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PART I

Item 1. Business
Special Notice Regarding Forward-Looking Statements

This report contains forward-looking statements within the meaning of the Private Securities Litigation Reform
Act of 1995 relating to future events or our future financial performance including, but not limited to, statements
contained in Item 7. — “Management’s Discussion and Analysis of Financial Condition and Results of Operations”.
Readers are cautioned that any statement that is not a statement of historical fact, including but not limited to,
statements which may be identified by words including, but not limited to, “anticipate”, “appear”, “believe”,
“could”, “estimate”, “expect”, “hope”, “indicate”, “intend”, “likely”, “may”, “might”, “plan”, “potential”, “seek”,
“should”, “will”, “would”, and other variations or negative expressions thereof, are predictions or estimations and
are subject to known and unknown risks and uncertainties. Numerous factors, including factors that we have little or
no control over, may affect I-Sector’s actual results and may cause actual results to differ materially from those
expressed in the forward-looking statements contained herein. In evaluating such statements, readers should
consider the various factors identified in I-Sector’s annual report on Form 10-K, as filed with the Securities and
Exchange Commission including the matters set forth in Item 1. — “Risks Related to our Business”, which could
cause actual events, performance or results to differ materially from those indicated by such statements.

General

We are a leading regional provider of IP telephony and other network infrastructure and related implementa-
tion and support services for enterprises. The network and IP telephony solutions we offer are “Cisco-centric”,
meaning they are based on the products and technology of Cisco Systems, Inc. These solutions include design,
implementation and support of IP telephony, LAN/WAN routing and switching, virtual private networks, voice
over IP, network security, and wireless networks. Because of our substantial experience and technical expertise in
the design, implementation and support of IP telephony solutions, we believe we are well-positioned to take
advantage of what we believe to be the growing trend of implementation by enterprises of IP telephony in general
and, in particular, the pure, packet-switched IP telephony solutions of Cisco. We also develop and market our own
computer telephony integration software and provide remote information technology services. Our operations are
managed from offices in Houston, Dallas and Austin, Texas. Our long term goal is to become one of the leading
national providers of Cisco-centric networks and IP telephony solutions for enterprises.

I-Sector Corporation is a holding company, and we operate each of our three business segments through
separate subsidiaries. We sometimes refer to our business segments in this report by referring to the name of the
subsidiary that operates that business segment. We operate our IP telephony and network infrastructure business
through our subsidiary Internetwork Experts, Inc., which we refer to in this report as “INX.” Our computer
telephony business is conducted through our subsidiary Stratasoft, Inc., which we refer to in this report as
“Stratasoft.” Our remote information technology management business is operated by our subsidiary, Valerent, Inc.,
which we refer to as “Valerent.”

Each of our three business segments derives revenues from sales of both products and services. Based on
revenue, our largest business segment is our IP telephony and network infrastructure business. INX provided
approximately 83.1% of our revenues in 2004 net of intercompany eliminations. Computer telephony software
provided by Stratasoft accounted for approximately 9.5% of our revenues in 2004 net of intercompany eliminations.
The third business segment is our remote information technology management business of Valerent, which provided
approximately 7.4% of our revenues in 2004 net of intercompany eliminations.

IP Telephony Industry Background

Terminology

IP telephony is a general term for an existing and rapidly expanding technology that uses Internet Protocol, or
“IP”, for exchanging voice communications, faxes, and other types of information that have traditionally been
carried by conventional private, branch exchange (“PBX”) telephone systems used by enterprises and by the public

1



switched telephone network (“PSTN’’). The term IP telephony generally encompasses a narrower term frequently
used in our industry called “VolP,” or voice over Internet Protocol. We refer to VoIP as including only the exchange
of voice communication by means of IP technology, while we refer to IP telephony as including not only VoIP but
also the broader range of voice and other communications over IP-based networks, and the systems that enable
those communications.

Internet Protocol, or IP, is a set of industry standard procedures that are used to:

 format large volumes of data into smaller, discrete units or “packets”;

« give each packet both the sender’s and the recipient’s network address; and

 send those packets over the Internet or through the enterprise’s own network to the recipient’s address.

Sometimes the packets are sent by different routes and arrive out of proper sequence. At their destination, the
multiple packets are reassembled into their correct order by another protocol known as Transmission Control
Protocol, or “TCP,” to produce a coherent communication.

IP telephony uses “packet-switched” connections, instead of using the conventional “circuit-switched”
connections traditionally employed by PBXs and PSTNs. Because IP telephony uses packet-switching, multiple
users can share the same path for voice, data and other communications. In contrast, conventional circuit-switched
telephony is carried over a circuit dedicated only to the use of the specific senders and recipients that are a part of
the communication then in progress.

IP telephony uses network infrastructure, such as a local area network, or “LAN,” or a wide area network, or
“WAN,” employing IP technology to either enhance the telephony functions performed by the enterprise’s existing
PBX telephone system, or to replace the existing PBX entirely. We refer to IP telephony systems that incorporate
and augment an enterprise’s existing PBX as a “hybrid” system, and to the PBX retained by the enterprise as a
“legacy PBX.” We refer to a “pure” or ‘“packet-switched” IP telephony system as one in which network
infrastructure totally supplants the enterprise’s existing PBX with a packet-switched solution.

In addition to offering potential long-term cost savings, implementation of IP telephony allows enterprises to
reap the benefits of participating in a growing trend in communications technology called “convergence.”
Convergence Trend

We believe the market for enterprise communications is moving from the “traditional model” to what industry
observers sometimes term the “converged model”. IP telephony is expected to be an important part of the trend
towards convergence.

In the traditional enterprise communications model, different types of communication are conducted by
different means:

 data communication is performed using LAN/WAN network infrastructure, including the Internet;
* telephone/voice communication is carried over traditional circuit-switched PBX systems and PSTNs; and

 video communications are often accomplished using stand-alone video conferencing systems using either
multiple circuit-switched telephone lines or network communications.

In contrast, the converged communications model will enable voice, video and data to be carried by a single,
unified IP-based network. IP telephony and data communication over IP-based network infrastructures is already
being used by many enterprises. We believe that technology to enable video teleconferencing over IP-based
networks is rapidly developing, and that it will become available for commercial implementation in the near future.

Today, implementation of converged IP telephony and data communications networks can offer both
significant long-term cost savings and increased productivity to enterprises. Among the potential long-term savings
that an enterprise might experience are:

« elimination of redundant traditional telephone line circuits and cabling systems as internal voice communica-
tions move to the enterprise’s IP-based network cabling system;
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 reduced cost resulting from consolidation of PSTN circuits to a central location so that all external
communications to and from the enterprise occur through fewer or only one point of interface to the PSTN;

» more efficient support of telephone and data functions by a single support organization rather than multiple
service providers and in-house support departments;

« simplified administration and lower costs for moves, adds and changes of the telephone system because an IP
telephony handset can be moved or changed within an enterprise without rewiring the PBX or
re-programming the telephone number as is required in a conventional PBX system; and

« elimination or reduction of long distance toll charges as enterprises operating a converged solution move their
internal voice communications to the fixed-cost data network that often already exists between the
enterprise’s remote facilities.

Later, as convergence progresses, we expect it to further improve the productivity and cost savings of
enterprises. We believe that much of these long-term productivity enhancements and cost savings will come from
yet-to-be created software applications designed to take full advantage of convergence technology.

Competing IP Telephony Solutions

Cisco promotes the use of a network server running their call management software, also called a ““soft switch,”
which enables their system to perform IP telephony functions without the use of a PBX. While other manufacturers,
including Avaya, Inc. and Nortel Networks Corp., are moving towards packet-switched technology, we believe that
Cisco has established an early competitive advantage in the market for packet-switched, telephony solutions that
have no need to resort to older, circuit-switched PBX technology.

IP telephony is a comparatively new communication technology that we believe is rapidly gaining acceptance
by enterprises. There are, however, barriers to its immediate acceptance by many enterprises. We believe one of the
most common barriers is the cash expense to an enterprise of upgrading or replacing existing network infrastructure
and legacy PBX systems. We believe a related concern of some enterprises is the non-cash expense associated with
writing off the undepreciated cost of their legacy PBX system, particularly when substantial undepreciated costs of
that system remain on an enterprise’s balance sheet. Additionally, in our experience, doubts about the perceived
quality of service offered by an IP-based telephony system, including concerns about audio quality, reliability,
privacy and security have also been barriers to adoption of the technology by some enterprises, but in our experience,
while still existing, these concerns have decreased over the past year.

IP telephony as implemented by most enterprises typically requires upgraded or new network infrastructure,
regardless of whether the enterprise chooses a hybrid or pure IP telephony solution. Most networks designed solely
for data communications are inadequate to accommodate IP telephony functions featuring the quality of telephony
service demanded by most customers. For example, most customers demand that voice communications be given
priority over data communication in the allocation of their network’s available resources. To do this, the enterprise’s
network infrastructure must be able to distinguish between data communication and voice communication. It must
also be capable of prioritizing and allocating the use of system resources between voice and data to achieve the
enterprise’s quality of service expectations.

We believe that the many complexities associated with IP telephony networks require specialized knowledge
and skills not generally available to service providers experienced only in data networks or traditional telephone
systems. The optimal design, implementation and support of IP telephony requires a service provider that is
experienced and proficient in many different technologies, including data networking, telephony, various industry
protocols, as well as the software and hardware needed to integrate those technologies.

Our IP Telephony and Network Infrastructure Business

We offer a complete range of products and services for Cisco-centric IP telephony solutions through our INX
subsidiary. Until recently, most IP telephony solutions work we did involved our customer testing the technology
rather than full-scale implementation of IP telephony. As the market for IP telephony solutions for enterprises
matures from testing to full scale deployment, we believe that offering a comprehensive range of products and
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services to our customers will be critical in differentiating us from our competitors. Because services typically
provide higher margins than the sale of products, we plan to emphasize recurring support services in our marketing
strategy.

Network Infrastructure Products

Our products consist principally of network infrastructure components manufactured by Cisco, including
routing and switching equipment, and related Cisco software, including Cisco Call Manager IP Telephony Software.
We also offer software products to augment Cisco technology that are available from vendors other than Cisco,
including our own software products.

Design and Implementation Services

We design and implement Cisco-centric IP telephony solutions. To provide these services, we employ highly
trained network engineering staff, who are trained and experienced in both large, complex network infrastructure
technology as well as Cisco IP telephony technology. Our technical and engineering staffs are also experienced in
essential related technology such as network security. We have developed not only expertise in the area of enterprise
IP telephony solutions and converged communications, but also methodologies for designing and implementing
large, complex, converged communications infrastructures for enterprises.

During 2001 and 2002, as the move towards IP telephony technology by enterprises began to develop, the
majority of our customer engagements were limited to the installation of pilot projects in which our customers tested
the technology. These types of projects required long selling cycles, substantial pre-sale involvement by skilled
engineers and significant IP network design and upgrade services. Our IP telephony implementation services were a
comparatively small component of the total services we provided in these pilot projects because our customers were
implementing only relatively small “test” sites. These projects were characterized by sporadic services revenue and
generally depressed gross margins for our services. Additionally, our engineering staff was often not fully utilized
between projects. During 2003 and 2004 customers began to adopt IP telephony technology and we began to
perform full implementations of the technology, which has resulted in our ability to more fully employ our
engineering staff. This increased demand has improved our service revenues and our service margins.

Post-Implementation Support Services

In our view, there are two main support models for IP telephony: the current model used to support traditional
PBX systems and the model used to support computer networks. We believe that neither the traditional PBX
telephone support model nor the existing computer network support model best suits the needs of customers
operating a converged communications infrastructure. We have created a specialized support model for supporting
Cisco-centric converged communications systems, which we have branded under the Netsurant name. These
services include remote monitoring and management of the customer’s IP telephony and related IP network
infrastructure, using specialized toolsets and a network support center with technical staff that are specifically
trained and experienced in the area of Cisco IP telephony and complex, state-of-the-art IP network infrastructure.
Customers are notified of system problems and we solve the problems detected either remotely or onsite. Our
Netsurant network support center is staffed with technical staff that are specifically trained and experienced in both
complex network infrastructure and Cisco IP telephony technology.

Historically, when most customers were only testing IP telephony technology, post-implementation support
services were not a high priority for those customers. But as customers transition to the full implementation of IP
telephony, we believe that post-implementation support will become a higher priority. Additionally, we believe that
the quality of support services is likely to become among the more significant factors for enterprises when they are
choosing a service provider. Through our Netsurant service offering, we believe we will be positioned to provide
support services that customers desire and require.

Why We Offer Cisco-Centric IP Telephony Solutions Exclusively

We offer only Cisco-centric network infrastructure solutions and Cisco-centric IP telephony solutions. We
choose to do this because we believe it enables us to compete more effectively for large Cisco-centric IP telephony
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projects. Our sales force works closely with Cisco’s sales organization to identify and close IP telephony projects. By
deliberately refraining from selling products that are competitive with Cisco’s products, we believe our relationship
with Cisco is enhanced, and our sales staff and sales management, as well as our engineering staff, is more focused
and knowledgeable about the products we sell.

We believe that most sales of Cisco IP telephony systems are market share gains by Cisco. This is because
Cisco only entered the voice communications market in 1998, and does not have a large traditional PBX telephone
systems customer base to protect against encroachment by competitors. Because sales of IP telephony systems to
enterprises will be largely systems replacing existing traditional PBX telephone systems, the traditional PBX
manufacturers will be seeking to retain their existing customers while each system sold by Cisco will be a new
customer for Cisco at the expense of a competitor, resulting in market shares gains by Cisco.

The majority of the enterprise organization IP-based routing and switching equipment installed today is
manufactured by Cisco. For that reason, we believe Cisco has a competitive advantage with respect to implementing
pure, packet-switched IP telephony solutions. According to Infotech’s April, 2004 report on enterprise IP telephony
titled “Enterprise Convergence — The Race for IP Telephony Supremacy”, Cisco had over a 50% share of the
installed IP telephony handsets, but less than a 2% market share of all enterprise handsets installed, including
traditional circuit-switched systems. Because of this, we believe Cisco has the potential to gain market share against
its competitors as the move towards full adoption of IP telephony technology by enterprises continues. If we are able
to grow to become a national rather than a regional provider of Cisco-centric network infrastructure, and if, as we
expect, Cisco gains market share against its competitors, we believe that we will be able to substantially increase our
revenues.

Because the IP telephony and network infrastructure solutions we offer are based on the IP telephony products
and technology of Cisco, it is critical to our business that we maintain a good working relationship with Cisco. We
believe that because of our focus on Cisco’s products, and our commitment to their strategy, our relationship with
Cisco is excellent. Cisco awarded us its Regional Direct Value Added Reseller for its Southern Region for 2002, and
its Regional Direct Value Added Reseller for the entire United States for 2003.

We are an authorized reseller of Cisco products and have been awarded their “Gold” level status, which
enables us to obtain the best published pricing discounts on the Cisco products that we sell, which in turn enables us
to be competitive with other large Cisco product resellers.

Geographic Expansion and Acquisitions

We have grown to what we believe to be the leading regional Cisco-centric IP telephony solutions provider for
Texas, with offices in Austin, Dallas, Houston and San Antonio, Texas. In February of 2005, we also opened an
office in Washington, D.C. Our target customers for Cisco-centric IP telephony solutions are enterprise organiza-
tions with approximately 300 to 10,000 users. Because of being a dominant provider of Cisco-based IP telephony
solutions for our target customers in the Texas market, without geographic expansion, our growth will begin to slow.
With full adoption of IP telephony technology by enterprises at an early stage, we intend to expand nationally,
establishing offices in other major U.S. markets in order to create a national presence, with the goal of eventually
becoming the leading focused, national provider of Cisco-based IP telephony solutions to our target customers. We
intend to do this, when feasible, by acquiring select Cisco-centric network infrastructure solutions companies in
major markets, and adjusting the focus of those companies, if necessary, towards the opportunities created by the
trend toward full adoption of IP telephony technology. We were successful in entering the Austin, Texas market by
buying the operations of Digital Precision, Inc. in April 2003, and we have since become a dominant participant in
that market. We believe there are opportunities in other markets to repeat the success we had entering Austin,
Texas.

Our Computer Telephony Software Business

We have developed and marketed our own proprietary computer telephony software applications through our
Stratasoft subsidiary since 1995. Traditionally, our computer-telephony software applications have primarily
consisted of products used by professional contact centers. More recently, we have migrated our traditional contact
center products to take advantage of the trend towards the use of voice over IP technology. We have been
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developing new products that we hope will allow us to take advantage of the opportunity that we believe exists for
computer telephony software applications for enterprise organizations that use IP telephony.
Existing Products

This software is used by professional contact centers and other complex, high volume telephony environments
and is marketed under the trade name “Stratasoft”. Our current complete contact center product offering allows our
customers to rapidly customize our software to their business applications. Our Stratasoft products provide
telephony functionality essential to contact center operations including:

 outbound predictive dialing;

* automatic call distribution for processing inbound calls;
« call blending between inbound and outbound activity;
» voice mail and auto attendant applications;

* text-to-speech capabilities;

* Web-based text chatting;

e fax on demand;

e interactive voice response;

« rapid application development and scripting;

* local/remotes agent using SIP soft phone technology;
« support for IP Telephony telephone lines.

The open architecture design of our Stratasoft products allows for integration with the customer’s existing
systems and software applications, thus minimizing implementation expenses. Stratasoft’s products have been
awarded numerous awards by industry trade journals, including Call Centers Editors Choice award for 1998, Call
Center Solutions product of the year award for 1998, Customer Interaction Solutions product of the year awards for
both 2001 and for 2002, and Communications Solutions product of the year award for 2002. Recently, Technology
Marketing Corporation’s TMC Labs presented Stratasoft its Innovation Award for 2004, the Customer Interaction
Solutions product of the year award for 2004, and the IP Contact Center Technology Pioneer award for 2005.

Stratasoft’s products are currently sold and used in over 20 countries worldwide, including contact centers in
the United States, Canada, the United Kingdom, Germany, Greece, India, Egypt, Japan, the Philippines and
Grenada.

Convergence Software Research and Development

We intend to use our computer telephony software development expertise to create and market new software
products that augment and enhance Cisco-centric IP telephony solutions. We believe that IP telephony and
convergence will create an environment where there will be an opportunity to create new software applications to
integrate voice, video and data into a customer’s business processes and traditional business applications in ways that
were not possible before. These software applications are often called “convergence applications”. Therefore we
believe our extensive experience in developing and marketing complex computer telephony software applications
positions us to take advantage of this opportunity.

Remote Information Technology Management

We offer a variety of services related to cost reduction and performance improvement of information
technology through Internet-based remote service and support of information technology. These services include the
following:

» remote end user and server management;



 data and network management; and
« security and internet services.

We operate this third of our three business segments through our Valerent subsidiary.

Customers

We had one customer that represented 10% or more of our revenue for the year ended December 31, 2004.
Micro System Enterprise, Inc./Acclaim Professional Services (“MSE”), an agent related to the Dallas Indepen-
dent School District E-Rate funded program, which represented approximately 16.1% of our consolidated revenue
for the year ended December 31, 2004 and approximately 49.5% of our consolidated net accounts receivable at
December 31, 2004. We had no customer that represented 10% or more of our total consolidated revenue during the
years ended December 31, 2002 or 2003.

IP Telephony and Network Infrastructure

Customers for our Cisco-centric IP telephony and other network solutions are typically medium- to larger-sized
corporate organizations, schools and governmental agencies that use large network infrastructures. Presently, a
majority of our customers are located in, or make significant network infrastructure decisions in Texas. They include
private enterprises in various industries such as healthcare, legal, banking, energy and utilities, hospitality,
transportation, manufacturing and entertainment. In addition to its direct sales model, INX has also provided
technical consulting and project management services as a sub-contractor for companies such as EDS, IBM and
Sprint. Although our customers are generally based in Texas, we have performed work at their locations in other
parts of the United States, and on occasion, internationally.

During 2004, we performed an increased amount of business with educational and governmental customers,
including schools that receive funding for network infrastructure under a federal program, commonly referred to as
the “E-Rate” program. These customers typically pay more slowly than our commercial customers, and to the
extent a greater portion of our revenue is derived from these customers, our business cycle and collections cycle is
extended and our working capital requirements are increased as a percent of our revenue.

Computer Telephony Software

Customers for our computer telephony software are typically contact centers or companies or organizations that
operate a contact center, including political and non-profit organizations. A majority of our customers have
historically been located in the United States, but we have increasingly sold and installed call center systems
internationally. In 2002, 2003 and 2004, approximately 28.2%, 42.2% and 23.7%, respectively, of Stratasoft’s
revenue, and 4.4%, 5.1% and 2.3%, respectively, of our consolidated revenue, were with customers outside the
United States, including customers in India, Egypt, the United Kingdom, Canada, Japan, Germany, Greece and the
Philippines.

We believe that Stratasoft’s typical contact center customers may change in the future due to changes in the
contact industry that are occurring as a result of the “National Do Not Call” legislation. This may occur because the
new legislation created unintended incentives for large companies or organizations that have large numbers of
customers to enter the contract contact center industry. We believe the new legislation created these incentives
because it permits companies to contact their own customers for the purpose of marketing. If this trend develops as
we expect, our typical customer could become a larger enterprise rather than a smaller contact center business.

If we are successful developing and marketing new software applications for use by enterprise customers that
use IP telephony for other than contact center operations, we expect that a higher percentage of Stratasoft’s

revenues will come from enterprise customers, rather than smaller contact center businesses.
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Remote Information Technology Management

Customers for our remote information technology management consist primarily of commercial businesses as
well as state and local governmental organizations, primarily in Houston and Dallas.

Sales and Marketing

We market our products and services primarily through sales personnel, including account managers and
customer service representatives. These sales personnel are partially compensated, and in some cases are solely
compensated, based on productivity, specifically either the revenue or the profitability of sales that they participate
in developing. In addition, Stratasoft markets its computer telephony software applications through a network of
value added resellers, who often integrate their products and services with Stratasoft’s software products. We also
promote our products and services through general and trade advertising, and participation in trade shows. INX’s
sales organization works closely with the Cisco sales organization to identify opportunities for IP telephony and
network infrastructure solutions.

Potential customers for our IP telephony and network infrastructure business sometimes, particularly govern-
mental and educational customers, specify that bid and performance bonds must be provided in order to be
considered for the award of their projects, particularly in the case of larger projects. In the past we have been unable
to obtain bid bonds or performance bonds requested by potential customers in connection with some large potential
transactions. In some cases, we have lost business because of this. In other cases, we were able to obtain only a
smaller portion of the overall project by acting as a subcontractor, to a larger, better financed organization that was
able to obtain the necessary bonding. The proceeds from our public equity offering in May 2004 and posting several
quarters of profitability, coupled with a generally improving market for performance bonding, has improved our
ability to obtain bonding. In July 2004 we established a bonding line with SureTec Insurance Company. However,
we expect that our ability to bid and win certain larger projects will continue to be adversely affected by our bonding
capabilities, which are defined by our financial strength and the level of, and history of, profitability.

Supply and Distribution

We purchase equipment that is sold in conjunction with Stratasoft’s software products and by INX as part of
network infrastructure and/or IP telephony solutions. INX makes up the substantial majority of product purchases,
and purchases the majority of the Cisco products that it resells directly from Cisco. We also purchase some of our
products through various distribution channels when a product is not available directly from Cisco. In addition,
Valerent and INX purchase or exchange service parts, typically with the product manufacturer or its authorized
parts distributor. Additionally, Stratasoft uses resellers to distribute its software products. We attempt to keep
minimal inventory on hand and attempt to purchase inventory only as needed to fulfill orders. We attempt to ship
products directly from our supplier to our customer when possible in order to shorten the business cycle and avoid
handling the product in our facility.

Competition

The market for communications systems, including network infrastructure, IP telephony solutions and
computer telephony software for contact centers is evolving rapidly, is highly competitive and is subject to rapid
technological change. Many of our competitors are substantially larger than we are and have significantly greater
financial, sales, marketing, technical and other resources. We expect to face increasing competitive pressures from
both current and future competitors in the markets we serve. Our competition varies by business segment.

Our competition for IP telephony and network infrastructure solutions is highly fragmented, and we compete
with numerous large and small competitors. In our efforts to market Cisco-centric IP telephony solutions we
compete with manufacturers of IP telephony equipment such as Avaya, Inc. and Nortel Networks Corporation as
well as with such manufacturer’s integrators and solution providers. For Cisco-centric IP telephony solutions and
network infrastructure solutions, we compete with large, well established Cisco equipment integrators and solution
providers, including most of the major national and international solution providers such as EDS, IBM, SBC and
others.



With regard to our computer telephony software applications for contact centers, we compete primarily with
manufacturers of specialized contact center systems, such as Avaya, Concerto, Interactive Intelligence, and others.
If we are successful in developing other software applications to augment and enhance Cisco-centric IP telephony
solutions, we expect to face competition from numerous early stage companies focused in this area as well as many
large, well-established software companies and telephone systems manufacturers.

For our remote managed services business, we compete with numerous large, well established IT services and
support organizations, large IT equipment manufacturers, and numerous smaller IT services and support
organizations.

We believe that the principal competitive factor in all segments of our business is price. Other important factors
include technical competence, the perception of the customer regarding our financial and operational ability to
manage a project, and the quality of our relationship with Cisco. In our computer telephony software business, the
array of features offered by our software products as compared to those of our competitors is also an important
competitive factor. Additionally, the IP telephony products we offer compete with hybrid systems.

Management Information Systems

We use an internally developed, highly customized management information system (“MIS”) to manage most
aspects of our business. All of our subsidiaries use our MIS, which is customized to their specific needs. We use our
MIS to manage accounts payable, accounts receivable and collections, general ledger, sales order processing,
purchasing, service contracts, service calls and work orders, engineer and technician scheduling and time tracking,
service parts acquisition and manufacturer warranties, and project management. Reporting can be generated for
project profitability, contract and customer analysis, parts and inventory tracking and employee time tracking. The
system provides for separate company accounting and also for consolidation of all subsidiary company financial
information.

Employees

At March 24, 2005 we employed approximately 194 people. Of these, approximately 44 were employed in sales,
marketing and customer service, 88 were employed in engineering and technical positions and 62 were employed in
administration, finance and MIS. Approximately 38% of our network engineering staff in our INX subsidiary hold
the Cisco Certified Internetwork Engineer certification, the highest level of Cisco technical certification. We believe
that our ability to recruit and retain highly skilled and experienced technical, sales and management personnel has
been, and will continue to be, critical to our ability to execute our business plans. None of our employees are
represented by a labor union nor are any subject to a collective bargaining agreement. We believe that our relations
with our employees are good.

Certain Milestones in Our Corporate Development

We started business as a computer reseller and service provider in 1983. We added a traditional PBX telephone
systems business unit in 1994, and founded Stratasoft in 1995. We conducted an initial public offering and became a
public company in 1997. By 1999, we had grown to over $200 million in revenue, operating from five offices in
Texas, with over 500 employees.

In 1999, we decided to sell both our computer products reselling business and our traditional PBX telephone
systems business, which together accounted for approximately 90% of our total revenue at the time, and reposition
our company to take advantage of what we then believed would become a significant opportunity in the area of
converged communications using network infrastructure. We closed the sale of these two business units by mid-
2000 and started the process of building our current Cisco-centric network infrastructure solutions organization with
a significant focus on PBX IP telephony technology in the enterprise market.

General Information

Our corporate headquarters are located at 6401 Southwest Freeway, Houston, Texas 77074, and our telephone
number is (713) 795-2000. Our annual report on Form 10-K, quarterly reports on Form 10-Q, current reports on
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Form 8-K and all amendments to those reports are available without charge from us on our website at
http://www.I-Sector.com, as reasonably practicable following the time they are filed with or furnished to the SEC.

Risks Related to Our Business
We have a history of losses and may continue to incur losses.

We incurred a net loss in each fiscal year since 1998, except fiscal 2004. As of December 31, 2004, our
accumulated deficit was $1.7 million. During 2004 our income was $1.5 million, but we cannot assure you that
profitability will continue in upcoming quarters or years. In order to continue profitability, we will have to maintain
or increase our operating margin. Improvements in operating margin could result from increases in revenue without
comparable increases in operating expense, from changes in the mix of products and services we sell, or from other
factors. Our profitability improved in 2004 compared to 2003 primarily due to increased gross margin percentage
and the fact that our operating expenses increased at a lower rate than revenue growth. We cannot assure you that
we will be able to continue to achieve improved operating margins, or that operating margin will not decrease in the
future. If we were unable to increase revenue, if our gross margin decreases, or if we are unable to control our
operating expenses, our business could produce losses. We have only recently become profitable and are in a rapidly
changing industry. In addition, our business depends upon winning new contracts with new customers, the size of
which may vary from contract to contract. Whether we are able to remain profitable in the future will depend on
many factors, but primarily upon the commercial acceptance of IP telephony products and services, specifically
those developed and marketed by Cisco.

Our success is dependent on maintaining our relationship with Cisco.

Approximately 77% of our revenue for the year ended December 31, 2004 was derived from the sale of Cisco
products, network products and related services. We anticipate that these products and related services will account
for a significant portion of our revenue for the foreseeable future. We have a contract with Cisco to purchase the
products that we resell, and we purchase substantially all of our Cisco products directly from Cisco. Cisco can
terminate this agreement on relatively short notice. Cisco has designated us an authorized reseller and we receive
certain benefits from this designation, including special pricing and payment terms. We have in the past, and may in
the future, purchase Cisco-centric products from other sources. When we purchase Cisco-centric products from
sources other than Cisco, the prices are typically higher and the payment terms are not as favorable. Accordingly, if
we are unable to purchase directly from Cisco, maintain our status as an authorized reseller of Cisco network
products and to expand our relationship with Cisco, our business could be significantly harmed. If we are unable to
purchase Cisco products from other sources on terms that are comparable to the terms we currently receive, our
business would be harmed and our operating results and financial condition would be materially and adversely
affected.

Our success depends upon broad market acceptance of IP telephony.

The market for IP telephony products and services is relatively new and is characterized by rapid technological
change, evolving industry standards and strong customer demand for new products, applications and services. As is
typical of a new and rapidly evolving industry, the demand for, and market acceptance of, recently introduced IP
telephony products and services are highly uncertain. We cannot assure you that the use of IP telephony will
become widespread. The commercial acceptance of IP telephony products, including Cisco-centric products, may
be affected by a number of factors including:

o quality of infrastructure;

e security concerns;

e equipment, software or other technology failures;
e government regulation;

* inconsistent quality of service;
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e poor voice quality over IP networks; and
* lack of availability of cost-effective, high-speed network capacity.

If the market for IP telephony fails to develop, develops more slowly than we anticipate, or if IP telephony
products fail to achieve market acceptance, our business will be adversely affected.

Although our success is generally dependent upon the market acceptance of IP telephony, our success also
depends upon a broad market acceptance of Cisco-centric IP telephony.

We cannot assure you that the Cisco-centric IP telephony products we offer will obtain broad market
acceptance. Competition, technological advances and other factors could reduce demand for, or market acceptance
of, the Cisco-centric IP telephony products and services we offer. In addition, new products, applications or services
may be developed that are better adapted to changing technology or customer demands and that could render our
Cisco-centric products and services unmarketable or obsolete. To compete successfully, the Cisco-centric IP
telephony products we offer must achieve broad market acceptance and we must continually enhance our related
software and customer services in a timely and cost-effective manner. If the Cisco-centric IP telephony products we
offer fail to achieve broad market acceptance, or if we do not adapt our existing services to customer demands or
evolving industry standards, our business, financial condition and results of operation could be significantly harmed.

Our business depends on the level of capital spending by enterprises for communications products and services.

As a supplier of IP telephony products, applications and services for enterprises, our business depends on the
level of capital spending for communications products and services by enterprises in our markets. We believe that an
enterprise’s investment in communications systems and related products and services depends largely on general
economic conditions that can vary significantly as a result of changing conditions in the economy as a whole. The
market for communications products and services may continue to grow at a modest rate or not at all. If our
customers decrease their level of spending on communications systems and the related products and services, our
revenue and operating results may be adversely affected.

A majority of our customers are based in Texas.

We offer our IP telephony products and services primarily to businesses in Texas. Because a majority of the
enterprises that we offer our IP telephony products to are geographically concentrated in Texas, our customers’ level
of spending on communication products may be affected by economic condition in Texas, in addition to general
economic conditions in the United States. If demand for IP telephony products by enterprises in Texas decreases,
our business, financial condition and results of operations could be significantly harmed.

Our strategy contemplates rapid geographic expansion, which we may be unable to achieve, and which is
subject to numerous uncertainties.

A component of our strategy is to become one of the leading national providers of Cisco-centric IP telephony
products. To achieve this objective, we must either acquire existing businesses or hire qualified personnel in various
locations throughout the country, fund a rapid increase in operations and implement corporate governance and
management systems that will enable us to function efficiently on a national basis. Identifying and acquiring existing
businesses is a time-consuming process and is subject to numerous risks. Qualified personnel are in demand, and we
expect the demand to increase as the market for IP telephony grows. We will also likely face competition from our
existing competitors and from local and regional competitors in the markets we attempt to enter. A rapid expansion
in the size and geographical scope of our business is likely to introduce management challenges that may be difficult
to overcome. We cannot assure you that we will be successful in expanding our operations beyond Texas or
achieving our goal of becoming a national provider. An unsuccessful expansion effort would consume capital and
human resources without achieving the desired benefit and would have an adverse affect on our business.
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We may require additional financing to achieve expansion of our business operations, and failure to obtain
financing may prevent us from carrying out our business plan.

We may need additional capital to grow our business. Our business plan calls for the expansion of sales of our
IP telephony products to enterprises in geographical markets where we currently do not operate, including expansion
through acquisitions. If we do not have adequate capital or are not able to raise the capital to fund our business
objectives, we may have to delay the implementation of our business plan. We can provide no assurance that we will
be able to obtain financing if required, or if financing is available, there is no assurance that the terms would be
favorable to existing stockholders. Our ability to obtain additional financing is subject to a number of factors,
including general market conditions, investor acceptance of our business plan, our operating performance and
financial condition, and investor sentiment. These factors may affect the timing, amount, terms or conditions of
additional financing available to us.

We may be unable to manage our growth effectively, which may harm our business.

The ability to operate our business in a rapidly evolving market requires effective planning and management.
Our efforts to grow have placed, and are expected to continue to place, a significant strain on our personnel,
management systems, infrastructure and other resources. Our ability to manage future growth effectively will
require us to successfully attract, train, motivate and manage new employees, to integrate new employees into our
operations and to continue to improve our operational, financial and management controls and procedures. If we are
unable to implement adequate controls or integrate new employees into our business in an efficient and timely
manner, our operations could be adversely affected and our growth could be impaired.

Our operating results have historically been volatile, and may continue to be volatile, particularly from quarter
to quarter.

Our revenue for the third quarter of 2004 increased by approximately 49% from the second quarter, and it
increased over 56% from the third quarter of 2003. Our revenue for the fourth quarter of 2004 decreased by
approximately 26% from the third quarter of 2004, but increased over 59% from the fourth quarter of 2003. Our
quarterly operating results have historically depended on, and may fluctuate in the future as a result of, many factors
including:

 volume and timing of orders received during the quarter;

« amount and timing of supplier incentives received in any particular quarter, which can vary substantially;
 gross margin fluctuations associated with the mix of products sold;

 general economic conditions;

* patterns of capital spending by enterprises for communications products;

« the timing of new product announcements and releases;

e pricing pressures;

« the cost and effect of acquisitions;

 the amount and timing of sales incentives we may receive from our suppliers, particularly Cisco; and

the availability and cost of products and components from our suppliers.

As a result of these and other factors, we have historically experienced, and may continue to experience,
fluctuations in sales and operating results. In addition, it is possible that in the future our operating results may fall
below the expectations of analysts and investors, and as a result, the price of our securities may fall.
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We have many competitors and expect new competitors to enter our market, which could increase price
competition and may affect the amount of business available to us and the prices that we can charge for our
products and services.

The markets for our all of products and services, and especially our IP telephony products and services, are
extremely competitive and subject to rapid change. Substantial growth in demand for IP telephony solutions has
been predicted, and we expect competition to increase as existing competitors enhance and expand their products
and services and as new participants enter the IP telephony market. IP telephony involves the application of
traditional computer-based technology to voice communication, and the hardware component of the solution is
readily available. Accordingly, there are relatively few barriers to entry to companies with computer and network
experience. A rapid increase in competition could negatively affect the amount of business that we get and the prices
that we can charge.

Additionally, many of our competitors and potential competitors have substantially greater financial resources,
customer support, technical and marketing resources, larger customer bases, longer operating histories, greater name
recognition and more established relationships than we do. We cannot be sure that we will have the resources or
expertise to compete successfully. Compared to us, our competitors may be able to:

« develop and expand their products and services more quickly;

 adapt faster to new or emerging technologies and changing customer needs;
« take advantage of acquisitions and other opportunities more readily;

* negotiate more favorable agreements with vendors;

* devote greater resources to marketing and selling their products; and
 address customer service issues more effectively.

Some of our competitors may also be able to increase their market share by providing customers with
additional benefits or by reducing their prices. We cannot be sure that we will be able to match price reductions by
our competitors. In addition, our competitors may form strategic relationships with each other to better compete
with us. These relationships may take the form of strategic investments, joint-marketing agreements, licenses or
other contractual arrangements that could increase our competitors’ ability to serve customers.

Business acquisitions, dispositions or joint ventures entail numerous rvisks and may disrupt our business, dilute
stockholder value or distract management attention.

As part of our business strategy, we plan to consider acquisitions of, or significant investments in, businesses
that offer products, services and technologies complementary to ours. Any acquisition could materially adversely
affect our operating results and/or the price of our securities. Acquisitions involve numerous risks, some of which we
have experienced and may continue to experience, including:

 unanticipated costs and liabilities;

o difficulty of integrating the operations, products and personnel of the acquired business;
o difficulty retaining key personnel of the acquired business;

o difficulty retaining customers of the acquired businesses;

« difficulties in managing the financial and strategic position of acquired or developed products, services and
technologies;

o difficulties in maintaining customer relationships, in particular where a substantial portion of the target’s
sales were derived from products that compete with products that we currently offer;

« the diversion of management’s attention from the core business;

* inability to maintain uniform standards, controls, policies and procedures; and
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» damage to relationships with acquired employees and customers as a result of integration of the acquired
business.

Finally, to the extent that shares of our common stock or rights to purchase common stock are issued in
connection with any future acquisitions, dilution to our existing stockholders will result and our earnings per share
may suffer. Any future acquisitions may not generate the anticipated level of revenue and earnings or provide any
benefit to our business, and we may not achieve a satisfactory return on our investment in any acquired businesses.

Our international operations, which we plan to expand, will subject us to additional visks that may adversely
affect our operating results due to increased costs.

Our revenue generated outside the United States, as a percentage of our total revenue, was 5.1% and 2.3% for
the years ended December 31, 2003 and 2004, respectively. We intend to continue to pursue international
opportunities. Pursuit of international opportunities may require us to make significant investments for an extended
period before returns on such investments, if any, are realized. International operations are subject to a number of
risks and potential costs, including:

 unexpected changes in regulatory requirements and telecommunication standards;

« tariffs and other trade barriers;

« risk of loss in currency exchange transactions;

 exchange controls or other currency restrictions;

o difficulty in collecting receivables;

o difficulty in staffing and managing foreign operations;

« the need to customize marketing and products;

* inadequate protection of intellectual property in countries outside the United States;

« adverse tax consequences; and

* political and economic instability.

Any of these factors could prevent us from increasing our revenue and otherwise adversely affect our operating
results. We may not be able to overcome some of these barriers and may incur significant costs in addressing others.

If we lose key personnel we may not be able to achieve our objectives.

We are dependent on the continued efforts of our senior management team, including our Chairman and Chief
Executive Officer, James H. Long, our President and Chief Operating Officer, Mark T. Hilz, our President of
Stratasoft, Bob Hennessey, our President of Valerent, Frank Cano and our Vice President and Chief Financial
Officer, Brian Fontana. If for any reason, our senior executives do not continue to be active in management, our
business, financial condition or results of operations could be adversely affected. We cannot assure you that we will
be able to continue to retain our senior executives or other personnel necessary for the development of our business.

We may not be able to hive and retain highly skilled technical employees, which could affect our ability to
compete effectively and could adversely affect our operating results.

We depend on highly skilled technical personnel to research and develop and to market and service our
products. To succeed, we must hire and retain employees who are highly skilled in rapidly changing communications
technologies. In particular, as we implement our strategy of focusing on IP telephony, we will need to:

 hire more employees with experience developing and providing advanced communications products and
services;

* retrain our current personnel to sell IP telephony products and services; and

e retain personnel to service our products.
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Individuals who can perform the services we need to provide our products and services are scarce. Because the
competition for qualified employees in our industry is intense, hiring and retaining qualified employees is both time-
consuming and expensive. We may not be able to hire enough qualified personnel to meet our needs as our business
grows or to retain the employees we currently have. Our inability to hire and retain the individuals we need could
hinder our ability to sell our existing products, systems, software or services or to develop and sell new ones. If we
are not able to attract and retain qualified employees, we will not be able to successfully implement our business
plan and our business will be harmed.

If we are unable to protect our intellectual property rights, our business may be harmed.

Although we attempt to protect our intellectual property through patents, trademarks, trade secrets, copyrights,
confidentiality and non-disclosure agreements and other measures, intellectual property is difficult to protect and
these measures may not provide adequate protection. Patent filings by third parties, whether made before or after
the date of our patent filings, could render our intellectual property less valuable. Competitors may misappropriate
our intellectual property, disputes as to ownership of intellectual property may arise and our intellectual property
may otherwise become known or independently developed by competitors. The failure to protect our intellectual
property could seriously harm our business because we believe that developing new products and technology that are
unique to us is important to our success. If we do not obtain sufficient international protection for our intellectual
property, our competitiveness in international markets could be significantly impaired, which would limit our growth
and future revenue.

We may be found to infringe on third-party intellectual property rights.

Third parties have in the past and may in the future assert claims or initiate litigation related to their patent,
copyright, trademark and other intellectual property rights in technology that is important to us. The asserted claims
and/or litigation could include claims against us or our suppliers alleging infringement of intellectual property rights
with respect to our products or components of those products. Regardless of the merit of the claims, they could be
time consuming, result in costly litigation and diversion of technical and management personnel, or require us to
develop a non-infringing technology or enter into license agreements. There can be no assurance that licenses will be
available on acceptable terms, if at all. Furthermore, because of the potential for high court awards, which are not
necessarily predictable, it is not unusual to find even arguably unmeritorious claims resulting in large settlements. If
any infringement or other intellectual property claim made against us by any third party is successful, or if we fail to
develop non-infringing technology or license the proprietary rights on commercially reasonable terms and
conditions, our business, operating results and financial condition could be materially adversely affected.

Costs of compliance with the Sarbanes-Oxley Act of 2002 and the related SEC regulations may harm our
results of operations.

The Sarbanes-Oxley Act of 2002 requires heightened financial disclosure and corporate governance for all
publicly traded companies. Although costs of compliance with the Sarbanes-Oxley Act are uncertain due to several
factors, we expect that our general and administrative expenses will increase. Furthermore, the American Stock
Exchange has adopted amendments to its listing standards that will impose additional corporate governance
requirements. In the past, we met the requirements of the “Controlled Company” exemption under Section 801
(a) of the American Stock Exchange Company Guide (the “Guide”). However, as of May 2004, when we
completed a public equity offering, we were no longer able to use this exception and must comply with certain
additional requirements under the Guide, including the guidance requiring director independence. Failure to comply
with the Sarbanes-Oxley Act, Securities and Exchange Commission (“SEC”) regulations or American Stock
Exchange listing requirements may result in penalties, fines or delisting of our securities from the American Stock
Exchange, which could limit our ability to access the capital markets, having a negative impact on our financial
condition and results of operations.

Item 2. Properties

We do not own any real property and currently lease all of our existing facilities. We lease the Houston office
for our Corporate, INX, Stratasoft and Valerent segments, and it is housed in a freestanding building of
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approximately 48,000 square feet. On November 30, 1999, the building was acquired by a corporation owned by our
Chairman and Chief Executive Officer. A new lease at reduced rental rates was signed on February 1, 2002, which
expires on January 31, 2007. Our Dallas office relocated during 2004. The Dallas facility was originally a space of
approximately 8,960 square feet before occupying a newly leased facility with 23,332 square feet. The initial Dallas
facility lease term began July 2000 and expired in July 2003, but upon expiration the lease was continued on a
month to month basis until June of 2004. During June 2004 the Dallas facility relocated to the newly leased facility
subject to a lease that expires in May 2010. The Dallas facility is leased for our INX and Valerent segments. Our
Austin office is leased for our INX segment, and it is a space of approximately 2,845 square feet. The Austin facility
lease was acquired in conjunction with our acquisition of Digital Precision in April 2003 and expires October 31,
2006. The San Antonio office is leased for out INX segment, and it is a space of approximately 2,040 square feet
which began in July 2004 and expires in July 2007. The Washington D. C. office is leased for our INX segment, and
it is a space of approximately 1,004 square feet which began in February 2005 and expires in February 2006.

Item 3. Legal Proceedings

We are party to litigation and claims that management believes are normal in the course of our operations;
while the results of such litigation and claims cannot be predicted with certainty, we believe the final outcome of
such matters will not have a material adverse effect on our results of operations or financial position.

In August 2002, Inacom Corp. filed a lawsuit in the District Court of Douglas County, Nebraska styled Inacom
Corp. v. I-Sector Corporation, f/k/a Allstar Systems, Inc., claiming that we owed the sum of approximately
$570,000 to Inacom (“Inacom”) as a result of Inacom’s termination of a Vendor Purchase Agreement between
Inacom and us. We believe that the lawsuit is without merit, and we intend to vigorously contest it.

Item 4. Submission of Matters to a Vote of Security Holders

On December 30, 2004, we held our annual meeting of stockholders. The aggregate number of shares of
common stock of the Company entitled to vote at the meeting was 5,177,154. Present at the meeting, in person and
by proxy, were the holders of 5,038,567 shares of common stock representing 97.32% of the total number of shares
entitled to vote and constituting a quorum. The holders of our common stock elected James H. Long, Donald R.
Chadwick, Cary M. Grossman and John B. Cartwright as directors and approved an amendment to the company’s
incentive stock plan to increase the number of shares of common stock reserved for issuance under the plan from
600,000 shares to 900,000 shares as follows.

Election of Directors:
Number of Votes Number of Votes

Name of Nominee Voted For Withheld
James H. Long. ... ... o 4,773,751 264,816
Donald R. Chadwick ....... .. . . 4,817,151 221,416
Cary M. GIrossSmMan . ...........uuuuminineunn i, 4,891,367 147,200
John B. Cartwright ...... .. .. ... .. .. . . .. 4,778,751 259,816

Amendment to the Incentive Stock Plan:

Number of Votes Number of Votes Number of Votes Broker
Voted For Voted Against Withheld Non-Vote
Amend the Incentive Stock Plan .. ... 2,539,959 312,282 675 2,185,651

Item 5. Market for Registrant’s Common Equity and Related Stockholder Matters

On December 29, 2003, our common stock began trading on the American Stock Exchange under the ticker
symbol “ISR”. Prior to December 29, 2003 and since the change of the corporate name on July 11, 2000, our
common stock was traded on the NASDAQ Small Cap Market under the symbol “ISEC”. Prior to July 11, 2000,
our shares traded under the symbol “ALLS”. As of June 8, 2004, our warrants began trading on the American
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Stock Exchange under the symbol “ISR.WS”. Our units traded under the symbol “ISR.U” for a limited period
beginning on May 7, 2004 and ending on June 7, 2004.

Common Stock

The following table set forth the price range of our common stock.

_High  Low

2003
First QuUarter . ... ... $ 206 $1.64
Second QUArter ... ... i $ 240 $1.75
Third QUATET. . ... ..o e $ 4.40 $2.60
Fourth QuUarter. ... ... ... . e $1597 $4.14

2004
First QUATter .. ...ttt e $15.87  $6.25
Second QUATTET . .. ..ottt e e e $ 990 $7.61
Third QUATTET. . . ..ottt e $ 8.36 $6.43
Fourth Quarter. . .. ... ... .. $10.12  $6.75

Warrants

The following table set forth the high and low sales prices of our warrants as quoted by the American Stock
Exchange commencing on June 8, 2004, the first day of trading.

High  Low
2004
Second QUATTET . ..ottt et e e e $1.85  $1.20
Third QUATtET. . ...ttt e $1.60 $1.00
Fourth Quarter. . ... ... $2.35  $1.16
Units

The following table set forth the high and low sales prices of our units as quoted by the American Stock
Exchange during their limited 32 day trading period beginning on May 7, 2004, and ending on June 7, 2004.

High Low
2004
Second QUATtET . . ..ot $19.95  $16.15

As of March 18, 2005, we had 43 stockholders of record of our common stock. On March 25, 2005, the closing
sales price of our common stock and warrants as reported by the American Stock Exchange was $5.60 per share and
$0.80 per warrant.

Dividend Policy

We have never declared or paid any cash dividends on our common stock and do not anticipate declaring or
paying dividends on our common stock in the foreseeable future. Any future determination as to the payment of
dividends will be made at the discretion of the Board and will depend on our operating results, financial condition,
capital requirements, general business conditions and such other factors as the Board deems relevant.
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Item 6. Selected Financial Data

The following sets forth the selected data of the company for the five years ended December 31, 2004.
Year Ended December 31

2000

2001

2002

2003

2004

(Dollars in thousands, except per share data)

Operating Data:

Revenue:
PrOQUCES . . . o $ 1,670 $ 9,925  $29,805  $46,900 $72,680
SEIVICES . v e e e 8,757 6,477 5,647 7,725 11,393
CUSLOM PIOJECTS . . o v ettt ettt ettt e e e et e e e e e e e e e 6,660 7,218 6,569 7,527 8,996
Total TeVeNUE . ... ... i 17,087 23,620 42,021 62,152 93,069
Cost of sales and services:
Products . . . ..ot 2,104 8,685 26,437 41,060 61,694
SEIVICES . vt e 7,291 5,322 4,395 5,383 7,273
CUSEOM PIOJECTS . . v v vttt ettt et e e e e et e e e e ettt e 3,573 3,318 2,920 2,982 4,150
Total cost of sales and SETVICES . . .. ..ottt ittt 12,968 17,325 33,752 49,425 73,117
Gross profit:
Products . . ..o (434) 1,240 3,368 5,840 10,986
SEIVICES .« .t e e e e 1,466 1,155 1,252 2,342 4,120
CUSEOM PIOJECES . . o v ettt et ettt e e e e e e e e e e e e e 3,087 3,900 3,649 4,545 4,846
Total gross Profit. ... ....oo ottt 4,119 6,295 8,269 12,727 19,952
Selling, general and administrative €Xpenses . . . ........oeewuuineeeennnneeennnn.. 9,479 10,573 10,625 15,061 18,254
Operating income (10SS) . ...ttt (5,360)  (4,278)  (2,356)  (2,334) 1,698
Interest and other income (€XPense), Nt .. ... .......uuuunuunnnnnnnnnnnnn. 239 316 115 107 (108)
Income (loss) from continuing operations before income tax benefit ............... (5,121)  (3,962)  (2,241)  (2,227) 1,590
Tax benefit .. ... 1,493 87 1,595 181 19
Net income (loss) from continuing operations before minority interests............. (3,628)  (3,875) (646)  (2,046) 1,609
MINOTity INEEIESTS . . . vttt ettt e e e e e e — — — — (117)
Net income (loss) from continuing operations . .................c.ooiiiiiunnna... (3,628)  (3,875) (646)  (2,046) 1,492
Gain on disposal of discontinued operations, net of taxes ......................... 3,585 170 262 210 38
Netincome (10SS) . ...t $  (43) $(3,705) $ (384) $(1,836) $ 1,530
Net income (loss) per share:
Basic:
Net income (loss) from continuing operations before minority interests......... $ (0.90) $ (099) $ (0.17) $ (0.55) $ 0.35
MINOTItY INTETESTS . o o vttt ettt e et e e e et e et e e e — — — — (0.03)
Gain on disposal of discontinued operations, net of taxes ..................... 0.89 0.04 0.07 0.06 0.01
Net income (loss) per share . ... $ (0.01) $ (095) $ (0.10) $ (0.49) $ 0.33
Diluted:
Net income (loss) from continuing operations before minority interests......... $ (0.90) $ (0.99) $ (0.17) $ (0.56) $ 0.32
MINOTity INTETESES . . oo vttt ettt e e e e e e e e e — — — — (0.02)
Gain on disposal of discontinued operations, net of taxes ..................... 0.89 0.04 0.07 0.06 0.01
Net income (loss) per share ................ .. i $ (0.01) $ (0.95) $ (0.10) $ (0.50) $ 0.31
Balance Sheet Data:
Working capital. . ... ... oo $10,098 $ 5983 $ 5540 $ 3,724 $13,143
Total ASSELS . .. i ittt 17,142 13,548 15,751 19,207 41,139
Current portion of long-term debt(1) ...... ... .. .. i — 213 157 1,784 8,220
Long-term debt. . .. ... — 410 247 229 122
Stockholders” qUILY . . .. ... $11,912  $ 8,015 §$ 7,640 $ 6,619 $15,849

(1) Excludes non-interest bearing borrowings under Textron Floorplan Loan. (See Note 7 of consolidated financial

statements).
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Item 7. Management’s Discussion and Analysis of Financial Condition and Results of Operations

Please read the following discussion of our financial condition and results of operations together with “Item 6.
Selected Financial Data” and our consolidated financial statements and the notes to those statements included
elsewhere in this report. The following discussion and analysis contains forward-looking statements that involve
risks and uncertainties. Our actual results may differ materially from those anticipated in these forward-looking
statements as a result of certain factors, including, but not limited to, those set forth under “Item 1. Business — Risk
Factors” and elsewhere in this report.

General

We are a leading regional provider of IP telephony and other network infrastructure and related implementa-
tion and support services. The IP telephony industry is characterized by rapidly evolving and competing
technologies. We compete with larger and better financed entities. Our three principal offices are located in Texas,
and we primarily market to potential customers headquartered in, or making purchasing decisions from, Texas. Our
long-term goal, however, is to become one of the leading national providers of Cisco-centric network and IP
telephony solutions to enterprises.

We begin Management’s Discussion and Analysis of Financial Condition and Results of Operations with an
overview of our strategies for achieving this goal and improving profitability. From a financial perspective, these
operating strategies have a number of important implications for our results of operations and financial condition.

Strategy

We plan to improve profitability by implementing the strategies discussed below. We believe that our strategies
will allow us to continue to increase total revenues. We also believe our strategies will enable us to improve our gross
margins on INX revenue. At the same time, we will seek to limit the growth of relatively fixed components of our
selling, general and administrative expenses relative to the growth of revenue so that those expenses become a
relatively smaller percentage of total revenues. Through a combination of increased revenue, slightly increased gross
margin and somewhat decreased growth of selling, general and administrative expenses, relative to the growth of
revenue, we hope to be able to increase our operating margin and increase profitability at a more rapid rate than
revenue increases. We expect that selling expenses can generally be expected to increase in proportion to our
revenues increases. For example, our sales staff earns sales commissions that are typically calculated as a percentage
of gross profit produced. Historically, sales commissions have been approximately 22% to 24% of gross profit and we
expect sales commissions to continue to consume similar percentages of total gross profit. However, we believe that
if we are successful in implementing our strategies, many general and administrative expenses (such as management
salaries, administrative wages and professional expenses) will decrease as a percentage of our total revenues because
we believe we can achieve some levels of leverage on certain of these operating expenses.

Our key operating strategies include:
« seeking larger, full scale IP telephony implementation projects, as opposed to smaller pilot projects;

e increasing the gross revenues from our higher gross margin operations, such as services and Stratasoft
custom projects, as opposed to product sales, which typically produce smaller gross margins;

« aligning ourselves with Cisco as our exclusive supplier for the network and IP telephony equipment and
technology that we offer;

« expanding geographically by acquiring complementary businesses and by opening our own offices;

 developing and marketing our own computer telephony software products that operate with and augment
Cisco-centric IP telephony products; and

» Developing and marketing our own proprietary equipment for certain IP communications solutions.

If we are successful in obtaining larger, full scale IP telephony implementation projects, we expect that our
gross revenues from both products and services will increase because these projects, by their nature, typically require
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a substantially higher level of our services and more products than do smaller projects. Larger projects, however, can
strain our financial resources.

Increases in the size and volume of the IP telephony projects we undertake can also challenge our cash
management. For example, larger projects can reduce our available cash by requiring that we carry higher levels of
inventory. Larger projects can also require other investments in working capital. This is because, in some cases, we
do not receive payments from our customers for extended periods of time. Until we invoice the customer and are
paid, all of the cash expended on labor and products on the project remains invested in work-in-progress and
accounts receivable. We expect that we will need increasing levels of working capital in the future if we are
successful in growing our business as we intend.

To meet our cash requirements to support planned growth, we expect to rely on capital provided from our
operations and our credit facility, which is collateralized by our accounts receivable and substantially all of our
assets. In May 2004, we raised capital through a public equity offering with net proceeds of $7.5 million. We used
the net proceeds of this equity offering primarily for working capital and to repay interest-bearing debt then
outstanding under our credit facility.

Although over 79% of our revenue in 2004 was attributable to product sales, the gross profit margins on sales of
our services have been substantially higher than those for sales of products, with the exception of sales of our
proprietary Stratasoft software products. In 2004, for example, the gross profit margin on sales of products by INX
was 15.1%, while the gross profit margin on sales of services by INX for that year was 33.4%. We plan to increase
revenue from services, particularly our post-implementation services for IP telephony. The success of this aspect of
our strategy largely depends on our ability to attract and retain highly skilled and experienced employees.

For the last three years, the largest component of our total cost of sales and service has been purchases of
Cisco-centric IP telephony products by INX. The majority of those purchases were directly from Cisco. We
typically purchase from various wholesale distributors only when we cannot purchase products directly from Cisco
on a timely basis. Our reliance on Cisco as the primary supplier for the network and IP telephony equipment and
technology we offer means that our results of operations from period to period depend substantially on the terms
upon which we are able to purchase these products from Cisco and, to a much lesser extent, from wholesale
distributors of Cisco’s products. Therefore, our ability to manage the largest component of our cost of sales and
service is very limited and depends to a large degree on maintaining and growing our relationship with Cisco. Our
cost of products purchased from Cisco can be substantially influenced by whether Cisco sponsors sales incentive
programs and whether we qualify for such incentives. There is a risk that we may not meet the incentive criteria in
the future. In addition, we are typically reliant on Cisco and their product pricing. The respective timing of when
vendor incentives become earned and determinable creates significant fluctuations in our gross margin.

We also plan to grow our business in other geographic areas through strategic acquisitions of similar businesses
or by opening our own offices. This aspect of our strategy can affect our financial condition and results of operations
in many ways. The purchase price for business acquisitions and the costs of opening offices may require substantial
cash and may require us to incur long term debt. The expenses of a geographic expansion in an area may well exceed
the revenues attributable to a new business or office for some time, even if it performs as we expect. Additionally, it
is possible that our acquisition activities may require that we record substantial amounts of goodwill if the
consideration paid for an acquisition exceeds the estimated fair value of the net identified tangible and intangible
assets acquired, which we expect is likely. To the extent an acquisition results in goodwill, we will reevaluate the
value of that goodwill at least annually and adjust the value as appropriate. If we determine that the value of the
goodwill has decreased, the resulting adjustment could result in a non-cash charge to earnings in the periods of
revaluation.

Developing new or substantially improved computer telephony software products will require us to expend cash
and record software development expenses. Software development costs have been, and we expect will continue to
be expensed because we expect to incur substantially all costs prior to achieving technological feasibility in
developing a new or substantially improved software product.
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Eliminating Minority Interest in INX

Between April 2004 and March 18, 2005, our INX subsidiary had a minority interest. The minority interest was
eliminated through an exchange of the minority interest for an interest in I-Sector on March 18, 2005.

Prior to April 2004, INX had been our wholly-owned subsidiary. In April 2004, INX ceased to be a wholly-
owned subsidiary as the result of the issuance of INX common stock to the former owners of Digital Precision, Inc.,
which INX acquired in April 2003. In connection with that acquisition, we agreed to issue to the seller 1.8 million
shares of INX common stock as additional purchase consideration for their business if certain employees remained
employed through April 4, 2004, the first anniversary of the acquisition. This condition was met and the INX stock
was issued in April 2004. At the time of issuance of that INX common stock, we recognized additional customer list
value of $234,000 as an intangible asset to be amortized over a two year period. When that issuance occurred, our
ownership percentage of INX’s common stock declined to approximately 92.4%, and we recognized $162,000 of
minority interest on our balance sheet upon issuance.

Since we owned 92.4% of INX’s stock for December 31, 2004, our interest in INX’s future profits and losses
have been reduced for the minority share. Under accounting principles generally accepted in the United States of
America, our consolidated financial statements for the period through the exchange will reflect a minority interest
adjustment of the reportable profits and losses of INX attributable to the minority ownership. For 2004, we reported
income attributable to minority interest of $117,000 in our statement of operations and a minority interest balance of
$279,000 in our balance sheet.

On February 1, 2005, we entered into an agreement with the INX minority shareholder group to merge INX
into I-Sector, contingent upon I-Sector stockholder approval. Upon stockholder approval on March 18, 2005, INX
became a wholly-owned subsidiary of the company. The exchange of the minority interest resulted in a
remeasurement of the stock options that were part of the minority interest and such remeasurement resulted in a
$5.7 million one-time non-cash charge to earnings, which was equal to the intrinsic value of the stock options on
March 18, 2005. This one-time non-cash charge to earnings, which does not impact assets or liabilities, will reduce
reported net income and earnings per share in our first quarter ending March 31, 2005. The elimination of the
minority interest will simplify our capital structure and eliminate the minority interest on our financial statements,
but will increase the shares used to compute diluted earnings per share due to the shares of our common stock
issued in the exchange and because of the increased number of stock options resulting from exchanging INX stock
options for our stock options. Based on the closing stock price of $6.25 on March 18, 2005, we expect shares used in
computing diluted earnings per share to increase by approximately 1,161,592 shares as a result of the exchange of
the minority interest.

Results of Operations
Overview

Sources of Revenue. Our revenue is derived from three segments represented by our three operating
subsidiaries, INX, Stratasoft and Valerent. During the year ended December 31, 2004, INX, Stratasoft and
Valerent accounted for 83.1%, 9.5% and 7.4%, respectively, of total consolidated revenue.

INX revenue consists of product and service revenue. Product revenue consists of reselling Cisco products and
limited amounts of complementary products from other manufacturers. Service revenue is generated by fees from a
variety of implementation and support services. Product prices for INX are set by the market for Cisco products and
provide our lowest gross margins. Service revenue for INX has generally increased over the past several years as the
cost of INX’s technical resources, which are reflected as a cost of service, has decreased as a percentage of services
revenue. Certain fixed and flat fee service contracts that extend over three months or more are accounted for on the
percentage of completion method of accounting.

Historically, the majority of INX’s services revenue has been generated from implementation services, which is
project oriented and tends to be volatile. As the number, frequency and size of INX projects has grown, INX has
achieved better utilization of its engineering resources, resulting in improved gross margins on services. The normal
sales cycle for corporate customers typically ranges from three to six months depending on the nature, scope and
size of the project. Our experience with educational organizations utilizing E-Rate funding, which is a federal
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government funding program for schools administered by the Schools and Libraries Division Universal Services
Administrative Corporation (the “SLD”), indicates that the sales cycle is generally about six to twelve months or
longer.

Since the latter part of 2004, INX has experienced payment delays for amounts due from educational
organization projects that are being partially funded by the SLD. The SLD has informed us that these payment
delays are due to administrative issues within the SLD. In November 2004, pending a satisfactory resolution of the
issues causing the payment delays, or payment of a substantial portion of the past due amounts, we temporarily
suspended product shipments for certain SLD-funded projects in November 2004. Based on communications from
the SLD that payments were being processed, limited amounts of product shipments were made in December 2004
for a significant project that was previously suspended. After December 31, 2004, the SLD made significant
payments on past due accounts and we resumed product shipments for the previously suspended SLD-funded
projects. At December 31, 2004, our total net accounts receivable of $28.2 million included approximately
$17.1 million of net E-Rate funded accounts receivable, approximately $14.0 million of which were amounts related
to a single SLD-funded project that had been temporarily suspended due to a past due balance of $11.8 million,
however, as of March 23, 2005 approximately $10.7 million of the past due balance had been collected. For the year
ending December 31, 2004, INX has approximately $18.7 million of revenue derived from E-Rate funded projects
included in its $77.9 million of total annual revenue. While collections have occurred for our more significantly aged
invoices, we anticipate that we will continue to experience payment delays for SLD-funded educational projects due
to increased administration standards imposed upon the SLD and continued changes at the SLD and the E-Rate
program.

In mid-2003, INX introduced Netsurant, its branded support service that consists primarily of customer service
personnel and a support center. This new support service offering requires that we incur the fixed cost to operate a
network operations center to monitor customer’s systems. The fixed operating cost has resulted in negative gross
margins from this new Netsurant service offering. We recognize the support service revenue evenly over the entire
service period for the customer. Eventually, we expect that the Netsurant support offering will improve overall
services gross margins. Through December 31, 2004, Netsurant service revenue was insignificant.

Stratasoft revenue consists primarily of custom project revenue from the sale of proprietary computer-
telephony software. Stratasoft revenue is reported as custom project revenue in our statements of operations because
it consists of bundled products and services which cannot be accounted for separately. Stratasoft has traditionally
produced our highest gross margin since it’s revenues consists primarily of sales of our proprietary computer-
telephony software. Our cost of goods sold for Stratasoft’s custom project revenue includes the costs of developing
our computer-telephony software products, installation costs, and the cost of hardware and other equipment bundled
with our software applications and included in a sale to a customer. Stratasoft utilizes the percentage of completion
method of accounting to recognize the majority of its revenue. Stratasoft revenue also includes sales to resellers. The
sales to resellers are recorded when the sale becomes fixed or determinable; otherwise, revenue from resellers is
recorded when payments become due.

Valerent revenue consists of both product revenue and service revenue. Product revenue consists of reselling
primarily software products, and to a lesser degree, hardware products, that facilitate Valerent’s managed services,
including remote management software products from Altiris, Inc., and security software products from Network
Associates, Inc. Product sales prices for Valerent are set by the market for these products, and Valerent’s product
sales have typically provided lower gross profit margins than its services revenue. Valerent’s service revenue consists
of remote and onsite technical assistance to its customers. Valerent’s gross margin on service revenue, much like
INX’s implementation services revenue, is subject to variability based upon the utilization of Valerent’s billable
technical resources. Recurring service agreements exist with some customers, but usually with varying terms and
conditions that conform to their year over year business changes and their specific needs. While these agreements
provide somewhat predictable and stable sources of revenue, the loss of a recurring agreement could disrupt the
stability of Valerent’s revenues.

Gross Profit and Gross Profit Margin. The mix of our various revenue components, each of which has
substantially different levels of gross margin, materially influences our overall gross profit and gross margin in any
particular quarter. In periods in which service revenue or Stratasoft custom project revenue are high, as compared to
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INX and Valerent product sales, our gross margin generally improves as compared to periods in which we have
higher levels of product sales. Our gross margin for product sales also varies depending on the type of product sold,
the mix of large revenue product contracts, which typically have lower gross margin as compared to smaller revenue
product contracts, which typically have higher gross margin. Our gross margin percentage on product sales and
services revenue has generally improved over the past several years.

Gross margin percentage on product sales has improved primarily due to increased repeat business with existing
customers, which are typically smaller transactions that generate slightly higher levels of gross margin as compared
to large, competitively bid projects. In addition, we have benefited from increased levels of vendor incentives, which
lower our cost of goods sold.

Our annual and quarterly gross profits and gross margins on INX product sales are materially affected by
vendor incentives recognized in certain accounting periods, most of which are Cisco incentive programs initiated in
2003. The incentive programs sponsored by Cisco currently enable us to qualify for cash rebates or product pricing
discounts. The most significant incentive is a Cisco incentive that is generally earned based on sales volumes of
particular Cisco products; sales growth and customer satisfaction levels, and beginning in our fourth quarter ended
December 31, 2004, this incentive program could be readily monitored by us via access to the vendor’s website. The
amounts earned and costs incurred under these programs are recorded as a reduction of cost of goods sold, and the
increased gross profit results in an increase in selling, general and administrative expenses related to sales
commissions. In reporting periods prior to our fourth quarter ended December 31, 2004, we recognized the Cisco
incentives on the earlier of when payment was received or declared by the vendor, as such amounts were not
determinable by us prior to then. Prior to 2004, there had only been one incentive program measurement period, and
we had not met all of the qualification criteria for such incentive period. Cisco pays incentives earned under this
program semi-annually for the six-month measurement periods that end one month following the end of our second
and fourth quarters. This caused significant fluctuations in gross profit and operating profits from quarter to quarter
because these incentives were recognized semi-annually in our first and third quarters. Beginning in the fourth
quarter of 2004, the information became readily available from the vendor so that the amount of incentive earned
from the vendor was determinable. Furthermore, we determined that collection of the incentive was probable and
therefore recognizable. For 2004, the INX products cost of goods was $60.8 million (84.9% of INX product
revenue), which is net of $3.4 million of vendor incentives recognized. For 2003, the INX product cost of goods was
$40.1 million (87.6% of INX product revenue), which is net of $313,000 in vendor incentives recognized. Our
product cost and resulting gross profit can vary significantly depending upon vendor pricing incentives and our ability
to qualify for and recognize such incentives.

Our gross margin percentage on service revenue has also generally improved over the past several years. A
significant portion of our cost of services for each of our service businesses is comprised of labor. Our gross margin
on service revenue fluctuates from period to period depending not only upon the prices charged to customers for our
services, but also upon the level of utilization of our technical staff. Management of labor cost is important to
maximize gross margin. Our gross margin is also impacted by such factors as contract size, time and material
pricing versus fixed fee pricing, discounting, vendor incentives and other business and marketing factors normally
incurred during the conduct of business. Several years ago, early in INX’s development, we purposely over staffed
technical and engineering staff in order to have the technical competency necessary to gain market share and create
a successful organization. Over the past several years, as INX has grown, we have been able to better utilize our
technical and engineering staff and this has helped to improve the gross margin percentage on service revenue.

Selling, General and Administrative Expenses. Our selling, general and administrative expenses include both
fixed and variable expenses. Relatively fixed expenses in selling, general and administrative expenses include rent,
utilities, promotion and advertising, and administrative wages. Variable expenses in selling, general and administra-
tive expenses include sales commissions and travel, which will usually vary based on our sales and gross profit.
Selling, general and administrative expenses also include expenses which vary significantly from period to period but
not in proportion to sales or gross profit. These include legal expenses and bad debt expense, both of which vary
based on factors that are difficult to predict.

A significant portion of our selling, general and administrative expenses relate to personnel costs, some of which
are variable and others that are relatively fixed. Our variable personnel costs consist primarily of sales commissions.
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Sales commissions are typically calculated based upon our gross profit on a particular sales transaction and thus
generally fluctuate because of the size of the transaction and the mix of associated products and services with our
overall gross profit. Historically, sales commission expense has been approximately 22% to 24% of gross profit, and
we expect that it will continue to be approximately that level in the future. Bad debt expense generally fluctuates
somewhat in proportion to sales levels, although not always in the same periods as increases or decreases in sales.
Legal expense varies based on legal issue activity, which can vary substantially from period to period. The remainder
of selling, general and administrative expenses are relatively fixed and do not vary in direct proportion to increases in
revenue, but will generally increase over time as the organization grows. We believe that we can achieve some level
of leverage on these somewhat fixed operating expenses, relative to revenue growth, and if we are successful in doing
so that this will help to increase our net operating margin.

Acquisition and Disposition. In the second quarter of 2003, INX acquired the fixed assets, inventory,
intellectual property, customer lists, trademarks, trade names, service marks, contract rights and other intangibles of
Digital Precision. In connection with that acquisition we also assumed leases for equipment and office space. Our
results of operations include those attributable to Digital Precision on and after April 7, 2003. The initial purchase
price for Digital Precision was $540,000 in cash and contingent consideration of 1.8 million shares of INX common
stock which we agreed to issue if certain employees remained employed through April 4, 2004, the first anniversary
of the acquisition. In April 2004, we recorded $234,000 of additional intangible assets in connection with the
1.8 million shares of INX common stock we issued to satisfy the contingent purchase price obligation.

The sale of our computer reselling and PBX telephone systems reselling business in early 2000 and the sale of
our IT Staffing business in 2001 resulted in a gain on disposal. Since the sale of these businesses, we have realized,
in various periods, income and expense from discontinued operations that has been primarily a result of litigation
expenses and settlement of litigation related to our discontinued operations. We expect the income and expense
from discontinued operations to decrease over time and to eventually be eliminated after these matters are fully
resolved.

Tax Loss Carryforward. Because of our operating losses in 2003, we have accumulated a net operating loss
carryforward for federal income tax purposes that, as of December 31, 2004, was approximately $2.0 million and is
available to offset future federal and state taxable income. This carryforward expires in 2023. In addition to potential
expiration, there are several factors that could limit or eliminate our ability to use these carryforwards. For example,
under Section 382 of the Internal Revenue Code of 1986, as amended, use of prior net operating loss carryforwards
is limited after an ownership change. If we achieve sustained profitability, which may not happen, the use of net
operating loss carryforwards would reduce our tax liability and increase our net income and available cash resources.
When all operating loss carryforwards have been used or have expired, we would again be subject to increased tax
expense and reduced earnings due to such tax expense.

(continued on following page)
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Period Comparisons.

The following tables set forth, for the periods indicated, certain financial data derived

from our consolidated statements of operations. Percentages shown in the table below are percentages of total
revenue, except for each individual segment’s cost of sales and services, gross profit, selling, general and
administrative expenses, and operating income, which are percentages of the respective segment’s revenue, and the
product and service components of the INX and Valerent segments’ cost of goods sold and gross profit, which are
percentages of such segment’s respective product and service revenue.

Revenue:
INX product
INX service

Total INX revenue

Stratasoft — custom projects
Valerent product
Valerent service

Total Valerent revenue
Eliminations revenue . . ..........ouiuiinrinnnnn..

Total revenue . ............ .. ... ... ...

Cost of sales and service:
INX product
INX service

Total INX cost of sales and service
Stratasoft — custom projects
Valerent product
Valerent service

Total Valerent cost of sales and service
Eliminations of cost of sales and service.............

Total cost of sales and service
Gross profit:
INX product
INX service
Total INX gross profit

Stratasoft — custom projects
Valerent product
Valerent service

Total Valerent gross profit
Eliminations gross profit

Total gross profit

Selling, general and administrative expenses:

INX

Stratasoft.
Valerent

Corporate

Eliminations . ...... ...

Total selling, general and administrative expenses. ........
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Year Ended December 31,

2002 2003 2004
Amount % Amount % Amount %
(Dollars in thousands)
$28,990 69.0 $45,749 73.6 $71,646 77.0
1,748 4.1 4,226 6.8 6,280 6.7
30,738  73.1 49,975 80.4 77,926 83.7
6,569  15.6 7,527 12.1 8,996 9.7
1,092 2.6 1,573 2.5 1,829 2.0
3,900 9.3 3,503 5.6 5,113 5.5
4992 119 5,076 8.2 6,942 7.5
(278) (0.6)  (426) (0.7)  (795) (0.9)
42,021 100.0 62,152 100.0 93,069 100.0
25,659  88.5 40,060 87.6 60,802 84.9
1,658 94.9 2,976  70.4 4,183  66.6
27,317 889 43,036 86.1 64985 834
2,920 445 2,982  39.6 4,150 46.1
1,055 96.6 1,421  90.3 1,687 92.2
2,738 70.2 2,412 68.9 3,090 60.8
3,793  76.0 3,833 755 4,777  69.1
(278) 100.0  (426) 100.0  (795) 100.0
33,752 80.3 49,425 79.5 73,117 78.6
3,331 11.5 5,689 124 10,844 15.1
90 5.1 1,250  29.6 2,097 334
3,421 11.1 6,939 139 12,941 16.6
3,649 555 4,545 604 4,846  53.9
37 3.4 152 9.7 142 7.8
1,162  29.8 1,091  31.1 2,023 39.2
1,199  24.0 1,243 24.5 2,165  30.9
— 0.0 — 0.0 — 0.0
8,269 19.7 12,7727 20.5 19,922 214
3,545  11.5 6,045 12.1 10,295 132
3,922 59.7 5,888  78.2 5,100  56.7
2,236 448 1,963  38.7 1,886  27.3
922 (NA) 1,165 (NA) 973 (NA)
— 0.0 — 0.0 — 0.0
10,625 25.3 15,061 242 18,254 19.6

(continued on following page)



Year Ended December 31,
2002 2003 2004
Amount % Amount % Amount %

(Dollars in thousands)

Operating income (loss):

INX (124) (0.4) 894 1.8 2,646 3.4

Stratasoft. . ... (273) (4.2) (1,343) (17.8) (254) (2.8)

Valerent ...t (1,037) (20.8) (720) (14.2) 279 3.6

CoTPorate . ..ottt (922) (NA) (1,165) (NA) (973) (NA)

Eliminations ............co i — (NA) — 0.0 — 0.0

Total operating income (loss) ................... (2,356) (5.6) (2,334) (3.8) 1,698 1.8

Interest and other income (expense), net................ 115 0.3 107 0.2 (108) (0.1)
Income (loss) from continuing operations before benefit for

INCOME TAXES .+ vt ettt ettt e e e e (2,241) (5.3) (2,227) (3.6) 1,590 1.7
Benefit for income taxes .. ............ i 1,595 3.8 181 0.3 19 0.0
Net income (loss) from continuing operations before

MINOrity INterests .. .....vvve e, (646) (1.5) (2,046) (3.3) 1,609 1.7

Minority interests. .. ...t — (NA) — (NA) (117)  (0.1)
Net income (loss) from continuing operations ........... (646) (1.5) (2,046) (3.3) 1,492 1.6
Gain (loss) on disposal, net of taxes.................... 262 0.6 210 0.3 38 0.0
Net income (10SS) ..o vvvet e $ (384) (0.9) $(1,836) (3.0) $ 1,530 1.6

Year Ended December 31, 2003 Compared to Year Ended December 31, 2004

Total Revenue. Our total revenue, net of intercompany eliminations, increased by $30.9 million, or 49.7%,
from $62.2 million to $93.1 million.

INX revenue increased by $27.9 million, or 55.8%, from $50.0 million to $77.9 million. As a percentage of total
revenue, INX revenue increased from 80.4% to 83.7%. Of the increase, $11.2 million was attributed to our office in
Austin, $4.6 million was attributed to government sector sales and $14.8 million was attributed to the large project
for the Dallas Independent School District. These increases were partially offset by revenue decreases of
$1.2 million in our Houston operation and $1.5 million in our Dallas operation (excluding the DISD project). INX’s
revenue grew rapidly primarily due to large sales to school districts totaling $22.2 million. The sales to the school
districts are one-time competitive bid events fostered by the E-Rate programs that provide schools with 90% of their
funding for internet related expenditures, and there can be no assurance as to the level of revenue provided, if any, in
future periods from school districts.

Stratasoft revenue increased by $1.5 million, or 20.0%, from $7.5 million to $9.0 million. As a percentage of
total revenue, Stratasoft revenue decreased from 12.1% to 9.7%. Stratasoft’s international sales accounted for 23.7%
of Stratasoft’s revenue as compared to 42.2% in 2003. The increase in revenue is primarily attributed to the
implementation of larger VolIP projects during 2004. Stratasoft has its own internally managed sales force, but it
also utilizes dealer agreements from time to time with certain established resellers in domestic and international
markets that do not require the continued involvement of our personnel. Stratasoft derived $548,000 or 6.1% of its
revenue from sales to resellers in 2004 which compares with $929,000 or 12.3% of revenue in 2003. Sales to resellers
are included in revenue when the fees are fixed and determinable; otherwise revenue from resellers is deferred and
recognized when the payment becomes due.

Valerent revenue increased by $1.8 million, or 35.3%, from $5.1 million to $6.9 million. As a percentage of total
revenue, Valerent revenue decreased from 8.2% to 7.5%. The increase in Valerent revenue was primarily attributable
to increased product and service revenue of $256,000 and $1.6 million, respectively.

Gross Profit.  Our total gross profit increased by $7.2 million, or 56.7%, from $12.7 million to $19.9 million.
Gross margin increased from 20.5% to 21.4%, primarily because of the increase in gross margin in our INX and
Stratasoft subsidiaries as discussed below.
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INX gross profit increased $6.0 million, or 87.0%, from $6.9 million to $12.9 million. INX’s gross margin
increased from 13.9% to 16.6%. INX’s gross profit on its product sales increased $5.1 million, or 89.5%, from
$5.7 million to $10.8 million due to increased product sales revenue and lower product cost, reflecting increased
vendor rebates. INX’s gross profit on its service component increased $847,000, from $1.3 million to $2.1 million,
and service gross margin improved from 29.6% to 33.4%, as a result of significantly increased service revenue of
$2.1 million and improved utilization of technical personnel.

Stratasoft gross profit increased by $301,000, or 6.7%, from $4.5 million to $4.8 million. Stratasoft’s gross
margin decreased from 60.4% to 53.9%. Stratasoft gross profit was impacted by the mix of sales between “‘systems
sales,” which include a hardware component, as compared to “software only” sales, which do not have a hardware
component. Stratasoft’s decreased gross profit is primarily due to an increased “product” component of total
Stratasoft sales. Software only sales primarily relate to reseller customers and do not require the continuing
involvement of our personnel.

Valerent gross profit increased by $922,000, or 74.2%. Valerent’s gross margin increased from 24.5% to 30.9%.
Valerent improved its utilization of its labor pool by reducing the number of technicians employed and lowering its
fixed cost, which contributed to improved gross profits.

Selling, General and Administrative Expenses. Selling, general and administrative expenses increased by
$3.2 million, or 21.2%, from $15.1 million to $18.3 million. As a percentage of total revenue, these expenses
decreased 4.6%, from 24.2% to 19.6%. These expenses were primarily increased by the following:

 Sales compensation increased $2.0 million as the result of hiring additional sales staff and increased sales
commissions generated from the increase in gross profit.

e Administrative compensation expense increased $900,000 due to bonuses of $321,000, settlement of an
EEOC claim for $25,000, the hiring of additional personnel at INX in Houston and Dallas, Texas; and for
the addition of the San Antonio, Texas office. Stratasoft hired personnel in Houston, Texas and Canada.

 Payroll tax expense increased $174,000 with the increase in compensation expenses.

« General office expense increased $157,000 primarily from office and employee relocation expenses and
increased printing costs.

 Depreciation expense increased $158,000 due to asset additions and the Digital Precision acquisition in April
2003.

« Rents increased $145,000 due to additional office space in Dallas and San Antonio, Texas.

 Shareholder relations expense increased $44,000, due to employing a shareholder relations firm, attending
investor conferences and visiting investor groups, however, this expense was partially offset by a $199,000
reduction related to the revaluation of the non-employee stock option compensation for the investor relation
consultant.

 Entertainment expense increased $70,000 due to a customer seminar sponsored by Stratasoft and employee’s
meals incurred while traveling.

« Communication expense increased $64,000 due to growth.
« Utilities expense increased $54,000 due to growth.
These expenses were primarily decreased by the following:

 Bad debt expense decreased $560,000 due to recoveries of bad debt and decreases in allowances based on the
aging of receivables and credit worthiness of customers.

 Advertising and promotion decreased $73,000 with downsizing of promotional campaigns within Stratasoft.
« Insurance expense decreased $66,000 because of policy and rate changes
« Contract labor expense decreased $66,000 primarily from Stratasoft terminating contract labor in India offset

by $55,000 for technicians and programmers.
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We expect our future selling, general and administrative expenses to increase as we ensure our compliance with
the provisions of the Sarbanes-Oxley Act as well as our expected growth within our INX subsidiary.

Operating Income. Operating income increased $4.0 million, or 172.8%, from a $2.3 million loss to a profit of
$1.7 million, primarily due to the $7.2 million increase in gross profit, partially offset by the $3.2 million increase in
selling, general and administrative expenses. INX’s operating profit increased $1.7 million, or 190.2%, from a profit
of $894,000 to a profit of $2.6 million. Stratasoft’s operating loss decreased $1.0 million, or 76.9%, from a loss of
$1.3 million to a loss of $254,000. Valerent’s operating income increased $999,000, or 138.9%, from a loss of
$720,000 to a profit of $279,000. The operating loss for the Corporate Segment decreased $192,000, or 16.5%, from
a loss of $1.2 million to an operating loss of $973,000.

Interest and Other Income (Expense), Net. Interest and other income, net, decreased by $215,000 or 200.9%,
from income of $107,000 to expense of $108,000, primarily due to an increase in interest expense of $134,000 or
188.7%, from $71,000 to $205,000 which is attributable to interest expense due to increased borrowings under our
credit facility. Our borrowings under our credit facility increased from $7.6 million to $16.0 million while the
interest bearing portion of our borrowings increased from $1.7 million at December 31, 2003 to $8.1 million at
December 31, 2004. Foreign exchange gain increased $48,000 from a loss of $13,000 to a gain of $35,000. Other
income decreased $129,000, or 111.2%, from a $116,000 to $13,000 expense.

Net Income. The net income increased $3.3 million, or 183.3%, from a loss of $1.8 million to a net profit of
$1.5 million. The benefit for income taxes decreased $162,000, or 89.5%, from $181,000 to $19,000. Because the Job
Creation and Worker Assistance Act of 2002 provided for the carryback of net operating losses for any taxable year
ending during 2001 or 2002 to each of the 5 tax years preceding the loss year, we were able to use our net operating
loss carryback. The benefit in 2003 includes amounts related to additional carryback benefits for 2002 not previously
recorded. Minority interest of $117,000 was recorded for 2004 as a reduction of our net income due to the
1,800,000 shares of INX common stock issued to certain key employees as part of the Digital Precision acquisition
agreement. Upon issuance of stock our ownership of INX was reduced from 100% to approximately 92.4%.

Discontinued Operations. During 1999, we discontinued our Telecom Systems business. On March 16, 2000,
we entered into an agreement to sell certain assets of, and the ongoing operation of, our Computer Products
Division. The sale transaction closed on May 19, 2000. On December 31, 2000, we sold our IT Staffing business. As
a consequence of these events, the operations of these businesses are reported as discontinued operations. For the
year ended December 31, 2003, the gain on disposal related to these three businesses was $80,000, $104,000 and
$26,000, net of taxes of $41,000, $54,000 and $14,000, for a total gain of $210,000. For the year ended December 31,
2004, the gain on disposal related to these three businesses was $0, $58,000 and $(1,000), net of taxes of $0, $19,000
and $0, for a total gain of $38,000. The gains and/or losses on disposal related to these discontinued operations are
primarily related to collections of accounts receivables retained when these businesses were sold.

Year Ended December 31, 2002 Compared to the Year Ended December 31, 2003

Total Revenue. Our total revenue, net of intercompany eliminations, increased by $20.1 million, or 47.9%,
from $42.0 million to $62.2 million.

INX revenue increased by $19.3 million, or 62.6%, from $30.7 million to $50.0 million. As a percentage of total
revenue, INX revenue increased from 73.1% to 80.4%. Of the increase, $10.8 million was attributed to the Houston
office, $4.6 million was attributed to a new office in Austin, $1.1 million was attributed to government sector sales
and $2.8 million was attributed to the Dallas office. The increase in revenue attributable to the Digital Precision
acquisition, including the $4.6 million of revenue of the acquired Austin office, was $8.5 million. INX’s revenue
grew rapidly primarily due to large sales to four school districts totaling $14.3 million and due to synergy of
$8.5 million resulting from its acquisition of Digital Precision. The sales to the school districts are one-time
competitive bid events fostered by the E-Rate programs that provide schools with 90% of their funding for internet
related expenditures, and there can be no assurance as to the level of revenue provided, if any, in future periods from
school districts.

Stratasoft revenue increased by $958,000, or 14.6%, from $6.6 million to $7.5 million. As a percentage of total
revenue, Stratasoft revenue decreased from 15.6% to 12.1%. Stratasoft’s increased revenue was primarily the result
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of two large international custom projects in 2003, as compared to no individually large custom projects initiated
during 2002. This was slightly offset by deferred revenue for certain custom projects that included fees that were
determined to not be fixed and determinable in 2003. Stratasoft’s international sales accounted for 42.2% of
Stratasoft’s revenue as compared to 28.2% in 2002. Stratasoft has it own internally managed sales force, but it also
utilizes dealer agreements from time to time with certain established resellers in domestic and international markets
that do not require the continued involvement of our personnel. Stratasoft derived $929,000, or 12.3% of its revenue
from sales to resellers in 2003, which compares with $614,000, or 9.3%, of revenue in 2002. Sales to resellers are
included in revenue when the fees are fixed and determinable; otherwise revenue from resellers is deferred and
recognized when the payment becomes due.

Valerent revenue increased by $84,000, or 1.7%, from $5.0 million to $5.1 million. As a percentage of total
revenue, Valerent revenue decreased from 11.9% to 8.2%. The increase in Valerent revenue was primarily
attributable to decreased service revenue of $397,000 offset by increased product sales of $481,000. The decrease in
service revenue is primarily attributable to the loss of revenue from certain customers of $355,000, which was
primarily related to Valerent making changes to its business model so that it no longer pursued certain non-strategic
sources of services revenue. Valerent’s business model now focuses on identifying and developing markets with
enterprise customers, and we expect that the redirection will provide generally improved margins in the future.

Gross Profit.  Our total gross profit increased by $4.4 million, or 53.9%, from $8.3 million to $12.7 million.
Gross margin increased from 19.7% to 20.5%, primarily because of the increase in gross margin in our INX and
Stratasoft subsidiaries as discussed below.

INX gross profit increased $3.5 million, or 102.8%, from $3.4 million to $6.9 million. INX’s gross margin
increased from 11.1% to 13.9%. INX’s gross profit on its product sales component increased $2.4 million, or 70.8%,
from $3.3 million to $5.7 million due to increased product sales revenue and a vendor rebate of $313,000. INX’s
gross profit on its service component increased $1.2 million, from $90,000 to $1.3 million, and service gross margin
improved from 5.1% to 29.6%, as a result of significantly increased service revenue of $2.5 million with a somewhat
fixed cost of service component due to improved utilization of technical personnel.

Stratasoft gross profit increased by $896,000, or 24.6%, from $3.6 million to $4.5 million. Stratasoft’s gross
margin increased from 55.5% to 60.4%. Stratasoft gross profit was impacted by the mix of sales between “systems
sales”, which include a hardware component, as compared to “software only” sales, which do not have a hardware
component. Stratasoft’s increased gross profit is primarily due to an increased “software only”” component relative to
the “systems sales” component of total Stratasoft sales. Software only sales primarily relate to reseller customers
and do not require the continuing involvement of our personnel.

Valerent gross profit increased by $44,000, or 3.7%. Valerent’s gross margin increased from 24.0% to 24.5%.
Valerent’s cost of service consists primarily of fixed labor cost that does not fluctuate directly with changes in
revenue. Valerent improved its utilization of its labor pool by reducing the number of technicians employed and
lowering its fixed cost, which contributed to improved gross profits.

Selling, General and Administrative Expenses. Selling, general and administrative expenses increased by
$4.5 million, or 41.8% from $10.6 million to $15.1 million. As a percentage of total revenue, these expenses
decreased 1.1%, from 25.3% to 24.2%. Sales compensation increased $919,000 due to corresponding increase in
sales. Legal and professional fees increased $629,000 due to an EEOC claim, collection efforts, and commercial
disputes in the ordinary course of business. Administrative compensation expense increased $580,000 due to hiring
additional INX and Stratasoft personnel in Houston, Dallas, Canada and India. Payroll tax expense increased
$109,000 correspondingly with compensation expenses. Contract labor expense increased $147,000 to supplement
technical service labor need to fulfill contractual obligations. Travel expense increased $312,000 primarily due to
Stratasoft international travel and INX travel for technical staff and management. General office expenses increased
$354,000 due to printing and general growth. Insurance expense increased $64,000 because of rate increases and
volume increases. Shareholder relations expense increased $209,000, due to employing a shareholder relations firm,
attending investor conferences and visiting investor groups. Depreciation expense increased $163,000 due to asset
additions and the Digital Precision acquisition in April 2003. Rents increased $172,000 due to additional office space
in Austin and Dallas. Other corporate expenses increased $198,000 due to our overall growth.
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Operating Loss. Operating loss decreased $22,000, or 0.9% from $2.4 million to $2.3 million, primarily due to
the $4.5 million increase in gross profit being offset by the $4.4 million increase in selling, general and administrative
expenses. INX’s operating profit increased $1.0 million, or 821.0% from a loss of $124,000 to a profit of $894,000.
Stratasoft’s operating loss increased $1.1 million, or 391.9% from a loss of $273,000 to a loss of $1.3 million.
Valerent’s operating loss decreased $317,000, or 30.6% from $1.0 million to $720,000. The operating loss for the
Corporate Segment increased $243,000, or 26.4% from a loss of $922,000 to an operating loss of $1.2 million.

Interest and Other Income, Net. Interest and other income, net, decreased by $8,000 or 7.0%, from $115,000
to $107,000, primarily due to a decrease in interest income of $102,000 or 57.6% from $177,000 to $75,000 which is
attributable to interest on the settlement of a past due customer account in 2002. The decrease in interest income
was also affected by an increase in interest expense of $41,000, or 136.6%, from $30,000 to $71,000 due to increased
borrowings used to finance inventory purchases to supply the increased business activity. Our borrowings under the
Textron credit facility increased from $3.2 million to $7.6 million while the interest bearing portion of our
borrowings increased from $0 at December 31, 2002 to $1.7 million at December 31, 2003. Foreign exchange loss
increased $13,000 from $0 to a loss of $13,000. Other income increased $148,000 or 461.0% from a loss of $32,000
to $116,000.

Net Loss. The net loss increased $1.5 million, or 378.1% from $384,000 to $1.8 million. The benefit for
income taxes decreased $1.4 million or 88.7% from $1.6 million to $181,000. Because the Job Creation and Worker
Assistance Act of 2002 provided for the carryback of net operating losses for any taxable year ending during 2001 or
2002 to each of the 5 tax years preceding the loss year, we were able to use our net operating loss carryback. The
benefit in 2003 includes amounts related to additional carryback benefits for 2002 not previously recorded.

Discontinued Operations. During 1999, we discontinued our Telecom Systems business. On March 16, 2000
we entered into an agreement to sell certain assets of, and the ongoing operation of, our Computer Products
Division. The sale transaction closed on May 19, 2000. On December 31, 2000, we sold our IT Staffing business. As
a consequence of these events, the operations of these businesses are reported as discontinued operations. For the
year ended December 31, 2002, the gain on disposal related to these three businesses was $171,000, $104,000 and
$(13,000), net of taxes of $88,000, $53,000 and $(7,000), for a net total of $262,000. For the year ended
December 31, 2003 the gain on disposal related to these three businesses was $80,000, $104,000 and $26,000, net of
taxes of $41,000, $53,000 and $14,000, for a total gain of $210,000. The gains and/or losses on disposal related to
these discontinued operations are primarily related to collections of accounts receivables retained when these
businesses were sold.
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Quarterly Results

The following table sets forth certain unaudited quarterly financial information for each of our last eight
quarters and, in the opinion of management, includes all adjustments (consisting of only normal recurring
adjustments) that we consider necessary for a fair presentation of the information set forth therein. Our quarterly
results may vary significantly depending on factors such as the timing of large customer orders, timing of new
product introductions, adequacy of product supply, variations in our product costs, variations in our product mix,
promotions, seasonal influences and fluctuations in competitive pricing pressures. The results of any particular
quarter may not be indicative of results for the full year or any future period.

2003 2004
First Second Third Fourth First Second Third Fourth
Quarter Quarter Quarter Quarter Quarter Quarter Quarter Quarter
(Dollars in thousands, except share and per share amounts)

Revenue

INX product ................... $ 6,661 $§ 12253 $§ 15954 $ 10,881 $ 10,061 $ 16,354 $ 27,179 $ 18,052

INX service .......oooveiiinn... 477 782 1,392 1,575 913 1,625 1,516 2,226
Total INX revenue ................ 7,138 13,035 17,346 12,456 10,974 17,979 28,695 20,278
Stratasoft custom project ........... 2,069 1,511 2,415 1,532 2,137 2,169 2,531 2,159

Valerent product ................ 193 509 515 356 334 505 288 702

Valerent service ................. 812 874 871 940 1,031 1,484 1,310 1,288
Total Valerent revenue ............. 1,005 1,383 1,392 1,296 1,365 1,989 1,598 1,990
Eliminations . ..................... (132) (59) (172) (63) (201) (250) (212) (132)
Total revenue . .................... 10,080 15,870 20,981 15,221 14,275 21,887 32,612 24,295
Cost of sales and services:

INX product ................... 5,844 10,846 13,758 9,612 8,382 14,440 23,251 14,729

INX service ....oovvvveennnnnn.. 516 757 795 908 589 1,145 1,099 1,350
Total INX cost of sales and service .. 6,360 11,603 14,553 10,520 8,971 15,585 24,350 16,079
Stratasoft custom project ........... 801 574 728 879 962 886 1,323 979

Valerent product ................ 192 424 474 331 310 460 292 625

Valerent service ................. 584 599 606 623 697 907 750 736
Total Valerent cost of sales and

SEIVICE « vttt e e 776 1,023 1,080 954 1,007 1,367 1,042 1,361

Eliminations .................... (132) (59) (171) (64) (201) (250) (212) (132)
Total cost of sales and services . ..... 7,805 13,141 16,190 12,289 10,739 17,588 26,503 18,287
Gross profit:

INX product ................... 817 1,407 2,196 1,269 1,679 1,914 3,928 3,323

INX service .....ooovviinnnn... (39) 25 597 667 324 480 417 876
Total INX gross profit ............. 778 1,432 2,793 1,936 2,003 2,394 4,345 4,199
Stratasoft custom project ........... 1,268 937 1,687 653 1,175 1,283 1,208 1,180

Valerent product ................ 1 85 41 25 24 45 (4) 77

Valerent service ................. 228 275 271 317 334 571 560 552
Total Valerent gross profit .......... 229 360 312 342 358 622 556 629

Eliminations .................... — — (1) 1 — — — —
Total gross profit .................. 2,275 2,729 4,791 2,932 3,536 4,299 6,109 6,008
Selling, general and administrative

expenses:

INX oo 945 1,448 2,126 1,526 1,884 2,318 3,332 2,761

Stratasoft. ..................... 1,596 1,344 1,754 1,194 1,020 1,131 1,419 1,530

Valerent ....................... 560 536 455 412 390 486 522 488

Corporate ...................... 275 234 287 369 205 301 183 284

Eliminations .................... — — (1) 1 — — — —

Total selling, general and
administrative expenses. .......... 3,376 3,562 4,621 3,502 3,499 4,236 5,456 5,063

(continued on following page)
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2003 2004

First Second Third Fourth First Second Third Fourth
Quarter Quarter Quarter Quarter Quarter Quarter Quarter Quarter

(Dollars in thousands, except share and per share amounts)

Operating income (loss)

INX oo (167) (16) 667 410 119 76 1,013 1,438

Stratasoft. ..................... (328) (407) (67) (541) 155 152 (211) (350)

Valerent ...........cccoviinii.. (331) (176) (143) (70) (32) 136 34 141

Corporate ..................... (275) (234) (287) (369) (205) (301) (183) (284)

Eliminations . ................... — — — — — — — —

Total operating income (loss) ... .. (1,101) (833) 170 (570) 37 63 653 945
Interest income (expense)

and other income, net ............ 10 96 (11) 12 19 (26) 17 (118)
Income (loss) before benefit for

INCOME taXes. ... ...ovvvwenennn.. (1,091) (737) 159 (558) 56 37 670 827
Income tax benefit (expense) ....... — 81 12 88 (5) 7 2) 19
Net income (loss) from continuing

operations before minority interest (1,091) (656) 171 (470) 51 44 668 846
Minority interests. ................. — — — — — (6) (50) (61)
Net income (loss) from continuing

Operations . ...............uun... (1,091) (656) 171 (470) 51 38 618 785
Discontinued operations gain (loss) on

disposal ......... ...l — 16 23 171 (12) 13 — 37
Net income (10ss) ................. $  (1,091) $ (640) $ 194§ (299) $ 39§ 51§ 618 $ 822

Net income (loss) per share:
Basic:
Net income (loss) from
continuing operations before

minority interest............. $ (0.30) $ (0.19) $ 0.04 $ (0.12) $ 001 $ 0.01 $ 013 §$ 0.16
Minority interests.............. — — — — — — (0.01) (0.01)
Gain (loss) on disposal . ........ — 0.01 0.01 0.04 — — — 0.01
Net income (loss) per share .... $  (0.30) $§  (0.18) $ 0.05 $ (0.08) $ 0.01 $ 0.01 $ 0.12 $ 0.16

Diluted:

Net income (loss) from
continuing operations before

minority interest............. $ (0.30) $ (0.19) $ 0.03 $ 0.12) $ 001 $ 0.0l $ 012 $ 0.15
Minority interests. ............. — — — — — — (0.01) (0.01)
Gain (loss) on disposal . ........ — 0.01 0.01 0.04 — — — 0.01
Net income (loss) per share .... $  (0.30) § (0.18) $ 0.04 $  (0.08) $ 001 § 0.01 $ 011 § 0.15

Weighted average number of shares
outstanding:
Basic ........ .o oot 3,630,285 3,636,441 3,703,206 3,874,730 3,978,407 4,582,790 3,703,206 5,173,189
Diluted ........................ 3,630,285 3,636,441 3,974,298 3,874,730 4,544,406 4,939,206 3,974,298 5,556,207

For the quarter ended September 30, 2004, we saw unusually strong revenue, due to large E-Rate funded
projects related to the DISD and other school projects. For the fourth quarter ended December 31, 2004, our
revenue decreased sequentially as compared to the exceptionally strong third quarter because of the delayed
shipments pending resolution of the E-Rate funded payment delays, but the fourth quarter revenue did increase 59%
as compared to the fourth quarter of 2003.

Our gross profit has fluctuated between quarters primarily due to changes in our revenue mix between services
revenues in INX and Valerent and our Stratasoft custom project revenue, which have generally generated higher
margins, and the lower margin components of our business including product sales in INX and Stratasoft. While
INX and Valerent service gross margin increased significantly for the fiscal year ended December 31, 2004 as
compared to the fiscal year ended December 31, 2003, quarter-to-quarter gross margin levels have varied primarily
based on the level of utilization of billable technical staff and the type of service revenues generated, which can vary
from period to period and result in varying levels of gross margin. While product gross profit also increased for both
INX and Valerent for the fiscal year ended December 31, 2004, as compared to the fiscal year ended December 31,
2003, the levels of gross margin have also varied between quarters based on the type of product sold and the mix of
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large revenue product contracts, which typically have lower gross margin, as compared with smaller revenue product
contracts, which typically have a higher gross margin. The respective timing of when vendor incentives become
earned and determinable has created significant quarter to quarter gross margin fluctuations. While we expect
vendor incentives will remain earned and determinable in future periods, we do not have any assurance that we will
continue to meet the vendor incentive criteria required to receive the incentive or that the vendor will continue to
offer incentive programs during the future.

Our third quarter 2004 gross margin improved in comparison to both the prior quarter and the third quarter of
2003. The improved gross margin was the result of higher product revenue from INX and INX vendor incentives,
which produces our highest gross margin. Our fourth quarter 2004 gross margin increased in comparison to the third
and fourth quarter of 2003. The increase in gross profit in comparison to the third quarter resulted from vendor
incentives and higher profit margin from INX services.

In the third quarter of 2004 our selling, general and administrative expenses increased as compared to previous
quarters due to increases in sales commissions resulting higher revenue and vendor incentives. Our selling, general
and administrative expenses for the fourth quarter of 2004 decreased as compared to the third quarter primarily
because of decreased expenses from lower sales commissions related to the decreased level of sales and gross profits
during the quarter.

Critical Accounting Policies
Revenue Recognition

We have a number of different revenue sources, which vary between our three reportable segments. Each
reportable segment has more than one revenue source, and revenue is recognized differently for each component (or
“stream”) of revenue earned by segment. The material revenue streams earned by us are:

Products Revenue. All three of our operating segments earn revenue from product shipments. Product
shipment revenue occurs when products manufactured by other parties are purchased and resold to a customer
and such products are purchased from us independent of our providing any material services. We recognize
revenue from product shipments when there are binding contracts or purchase orders, the price is fixed or
determinable, the product is shipped or delivered to the customer and collectibility is reasonably assured. In all
three segments, the four criteria for revenue recognition have been met because: (1) there are written, executed
contracts, or in the case of INX and Valerent, in some situations there are binding purchase orders;
(2) delivery has occurred or services have been rendered; (Stratasoft, however, recognizes revenue on the
percentage of completion method, as described below.); (3) the price is fixed or determinable; and
(4) collectibility is reasonably assured. Each of our business segments performs credit research prior to
extending credit. In Stratasoft’s business segment, a substantial portion of the total contract price is received in
cash or letter of credit when the unit is installed.

Service Revenue. All of our operating segments earn revenue from providing stand-alone services. These
revenues consist of billings for engineering and technician time, programming services, which are provided on
either an hourly basis or a flat-fee basis, and the service component of maintenance and repair service ticket
transactions. These services are contracted for separately from any product sale. Revenue is recognized when
the service is performed, the service is expected to be completed in less than three months, and collection is
reasonably assured. Some of our segments earn agency fee revenue from various sources, primarily from as a
result of our referring customers to other organizations for which an agency fee is received. Revenue is
recognized at the earlier of when payment is received or when notification of amounts being due is received
from the entity paying the agency fee, and collectibility is reasonably assured.

Certain fixed and flat fee contracts that extend over three months or more are accounted for using the
percentage of completion method of method of accounting. The percentage of revenue recognized in any
particular period is determined based the relationship of the actual hours worked to estimated total hours to
complete the contract. Revisions of the estimated hours to complete are reflected in the period in which the
facts necessitating the revisions become known. When a contract indicates a loss, a provision is made for the
total anticipated loss.
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Custom Project Revenue. One of our segments, Stratasoft, earns revenue from projects that are
recognized using the percentage of completion method of accounting. The majority of Stratasoft’s revenue
consists of systems sales in which it bundles its proprietary software, along with third-party hardware products
and software customization services, installation, training services, warranty services and incidental post
contract services (“PCS”) together under a single contract. PCS is insignificant on contracts with a term of
one year or less, and therefore, we have determined that the value of PCS should not be unbundled from the
project revenue as set forth in paragraph 59 of SOP 97-2 [Software Revenue Recognition]. Accordingly, PCS
revenue recognized together with the project revenue, and the estimated cost to provide the PCS is accrued.
The software customization, together with the hardware customization and integration, represent a significant
modification, customization and/or production of the product and therefore the entire arrangement is required
to be accounted for using the percentage of completion method of accounting pursuant to SOP 81-1
[ Accounting for Performance of Construction-Type and Certain Production-Type Contracts]. The percentage
of revenue recognized in any particular period is determined principally on the basis of the relationship of the
cost of work performed on the contract to estimated total costs. The percentage-of-completion method relies on
estimates of total expected contract revenue and costs. We follow this method since reasonably dependable
estimates of the revenue and costs applicable to various stages of a contract can be made. Revisions of
estimates are reflected in the period in which the facts necessitating the revisions become known. When a
contract indicates a loss, a provision is made for the total anticipated loss.

We have risk to the extent that this group of customers have not paid or issued contractual letters of credit
up to the level of cost and earnings recognized. On our projects in South Asia we typically require a cash
payment or letter of credit from the customer prior to shipping the product. Additionally, Stratasoft has had
revenue derived from Africa, the United Kingdom, and Canada.

We maintain allowances for doubtful accounts and notes receivable for estimated losses resulting from the
inability of our customers to make required payments. If the financial condition of our customers were to
deteriorate, resulting in an impairment of their ability to make payments, additional allowances may be
required.

Credit and Collections Policy Inherent in our revenue recognition policy is the determination of the
collectibility of amounts due from our customers, which requires us to use estimates and exercise judgment.
We routinely monitor our customer’s payment history and current credit worthiness to determine that
collectibility is reasonably assured and, then in some instances, require letters of credit in support of contracted
amounts.

This requires us to make frequent judgments and estimates in order to determine the appropriate period to
recognize a sale to a customer and the amount of valuation allowances required for doubtful accounts. We
record provisions for doubtful accounts when it becomes evident that the customer will not be able to make the
required payments either at contractual due dates or in the future. Changes in the financial condition of our
customers, either adverse or positive, could impact the amount and timing of any additional provision for
doubtful accounts that may be required.

We recognize vendor incentive rebates when we meet the vendor’s sales volume and customer satisfaction
levels set by the vendor. Failure to achieve the levels set by the vendor could result in us not receiving a vendor
incentive and result in lower gross margins for our company.

Vendor Incentive Recognition. One of our segments, INX, participates in a significant vendor incentive
program. These incentives are generally earned by sales volume, sales growth and customer satisfaction levels.
The amounts earned under these programs are accrued when they are deemed probable and can be reasonably
measured; otherwise, they are recorded when they are declared by the vendor or the cash is received, which
ever is earlier. The incentives are recorded as a reduction of cost of goods. Selling, general and administrative
expenses are increased for any associated commission expense and payroll tax related to the incentives. When
vendor incentives are recognized upon vendor declaration or cash receipt, then their effect on cost of goods can
vary significantly between quarterly and annual reporting periods.
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Liquidity and Capital Resources
Sources of Liquidity

Our principal sources of liquidity are collections from our accounts and notes receivable, and our credit facility
with Textron Financial Corporation (the “Textron Facility”’). In 2004, we also received approximately $7.5 million
in net proceeds from a public offering. We use the Textron Facility to finance the majority of our purchases of
inventory, and to provide working capital when our cash flow from operations is insufficient. In 2004, we experienced
negative cash flow from operating activities of $10.5 million. Our working capital was $3.7 million and $13.1 million
at December 31, 2003 and 2004, respectively.

Accounts and Notes Receivable. The timing of our collection of accounts and notes receivable and payments
of our accounts payable is one of the principal influences on our cash flow from operations. We typically sell our
products and services on short-term credit terms. We try to minimize our credit risk by performing credit checks,
obtaining letters of credit in certain instances, and conducting our own collection efforts.

We had accounts receivable, net of allowance for doubtful accounts, of $9.8 million and $28.2 million at
December 31, 2003 and 2004, respectively.

Our Stratasoft subsidiary has accepted customer notes receivable as part of its consideration for certain of its
custom projects sales. At December 31, 2003 and December 31, 2004, Stratasoft had net notes receivable of
$928,000 and $1.4 million, respectively. The current portion of those notes receivable is reflected on our balance
sheets as current portion of notes receivable, net, and the long-term portion of the notes receivable is reflected on our
balance sheets as notes receivable, net. The following table shows the breakdown of the total notes receivable:

December 31,
2003 2004
(Dollars in thousands)

Current portion of notes receivable, gross. ............. .. ..., $1,049 $2,103
Allowance for doubtful notes . ......... ... .. i (373) (872)
Current portion of notes receivable, net ............... .. ... ... .. ... ....... 676 1,231
Long term portion of notes receivable, gross .......... ... ..., 502 457
Allowance for doubtful notes . ......... .. .. i (250) (250)
Long-term portion of notes receivable, net......... ... ... .. ... ... ... ...... 252 207
Total notes receivable, NEt ... .. ...ttt $ 928 $1,438

Our Stratasoft subsidiary also has other sales that require payment to occur more than 90 days but less than
twelve months from the date of the sale. Those outstanding balances are classified as accounts receivable on the
accompanying balance sheets.

Inventory. We had inventory of $1.0 million and $1.8 million at December 31, 2003 and 2004, respectively.
We try to minimize the amount of inventory on hand to reduce the risk that the inventory will become obsolete or
decline in value. We are able to do this by relying on the ready availability of products from our principal suppliers.
As noted above, we rely principally on our Textron Facility to finance our inventory purchases.
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Contractual Obligations

The following table summarizes certain of our contractual cash obligations and related payments due as of
December 31, 2004:

Payments Due by Period

Less Than After
Contractual Obligations Total 1 Year 1-3 Years 4-5 Years 5 Years
(Dollars in thousands)
Lease obligations . . ..................u.... $ 2,508 $ 804 $1,498 $206 $—
Textron, interest bearing debt ................ 8,122 8,122 — — —
Other debt obligations ...................... 220 98 122 — =
Total contractual cash obligations ............. $10,850 $9,024 $1,620 $206 $—

We do not have any material contractual purchase obligations. We purchase inventory to fulfill in-hand orders
from customers and we try to minimize the amount of inventory on hand to reduce risk that the inventory will
become obsolete or decline in value. We are able to do this by relying on the ready availability of products from our
principal suppliers.

We expect to be able to meet our contractual cash payment obligations by their due dates through cash
generated from operations, augmented, if needed, by borrowings under the Textron Facility, and with the proceeds
of our recent public offering.

Textron Facility. On January 31, 2002, we entered into the Textron Facility to provide financing for our
inventory purchases. On September 30, 2004 the agreement was amended and the maximum credit available under
the Textron facility is presently $25 million and it is collateralized by substantially all of our assets other than our
patent licenses.

As of December 31, 2004, we owed $16.0 million under the Textron Facility and had an additional $9.0 million
available subject to borrowing base restrictions. The “unused availability” is the amount not borrowed, but eligible
to be borrowed. The “unused portion of the facility” is the amount not borrowed, but that amount may not be
eligible for borrowing because of the borrowing base restrictions.

The borrowing base restrictions generally restrict our borrowings under the Textron Facility to 80% of the
eligible receivables and 90% of our Floorplanned inventory which cannot exceed the lesser of 30% of our eligible
accounts receivable or $6.0 million, however, while doing business with DISD this is increased to 35% of our eligible
accounts receivable or $9.0 million.

We use the Textron Facility to finance purchases of Cisco products from Cisco and from certain wholesale
distributors. Cisco provides 60-day terms, and other wholesale distributors typically provide 30-day terms. Balances
under the Textron Facility that are within those respective 60-day and 30-day periods (the “Free Finance Period”)
do not accrue interest and are classified as accounts payable in our balance sheet. We refer to non-interest bearing
balances as “inventory floor plan borrowings”.

To the extent that we have credit availability under the Textron Facility, it gives us the ability to extend the
payment terms past the Free Finance Period. Amounts extended past the Free Finance Period accrue interest and
are classified as notes payable on our balance sheet. These extended payment balances under the Textron Facility
accrue interest at the prime rate (5.25% at December 31, 2004) plus 2.5%. Because payment cycles of sales to
school districts under the E-Rate program often extend beyond 60 days, and because such payment cycles have
recently extended even further due to administrative issues with the organization that makes payments to vendors
for the E-Rate program, we expect we will continue to carry extended payment balances under the Textron Facility
for at least the next several quarters. The total outstanding balance under the Textron Facility at December 31, 2004
was $16.0 million. $7.9 million of the outstanding balance was within the Free Finance Period and therefore is
reflected as accounts payable in our balance sheet at December 31, 2004. $8.1 million with accrued interest of
$161,000 is reflected as notes payable and accrued expense, respectively, at December 30, 2004.
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As defined in the Textron Facility there are restrictive covenants that are measured at each quarter and year
end. These covenants require us to:

e maintain Minimum Tangible Capital Funds of $9.5 million, which is defined to be the sum of cash,
receivables, inventory and fixed net assets, minus total liabilities, with total liabilities being defined as
accounts payable, accrued expenses and short- and long-term notes payable;

e maintain a maximum Debt to Tangible Capital Funds ratio of 4.0 to 1;

+ maintain Minimum Working Capital of not less than $8.0 million;

e maintain Minimum Cash on Hand of not less than $2.0 million;

e maintain a Current Ratio of not less than 1.25 to 1.0;

« achieve Earnings Before Interest, Taxes, Depreciation and Amortization exceeding $100,000; and

« enter into a Memorandum of Understanding (MOU) on December 29, 2004 with MSE and Textron among
other members of the DISD consortium regarding payment procedures under the Master DISD Contract.

At December 31, 2004, we were in compliance with the loan covenants, and we anticipate that we will be able
to comply with the loan covenants during the next twelve months. If we violate any of the loan covenants, we would
be required to seek waivers from Textron and Silicon Valley Bank (a participating partner with Textron) for those
non-compliance events. If Textron or Silicon Valley Bank refused to provide waivers, the amount due under the
Textron Facility could be accelerated and we could be required to seek other sources of financing.

Cash Flows. During 2004, our cash increased by $2.6 million. Operating activities used $10.5 million,
investing activities used $1.0 million and financing activities provided $14.1 million.

Operating Activities. Operating activities used $10.5 million in 2004 as compared to using cash of $2.5 million
in 2003 and providing cash of $809,000 in 2002. Adjustments for non-cash-related items included a $38,000 gain on
disposal of discontinued operations, net of tax, due to collection of discontinued receivables previously reserved
against as uncollectible. An adjustment was also made to record minority interest of $117,000, depreciation and
amortization of $918,000, current tax benefit of $19,000 and the loss on retirement of assets of $4,000. Adjustments
for non-cash expenses included bad debt expense of $1.3 million, which was attributable to increases in allowances
for accounts and notes receivable that were partially offset by decreases in the allowance for doubtful accounts
receivable due to the write off of uncollectible accounts.

Changes in asset and liability accounts used $13.6 million. The most significant use related to an increase in
accounts receivable of $19.3 million, which was related primarily to increased revenue and the delayed payment of
E-Rate funded accounts receivable associated with the sales to independent school districts and the administrative
delays encountered at the School and Libraries Division (SLD) which administers the E-Rate program on their
behalf. Days sales outstanding increased 28.1 days from 46.5 days at December 31, 2003 to 74.6 days at
December 31, 2004 due to these delays. Adjustment for accounts receivable-others was $4,000 in 2004. Inventory
increased $740,000 in 2004 as compared to an increase of $257,000 in 2003 and an increase of $147,000 in 2002. Net
working capital used for contracts in progress increased $410,000 due to an increase in cost and estimated earnings
in excess of billings of $211,000, which was primarily related to an increase in the Stratasoft custom projects in
process at year-end and a reduction in billings in excess of cost and estimated earnings of $199,000. In addition,
notes receivable increased $1.0 million due to more notes receivables being accepted from Stratasoft customers.
These uses of cash were partially offset by an increase in accounts payable of $4.1 million, which related primarily
to: increased purchases of Cisco products for sales by our INX subsidiary; an increase in accrued expenses of
$1.7 million primarily for sales commissions; a decrease in other assets of $596,000 primarily for return of bid
deposits and reduction in prepaid insurance; and an increase of $579,000 in deferred revenue related to a sale of
software to resellers with notes in excess of twelve months.

Investing Activities. Investing activities used $1.0 million in 2004 compared to a use of $885,000 for 2003 and
a use of $347,000 for 2002. Our investing activities related to capital expenditures in all three years were primarily
related to purchases of computer equipment and software, and to a lesser degree, leasehold improvements. Investing
activities related to cash paid for acquisitions increased in 2003 due to the acquisition of Digital Precision by INX.
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During the next twelve months, we do not expect to incur significant capital expenditures requiring cash, except for
acquisitions, of which we cannot predict the certainty or magnitude.

Financing Activities. Financing activities provided $14.1 million in 2004 as compared to providing $2.0 mil-
lion in 2003 and to using $405,000 in 2002. In 2003 and 2004, our changes in stock price resulted in stock option
holders exercising stock options, which provided $478,000 and $280,000, respectively. No options were exercised
during the previous two years. During December 2003, $1.7 million of debt under the Textron Facility became
interest-bearing debt and was classified as notes payable rather than accounts payable. During January 2004, the
company repaid $1.7 million of interest-bearing debt under the Textron Facility. During the year ended
December 31, 2004, another $1.2 million of debt under the Textron Facility became interest-bearing in March 2004
and was repaid in May 2004, and during September 2004 through December 2004 another $8.1 million became
interest bearing.

On May 12, 2004 we closed a public offering of 500,000 Units. The Units began trading on May 7, 2004, on the
American Stock Exchange under the symbol ISR.U. Each Unit consists of two shares of common stock and one
warrant to purchase one share of common stock at a price of $12.45. The Units were offered at a public offering
price of $16.60 per Unit resulting in $7.5 million of proceeds before additional offering expenses. On June 2, 2004
the underwriters exercised their option to purchase 75,000 additional Units to cover over-allotments resulting in
$1.1 million of proceeds before additional offering expenses. We paid $1.1 million of offering expenses associated
with the public offering resulting in net proceeds from the public offering of $7.5 million. We used the net proceeds
of the offering primarily for working capital and to repay interest-bearing debt.

Future Trends

We expect revenue to continue to increase in 2005 for each of our three subsidiaries. We expect INX will grow
the most, but that INX’s growth rate for 2005 will be less than its growth rate for 2004 excluding the impact of
acquisitions that we might make during 2005. We believe INX’s growth rate will slow somewhat from historical
rates of growth primarily because we believe we have become the dominant provider of Cisco-based IP telephony
solutions for our targeted types of customers in our current market of Texas, which are customers with
approximately 300 to 10,000 employees. We expect Cisco-based systems will continue to gain market share, and we
expect our revenue growth in 2005 will be primarily the result of prior investments in increased sales and marketing
programs. We anticipate making one or more acquisitions during 2005, which we expect would add additional INX
revenue growth.

While we cannot predict the economic and industry trends with certainty, we continue to believe that the
enterprise customer information and communications technology industries are continuing to rebound from the
depressed market conditions that began in 2000, the recovery from which was somewhat delayed by the Iraq war.
We currently believe that events and circumstances point toward this trend of improving general market conditions
will continue through 2005.

We expect to be able to contain the growth of certain selling, general and administrative expenses somewhat,
relative to revenue growth, as expected increases in revenue are spread over a somewhat fixed corporate
administration expense base.

We have experienced no material impact of inflation and changing prices on net sales and income from
continuing operations in the last three years.

Item 7A. Quantitative and Qualitative Disclosures About Market Risk
Interest Rate Risk

We attempt to manage our borrowings under the Textron Facility to minimize interest expense. The interest
rate of the Textron Facility is the prime rate plus 2.5% (see “Management’s Discussion and Analysis of Financial
Condition and Results of Operations — Liquidity and Capital Resources”). During the year ended December 31,
2004, the interest rates of borrowings under the Textron Facility ranged from 6.5% to 10.0%. A one percent change
in variable interest rates will not have a material impact on our financial condition.
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Stockholders of I-Sector Corporation:

We have audited the accompanying consolidated balance sheets of I-Sector Corporation (a Delaware corporation)
and subsidiaries as of December 31, 2003 and 2004, and the related consolidated statements of operations,
stockholders’ equity, and cash flows for the years then ended. These financial statements are the responsibility of the
Company’s management. Our responsibility is to express an opinion on these financial statements based on our
audit.

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight Board
(United States). Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. The Company is not required to have, nor were
we engaged to perform, an audit of internal control over financial reporting. Our audit included consideration of
internal control over financial reporting as a basis for designing audit procedures that are appropriate in the
circumstances, but not for the purpose of expressing an opinion on the effectiveness of the Company’s internal
control over Financial reporting. Accordingly, we express no such opinion. An audit also includes examining, on a
test basis, evidence supporting the amounts and disclosures in the financial statements, assessing the accounting
principles used and significant estimates made by management, as well as evaluating the overall financial statement
presentation. We believe that our audit provides a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects, the
financial position of I-Sector Corporation and subsidiaries as of December 31, 2003 and 2004, and the results of
their operations and their cash flows for the years then ended in conformity with accounting principles generally
accepted in the United States of America.

/s/  GRANT THORNTON LLP

Houston, Texas
February 28, 2005
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Stockholders of I-Sector Corporation:

We have audited the accompanying consolidated statements of operations, stockholders’ equity and cash flows for
the year ended December 31, 2002 of I-Sector Corporation and subsidiaries (“I-Sector’”). These financial
statements are the responsibility of I-Sector’s management. Our responsibility is to express an opinion on these
financial statements based on our audit.

We conducted our audit in accordance with standards of the Public Company Accounting Oversight Board (United
States). Those standards require that we plan and perform the audit to obtain reasonable assurance about whether
the financial statements are free of material misstatement. An audit includes examining, on a test basis, evidence
supporting the amounts and disclosures in the financial statements. An audit also includes assessing the accounting
principles used and significant estimates made by management, as well as evaluating the overall financial statement
presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, such consolidated financial statements present fairly, in all material respects, the results of I-Sector’s
operations, changes in stockholders’ equity and cash flows for the year ended December 31, 2002 in conformity with
accounting principles generally accepted in the United States of America.

/s/  DELOITTE & ToOUCHE LLP

Houston, Texas
March 21, 2003
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I-SECTOR CORPORATION AND SUBSIDIARIES
CONSOLIDATED BALANCE SHEETS

December 31,

2003

2004

(In thousands, except
share and par value

amounts)
ASSETS
Current Assets:
Cash and cash equivalents .. ......... ... ittt $ 2172 $ 4,773
Accounts receivable — trade, net of allowance of $612 and $1,274 ................... 9,757 28,236
Accounts receivable — affiliates. . .. ... ... 16 20
Accounts receivable — other . ... ... .. .. 29 21
Notes receivable, net of allowance of $373 and $872 .. ... ... ... .. .. .. ... .. .. ... 676 1,231
Inventory . . .o 1,038 1,778
Cost and estimated earnings in excess of billings ........... ... . ... ... . ... . ... 1,452 1,663
Other CUTent ASSELS . .. ...ttt e e e e e e 943 310
Total CUTTENt ASSEtS . . ..t vttt e e e e 16,083 38,032
Property and equipment, net of accumulated depreciation of $1,887 and $2,397 .......... 1,271 1,787
Notes receivable, net of allowance of $250 and $250 .. ... ... . 252 207
Patent license rights, net of accumulated amortization of $265 and $375 ................ 849 739
Other intangible assets, net of accumulated amortization of $335 and $630 .............. 317 374
Deferred offering Costs .. ..... ot 435 —
Total ASSEtS . .ottt $19,207  $41,139
LIABILITIES AND STOCKHOLDERS’ EQUITY
Current Liabilities:
Notes payable and current portion of long-term debt ............................... $ 1,784 $ 8,220
Accounts payable. . .. ... 6,524 10,675
Billings in excess of cost and estimated earnings. ........... ... ... i, 262 63
ACCTUCA EXPEISES . o v vt vttt ettt et e et e e e e e e e e 2,676 4,171
Net liabilities related to discontinued operations .. ..............oviuiinnirnennenn.. 557 625
Deferred revenue . . ... .. e 556 1,135
Total current labilities .. ... ...t 12,359 24,889
Long-term debt .. ... ... 229 122
MINOTILY INTETEST . o vttt ettt e e e ettt e e e e e e e e e — 279
Commitments and Contingencies
Stockholders’ Equity:
Preferred stock, $.01 par value, 5,000,000 shares authorized, no shares issued .......... — —
Common stock, $.01 par value, 15,000,000 shares authorized, 4,762,809 and 5,201,354
ISSUE . .o 48 52
Additional paid in capital . ... . 10,853 17,350
Additional paid in capital —other......... ... . ... 337 163
Treasury stock, at cost 811,800 and O shares . ..............coiiiiiiininennenn .. (1,373) —
Retained deficit .. ... ... (3,246)  (1,716)
Total stockholders’ equity .. ...t e 6,619 15,849
Total Liabilities and Stockholders” Equity ........... ... oo ... $19,207  $41,139

The accompanying notes are an integral part of these consolidated financial statements
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I-SECTOR CORPORATION AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF OPERATIONS

Revenue:

ST ICES . v v ettt et
CUSTOM PrOJECES .« v vttt e ettt et et ettt

Total TEVENUE . . . oottt e

Cost of goods and services:
Products . ... ...
S OTVICES . vt ettt e
CUSTOM PIOJECTS « « .+ v v vttt et et e e e e e e

Total cost of goods and SErvices. . ... .......ouiiiieneennenao...

GTOSS Profit. . . oot
Selling, general and administrative eXpenses .......................

Operating income (10SS) . ..o vttt et
Interest and other income (expense), net.................covueun...

Income (loss) from continuing operations before income tax benefit . . .
Income tax benefit........ ... ...

Net income (loss) from continuing operations before minority interest
Minority INtETeSt . .. ..ottt e

Net income (loss) from continuing operations .....................
Gain on disposal of discontinued operations, net of taxes.............

Net income (10SS) .. vovvi i e e

Net income (loss) per share
Basic:

Net income (loss) from continuing operations before minority
INEETEST . oottt e

Minority INterest . .. .. ...ttt e
Gain on disposal of discontinued operations, net of taxes.........

Net income (loss) pershare .............. ... ... .. ..o oo,

Diluted:

Net income (loss) from continuing operations before minority
INEETEST . oottt e

Minority INterest . .. .. ...ttt e
Gain on disposal of discontinued operations, net of taxes.........

Net income (loss) pershare .............. ... ... ... ...,

Shares used in computing net income (loss) per share:
Basic ...

Year Ended December 31,

2002

2003

2004

(In thousands, except share and

per share amounts)

$ 29,805 $ 46,900 $ 72,680
5,647 7,725 11,393
6,569 7,527 8,996
42,021 62,152 93,069
26,437 41,060 61,694
4,395 5,383 7,273
2,920 2,982 4,150
33,752 49,425 73,117
8,269 12,727 19,952
10,625 15,061 18,254
(2,356) (2,334) 1,698
115 107 (108)
(2,241) (2,227) 1,590
1,595 181 19
(646) (2,046) 1,609
— — (117)
(646) (2,046) 1,492
262 210 38
$ (384) $ (1,836) $ 1,530
$ (017) $ (055 $ 0.35
— — (0.03)
0.07 0.06 0. 01
$ (010) $§ (049 $ 0.33
$ (017) $§ (0.56) $ 0.32
— — (0.02)
0.07 0.06 0. 01
$ (010) $§ (0.50) $ 0.31
3,709,689 3,691,052 4,569,507
3,709,689 3,691,052 5,004,393

The accompanying notes are an integral part of these consolidated financial statements
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I-SECTOR CORPORATION AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF STOCKHOLDERS’ EQUITY

$.01 par value

Additional Additional
Common Stock Paid-In Paid-In Treasury  Retained
Shares Amount Capital Capital — Other Stock Earnings Total
(In thousands, except share and per share amounts)
Balance at January 1, 2002 ............ 4,441,325 $44 $10,184 $ — $(1,187) $(1,026) $ 8,015
Purchase of treasury stock ............. — — — — (186) — (186)
Stock warrants expired . ............... — — 195 — — — 195
Net 10SS o oo — = — — — (384) (384)
Balance at December 31, 2002 ......... 4,441,325 44 10,379 — (1,373)  (1,410) 7,640
Issuance of options to consultants . . ... .. — — — 337 — — 337
Exercise of common stock options . ..... 321,484 4 474 — — — 478
Netloss ..o — = — — — (1,836)  (1,836)
Balance at December 31, 2003 ......... 4,762,809 48 10,853 337 (1,373)  (3,246) 6,619
Revaluation of consultant options . ...... — — — (199) — — (199)
Exercise of common stock options .. .... 100,345 — 255 25 — — 280
Proceeds from offering of units, net of
offering costs of $1,145.............. 1,150,000 12 7,536 — — — 7,548
Issuance of INX common stock net of
minority interest.................... — — 71 — — — 71

Retirement of treasury stock ........... (811,800) (8) (1,365) — 1,373 — —
Net income . ......cooviiieiennnn... — = — — — 1,530 1,530
Balance at December 31, 2004 ......... 5,201,354 $52 $17,350 $ 163 $  —  $(1,716) $15,849

The accompanying notes are an integral part of these consolidated financial statements
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I-SECTOR CORPORATION AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF CASH FLOWS

Year Ended December 31,

2002 2003 2004
(In thousands)
CASH FLOWS FROM OPERATING ACTIVITIES:
Net income (10SS) ... vvvt ittt ettt e $ (384) $(1,836) $ 1,530
Adjustments to reconcile net income (loss) to net cash provided by (used in) operating activities:
IMINOTILY TNEETESE . . . . ettt ettt ettt e e e e e e e e e — — 117
Net gain from discontinued OPETations . ..............o.uuiteutittte et (262) (210) (38)
Tax benefit from discontinued operations ...................uiiiiiiiiiiiiiiiiiiaaa (136) (108) (19)
Depreciation and amortization .. ... .. .......itet ittt e 596 764 918
(Gain) loss on retirement Of aSSEtS ... ... ... 34 (88) (4)
Bad debt eXPense . ...t e 1,271 769 1,346
Changes in assets and liabilities that provided (used) cash:
Accounts receivable, Nt . ... ... e (3,133)  (3,680) (19,310)
Accounts receivable, affiliates and other ........ ... ... ... 115 111 4
BN 11 ) 2 (147) (257) (740)
Income tax receivable .. .......... . (337) 488 —
NOtES TECEIVADIE . . . oottt (1,154) (287)  (1,025)
Other CUITENT @SSETS . . ..\ttt t ettt ettt e e et e e et e e e et e (58) (250) 596
ACCOUNTS PAYADIE . ..ottt e 3,072 1,676 4,151
Cost and estimated earnings in excess of billings . ............ .o i i 986 (743) (211)
Billings in excess of cost and estimated earnings ............. .. i 3 187 (199)
ACCTUCA EXPEISES . . . vvvtt ettt e ettt ettt e e e e e e e (288) 556 1,656
Deferred reVenUe ... ...ttt (45) 475 579
Net cash provided (used) in continuing operations ................c..oiiiiuuunneoo... 133 (2,433) (10,649)
Net operating activities from discontinued operations ................ccooiiiiiiiiiiiiann. 676 (29) 125
Net cash provided (used) in operating activities .................oouiiiiiinnnnen.... 809 (2,462) (10,524)
CASH FLOWS FROM INVESTING ACTIVITIES:
Capital eXPendItUIES . . . .. oottt ettt e e e e e e e (347) (399)  (1,026)
Proceeds of sale of fixed @sSets . ... ...ttt — 80 —
Acquisition of Digital Precision, Inc (inclusive of acquisition costs) .......................... — (566) —
Net cash used in investing activities .............. ... (347) (885)  (1,026)
CASH FLOWS FROM FINANCING ACTIVITIES:
Exercise of Stock OPHONS . ..o\ttt — 478 280
Proceeds from unit offering, net . .......... — — 7,548
Proceeds from borrowings of interest bearing debt........ ... . ... i — 1,688 10,380
Payments of short and long-term debt........ ... . . (219) (138)  (4,057)
Purchase of treasury stocK. .. ... ... e (186) — —
Net cash provided by (used in) in financing activities ................ ... ....cooo... (405) 2,028 14,151
NET INCREASE (DECREASE) IN CASH AND CASH EQUIVALENTS ................. 57 (1,319) 2,601
CASH AND CASH EQUIVALENTS AT BEGINNING OF PERIOD ...................... 3,434 3,491 2,172
CASH AND CASH EQUIVALENTS AT END OF PERIOD ........... ..., $3491 $ 2172 $ 4,773
SUPPLEMENTAL DISCLOSURES OF CASH FLOW INFORMATION:
Cash paid for Interest. .. ... ... $ — 8 29 $ —
Cash received for iNCOME TAXES . ...\ttt $(1,123) $ (73) $ —
SUPPLEMENTAL NONCASH INVESTING AND FINANCING ACTIVITIES:
Revaluation of options granted to consultants............... .. i $ — $ — % (199
Recognition of additional purchase price on Digital Precision acquisition through issuance of INX
COMIMON STOCK . . . .ttt ettt e e e — — 234
Recognition of minority interest for issuance of INX common stock ......................... — — (162)
Fixed assets acquired through capital lease ... ... — 63 —
Options granted to cOnSUItants .. ... ... ... ..o iiiiii e — 337 —
Offering CoStS ACCTUC . .. ..ottt ittt et ettt ettt e e e e — 317 —

The accompanying notes are an integral part of these consolidated financial statements
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I-SECTOR CORPORATION AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
For the Years Ended December 31, 2002, 2003 and 2004
(In thousands, except share and per share amounts)

1. Description of Business and Summary of Significant Accounting Policies

I-Sector Corporation and subsidiaries (“I-Sector” or the “Company”) is engaged in selling and supporting IP
telephony solutions as well as related network infrastructure, their computer-telephony software, and performing
remote-enabled managed services for the information and communication technology used by their customers:

* Internetwork Experts, Inc. (“INX”) is a network professional services and integration organization focused
on delivering comprehensive Cisco-centric IP telephony solutions to clients ranging from mid-size to large
enterprises along with other communications solutions. IP communications solutions include design and
implementation, ongoing support and applications enablement. Supporting practice areas include network
architecture, security, and wireless. To provide these services, INX employs highly trained IP communica-
tions consultants and network engineering staff who are trained and experienced in both large, complex
network infrastructure technology and IP communications technology.

o Stratasoft, Inc. (“Stratasoft”) creates and markets software related to the integration of computer and
telephone technologies. This software is used by professional contact centers and other complex, high-
volume telephony environments and is marketed under the trade name “Stratasoft.” Stratasoft intends to use
its computer telephony software development expertise to create and market new software products that
enhance Cisco-centric IP telephony solutions.

e Valerent, Inc. (“Valerent”) provides information technology solutions that lower its client’s expense by
utilizing centralized, remote enabled computing management tools which predict, announce and manage
service interruptions. Additionally, Valerent provides customers with traditional computer services such as
on-site and carry-in computer repair, application support, operating system and network migration services,
turn-key outsourced IT helpdesk solutions, technical staff augmentation for IT helpdesk operations, and
helpdesk solutions consulting services.

I-Sector’s significant accounting policies are as follows:

Principles of Consolidation — The accompanying consolidated financial statements include the accounts of
I-Sector and its subsidiaries. All significant intercompany balances and transactions have been eliminated.

Inventory — Inventory consists primarily of Cisco network equipment, Stratasoft dialers, computer equipment
and components and is valued at the lower of cost or market with cost determined on the first-in first-out method.
Substantially all of I-Sector’s inventory is finished goods. The Company records write downs of its inventory to net
realizable value as appropriate.

Property and Equipment — Property and equipment are recorded at cost. Expenditures for repairs and
maintenance are charged to expense when incurred, while expenditures for betterments are capitalized. Disposals
are removed at cost less accumulated depreciation with the resulting gain or loss reflected in operations in the year
of disposal.

Intangible Assets — Intangible assets are being amortized over their estimated useful lives of five to sixteen
years (see Note 12).

Impairment of Long-Lived Assets — 1-Sector records impairment losses on long-lived assets used in operations
when events and circumstances indicate that the assets might be impaired and the undiscounted cash flows
estimated to be generated by those assets are less than the carrying amounts of those assets.

Income Taxes — 1-Sector accounts for income taxes under the liability method, which requires, among other
things, recognition of deferred income tax liabilities and assets for the expected future tax consequences of events
that have been recognized in I-Sector’s consolidated financial statements or tax returns. Under this method,
deferred income tax liabilities and assets are determined based on the temporary differences between the financial
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statement carrying amounts and the tax bases of existing assets and liabilities and the recognition of available tax
carryforwards.

Use of Estimates — The preparation of the financial statements in conformity with accounting principles
generally accepted in the United States of America requires management to make estimates and assumptions that
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 amount of revenue and expense during the reporting period. Actual results
could differ from these estimates.

Revenue Recognition — 1-Sector has a number of different revenue components, which vary between its
reportable operating segments. Each reportable operating segment has more than one revenue component, and
revenue is recognized differently for each component (or “stream”) of revenue earned by operating segment. The
material revenue streams earned by I-Sector, some of which are earned by more than one operating segment, and
some by only one operating segment, are:

Products Revenue. Three of I-Sector’s operating segments earn revenue from product shipments.
Product shipment revenue occurs when products manufactured by other parties are purchased and resold to a
customer and such products are contracted for independently of material services. I-Sector recognizes revenue
from product shipments when the product is shipped or delivered to the customer. In all three segments, the
four criteria for revenue recognition have been met because: (1) there are written, executed contracts, or in the
case of INX and Valerent, in some situations there are binding purchase orders; (2) delivery has occurred or
services have been rendered; (Stratasoft, however, recognizes revenue on the percentage of completion method,
as described below.); (3) the price is fixed or determinable; and (4) collectibility is reasonably assured. Each of
I-Sector’s business segments performs credit research prior to extending credit. In Stratasoft’s business
segment, a substantial portion of the total contract price is received in cash or letter of credit when the unit is
installed.

Services Revenue. All of I-Sector’s operating segments earn revenue from providing stand-alone services
revenue. This revenue consists of billings for engineering and technician time, programming services, which are
provided on either an hourly basis or a flat-fee basis, support contracts and the service component of
maintenance and repair service ticket transactions. These services are contracted for separately from any
product sale, and are generally completed in less than three months. Service revenues are recognized when the
service is performed and when collection is reasonably assured. Two of I-Sector’s segments sometimes earn
agency fee revenue from various sources, the primary source of which is referring customers to other
organizations for which an agency fee is received. This revenue is recognized at the earlier of when payment is
received or when notification of amounts due is received from the entity paying such agency fee and
collectibility is reasonably assured.

One of I-Sector’s segments, INX, has certain fixed and flat fee services contracts that extend over three
months or more, and are accounted for on the percentage of completion method of accounting. The percentage
of revenue recognized in any particular period is determined on the basis of the relationship of the actual hours
worked to estimated total hours to complete the contract. Revisions of the estimated hours to complete are
reflected in the period in which the facts necessitating the revisions become known. When a contract indicates
a loss, a provision is made for the total anticipated loss.
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Custom Project Revenue. One of I-Sector’s segments, Stratasoft, earns revenue from projects that are
recognized using the percentage of completion method of accounting. The majority of Stratasoft’s revenue
consists of system sales in which it bundles its proprietary software, along with third-party hardware products
and material related software customization services, installation, training services, warranty services and
incidental post contract support (“PCS”) together under a single contract with the customer. PCS is
insignificant on such contracts for one year or less, and therefore, we have determined that the value of such
PCS should not be unbundled from the project revenue as set forth in paragraph 59 of SOP 97-2. Accordingly,
such PCS revenue is recognized together with the project revenue, and the estimated cost to provide the PCS is
accrued. The value of the PCS is determinable within the contract, which defines the period that the PCS is
granted and offers renewals at stated amounts, thereby defining the value of the PCS. The software
customization, together with the hardware customization and integration, represent a significant modification,
customization and/or production of the product and, therefore, the entire arrangement is required to be
accounted for using the percentage of completion method of accounting pursuant to SOP 81-1. The percentage
of revenue recognized in any particular period is determined principally on the basis of the relationship of the
cost of work performed on the contract to estimated total costs. The percentage-of-completion method relies on
estimates of total expected contract revenue and costs. The Company follows this method since reasonably
dependable estimates of the revenue and costs applicable to various stages of a contract can be made. Revisions
of estimates are reflected in the period in which the facts necessitating the revisions become known. When a
contract indicates a loss, a provision is made for the total anticipated loss. The following reflects the amounts
relating to uncompleted contracts at:

December 31,

2003 2004

Costs incurred on uncompleted contracts .......... ...t $1,019  $1,675

Estimated earnings .............. ... . 3,117 4,862

4,136 6,537

Less: Billings todate.......... ... . . 2,946 4,937

Total L. $1,190  $1,600
Included in accompanying balance sheets under the following captions:

Cost and estimated earnings in excess of billings ............................ $1,452  $1,663

Billings in excess of cost and estimated earnings.................... ... ...... _(262)  (63)

Total .o $1,190  $1,600

During the quarter ended June 30, 2003, the Company recorded adjustments to defer revenue for certain
custom projects that had more than one year of free PCS and certain renewals of PCS paid in advance. The
adjustment includes approximately $152 related to years prior to 2003. Management determined that the effect
of these adjustments was not material to the previously reported results or to the results expected for 2003.

I-Sector’s operating segment Stratasoft sold $408 and $125 of software products to a reseller for which the
related revenue was deferred at December 31, 2003 and 2004, respectively. Revenue from the sales will be
recognized in the accounting periods that payments from the reseller become due, or in the accounting period
when it has been firmly established that the software has been re-sold to an end-user of the software and that
collection is reasonably assured by the Company.

During 2002, 2003 and 2004, I-Sector has recognized revenue of $614, $502 and $5 respectively, on the
percentage-of-completion basis for several projects associated with one reseller in South Asia. For these
projects, Stratasoft entered into a three-party contract between Stratasoft, the South Asia reseller and the end-
user customers. Stratasoft was responsible for performing the substantial majority of the project for the end-
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user customer, from whom Stratasoft was directly obligated to be paid for such project by the end-user
customer.

Credit Risk — The Company extends credit to its customers in the normal course of business and generally
does not require collateral or other security. The Company performs ongoing credit evaluations of its customers’
financial condition and, in some instances, requires letters of credit or additional guarantees in support of contracted
amounts. Earnings are charged with a provision for doubtful accounts based on a current review of the collectibility
of the accounts and using a systematic approach based on historical collections and age of the amounts due.
Accounts deemed uncollectible are applied against the allowance for doubtful accounts.

Vendor Incentives — One of the segments, INX, participates in a significant vendor incentive program. These
incentives are generally earned by sales volume, sales growth and customer satisfaction levels. The amounts earned
under these programs are accrued when they are deemed probable and can be reasonably measured; otherwise, they
are recorded when they are declared by the vendor or the cash is received, which ever is earlier. The incentives are
recorded, as a reduction of cost of goods and services. Selling, general and administrative expenses are increased for
any associated commission expense and payroll tax related to the incentives. When vendor incentives are not
recognized until vendor declaration or cash receipt, then their effect on cost of goods can vary significantly among
quarterly and annual reporting periods.

Adbvertising Costs — Advertising costs consist of print advertising and trade show materials and are expensed as
incurred. Advertising costs for the year ended December 31, 2002, 2003 and 2004 were $370, $323 and $250,
respectively.

Research and Development Costs — Expenditures relating to the development of new products and processes,
including significant improvements and refinements to existing products, are expensed as incurred.

Warranty Reserve — I-Sector records a warranty reserve related to certain software products sold by its
Stratasoft subsidiary. That reserve is classified in accrued expenses and is amortized over the life of the warranty,
which is generally twelve months, against actual warranty expenditures. This warranty reserve relates to the estimate
of warranty obligations from sales of Stratasoft’s call center telephony systems, which consist of Stratasoft’s
software, configured hardware components as well as telephone support relating to Stratasoft’s software products.
This liability amount has been consistently recorded within each period as a charge to cost of goods based upon five
percent of period revenue. This percentage was based upon a review of the costs of providing the warranty work,
which was initially performed in connection with the acquisition of the Stratasoft technology. Stratasoft incurs
numerous types of costs related to the warranty work, which includes labor cost of technicians and programmers,
hardware cost, the cost of developing and uploading software patches related to “bug fixes”, telephone support, and
hardware parts cost related to defective hardware sold as a part of a complete Stratasoft system. The majority of
these costs are individually insignificant amounts for which the cost/benefit relationship does not warrant tracking,
but which we periodically assess and continue to estimate at approximately five percent of Stratasoft sales. As the
actual costs are not tracked, Stratasoft amortizes the recorded amounts to cost of goods and services over the
average life of the contractual warranty period as costs are believed to be incurred ratably over the warranty period.
The difference between the actual warranty costs incurred and the amount of amortization is not considered to be
materially different. The following table depicts the activity in the warranty reserve:

December 31,

2003 2004
Balance, beginning of the period ........ ... . . ... o $ 305 $ 302
Additions t0 TESEIVE. . .. ... 348 493
Expenses offset against reserve ............. ... .. . o o ool _(351)  (434)
Balance, end of period ........ ... . §302 § 36l
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Stock-Based Compensation — The Company has elected to account for employee stock-based compensation
using the intrinsic value method of accounting in accordance with Accounting Principles Bulletin (“APB”) No. 25
“Accounting for Stock Issued to Employees”. Under this method no compensation expense is recognized when the
number of shares granted is known and the exercise price of the stock option is equal to or greater than the fair value
of the common stock on the grant date. The Company has recorded no stock-based compensation associated with
stock options granted to employees and directors in its consolidated statement of operations. I-Sector and its
subsidiaries apply the fair value method as prescribed by SFAS No. 123, as interpreted and amended, for stock and
stock options issued to non-employees and during the years ended December 31, 2003 and 2004, recorded $337 and
$(174) of other additional paid in capital related to compensation to the non-employees. If compensation cost for all
option issuances had been determined consistent with the fair value method, I-Sector’s net loss and net loss per
share would have increased to the pro-forma amounts indicated below.

For purposes of estimating the fair value disclosures below, the fair value of each stock option has been
estimated on the grant date with a Black-Scholes option pricing model using the following weighted-average
assumptions for the 2002, 2003 and 2004 periods; dividend yield of 0% for all periods; expected volatility of 82.1%,
85.7% and 79.8%, respectively; risk-free interest rate of 3.63%, 3.63% and 3.63%, respectively; and expected lives of
7.57, 8.4 and 8.0 years, respectively, from the original date of the stock option grants.

December 31,

2002 2003 2004
Basic:
Net income (loss) as reported ......... ..ot $(384)  $(1,836)  $1,530
Deduct:
Total stock-based employee compensation determined under fair value based
method for all awards, net of related tax effects ....................... (184) (233) (90)
Pro forma net income (10SS) .. ..ottt $(568)  $(2,069)  $1,440
Diluted:
Net income (loss) as reported . ...........iiinininen .. $ (384) $(1,836) $1,530
Deduct:
Adjustment for subsidiary dilution .......... ... ... . i — (29) (550)
Total stock-based employee compensation determined under fair value based
method for all awards, net of related tax effects ....................... (184) (233) (90)
Pro forma net income (10SS) ... ... .ottt $(568)  $(2,098) $ 890
Earnings per share:
Basic —as reported . ... $(0.10) $ (049) $ 0.33
Basic — pro forma . ....... ... ... $(0.15) $ (0.56) $ 0.32
Diluted — as reported. . . ... ..o $(0.10) $ (0.50) $ 0.31
Diluted — pro forma. . ...... ...ttt $(0.15) $ (0.57) $0.18

Earnings Per Share — Basic net income per share is computed on the basis of the weighted-average number of
common shares outstanding during the periods. Diluted net income per share is computed based upon the weighted-
average number of common shares plus the assumed issuance of common shares for all potentially dilutive securities
using the treasury stock method (See Note 4).

Fair Value of Financial Instruments — I-Sector’s financial instruments consist of cash and cash equivalents,
accounts receivable and accounts payable for which the carrying values approximate fair values given the short-term
maturity of the instruments. The carrying value of the Company’s debt instruments approximate their fair value
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based on estimates of rates offered to the Company for instruments with the same maturity dates and security
structures.

Accounting Pronouncements — In January 2003, the FASB issued FASB Interpretation 46 (“FIN 46),
“Consolidation of Variable Interest Entities — An Interpretation of ARB No. 51.” FIN 46 addresses consolidation
by business enterprises of variable interest entities. This Interpretation applies immediately to variable interest
entities created after January 31, 2003, and to variable interest entities in which an enterprise obtains an interest
after that date. It applies in the first fiscal year or interim period beginning after June 15, 2003, to variable interest
entities in which an enterprise holds a variable interest that it acquired before February 1, 2003. On December 17,
2003, the FASB issued FIN 46(R), providing a deferral of the application of FIN 46 for interests held by public
entities in a variable interest entity or potential variable interest entity until fiscal periods ending after March 15,
2004. The Company has assessed the impact of FIN 46 on its financial statements, particularly its relationship with
Allstar Equities, Inc., and adoption of this statement did not have an impact on the Company’s financial statements.

In December 2004, the FASB issued SFAS No. 123(R), which amends SFAS No. 123 and supersedes APB
Opinion No. 25. SFAS No. 123(R) requires compensation expense to be recognized for all share-based payments
made to employees based on the fair value of the award at the date of grant, eliminating the intrinsic value
alternative allowed by SFAS No. 123. Generally, the approach for determining fair value under the original
pronouncement has not changed. However, there are revisions to the accounting guidelines established, such as
accounting for forfeitures, that will change our accounting for stock-based awards in the future.

SFAS No. 123(R) must be adopted in the first annual period beginning after June 15, 2005. The statement
allows companies to adopt its provisions using either of the following transition alternatives:

e The modified prospective method, which results in the recognition of compensation expense using
SFAS No. 123(R) for all share-based awards granted after the effective date and the recognition of
compensation expense using SFAS No. 123 for all previously granted share-based awards that remain
unvested at the effective date; or

e The modified retrospective method, which results in applying the modified prospective method and restating
prior periods by recognizing the financial statement impact of share-based payments in a manner consistent
with the pro forma disclosure requirements of SFAS No. 123. The modified retrospective method may be
applied to all prior periods presented or previously reported interim periods of the year of adoption.

We currently plan to adopt SFAS No. 123(R) on July 1, 2005 using the modified prospective method. This
change in accounting is not expected to materially impact our financial position. However, because we currently
account for share-based payments to our employees using the intrinsic value method, our results of operations have
not included the recognition of compensation expense for the issuance of stock option awards. We have not
calculated the impact of this statement on our previous or future operating results as we are still determining the
appropriate fair value method to be used.

We will be required to recognize expense related to stock options and other types of equity-based compensation
beginning in 2005 and such cost must be recognized over the period during which an employee is required to provide
service in exchange for the award. The requisite service period is usually the vesting period. The standard also
requires us to estimate the number of instruments that will ultimately be issued, rather than accounting for
forfeitures as they occur. Additionally, we may be required to change our method for determining the fair value of
stock options.

In December 2004, the FASB issued Staff Position FSP 109-2, “Accounting and Disclosure Guidance for the
Foreign Earnings Repatriation Provision within the American Jobs Creation Act of 2004” (FSP 109-2), which
provides guidance on accounting for the potential impact of the repatriation provisions of the American Jobs
Creation Act of 2004 (the Jobs Act) on enterprises’ income tax expense and deferred tax liability. The Jobs Act was
enacted on October 22, 2004. FSP 109-2 states that an enterprise is allowed time beyond the financial period of
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enactment to evaluate the effect of the Jobs Act on its plan for reinvestment or repatriation of foreign earnings for
purposes of applying SFAS No. 109. Based on our analysis to date, we are not yet in a position to decide on whether,
or to what extent, we might repatriate foreign earnings under the Jobs Act.

2. Discontinued Operations

Prior to 2002, I-Sector sold three businesses that have contributed to discontinued operations in subsequent
periods. In 1999, I-Sector decided to sell both its computer products reselling business and its PBX telephone
systems dealer business, which together accounted for approximately 90% of total revenue at the time. I-Sector
closed the sale of its PBX telephone systems dealer business, its Telecom Systems division, on March 16, 2000 and
closed the sale of its computer products reselling business, its Computer Products division, on May 19, 2000. On
December 31, 2001, I-Sector finalized the sale of IT Staffing, its computer personnel staffing business.

During the periods specified below, I-Sector recognized a gain on disposal, net of income tax provision, of these
three businesses as follows:

December 31,
2002 2003 2004

IT Staffing, Inc. (net of taxes of $(7), $14 and $—, respectively) ............ $(13) $26 $—
Computer Products Division (net of taxes of $53, 53 and $19, respectively) .... 104 104 39
Telecom Division (net of taxes and taxes of $88, 41 and $—, respectively) ... .. 171 80 (1)
Gain on disposal of discontinued operations, net of taxes .................... $262  $210  $38

The balance sheet caption “Net liabilities related to discontinued operations” contains $557 and $625 at
December 31, 2003 and 2004, respectively, of estimated future expenses related to the winding up of the IT Staffing
business, the Telecom Division and the Computer Products Division, and includes amounts related to settlement of
pending litigation and to Telecom warranties. An additional $85 relating to the rebate repayment claims from a
former vendor was reclassified from accrued liabilities to net liabilities related to discontinued operations during
2004. The Company also reduced $17 of reserves for legal costs relating to the Computer Products division.

3. Accounts and Notes Receivable

Accounts receivable consisted of the following:
December 31,

2003 2004
Accounts Teceivable . . .. ... $10,276  $29,421
Accounts receivable retained — discontinued operations ...................... 93 89

Allowance for doubtful accounts .......... ... ... .. . i (612)  (1,274)

................................................................. $ 9,757  $28,236

Notes receivable short-term consisted of the following:

December 31,

2003 2004
Notes receivable, short-term . .......... ... $1,049  $2,103
Allowance for doubtful accounts, short-term .............. ... ... ... ... .. ... _(373) (872)
Total ..o $ 676 $1,231




I-SECTOR CORPORATION AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

Notes receivable long-term consisted of the following:

December 31,

Notes receivable, long-term .. ... ... $ 502 $ 457
Allowance for doubtful accounts, long-term.......... ... ... ... ... ... ... ... _(250) (250)
Total ..o $ 252§ 207

4. Property and Equipment

Property and equipment consisted of the following:
December 31,

2003 2004
Equipment . . ... $§ 270 $ 292
Computer EqUIPMENT. . ..o\ttt e 1,888 2,658
Furniture and fiXtUres . ... ...t 330 382
Leasehold improvements. . .. ...ttt 623 747
Vehicles ... 47 105

3,158 4,184
Accumulated depreciation and amortization ............. ... ... 0., (1,887)  (2,397)
TOtal . oo $ 1,271 $ 1,787

Property and equipment are depreciated over their estimated useful lives ranging from three to ten years using
the straight-line method. Depreciation expense totaled $356, $466 and $513 for 2002, 2003 and 2004, respectively.
Assets under capital leases at December 31, 2003 and 2004 totaled $63 and $63 with $1 and $6 of recorded
amortization for 2003 and 2004, respectively.
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5. Segment Information

I-Sector has four reportable segments: INX, Stratasoft, Valerent and Corporate. Corporate is not an operating
segment. The accounting policies of the business segments are the same as those for I-Sector. I-Sector evaluates
performance of each segment based on operating income. Management views accounts receivable and inventory and
not total assets in their decision-making. Inter-segment sales and transfers are not significant and are shown in the
Eliminations column in the following table. The tables below show the results of the four reportable segments:

For the year ended December 31, 2004:

INX Stratasoft Valerent Corporate Eliminations Consolidated

Revenue:

Products.......................... $71,646 $ — $1,829 $ — $(795) $72,680

Services . ... 6,280 — 5,113 — — 11,393

Custom projects ................... — 8,996 — — — 8,996
Total revenue ........... ... ... ... ... 77,926 8,996 6,942 — (795) 93,069
Cost of goods and services:

Products.......................... 60,302 — 1,687 — (795) 61,694

Services . ... 4,183 — 3,090 — — 7,273

Custom projects ................... — 4,150 — — — 4,150
Cost of goods and services ............ 64,985 4,150 4,777 — (795) 73,117
Gross profit ............. .. ... ... 12,941 4,846 2,165 — — 19,952
Selling, general and administrative

CXPETNSES . v v v v e e ee e e 10,295 5,100 1,886 973 — 18,254
Operating income (loss) .............. $ 2,646 $(254) $ 279 $(973) $ — 1,698
Interest and other income (expense), net (108)
Income from continuing operations

before income taxes ................ 1,590
Income tax expense .................. 19
Net income from continuing operations

before minority interest ............. 1,609
Minority interest .. ................... (117)
Gain on disposal of discontinued

operations, net of taxes ............. 38
Netincome ..., $ 1,530
Selected Balance Sheet Information:

Trade accounts receivable, net ....... $25,847 $ 803 $1,497 $ 89 $§ — $28,236

Inventory ......................... $ 1,000 $ 697 $ 81 $ — $ — $ 1,778
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For the year ended December 31, 2003:

INX Stratasoft Valerent Corporate Eliminations Consolidated
Revenue:
Products. .......ccooeiineenon.. $45,749 ¢ — $1,573 $ — $(422) $46,900
Services . ... 4,226 — 3,503 — 4) 7,725
Custom projects ................... — 7,527 — — — 7,527
Total revenue ........... ... ... ... ... 49975 7,527 5,076 — (426) 62,152
Cost of goods and services:
Products........... ... .. ... . . ... 40,060 — 1,421 — (421) 41,060
Services .. ... 2,976 — 2,412 — (5) 5,383
Custom projects ................... — 2,982 — — — 2,982
Cost of goods and services ............ 43,036 2,982 3,833 — (426) 49,425
Gross profit ............. .. ... ... 6,939 4,545 1,243 — — 12,727
Selling, general and administrative
CXPETNSES . v v v v e e ee e e 6,045 5,888 1,963 1,165 — 15,061
Operating income (loss) .............. $ 894  $(1,343) $(720) $(1,165) $ — (2,334)
Interest and other income, net ......... 107
Loss from continuing operations before
INCOME taxes . ....oovvvvvnenennnn.. (2,227)
Benefit from income taxes............. 181
Net loss from continuing operations. . . .. (2,046)
Gain on disposal of discontinued
operations, net of taxes ............. 210
Netloss ..o $(1,836)
Selected Balance Sheet Information:
Accounts receivable, net ............ $ 7898 $ 978 $ 788 § — $ — $ 9,664
Accounts receivable retained from
discontinued operations, net ....... 93
Total accounts receivable, net........ $ 9,757
Inventory .............covvuuno.o... $ 365 $§ 657 §$§ 16 § — $ — $ 1,038
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For the year ended December 31, 2002:

INX Stratasoft Valerent Corporate Eliminations Consolidated

Revenue:

Products ......................... $28,990 $ — $ 1,092 $ — $(277) $29,805

Services . ... 1,748 — 3,900 (1) 5,647

Custom projects .................. — 6,569 — — 6,569
Total revenue . ...................... 30,738 6,569 4,992 — (278) 42,021
Cost of goods and services:

Products ......... ... ... .. ... .. 25,659 — 1,055 — (277) 26,437

Services . ... 1,658 — 2,738 — (1) 4,395

Custom projects .................. — 2,920 — — — 2,920
Cost of goods and services . ........... 27,317 2,920 3,793 — (278) 33,752
Gross profit .............. .. ... . ..., 3,421 3,649 1,199 — — 8,269
Selling, general and administrative

EXPENSES © v v et e e 3,545 3,922 2,236 922 — 10,625
Operating income (loss) ............. $ (124) $(273) $(1,037) $(922) $ — (2,356)
Interest and other income, net ........ 115
Loss from continuing operations before

income taxes ..................... (2,241)
Benefit from income taxes ............ 1,595
Net loss from continuing operations . . . . (646)
Gain on disposal of discontinued

operations, net of taxes............. 262
Netloss ..o $ (384)

International sales accounted for $1,851, $3,179 and $2,132 or 4.4%, 5.1% and 2.3% of consolidated revenue in
2002, 2003 and 2004, respectively, and were primarily in the Stratasoft segment. International sales accounted for
23.7% of the Stratasoft segment revenue in the year ended December 31, 2004. International sales are derived
primarily from United States, Canada, the United Kingdom, Germany, Greece, India, Egypt, The Philippines,
Japan and Grenada.

The INX segment had one customer, Micro System Enterprise, Inc./ Acclaim Professional Services (“MSE”),
an agent related to the DISD E-Rate funded program that represented 16.1% of the consolidated revenue for the
year ended December 31, 2004 and 49.5% of the net account receivables at December 31, 2004. The Company had
no single customer that represented 10% or more of our total consolidated revenue during the years ended
December 31, 2002 or 2003.

6. Earnings Per Share

Basic EPS is computed by dividing net income (loss) by the weighted-average number of common shares
outstanding for the period. Diluted EPS is based on the weighted-average number of shares outstanding during each
period and the assumed exercise of dilutive stock options and warrants less the number of treasury shares assumed
to be purchased from the proceeds using the average market price of the Company’s common stock for each of the
periods presented.
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The potentially dilutive options of 101,318 and 215,395 for the years ended December 31, 2002 and 2003,
respectively, were not used in the calculation of diluted earnings since the effect of potentially dilutive securities in
computing a loss per share is antidilutive. For the year ended December 31, 2004 no options were excluded in the
calculation of diluted earnings.

The potentially dilutive options of the Company’s wholly-owned subsidiary, Internetwork Experts, Inc., (see
Note 14) did not impact the calculation of I-Sector’s earnings per share for 2002 since the effect would have been
antidilutive. In 2003, net loss from continuing operations for purposes of computing the loss per share increased $29
for the assumed exercise of INX options under the treasury method, and in 2004 the net income from continuing
operations for purposes of computing the earnings per share decreased $550 for the assumed exercise of INX
options under the treasury method.

December 31,

2002 2003 2004
Numerator for basic earnings per share:
Net income (loss) from continuing operations before
minority interest. ........... ... $ (646) $ (2,046) $ 1,609
Minority interest . ............ i — — (117)
Gain on disposal of discontinued operations, net of taxes. .. 262 210 38
Net income (10SS) . ..ot $ (384) $ (1,836) $ 1,530
Numerator for diluted earnings per share:
Net income (loss) from continuing operations before
MINOTItY INterest. . ..o vt $ (646) $ (2,046) $ 1,609
Minority interest ............c..iiiiiii — — (117)
INX income attributable to potential minority interest net
income (loss) from continuing operations used in
computing loss per share. ........................... — (29) (550)
Net income (loss) from continuing operations used in
computing income (loss) per share..................... (646) (2,075) 942
Gain on disposal of discontinued operations, net of taxes. . ... 262 210 38
Net income (10SS) .. ..ottt $ (334) $ (1,865) $ 980

Denominator for basic earnings per share — weighted-average
shares outstanding .. ........ ... ... ... i, 3,709,689 3,691,052 4,569,507

Effect of dilutive securities:

Shares issuable from assumed conversion of common stock
options and restricted stock .............. ... ... .. .. — — 434,886

Denominator for diluted earnings per share —
weighted-average shares outstanding .................... 3,709,689 3,691,052 5,004,393

There were warrants to purchase 176,750 shares of common stock for 2002 which were not included in
computing diluted earnings per share because the inclusion would have been anti-dilutive. During the three months
ended September 30, 2002 such warrants expired and the carrying value of the warrants was recognized as
additional paid in capital. For 2004 we did not include 50,000 warrants issued in 2004 to purchase units, nor did we
include 635,000 warrants issued in 2004 to purchase common stock in determination of the dilutive shares since
their exercise prices exceeded the $7.65 per share price of the common stock on December 31, 2004.
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7. Debt

On September 27, 2001, Stratasoft, a subsidiary of I-Sector, signed a note payable to a third party for $725,
payable in monthly installments through February 2007. The note does not bear interest and [-Sector has imputed
interest at 5.5% to record the debt and related patent license asset and has recorded interest of $30, $17 and $12 in
2002, 2003 and 2004, respectively. This note is collateralized by Stratasoft’s patent license assets and Stratasoft has
granted a security interest in its pending patent application and the next two patent applications filed by Stratasoft.
In connection with this note payable, I-Sector has short-term debt maturing within one year of $80 and long-term
debt of $103 at December 31, 2004.

In December 2003, I-Sector signed a 36 month non-cancelable capital lease for the purchase of equipment.
I-Sector imputed interest at 10% to record the debt on which I-Sector has recorded $0 and $6 of interest in 2003
and 2004, respectively. In connection with this capital lease, I-Sector has recorded short-term debt maturing within
one year of $17 and long-term debt of $19 at December 31, 2004.

In connection with its credit agreement for the purchase of inventory discussed immediately below, $1,688 and
$8,122 of the outstanding balance on such credit line was interest bearing at December 31, 2003 and 2004,
respectively, and is reflected as short-term debt in the accompanying balance sheets.

I-Sector and Textron revised the Floorplan Loan agreement on September 30, 2004 to increase the floorplan
line of credit to $25,000. Under the revised agreement the aggregate outstanding principal amount of all Floorplan
Loans shall not, at any time, exceed the sum of (a) 80% of the aggregate net invoice prices of all Eligible Receivable
plus (b) (i) for so long as the Borrower is discharging its undertakings in respect of the Master Dallas Independent
School District Contract (DISD) or any DISD Receivable is owing to it, 90% of the invoice price of (1) all
Floorplanned Inventory and (2) all DISD Inventory that is Eligible Inventory, provided that the sum of the
amounts in clauses (1) and (2) above shall be limited to the lesser of $9,000 or 35% of the net invoice prices of all
outstanding Eligible Receivables and (ii) after the Borrower has discharged its undertakings in respect of the
Master DISD Contract and all DISD Receivables owing to it have been paid, the least of (1) 90% of the invoice
price of all Floorplanned Inventory, (2) 30% of the net invoice prices of all outstanding Eligible Receivables and
(3) $6,000. Borrower shall, within two (2) Business Days of the aggregate outstanding principal amount of the
Floorplan Loans exceeding at any time the aforesaid sum, prepay the Floorplan Loans in an aggregate principal
amount sufficient so that this covenant shall not be violated. Inventory floor plan borrowings are reflected in
accounts payable in the accompanying consolidated balance sheets, except for $1,688 and $8,122 that is interest
bearing and is reflected in short term debt in the accompanying consolidated balance sheets at December 31, 2003
and December 31, 2004, respectively. Borrowings accrue interest at the prime rate (5.25% at December 31, 2004)
plus 2.5% on outstanding balances that extend beyond the vendor approved free interest period. This agreement is
collateralized by substantially all of I-Sector’s assets except its patent license assets. The loan agreement contains
restrictive covenants measured at each quarter end and requires I-Sector to maintain minimum tangible capital
funds; maintain indebtedness to tangible capital funds ratio; minimum working capital; minimum cash on hand;
minimum current ratio; and minimum earnings before interest, taxes, depreciation and amortization (EBITDA).
On December 29, 2004 I-Sector as stipulated in the revised agreement entered into a Memorandum of
Understanding (MOU) with Micro System Enterprise, Inc. (MSE) and Textron among other members of the
DISD consortium regarding the payment procedures under the Master DISD Contract when such agreement has
been finalized among such parties. At December 31, 2004, I-Sector was in compliance with those loan covenants
effective at that date and anticipates that it will be able to comply with its loan covenants for the next twelve
months. In the event [-Sector does not maintain compliance, it would be required to seek waivers from Textron and
Silicon Valley Bank (a participating partner with Textron) for those events, which, if not obtained, could accelerate
repayment and require I-Sector to seek other sources of finance. At December 31, 2004, I-Sector had $16,024
outstanding on inventory floor plan finance borrowings, and the remaining credit availability was $8,976, subject to
borrowing limitations as described above.
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The weighted-average interest rate for borrowings under all credit line arrangements in effect during, 2002,
2003 and 2004 was 0%, 6.73% and 7.37%, respectively. Interest expense on all credit lines was $0, $29 and $189 for
the years ended December 31, 2002, 2003 and 2004, respectively. Maturities of the debt at December 31, 2004 are
as follows:

20005 L $8,220
20000 .. 115
200 e 7
TOtal . .o $8,342

8. Income Taxes

The provision for income taxes consisted of the following:
Year Ended December 31,

2002 2003 2004

Current provision (benefit):

Federal . . ..o $(1,595) $(181) $(19)

72 P — — —
Total current provision (benefit) .............. .. ... ... .. .. .. .. ..... (1,595)  (181)  (19)
Deferred provision (benefit) ........ ... ... ... — — —
Total benefit form continuing operations ... ................cuiuneon.. (1,595)  (181)  (19)
Total benefit from discontinued operations ......................o.un.. — — —
Total provision for gain on disposal ........... ... ... . .. ... 136 108 19
Total. oot $(1,459) $ (73) $ —

The total provision for income taxes for continuing operations during the years ended December 31, 2002, 2003
and 2004 varied from the U.S. federal statutory rate due to the following:

Year Ended December 31,

2002 2003 2004

Federal income tax at statutory rate................cooveiiiinnnn.... $ (762) $(757) $ 541
Tax benefit of non-qualified options .. ........ ... ... . ... oo, — — (568)
Non-deductible eXpenses . .. .....vui i 18 20 67
Other .. — (2) 182
Valuation allowance ..............i it (851) 558 (241)
Total benefit from continuing operations ........................... $(1,595) $(181) $ (19)
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Net deferred tax assets computed at the statutory rate related to temporary differences were as follows:

December 31,

2003 2004
Net deferred tax assets (liabilities):
Accounts and notes receivable .. ... ... $ 458 § 598
Closing and SEVETANCE COSES . .. .ttt t ettt e e e 189 212
Deferred SErvice reVeNUE . . . ... vttt e et et et (35) (344)
InVentOry . . o e 13 17
Amortization of intangibles ......... .. ... ... (17) 9)
Depreciation . . ...ttt (63) (27)
Net operating loss carryforward .. ......... ... .. i 806 663
Total .« 1,351 1,110
Less: Valuation allowance. .............i it it (1,351)  (1,110)
TOtal . $8 — 5 —

Due to the company’s recurring losses, a valuation allowance was established to fully offset the net deferred tax
assets at December 31, 2003 and 2004.

At December 31, 2004, I-Sector has a net operating loss (NOL) carryforward for federal income tax reporting
purposes of approximately $1,950. Since United States tax laws limit the time during which an NOL may be applied
against future taxable income and tax liabilities, I-Sector may not be able to take full advantage of its NOL
carryforward for federal income tax purposes. The carryforward will expire in 2023 if not otherwise used. A change
in ownership, as defined by federal income tax regulations, could significantly limit I-Sector’s ability to utilize its
carryforward.

During 2003 and 2004, a significant number of non-qualified options were exercised creating an excess income
tax benefit for I-Sector. This benefit will be utilized to the extent that I-Sector has tax basis income that was not
offset by net operating loss (NOL) carryforwards. At December 31, 2004, approximately $243 of the valuation
allowance has been attributed to “excess benefit due to options.” The company will use this portion only when the
valuation allowance has been reduced by approximately $420. Any tax benefit that is realized in subsequent years
from the reduction of the valuation allowance established related to these options will be recorded as an expense and
additional paid-in capital.

On March 9, 2002, President Bush signed into law the Job Creation and Worker Assistance Act of 2002. The
law provides for the carryback of net operating losses for any taxable year ending during 2001 and 2002 to each of
the 5 tax years preceding the loss year. Previously, a net operating loss was only eligible to be carried back to the
2 years preceding the year of loss. As a result of the change in the carryback period, I-Sector recognized a tax
benefit of $73 and $ — in the years ended December 31, 2003 and 2004, respectively. Additionally, on July 24, 2003
the Company received $561 in tax refunds.
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9. Accrued Expenses

Accrued expenses consisted of the following:

December 31,

2003 2004

Sales tax payable . . ... ..o $ 3714 $ 336
Accrued employee benefits, payroll and other related costs ...................... 1,359 2,279
AcCTued ProPerty taXeS . vttt t e e e 4 8
Accrued offering CoStS. . ... v it 317 —
Accrued Warranty COSTS . . .. v vttt ettt e e e e e e 302 361
Other. o 320 1,187

Total .o $2,676  $4,171

10. Commitments and Contingencies

Litigation — In August 2002, Inacom Corp. (“Inacom”) filed a lawsuit in the District Court of Douglas
County, Nebraska styled Inacom Corp v. I-Sector Corporation, f/k/a Allstar Systems, Inc., claiming that I-Sector
owed the sum of approximately $570 to Inacom as a result of Inacom’s termination of a Vendor Purchase
Agreement between Inacom and I-Sector. I-Sector believes that the claim is without merit and intends to
vigorously contest the demand.

I-Sector is also party to other litigation and claims which management believes are normal in the course of its
operations. While the results of such litigation and claims cannot be predicted with certainty, I-Sector believes the
final outcome of such matters will not have a materially adverse effect on its results of operations or financial
position.

Leases — I-Sector leases office space from Allstar Equities, Inc. Rental expense under this agreement
amounted to approximately $446, $446, and $446 during years ended December 31, 2002, 2003 and 2004,
respectively. Additionally, future minimum rentals on other operating leases amount to approximately $358 in 2005,
$341 in 2006, $228 in 2007 and $206 in 2008. Amounts paid during the years ended December 31, 2002, 2003 and
2004, under such agreements totaled approximately $131, $295 and $270, respectively.

401 (k) Plan — 1-Sector maintains a 401 (k) savings plan wherein I-Sector matches a portion of the employee
contribution. In addition, I-Sector has a discretionary matching fund based on the net profitability of I-Sector. All
full-time employees who have completed 90 days of service with I-Sector are eligible to participate in the plan.
Declaration of the discretionary portion of the matching fund is the decision of the Board. I-Sector has made no
additional contributions to the plan for the years ended December 31, 2002, 2003 or 2004. Under the standard
I-Sector matching program, I-Sector’s match was $27, $31 and $39 for the years ended December 31, 2002, 2003
and 2004, respectively.

11. Related Party Transactions

The Company leases office space from Allstar Equities, Inc., a Texas corporation (“Equities”), a company
wholly owned by the CEO. On December 1, 1999 Equities purchased the Company’s corporate office building and
executed a direct lease with us with an expiration date of December 31, 2004. In conjunction with Equities obtaining
new financing on the building, a new lease was executed with the Company on February 1, 2002 with an expiration
date of January 31, 2007.
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From time to time, I-Sector makes short-term loans and travel advances to its non-executive employees. The
balance of approximately $17 relating to these loans and advances is included in the Company’s balance sheet and

reported as part of Accounts receivable — other at December 31, 2004.

12. Intangible Assets

December 31, 2003 December 31, 2004
Gross Gross Weighted
Carrying Accumulated Carrying Accumulated Amortization
Amount Amortization Amount Amortization Years
Amortized intangible assets
Patent licenses right................ $1,114 $265 $1,114 $ 375 6.71
Customer list ..................... 602 231 836 492 1.31
Other............. ... ... ... ... 168 104 168 138 0.90
Total « .o $1,884 $600 $2,118 $1,005

The estimated aggregate amortization expense for each of the next five years and thereafter is as follows:

2005 L $ 418
2006 . . 175
2007 L 110
2008 L 110
2000 L 110
Thereafter . ... ... o ~ 190

Total. .o $1,113

On April 7, 2003, I-Sector’s subsidiary, INX, acquired certain assets and liabilities of one of its competitors,
Digital Precision, Inc. (“Digital”). Under the terms of the purchase, INX acquired fixed assets valued at $63,
inventory valued at $101 and intellectual property, customer lists, trademarks, trade names and service marks,
contract rights and other intangibles of Digital valued at $376, as well as assumed certain operating leases of
equipment and office space with a net future obligation of $548. The office space in Dallas, TX was subleased with
future rentals of $234. The intangibles are subject to amortization and have a three year expected life. The purchase
price was $540 in cash and, contingent upon the retention of certain key employees, the obligation to issue
1,800,000 shares of INX common stock in April 2004. That contingency was resolved in April 2004 when INX
issued 1,800,000 shares to the certain key employees, and I-Sector recognized a minority interest of $162 in its
consolidated balance sheet related to the issuance of INX’s common stock (see Note 14). No goodwill was
recognized in the acquisition. The results of operations subsequent to April 2003 and prior to April 2004 are
included in I-Sector’s consolidated statement of operations. At December 31, 2004 I-Sector recognized minority
interest of $117 in its consolidated statement of operations related to the INX operating income subsequent to
April 7, 2004 and $279 in its consolidated balance sheet.

13. Stockholders’ Equity
Stock Option Plans

Under the 1996 Incentive Stock Plan (the “1996 Incentive Plan’) and the 1996 Non-Employee Director Stock
Option Plan (the “Director Plan”) as approved by the shareholders, I-Sector’s Compensation Committee may
grant up to 417,500 shares of common stock, which have been reserved for issuance to certain employees of
I-Sector. At December 31, 2004, 5,150 shares were available for future grant under the 1996 Incentive Plan. The
1996 Incentive Plan provides for the granting of incentive awards in the form of stock options, restricted stock,
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phantom stock, stock bonuses and cash bonuses in accordance with the provisions of the plan. Additionally, no
shares may be granted after the tenth anniversary of the 1996 Incentive Plan’s adoption. I-Sector has reserved for
issuance, under the Director Plan, 100,000 shares of common stock, subject to certain anti-dilution adjustments, of
which no shares were available for future grants at December 31, 2004. The Director Plan provides for a one-time
option by newly elected directors to purchase up to 5,000 common shares, after which each director is entitled to
receive an option to purchase up to 5,000 common shares upon each date of re-election to I-Sector’s Board of
Directors. Options granted under the Director Plan and the 1996 Incentive Plan have an exercise price equal to the
fair market value on the date of grant and generally expire ten years after the grant date.

In May 2000, I-Sector adopted the 2000 Stock Incentive Plan (the “2000 Incentive Plan”) as approved at the
annual shareholder’s meeting. At the August 20, 2003 shareholder’s meeting, the 2000 Incentive Plan was amended
and restated, including a change in the name of the plan to I-Sector Corporation Incentive Plan (“I-Sector
Incentive Plan”) and amendments to make it compliant with both the Sarbanes-Oxley Act of 2002 and with
Section 162(m) and other sections of the Internal Revenue Code. Additionally, the plan was amended to increase
the number of shares of common stock available for granting stock options to 600,000 in 2003. At the December 30,
2004 shareholder’s meeting I-Sector Incentive Plan was amended to increase the number of shares of common
stock available for stock option grants to 900,000. The I-Sector Incentive Plan provides for the granting of incentive
awards in the form of stock-based awards and cash bonuses in accordance with the provisions of the plan. All
employees, including officers, and consultants and non-employee directors are eligible to participate in the I-Sector
Incentive Plan. Generally, the Compensation Committee has the discretion to determine the exercise price of each
stock option under the I-Sector Incentive Plan, and they must be exercised within ten years of the grant date, except
those classified as Incentive Stock Option (“ISO”) grants to a 10% or greater stockholder. ISO options grants to a
10% or greater stockholder must be exercised within five years of the grant date. The exercise price of each ISO
option grant may not be less than 100% of the fair market value of a share of common stock on the date of grant
(110% in the case of a 10% or greater stockholder). At December 31, 2004, 339,500 shares were available for future
option grants under the I-Sector Incentive Plan.
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The activity of employees in all plans is summarized below:

Options outstanding at beginning of the
period

Granted during the period

Exercised during the period .............

Transfers to non-employees
Canceled during the period

Options outstanding at end of period

Options exercisable at end of period. . ....

Options outstanding price range

Weighted average fair value of options

granted during the period .............
Options weighted average remaining life ..

$0.82 to $1.99
$2.00 to $2.99
$3.00 to $3.99
$4.00 to $4.99

$5.00 t0 $8.06 . ...t

Year Ended December 31,

2002 2003 2004
Weighted Weighted Weighted
Average Average Average
Exercise Exercise Exercise
Shares Price Shares Price Shares Price
399,812 $1.48 396,042 $1.47 501,966 $2.85
25,000 1.20 338,760 3.58 95,000 7.52
— — (222,736) 1.44 (58,665) 3.47
(11,330) 99 — —
(17,440)  1.66 (10,100)  1.36 (21,480)  2.13
396,042 $1.47 501,966 $2.85 516,821 $3.70
369,312 $1.46 259,406 $1.81 357,287 $2.83
$0.82 $0.82 $0.82
to $7.62 to $8.06 to $8.06
$1.20 $2.55 $7.52
6.29 8.39 .77
Years Years Years
Employee and Director
Outstanding Exercisable
Weighted
Average Weighted Weighted
Remaining Average Average
Outstanding Contractual Exercise Exercisable Exercise
Shares Life Price Shares Price
........ 164,421 5.29 $1.41 143,855 $1.37
........ 90,600 8.28 2.63 90,430 2.63
........ 156,800 8.76 4.14 104,668 4.14
........ 105,000 9.72 7.57 18,334 7.72
........ 516,821 7.77 $3.70 357,287 $2.83

Employees affected by the sale of the Telecom Division on March 16, 2000 and of the Computer Products
Division on May 19, 2000 (See Note 2) retained their respective stock option grants received prior to I-Sector’s
disposal of these divisions. In addition, certain affected employees were eligible and received stock options awards
subsequent to their termination dates. The affected employees’ awards will vest or continue to vest according to the
periods specified in their respective stock option agreements, generally five years, contingent upon the employment

with the respective division’s acquirer.
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The activity of options to the non-employee group is summarized below:
Year Ended December 31,

2002 2003 2004
Weighted Weighted Weighted
Average Average Average
Exercise Exercise Exercise
Shares Price Shares Price Shares Price
Options outstanding at beginning of the
period . ... ... 181,483 $1.45 168,280 $1.43 187,532 $1.92
Transferred from employee plan ......... 10,200 0.99 — —
Exercised during the period ............. — — (98,748) 1.56 (41,680) 1.83
Grants during the period ............... — — 118,000 2.32
Canceled during the period ............. (23,403) 1.72 — — (9,752) 1.54
Options outstanding at end of period .. ... 168,280 $1.43 187,532 $1.92 136,100 2.11
Options exercisable at end of period . .. ... 151,859 $1.42 165,492 $1.62 136,100 2.11
Options outstanding price range ......... $1.06 $1.06 $1.06
to $2.31 to $4.14 to $4.14
Options weighted average remaining life .. 3.13 5.33 7.59
Years Years Years

Non-Employee

Outstanding Exercisable
Weighted

Average Weighted Weighted

Remaining Average Average

Outstanding Contractual Exercise Exercisable Exercise
Shares Life Price Shares Price

$0.821t0 8199 ... 113,500 7.55 $1.82 113,500 $1.82
$2.00t0 8299 ... 6,600 5.33 2.25 6,600 2.25
$3.00t0 $3.99 ... — — — — —
$4.00t0 $4.99 ... 16,000 8.76 4.14 16,000 —
$5.00t0 $6.00 . ... i — — — — —
Total ... 136,100 7.59 $2.11 136,100 $2.11

Capital Stock — Holders of I-Sector’s common stock are entitled to one vote per share on all matters to be
voted on by shareholders and are entitled to receive dividends, if any, as may be declared from time to time by the
Board of Directors of I-Sector (the “Board”). Upon any liquidation or dissolution of I-Sector, the holders of
common stock are entitled, subject to any preferential rights of the holders of preferred stock, to receive a pro rata
share of all of the assets remaining available for distribution to shareholders after payment of all liabilities. There are
no shares of preferred stock issued or outstanding.

Restricted Stock — At December 31, 2002, I-Sector had 1,200 shares of restricted stock with a par value of
$0.01 per share outstanding. The 1,200 shares, valued at $1.563 per share, vested ratably at the end of each one year
period over a five year period from the date of issuance. At December 31, 2003, all restrictions on these shares have
lapsed.
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14. Subsidiary Stock Option Plan

Each of I-Sector’s three primary subsidiaries had an incentive stock option plan in place, but all of the
subsidiary plans except for INX were terminated in December 2003. The INX plan has not been presented to the
shareholders of I-Sector for approval. INX has granted incentive awards under its incentive plan, and such awards
have been granted to certain employees and to management of INX. Under INX’s plan such options vest typically
ratably over three to five years. In December 2003, the Company amended option agreements with INX’s two most
senior executives to convert to a fixed S5-year vesting schedule from one that was determined based on the
percentage of attainment of predefined financial goals by INX. No stock-based compensation was recorded as the
exercise price equaled or exceeded management’s estimated fair value of the INX common stock. Any unvested
INX stock options may vest immediately upon the occurrence of a liquidity event for that subsidiary. 5,431,500 of
the options contain an exercise restriction which only allows vested options to be exercised upon the occurrence of a
liquidity event or one month prior to the option’s expiration date. The INX options expire ten years after the grant
date if they are not exercised. The INX stock option grants are subject to dilution when I-Sector purchases
additional shares of the subsidiary stock in order to keep the subsidiary sufficiently capitalized. INX has 8,255,038
options granted and outstanding, of which 4,260,183 are vested and 1,476,182 are exercisable at December 31, 2004.
The outstanding options have exercise prices ranging from $0.01 to $0.25 per share with a weighted average of
$0.16 per share. There are no shares in INX’s plan available to be issued at December 31, 2004 and INX’s plan has
been amended, effective December 31, 2003 so that no further options may be granted under the plan. The tables
below reflect the ownership of INX at December 31, 2004 and summarize the potential dilutive effect on I-Sector’s
ownership in INX if all options granted at December 31, 2004 were fully vested and option grants were exercised,
and include the effects of the issuance of stock in 2004 relating to INX’s acquisition of certain assets and liabilities
of Digital Precision, Inc. The table does not assume any repurchase of shares with proceeds from option exercises.

INX Percent of
Common Stock Total
Ownership of INX shares at December 31, 2004:
Common Stock owned by I-Sector ............ ... .. ... .. .. ... ... 21,834,333 92.4%
Common Stock owned by others(5) ........... ... .. ... .. 1,800,000 7.6%
Total Common Stock Outstanding .................. ... ........... 23,634,333 100.0%
Potential Future I-Sector Dilution of Ownership:
Common Stock owned by I-Sector at December 31, 2004.............. 21,834,333 68.5%
Common Stock owned by others at December 31, 2004(5) ............ 1,800,000 5.6%
Options granted and outstanding at December 31, 2004 (1) (2) (3) (4) (5) 8,255,038 25.9%
Total at December 31, 2004 . ... ... ... . e 31,889,371 100.0%

(1) Options granted and outstanding at December 31, 2004 include option grants for 4,100,000 shares of INX
granted to the two senior executives of INX and vesting of these option grants was performance-based relating
to the percentage of predefined financial goals attained by INX while these two senior executives remain
employed. In December 2003, these option agreements were amended to convert to a fixed 5-year vesting
schedule.

(2) Included in the option grants outstanding at December 31, 2004 are grants for 1,881,692 shares granted to key
employees related to the acquisition Digital Precision, Inc. Grants for 500,000 of these shares vested April
2003. The balance of the grants for 1,381,692 shares, which were granted in November 2003, vest over three
years, starting in April 2004.

(3) During the year ended December 31, 2003, INX granted fully vested options to purchase 1,200,000 shares of
INX at an exercise price of $0.25 per share to the CEO and Chairman of the Board of I-Sector Corporation.
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Such option grant was voluntarily canceled by the CEO and Chairman of the Board of I-Sector Corporation in
February 2004 concurrent with the issuance of a warrant for 1.2 million Shares to [-Sector on similar terms.
During the year ended December 31, 2003, INX granted fully vested options to purchase 300,000 shares at an
exercise price of $0.25 per share to the President and CEO of INX. In addition, INX granted options vesting
over three years to various other employees during the year ended December 31, 2003.

(4) The remainder of the shares included in INX option grants outstanding at December 31, 2003 vest over either
three or five years based upon continued employment by INX of the individuals to whom such grants have been
made. All options granted by INX expire in ten years if unexercised.

(5) On December 29, 2004, I-Sector’s Board of Directors authorized an exchange of the minority interest and
potential minority interest in INX for an interest in I-Sector, subject to negotiating and entering into a
definitive agreement with the security holders of the minority interest and subject to I-Sector shareholder
approval. (See Note 18)

15. Warrants

Included in the units issued by I-Sector on May 7, 2004 were 575,000 warrants to purchase common stock at
an exercise price of $12.45 per share. These warrants are exercisable through May 7, 2009 and are subject to
redemption by I-Sector at a price of $0.25 per warrant upon 30 days notice to the holders; however, we may only
redeem the warrants if the closing price for our stock, as reported on the principal exchange on which our stock
trades, for any five consecutive days has equaled or exceeded $16.60.

On May 7, 2004 I-Sector issued warrants to the underwriters to purchase up to 50,000 units at an exercise price
equal to $19.92 per unit. These warrants are exercisable during the four-year period beginning May 7, 2005 which is
one year from the date of the prospectus. Pursuant to NASD Rule 2710(g), these warrants cannot be sold,
transferred, assigned, pledged or hypothecated by any person for a period of one year following the effective date of
the offering, except to any NASD member participating in the offering, to bona fide officers, by operation of law or if
we are reorganized, so long as the securities so transferred remain subject to the same transfer restriction for the
remainder of the one-year period. The holder of the representative’s warrant will have, in that capacity, no voting,
dividend or other stockholder rights.

In May 2004 I-Sector issued warrants to an investor relations firm, in return for services, to purchase up to
60,000 shares of common stock at an exercise price equal to $14.00 per share. These warrants are exercisable during
the 12 month period beginning May 20, 2005.

16. Minority Interest

During April 2004, INX ceased to be a wholly-owned subsidiary as the result of the issuance of INX common
stock to the former owners of Digital Precision, which INX acquired in April 2003. In connection with that
acquisition, INX agreed to issue to the seller 1.8 million shares of INX common stock as additional purchase
consideration for their business if certain employees remain employed through April 4, 2004, the first anniversary of
the acquisition. These conditions were met and the INX common stock was issued in April 2004. At the time of
issuance of INX common stock I-Sector recognized an additional customer list value of $234 determined by using
the valuation model of INX common stock that yielded a per share value of $0.13 and is amortizing this amount
over two years. When the issuance of INX stock occurred, I-Sector’s ownership percentage of INX’s common stock
declined to 92.38% and I-Sector recognized $162 of minority interest in its balance sheet at that time.

17. Completion of Public Offering

On May 12, 2004, the Company closed a public offering of 500,000 Units. The Units began trading on May 7,
2004, on the American Stock Exchange under the symbol ISR.U. Each Unit consists of two shares of common
stock and one warrant to purchase one share of common stock at a price of $12.45. The Units were offered at a

67



I-SECTOR CORPORATION AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

public offering price of $16.60 per Unit resulting in $8,300 of proceeds less 9% underwriter discount of $747 and
underwriter expenses of $9 for a net amount of $7,544 before additional offering expenses. On June 2, 2004, the
underwriters exercised their option to purchase 75,000 additional Units to cover over-allotments resulting in $1,245
of proceeds less 9% underwriter discount of $112 for a net amount of $1,133 before additional offering expenses. The
Company paid approximately $1,145 of additional offering expenses associated with the public offering as of
December 31, 2004. Net proceeds after all discounts and expenses were approximately $7,548.

18. Subsequent Events (Unaudited)

On March 18, 2005, the Company’s stockholders approved the merger of INX into I-Sector and INX became
a wholly-owned subsidiary of the Company. The exchange of the minority interest resulted in a remeasurement of
the stock options that were part of the minority interest and such remeasurement resulted in a $5.7 million one-time
non-cash charge to earnings, which was equal to the intrinsic value of the stock options on March 18, 2005. Based
on the closing stock price of $6.25 on March 18, 2005, we expect diluted shares to increase by approximately
1,161,592 shares as a result of the exchange of the minority interest.
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Item 9. Changes in and Disagreements with Accountants on Accounting and Financial Disclosure

None.

Item 9A. Controls and Procedures

Under the supervision and with the participation of certain members of our management, including our
Chairman of the Board, Chief Executive Officer and principal financial officer, we completed an evaluation of the
effectiveness of the design and operation of our disclosure controls and procedures (as defined in Rules 13a-15(e)
and 15d-15(e) to the Securities Exchange Act of 1934, as amended (the “Exchange Act”)). Based on that
evaluation, we and our management have concluded that, our disclosure controls and procedures at December 31,
2004 were effective to ensure that information required to be disclosed by us in the reports that we file or submit
under the Exchange Act is recorded, processed, summarized and reported within the time periods specified in the
rules and forms of the SEC, and are designed to ensure that information required to be disclosed by us in these
reports is accumulated and communicated to our management, as appropriate to allow timely decisions regarding
required disclosures. In the fourth quarter of 2004, there has been no change in our internal control over financial
reporting that has materially affected, or is reasonably likely to affect, our internal control over financial reporting.

We will consider further actions and continue to evaluate the effectiveness of our disclosure controls and
internal controls and procedures on an ongoing basis, taking corrective action as appropriate. Our management does
not expect that disclosure controls and procedures or internal controls can prevent all error and all fraud. A control
system, no matter how well conceived and operated, can provide only reasonable and not absolute assurance that the
objectives of the control system are met. Further, the design of a control system must reflect the fact that there are
resource constraints, and the benefits of controls must be considered relative to their costs. While our management
believes that its disclosure controls and procedures provide reasonable assurance that fraud can be detected and
prevented, because of the inherent limitations in all control systems, no evaluation of controls can provide absolute
assuran