $0.38 per share in the Recapitalization was based on then current market 
prices, and it was lower than the original conversion prices of $1.46 per share and $0.65 per share of the August 
2007 Notes and the September 2008 Notes, respectively.  Since the extinguishment of the Notes through issuance of 
Common Stock was done at close to current market prices of the Common Stock, the Company issued an aggregate 
of 4,462,456 more shares than it would have issued for the convertible equivalent under the original terms of the 
Notes.    

 Statement of Financial Accounting Standards No. 84, “Induced Conversion of Convertible Debt (as 
amended)”  (“FAS No. 84”), specifies the method of accounting for conversions of convertible debt to equity 
securities when the debtor induces conversion of the debt by offering additional securities or other consideration to 
convertible debt holders.  In accordance with FAS 84, an expense is recognized if and to the extent that “additional 
consideration is paid to debt holders for the purpose of inducing prompt conversion of the debt to equity securities 
(sometimes referred to as a convertible debt ‘sweetener’).”  While the Company’s purpose in effecting the June 
2009 Recapitalization was to effect a complete restructuring of its debt and equity structure via a series of 
transactions that would have the effect of reducing its outstanding debt and future obligations and there was no 
intent to induce any conversion of the outstanding debt to common stock, a portion of the exchange  of the 
outstanding carrying value of $9.6 million in convertible debt for an equal aggregate value of cash, common stock 
and preferred stock is required by FAS 84 to be accounted for as an induced conversion of outstanding debt 
securities.  While we believe that the application of FAS No. 84 does not reflect the economic substance of the value 
exchanged in this portion of the Recapitalization transaction, we have reported the required non-cash charge for the 
difference between the number of common shares issued compared to the common shares that would have been 
issued under the original terms of the convertible debt instrument times the market price.   

The Company understands that the accounting interpretation of FAS No. 84 is that an inducement occurs 
any time additional shares are issued in the extinguishment of convertible debt regardless of the absence of an 
economic loss or intent of the parties to the transaction.  As a result, the application of FAS No. 84 to the exchange 
of existing convertible debt securities for common stock resulted in the recording of a non-cash “inducement” 
accounting charge of $1.65 million, which was a calculation of the difference between the 2,118,201 common shares 
that would have been issuable to the applicable note holder under the original conversion rights that existed in the 
convertible Notes and the 6,580,657 common shares exchanged at $0.38 cents upon the extinguishment.  The shares 
amounts include the impact of the July 6, 2009 transaction as describe in Note 15 – Subsequent Events.  This non-
cash charge is deemed a financing expense to extinguish the Notes and it is included in the Consolidated Statements 
of Operations with a corresponding increase in Additional paid-in capital and therefore the net impact has no effect 
to total Shareholder’s Equity. 
 
5. LINE OF CREDIT PAYABLE 

 
On June 29, 2009, the Company completed the Recapitalization, described above in Note 4 – 

Recapitalization.  Concurrent with the Recapitalization, the Company and its principal lender amended the 
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Company’s existing $25.0 million revolving line of credit to provide for a new, more favorable, $25.0 million loan 
facility, comprised of a three year $20.0 million revolver coupled with a new $5.0 million, 60 month, fully 
amortized term loan.  The Eighteenth Amendment to the Loan and Security Agreement between the Company and 
its principal lender also extended the renewal date of the revolving line of credit from July 1, 2009 to July 1, 2012, 
added the Company’s vehicles and field operating equipment as additional collateral, and modified several 
covenants in the loan agreement in a manner that the Company believes will be favorable to the Company.   
 

The Company’s $20.0 million line of credit permits the Company to borrow up to 85% of the total amount 
of eligible accounts receivable and 65% of eligible inventory, both as defined.  Outstanding letters of credit reduce 
the maximum amount available for borrowing.  Outstanding borrowings under the line are secured by substantially 
all Company assets including its transportation fleet and related field equipment.   

 
Interest is payable monthly based on a pricing matrix agreed with the bank.  At June 30, 2009, the interest 

rate for the line of credit was at LIBOR Floor of 0.75 plus 3.00%, or 3.75%.  As a result of the Eighteenth 
Amendment, the applicable margin for subsequent periods will be determined quarterly based on a matrix with 
margins of 3.00% to 3.75% over the LIBOR lending rate determined by the Company meeting certain EBITDA to 
fixed charge coverage ratios, as defined.   

  
As of June 30, 2009 and 2008, the Company had outstanding borrowings of $7.8 million and $19.8 million, 

respectively, under its line of credit.  The line of credit is classified as a current liability in accordance with EITF 95-
22, “Balance Sheet Classification of Borrowings Outstanding under Revolving Credit Agreements”.  Based on 
eligible receivables and inventories, and letters of credit outstanding at June 30, 2009 and 2008, the Company had 
$2.4 million and $1.8 million, respectively, of cash availability under the line of credit.   

 
The Company’s line of credit provides for certain affirmative and negative covenants that may limit the 

total availability based upon the Company’s ability to meet these covenants.  At June 30, 2009, the financial 
covenants included a minimum daily availability of $750,000, a fixed charge coverage ratio of 1.1 to 1.0, and a 
capital expenditure limitation for fiscal year 2009 of $750,000.  At June 30, 2009 and 2008, the Company had a 
maximum amount of $1.75 million and $1.5 million, respectively, for which letters of credit could be issued.  At 
June 30, 2009 and 2008, $1.6 million and $1.35 million, respectively, had been issued in letters of credit.  

 
Previously, in September 2008, the Company and its line of credit lender had entered into the Sixteenth 

Amendment and the Seventeenth Amendment to the loan and security agreement.  These amendments allowed for 
the issuance of unsecured promissory notes, extended the maturity date from December 31, 2008 to July 1, 2009, 
and modified the variable interest rate to a range of 0.75% to 2.75% over the prime lending rate based on the 
Company meeting certain fixed charge coverage ratios.  

 
 The Company’s new $25.0 million loan facility continues to require the Company to obtain the consent of 
the lender prior to incurring additional debt, or entering into mergers, consolidations or sales of assets.  Failure to 
comply with one or more of the covenants in the future could affect the amount the Company can borrow and 
thereby adversely affect the Company’s liquidity and financial condition.  At June 30, 2009, the Company was in 
compliance with all the requirements of its covenants under the agreement.  
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6. SHORT-TERM PROMISSORY NOTES 
 

On November 19, 2007, the Company obtained an aggregate of $2.0 million in short-term notes from a 
small group of individual and institutional investors (the “November 2007 Notes”).  The proceeds were used for 
general working capital purposes.  The Company’s obligations under the November 2007 Notes were unsecured.  
The November 2007 Notes originally had a six-month term maturing in May 2008, which was extended to July 
2008.  The Company incurred $42,000 in issuance costs which were amortized over the term of the notes.  Interest 
payable on the outstanding principal balance of the November 2007 Notes was 1.5% per month.  The effective yield 
of these notes was 21.0%.  

 
On February 29, 2008, the holders of the November 2007 Notes exchanged the entire $2.0 million principal 

balance, plus $6,000 of the accrued but unpaid interest thereon  into shares of the Company’s Series A Preferred 
Stock at $550 per share.  For additional information see Note 9, Shareholders’ Equity.  The issuance costs of 
$42,000 had a remaining unamortized balance of $24,000 which was written-off and recorded as a loss on 
extinguishment of promissory notes. 

 
7. LONG-TERM DEBT (INCLUDES TERM LOAN AND PROMISSORY NOTES) 

 
Long-term debt consisted of the following on June 30 (in thousands):     
 

 June 30,  June 30, 
 2009  2008 
      
June 2009 Term loan (the “Term Loan”), fully amortized, 60 monthly principal payments of 
approximately $83,000 commencing on August 1, 2009; variable interest due monthly, 4.5% at 
June 30, 2009; secured by substantially all Company assets; effective interest rate of 6.44%.  For 
additional details, see below. $ 

   
5,000   $ 

  
-   

      
June 2009 unsecured convertible subordinated promissory note (the “June 2009 Note”) (5.5% 
interest due semi-annually, January 15 and July 15, beginning January 15, 2010; interest accrued 
for first 13 months deferred and due on or about August 15, 2010); matures July 1, 2014 in its 
entirety; effective interest rate of 6.2%.  For additional details, see below.  800   - 
      
August 2007 senior secured convertible subordinated promissory notes (the “August 2007 
Notes” or the “Secured Notes”) (11.5% interest due semi-annually, January 1 and July 1); 
matured December 31, 2009 in its entirety; effective interest rate of 14.5% including cost of 
warrants and other debt issue costs.  Fully extinguished on June 29, 2009 with the 
Recapitalization.  For additional details, see below.    

   
-     

  
8,859 

      

Unamortized debt discount   -     
 

(65)
      

Total debt  5,800   
  

8,794 
      

Less: current portion   
  

(917)     
  

-   
      

Long-term debt, net $ 
   

4,883    $ 
  

8,794 
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August 2007 Notes 
 
On August 8, 2007, the Company sold $11.8 million in debt and equity securities (the “August 2007 

Offering”).  The Company used a portion of the proceeds of the August 2007 Offering to satisfy the balance of its 
outstanding secured promissory notes issued on August 29, 2003, January 25, 2005 and September 1, 2005 (the 
“Satisfied Notes”), and to lower the Company’s total senior secured convertible subordinated debt from $11.2 
million to $10.6 million on August 8, 2007.  As a result of this transaction, the Company recorded a loss on 
extinguishment of promissory notes of $1.6 million consisting of the write-off of unamortized debt discount and 
debt costs, a pre-payment penalty, and a gain for the excess carrying value of the Notes over the extinguishment 
price.  See Note 7 – Long-term Debt – Gain/(Loss) on Extinguishment of Promissory Notes, net. 
  

In the August 2007 Offering, the Company sold $10.6 million in 11½% senior secured convertible 
subordinated promissory notes maturing in their entirety on December 31, 2009 (the “August 2007 Notes” or the 
“Secured Notes”), including $5.7 million sold to new institutional and private investors and $4.9 million to then 
current holders of the Company’s secured debt.  The Company paid a total commission of $400,000 to the 
placement agent, $94,000 of which was paid through the issuance of 63,327 shares of Common Stock at the offering 
price of $1.48 per share.  For information on the $1.2 million in equity securities sold in the August 2007 Offering, 
see Note 9 – Shareholders’ Equity. 
  

The holders of the Notes had the right to convert up to fifty percent (50%) of the principal amount of the 
August 2007 Notes into shares of the Common Stock at $1.46 per share.  The Company registered the resale of the 
shares under the Securities Act of 1933, as amended, including the shares into which the August 2007 Notes may be 
converted and the shares obtained upon exercise of the warrants.  As a result of the conversion feature, the Company 
recorded $37,000 as a beneficial conversion feature which was being amortized under the effective interest method 
as a non-cash discount over the respective term of the debt.   As of June 30, 2009, there were no conversion share 
rights outstanding as the related Notes were satisfied in March 2008 and June 2009, as described below. 

 
On March 12, 2008, some of the holders of the August 2007 Notes exchanged $1.75 million in principal 

balance of the August 2007 Notes, plus a portion of the accrued but unpaid interest thereon in the amount of $37,000 
into shares of the Company’s Series B Preferred Stock at $900 per share.  For additional information see Note 9 – 
Shareholders’ Equity.  The Company recorded a loss on debt extinguishment of $84,000 consisting of the write off 
of unamortized deferred debt costs and unamortized discounts related to these notes.  See Note 7 – Long-Term Debt 
– Gain/(Loss) on Extinguishment of Promissory Notes, net. 
 
September 2008 Notes 

 On September 2, 2008, the Company sold $725,000 in 12% unsecured convertible promissory notes (the 
“September 2008 Notes” or the “Unsecured Notes”) maturing on September 1, 2010, to accredited investors, 
including a $250,000 participation by a related party.  The Company used the proceeds for working capital purposes, 
including the enhancement of short-term supplier credit.  The September 2008 Notes were unsecured and expressly 
subordinated to any amounts owed to the Company’s primary lender pursuant to a subordination agreement between 
the note holders and the lender.  The unpaid principal amount of the September 2008 Notes and the accrued but 
unpaid interest thereon may be converted into shares of our Common Stock at $0.65 per share, which was above the 
market price of the Common Stock on the date of the offering.   
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Deferral of interest 
 
In January 2009, the holders of the August 2007 Notes agreed to defer the $519,000 interest payment 

originally due on the August 2007 Notes from January 1, 2009, to April 15, 2009.  As consideration for this deferral, 
the Company paid a deferral fee equal to 1% of the outstanding principal balance, or $88,000, of which 50% was 
paid in cash, with the remainder satisfied through issuance of unregistered shares of Common Stock.  For purposes 
of determining the number of shares to be issued for the stock portion of the deferral fee or upon conversion of the 
Payment, shares were valued at $0.29 per share, the official closing price on the Nasdaq Stock Market on January 
22, 2009, the trading day immediately preceding the effective date of the Agreements.  An aggregate of 158,328 
unregistered shares of Common Stock were issued to Holders, either as part of the deferral fee or for conversion of 
the Payment of any interest.  

 
In March 2009, the holders of the September 2008 Notes agreed to defer the $44,000 interest payment 

originally due March 1, 2009, until April 15, 2009.  As consideration for the deferral, the Company paid a deferral 
fee equal to 1% of the outstanding principal balance, or $7,000, of which 50% was paid in cash, with the remainder 
satisfied through issuance of 12,499 unregistered shares of Common Stock.  The Common Stock was valued at 
$0.29 per share, which was the same price used for the Deferral Fee on the August 2007 Notes.   
  
Recapitalization – Extinguishment of August 2007 Notes and September 2008 Notes, Issuance of New Term 
Loan and June 2009 Notes 

 
On June 29, 2009, as a result of the Recapitalization described in Note 4 – Recapitalization, the Company 

restructured all of its debt and equity.  In connection therewith, the Company and its principal lender amended the 
Company’s existing $25.0 million revolving line of credit agreement to provide for a new $25.0 million loan 
facility, which included a new $5.0 million fully amortized 60 month term loan (the “Term Loan”).  The proceeds of 
the Term Loan were used to pay down $4.867 million of the August 2007 Notes and $125,000 of the September 
2008 Notes.  The interest on the Term Loan is payable monthly and the interest rate is based on a pricing matrix 
with  margins of 3.75% to 4.50% over the LIBOR lending rate determined by the Company meeting certain 
EBITDA to fixed charge coverage ratios, as defined.  At June 30, 2009, the interest rate was 4.50%.   

 
Also as part of the June 29, 2009 Recapitalization, the Company entered into various agreements with the 

Company’s existing debt and equity investors that extinguished all of its existing non-bank debt and outstanding 
preferred stock.   

 
In particular, the Company extinguished the $8.9 million outstanding principal balance of the August 

2007 Notes as follows (in thousands): 
 

  Cash            $ 4,867 
  Issuance of Preferred Stock D    1,166  
  Issuance of Common Stock         2,026  
  Issuance of June 2009 Note                              800 
                 ______ 
Total                 $  8,859 
 
The Company used the majority of the proceeds from the Term Loan to extinguish $4.9 million of the 

August 2007 Notes. The Company extinguished $1.2 million of the August 2007 Notes through the issuance of 
2,916 shares of Series D Convertible Preferred Stock (“Preferred Stock D”) at $400 per share.   Each preferred share 
is convertible into 1,000 shares of Common Stock at $0.40 per share.    The Company extinguished $2.0 million of 
the August 2007 Notes through the issuance of 5,330,658 shares of Common Stock at $0.38 per share.   The 
Company extinguished $800,000 of the August 2007 Notes through the issuance of a new, unsecured convertible 
subordinated promissory note in the principal amount of $800,000 (the “June 2009 Note”).  See Note 4 – 
Recapitalization – New Unsecured Note. 

Additionally, the Company extinguished the $725,000 of the September 2008 Notes as follows (in thousands): 
 

  Cash            $  125 
  Issuance of Preferred Stock D      125  



 

F-29  

  Issuance of Common Stock                        475  
                   _____ 
Total     $  725   
 
The Company used part of the proceeds from the new $5.0 million Term Loan to extinguish $125,000 of 

the September 2008 Notes. The Company extinguished $125,000 of the September 2008 Notes through the issuance 
of 312 shares of Series D Convertible Preferred Stock at $400 per share.  Each preferred share is convertible into 
1,000 shares of Common Stock at $0.40 per share.  The Company extinguished $475,000 of the September 2008 
Notes through the issuance of 1,249,999 shares of Common Stock at $0.38 per share.    

  
The Company incurred $770,000 in fees related to the Recapitalization, of which $267,000 were recorded 

to equity and $503,000 as debt issuance costs.  The placement agent received $380,000 in fees, which were paid in 
common shares and $280,000 in cash.  For the common shares, a total of 263,156 shares of Common Stock were 
issued on June 29, 2009, priced at $0.38, the same price used for the Common Stock issued pursuant to the exchange 
agreements. 

 
Gain/(Loss) on Extinguishment of Promissory Notes, net 
 
               Fiscal Year 2009 
 

In fiscal 2009, as a result of the extinguishment of the August 2007 Notes in the Recapitalization, the 
remaining unamortized debt costs of $118,000 and unamortized debt discounts of $23,000 related to the exchanged 
notes were written off as losses on extinguishment of debt.   

 
As a result of recording at fair value the Common Stock and the Series D Preferred Stock issued to 

extinguish a portion of the August 2007 Notes and the September 2008 Notes, the Company recorded gains on 
extinguishment of $145,000, and $23,000, respectively.  The fair value of the Common Stock was estimated using 
the closing market bid price of the day prior to the June 29, 2009 transaction, which was $.037 per share.  Since the 
shares were exchanged at $0.38, the $0.01 premium per share resulted in a gain.  The fair value of the preferred 
stock was estimated taking into consideration the fair value of the convertible common shares, the premium derived 
from a $0.40 conversion price and the fair value of the dividend component, all of which resulted in a fair value of 
$0.37 per share.  The gains recorded were the result of an excess of the carrying value of the notes over the fair 
value of the Common Stock and Preferred Stock issued.   

 
              Fiscal Year 2008 

 
In connection with the issuance of certain promissory notes in August 2003, January 2005 and September 

2005 Notes, which were redeemed on August 8, 2007, the Company had recorded unamortized debt discounts that 
were being amortized under the effective interest method as non-cash interest expense over the respective term of 
the debt issued.  These were non-cash discounts related to the valuation of the Common Stock warrants issued to the 
note holders and the placement agent in the financing transactions that did not reduce the amount of principal cash 
repayments required to be made by the Company.  As a result of the early redemption of these promissory notes on 
August 8, 2007, the Company recorded net losses on extinguishment of $1.6 million in the consolidated statements 
of operations.       
 

In connection with the November 2007 Notes, the Company incurred $42,000 in issuance costs, which 
were amortized over the term of the notes.  As a result of the exchange of the notes for Series A Preferred Stock in 
February 2008, the unamortized issuance costs amount of $24,000 were written off and recorded as loss on 
extinguishment.   
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Additionally, in connection with the August 2007 Notes, the Company recorded unamortized debt 
discounts of $112,000, which were amortized as non-cash interest expense over the term of the notes, related to the 
valuation of the Common Stock warrants issued to the noteholders.  As a result of the exchange of the August 2007 
Notes for Series B Preferred Stock in March 2008, the unamortized debt discount costs of $15,000 related to the 
exchanged notes were recorded as part of a loss on extinguishment of debt along with the write off of $69,000 of 
unamortized debt costs.  

 
   The following summarizes the components of the net (gain)/loss on extinguishment of promissory notes 

as recorded in the fiscal 2009 and 2008 consolidated statements of operations (in thousands):  
 

 Year  Ended 
 June 30, 2009 
Write offs of costs and gain related to exchanged August 2007 Notes under the    
           Recapitalization:    
                  Unamortized debt costs  $ 118 
                  Unamortized debt discounts   23   
                  Gain on extinguishment of August 2007 Notes  (145)
           Gain on extinguishment of September 2008 Notes   (23)
Gain on extinguishment of promissory notes, net $   (27) 

 
 Year Ended 
 June 30, 2008 
Write offs of costs and gain related to the refinancing of the August 2003,  
          January 2005 and September 2005 Notes:     
                  Unamortized debt costs   $              443  
                  Unamortized debt discounts                978  
                  Cash pre-payment penalty               270  
                  Gain on extinguishment               (50) 
Write off of unamortized debt costs related to the exchanged November 2007 Notes   
          for Preferred Stock Series A                 24  
Write offs related to exchanged August 2007 Notes for Preferred Stock Series B:   
                  Unamortized debt costs                 69  
                  Unamortized debt discounts                  15  
Loss on extinguishment of promissory notes, net $           1,749  

To the extent that the gain or loss and the non-cash FAS 84 inducement on extinguishment of convertible 
notes constitutes the recognition of previously deferred interest or finance cost, it is considered interest expense or 
income for the calculation of certain interest expense or income amounts.   

 
Non-cash FAS 84 inducement on extinguishment of promissory notes 
 

Also in the Recapitalization, the Company extinguished a portion of the August 2007 and the September 
2008 Notes (“the Notes”) through the issuance of 5,330,658 shares and 1,249,999 shares of Common Stock, 
respectively, at the negotiated price of $0.38 per share, which was higher than the $0.37 per share closing bid price 
on the trading day immediately preceding the June 29, 2009 Recapitalization.  The original terms of the Notes 
allowed for a conversion of 50% of the August 2007 Notes and 100% of the September 2008 Notes into common 
stock.  The negotiated issuance price of $0.38 per share in the Recapitalization was based on then current market 
prices, and it was lower than the original conversion prices of $1.46 per share and $0.65 per share of the August 
2007 Notes and the September 2008 Notes, respectively.  Since the extinguishment of the Notes through issuance of 
Common Stock was done at close to current market prices of the Common Stock, the Company issued an aggregate 
of 4,462,456 more shares than it would have issued for the convertible equivalent under the original terms of the 
Notes.    
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 Statement of Financial Accounting Standards No. 84, “Induced Conversion of Convertible Debt (as 
amended)”  (“FAS No. 84”), specifies the method of accounting for conversions of convertible debt to equity 
securities when the debtor induces conversion of the debt by offering additional securities or other consideration to 
convertible debt holders.  In accordance with FAS 84, an expense is recognized if and to the extent that “additional 
consideration is paid to debt holders for the purpose of inducing prompt conversion of the debt to equity securities 
(sometimes referred to as a convertible debt ‘sweetener’).”  While the Company’s purpose in effecting the June 
2009 Recapitalization was to effect a complete restructuring of its debt and equity structure via a series of 
transactions that would have the effect of reducing its outstanding debt and future obligations and there was no 
intent to induce any conversion of the outstanding debt to common stock, a portion of the exchange  of the 
outstanding carrying value of $9.6 million in convertible debt for an equal aggregate value of cash, common stock 
and preferred stock is required by FAS 84 to be accounted for as an induced conversion of outstanding debt 
securities.  While we believe that the application of FAS No. 84 does not reflect the economic substance of the value 
exchanged in this portion of the Recapitalization transaction, we have reported the required non-cash charge of 
approximately $1.54 million for the difference between the number of common shares issued compared to the 
number of common shares that would have been issued under the original terms of the convertible debt instrument, 
times the market price on the conversion date.   

The Company understands that the accounting interpretation of FAS No. 84 is that an inducement occurs 
any time additional shares are issued in the extinguishment of convertible debt regardless of the absence of an 
economic loss or intent of the parties to the transaction.  As a result, the application of FAS No. 84 to the exchange 
of existing convertible debt securities for common stock resulted in the recording of a non-cash “inducement” 
accounting charge of $1.65 million, which was a calculation of the difference between the 2,118,201 common shares 
that would have been issuable to the applicable note holder under the original conversion rights that existed in the 
convertible Notes and the 6,580,657 common shares exchanged at $0.38 cents upon the extinguishment.  The shares 
amounts include the impact of the July 6, 2009 transaction as describe in Note 15 – Subsequent Events.  This non-
cash charge is deemed a financing expense to extinguish the Notes and it is included in the Consolidated Statements 
of Operations and with a corresponding increase in Additional paid-in capital and therefore the net impact has no 
effect to total Shareholder’s Equity.   

Future debt payments 

Future debt payments as of June 30, 2009 are (in thousands):  

Year Ending Debt 

June 30,  Payments 
   

2010 $                           917 

2011                               1,000 

2012                               1,000 

2013                               1,000 

2014                               1,000 
Thereafter  883 
Total $                           5,800 

8. WARRANTS 
 
September 2005 Warrants 

 
On September 1, 2005, the Company raised $3.0 million and issued 360,000 four-year detachable warrants 

to purchase the Company’s Common Stock at an exercise price of $2.28 per share.  During the year ended June 30, 
2006, 284,160 warrants were exercised for gross proceeds of $647,885.  At June 30, 2009, the warrant holders had a 
balance of 75,840 warrants available to exercise into common shares.  None of these remaining warrants were 
exercised prior to their expiration on August 31, 2009.   
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February 2007 Warrants 
 

On February 15, 2007, the Company raised $3.3 million through a private placement offering of its 
Common Stock and issued warrants to purchase 423,800 shares of the Company’s Common Stock at an exercise 
price of $1.52 per share.  In addition, the placement agent received additional warrants to purchase 130,955 shares 
of the Company’s Common Stock at an exercise price of $1.90 per share.  The warrants will terminate on the earliest 
of the fourth anniversary of the offering closing date or the week after the Common Stock trades at 200% of the 
exercise price for twenty consecutive days.  As of June 30, 2009, these warrants remain outstanding.  

 
August 2007 Warrants 
 

In conjunction with the August 8, 2007 promissory notes and equity offering, further described in Note 7 – 
Long-Term Debt and Note 9 – Shareholders’ Equity, the Company issued four-year detachable warrants to the 
noteholders to purchase 39,528 shares of the Company’s Common Stock at an exercise price of $1.752 per share.  In 
addition, the placement agent received additional warrants to purchase 39,526 shares of the Company’s Common 
Stock at an exercise price of $1.752 per share.  As of June 30, 2009, these warrants remain outstanding.  

 
9. SHAREHOLDERS’ EQUITY 

 
On August 8, 2007, the company sold $11.8 million in debt and equity securities (the “August 2007 

Offering”).  The Company used a portion of the proceeds to satisfy the balance of its outstanding secured 
promissory notes issued on August 29, 2003, January 25, 2005 and September 1, 2005, respectively.  

 
In the August 2007 Offering, the Company issued 853,869 shares of Common Stock (the “Shares”), which 

consisted of 790,542 sold to a group of investors and 63,327 issued to the placement agent for transaction costs.   
Additionally, the Company sold 39,528 four year warrants to purchase Common Stock at $1.752 per share (the 
“Warrants”) to the group of investors.  The Shares and Warrants were sold at $1.48 per Share and one twentieth of a 
Warrant, or $29.60 for twenty (20) Shares and one (1) Warrant, for net equity proceeds of $1.2 million.  The 
Company incurred transaction costs of $639,000 of which $123,000 were recorded to equity and $516,000 to debt, 
allocated on a percentage basis.  Included in these transaction costs were commissions of $400,000 paid to the 
placement agent for the offering, $94,000 of which was paid through the issuance of the 63,327 shares of our 
Common Stock at the offering price of $1.48 per share, along with 39,528 warrants with the same terms as the 
Warrants sold to investors. 

 
On February 29, 2008, the Company sold 4,587 shares of Series A Preferred Stock, $0.01 par value (the 

“Series A Preferred Stock”) at $550 per share for an aggregate of $2.5 million (the “February 2008 Offering”).  In 
the February 2008 offering, the holders of the November 2007 Notes exchanged the entire $2.0 million principal 
balance of those Notes, plus $6,000 of the accrued but unpaid interest thereon, into 3,648 shares of Series A 
Preferred Stock.  Also in the February 2008 offering, the Company sold 939 of the shares for $516,000 in cash to a 
small group of investors, including 155 shares sold for an aggregate of $85,000 to certain Company officers. 
 

On March 12, 2008, the Company sold 1,985 shares of Series B Convertible Preferred Stock, $0.01 par 
value (the “Series B Preferred Stock”) at $900 per share for an aggregate of $1.8 million (the “March 2008 
Offering”).  In the March 2008 offering, some of the holders of the August 2007 Notes exchanged $1.75 million in 
principal balance of the 11½% senior secured convertible promissory notes issued by the Company, plus $37,000 of 
the accrued but unpaid interest thereon.   

 
On August 15, 2008, the Company issued, in a private offering to accredited investors, $148,850 in equity 

securities, consisting of 229 shares of Series C Convertible Preferred Stock, $0.01 par value, at a price of $650 per 
share (the “Series C Preferred Stock”).   

 
In September 2008 and January 2009, the holders of an aggregate of 382 and 91 shares of the Company’s 

Series A Preferred Stock, respectively, elected to convert those shares at the 1 to 1000 conversion ratio set by the 
Certificate of Designation for the Series A into an aggregate of 382,000 and 91,000 shares of the Common Stock, 
respectively.  
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On June 29, 2009, as part of the Company’s recapitalization described in Note 4 – Recapitalization, the 
August 2007 Notes and the September 2008 Notes were extinguished with a portion of preferred stock as: 

 
       Amount            Preferred Stock    
                (in thousands)              Series D Issued (Shares) 
To extinguish a portion of the August 2007 Notes        $ 1,166                             2,916  
To extinguish a portion of the September 2008 Notes                     125                             312 
Total                         $ 1,291                           3,228    
 
The Preferred Stock Series D were issued at $400 per share.  Each preferred share is convertible into 1,000 

shares of Common Stock at $0.40 per share.   

Also on June 29, 2009, to complete the extinguishment of the Company’s existing debt, and the exchange 
of the Preferred Stock Series A, B, and C, as described in Note 4 – Recapitalization, the Company issued the 
following number of shares of Common Stock: 

 
 
 
 
            Amount               Common   
                    (In thousands)            Stock Issued (Shares) 

    To extinguish a portion of the August 2007 Notes            $  2,026               5,330,658  
    To extinguish a portion of the September 2008 Notes                        475               1,249,999 
    To extinguish 4,114 shares outstanding of Preferred Stock Series A          2,262                5,954,476 
    To extinguish 1,985 shares outstanding of Preferred Stock Series B            1,787                       4,701,317 
    To extinguish 229 shares outstanding of Preferred Stock Series C                  149                             391,711 
    Total                                            $  6,699                        17,628,161  

  
The common shares were issued at $0.38 per share, which was $0.01 higher than the closing market bid 

price of the day prior to the transaction date.   
 
Prior to the Recapitalization, the holders of the Preferred Stock had the right to convert each share of the 

preferred stock into 1,000 common shares at $0.55, $0.90, and $0.65 for the Series A, Series B and Series C, 
respectively.  As a result of the Recapitalization, the Company redeemed all the outstanding preferred shares Series 
A, Series B, and Series C through the issuance of an aggregate of 11,047,504 common shares at the negotiated price 
of $0.38 per share, which was an amount lower than the original terms of the securities.  As per EITF No. D-42, 
“The Effect on the Calculation of Earnings per Share for the Redemption or Induced Conversion of Preferred 
Stock,” the Company reported the fair value of the additional securities issued to the preferred shareholders as a 
non-cash deemed dividend of $1.75 million which was a calculation of the difference between the 6,328,000 
common shares that would have been issuable under the conversion rights that existed in the convertible preferred 
shares at a weighted average price of $0.66 and the 11,047,504 common shares issued at $0.38 cents upon the 
redemption exchange times the market price on the conversion date. 

Also in the Recapitalization, the Company extinguished a portion of the August 2007 and the September 
2008 Notes (“the Notes”) through the issuance of 5,330,658 shares and 1,249,999 shares of Common Stock, 
respectively, at the negotiated price of $0.38 per share, which was higher than the $0.37 per share closing bid price 
on the trading day immediately preceding the June 29, 2009 Recapitalization.  The original terms of the Notes 
allowed for a conversion of 50% of the August 2007 Notes and 100% of the September 2008 Notes into common 
stock.  The negotiated issuance price of $0.38 per share in the Recapitalization was based on then current market 
prices, and it was lower than the original conversion prices of $1.46 per share and $0.65 per share of the August 
2007 Notes and the September 2008 Notes, respectively.  Since the extinguishment of the Notes through issuance of 
Common Stock was done at close to current market prices of the Common Stock, the Company issued an aggregate 
of 4,462,456 more shares than it would have issued for the convertible equivalent under the original terms of the 
Notes.    
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 Statement of Financial Accounting Standards No. 84, “Induced Conversion of Convertible Debt (as 
amended)”  (“FAS No. 84”), specifies the method of accounting for conversions of convertible debt to equity 
securities when the debtor induces conversion of the debt by offering additional securities or other consideration to 
convertible debt holders.  In accordance with FAS 84, an expense is recognized if and to the extent that “additional 
consideration is paid to debt holders for the purpose of inducing prompt conversion of the debt to equity securities 
(sometimes referred to as a convertible debt ‘sweetener’).”  While the Company’s purpose in effecting the June 
2009 Recapitalization was to effect a complete restructuring of its debt and equity structure via a series of 
transactions that would have the effect of reducing its outstanding debt and future obligations and there was no 
intent to induce any conversion of the outstanding debt to common stock, a portion of the exchange  of the 
outstanding carrying value of $9.6 million in convertible debt for an equal aggregate value of cash, common stock 
and preferred stock is required by FAS 84 to be accounted for as an induced conversion of outstanding debt 
securities.  While we believe that the application of FAS No. 84 does not reflect the economic substance of the value 
exchanged in this portion of the Recapitalization transaction, we have reported the required non-cash charge of 
approximately $1.65 million for the difference between the number of common shares issued compared to the 
number of common shares that would have been issued under the original terms of the convertible debt instrument, 
times the market price on the conversion date.   

The Company understands that the accounting interpretation of FAS No. 84 is that an inducement occurs 
any time additional shares are issued in the extinguishment of convertible debt regardless of the absence of an 
economic loss or intent of the parties to the transaction.  As a result, the application of FAS No. 84 to the exchange 
of existing convertible debt securities for common stock resulted in the recording of a non-cash “inducement” 
accounting charge of $1.65 million, which was a calculation of the difference between the 2,118,201 common shares 
that would have been issuable to the applicable note holder under the original conversion rights that existed in the 
convertible Notes and the 6,580,657 common shares exchanged at $0.38 cents upon the extinguishment.  The shares 
amounts include the impact of the July 6, 2009 transaction as describe in Note 15 – Subsequent Events.  This non-
cash charge is deemed a financing expense to extinguish the Notes and it is included in the Consolidated Statements 
of Operations and with a corresponding increase in Additional paid-in capital and therefore the net impact has no 
effect to total Shareholder’s Equity.  

The Company incurred $770,000 in fees related to the Recapitalization, of which $267,000 were recorded 
to equity and $503,000 as debt issuance costs.  The placement agent received $380,000 in fees, with an estimated 
fair value of $377,000, which were paid in cash and securities, consisting of $280,000 in cash and shares of 
Common Stock.   For the securities, a total of 263,156 shares of Common Stock were issued on June 29, 
2009, priced at $0.38, the same price used for the Common Stock issued pursuant to the exchange agreements of 
June 29, 2009.  These securities had a fair value of $97,000 since the closing bid market price was $0.37, lower than 
the issuance price of $0.38.  

Certificates of Designation of Preferred Stock 
 
The Company filed with the Secretary of State of Delaware the Certificates of Designation of the Series A, 

Series B, Series C, and Series D Convertible Preferred Stock (the “Certificates”).  The Certificates authorize the 
issuance of up to 10,000, 2,000, 2,000 and 5,000 shares of Series A, Series B, Series C, and Series D Preferred Stock 
(the “Preferred Stock”), respectively, which have such rights, qualifications, limitations and restrictions as are set 
forth in the Certificates. Because of the June 29, 2009, Recapitalization, there are no longer any outstanding shares 
of  Series A, B or C Preferred, but the Company’s Board of Directors retains the right to issue any of the authorized 
but unissued shares of such Series, including the reissuance of shares that were previously issued, cancelled or 
redeemed.   
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The Preferred Stock ranks senior to the Common Stock as to both the payment of dividends and the 

distribution of assets.  The Preferred Stock is on parity and will be on parity with the holders of any other series of 
preferred stock that may be issued in the future.  Upon liquidation, dissolution or winding up of the Company, 
holders of the Preferred Stock are entitled to be paid out of the assets of the Company an amount per share of the 
Preferred Stock equal to the greater of: (i) the original issue price of the Preferred Stock, plus all accumulated but 
unpaid dividends; or (ii) the fair market value of the Preferred Stock on an as-converted to Common Stock basis, 
plus all accumulated but unpaid dividends.  If upon liquidation, the assets of the Company are insufficient to make 
payment in full, then such assets will be distributed ratably in proportion to the full amounts to which each Preferred 
Stockholder would have been entitled.  Each holder of the Preferred Stock is entitled to one vote per share of 
Preferred Stock at each meeting of shareholders of the Company with respect to any and all matters presented to the 
shareholders of the Company.    

 
Each share of Series D Preferred Stock is currently convertible, at the option of the holder, into 1,000 

shares of Common Stock based on a conversion price equal to $0.40 per share of Common Stock.  If and when 
issued, each share of Series A, B and C Preferred would be convertible into 1,000 shares of Common Stock at a 
conversion price equal to $0.55, $0.90 and $0.65, respectively.  All of the conversion prices of the Preferred Stock 
are subject to adjustment for stock dividends, stock splits and other similar recapitalization events.  

 
In addition, if and when issued, shares of Series A, Series B, and Series C, respectively, would 

automatically be converted into shares of Common Stock, based on the then-effective conversion price, if:  
 
(A)  the closing price of the Common Stock on the primary trading market for the Common Stock were 

equal to or greater than two times the conversion price then in effect for such Series (the 
“Automatic Conversion Price”), for  twenty (20) consecutive business days, or  

(B)  upon the election of sixty-six and two-thirds percent (66 2/3%) of the outstanding shares of the 
applicable Series, or  

(C)  upon a firmly underwritten, SEC registered, public offering of Common Stock by the Company  at 
a price per share price is at least two times the Automatic Conversion Price of the applicable 
Series with gross proceeds of at least ten million dollars ($10,000,000).         

 
For the Series A Preferred Stock, the automatic conversion would also occur upon the closing of an 

Acquisition or an Asset Transfer (as these terms are defined in the Series A Certificates) that results in the holders of 
the Series A Preferred Stock receiving cash consideration per share not less than the Series A Automatic Conversion 
Price.  The Company has no automatic conversion rights on the Series D Preferred Stock.  There are no 
corresponding automatic conversion provisions for the Series D Preferred.   

 
The Company may redeem any of the Preferred Stock at any time, upon ten (10) days notice, by payment 

of the original issue price plus any accumulated but unpaid dividends.  In the event of a partial redemption, the 
Company is not required to redeem the shares held by various shareholders on a pro rata or similar basis but may 
select, in its sole discretion, which shares to redeem.    

 
Dividends are payable on the Preferred Stock in cash when, as and if declared by the Board of Directors, 

but only out of funds that are legally available.  The dividend rate for the cumulative dividends on the Series A, B 
and C Preferred was eighteen percent (18%) per annum of the Original Issue Price until the Company achieved 
positive Earnings Before Interest, Taxes, Depreciation and Amortization for two consecutive fiscal quarters, when 
the rate was changed to twelve percent (12%) in December 2008.  Cumulative Dividends on the Series D Preferred 
Stock are payable when, as and if declared by the Board of Directors, but only out of funds that are legally available, 
at the rate of 5.5% per annum of the sum of the Original Issue Price per share, in cash or, under specified 
circumstances, in the form of shares of a new class of Preferred Stock that is substantially identical to the Series D 
Preferred except that it shall be nonvoting (“New Preferred Stock”), if the Company so elects.  In particular, during 
the first year following the original issuance of the Series D Preferred on June 29, 2009, the Company may elect to 
pay dividends of the Series D Preferred in New Preferred Stock and in subsequent years, the Company may so elect 
only if its principal lender at the time has directed or advised the Company not to pay a dividend in cash.  The first 
dividend for the Series D Preferred Stock would be payable, in cash or New Preferred Stock, in August 2010, and on 



 

F-36  

or about July 15 in subsequent years.  Dividends on Preferred Stock are cumulative from the date of the original 
issuance of the Preferred Stock.  Accumulated unpaid dividends on Preferred Stock do not bear interest.   

 
During fiscal 2009, the Company declared $577,000 in cumulative dividends on the Series A, Series B, and 

Series C Preferred Stock, all of which were paid or satisfied as of June 30, 2009.  Prior to the final satisfaction of all 
dividend obligations on the Series A, B and C Preferred Stock on June 29, 2009, the Company entered into an 
agreement with the holders of the Series A, Series B, and Series C Preferred Stock on May 5, 2009, to satisfy the 
dividends due for the quarters ended December 31, 2008, and March 31, 2009, through the issuance of unregistered 
shares of the Common Stock valued at $0.23 per share.  The Company issued a total of 1,111,091 shares of 
Common Stock to the holders of Series A, B and C Preferred in lieu of paying the $256,000 in cash dividends 
accumulated during the quarters ended December 31, 2008, and March 31, 2009.   

 On June 29, 2009, the Company and the holders of the Series A, Series B, and Series C Preferred agreed to 
satisfy the dividends due for the quarter ended June 30, 2009 through the issuance of shares of Common Stock of the 
Company.  For purposes of determining the number of shares to be issued for the unpaid dividends, shares were 
valued at $0.38 per share, which was higher than the $0.37 closing bid price on the Nasdaq Stock Market on the 
preceding trading day.  The Company issued 330,519 shares of Common Stock to the holders of Series A, B and C 
Preferred in lieu of paying the $126,000 in cash dividends accumulated during the quarter ended June 30, 2009.   

Issuance of Common Shares for Payment of Interest and Deferral Fee for August 2007 and September 2008 
Notes 

In January 2009, the Company issued 158,328 unregistered shares to Holders of the August 2007 Notes, 
either as part of the deferral fee or for conversion of the payment of unpaid interest on the August 2007 Notes.  See 
Note 7 – Long-Term Debt. 

 
In March 2009, the Company issued 12,499 unregistered shares of the Company’s Common Stock to the 

Holders of the September 2008 Notes as part of the deferral fee on the interest on the September 2008 Notes.   See 
Note 7 – Long-Term Debt. 

 
In June 2009, the Company issued 1,292,439 unregistered shares of the Company’s Common Stock to the 

Holders of the August 2007 and September 2008 Notes as part of the Recapitalization in lieu of the payment of 
$490,000 in outstanding interest.   See Note 7 – Long-Term Debt. 
 
10. STOCK OPTIONS 

 
Employee Stock Options 

 
The Company has two employee option plans, the “1996 Plan” and the “2000 Plan”.   The purpose of the 

1996 Plan and the 2000 Plan is to provide an incentive to attract, motivate and retain qualified competent employees 
whose efforts and judgment are important to the Company’s success through the encouragement of the ownership of 
stock by such persons. 

 
Under the 1996 Plan, 500,000 shares of Common Stock were reserved for issuance upon exercise of 

options granted.  Since the Board of Directors has determined that no additional options will be granted under the 
1996 Plan, no options to purchase shares of stock are available to be granted under this plan.  Options granted under 
the 1996 Plan expire no later than ten years from the date of grant.  As of June 30, 2009, the 1996 Plan has 19,500 
shares outstanding, all of which are fully vested and have a weighted average exercise price of $7.63 and a weighted 
average remaining contractual life of 0.25 years. 

Under the 2000 Plan, 2,500,000 shares of Common Stock are reserved for issuance to employees, including 
officers and directors, consultants and non-employee directors upon the exercise of options. Options granted under 
the 2000 Plan generally vest over three years of continuous service and expire no later than ten years from the date 
of grant.  As of June 30, 2009, options to purchase 927,200 shares of stock were available to be granted under the 
2000 Plan.  
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While the Company has historically granted options under the 2000 Plan only to employees of the 
Company and its subsidiaries, when the shares reserved for the Directors Plan (discussed below) were exhausted in 
July 2008, the Compensation Committee resolved to make the automatic grants of fully vested options to non-
employee members of the Board of Directors from the 2000 Plan until such time as there were additional shares 
available to resume such automatic grants under the Directors Plan.  On November 20, 2008, the stockholders 
approved an increase in the amount of shares of Common Stock reserved for issuance under the Directors Plan to 
500,000.    

The following table summarizes the stock option transactions under both plans discussed above: 

    Weighted    
  Weighted  Average   Aggregate 
  Average  Remaining  Intrinsic 

1996 and  Exercise  Contractual  Value  
  2000 Plans  Price  Term  (In Thousands) 
           
Outstanding at June 30, 2008  1,647,452  $ 1.78  5.28  $ - 
           
Granted   19,000  $ 0.33      
Cancelled   147,552  $ 3.16      
Exercised   -  $ -      
           
Outstanding at June 30, 2009   1,518,900  $ 1.62  4.24  $                  -   

           
Exercisable   1,301,100  $ 1.68  3.57  $                  -   

           
Available for future grant     
     (2000 Plan only)   927,200         

 
 
The weighted average grant date fair value of stock options granted during the years ended June 30, 2009 

and 2008, was $0.32 and $1.11, respectively.  For the years ended June 30, 2009 and 2008, there were no stock 
options exercised.   

 
As of June 30, 2009, there was $136,000 of total unrecognized compensation cost related to unvested share 

options granted under the plans.  That cost is expected to be recognized over a weighted-average period of 1.1 year.  
 
The following table summarizes information about stock options outstanding under both plans as of 

June 30, 2009: 
 

 Options Outstanding  Options Exercisable 

  Weighted       
  Average  Weighted   Weighted  
  Remaining Average   Number  Average  

Exercise  Number Contractual Exercise  of Shares Exercise  

Price Outstanding Life (years)  Price  Exercisable Price 

$ .00 to $0.94 32,000 9.16 $0.50  14,000 $0.43 
$  .95 to $1.89 1,322,400 3.93 $1.44  1,122,600 $1.45 
$1.90 to $2.84 74,500 6.30 $2.49  74,500 $2.49 
$2.85 to $3.79 70,500 6.66 $3.04  70,500 $3.04 

$7.60 to $8.54 19,500 0.25 $7.63  19,500 $7.63  

Total 1,518,900    1,301,100  
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The fair value of the stock options that vested was $404,000 and $394,000 in fiscal year 2009 and 2008, 
respectively. 
 
Director Stock Options 

 
In May 2001, the Company adopted a separate stock option plan for non-employee members of the 

Company’s Board of Directors (the “Directors’ Plan”).  The purpose of the Directors’ Plan is to provide an 
additional incentive to attract and retain qualified competent directors upon whose efforts and judgment are 
important to the Company’s success through the encouragement of the ownership of stock by such persons. 

Under the Directors’ Plan, 500,000 shares of Common Stock are reserved for issuance upon the exercise of 
options granted.  Each non-employee who serves as a member of the Company’s board of directors as of the 
effective date of the Directors’ Plan, and each non-employee who is elected or otherwise appointed as one of the 
Company’s directors thereafter, will receive a fully vested option to purchase 20,000 shares of stock.  On the last 
day of each fiscal quarter while the Directors’ Plan is in effect, each non-employee director will receive an 
additional grant of an option to purchase 1,500 shares of stock.  Further, in accordance with the Directors’ Plan, 
additional options may be granted to non-employee directors from time to time.  Options to purchase 376,650 shares 
of Common Stock are outstanding at June 30, 2009 under the Directors’ Plan and 123,350 shares of stock are 
available to be granted in the future.   

Options granted under the Directors’ Plan expire no later than ten years from the date of grant and are, with 
limited exceptions, exercisable as of the grant date.  All outstanding options under the Directors’ Plan as of June 30, 
2009 are fully vested. 

The following table summarizes the stock option activity under the Directors’ Plan for the periods 
indicated:    

     Weighted    
   Weighted  Average   Aggregate 
   Average  Remaining  Intrinsic 
   Exercise  Contractual  Value  
  2001 Plan  Price  Term  (In Thousands) 
           
Outstanding at June 30, 2009            349,650  $             1.66               5.31  $                  - 
           
Granted               27,000  $             0.25      
Cancelled                        -  $                -        
Exercised                        -  $                -        
           
Outstanding at June 30, 2009             376,650  $             1.56               4.70  $                    - 

           
Exercisable             376,650  $             1.56               4.70  $                    - 

           
Available for future grant   123,350         

 
 
The weighted average grant date fair value of Directors’ stock options granted during the years ended June 

30, 2009 and 2008, was $0.22 and $0.77, respectively.  For the years ended June 30, 2009 and 2008, there were no 
stock options exercised.   
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The following table summarizes information about the Directors’ stock options outstanding under the Plan 
as of June 30, 2009:  

 
 Options Outstanding and Exercisable 

  Weighted    
  Average  Weighted  
  Remaining Average  

Exercise  Number Contractual Exercise 

Price of Shares Life (years)  Price 

$0.00 to $0.94 54,125 8.95 $0.51 
$0.95 to $1.89 255,100 3.32 $1.50  
$1.90 to $2.84 59,925 6.51 $2.55  

$2.85 to $3.80 7,500 6.38 $3.30  

Total 376,650   

 
 
The fair value of the stock options that vested was $6,000 and $25,000 in fiscal year 2009 and 2008, 

respectively. 
 
For the year ended June 30, 2009 and 2008, the Company recorded amortization of stock compensation 

expense, with a correlating increase to shareholder’s equity, in the amount of $292,000, and $504,000, respectively. 

11. SIGNIFICANT CUSTOMERS AND VENDORS 
 

In fiscal year 2009, revenue from one customer accounted for 10% of the Company’s consolidated 
petroleum product revenues.  In fiscal year 2008, no single customer had revenues over 10%.   

 
During fiscal years 2009 and 2008, the Company had two and three vendors, respectively, that each year 

represented more than 10% of cost of sales under a non contractual, at will business arrangement which can be 
terminated by either party at any time.  The vendors accounted for 47%, and 43%, of total cost of sales during fiscal 
years 2009 and 2008, respectively. 
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12. INCOME TAXES  
 

The components of the provision for federal and state income taxes are summarized as follows (in 
thousands):   

  Year Ended June 30, 
  2009   2008 
Current:     
   State $ (32) $ - 
Income tax provision $ (32) $ - 

 

The actual tax benefit of the Company for the years ended June 30, 2009 and 2008 differs from the 
statutory Federal tax rate of 34%, due to the following (in thousands):   

  Year Ended June 30, 
  2009   2008 
Expected benefit for income taxes     
  at the statutory Federal income tax rate of 34% $           784 $           2,301 
Deferred tax valuation allowance          494          (1,843)
State income taxes, net of federal benefit  21                 12 
Effect of FIN 48  34  (360)
Net operating loss carryforward adjustment                 (345)                43 
Other, net               -                 15 
Change in tax rate                 38                 95   
Nondeductible expenses             (1,058)                (263)
Benefit (provision) for income taxes $                (32)  $                -   

 

Deferred income taxes reflect the net effects of temporary differences between the carrying amounts of 
assets and liabilities for financial reporting purposes and their income tax bases, and operating loss carryforwards. 
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The tax effects of temporary differences and net operating loss carryforwards that give rise to significant 
portions of the deferred tax assets and liabilities at June 30, 2009 and 2008 are presented below (in thousands):  

  June 30, 
  2009  2008 
Deferred tax assets:     
   Net operating loss carryforwards $         10,693 $           11,259  
   Reserves and allowances               365               435  
   Intangible assets               211               159  
   Stock-based compensation expense               679               602  
   Accrued expenses and deferred income               175               386  
   Other  69                 55  
     
Total gross deferred tax assets          12,192          12,896  
     
Less:  valuation allowance        (10,333)         (10,827) 
     
Total deferred tax assets            1,859            2,069  
     
Deferred tax liabilities:     
   Property and equipment          (1,859)         (2,069) 
     
Total deferred tax liabilities          (1,859)         (2,069) 
     
Net deferred tax assets $                -   $ -   

 
 
 Realization of deferred tax assets is dependent upon generating sufficient taxable income in future periods. 
FAS No. 109 requires a valuation allowance to reduce the deferred tax assets reported, if, based on management’s 
analysis, it is more likely than not, that some portion or all of the deferred tax assets, will not be realized. After 
consideration of all the information available, management has determined that a $10.3 million and $10.8 million 
valuation allowance at June 30, 2009 and 2008, respectively, is necessary to reduce the deferred tax assets to the 
amount that will likely be realized. 
 

As required by the provisions of Financial Accounting Standards (“FAS”) Interpretation No. 48, 
“Accounting for Uncertainty in Income Taxes” (“FIN No. 48”), which clarifies FAS No. 109, “Accounting for 
Income Taxes”, the Company recognizes the financial statement benefit of a tax position only after determining that 
the relevant tax authority would more likely than not sustain the position following an audit.  For tax positions 
meeting the more likely than not threshold, the amount recognized in the financial statements is the largest benefit 
that has a greater than 50 percent likelihood of being realized upon ultimate settlement with the relevant tax 
authority.   
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A reconciliation of the beginning and ending amounts of unrecognized tax benefits is as follows (in 
thousands):  

   
 June 30, 
 2009  2008 
Balance - beginning of period $           777  $           847 
Additions based on tax positions related to the current year  16               12 
Additions for tax positions of prior years  -               57 
Reductions for tax positions of prior years  -             (54)
Reductions as a result of lapse of applicable statute of      
     limitations  (34)             (85)
Balance - end of period $ 759    $           777 

 
 
  At June 30, 2009 and 2008, the amount of unrecognized tax benefits was approximately $759,000 and 

$777,000 respectively, of which approximately $326,000 and $360,000 would, if recognized, affect the Company’s 
effective tax rate for each respective tax year. 

 
The Company recognizes accrued interest and penalties related to unrecognized tax benefits in income 

taxes.  The Company did not accrue any interest and penalties for fiscal years 2009 and 2008 due to the existence of 
net operating loss carryforwards. 

 The Company and/or its subsidiaries file income tax returns in the U.S. federal jurisdiction and various 
states and other local jurisdictions.  The Company’s federal income tax returns for years prior to June 30, 2005 are 
no longer subject to examination.  Returns for some state and local jurisdictions prior to that date remain subject to 
examination but are not individually considered material. 

 
As of June 30, 2009, the Company has net operating loss carryforwards for federal income tax purposes of 

approximately $28.1 million, which will begin to expire in the year 2012.  The utilization of the net operating loss 
carry forwards may be subject to the Internal Revenue Code Section 382 limitation related to ownership changes.  
Additionally, the Company has state net operating loss carryforwards which expire in varying years. 

 
 

13. COMMITMENTS AND CONTINGENCIES 
 

Operating Leases   
 
The Company leases real property and equipment under operating leases that expire at various times 

through fiscal year 2016.  Rent expense amounted to $1.6 million for each of the years ended June 30, 2009 and 
2008, respectively.  Certain leases contain escalation clauses and renewal options. 
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Future minimum lease payments under non-cancelable operating leases as of June 30, 2009 are (in 
thousands):   

Year Ending Operating Lease 

June 30,  Payments 
   

2010 $                           1,049 

2011                               762 

2012                               498 

2013                               456 

2014                               61 

Thereafter                                 17 

Total $                           2,843 
 
As a result of the H & W acquisition in October 2005, the Company is obligated to certain former owners 

of H & W, of which one was an officer of the Company, under four operating leases covering property utilized for 
certain operating facilities.  Rent expense paid to the former owners was $261,000 for each of the fiscal years ended 
June 30, 2009 and 2008.  Future minimum lease payments under these leases are $261,000 and $65,000 for the fiscal 
years ended June 30, 2010 and 2011, respectively, as the leases expire on September 30, 2010.   

Governmental Regulation  

Numerous federal, state and local laws, regulations and ordinances, including those relating to protection of 
the environment affect the Company’s operations.  The operation of the Company’s mobile fueling fleet and its 
transportation of diesel fuel and gasoline are subject to extensive regulation by the U.S. Department of 
Transportation (“DOT”) under the Federal Motor Carrier Safety Act (“FMCSA”) and the Hazardous Materials 
Transportation Act (“HMTA”).   

These laws may impose penalties or sanctions for damages to natural resources or threats to public health 
and safety.  Such laws and regulations may also expose the Company to liability for the conduct of, or conditions 
caused by others, or for acts of the Company that were in compliance with all applicable laws at the time such acts 
were performed.  Certain environmental laws provide for joint and several liabilities for remediation of spills and 
releases of hazardous substances.  In addition, the Company may be subject to claims alleging personal injury or 
property damage as a result of alleged exposure to hazardous substances, as well as damage to natural resources.  
These future costs are not fully determinable due to such factors as the unknown magnitude of possible 
contamination, the unknown timing and extent of the corrective actions that may be required, the determination of 
the Company’s liability in proportion to other responsible parties, and the extent to which such costs are recoverable 
from third parties. 

Employment Agreements 

The Company has entered into written employment agreements with certain officers and employees.  The 
agreements vary in length of term and may provide for severance payments upon termination without cause or for 
automatic renewal for successive periods unless notice of termination is given prior to a renewal period. 
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Litigation 

The Company and its subsidiaries are from time to time parties to legal proceedings, lawsuits and other 
claims incident to their business activities.  Such matters may include, among other things, assertions of contract 
breach, claims for indemnity arising in the course of the business and claims by persons whose employment with us 
has been terminated.  Such matters are subject to many uncertainties, and outcomes are not predictable with 
assurance.  Consequently, management is unable to ascertain the ultimate aggregate amount of monetary liability, 
amounts which may be covered by insurance or recoverable from third parties, or the financial impact with respect 
to these matters as of June 30, 2009.  Therefore no contingency gains or losses have been recorded as of June 30, 
2009.  However, based on management’s knowledge at the time of this filing, management believes that the final 
resolution of such matters pending at the time of this report, individually and in the aggregate, will not have a 
material adverse effect upon the Company’s consolidated financial position, results of operations or cash flows.   

On October 10, 2006, the Company commenced a civil action in Broward County, Florida Circuit Court 
against Financial Accounting Solutions Group, Inc. (“FAS”), Kramer Professional Staffing, Inc. (“KPS”), and 
Mitchell Kramer, an officer, director, shareholder and control person of FAS and KPS (“Kramer”), alleging that 
Kramer, FAS and KPS (collectively, the “Defendants”) induced the Company to engage FAS to provide services 
with respect to (a) the implementation of certain Information Technology (“IT”) functions; (b) the modernization 
and expansion of the Company’s accounting and business technology capabilities, and (c) compliance with public 
company accounting requirements and the Sarbanes-Oxley Act (the “IT Projects”) by making numerous 
misrepresentations concerning the experience, capabilities and background of FAS and FAS’ personnel.  FAS 
subsequently filed a countersuit in the same court seeking payment of additional fees allegedly due from the 
Company.  The court is jointly administering the countersuit with the Company’s action.  The Company amended its 
complaint to add Alex Zaldivar, the managing director and a principal of FAS, as an additional Defendant and to 
make new claims for accounting malpractice, negligent IT implementation, negligent training and supervision, 
negligent placement and breach of fiduciary duty against the Defendants.  The case is currently in the discovery 
stage, and is tentatively scheduled for a nonbinding mediation session on October 12, 2009.  The amount of damages 
recoverable from the Defendants in this action will depend on a number of factors, including but not limited to the 
costs incurred by the Company in completing the IT Projects, the amount of consequential damages suffered by the 
Company as a result of the delays and poor performance by FAS in implementing the IT projects, potential 
counterclaims or countersuit by FAS for amounts billed to the Company which the Company has refused to pay, and 
the assessment by the Company, based on input from the new vendor engaged by the Company to replace FAS, of 
the estimated costs to complete the IT Projects.  The Company believes that, based on all available information, the 
likelihood of FAS prevailing in any litigation against the Company is remote and the chance of recovery by FAS 
against the Company is slight. 

 
By the filing of a Demand for Arbitration with the American Arbitration Association in Broward County, 

Florida on May 26, 2009, the Company brought claims against various members of the Harkrider family arising out 
of the October 1, 2005, purchase of H & W Petroleum Company, Inc. (“H & W”) from the Harkrider family and H 
& W’s purchase of certain assets of Harkrider Distributing Company, Inc. (“HDC”) immediately prior to the 
Company’s purchase of H & W.  In that action, Case No. 32 198 Y 00415 09 (the “Arbitration”), the Company and 
H & W, which is now the Company’s wholly owned subsidiary, sought damages for breaches of, and 
indemnification under, the October 1, 2005, Stock Purchase Agreement between various Harkrider family members 
and the Company and under the September 29, 2005, Asset Purchase Agreement between HDC and various 
members of the Harkrider family, on the one hand, and H & W on the other, along with various other claims  arising 
from the transaction.  Also on May 26, 2009, H & W filed a second action against various members of the Harkrider 
family in the District Court in Harris County, Texas, Civil Action No. 2009-32909 (the “Harris County Action”), 
seeking damages and declaratory relief for various breaches of H & W's lease of its Houston, Texas, facility by H & 
W’s landlord, the Harkrider Family Partnership, and other related claims.  On June 24, 2009, the parties to the 
Arbitration and the Harris County Action agreed that all of the claims brought in the Arbitration would be dismissed 
and all of those claims would be added to the Harris County Action.  On June 29, 2009, in accordance with the 

 
stipulation of the parties to consolidate the Arbitration with the Harris County Action, the American Arbitration 
Association closed the Arbitration.  The Harris County Action is currently in the discovery phase.   
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14. RELATED PARTY TRANSACTIONS 

 
The Company paid $80,000 and $79,000 pursuant to ordinary commercial terms, for each of the years 

ended June 30, 2009 and 2008, to a provider of investor relations and public relations services whose Chief 
Executive Officer is a member of the Company’s Board of Directors. 

 
The Company is obligated to certain former owners of H & W under four operating leases which expire in 

September 30, 2010 covering property utilized for certain of the Company’s operating facilities.  See Operating 
Leases in Note 13 – Commitments and Contingencies.  While these leases were negotiated at arms’ length prior to 
the acquisition of H & W, after the acquisition, one of the former owners of H & W who leased the facilities to the 
Company was employed as an officer of, and then a consultant to the Company, until November 10, 2008. 

 
The Company’s officers and directors that participated in the Company’s private offerings of the Series A 

Preferred Stock and Existing Unsecured Notes also participated in the Recapitalization.  See Note 4 – 
Recapitalization.  
 
15.      SUBSEQUENT EVENTS 
 

In July of 2009, the Company was informed by two previous holders (the “Holders”) of the August 2007 
Notes that, notwithstanding the terms of their original Exchange Agreements, they had intended to exchange more 
of their August 2007 Notes for shares of Common Stock than was reflected in their Original Exchange 
Agreements.  Accordingly, in response to a request from the Holders to remedy their mistake, on July 6, 2009, the 
Company entered into two additional Exchange Agreements (the “New Exchange Agreements”) with the Holders by 
which the Holders exchanged 824 shares of Series D Preferred Stock for an aggregate of 867,056 shares of the 
Common Stock based on an aggregate value of $329,000.  The New Exchange Agreements provided the Holders 
with the terms originally offered to them in the Recapitalization, including the $0.38 price per share of Common 
Stock, rather than the $0.40 conversion price that would have been available to them upon a conversion of the Series 
D Preferred Stock that they received in the Recapitalization.  The $0.38 price used in the New Exchange 
Agreements was not less than the closing bid price for the Common Stock on the Nasdaq Capital Market on the last 
trading day preceding the July 6, 2009 New Exchange Agreements.  The impact of these 166,484 shares is recorded 
with the $1.7 million non-cash FAS 84 inducement on extinguishment of convertible notes in the financial 
statements for the year ended June 30, 2009. 

 
In July and September 2009 some of the holders of the Series D Preferred Stock converted an aggregate of 

1,806 shares into 1,806,000 shares of Common Stock for an aggregate value of approximately $722,000. 
 
On September 10, 2009, the exercise prices of all outstanding employee stock options previously granted 

under the 2000 Plan were amended by the Compensation Committee of the Company’s Board of Directors to have 
an exercise price of $0.55 per share (the “Amendment”).  The new exercise price of $0.55 set by the Amendment 
was $0.17 above the $0.38 official closing price on the Nasdaq Capital Market on the trading day immediately 
preceding the date of the Amendment.  The Amendment did not change the vesting schedules or any of the other 
terms of the respective stock options.  As a result of the repricing of the options by the Amendment, the Company 
will incur approximately a $93,000 non-cash charge to compensation expense during the first quarter of fiscal year 
2010 and $5,000 amortized over the remaining vesting period of the related options.  This modification affects 31 
employees and 1,474,200 of the stock options outstanding on June 30, 2009.   

 
On September 10, 2009, the Company filed a Certificate of Amendment (the “Amendment”) with the 

Delaware Secretary of State to amend the Company’s Certificate of Incorporation. The Amendment, which will 
become on October 1, 2009, will effect a 1-for-4.5 reverse stock split of the Company’s common stock.  As a result 
of the reverse stock split, every 4.5 shares of the Company’s issued and outstanding common stock will be 
combined into 1 share of common stock. The reverse stock split will not change the number of authorized shares of 
the Company’s common stock.  No fractional shares will be issued in connection with the reverse stock split. If, as a 
result of the reverse stock split, a stockholder would otherwise hold a fractional share, the number of shares to be 
received by such stockholder will be rounded up to the next highest number of shares.  Following the reverse stock 
split, the Company expects to have approximately 8.56 million shares of common stock outstanding. The reverse 
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stock split will affect all shares of the Company’s common stock, including common stock underlying stock options, 
warrants, promissory notes and preferred stock that are outstanding immediately prior to the effective time of the 
reverse stock split.  The accompanying financial statements do not reflect the reverse stock split because the record 
date is after the financial statements issuance date. 

 
The Company addressed the disclosure of subsequent events through the date of filing of this Form 10K on 

September 28, 2009.  
 



 

 

  

Exhibit 21.1 
 

SMF ENERGY CORPORATION  
SUBSIDIARIES 

 
 

 The following is a list of the subsidiaries of the Company and the jurisdictions under which each is 
organized.  The Company owns 100 percent of the voting securities of each such subsidiary. 
 
 

Name of Subsidiary Jurisdiction of 
Organization Doing Business As 

Streicher Realty, Inc. Florida  
SMF Services, Inc. Delaware Shank Services, Inc. 

Shank Services 
H & W Petroleum Company, Inc. Texas H & W Logistics Services 

Harkrider 
Harkrider Distributing 

Harkrider Distributing Company 



 

  

Exhibit 23.1 
 
 
 
 

CONSENT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM 
 
We have issued our report dated September 28, 2009, accompanying the consolidated financial statements included 
in the Annual Report of SMF Energy Corporation on Form 10-K for the year ended June 30, 2009.  We hereby 
consent to the incorporation by reference of said report in the Registration Statements of SMF Energy Corporation 
on Forms S-8 (File No. 333-79801, effective June 2, 1999, File No. 333-61764, effective May 25, 2001, File No. 
333-113622, effective March 15, 2004, and File No. 333-126123, effective June 24, 2005) and on Forms S-3 (File 
No. 333-61762, effective May 25, 2001, File No. 333-113682, effective March 17, 2004, File No. 333-126116, 
effective June 24, 2005, File No. 333-131146, effective January 19, 2006, File No. 333-143577, effective June 7, 
2007, File No. 333-148217, effective December 20, 2007, and File No. 333-151270, effective May 30, 2008).   
  
/s/ Grant Thornton LLP 
 
Fort Lauderdale, Florida 
September 28, 2009 
 



 
 

  

 
Exhibit 31.1 

CERTIFICATIONS 
 
I, Richard E. Gathright, certify that: 
 

1.  I have reviewed this annual report on Form 10-K of SMF Energy Corporation; 
 
2.  Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a 

material fact necessary to make the statements made, in light of the circumstances under which such statements were 
made, not misleading with respect to the period covered by this report; 

 
3.  Based on my knowledge, the financial statements, and other financial information included in this report, 

fairly present in all material respects the financial condition, results of operations and cash flows of the registrant as 
of, and for, the periods presented in this report; 

4.  The registrant's other certifying officer(s) and I are responsible for establishing and maintaining disclosure 
controls and procedures (as defined in Exchange Act Rules 13a–15(e) and 15d–15(e)) and internal control over 
financial reporting (as defined in Exchange Act Rules 13a–15(f) and 15d–15(f)) for the registrant and have: 

(a) Designed such disclosure controls and procedures, or caused such disclosure controls and procedures to 
be designed under our supervision, to ensure that material information relating to the registrant, including 
its consolidated subsidiaries, is made known to us by others within those entities, particularly during the 
period in which this report is being prepared; 

(b) Designed such internal control over financial reporting, or caused such internal control over financial 
reporting to be designed under our supervision, to provide reasonable assurance regarding the reliability of 
financial reporting and the preparation of financial statements for external purposes in accordance with 
generally accepted accounting principles; 

(c) Evaluated the effectiveness of the registrant's disclosure controls and procedures and presented in this 
report our conclusions about the effectiveness of the disclosure controls and procedures, as of the end of the 
period covered by this report based on such evaluation; and 

(d) Disclosed in this report any change in the registrant's internal control over financial reporting that 
occurred during the registrant's fourth fiscal quarter that has materially affected, or is reasonably likely to 
materially affect, the registrant's internal control over financial reporting; and 

5.  The registrant's other certifying officer(s) and I have disclosed, based on our most recent evaluation of 
internal control over financial reporting, to the registrant's auditors and the audit committee of the registrant's board 
of directors (or persons performing the equivalent functions): 

 
(a)  All significant deficiencies and material weakness in the design or operation of internal control over 
financial reporting which are reasonably likely to adversely affect the registrant’s ability to record, process, 
summarize and report financial information; and  
 
(b)  Any fraud, whether or not material, that involves management or other employees who have a 
significant role in the registrant's internal control over financial reporting.  

 
Date: September 28, 2009 
 
/s/ Richard E. Gathright  
Richard E. Gathright 
Chief Executive Officer and President  
(Principal Executive Officer)



 

  

Exhibit 31.2 
CERTIFICATIONS 

 
I, Michael S. Shore, certify that: 
 

1.  I have reviewed this annual report on Form 10-K of SMF Energy Corporation; 
 
2.  Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a 

material fact necessary to make the statements made, in light of the circumstances under which such statements were 
made, not misleading with respect to the period covered by this report; 

 
3.  Based on my knowledge, the financial statements, and other financial information included in this report, 

fairly present in all material respects the financial condition, results of operations and cash flows of the registrant as 
of, and for, the periods presented in this report; 

4.  The registrant's other certifying officer(s) and I are responsible for establishing and maintaining disclosure 
controls and procedures (as defined in Exchange Act Rules 13a–15(e) and 15d–15(e)) and internal control over 
financial reporting (as defined in Exchange Act Rules 13a–15(f) and 15d–15(f)) for the registrant and have: 

(a) Designed such disclosure controls and procedures, or caused such disclosure controls and procedures to 
be designed under our supervision, to ensure that material information relating to the registrant, including 
its consolidated subsidiaries, is made known to us by others within those entities, particularly during the 
period in which this report is being prepared; 

(b) Designed such internal control over financial reporting, or caused such internal control over financial 
reporting to be designed under our supervision, to provide reasonable assurance regarding the reliability of 
financial reporting and the preparation of financial statements for external purposes in accordance with 
generally accepted accounting principles; 

(c) Evaluated the effectiveness of the registrant's disclosure controls and procedures and presented in this 
report our conclusions about the effectiveness of the disclosure controls and procedures, as of the end of the 
period covered by this report based on such evaluation; and 

(d) Disclosed in this report any change in the registrant's internal control over financial reporting that 
occurred during the registrant's fourth fiscal quarter that has materially affected, or is reasonably likely to 
materially affect, the registrant's internal control over financial reporting; and 

5.  The registrant's other certifying officer(s) and I have disclosed, based on our most recent evaluation of 
internal control over financial reporting, to the registrant's auditors and the audit committee of the registrant's board 
of directors (or persons performing the equivalent functions): 

 
(a)  All significant deficiencies and material weakness in the design or operation of internal control over 
financial reporting which are reasonably likely to adversely affect the registrant’s ability to record, process, 
summarize and report financial information; and  
 
(b)  Any fraud, whether or not material, that involves management or other employees who have a 
significant role in the registrant's internal control over financial reporting.  

 
Date: September 28, 2009 
 
/s/ Michael S. Shore  
Michael S. Shore 
Chief Financial Officer, Treasurer and Senior Vice President  
(Principal Financial Officer) 



 

 

  

Exhibit 32.1 
 

CERTIFICATION PURSUANT TO 
18 U.S.C. SECTION 1350, 

AS ADOPTED PURSUANT TO 
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002  

 
In connection with the Annual Report of SMF Energy Corporation (the "Company") on Form 10-K for the 

fiscal year ended June 30, 2009, as filed with the Securities and Exchange Commission on the date hereof (the 
"Report"), each of the undersigned hereby certifies, pursuant to 18 U.S.C. §1350, as adopted pursuant to § 906 of the 
Sarbanes-Oxley Act of 2002, that: 

 
  (1) The Report fully complies with the requirements of section 13(a) or 15(d) of the Securities 

Exchange Act of 1934; and  
 
  (2) The information contained in the Report fairly presents, in all material respects, the financial 

condition and result of operations of the Company.  
 

A signed original of this written statement required by Section 906 has been provided to SMF Energy 
Corporation and will be retained by SMF Energy Corporation and furnished to the Securities and Exchange 
commission or its staff upon request. 
 
/s/ Richard E. Gathright 
Richard E. Gathright 
Chief Executive Officer and President 
(Principal Executive Officer) 
September 28, 2009 
  
/s/ Michael S. Shore 
Michael S. Shore 
Chief Financial Officer, Treasurer and Senior Vice 
President 
(Principal Financial Officer) 
September 28, 2009 
  
 



 

  

Exhibit 99.1 
 
Copyright © 2009 by Financial Accounting Standards Board, Norwalk, Connecticut  

Induced Conversions of Convertible Debt (as 
amended) [Superseded by FASB Codification 
9/15/2009] 

an amendment of APB No. 26 

FAS 84 STATUS  

Issued: March 1985  

Effective Date:  

For conversions of convertible debt pursuant to inducements offered after March 31, 1985  

Affects:  

Amends APB 26, paragraph 2  

Affected by:  

No other pronouncements  

Issues Discussed by FASB Emerging Issues Task Force (EITF)  

Affects:  

Nullifies EITF Issue No. 84-3  

Interpreted by:  

Paragraph 2 interpreted by EITF Issue No. 02-15  

Related Issues: EITF Issue No. 85-17 and 05-1  

FAS 84 Summary  

This Statement amends APB Opinion No. 26, Early Extinguishment of Debt. This Statement 
specifies the method of accounting for conversions of convertible debt to equity securities when 
the debtor induces conversion of the debt by offering additional securities or other consideration 
to convertible debt holders. Such an offer has sometimes been called a convertible debt 
“sweetener.” This Statement requires recognition of an expense equal to the fair value of the 
additional securities or other consideration issued to induce conversion.  

This Statement is effective for conversions of convertible debt pursuant to inducements offered 
after March 31, 1985, with earlier application encouraged. Retroactive application for 
transactions occurring during periods for which financial statements have previously been issued 
is permitted.  



 

  

INTRODUCTION  

1. The FASB has been asked to address the applicability of APB Opinion No. 26, Early 
Extinguishment of Debt, to situations in which the conversion privileges in a convertible debt 
instrument are changed or additional consideration is paid to debt holders for the purpose of 
inducing prompt conversion of the debt to equity securities (sometimes referred to as a 
convertible debt “sweetener”). Opinion 26 applies to all extinguishments of debt except debt that 
is extinguished through a troubled debt restructuring and debt that is converted to equity 
securities of the debtor pursuant to conversion privileges included in terms of the debt at 
issuance. 1 This Statement amends Opinion 26 to exclude from its scope convertible debt that is 
converted to equity securities of the debtor pursuant to conversion privileges different from 
those included in terms of the debt at issuance when the change in conversion privileges is 
effective for a limited period of time, involves additional consideration, and is made to induce 
conversion. This Statement also specifies the method of accounting for such conversions. 
Examples of application of this Statement are presented in Appendix A, background information 
is presented in Appendix B, and the basis for the Board's conclusions is presented in Appendix C.  

APPLICABILITY AND SCOPE  

2. This Statement applies to conversions of convertible debt to equity securities pursuant to 
terms that reflect changes made by the debtor to the conversion privileges provided in the terms 
of the debt at issuance (including changes that involve the payment of consideration) for the 
purpose of inducing conversion. This Statement applies only to conversions 2 that both (a) occur 
pursuant to changed conversion privileges that are exercisable only for a limited period of time 
and (b) include the issuance of all of the equity securities issuable pursuant to conversion 
privileges included in the terms of the debt at issuance for each debt instrument that is 
converted. The changed terms may involve reduction of the original conversion price thereby 
resulting in the issuance of additional shares of stock, issuance of warrants or other securities 
not provided for in the original conversion terms, or payment of cash or other consideration to 
those debt holders who convert during the specified time period. This Statement does not apply 
to conversions pursuant to other changes in conversion privileges or to changes in terms of 
convertible debt instruments that are different from those described in this paragraph.  

STANDARDS OF FINANCIAL ACCOUNTING AND REPORTING  

Recognition of Expense upon Conversion  

3. When convertible debt is converted to equity securities of the debtor pursuant to an 
inducement offer described in paragraph 2 of this Statement, the debtor enterprise shall 
recognize an expense equal to the fair value of all securities and other consideration transferred 
in the transaction in excess of the fair value of securities issuable pursuant to the original 
conversion terms. The expense shall not be reported as an extraordinary item.  

4. The fair value of the securities or other consideration shall be measured as of the date the 
inducement offer is accepted by the convertible debt holder. Normally this will be the date the 
debt holder converts the convertible debt into equity securities or enters into a binding 
agreement to do so.  

 

 

 



 

  

Amendment to APB Opinion No. 26  

5. The following sentence is added to paragraph 2 of Opinion 26:  

Also, this Opinion does not apply to conversions of convertible debt when conversion privileges 
included in terms of the debt at issuance are changed, or additional consideration is paid, to 
induce conversion of the debt to equity securities as described in FASB Statement No. 84, 
Induced Conversions of Convertible Debt.  

Effective Date and Transition  

6. This Statement shall be effective for conversions of convertible debt pursuant to inducements 
offered after March 31, 1985. Earlier application is encouraged. Retroactive application of this 
Statement to transactions occurring during periods for which financial statements have 
previously been issued is permitted, in which case the financial statements of all prior periods 
presented shall be restated. In addition, the financial statements shall, in the year this 
Statement is first applied, disclose the nature of any restatement and its effect on income before 
extraordinary items, net income, and related per-share amounts.  

The provisions of this Statement need not be applied to immaterial items.  

This Statement was adopted by the affirmative votes of six members of the Financial Accounting 
Standards Board. Mr. Sprouse dissented.  

Mr. Sprouse dissents because he believes the provisions of this Statement should not apply in 
circumstances similar to those described in Example 2 (paragraphs 11-13 of Appendix A) in this 
Statement. He believes that the Statement fails to distinguish between induced conversions 
made under two distinctly different sets of facts and circumstances: (a) debt convertible into 
equity securities whose market values are greater than the conversion price (refer to Example 1, 
paragraphs 8 and 9) and (b) debt convertible into equity securities whose market values are less 
than the conversion price (refer to Example 2, paragraphs 11 and 12). In the circumstances 
described in (a), he agrees that the inducement is an expense incurred to obtain certain benefits, 
such as elimination of the interest payments that would otherwise be made before the debt 
holder chooses to convert. In the circumstances described in (b), however, the substance of the 
obligation is essentially the same as for debt that is not convertible. The essential nature of an 
induced conversion under those circumstances is no different from a limited tender offer of 
equity securities for nonconvertible debt. Accordingly, he believes that an enterprise that 
extinguishes debt by issuing securities and other assets whose aggregate fair value is less than 
the carrying amount of the debt should recognize a gain in the amount of the difference in the 
same way that it would if securities and other assets were exchanged for nonconvertible debt.  

Members of the Financial Accounting Standards Board:  

Donald J. Kirk, Chairman  

Frank E. Block  

Victor H. Brown  

Raymond C. Lauver  

David Mosso  



 

  

Robert T. Sprouse  

Arthur R. Wyatt  

Appendix A: EXAMPLES OF APPLICATION OF THIS STATEMENT  

7. This appendix presents examples that illustrate application of this Statement. The facts 
assumed are illustrative only and are not intended to modify or limit in any way the provisions of 
this Statement. For simplicity, the face amount of each security is assumed to be equal to its 
carrying amount in the financial statements (that is, no original issue premium or discount 
exists).  

Example 1  

8. On January 1, 19X4, Company A issues a $1,000 face amount 10 percent convertible bond 
maturing December 31, 20X3. The carrying amount of the bond in the financial statements of 
Company A is $1,000, and it is convertible into common shares of Company A at a conversion 
price of $25 per share. On January 1, 19X6, the convertible bond has a market value of $1,700. 
To induce convertible bondholders to convert their bonds promptly, Company A reduces the 
conversion price to $20 for bondholders who convert prior to February 29, 19X6 (within 60 
days).  

9. Assuming the market price of Company A's common stock on the date of conversion is $40 
per share, the fair value of the incremental consideration paid by Company A upon conversion is 
calculated as follows for each $1,000 bond that is converted prior to February 29, 19X6:  

Value of securities issued a. Value of securities issued to debt holders is 
computed as follows: $2,000 

Value of securities issuable pursuant to original conversion privileges b.Value of 
securities issuable pursuant to original conversion privileges is computed as 
follows: 1,600 

Fair value of incremental consideration $400 

10. Therefore, Company A records debt conversion expense equal to the fair value of the 
incremental consideration paid as follows:  

 Debit Credit 

Convertible debt 1,000  

Debt conversion expense 400  

  Common stock  1,400 

Example 2  

11. On January 1, 19X1, Company B issues a $1,000 face amount 4 percent convertible bond 
maturing December 31, 20X0. The carrying amount of the bond in the financial statements of 
Company B is $1,000, and it is convertible into common shares of Company B at a conversion 
price of $25. On June 1, 19X4, the convertible bond has a market value of $500. To induce 
convertible bondholders to convert their bonds promptly, Company B reduces the conversion 
price to $20 for bondholders who convert prior to July 1, 19X4 (within 30 days).  

12. Assuming the market price of Company B's common stock on the date of conversion is $12 
per share, the fair value of the incremental consideration paid by Company B upon conversion is 
calculated as follows for each $1,000 bond that is converted prior to July 1, 19X4:  



 

  

 

Value of securities issued Value of securities issued to debt holders is computed 
as follows: $600 

Value of securities issuable pursuant to original conversion privileges b.Value of 
securities issuable pursuant to original conversion privileges is computed as 
follows: 480 

Fair value of incremental consideration $120 

13. Therefore, Company B records debt conversion expense equal to the fair value of the 
incremental consideration paid as follows:  

 Debit Credit 

Convertible debt 1,000  

Debt conversion expense 120  

  Common stock  1,120 

The same accounting would apply if, instead of reducing the conversion price, Company B issued 
shares pursuant to a tender offer of 50 shares of its common stock for each $1,000 bond 
surrendered to the company before July 1, 19X4. Refer to footnote 2 to paragraph 2 of this 
Statement.  

Appendix B: BACKGROUND INFORMATION  

14. The FASB has received several requests that it address the applicability of Opinion 26 when 
the conversion privileges in a convertible debt instrument are changed, or when additional 
consideration is paid to debt holders, for the purpose of inducing prompt conversion of the debt 
to equity securities.  

15. Prior to an induced conversion of a convertible debt instrument, a debtor has outstanding 
convertible debt that is (or will become) convertible to equity securities of the debtor at the 
option of the debt holder. Usually the conversion privileges are exercisable for an extended 
period of time, frequently up to the maturity date of the debt. During the period when the 
conversion privileges are exercisable, the securities issuable upon conversion may have a fair 
value that exceeds the face amount of the debt; however, convertible debt holders often do not 
exercise conversion privileges until the debt is called or the conversion privileges are about to 
expire.  

16. A debtor sometimes wishes to induce prompt conversion of its convertible debt to equity 
securities to reduce interest costs, to improve its debt-equity ratio, or for other reasons. Thus, 
the debtor may offer additional consideration as an inducement for debt holders to convert 
promptly. This additional consideration can take many forms, including a temporary 
improvement of the conversion ratio (effected by a reduction of the conversion price), the 
issuance of warrants or other securities, or the payment of a cash incentive or other assets to 
debt holders who convert by a specified date.  

17. The first sentence of paragraph 2 of Opinion 26, as amended by paragraph 7 of FASB 
Statement No. 76, Extinguishment of Debt, but prior to amendment by this Statement, described 
the applicability of Opinion 26 as follows:  

Applicability. This Opinion applies to all extinguishments of debt, whether early or not, except 
debt that is extinguished through a troubled debt restructuring and debt that is converted to 



 

  

equity securities of the debtor pursuant to conversion privileges provided in terms of the debt at 
issuance.  

18. Paragraph 20 of Opinion 26 describes the accounting for an extinguishment of debt:  

. . . A difference between the reacquisition price and the net carrying amount of the extinguished 
debt should be recognized currently in income of the period of extinguishment as losses or gains 
and identified as a separate item. [Footnote reference omitted.]  

19. Paragraph 8 of FASB Statement No. 4, Reporting Gains and Losses from Extinguishment of 
Debt, specifies the income statement classification of gains and losses on extinguishment of 
debt:  

Gains and losses from extinguishment of debt that are included in the determination of net 
income shall be aggregated and, if material, classified as an extraordinary item, net of related 
income tax effect. [Footnote reference omitted.]  

Appendix C: BASIS FOR CONCLUSIONS  

20. An Exposure Draft of a proposed Statement, Induced Conversions of Convertible Debt, was 
issued on December 6, 1984. The Board received 59 responses to the Exposure Draft, a majority 
of which agreed with its principal conclusions. The following paragraphs discuss factors 
considered significant by the Board in reaching the conclusions in this Statement. Individual 
Board members gave greater weight to some factors than to others.  

21. As amended by Statement 76 but prior to amendment by this Statement, Opinion 26 
required recognition of a gain or loss equal to the difference between the reacquisition price and 
the carrying amount of debt when convertible debt was converted to equity securities pursuant 
to terms different from the original conversion privileges, including situations in which a debtor 
offered to give additional consideration for the purpose of inducing prompt conversion. A few 
respondents to the Exposure Draft recommended that that accounting should also be applicable 
to induced conversions of convertible debt, stating that conversions pursuant to terms different 
from the original conversion privileges should be recognized based on the fair value of all 
securities issued. The Board did not agree with those respondents for the reasons set forth in the 
paragraphs that follow. Some of those respondents also questioned whether all conversions of 
debt to equity securities, including conversions pursuant to the original conversion privileges, 
should be recognized based on the fair value of all securities issued. The Board did not address 
accounting for conversions in general, noting that such a project would be a major undertaking 
and would delay the issuance of this Statement.  

22. Many of those who urged the Board to address this issue and most respondents to the 
Exposure Draft stated that they believe accounting for an induced conversion as an 
extinguishment rather than as a conversion of debt does not faithfully portray the substance of 
such a transaction. They stated that the payment of an incentive to a debt holder could require 
recognition of a loss on extinguishment that might exceed the value of the conversion incentive 
by a material amount. The Board generally agreed that extinguishment accounting is not 
representationally faithful for certain induced conversions of convertible debt instruments. APB 
Opinion No. 14, Accounting for Convertible Debt and Debt Issued with Stock Purchase Warrants, 
states that no portion of the proceeds from the issuance of convertible debt should be accounted 
for as attributable to the conversion feature. The amount recognized as a liability relating to 
convertible debt represents an obligation either to pay a stated amount of cash or to issue a 
stated number of shares of equity securities. The Board believes that the nature of that 
obligation does not change if an incentive is paid to a debt holder to induce the holder to 
exercise a right already held. Therefore, this Statement requires no recognition of gain or loss 



 

  

with respect to the shares issuable pursuant to the original conversion privileges of the 
convertible debt when additional securities or assets are transferred to a debt holder to induce 
prompt conversion of the debt to equity securities.  

23. In a conversion pursuant to original conversion terms, debt is extinguished in exchange for 
equity pursuant to a preexisting contract that is already recognized in the financial statements, 
and no gain or loss is recognized upon conversion. Unlike a conversion pursuant to original 
terms, in an induced conversion transaction the enterprise issues securities or pays assets in 
excess of those provided in the preexisting contract between the parties. The Board believes that 
the enterprise incurs a cost when it gives up securities or assets not pursuant to a previous 
obligation and that the cost of those securities or assets should be recognized.  

24. Some respondents contended that the cost associated with a conversion inducement is a cost 
of obtaining equity capital that should be recognized as a reduction of the equity capital provided 
in the transaction. The Board did not agree, noting that a conversion of debt to equity securities 
is a transaction that involves both issuance of equity securities and extinguishment of debt 
securities. Although the cost of issuing equity securities in a transaction to raise capital is usually 
recorded as a reduction of the equity capital provided, transactions that involve the issuance of 
equity securities for other purposes often require recognition of expense. The Board believes that 
expense recognition is appropriate in circumstances involving an induced conversion of 
convertible securities because the transaction is not solely a capital-raising transaction.  

25. The Board believes that an induced conversion transaction is also different from an 
extinguishment of debt transaction as described in Opinion 26, in which any preexisting contract 
between the debtor and the debt holder is effectively voided and the debt is extinguished 
pursuant to newly negotiated terms. In those circumstances, an extraordinary gain or loss is 
recognized equal to the difference between the carrying amount of the debt extinguished and the 
fair value of the securities or assets given. Some respondents stated that any expense to be 
recognized under the provisions of the Exposure Draft similarly should be reported as an 
extraordinary item. However, in an induced conversion, the preexisting contract for conversion 
remains in effect and an inducement is paid in an attempt to cause the conversion option to be 
exercised. Although the Board believes that an enterprise should recognize the cost of an 
inducement offer, that cost is different from the gain or loss that is recognized according to the 
provisions of Opinion 26 for extinguishment transactions. Therefore, the Board concluded that 
the cost of a conversion inducement, as defined in paragraph 2 of this Statement, should not be 
reported as an extraordinary item.  

26. Some respondents stated that no cost should be recognized on induced conversions of 
convertible debt instruments. They recommended that the original and incremental consideration 
be accounted for in the same manner as a conversion pursuant to original conversion terms. 
They reasoned that changes in the number of shares issuable to satisfy a preexisting obligation 
do not change the nature of that obligation and also noted that gains and losses are not 
recognized by an enterprise in certain types of transactions involving issuance of shares of 
ownership.  

27. When a debtor induces a holder of its debt to act by transferring assets or by issuing 
securities to the debt holder, the Board believes that an exchange has taken place. In exchange 
for the assets or securities given up in excess of those it was already committed to pay or issue, 
the enterprise receives performance. In the absence of such consideration, the conversion would 
not have occurred at that time. The Board believes that this type of an exchange of consideration 
for performance is a transaction that should be recognized as a cost of obtaining that 
performance.  



 

  

28. Some respondents disagreed with the accounting proposed in the Exposure Draft in 
circumstances when conversion is induced on debt that is convertible into equity securities 
whose market value is less than the conversion price. They stated that such debt instruments 
are traded at amounts primarily attributable to the interest and principal payments, and would 
account for an induced conversion of such an instrument like an extinguishment of 
nonconvertible debt, recognizing a gain. The Board disagrees with both the assertion about the 
security's trading characteristics and the respondents' proposed accounting.  

a. Even though the equity securities issuable upon conversion have a market value less than the 
conversion price, the market value of a convertible debt security may not be primarily 
attributable to its debt characteristics if interest rate levels have increased significantly since 
issuance, thereby reducing the market value of those debt characteristics. Furthermore, the 
Board believes it is impractical to attempt to determine on an even-handed basis whether a 
convertible security is trading based primarily on its equity characteristics or on its debt 
characteristics. The Board believes that the market value of all convertible debt securities are 
simultaneously influenced by both interest rates and stock prices, even though the relative 
influence of those factors varies. The Board believes that it is inappropriate to require 
significantly different accounting for a convertible debt security based on the perceived 
prominence of only one of its characteristics.  

b. The Board notes that changes in either market interest rate levels or the market value of the 
equity securities issuable upon conversion do not affect the financial reporting of convertible debt 
securities. Even when convertible securities are perceived as trading based primarily on their 
equity characteristics, and even if exercise of the conversion privilege is considered highly 
probable, they are classified as debt securities in the balance sheet, the return to investors is 
reported as interest expense, and the difference between carrying amount and cash paid to 
retire them is reported as gain or loss from extinguishment of debt.  

Thus, the Board concluded that the use of different recognition or measurement principles for 
induced conversions of convertible debt, based on the underlying market value or trading 
characteristics of the convertible security, would be inconsistent with existing accounting for 
other transactions involving convertible securities. The Board further noted that, in all induced 
conversions of convertible debt described herein, the debtor corporation gives debt holders 
equity securities (or a combination of equity securities and other consideration) whose total fair 
value exceeds the value of the securities it was previously obligated to give upon conversion. The 
Board believes that a debtor's election to induce conversion, causing additional value to be given 
up, should result in recognition of the cost of that inducement and not in the recognition of a 
gain that could result from extinguishment accounting.  

29. The Board is aware that some convertible debt instruments include provisions allowing the 
debtor to alter terms of the debt to the benefit of debt holders in a manner similar to 
transactions described in paragraph 2 of this Statement. Such provisions may be general in 
nature, permitting the debtor or trustee to take actions to protect the interests of the debt 
holders, or they may be specific, for example, specifically authorizing the debtor to temporarily 
reduce the conversion price for the purpose of inducing conversion. The Board concluded that 
conversions pursuant to amended or altered conversion privileges on such instruments, even 
though they are literally “provided in the terms of the debt at issuance,“ should be included 
within the scope of this Statement. The Board concluded that the substantive nature of the 
transaction should govern. The Board believes that the existence of provisions in terms of the 
debt permitting changes to the conversion privileges should not influence the accounting.  

30. The Board also considered whether a change in conversion privileges of a convertible debt 
instrument to induce prompt conversion should be recognized when the change is made, that is, 
when the inducement is offered to debt holders. The Board rejected that approach. Until the debt 
holder accepts the offer, no exchange has been made between the debtor and the debt holder. 



 

  

The Board concluded that the transaction should not be recognized until the inducement offer 
has been accepted by the debt holder.  

31. Some respondents stated that the fair value of a change in conversion privileges should be 
measured (but not recognized) as of the date the conversion inducement is offered. They 
reasoned that the fair value of the conversion inducement at the offer date is the basis for 
management's decision to make the offer and that the value as of that date is the best measure 
of the consideration paid.  

32. The Board did not adopt that approach. The Board believes that the transaction should not 
be measured until the parties agree, that is, until the inducement offer has been accepted by the 
debt holder. The Board notes that in many cases the difference between the measurements of 
value of the inducement offer at the offer date and the acceptance date will be minimal due to 
the normal structure of conversion inducement offers and the requirement in paragraph 2 of this 
Statement that the inducement be offered for a limited period of time. However, in 
circumstances involving differences in values, the Board believes the fair value as of the 
acceptance date is the appropriate measure because that is the value of the inducement which 
presumably causes the transaction to occur.  

33. Some respondents questioned the need for the requirement in paragraph 2(b) of the 
Exposure Draft that the induced conversion “include the issuance of all of the equity securities 
issuable pursuant to the original conversion privileges for each debt instrument that is 
converted.” They noted that not all induced conversions would necessarily meet this requirement 
and that it could lead to significantly different accounting for substantially similar transactions. 
The Board disagreed with those respondents, noting that a transaction that does not include the 
issuance of all of the equity securities issuable pursuant to the conversion privileges should not 
be characterized as a conversion transaction. Therefore, paragraph 2(b) of this Statement 
requires that an induced conversion include the issuance of all of the equity securities issuable 
pursuant to conversion privileges included in the terms of the debt at issuance for each debt 
instrument that is converted.  

34. Some respondents suggested that the final Statement specify a maximum time period that 
could be considered a “limited period of time” for purposes of applying the provisions of 
paragraph 2 of this Statement. The Board did not specify any time period, noting that any period 
so specified would be arbitrary and that the terms of conversion inducement offers may vary 
according to the circumstances. This Statement applies to conversion inducements that are 
offered for a limited period of time because inducements offered without a restrictive time limit 
on their exercisability are not, by their structure, changes made to induce prompt conversion.  

35. Some respondents urged the Board to address other issues relating to the issuance, 
conversion, or reporting of convertible securities. The Board concluded that the scope of the 
project should remain narrow to permit the Board to resolve the primary issue at hand without 
unnecessary delay. This Statement does not change the accounting for the original issuance of 
convertible debt instruments or the accounting for changes in conversion privileges other than 
those described in paragraph 2 of this Statement. The Board decided that this project should not 
consider other issues relating to convertible securities.  

36. Some respondents stated that the effective date specified in the Exposure Draft should be 
changed from transactions effected after March 31, 1985 to induced conversions offered after 
March 31, 1985. They observed that some inducements offered before March 31, 1985 may not 
be accepted until after that date and stated that such transactions should not be affected by a 
standard that did not apply at the time the offer was made. The Board agreed and modified the 
effective date accordingly.  



 

  

37. Some respondents objected to the provisions of the Exposure Draft permitting, but not 
requiring, retroactive application of its provisions. They said that past financial statements 
properly reflect the accounting pronouncements in effect when those statements were issued and 
that they do not believe that the issuance of a new pronouncement should affect those 
statements. Other respondents urged the Board to permit retroactive application of the 
provisions of this Statement, noting that some induced conversions have already occurred and 
questions have been raised about the way those transactions have been reported. The Board 
concluded that permitting, but not requiring, retroactive application was an appropriate practical 
solution. The Board also noted that such application was expected to apply to relatively few 
companies.  

  The scope of Opinion 26 was also amended by FASB Statement No. 76, Extinguishment of 
Debt. Refer to paragraph 17 of this Statement.  
 
  For purposes of this Statement, a conversion includes an exchange of a convertible debt 
instrument for equity securities or a combination of equity securities and other consideration, 
whether or not the exchange involves legal exercise of the contractual conversion privileges 
included in terms of the debt.  
   

Face amount $1,000 

÷ New conversion price ÷ $20 per share 

Number of common shares issued upon conversion 50 shares 

× Price per common share × $40 per share 

Value of securities issued $2,000 

 
   

Face amount $1,000 

÷ Original conversion price 
÷ $25 per 

share 

Number of common shares issuable pursuant to original conversion 
privileges 40 shares 

× Price per common share 
× $40 per 

share 

Value of securities issuable pursuant to original conversion privileges $1,600 

 
   

Face amount $1,000 

÷ New conversion price ÷ $20 per share 

Number of common shares issued upon conversion 50 shares 

× Price per common share × $12 per share 

Value of securities issued $600 

 
   

Face amount $1,000 

  ÷ Original conversion price 
÷ $25 per 
share 

Number of common shares issuable pursuant to original conversion 
privileges 40 shares 

× Price per common share 
× $12 per 
share 

Value of securities issuable pursuant to original conversion privileges $480 

 
 
© 2009 Thomson Reuters/RIA. All rights reserved.  



 

  

Exhibit 99.2 
 

EITF D-42 The Effect on the Calculation of Earnings per 
Share for the Redemption or Induced Conversion of 
Preferred Stock [Superseded by FASB Codification 
9/15/2009] 

Copyright © 2005 by Financial Accounting Standards Board, Norwalk, Connecticut 

Dates Discussed: January 20, 1994; November 17, 1994; September 11-12, 2002; July 31, 
2003  

The SEC Observer made the following announcement of the SEC staff's position on the effect on 
the calculation of earnings per share for the redemption or induced conversion of preferred 
stock.  

The SEC staff has noted an increase in the number of registrants that are either redeeming 
outstanding shares of preferred stock for cash, other securities issued by the registrant, or other 
consideration or inducing the conversion of outstanding shares of preferred stock into other 
securities issued by the registrant.  

The SEC staff has been asked whether the redemption or induced conversion of preferred stock 
would have an impact on the determination of net earnings available to common shareholders in 
the calculation of earnings per share.  

If a registrant redeems its preferred stock, the SEC staff believes that the excess of (1) fair value 
of the consideration transferred to the holders of the preferred stock over (2) the carrying 
amount of the preferred stock in the registrant's balance sheet should be subtracted from net 
earnings to arrive at net earnings available to common shareholders in the calculation of 
earnings per share. [Note: See Subsequent Developments section below.] The staff believes that 
the excess of the fair value of the consideration transferred to the holders of the preferred stock 
over the carrying amount of the preferred stock in the registrant's balance sheet represents a 
return to the preferred stockholder and, therefore, should be treated in a manner similar to the 
treatment of dividends paid to the holders of the preferred stock in the calculation of earnings 
per share. Dividends on preferred stocks are deducted from net earnings to arrive at net 
earnings available to common shareholders. (Likewise, an excess of the carrying amount of 
preferred stock over the fair value of the consideration transferred to the holders of the preferred 
stock would be added to net earnings to arrive at net earnings available to common 
shareholders.)  

If convertible preferred stock is converted to other securities issued by the registrant pursuant to 
an inducement offer, the staff believes that the excess of (1) the fair value of all securities and 
other consideration transferred in the transaction by the registrant to the holders of the 
convertible preferred stock over (2) the fair value of securities issuable pursuant to the original 
conversion terms should be subtracted from net earnings to arrive at net earnings available to 
common shareholders in the calculation of earnings per share. Registrants should look to the 
guidance provided in FASB Statement No. 84, Induced Conversions of Convertible Debt, to 
determine whether the conversion of preferred stock is pursuant to an inducement offer.  

 



 

  

The staff would expect registrants to comply with the staff's views on these transactions 
beginning with transactions, or offers of transactions, announced on or after January 20, 1994.  

Subsequent Developments  

At the November 17, 1994 meeting, the SEC Observer responded to an inquiry from a Task 
Force member concerning the SEC staff announcement above. The inquiry related to accounting 
for the redemption of an “in-the-money” convertible preferred stock (in other words, the 
underlying common stock appreciated since the date of issuance). The SEC Observer stated that 
the guidance in the above announcement covering redemptions of preferred stock applies to all 
classes of preferred stock and that the entire excess of the redemption amount over the carrying 
amount should be deducted from earnings available to common stockholders.  

At the September 18-19, 1996 meeting, the SEC Observer made an announcement of the SEC 
staff's position on the computation of earnings per share for a period that includes a redemption 
or an induced conversion of a portion of a class of preferred stock. (See Topic D-53 for details of 
the announcement.)  

At the September 11-12, 2002 meeting, the Task Force reached a consensus on Issue No. 02-
15, “Determining Whether Certain Conversions of Convertible Debt to Equity Securities Are 
within the Scope of FASB Statement No. 84,” that Statement 84 applies to all conversions of 
convertible debt that (1) occur pursuant to changed conversion privileges that are exercisable 
only for a limited period of time and (2) include the issuance of all of the equity securities 
issuable pursuant to conversion privileges included in the terms of the debt at issuance for each 
debt instrument that is converted, regardless of the party that initiates the offer or whether the 
offer relates to all debt holders.  

In May 2003, the FASB issued FASB Statement No. 150, Accounting for Certain Financial 
Instruments with Characteristics of both Liabilities and Equity. The Statement establishes 
standards for how an issuer classifies and measures in its statement of financial position certain 
financial instruments with characteristics of both liabilities and equity. It requires that an issuer 
classify a financial instrument that is within its scope as a liability (or as an asset in some 
circumstances) because that financial instrument embodies an obligation of the issuer. 
Statement 150 was issued in May 2003 and, for public entities, is effective for all financial 
instruments entered into or modified after May 31, 2003, and otherwise effective at the 
beginning of the interim period beginning after June 15, 2003.  

The guidance contained in this announcement is partially nullified by Statement 150. Statement 
150 requires that mandatorily redeemable preferred stock, as defined in the scope of that 
Statement, be classified as a liability. Consequently, when a registrant redeems mandatorily 
redeemable preferred stock, the excess (shortfall) of the fair value transferred over (under) the 
carrying amount of the preferred stock would be accounted for as a loss (gain) on 
extinguishment of debt and reflected in the registrant's net income (and thus in the numerator 
when calculating earnings per share). Statement 150 does not impact the SEC staff's views, as 
expressed above, regarding preferred stock or convertible preferred stock that is not mandatorily 
redeemable as defined in Statement 150.  

At the July 31, 2003 meeting, the SEC Observer clarified that for the purposes of calculating the 
excess of (1) the fair value of the consideration transferred to the holders of the preferred stock 
over (2) the carrying amount of the preferred stock in the registrant's balance sheet, the 
carrying amount of the preferred stock should be reduced by the issuance costs of the preferred 
stock, regardless of where in the stockholders' equity section those costs were initially classified 
on issuance. This clarification of Topic D-42 should be reflected retroactively in financial 
statements for reporting periods ending after September 15, 2003, by restating the financial 



 

  

statements of prior periods in accordance with the provisions of paragraphs 27-30 of APB 
Opinion No. 20, Accounting Changes. Earlier application is encouraged.  

Copyright © 2005 by Financial Accounting Standards Board, Norwalk, Connecticut 

 
 
© 2009 Thomson Reuters/RIA. All rights reserved.  
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