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FORWARD- LOOKING STATEMENTS

Because we want to provide investors with more rimgdinl and useful information, this Annual Repont Borm 10-K (“Form 10-K”)
contains, and incorporates by reference, certaimaial-looking statements that reflect our currequestations regarding its future results of
operations, performance and achievements. We hiagg wherever possible, to identify these forwkroking statements by using words
such as “anticipates,” “believes,” “estimates,” pexts,” “designs,” “plans,” “intends,” “looks,” “nya”’ and similar expressions. These
statements reflect our current beliefs and arecbasanformation currently available to us. Accogly, these statements are subject to ce
risks, uncertainties and contingencies, includirgfactors set forth under Item 1A, Risk Factorsiciv could cause our actual results,
performance or achievements for 2007 and beyouiffer materially from those expressed in, or inredliby, any of these statements. You
should not place undue reliance on any forward{lopktatements. Except as otherwise required bgrédecurities laws, we undertake no
obligation to release publicly the results of aayisions to any such forward-looking statements ey be made to reflect events or
circumstances after the date of this Annual Repoiftorm 10-K or to reflect the occurrence of unaptted events.

PART I
Iltem 1. Business
HISTORY

We were founded in 1989 by ARCH Development Corponaan affiliate of the University of Chicago, ¢commercialize superconductor
technologies initially developed by Argonne Natibbaboratory. We were incorporated as Illinois Sepaductor Corporation in lllinois on
October 18, 1989 and reincorporated in Delawar8eptember 24, 1993. In 2001, we shifted our foous fsolely a superconductive filter
(high-temperature superconductor product line reteto as “HTS”) provider to a customer-driven pdar of more specialized Radio
Frequency (“RF”) management solutions, with a patér focus on interference management, changing@ume to ISCO International, Inc.
We continue to broaden our solutions with an insiregly comprehensive approach toward optimizatibthe full radio link of a number of
diverse wireless networks. Our facilities and pipat executive offices are located at 1001 Camlaribgive, Elk Grove Village, lllinois 600(
and our telephone number is (847) 391-9400. We taiaila website dittp://www.iscointl.com The information contained therein is not
incorporated into this annual report.

BUSINESS STRATEGY
Our strategic goal is to become the leading suppfi®F management solutions to wireless operaisseek to accomplish our goal by:

* Marketing our products aggressively to leading lese operators;

» Providing customers comprehensive radio link mameage infrastructure-based solutions for wireledsvoeks;
» Continuing to build on our strong intellectual peoty position selectively, emphasizing speed tokeiarand

» Outsourcing product manufacturing and reducing pebdost.

We focus on winning the support of the world’s liegdwireless operators for our RF management swoiatiWe believe that our ANF and
RF2 product families, as well as professional sergupport and other products, make us a preemitfentanagement specialist in the
market. We have taken steps to expand into a Higlavery platform for our ANF technologies, amxpect this trend to continue. We believe
that the ability to solve interference problemsigshe delivery size, capabilities and cost besefita digital platform will greatly enhance
our addressable market within the field of wireledecommunications.

-1-
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We currently outsource production of our produéfe believe that this model will allow us to maimtair achieve targeted product gross
margins, minimize capital needs while reducing piidosts, and maintain a very high quality leVéé also believe that offering the lowest
product cost will further strengthen our abilityaohieve our strategic objectives.

RF MANAGEMENT ISSUES, INCLUDING INTERFERENCE, AND W IRELESS SYSTEMS

RF management issues are a growing problem limitéligsite coverage, capacity and range, as wefiasile transmit power and related
battery-life issues. RF Link (or “Link”) problemswse dropped calls, poor call quality, and otherise problems that lead to subscriber
dissatisfaction and turnover (churn). Interfereanters a carrier’s operating frequencies from saehces as: home electronic devices
including portable phones, two-way radios useddmmercial enterprises and governmental agenciesy-giround radio, police, fire and
emergency services radio, military radio, wireldata networking systems, television and radio brast$, radar and other cellular networks.
Interference is also created by electrical sounsesl to power cellular base station equipmentrferience may begin within a particular
frequency or migrate from another frequency. Inseglausage of co-location (multiple providers andiattiple architectures from a single
vendor using the same towers), increased sengitif’hon-voice applications, and the continued sumwireless traffic result in increasing
the impact of interference on wireless networksthvthie proliferation of data applications and tingithtions on tower availability and related
budgets, wireless operators are finding that thein preferred technology combinations for theif si#ks are creating interference with each
other. Wireless operators also create self intenieg during the planned re-mining of existing speotwith 3G/4G broadband technologies.

We believe the proliferation of wireless deviced aifgh data rate services will exacerbate the amaoflimterference bombarding carriers’
operating frequencies. Conventional cellular bastom equipment does not effectively cope witkeifgrence issues. More importantly, the
wireless telecommunications industry is undergaiiggificant transformation as it attempts to intggrexisting infrastructure and
technologies with newer 3G equipment. Additionathg recent merger activity is forcing merged coniga to integrate disparate technology
platforms, sometimes using two and three diffeaznhitectures in the same site in order to handlengd traffic. We believe this trend will
continue. Our products are designed to addresetipanding market need.

In the face of expanding subscriber bases, incdeaseutes of cell phone use, demand for high dateaservices, the ease of customer churn
(changing providers) due to number portabilitytrieged capital budgets and intense competitioa ffovisioning and optimization of
wireless system infrastructure is a major challdiog®perators. As a result of these industry ctiois, wireless equipment manufacturers,
including independent wireless technology compaaieslarge original equipment manufacturers (OEMI®) working intensely to develop
technologies that provide operators the tools reezgso monetize the growing demand for wirelesgices.

Using our solutions to tightly integrate disparggehnologies while simultaneously optimizing thdicalink, including the mitigation of
interference, operators can capture additionalagpand utilization, expand cell site range andarage, reduce dropped calls, and
significantly improve overall call quality. High epd data applications have placed a tremendousaudistrain on wireless networks.
Higher data rates require much cleaner signalstitaalitional voice-oriented networks to support tlaga throughput required for many of the
highest average revenue per unit applicationsydinl VolP, music, television and video). As a fesme believe the value proposition and
payback of our solutions are improving with inciegsdemand for high speed data, which we belieVerasult in increased demand for our
solutions. Network capacity, quality and throughgre today the critical competitive differentiatonscommercial wireless networks. All of
our products improve one or more of these perfooedactors.

We estimate the economic payback to operatorgesudt of the use of our solutions should typicakyur in less than one year, sometimes
well under one year, depending on traffic leveld awerall link quality. We believe our solutiongeri present the best overall value of all
alternatives available in many applications.




Table of Contents

Target Market
We believe demand for our products will be primadtiven by the following factors:

1. Existing networks are straining under heavyfitafccording to many sources, the annual grovatie in wireless telecommunications is
roughly 15-20%. The number of handsets sold du2@6 has been reported to be more than 900 milifdts worldwide.

2. The ongoing transition from predominantly volimsed networks to data based networks will continulFive demand for infrastructure
enhancements to achieve data and error rates eegoisupport near real time data applicationdyding VolP, music, television and video).

3. Interference and coverage issues are primargesanf poor call quality, dropped calls and podadaroughput. We believe that as a result
of increasing use of devices such as cellular phonigeless data networking equipment, and wiretessumer appliances, wireless network
operators are coming to view interference and @emanagement technologies as necessary to pagseanst their customer bases
“churning” to other carriers, especially since thiimplementation of number portability (the abijlto retain one’s phone number when
changing wireless operators - historically a bamdechanging providers).

4. We believe that newer, data-driven wireless nate/and expansion into higher frequencies williegismaller operating cells and more
base stations than existing cellular networks deoto cover the same geographic area. This iglbaspart, on the requirement for a higher
quality radio link in order to enable full 3G thighputs required by the most popular applicatioasyell as inherent limitation of RF
transmissions in higher frequencies. High frequeREysignals require more transmission points faiedent coverage than signals of lower
frequency. Since most 3G technologies are deplay&igh frequencies, an operator has to add afsignt number of additional cells to
match coverage and in-building penetration cap#dslihey achieved with their 2G deployments. Taimize the capital investment and
maximize the performance and customer satisfactidheir data-driven networks, operators are cotefddb look at technology options to
overcome these inherent obstacles.

5. The wireless telecommunications industry is ugdiag significant transformation due to industonsolidation. The primary competitive
driver is to reduce the cost bases, both capitiraaurring costs, mostly achieved by reducingmiwber of cells required to support the
combined customer base and to increase penetsat@nas by providing better in-building coverageisTcreates demanding requirements to
integrate disparate technologies, frequency spastrand legacy platforms while at the same timélkamgathe integrations of advanced
technologies and services. Our products enablértfagration while simultaneously optimizing the B&rformance of the overall system.

In summary, we believe we have differentiated tedbgies in radio link management and optimizatiod are customer-driven to closely
align our solutions to their specific needs theretaximizing our valueadd to our customers. Our goal is to continue &itjom ourselves as
leader in this segment of the wireless industry.
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TECHNOLOGY OVERVIEW
A wireless base station is roughly divided into tiaves: the digital portion and the so-called “R¥gttion.

Our core expertise is the application of technolagg experience to RF systems, though we are hiegitmimplement RF solutions utilizing
digital technologies. The components in the reaenant-end are designed to acquire the desireatindtion-bearing signal and pass it
through to the digital portion of the system, whi¢iie processed digitally and the user informai®extracted. Typically, a portion of the
signal is lost as it passes through the RF comgenEarther, undesired interference (in band andbband) also leaks into the system dt
imperfections in the characteristics of the RF devi

The use of our solutions for wireless RF systentmged on creating RF systems which block or méigfze impact of interference, optimize
signal processing within the radio path while iduoing very little signal loss or degradation.

Our two current primary product families are: (Qlaptive Notch Filter (ANF ™), which dynamically aadaptively identifies and eliminates
direct in-band interference in the radio link of/ale-band system such as CDMA or UMTS; (ii) RadiokK_Radio Frequency Fidelity (RF2
™), which includes ultra linear low-noise amplifierceivers, multi-couplers, filters and duplexéattenable full and integrated upgrades of
legacy systems to 3G technologies resulting irgaiitant overall improvement in system performgraxech as both dropped calls and
increased data throughput. These products arergkigr efficient production, emphasizing solidtstalectronics over mechanical devices
with moving parts.

RF2 (Radio link Radio Frequency Fidelity)

We introduced our RF2 products in September 20@3b&gan to add new products to our RF2 family &42@nd added a significant number
of products in 2005 and 2006. The RF2 product famicomprised of solutions that focus on optimizRF handling in order to improve
system performance, integrate the disparate teobied utilized by operators, and enable next g¢ioer8G upgrades. The RF2 product
family is designed to improve capacity and covetiageellular base stations through state of théocavtnoise RF amplification, filtering, and
combining and integration technologies.

The basic RF2 product is a radio link solution deed and priced for network-wide deployment, imjmgwsystem coverage integrity, in-
building penetration, and voice/data capacity. Tédgls to improvement in wireless user perceivalityuby reducing failed connection
attempts and dropped calls, and improving handsttty life.

Our RF? products are easy to install, maintenanee-aind often present a performance benefit digrnative solutions in terms of tighter
integration into/with existing equipment, continusdllity to utilize diagnostics and monitoring epient, and higher performance.
Additionally, our RF2 solutions have been shownétiver results generally comparable to HTS-basduatisns without a cryogenic cooler or
other moving parts, and with a tighter integratéomd much lower cost. We believe that the easetefjiiation and higher value compete
strongly with other solutions.

RF2 Competition

OEM competition includes solutions such as addicgraier to the cell sites (to increase capacig), splitting, or even adding an entirely
new base station so as to add capacity and covekfige-market competition includes repeaters, T &ower-mounted amplifiers), GMA’s
(ground-mounted amplifiers) and HTS receiver fremds, as well as duplexers and other non-integsatledions. We believe these products
may generally improve the coverage of the netwiuit Jack the value of our fully integrated link nzy@ment solutions.




Table of Contents

Adaptive Notch Filters

Our patented ANF system identifies and suppressbarnd interference in the radio link of a wide-th@ystem such as CDMA or UMTS. If
interference is not eliminated, the radio link loé system may be reduced, possibly to the poinbballowing any calls on the entire channel.
The ANF unit continuously monitors the power spalaiensity across the carriers in use and ideatifearow-band interference. The severity
of multiple in-band interferers is prioritized, atidough software control, the ANF unit dynamicatigerts a highly selective filter to
eliminate multiple interferers with minimal impam the desired broadband signal. The objective®®NF system is for operators to realize
significant gains in performance in coverage, capand data throughput. An entire network of AN&rdiware can be managed via the web-
based management software that supports the haadWar believe our patented ANF technology is thg onband dynamically controlled
interference management solution commercially abégl to the marketplace today.

Our products, including projected expansions, aceised on CDMA and other wide-band spread spedystems (WeDMA), including, fol
example, upgrades of GSM systems to UMTS and siBatechnology. During 2006 we launched our #St- solution that protects PCS
(1900 MHz). We empowered this and other ANF platfemith a digital front end and modular designdasy adaptation to customer
requirements. This new platform has significantipanded our addressable market and will also s&s\an enabler to a larger suite of
dynamically adaptable RF multiplexer solutions.

We have also developed a network-wide, Wwealed network management tool (web monitor), aligwaiur customers to perform managen
functions for all ANF units throughout the systerhis tool with a graphical user interface allows Hervice provider to control, configure,
and monitor the ANF units remotely from the networinagement center. This includes:

« Remote configuration of parameters within all ANfits;

* Remote monitoring of alarm status for all ANF units

» Observation of interference and notch activity fralnunits; and

* The ability to view on-line event data and reptsdsed on measured performance data.

We have industry leading expertise in the optinidzabf networks. To facilitate rapid penetrationffiF, we offer professional services to
the service providers’ engineering teams to idgratifd quantify interference, and, its effects otwoek performance. We have developed
several custom software and hardware tools to parfioterference analysis and interference audlART (Interference from System Meti
Analysis Rules Tool) is a software tool that enalaeservice provider to identify potential ANF catade sectors/cell sites by analyzing the
system performance metrics data generated intiegivork. Automated Test Equipment, ANF-on-wheeld ANF Web Monitor is a
software/hardware system that allows us to perfoterference audits at cell sites of service prexsdegardless of the frequency band of
operation. This service helps quantify interfereand identify new markets (frequency bands) witthhinterference.

We have recently added a digital front-end to oMiFAproducts, and are working on a fully digital sien that we expect to complete during
2007. We believe a fully digital ANF solution woulitegrate well into operator plans and providegbenomics to allow far greater
penetration into customer networks, as well asstewireless applications outside of traditiacelular (e.g., WiFi and WiMax
architectures), as well as mobile devices suclaaddets.

ANF competition

We believe our patented ANF technology is the amligand dynamically controlled interference managersehttion commercially availab

to the marketplace today. We hold proprietary tedbgy on ANF. We do, however, face competition asatibed below.
-5
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Direct Competitior— After-Market Vendors

Fixed-frequency notch filters are the main forndnéct competition. However, these will only worka static interference environment, and
hence do not satisfy the need of dynamic interfezatetection and elimination as observed in amagbrity of intand interference scenari
Smart antennas were also developed with the ioffientband interference mitigation. However, weided these solutions have limited
applicability and effectiveness in eliminating iada interference, particularly in a CDMA-based rarky and are typically substantially more
expensive (in addition to being less effectiventlbar ANF solution.

Direct Competitior— OEMs

Digital-signal-processing based solutions may h#euevelopment by the various OEMs. Even if thauficturers do develop such a
solution for in-band interference, we believe titety would have limited dynamic range and henceldvoaly be able to mitigate low-power
interference. Most importantly they would likelytrime available for deployment on the hundreds ofisands of legacy cell sites currently in
service.

Indirect Competitio— OEMs

Indirect competition does not directly addressgteblem of in-band interference, but could be vidws a method for circumventing the
problem. Examples include adding a carrier to hsitd (to increase capacity), cell splitting, ®ea adding an entirely new base station. T
methods seek to overcome the effects of the immtee by a brute force of added capacity and higig@al-to-noise in a problematic
location. However, we believe these solutions todietively costly and do not guarantee adequateased performance due to absolute
limiting effects of in-band interference in certaituations.

Indirect Competitior— After-Market Vendors

Other forms of indirect competition include repestdMA'’s, and HTS receiver front ends. As with thEM-based solutions, we do not
believe these directly address the problem of imdhaterference. There are several entities attiexgpd develop and market digital solutions
that address part of the problem that our ANF smhstaddress, but we believe they operate in adi#figrent fashion and will not achieve the
same benefits. Additionally, they are typicallyiBas without significant current revenue streamsjerator access. We have the benefit of a
growing existing customer base and the ability tskawith our customers in tightly matching next geation solutions with their needs.

Product Benefits

Our products are designed to address the highmpeafoce RF needs of domestic and international cawialavireless telecommunication
systems by providing the following advantages:

Enable Deployment of Data Networks. Beginning in 2005, our solutions have been utilinéith data network deployments. These
deployments require upgrades and changes to axisfirastructure. Our products have proven effectivhelping customers in this area. It is
generally expected that data networks will contitiube widely deployed, in the United States anerirationally, during 2006 and beyond.

Technology | ntegration due to Expansion or Consolidation. The wireless telecommunications industry is undexgsignificant
transformation due to industry consolidation. Thienary competitive driver is to reduce the costdsadboth capital and reoccurring costs,
mostly achieved by reducing the number of cellsiregl to support the combined customer base. Th&tes demanding requirements to
integrate disparate technologies, frequency spastrand legacy platforms while at the same timélmgthe integrations of advanced
technologies and services. Our products enablérttégration while simultaneously optimizing the B&rformance of the overall system.

-6-
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Greater Network Capacity and Utilization. Our solutions can increase capacity and utilizaltipmup to 70% or more. In some cases, capacity
increases because channels which were previouslsabife due to interference are recovered. In athess, system utilization increases
because of lower levels of blocked or dropped caligl increases in the ability of the system tanieweak signals to be processed with
acceptable call quality.

I mproved Base Station Range. Our RF systems have been shown to extend the liallicange of a wireless system by up to 50%. Great
range can reduce a service operator’s capital ekpuea per customer in lower density areas bynfjlin coverage gaps in existing systems or
by reducing the number of required cell sites fewrsystem deployments.

Improved Flexibility in Locating Base Stations. Our RF products can allow wireless telecommunicatigervice providers to co-locate base
stations near other RF transmitters. Our produtdgsvdahe cell site radio to better tolerate RF iféeence while reducing out-of band signals
that could interfere with other nearby wirelesgetemmunication operators.

Improved Call Quality - Fewer Dropped Calls and Failed Connection Attempts. Our products improve call quality by reducing dregmnd
blocked calls. During commercial installations, &K products have demonstrated drastic reductiagindpped calls, by as much as 50% or
more. Our products similarly reduce the numbeneffective connection attempts and dead zonesmwiteiworks.

Reduced Mobile Transmit Power. By improving the radio link, reducing the systemd&ise floor and mitigating the destructive impafct o
interference, our solutions greatly reduce requimatbile transmit power. This improves battery Id@ong other benefits.

COMPANY HIGHLIGHTS
Sales and Marketing

We have historically focused our sales and marletifort on U.S. wireless service providers foraét applications. To date, we have sold
our products to many of the largest cellular opegain the United States as well as to mid-sizesandller U.S. wireless operators.

We have targeted certain international customeasketing both our existing products and preseritiegbenefits of our interference-
management technology in the design and early stegleyments of new systems. Targeted regions imaeded China and other parts of
the Far East as well as several countries withiimnLAamerica and Europe. We have engaged professiepeesentatives in these areas to
facilitate entry into the markets and follom services. Such representatives typically helproyiding customer contacts and relationship
marketing, field support, and distribution.

Sales to three customers accounted for 98%, 978:94% of our total revenues for 2006, 2005 and 26€gpectively. During 2006, the top
three customers were Verizon Wireless, Alltel Cogpion, and Bluegrass Cellular Corporation, resgelt. In addition, a significant amount
of our technical and managerial resources have toa@aised on working with these and a limited numdfesther operators and OEMs. Our
sales, in dollars, to non-"top three” customersry2006 was similar to the 2005 amount, reflectidgitional penetration in our largest
customers offsetting the continued expansion incogtomer base.

Manufacturing

We outsource our manufacturing processes in oocdpravide predictable product yields and easy egioarto meet increased customer
demand. Toward that end, we currently producefaluo products through third party manufacturerg Wélieve there are multiple sources
available for manufacturing and foresee no proldentinuing to apply our outsourcing strategy. Queinal manufacturing and test
capability can be found in Elk Grove Village, IL.
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Research and Development

Our R&D efforts have been focused on developingiamatoving RF products for wireless telecommunicasi systems. As a result of such
efforts, product performance has been improvedjysbsize has been reduced, production costs heamelbwered, product functionality has
been increased, and product packaging has beamdimed. We are currently developing related présititat are synergistic with our core
offerings and which utilize our core technical catgncies in the radio link management arena, atigwis to deliver our solutions to more
customers.

Our total R&D expenses during 2006, 2005 and 208eevapproximately $2,012,000, $1,767,000, and $10DD, respectively.
Intellectual Property and Patents

We regard certain elements of our product desggorid¢ation technology and manufacturing procegsragrietary and protect our rights in
them through a combination of patents, trade seamd non-disclosure agreements. We also havenelteaixclusive and non-exclusive
licenses for technology developed with or by osesgch partners, which have included Argonne Natibaboratory and Northwestern
University. We believe that our success will depangart upon the protection of our proprietaryoimhation, our patents and licenses of key
technologies from third parties, and our abilityofmerate without infringing on the proprietary tiglof others.

HTS Technology

We spent many years developing HTS applicatiorssiltiag in a number of products, processes andmat@elated to HTS. This experience
has helped us offer our current set of state ohtheolid-state solutions, such that the undeglyathnology is being utilized in the
marketplace today and may be even more fully etliin the future.

There are two ways of designing an HTS componéhin-film” and “thick-film” techniques. We have ¢hnologies in both aspects that may
have application to specific, but currently limitethrkets. We are prepared to address those segsientisl the opportunity present itself, but
currently have chosen to focus on higher value-adsielid state solutions appropriate for the wieleelecommunications application.

Patents

We have applied for patents for inventions devealopéernally and acquired patents, through assignimga license from the Canadian
government, in connection with the purchase ofAtiaptive Notch Filtering business unit of Lockhéédrtin Canada. One of our patents is
jointly owned with Lucent Technologies, Inc. Funtmere, we expect to pursue foreign patent rightsertain inventions and technolog
critical to our products. Please refer to Note dwf Financial Statements for a discussion of gateeful lives and amortization.

Government Regulations

Although we believe that our wireless telecommutiices products themselves are not licensed or g@eeby approval requirements of the
Federal Communications Commission (“FCC"), the afien of base stations is subject to FCC licensing) the radio equipment into which
our products would be incorporated is subject t€Pproval. Base stations and the equipment matketaise therein must meet specified
technical standards. Our ability to sell our RFdurts is dependent on the ability of wireless Isdgon equipment manufacturers and of
wireless base station operators to obtain andrétai necessary FCC approvals and licenses. Im twdee acceptable to base station
equipment manufacturers and to base station operalhe characteristics, quality, and reliabilifyoor base station products must enable t
to meet FCC technical standards.
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We may use certain hazardous materials in our relsedevelopment and any manufacturing operatidasa result, we may be subject to
stringent federal, state and local regulations guing the storage, use and disposal of such mésgetias possible that current or future laws
and regulations could require us to make substajzenditures for preventive or remedial acti@duction of chemical exposure, or waste
treatment or disposal. We believe we are in mdteompliance with all environmental regulations dodiate we have not had to incur
significant expenditures for preventive or remedietion with respect to the use of hazardous nadseri

Employees

As of January 19, 2007, we had a total of 39 emgdey 13 of whom hold advanced degrees. Of the eegdo 5 are engaged in
manufacturing and production, 17 are engaged wareb, development and engineering, and 11 aregedda marketing and sales, and 6 are
engaged in finance and administration. We alsmgerally employ other consultants and independentractors on as aweded basis. Noi

of our employees are covered by a collective baiggiagreement. We believe that our relationship wur employees is good.

Item 1A. Risk Factors

The following factors, in addition to other infortran contained herein, should be considered cdyeffulevaluating us and our business.
RISKS RELATED TO THE OPERATIONS AND FINANCING OF TH E COMPANY

We have a history of losses that raises doubts altaour ability to continue as a going concern

We were founded in October 1989 and through 199&ere engaged principally in research and developnpeoduct testing,

manufacturing, marketing and sales activities. Sit@96, we have been actively selling productheéontarketplace and we continue to
develop new products for sale. We have incurredasses since inception. As of December 31, 2006aocumulated deficit was
approximately $164 million. We have only recentgghn to generate revenues from the sale of our &NFRF2 products, having sold more
in the past two years than in the fourteen yearofpany history prior to 2005. Accordingly, altlgiuwe showed a substantial improvement
in revenues and we have indicated the expectafioordginued improvement during 2007, it is nonetisslpossible that we may continue to
experience net losses and cannot be certain ihenwe will become profitable.

These conditions raise substantial doubt abougbility to continue as a going concern. The accamipay consolidated financial statements
have been prepared assuming we will continue asreggoncern and do not include any adjustmengingl to the recoverability of reported
assets or liabilities should we be unable to camtias a going concern.

If we fail to obtain necessary funds for our operdabns, we may be unable to maintain or improve on auechnology position and
unable to develop and commercialize our products

To date, we have financed our operations primahnifgugh public and private equity and debt finagsirand most recently through several
financings with affiliates of our two largest shianéders. We believe that we have sufficient furadsperate our business until $11.3 million
of our debt becomes due in August 2007. That debéld by our two largest shareholders, includiffiieaes. While we expect to refinance
this debt no such refinancing has occurred aseofd@porting date, therefore, the ability to refioaour debt and maintain adequate working
capital is necessary for us to continue as a goimgern. Additionally, we project increases in wogkcapital requirements in order to pursue
significant business opportunities during 2007 begond, and also expect to spend additional firdhmesources in the expansion of our
business and product offering. As such, we mayireguditional capital prior to August 2007. Weeind to look into augmenting our exist
capital position by continuing to evaluate potdrgtzort-term and long-term sources of capital waetrom debt, equity, hybrid, or other
methods. The primary covenant in our existing @etdngement involves the right of the lenders teinee debt repayment from the proceeds
of new financing activities. This covenant may riesour ability to obtain new sources of financiagd/or to apply the proceeds of a finan

event toward operations until the debt is repaifliin
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Our continued existence is therefore dependent oporontinued ability to raise funds through tb&uiance of our equity securities or
borrowings. Our plans in this regard are to obtdirer debt and equity financing until such timeesitable operation and positive cash flow
are achieved and maintained. Although we belieaset on the fact that we have raised funds threalgls of common stock and from
borrowings over the past several years, that wiebwibble to secure suitable additional financimgdur operations, there can be no guarantee
that such financing will continue to be availablereasonable terms, or at all. As a result, trer®iassurance that we will be able to cont

as a going concern.

The actual amount of future funding requirement§depend on many factors, including: the amount @ming of future revenues, the level
of product marketing and sales efforts to suppartammmercialization plans, the magnitude of refeand product development programs,
the ability to improve or maintain product margiasy merger and acquisition activity, and the costslved in protecting patents or other
intellectual property.

We have limited experience in manufacturing, saleand marketing and dependence on third party manufattrers

For us to be financially successful, we must eithanufacture our products in substantial quanfiieacceptable costs and on a timely basis
or enter into outsourcing arrangements with quedifnanufacturers that will allow us the same re€lutrently, our manufacturing
requirements are met by third party contract mactufars. The efficient operation of our businesls dépend, in part, on our ability to have
these and other companies manufacture our progfuatimely manner, cost-effectively and in su#iet volumes while maintaining the
required quality. Any manufacturing disruption abirhpair our ability to fulfill orders and could ese us to lose customers.

In the event that we are unable to maintain marnufexg arrangements on acceptable terms with qedlihanufacturers then we would have
to produce our products in commercial quantitiesinown facilities. Although to date we have proeld limited quantities of our products
for commercial installations and for use in devehemt and customer field trial programs, productbtarge quantities of our products at
competitive costs presents a number of technolbgité engineering challenges. We may be unableatwufacture such products in suffici
volume. We have limited experience in manufactyramgl substantial costs and expenses may be iddarswnnection with attempts to
manufacture larger quantities of our products. Vi ime unable to make the transition to large-soahemercial production successfully.

Our sales and marketing experience to date ishraiied. We may be required to further develop marketing and sales force in order to
effectively demonstrate the advantages of our mtsdover other products. We also may elect to enterarrangements with third parties
regarding the commercialization and marketing ofgmoducts. If we enter into such agreements atim@iships, we would be substantially
dependent upon the efforts of others in derivingue®rcial benefits from our products. We may be im#dbestablish adequate sales and
distribution capabilities, we may be unable to eimto marketing arrangements or relationships withd parties on financially acceptable
terms, and any such third party may not be sucgkssiarketing our products. There is no guaratiteéour sales and marketing efforts \
be successful.

Management of our growth

Growth may cause a significant strain on our mamage, operational, financial and other resourcés. dbility to manage growth effectively
may require us to implement and improve our openati financial, manufacturing and management m&dion systems and expand, train,
manage and motivate employees. These demands mayeréhe addition of new management personnettadevelopment of additional
expertise by management. Any increase in resod®ested to product development and marketing ales sdforts could have an adverse
effect on financial performance in future fiscabgers. If we were to receive substantial ordeespvay have to expand current facilities,
which could cause an additional strain on our mansnt personnel and development resources. Thedaf the management team to
effectively manage growth could have a materialessk effect on our business, operating resultdiaadcial condition.
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RISKS RELATED TO OUR COMMON STOCK AND CHARTER PROVI SIONS
Volatility of common stock price

The market price of our common stock, like thaimainy other high-technology companies, has fluctuaignificantly and is likely to
continue to fluctuate in the future. Since Januar005 and through December 31, 2006, the clgsilvg of our common stock has ranged
from a low of $0.25 per share and high of $0.46gt@re. Announcements by us or others regardingetieept of customer orders, quarterly
variations in operating results, acquisitions aedtitures, additional equity or debt financingsults of customer field trials, scientific
discoveries, technological innovations, litigatipnoduct developments, patent or proprietary righdsernment regulation and general ma
conditions may have a significant impact on thekagprice of our common stock. In addition, fludioas in the price of our common stock
could affect our ability to maintain the listing ofir common stock on the American Stock Exchange.

Risk of dilution

As of December 31, 2006, we had outstanding optiopairchase 4.9 million shares of common stockweighted average exercise price of
$0.41 per share (fewer than 0.1 million of whicléaot yet vested) issued to employees, directmicansultants pursuant to the 2003
Equity Incentive Plan and its predecessor 1993kS@ition Plan, as amended, the merger agreememiSpi¢ctral Solutions, and individual
agreements with management and directors. In additin the same date we had 8.7 million unvestackstof restricted stock outstanding
order to attract and retain key personnel, we ragyd additional securities, including grants ofrieted shares, in connection with or outside
our company employee benefit plans, or may lowemittice of existing stock options.

The exercise of options and warrants for commooksémd the issuance of additional shares of comstmrk, shares of restricted stock an
rights to purchase common stock at prices belovketaralue would be dilutive to existing stockhokland may have an adverse effect oi
market value of our common stock.

Concentration of our stock ownership

At the time of this filing, officers, directors amdincipal stockholders (holding greater than 5%uwifstanding shares) together control
approximately 50% of the outstanding voting powerdully diluted basis. The two largest stockhasd@long with their affiliates, are also
our lenders, holding all of our outstanding delstimments. Consequently, these stockholders, yf dlaeétogether, would be able to exert
significant influence over all matters requiringakholder approval, including the election of diogs and approval of significant corporate
transactions. In addition, this concentration ohevghip may delay or prevent a change of controlspeven if such a change may be in the
best interests of our stockholders. The interefstisase stockholders may not always coincide withioterests or the interests of other
stockholders. Accordingly, these stockholders caaldse us to enter into transactions or agreertteaitsve would not otherwise consider.

Certain provisions in our charter documents have aranti-takeover effect

There exist certain mechanisms that may delayy defprevent such a change of control. For instaoaeCertificate of Incorporation and
By-Laws provide that (i) our Board of Directors heaghority to issue series of our preferred stoith wuch voting rights and other powers as
the Board of Directors may determine and (ii) pepecified notice must be given by a stockholdekintanominations to the Board of
Directors or raising business matters at stockheldesetings. The effect of the anti-takeover prionis in our charter documents may be to
deter business combination transactions not apgrbyeur Board of Directors, including acquisitidghat may offer a premium over market
price to some or all stockholders.
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Reporting requirements of a public company

As a public company, we are required to comply wahious reporting obligations. These obligatioharme from time to time, and currently
include full compliance with Section 404 of the ISares-Oxley Act for our fiscal year ending Decenfer2007. The process of achieving
full compliance might involve the commitment of sificant resources, including substantial levelsnaihnagement attention. If we fail to
comply with the reporting obligations of the Excgamct and Section 404 of the Sarbanes-Oxley Adf, we fail to achieve and maintain
adequate internal controls over financial reportigr business, results of operations and finamacatition, and investors’ confidence in us,
could be materially adversely affected.

As a public company, we are required to comply \ligh periodic reporting obligations of the Exchadg#, including preparing annual
reports, quarterly reports and current reports. f@ilure to prepare and disclose this informatiomitimely manner could subject us to
penalties under federal securities laws, expoge lasvsuits and restrict our ability to accessiiiciag. In addition, we are required under
applicable law and regulations to integrate outesys of internal controls over financial reportiffge plan to evaluate our existing internal
controls with respect to the standards adoptedh&yublic Company Accounting Oversight Board. Dgitime course of our evaluation, we
may identify areas requiring improvement and mayedugiired to design enhanced processes and cottratidress issues identified through
this review. This could result in significant dedagnd cost to us and require us to divert subsiamesources, including management time,
from other activities.

TECHNOLOGY AND MARKET RISKS
We are dependent on wireless telecommunications

The principal target market for our products iselss telecommunications. The devotion of substhr@sources to the wireless
telecommunications market creates vulnerabilitgdaerse changes in this market. Adverse developetiie wireless telecommunications
market, which could come from a variety of sour@esluding future competition, new technologiesegulatory decisions, could affect the
competitive position of wireless systems. Any adeatievelopments in the wireless telecommunicativeket may have a material adverse
effect on our business, operating results and &igdcondition.

We are dependent on the enhancement of existing meirks and the build-out of next-generation networksand the capital spending
patterns of wireless network operators

Increased sales of products are dependent on aemwhfactors, one of which is the build-out of hgeneration (3G and 4G) enabled
wireless communications networks as well as enhlraanés of existing infrastructure. Building wirelesstworks is capital intensive, as is the
process of upgrading existing equipment. Further capital spending patterns of wireless netwokkators is beyond management’s control
and depends on a variety of factors, including s€te financing, the status of federal, local aréifjn government regulation and
deregulation, changing standards for wireless teldyy, the overall demand for wireless servicesypetitive pressures and general
economic conditions. The build-out of next-genematietworks may take years to complete. The madgmigund timing of capital spending by
these operators for constructing, rebuilding orraging their systems significantly impacts the dedfor our products. Any decrease or
delay in capital spending patterns in the wiretmsemunication industry, whether because of a gébesiness slowdown or a reevaluatiol
the prospective demand for data and other serwicasld delay the buildut of these networks and may significantly harrsibeiss prospec

Our success depends on the market's acceptance of @roducts

Our RF products, including our ANF and RF2 produbts/e not been sold in very large quantities asdfficient market may not develop for
these products. Customers establish demandingdfispgioins for performance, and although we belieechave met or exceeded these
specifications to date, there is no guaranteethigatvireless service providers will elect to usestihsolutions to solve their wireless network
problems. Although we have enjoyed substantialmegegrowth over the past two years, including thet three revenue quarters in our

history during 2006, there is no assurance thatilleontinue to receive orders from these cust@ner
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Rapid technological change and future competitiveeichnologies could negatively affect our operations

The field of telecommunications is characterizeddpidly advancing technology. Our success willetepin large part upon our ability to
keep pace with advancing our high performance RRrtelogy and efficient, readily available low castterials technologies. Rapid changes
have occurred, and are likely to continue to octuthe development of wireless telecommunicati@evelopment efforts may be rendered
obsolete by the adoption of alternative solutiansurrent wireless operator problems or by techyiold advances made by others.

BUSINESS RISKS
Dependence on a limited number of customers

Sales to three customers accounted for 98%, 9786944 of our total revenues for 2006, 2005 and 26€gpectively. During 2006, the top
three customers were Verizon Wireless, Alltel Cogpion, and Bluegrass Cellular Corporation, redpelt. In addition, a significant amount
of our technical and managerial resources have fo®eised on working with these and a limited nundfesther operators and OEMs. Our
sales, in dollars, to non-"top three” customersriy2006 was similar to the 2005 amount, reflectidgitional penetration in our largest
customers offsetting the continued expansion incogtomer base. The loss of any of these largemests might have a material adverse
effect on our business, operating result, and firdrcondition.

We expect that if our products achieve market aecee, a limited number of wireless service prorddmd OEMs will account for a
substantial portion of revenue during any periagle$ of many of our products depend in signifigaart upon the decisions of prospective
current customers to adopt and expand their utfeeseé products. Wireless service providers, wisedegiipment OEMs and our other
customers are significantly larger than we are,amedable to exert a high degree of influence ogeCustomers’ orders are affected by a
variety of factors such as new product introdudjaegulatory approvals, end user demand for vasedervices, customer budgeting cycles,
inventory levels, customer integration requiremgotsnpetitive conditions and general economic ciob. The failure to attract new
customers would have a material adverse effecuomasiness, operating results and financial cordit

We have lengthy sales cycles

Prior to selling products to customers, we maydsgiired to undergo lengthy approval and purchaseesses. Technical and business
evaluation by potential customers can take upyear or more for products based on new technolo@ies length of the approval process is
affected by a number of factors, including, amotitess, the complexity of the product involved, pities of the customers, budgets and
regulatory issues affecting customers. We may htain the necessary approvals or ensuing salascbfgoducts may not occur. The length
of customers’ approval process or delays could noakejuarterly revenues and earnings inconsistahtiéficult to trend.

We are dependant on limited sources of supply

Certain parts and components used in our RF preduetonly available from a limited number of s@stdur reliance on these limited
source suppliers exposes us to certain risks acértainties, including the possibility of a shodawy discontinuation of certain key
components and reduced control over delivery sdeedmanufacturing capabilities, quality and coAtsy reduced availability of such parts
or components when required could materially imgaérability to manufacture and deliver productsadimely basis and result in the
cancellation of orders, which could have a matexiblerse effect on our business, operating reantisinancial condition.
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In addition, the purchase of certain key compongmsives long lead times and, in the event of ticgpated increases in demand for our
products, we may be unable to manufacture proda@santities sufficient to meet customers’ demamany particular period. We have few
guaranteed supply arrangements with our limitedcauppliers, do not maintain an extensive inugnbd parts or components, and
customarily purchase parts and components pursoiactual or anticipated purchase orders placed fime to time in the ordinary course of
business.

Related to this topic, we produce substantiallofbur products through third-party contract mautfirers. Like raw materials, the
elimination of any of these entities or delaysha fulfillment process, for whatever reason, magagt our ability to fulfill customer orders
a timely basis and may have a material adverseteifeour business, operating results, or finaramaldition.

To satisfy customer requirements, we may be reduoestock certain long lead-time parts and/orsfied product in anticipation of future
orders, or otherwise commit funds toward futurechase. The failure of such orders to materializeasasted could limit resources
available for other important purposes or accedetta requirement for additional funds. In additismch excess inventory could become
obsolete, which would adversely affect financiaffpenance. Business disruption, production shdsfai financial difficulties of a limited
source supplier could materially and adverselycffis by increasing product costs or reducing ianiehting the availability of such parts or
components. In such events, the inability to dgveliternative sources of supply quickly and on st-effective basis could materially impair
the ability to manufacture and deliver productsadimely basis and could have a material adverfeetafn our business, operating results
financial condition.

Dependence on key personnel

Our success will depend in large part upon ouiitghid attract and retain highly qualified managemengineering, manufacturing,
marketing, sales and R&D personnel. Due to theiafized nature of our business, it may be diffi¢oltocate and hire qualified personnel.
The loss of services of one of our executive offiaa other key personnel, or the failure to atteaml retain other executive officers or key
personnel, could have a material adverse effedunibusiness, operating results and financial ¢ardi

Failure of products to perform properly might result in significant warranty expenses

In general, our products carry a warranty of onenaryears, limited to replacement of the produatedund of the cost of the product. In
addition, we offer our customers extended warrantRepeated or widespread quality problems cowdltren significant warranty expenses
and/or the loss of customer confidence. The ocooe®f such quality problems could have a matedakrse effect on our business,
operating results and financial condition.

Intense competition, and continued consolidation iur industry could create stronger competitors ancharm the business

The wireless telecommunications equipment markegiig competitive. Many of these companies havetsuitially greater financial
resources, larger research and development staffgr@ater manufacturing and marketing capabilties we do. Our products compete
directly with products which embody existing antliie competing commercial technologies. Other emgrgireless technologies may also
provide protection from RF interference and offeh&nced range to wireless communication serviceigeos, potentially at lower prices
and/or superior performance, and may therefore etenpith our products. High performance RF soligioray not become a preferred
technology to address the needs of wireless conuation service providers. Failure of our produotgtiprove performance sufficiently,
reliably, or at an acceptable price or to achiem@mercial acceptance or otherwise compete withiagisind new technologies, would have a
material adverse effect on our business, operagisglts and financial condition.
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LEGAL RISKS
Intellectual Property and Patents

Our success will depend in part on our ability Ibdadn patent protection for our products and preessto preserve trade secrets and to of
without infringing upon the patent or other propaiy rights of others and without breaching or othige losing rights in the technology
licenses upon which any of our products are baskdhave applied for patents for inventions devedopéernally and acquired patent rights
in connection with the purchase of the Adaptiveddtiltering business unit of Lockheed Martin Camadne of the patents is jointly owned
with Lucent Technologies, Inc. We believe thereatarge number of patents and patent applicatomsring RF products and other prodt
and technologies that we are pursuing. Accordirtily patent positions of companies using RF tedgies$, including us, are uncertain and
involve complex legal and factual questions. Thepeapplications filed by us or others may noukeis issued patents or the scope and
breadth of any claims allowed in any patents issoad or others may not exclude competitors ovigdecompetitive advantages. In additi
patents issued to us, our subsidiaries or otheysnogbe held valid if subsequently challengedtbecs may claim rights in the patents and
other proprietary technologies owned or licensedisiyOthers may have developed or may in the fudavelop similar products or
technologies without violating any of our proprigtaights. Furthermore, the loss of any licenseetthnology that we might acquire in the
future may have a material adverse effect on osiness, operating results and financial condition.

Some of the patents and patent applications owyer fare subject to non-exclusive, royalty-freeriges held by various U.S. governmental
units. These licenses permit these U.S. governomats to select vendors other than us to produedymts for the U.S. Government, which
would otherwise infringe our patent rights that swbject to the royalty-free licenses. In additithe, U.S. Government has the right to require
us to grant licenses (including exclusive licensegjer such patents and patent applications or athentions to third parties in certain
instances.

Older patent applications in the U.S. are curremyintained in secrecy until patents are issuetbrigign countries and for newer U.S. patent
applications, this secrecy is maintained for aqekdf time after filing. Accordingly, publicatiorf discoveries in the scientific literature or of
patents themselves or laying open of patent aggitain foreign countries or for newer U.S. patapplications tends to lag behind actual
discoveries and filing of related patent applicasioDue to this factor and the large number ofrgatend patent applications related to RF
materials and technologies, and other productgestthologies that we are pursuing, comprehensitenpaearches and analyses associated
with RF technologies and other products and teduies$ that we are pursuing are often impracticalatrcost-effective. As a result, patent
and literature searches cannot fully evaluate #tergiability of the claims in our patent applicaomr whether materials or processes used by
us for our planned products infringe or will infge upon existing technologies described in U.Sergator may infringe upon claims in patent
applications made available in the future. Becanigke volume of patents issued and patent apitsfiled relating to RF technologies and
other products and technologies that we are puysuia believe there is a significant risk that eatrand potential competitors and other
third-parties have filed or will file patent appitons for, or have obtained or will obtain, pateot other proprietary rights relating to
materials, products or processes used or propodeel ised by us. In any such case, to avoid irdrivent, we would have to either license
such technologies or design around any such patdesnay be unable to obtain licenses to such tdobies or, if obtainable, such licenses
may not be available on terms acceptable to ussomay be unable to successfully design around théskeparty patents.

Our participation in litigation or patent officequeedings in the U.S. or other countries to enfpatents issued or licensed to us, to defend
against infringement claims made by others or terdgine the ownership, scope or validity of theppietary rights of us and others, could
result in substantial cost to, and diversion obefby, us. The parties to such litigation may dxgér, better capitalized than we are and better
able to support the cost of litigation. An advessécome in any such proceedings could subject agtoficant liabilities to third parties,
require us to seek licenses from third parties@n@quire us to cease using certain technologi®sof which could have a material adverse
effect on our business, operating results and &i@dicondition.
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Litigation

We have no active lawsuits, nor any pending oratereed to the best of our knowledge. The act afritihg against any potential claim may
be costly and divert management attention. If veerant successful in defending against whatevemsl@nd charges may be made against us
in the future, there may be a material adverseceffe our business, operating results and finamciatition.

Government Regulations

Although we believe that our wireless telecommutiices products themselves are not subject to liogrsy, or approval requirements of,
FCC, the operation of base stations is subjec6 kcensing and the radio equipment into which mnaducts would be incorporated is
subject to FCC approval. Base stations and thepatpnt marketed for use therein must meet spedifielthical standards. The ability to sell
our wireless telecommunications products is depetnole the ability of wireless base station equiptmeanufacturers and wireless base
station operators to obtain and retain the necg$%a€ approvals and licenses. In order for thefpet@acceptable to base station equipment
manufacturers and to base station operators, tmacteristics, quality and reliability of our bagation products must enable them to meet
FCC technical standards. We may be subject toaimgigulations of foreign governments. Any failtwameet such standards or delays by
base station equipment manufacturers and wirelgss §tation operators in obtaining the necessampeagls or licenses could have a mate
adverse effect on our business, operating resnttdinancial condition. In addition, certain RRdils are on the U.S. Department of
Commerce’s export regulation list. Therefore, exgtion of such RF filters to certain countries nb@yrestricted or subject to export licenses.

We are subject to governmental labor, safety ascrighination laws and regulations with substamigtalties for violations. In addition,
employees and others may bring suit against usdigeived violations of such laws and regulati@efending against such complaints could
result in significant legal costs for us. Although endeavor to comply with all applicable laws aegulations, we may be the subject of
complaints in the future, which could have a matadverse effect on our business, operating eaunlt financial condition.

Environmental Liability

Certain hazardous materials may be used in resedegblopment and to the extent of any manufaajuiperations. As a result, we are
subject to stringent federal, state and local r@ihs governing the storage, use and disposalabf iaterials. It is possible that current or
future laws

and regulations could require us to make substa@enditures for preventive or remedial acti@duction of chemical exposure, or waste
treatment or disposal. We believe we are in mdteompliance with all environmental regulations dadiate have not had to incur signific
expenditures for preventive or remedial action withpect to the use of hazardous materials.

However, our operations, business or assets cautddierially and adversely affected by the intdgiien and enforcement of current or
future environmental laws and regulations. In additalthough we believe that our safety procedtmefandling and disposing of such
materials comply with the standards prescribedtatesand federal regulations, there is the riskogfdental contamination or injury from
these materials. In the event of an accident, vddoe held liable for any damages that resulttfermore, the use and disposal of hazardous
materials involves the risk that we could incurstahtial expenditures for such preventive or realeaiitions. The liability in the event of an
accident or the costs of such actions could exegadable resources or otherwise have a materiadrad effect on the business, results of
operations and financial condition. We carry préypand worker's compensation insurances in fultéoand effect through nationally known
carriers which include pollution cleanup or remoaatl medical claims for industrial incidents.
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RISKS RELATED TO ACQUISITIONS AND BUSINESS EXPANSIO N
Risks of future acquisitions

In the future, we may pursue acquisitions to obtain productsjses and technologies that we believe would cemgint or enhance our
current product or services offerings. At presantdefinitive agreements or similar arrangementst exth respect to any such acquisition.
An acquisition may not produce the revenue, eamordusiness synergies as anticipated and maghatignificant unforeseen liabilities, a
an acquired product, service or technology mightpeoform as expected. If an acquisition is pursoed management could spend a
significant amount of time and effort in identifgimnd completing the acquisition and may be diggthfrom the operations of the busines:
addition, management would probably have to deadignificant amount of resources toward integgatire acquired business with the
existing business, and that integration may naumeessful.

International operations

We are in discussions and have agreements in plifteompanies in non-U.S. markets to form manufidey, product development joint
ventures and other marketing, distribution or cttireyiarrangements. We also have agreements witligio entities for international
distribution as well as foreign sources of compasiém be used in North America. These agreementsedationships help us optimize our
competitive position and cost structure. Theremaa@y such entities that exist, domestically andrimdtionally, that offer similar capabilities,
and thus could reduce risk exposure to the lossicii foreign entities.

We believe that non-U.S. markets could providelzstantial source of revenue in the future. Howethare are certain risks applicable to
doing business in foreign markets that are notiealple to companies doing business solely in ti& Bor example, we may be subject to
risks related to fluctuations in the exchange b&tisveen the U.S. dollar and foreign currenciesoimtries in which we do business. In
addition, we may be subject to the additional lawd regulations of these foreign jurisdictions, sahwhich might be substantially more
restrictive than similar U.S. ones. Foreign jurisidins may also provide less patent protection thavailable in the U.S., and we may be less
able to protect our intellectual property from npigeopriation and infringement in these foreign nedisk

Item 1B. Unresolved Staff Comments

Not applicable

Item 2. Properties

We maintain our corporate headquarters in a 15600@re foot building located in Elk Grove Villagkinois under a lease which expires in
October 2014. This facility houses our manufacwriesearch, development, engineering, administrand marketing activities. We also
maintain a 4,000 square foot facility located ik Blrove Village, lllinois under a lease which exgsirin October 2014, which is used for R,
purposes. We believe that these facilities are watecgnd suitable for our current needs and thditiadal space would be available on
commercial terms as necessary to meet any futwésne

Item 3. Legal Proceedings

None. We were not involved in any such proceedihggng 2006 nor are we aware of any pending olatiereed litigation

Item 4. Submission of Matters to a Vote of Securityolders

None.
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PART Il
Item 5. Market for Registrant’'s Common Equity, Related Stockholder Matters, and Issuer Purchases of Rity Securities

Our common stock has been listed since June 20@2ecAmerican Stock Exchange under the symbol “I$@or to that, and until April
1999, our stock had been listed on the OTC BullBtard under the symbol “ISCO.” From 1993 until Af©99, our common stock was
listed on the NASDAQ National Market. The followitaple shows, for the periods indicated, the requbhtigh and low sale prices for the
common stock. Such prices reflect prices betweatedsg without retail mark up, mark down, or consioas and may or may not reflect
actual transactions.

High Low

FISCAL YEAR ENDED DECEMBER 31, 2005

First Quarter $ 05z $ 0.2¢
Second Quarter $ 041 $ 0.2z
Third Quarter $ 0.2¢ 3% 0.2:
Fourth Quarter $ 0.4t 3 0.2t
FISCAL YEAR ENDED DECEMBER 31, 2006

First Quarter $ 04z $ 0.3C
Second Quarter $ 04: $ 0.2t
Third Quarter $ 03¢ $ 0.27
Fourth Quarter $ 0.4t $ 0.3C

On December 31, 2006, there were approximatelyr@ders of record of our common stock. On such tleteclosing bid price for our
common stock as reported on the American Stock &xgph was $0.34.

We have never paid cash dividends on the commatk stod we do not expect to pay any dividends orcoormon stock in the foreseeable
future. In addition, borrowings under our line oédit are collateralized by all of our assets —ase prohibited from paying any dividends,
other than dividends consisting solely of commatlstor rights to purchase common stock, unlesgemders waive such prohibition.

Except as reported on our Current Reports on FeKrfilkd with the Securities and Exchange Commissia July 26, 2006 and August 3,
2006, there were no recent sales of unregistemdities during 2006. Further, there were no repases of equity securities by us during the
fourth quarter of 2006.

Iltem 6. Selected Financial Data

The following table presents selected consolidéitexhcial data with respect to us as of and forytsars ended December 31, 2002, 2003,
2004, 2005, and 2006. The selected consolidateddial data for each of the years in the five-yeaiod ended December 31, 2006 have
been derived from our audited consolidated findrat&tements. The information set forth below stidad read in conjunction with Item 7.
“Management’s Discussion and Analysis of Finan€iahdition and Results of Operations” and Iltem 8néRcial Statements and
Supplementary Data.”
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2002 2003 2004 2005 2006
CONSOLIDATED
STATEMENT OF
OPERATIONS DATA

Net sales $ 3,662,80! $ 3,238,40: $ 2,621,933 $ 10,264,42 $ 14,997,32
Costs and expenses:
Cost of sales 3,565,141 1,639,54 1,527,55. 5,121,65! 9,066,92!
Research and development 2,737,08 988,42! 1,119,401 1,767,44 2,011,65:
Selling and marketing 2,201,19! 959,79¢ 1,164,83! 1,861,06! 3,207,88:
General and administrative 7,972,94 5,614,49; 4,757,93! 3,691,071 4,287,08!
Operating loss (12,813,562 (5,963,853 (5,947,792 (2,176,804 (3,576,223
Other income (Expense)
Interest income 62,95« 5,08 8,66( 77,38 118,59(
Interest expense (327,224 (1,197,309 (1,028,169 (877,461 (907,351
Total other expense, net (264,270 (1,192,222 (1,019,508 (800,078 (788,761

Net loss

$ (13,077,832

$ (7,156,075

$ (6,967,301

(2,976,882

$ (4,364,984

Basic and diluted loss per
common share $ (0.09 ¢ (0.05 ¢ (0.04, ¢ (0.02 ¢ (0.02

Weighted average number of

common shares outstanding 142,884,92 148,080,74 158,977,24 170,786,65 185,506,26
CONSOLIDATED BALANCE
SHEET DATA
Cash and cash equivalents $216,119 $346,409 $402,391 $3,486,430 $ 2,886,471
Working capital 1,333,827 735,840 979,413 6,396,541 (1,422,309
Total assets 19,183,000 17,723,035 17,133,752 22,905,633 26,875,19
Long-term debt, less current portion 2,000,000 5,000,000 7,500,000 10,520,369 5,131,76:
Stockholders' equity 15,380,306 10,943,247 7,247,635 10,530,716 8,164,19:

We received $150,000 from our landlord for leasdhwiprovements during late 2004 and early 2005.s30ent with the appropriate

accounting treatment of showing these items seglgréte., showing the full value of the leasehmighrovement within fixed assets and the
unamortized value of the landlord credit withinreunt liabilities) working capital and total assefsre reclassified in the 2004 figure above to

conform to the 2005 presentation of these itemss fidtlassification has no material effect on theitess condition or results.
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Item 7. Management'’s Discussion and Analysis of Famcial Condition and Results of Operations
A NOTE CONCERNING FORWARD-LOOKING STATEMENTS

The discussion below contains certain forward-laglstatements that reflect our current expectatiegarding the Company’s future results
of operations, performance and achievements. Pssthe discussion of such forward-looking statesnender “Forward Looking
Statements” above.

Overview

We have employed an outsourced manufacturing meletein we supply raw materials to external pawdied products are then completed.
Further, this system allows us to outsource prauerd in the future if we choose to do so. Manufactupartners then produce to
specification with Company personnel on hand tésagsth quality control. Our products are desigrfiedefficient production in this manner,
emphasizing solid-state electronics over mechauieaices with moving parts. The cost benefits assed with these developments, coupled
with enhanced product functionality, have allowsdairealize good margins and efficiently managestfoead costs. Extensions of develc
technology, based on substantial input from custenteve allowed us to launch the RF2 product faanild consider additional solutions
while generally controlling total R&D cost.

Wireless telecommunications has undergone signifiggerger activity in recent years, a trend whighbelieve will continue. These activit
often result in operators with disparate techn@sgind spectrum assets, and the need to integosie assets. In addition, the deployment of
data applications is adding to the industry requ@st to integrate disparate technologies into btet@éons and other fixed points of access,
resulting in the need to manage multiple wirelégsals and keep them from interfering with eacheothWe are focused on providing
solutions that address these types of requiremBniting 2006, we bid on substantially larger bussepportunities than we had in recent
years. These proposals often are accompanied Qyalgproval cycles and we may bea-front product development costs. We believe the
potential benefits to outweigh these costs, an@exo continue to bid on these types of busingg®unities.

We announced several significant recent eventsig@®06 and early 2007, including a continuingdrehsubstantially increased revenue
during 2006 which saw the three best quarterlymaedigures in our history, increased internatiaés and sourcing activities, additional
penetration into our largest customers, our firetlpcts based partly on digital technology, andrfifon in funding intended to support new
product development. Despite these improvemengsyiteless telecommunications industry is subjectsks beyond our control that can
negatively impact customer capital spending bud@st®ccurred during 2003) and/or spending patt@meccurred during 2004 and to a
lesser extent on a quarterly basis after 2004adHttition, a large portion of our debt ($11.3 miiljanatures in August 2007 and must be
refinanced. For these and other reasons, our fiabstatements have been prepared assuming weamiinue as a going concern.

From a company-specific view, we have invested @asured infrastructure growth to allow for potdhtiaubstantial revenue expansion.
This has caused spending to increase from 2004sleW& believe that we now have the infrastructargely in place to allow for such
potential revenue expansion, and therefore as ergkeguideline do not expect fixed costs to riseept for some R&D associated with
product initiatives, during 2007.

We are pursuing digital technologies, evidencethieydeployment of our digital (front end) ANF sadut platform during 2006, subsequent

extensions of that platform, and our expectatiooamplete a fully digital ANF platform during 200R/e believe that producing solutions on
a digital platform will allow us to extend coveraigethe wireless telecommunications realm, botmare aspects of the cellular market and

beyond the cellular market, and thus greatly ireeezur available market.
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Results of Operations
Years Ended December 31, 2006 and 2005

Our net sales increased $4,733,000, or 46%, frab264,000 in 2005 to $14,997,000 in 2006. Thiséase was due primarily to the
expansion of the RF2 product family and relateceneses, particularly from data network deploymeAtsincremental improvement was also
seen from the shipment of more ANF products dui@@6 than during prior years. We saw our first def software revenue during 2006,
carrying nearly $0.2 million in deferred softwaraintenance revenue into 2007. We anticipate ourvahime and related revenue to incre
during 2007 as compared to 2006, due to existinigoaranticipated customer orders. Our order backkgf December 31, 2006 remained
minimal, which was consistent with the end of 208bwever, we are pursuing substantial potentia¢nee opportunities as of the beginning
of 2007.

Cost of products sold increased $3,945,000, or Tt $5,122,000 in 2005 to $9,067,000 in 2006. iNoeease in cost of sales was due to
the increase in sales volume, as well as a lessdhle product mix than was realized during themyear. RF2 products have varied gross
margins, but typically are below margins for ANPg@ucts, and the expansion of lower margin prodoctpaced that of the higher margin
products. We believe that our consistent gross imafgd0% during 2006 is superior to the industoym, but it was below our record 50%
achieved during 2005.

Our internally funded research and developmentesgeincreased $245,000, or 14%, from $1,767,02005 to $2,012,000 during 2006.
We expensed approximately $200,000 of capitalizgdmi-related charges during the second quartes, 280we deemed such items to be
unlikely to generate significant future revenuesthe increase in 2006 cash spend over 2005 wak@EDmore than reported above. We
added a significant number of products to our RB&8pct family during 2006, including a GMA (“groumdounted amplifier”), as well as the
first digital platformed ANF products. We expectcantinue to invest more in R&D during 2007 thandie during 2006 as we expand both
our existing product families and develop two neaduct lines that would be applicable in wirelesshinologies beyond cellular
telecommunications, particularly in the digital spa

Selling and marketing expenses increased $1,34,70002%, from $1,861,000 during 2005 to $3,208,006ng 2006. The increase in
expense was attributable to the continued adddfgersonnel in this area as we pursue additiomstioeners and larger, more diverse
opportunities (these elements contributed to tlé 46nual revenue growth increase in 2006 over 2808 higher if viewed on a quarterly
basis during the last three quarters of 2006). Aelalso performed extensive customer developnutinitees as we have added new
customers and launched new products, includingyadetailed and comprehensive interference study awide geographic range (a one-
time cost of approximately $0.2 million).

General and administrative expenses increased @396pr 16%, from $3,691,000 in 2005 to $4,287,0800ng 2006. This increase was
largely attributable to a $0.5 million increasenon-cash equity charges associated with stock-bamagensation.

Interest income increased $42,000, or 55%, from@X¥in 2005 to $119,000 during 2006. This incresae due to the timing of payments
and funding from the June 2006 financing proceAdslitionally, we saw improved cash flows from og@as during the second half of
2006.

Interest expense increased $30,000, or 3.4%, fig&ird OO0 in 2005 to $907,000 during 2006. We bor$e million under a convertible
debt arrangement during June 2006 with our twaelstrghareholders, including affiliates, which distd the remainder of our debt which
matures August 2007.
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Years Ended December 31, 2005 and 2004

Our net sales increased $7,642,000, or 291%, fr2B22,000 in 2004 to $10,264,000 in 2005. Thisease was due primarily to the
expansion of the RF2 product family and relatectneses, particularly from data network deploymeAtsincremental improvement was also
seen from the shipment of more ANF products dugi@@5, such that we earned more revenue from AN#sghbn any prior year, including
2004.

Cost of products sold increased $3,594,000, or 23&%h $1,528,000 in 2004 to $5,122,000 in 200% Trttrease in cost of sales was due to
the increase in sales volume offset by the moiieiefit allocation of fixed expenses, the expandrdang of raw materials and resulting cost
decreases, and other efficiencies.

Our internally funded research and developmentesgeincreased $648,000, or 58%, from $1,119,0Q004 to $1,767,000 during 2005.
We expensed approximately $200,000 of capitalizgdmi-related charges during the second quartes, 280we deemed such items to be
unlikely to generate significant future revenue® sdded a significant number of products to our@®B8&uct family during 2005, including a
multicoupler solution and a PCS spectrum portfolio.

Selling and marketing expenses increased $696¢0@0%, from $1,165,000 during 2004 to $1,861,000nd 2005. We have continued to
add personnel in this area as we pursue largendssiopportunities and additional customers, amsl élxpect to continue to incur a higher
level of selling and marketing expenses in futuggqus. It should be noted that this cost as agutage of revenue has decreased from 44%
during 2004 to 18% during 2005, reflecting effigars in higher sales volume as fixed expensesliaeated over a larger base.

General and administrative expenses decreased&Q006 or 22%, from $4,758,000 in 2004 to $3,69Q,80ring 2005. This decrease was
attributable to a $1 million decrease in legal exgaes, primarily related to the concluded pateigfditon, the reduction in facility costs by
approximately $250,000 annually, which is offsetMayious increases in personnel and related costsadgrowth in our size.

Interest income increased $68,000, or 756%, frofd(kBin 2004 to $77,000 during 2005. This increaae due to the timing of payments
funding from the credit line and the August 200%aficing proceeds.

Interest and warrant expense decreased $151,006%rfrom $1,028,000 in 2004 to $877,000 durin@20Ve borrowed $1 million under
our credit line arrangement during 2005, but pumst@ a financing agreement with our lenders, therest rate was reduced from 14% to 9%
as of April 2005.

Liquidity and Capital Resources

The accompanying financial statements have begraprd assuming that we will continue as a goingeon As discussed in Note 3 to the
financial statements, we incurred a net loss ainifon during the year ended December 31, 2006, as of that date, our accumulated
deficit is $164 million. In addition, we have costgintly used, rather than provided, cash in ouraifmmns. These factors, among others, as
discussed in Note 3 to the financial statemenise substantial doubt about our ability to contiasea going concern. We have been engaged
in developing new solutions, and toward that enceimment spending has preceded sales revenuesageiaent’s plans in regard to these
matters include the focusing of development effortproducts with a greater probability of commalrsales, increased efficiencies and
reduced product costs within our outsourced pradoehodel, all of which are also described in N&td he financial statements do not
include any adjustments, including any adjustmegitging to the recoverability and classificatidir@corded asset amounts or amounts and
classification of liabilities that might result frothe outcome of this uncertainty. Significant uskésash during 2006 included the cost to
produce inventory, personnel costs, facility redatests, increased product development (engingetogls and sales and marketing efforts.
Significant sources of cash during 2006 includddssand the resulting realization of customer reatgles, the sale of $5 million in

convertible debt in June 2006 to entities thatnglwith their affiliates, are our lenders and asio largest two shareholders.
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Current assets including accounts receivable arehiory, and current liabilities including accouptsyable and accrued expenses, increased
from the prior year figure due to overall highesimess levels. Quarterly and annual revenue d@@@% were the highest in our history and,
on average, roughly 50% larger than that of therpréar, and thus created larger working capitidrizes. Working capital includes the
classifications listed above.

In view of the matters described in the precediagagraph, recoverability of a major portion of teeorded asset amounts shown in the
accompanying balance sheet is dependent upon gedtiperations, which in turn is dependent uporability to meet our financing
requirements on a continuing basis, to maintaisgmefinancing, and to succeed in our future opmrat

At December 31, 2006, our cash and cash equivalexttuding restricted certificates of deposit, 82,886,000, a decrease of $600,000
from the December 31, 2005 balance of $3,486,00 decrease was primarily attributable to thegase in working capital (inventories ¢
accounts receivable) associated with our highezmeg levels and the timing of orders and relatgzhsénts.

The continuing development of, and expansion ilgssaf our product lines, any potential merger aogluisition activity, as well as any
required defense of our intellectual property, meguire a commitment of funds to undertake protinetdevelopment and to market and sell
our RF products. The actual amount of our futurelfng requirements will depend on many factorsiugiag: the amount and timing of
future revenues, the level of product marketing salds efforts to support our commercializatiomplahe magnitude of our research and
product development programs, our ability to imgrav maintain product margins, and the costs iraiwn protecting our patents or other
intellectual property.

We believe that we have sufficient funds to opecatebusiness until $11.3 million of our debt beesndue in August 2007. That debt is held
by our two largest shareholders, including affdmtWhile we expect to refinance this debt no sefihancing has occurred as of the repot
date, therefore, the ability to refinance our datd maintain adequate working capital is neceseanys to continue as a going concern
Additionally, we project increases in working capitequirements in order to pursue significant bess opportunities during 2007 and
beyond, and also expect to spend additional firimesources in the expansion of our business erdlipt offerings. As such, we may
require additional capital prior to August 2007. Weend to look into augmenting our existing calgitasition by continuing to evaluate
potential short-term and lortgrm sources of capital whether from debt, equiyarid, or other methods. The primary covenantunexisting
debt arrangement involves the right of the lendlereceive debt repayment from the proceeds offireamcing activities. This covenant may
restrict our ability to obtain additional financiog to apply the proceeds of a financing event tovegoerations until the debt is repaid in full.

Uncommitted Line of Credit (2002 Credit Line)

As of the reporting date, we have drawn $8.5 nrilliid debt financing under a credit line, as desttibelow. During October 2002, we
entered into an uncommitted line of credit with bwo largest shareholders, an affiliate of Ellidfisociates, L.P. (Manchester Securities
Corporation) and Alexander Finance, L.P. This Imigally provided up to $4 million to us. This Erwas uncommitted, such that each new
borrowing under the facility would be subject te #pproval of the lenders. Borrowings on this liee an initial interest rate of 9.5% and
were collateralized by all the assets of the Comp@utstanding loans under this agreement wouleeaired to be repaid on a priority basis
should we receive new funding from other sourceidifionally, the lenders were entitled to receivarrants to the extent funds were drawn
down on the line. The warrants bore a strike poic0.20 per share of common stock and were torexgi Aprill5, 2004. The credit line w
to mature and be due, including accrued interesetin, on March 31, 2004. Due to a subsequent mgraebetween the parties no warrants
were issued with subsequent borrowings.

According to existing accounting pronouncements 8BE guidelines, we allocated the proceeds of thes®wings between their debt and
equity components. As a result of these borrowdhging 2002, we recorded a non-cash charge ofi@ilidn through the outstanding term
of the warrants (April, 2004). $250,000 and $860,60that amount were recorded during 2004 and 2@&pectively. These warrants were
valued at $1.2 million of the $2 million debt instnent based on a Black-Scholes valuation that dezlithe difference between the value of
our common stock and the exercise price of theamésron the date of each warrant issuance and al&a¥%unted face value of the notes,
leaving the remaining $0.8 million as the underyiralue of the debt. This $1.2 million was amoudizzer the vesting period of the warrants
(six quarters from the fourth quarter 2002 throthghfirst quarter 2004).
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During October 2003, we entered into an agreeméhtaur lenders to supplement the credit line waithadditional $2 million, $1 million of
which was drawn immediately and $1 million subsexilyedrawn upon our request and subject to the@mrof the lenders. This
supplemental facility bore a 14% rate of interest was due October 31, 2004. The term of the pusvimedit line was not affected by this
supplement, and as such the $4 million borroweckutitat line, plus accrued interest, remained daeci31, 2004.

During February 2004, the credit line was exteniteal due date of April 2005, with interest afteg thitial periods to be charged at 14%. No
warrants or other inducements were issued witheiegp this extension. Additionally, lenders exseci their 10 million warrants during
February 2004, agreeing to let us use the fundgdoeral purposes as opposed to repaying debt.

During July 2004, we and our lenders agreed tceme the aggregate loan commitments under the tredirom $6,000,000 to $6,500,000.
Simultaneously, we drew the remaining $1,500,00theffinancing.

During November 2004, we and our lenders agre@uctease the line of credit to up to an additigs@million to an aggregate loan
commitment of $8,500,000, $1 million of which waswn immediately by us with the remaining $1 millidrawable upon our request and
subject to the approval of the lenders, which omxiiduring January 2005.

During February 2005, the credit line was extendietil April 2006. Interest during the extensionipdrwas to be charged at 9%. No warr:
or other inducements were issued with respectisoetktension.

On August 2, 2005, we and our lenders agreed tnexthe due date from April 2006 until August 2087d the lenders also agreed to waive
the Company’s obligation to repay its debt withqaeds from an equity financing transaction withdtsders, including affiliates, in August
2005. No warrants or other inducements were isageresult of this transaction.

2006 Convertible Debt

During June 2006 we entered into a Securities Riseetgreement (the “Agreement”) and convertibleadgthe “Notes”) with Alexander
Finance, L.P., and Manchester Securities CorpardtiB. (together, the “Lenders”), pursuant to which Lenders have agreed, to each loan
us $2,500,000, or an aggregate of $5,000,000,nmeartible debt. The Lenders, including affiliatase our two largest shareholders and the
lenders of the 2002 Credit Line referenced abowe. ffansaction was structured as a private placeofieecurities pursuant to Section 4(2)
of the Securities Act of 1933, as amended (the U8ees Act”) and Rule 506 promulgated thereunder.

The Notes will mature on June 22, 2010 and beantarest rate of 5% due at maturity. Both the gpatamount and any accrued interest on
the Notes are convertible into our common stock iate of $0.33 per share, subject to certaindihtiion adjustments. The Lenders have the
right to convert the Notes, both principal and aecrinterest, into shares of common stock at tteeaa$0.33 per share at any time. We have
the right to redeem the Notes in full in cash at time beginning two years after the date of thee®gnent. The conversion rate of the Notes
will be subject to customary anti-dilution protects, provided that the number of additional shafemmon stock issuable as a result of
changes to the conversion rate will be capped atdiile aggregate number of shares of common stsakble upon conversion of the Notes
will not exceed 19.99% of the aggregate numbehafes of common stock presently issued and outsigund

The Notes are secured on a first priority basialbgf our intangible and tangible property andeassPayment of the Notes is guaranteed by
our two inactive subsidiaries, Spectral Solutidns, and lllinois Superconductor Canada Corporafidre Agreement contains customary
representations, warranties and covenants. Wediledjistration statement covering the resale®fttiares of common stock issuable upon
conversion of the Notes with the Securities andhange Commission. Concurrently with the executibihe Agreement, the Lenders have
waived their right under the 2002 Credit Line toawe the financing proceeds from the issuanceeNotes, allowing us to use the funds for
product development or general working capital pegs. No fees were paid to any financial advidacgment agent, broker or finder in

connection with the transactions contemplated byAgreement and the Notes.
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Assuming the Notes are held for the full four yesam, 18,505,719 shares of common stock would ¢peimed upon settlement, for both
principal and interest. This amount is approximaf€% of the then approximately 186 million shavésommon stock currently issued and
outstanding. As of December 31, 2006, the Lendectjding their affiliates, owned approximately 43ffthe Companys outstanding share
As a result of this transaction, the combined hajdiof the Lenders would be approximately 48% efGlompany’s outstanding common
stock.

Critical Accounting Policies

The discussion and analysis of our financial caoditind results of operations are based upon msddidated financial statements, which
have been prepared in accordance with accountingiples generally accepted in the United State&roérica. The preparation of these
financial statements requires us to make estinmtdgudgments that affect the reported amount ftasand liabilities, revenues and
expenses, and related disclosure of contingentsaasd liabilities at the date of our financialtstaents. Actual results may differ from these
estimates under different assumptions or conditions

Critical accounting policies are defined as thds# are reflective of significant judgments andentainties, and potentially result in
materially different results under different asstios and conditions. We believe that our crit@atounting policies are limited to those
described below. For a detailed discussion on pipdication of these and other accounting policée® Note 2 in the notes to the consolidated
financial statements.

Revenue Recognition

In accordance with SAB No. 104, we recognize reeenben the following criteria are met: persuasivilence of an arrangement exists,
delivery has occurred or services have been reddpriee is fixed and determinable, and collectghi$ reasonably assured. Revenues from
product sales are generally recognized at the d¢ihs&ipment and are recorded net of estimatediretaind allowances. Revenues from
services are generally recognized upon substardiapletion of the service and acceptance by theomes. We have under certain
conditions, granted customers the right to retuodpct during a specified period of time after sh@nt. In these situations, we establish a
liability for estimated returns and allowanceshe time of shipment and make the appropriate adgist in revenue recognized for
accounting purposes. During 2006, no revenue wasgrezed on products that included a right to returotherwise required customer
acceptance after December 31, 2006. We have edtablla program which, in certain situations, allowstomers or prospective customers to
field test our products for a specified periodiofd. Revenues from field test arrangements aregrézed upon customer acceptance of the
products.

During 2006, we began to sell the dANF product Wtdontains software that is essential to the fométiity of the product and as such is
required to be accounted for in accordance with SDR, “Software Revenue Recognition,” as amende8®P 98-9, “Modification of SOP
97-2, Software Revenue Recognition, With Respe€@ddain Transactions.” The revenue recognize@&amh separate element of a multiple-
element software contract is based upon vesgecific objective evidence of fair value, whictb@sed upon the price the customer is req
to pay when the element is sold separately. TheFlpiduct is recognized as revenue upon shipmeiht We maintenance is deferred and
recognized on a straight line basis during theiagple maintenance period, typically 1-3 years.
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We warrant our products against defects in matedat workmanship typically for a 1-2 year periozhf the date of shipment, though these
terms may be negotiated on a case by case baprevision for estimated future costs related toresatry expenses is recorded when revel
are recognized. At both December 31, 2006 and 2@0&ccrued $34,000 for warranty costs. This wayreggerve is based on the cost to
replace a percentage of products in the fieldgiv@n point, adjusted by actual experience. Retantsallowances were not significant in any
period reported, and form a data point in estalviggskhe reserve. Should this warranty reserve eséirhe deemed insufficient, by new
information, experience, or otherwise, an incraasgarranty expense would be required.

Gooduwill and Intangible Assets

During 2006, we completed our annual process diuatiag goodwill for impairment under SFAS No. 142oodwill and Other Intangible
Assets”. As the fair value of the enterprise, ugingted market prices for our common stock, exogdlge carrying amount, goodwill was
determined to be not impaired. We assess the paltémt impairment of goodwill annually, or moreefluently if events or changes in
circumstances indicate that the asset might beineghdf we determine that the carrying value obdwill is less than its fair value, a write-
down may be required. In accordance with SFAS Md.“Accounting for the Impairment or Disposal ofrigsLived Assets”, we review our
identifiable intangible assets for impairment whesreevents or changes in circumstances indicatdtibacarrying amount may not be
recoverable. Recoverability of the intangible ass®measured by a comparison of the carrying airtouhe fair value. If intangible assets
are considered to be impaired, the impairment teebegnized is measured by the amount by whiclcding/ing amount of the asset exceeds
the fair value.

Allowance for Doubtful Receivables

An allowance for doubtful receivables may be maired for potential credit losses. Management sfpadij analyzes accounts receivable,

a client by client basis, when evaluating the adegwf our allowance for doubtful receivables intthg customer credit worthiness and
current economic trends and records any necessdrgdbt expense based on the best estimate aldtsekhown to date. Alternatives to this
approach include applying a fixed and/or empiriedé of bad debts to receivables. Bad debts hatertdally been very low (none in 2006 or
2005). We believe our current method to be lestrarip and more reliable than the alternativesescdbed. Should the facts regarding the
collectability of receivables change, the resultthgnge in the allowance would be charged or arddi income in the period such
determination is made. Such a change could mdtemmapact our financial position and results of ogeons.

Stock-Based Compensation

Effective January 1, 2006, we adopted the provssmiiStatement of Financial Accounting Standar&-AS") No. 123R, "Share-Based
Payment,” ("FAS 123R") which establishes accountimgequity instruments exchanged for employeeisesv Under the provisions of FAS
123R, share-based compensation cost is measutieel gitant date, based on the calculated fair vafltlee award, and is recognized as an
expense over the employee's requisite servicegégenerally the vesting period of the equity graRerformance-based grants (grants that
vest upon a future event and not due to the pasdagae) are not expensed until we believe it @t that vesting will occur. We elected to
adopt the modified prospective transition methograsided by FAS 123R and, accordingly, financtatement amounts for the prior periods
have not been retroactively adjusted to reflecffaiivevalue method of expensing share-based conapiens Under the modified prospective
method, share-based expense recognized after adaptiudes: (a) share-based expense for all avgaedged prior to, but not yet vested as
of January 1, 2006, based on the grant date fhievand (b) share-based expense for all award$egtanbsequent to January 1, 2006. We
changed our equity compensation practices at tine $iane to emphasize grants of restricted stoapassed to stock options. As most
options were fully vested as of January 1, 2008 arsmall portion of its total equity compensat@xpense came from stock options, with
vast majority coming from grants of restricted &td@rants of restricted stock are valued at thekatgurice on the date of grant and amorti
during the service period on a straight-line basithe vesting of such grant, whichever is higher.




Table of Contents

Contractual Obligations, Commitments, and Off Balarte Sheet Arrangements

No such arrangements existed as of December 386, 2R6ept for leases as described and the minireaselpayments as detailed in-
document.

Contractual Obligations Payments Due by Period

Less than 1 More than
Year Total Year 1-3 Years 3-5 Years 5 Years
Long Term Debt Obligations $ 17,787,00 $ 11,746,00 - $ 6,041,001 -
Operating Lease Obligations $ 1,659,000 $ 201,000 $ 413,000 $ 427,000 $ 618,00
Total $ 19,446,00 $ 11,947,00 $ 413,000 $ 6,468,000 $ 618,00(

Recent Accounting Pronouncements

In September 2006, the Financial Accounting Stashgl&oard issued SFAS No. 157, "Fair Value Measunesii¢"SFAS 157"). This
statement defines fair value as used in numeratsuating pronouncements, establishes a framewonkéasuring fair value in generally
accepted accounting principles ("GAAP") and expatidslosure related to the use of fair value messsirr financial statements. SFAS 157
does not expand the use of fair value measuresandial statements, but standardizes its defimiéind guidance in GAAP. SFAS 157 is
effective for fiscal years beginning after Novembsr 2007. We plan to adopt the provisions of SAA% on January 1, 2008. We are
evaluating the potential impact of SFAS 157, buha time do not anticipate that it will have ampiact on our financial statements when
adopted.

In September 2006, the Securities and Exchange Gssion ("SEC") released Staff Accounting Bulletin.NLO8, "Considering the Effects of
Prior Year Misstatements When Quantifying Misstagata in Current Year Financial Statements" ("SAB"J0SAB 108 provides guidance
on how the effects of the carryover or reversgadr year financial statement misstatements shbaldonsidered in quantifying a current
year misstatement. Prior practice allowed the etadn of materiality on the basis of (1) the emaantified as the amount by which 1

current year income was misstated ("rollover method(2) the cumulative error quantified as thenciative amount by which the current
year balance sheet was misstated ("iron curtailmoag}. The guidance provided by SAB 108 requireth loethods to be used in evaluat
materiality. Immaterial prior year errors may bereoted with the first filing of prior year finaradistatements after adoption. The cumulative
effect of the correction would be reflected in tpening balance sheet with appropriate disclostitieeonature and amount of each individual
error corrected in the cumulative adjustment, alé agea disclosure of the cause of the error aatlttie error had been deemed to be
immaterial in the past. We adopted SAB 108 foryiar ended December 31, 2006, as required, aratith@ion did not have a significant
impact on our results of operations or financiaipon.
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In July 2006 , FASB released FASB Interpretation &, “Accounting for Uncertainty in Income Taxes, interpretation of FASB Statement
No. 10¢" (FIN 48). FIN 48 clarifies the accounting and ogfing for uncertainties in income tax position8NH8 prescribes a recognition
threshold and measurement attribute for the firstatement recognition and measurement of adaitipn taken or expected to be taken in
a tax return. FIN 48 also provides guidance onaw®geition, classification, interest and penalteg;ounting in interim periods, disclosure
transition. FIN 48 is effective for fiscal yearsdamg after December 15, 2006. We will adopt FINa48f January 1, 2007, as required. The
cumulative effects, if any, of applying this Integfation will be recorded as an adjustment to netdiearnings as of the beginning of the
period of adoption. We do not believe the adoptibRIN 48 will impact our results of operationsforancial position.

In May 2005, the Financial Accounting Standardsrddq&ASB) issued Statement of Financial Accounttgndards (SFAS) No. 154,
“Accounting Changes and Error Corrections”, a repitaent of APB Opinion No. 20 and FASB Statementd:his statement applies to all
voluntary changes in accounting principle, and m&guretrospective application to prior periodsdincial statements for changes in
accounting principle. SFAS No. 154 was effectiveus beginning on January 1, 2006. This statemiénttchave a material impact on our
financial statements.

Effective January 1, 2006, we adopted SFAS No.RP3Share Based Payments,” as described in Ndtetfie Notes to the Consolidated
Financial Statements. For the year ended Decenih@0®6, the effect on the results of operationgobrding stock-based compensation in
accordance with SFAS 123(R) was $1.6 Million.

ltem 7A. Quantitative and Qualitative Disclosures Aout Market Risk

We do not have any material market risk sensitigtruments.

Item 8. Financial Statements and Supplementary Data
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

Board of Directors
ISCO International, Inc.

We have audited the accompanying consolidated balsimeets of ISCO International, Inc. (a Delawarparation) and subsidiaries, as of
December 31, 2006 and 2005, and the related cdasedl statements of operations, stockholders’ yaaiid cash flows for each of the three
years ended December 31, 2006. These financiahsgaits are the responsibility of the Comf’'s management. Our responsibility is to
express an opinion on these financial statemerstschan our audits.

We conducted our audits in accordance with thedstals of the Public Company Accounting OversighafBioUnited States). Those
standards require that we plan and perform thet &amdbtain reasonable assurance about whethdindmecial statements are free of material
misstatement. The Company is not required to hamewere we engaged to perform an audit of itsrmatkecontrol over financial reporting.

Our audit included consideration of internal cohtreer financial reporting as a basis for desigraniglit procedures that are appropriate in the
circumstances, but not for the purpose of exprgssmopinion on the effectiveness of the Compamg&rnal control over financial reporting.
Accordingly, we express no such opinion. An autlibancludes examining, on a test basis, evidenppating the amounts and disclosures
in the financial statements assessing the accayptinciples used and significant estimates madmagagement, as well as evaluating the
overall financial statement presentation. We belithat our audits provide a reasonable basis foopimion.

In our opinion, the consolidated financial statetegrferred to above present fairly, in all matenéspects, the consolidated financial posi
of ISCO International, Inc. and subsidiaries aBetember 31, 2006 and 2005, and the consolidasedtsef their operations and their cash
flows for each of the three years ended Decembge2@16, in conformity with accounting principlesngeally accepted in the United State:
America.

The accompanying financial statements have begraprd assuming that the Company will continue @ailag concern. As discussed in N

3, the Company incurred a net loss of $4,364,98#hduhe year ended December 31, 2006, and, dmbflate, the Company’s accumulated
deficit was $164,405,272. In addition, the Comphayg consistently used, rather than provided, cagh bperations. These factors, among
others, as discussed in Note 3 to the financiéstants, raise substantial doubt about the Compabjlity to continue as a going concern.
Management’s plans in regard to these mattersismedascribed in Note 3. The financial statementaat include any adjustments that might
result from the outcome of this uncertainty.

As discussed in Notes 2 and 7 to the consolidateah€ial statements, effective January 1, 2006Ctmpany adopted Statement of Financial
Accounting Standard Number 123 (revised 2004), fSiBased Payments.”

Grant Thornton LLP

Chicago, lllinois
March 30, 2007
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ISCO INTERNATIONAL
CONSOLIDATED BALANCE SHEETS

December 31,

December 31,

2006 2005

Assets:
Current Assets:
Cash and Cash Equivalents $ 2,886,47! 3,486,43!
Inventory 6,368,59! 2,715,171
Accounts Receivable, net 2,554,711 1,677,33
Prepaid Expenses and Other 168,74: 253,16°
Total Current Assets 11,978,53 8,132,10:
Property and Equipment 1,334,20. 1,037,43:
Less: Accumulated Depreciation (811,167 (720,142
Net Property and Equipme 523,03¢ 317,29(
Restricted Certificates of Deposit 162,44( 242,18(
Goodwill 13,370,00 13,370,00
Intangible assets, net 841,18 844,06:
Total Assets $ 26,875,19 22,905,63
Liabilities and Stockholders' Equity:
Current Liabilities:
Accounts Payable $ 1,172,84. 416,09!
Inventory-related material purchase accrual 328,66. 530,13
Employee-related accrued liability 284,65: 208,40¢
Accrued professional services 93,00( 279,00(
Other accrued liabilities and current deferred nexe 225,72 301,92:
Current Portion of LT Debt, including related irdst, with related parties 11,295,95 -
Total Current Liabilities 13,400,84 1,735,56!
Deferred facility reimbursement 102,50( 118,98t
Deferred revenue - non current 75,90( -
Notes and related accrued interest with relatetigzamet of current portic 5,131,76: 10,520,36
Stockholders' equity:
Preferred stock; 300,000 shares authorized; Naeshasued and outstanding

at December 31, 2006 and December 31, 2005 - -
Common stock ($.001 par value); 250,000,000 shreu®orized; 189,622,133

and 183,252,018 shares issued and outstanddgcatmber 31, 2006 and

December 31, 2005, respectively 189,62. 183,25
Additional paid-in capital 172,379,84 170,387,75
Accumulated deficit (164,405,272 (160,040,28¢
Total Shareholders' Equity 8,164,19: 10,530,71
Total Liabilities and Shareholders' Equity $ 26,875,19 22,905,63

See the accompanying Notes which are an integrabp#he financial statements.

-3C-
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ISCO INTERNATIONAL
CONSOLIDATED STATEMENTS OF OPERATIONS

Year Ended December 31,

2006 2005 2004

Net sales $ 14,997,32 $ 10,264,42 $ 2,621,93
Costs and expenses:

Cost of sales 9,066,92! 5,121,65I 1,527,55.
Research and development 2,011,65: 1,767,44 1,119,401
Selling and marketing 3,207,88; 1,861,06! 1,164,83
General and administrative 4,287,08 3,691,07! 4,757,93
Total costs and expenses 18,573,54 12,441,23 8,569,72!
Operating loss (3,576,223 (2,176,804 (5,947,792
Other income (expense)

Interest income 118,59( 77,38 8,66(
Non-cash warrant expense = = (250,297
Interest expense (907,351 (877,461 (777,872
Total other expense, net (788,761 (800,078 (1,019,509
Net loss $ (4,364,984 (2,976,882 % (6,967,301
Basic and diluted loss per common share $ (0.02 (0.022 $ (0.04,
Weighted average number of common shares outsigndin 185,506,26 170,786,65 158,977,24

See the accompanying Notes which are an integrabp#he financial statements.
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Balance as of December 31, 2003
Exercise of Stock Options
Exercise of Warrants
Stock-Based Compensation
Non-cash Warrant Expense

Net Loss

Balance as of December 31, 2004
Exercise of Stock Options

Equity Financing

Section 16b recovery
Stock-Based Compensation

Net Loss

Balance as of December 31, 2005
Exercise of Stock Options

Stock Grants Vested

Section 16b recovery
Stock-Based Compensation

Net Loss

Balance as of December 31, 2006

ISCO INTERNATIONAL
CONSOLIDATED STATEMENTS OF STOCKHOLDERS'’ EQUITY

Years Ended December 31, 2004, 2005, and 2006

Common Common Additional Accumulated
Stock Stock Paid-In Deficit
Shares Amount Capital Total
150,149,923 150,15(% 160,889,20% (150,096,105% 10,943,24
1,063,77 1,06¢ 140,67¢ - 141,74
10,000,00 10,00( 1,990,00! - 2,000,001
- - 879,65: - 879,65:
- - 250,29° - 250,29°
- - - (6,967,301 (6,967,301
161,213,70% 161,214 164,149,82% (157,063,40¢$ 7,247,63!
2,038,33: 2,03¢ 265,07¢ - 267,11¢
20,000,00 20,00( 4,280,001 - 4,300,001
- - 607,22: - 607,22:
- - 1,085,62. - 1,085,62.
- - - (2,976,882 (2,976,882
183,252,03% 183,25:% 170,387,75% (160,040,28¢$ 10,530,71
2,582,82 2,58: 427,33( - 429,91:
3,787,27. 3,78 (3,787 -
- - 3,12¢ - 3,12¢
- - 1,565,42. - 1,565,42.
- - - (4,364,984 (4,364,984
189,622,13% 189,62:% 172,379,84% (164,405,272% 8,164,19:

See the accompanying Notes which are an integrabpthe financial statements.
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ISCO INTERNATIONAL
CONSOLIDATED STATEMENTS OF CASH FLOWS

Years Ended December 31,

2006 2005 2004
OPERATING ACTIVITIES
Net loss $ (4,364,984 $ (2,976,882 $ (6,967,301
Adjustments to reconcile net loss to net cash usegerating activities
Depreciation 92,96: 81,17 633,79:
Amortization 54,431 56,56( 50,32t
Non-cash compensation charges 1,565,42: 1,085,62. 879,65
Non-cash warrant issuance-related expense - - 250,29°
Patent-related charge - 199,81 32,56¢
Changes in operating assets and liabilities:
Accounts receivable (877,382 (1,554,874 1,047,25:
Inventories (3,653,429 (1,746,122 (290,687
Prepaid expenses and other 84,42¢ 341,32: (273,341
Accounts payable 756,74¢ 213,48: (41,034
Accrued liabilities and deferred revenue 476,837 1,290,56! 499,61t
Deferred occupancy costs 106,25( - -
Net cash used in operating activit (5,758,716 (3,009,333 (4,178,865
INVESTING ACTIVITIES
Decrease/ (Increase) in restricted certificatedeqfosit 79,74( 48,84" (250,500
Payment of patent costs (51,556 (49,121 (38,707
Acquisition of property and equipment, net (302,458 (80,694 (117,686
Net cash used in investing activiti (274,274 (80,968 (406,893
FINANCING ACTIVITIES
Proceeds from warrants - - 2,000,001
Proceeds from equity issuance - 4,300,001 -
Proceeds from Section 16b recovery 3,12 607,22: -
Exercise of stock options 429,91. 267,11 141,74
Proceeds from issuance of notes 5,000,001 1,000,001 2,500,001
Net cash provided by financing activiti 5,433,03 6,174,341 4,641,741
Increase in cash and cash equivalents (599,954 3,084,03! 55,98:
Cash and cash equivalents at beginning of period 3,486,43 402,39: 346,40¢
Cash and cash equivalents at end of period $ 2,88647 $ 3,486,431 $ 402,39:
Supplemental cash flow information
Cash paid for interest and income taxes $ - $ - 3 .

See the accompanying Notes which are an integrabpéhe financial statements
-33-
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Notes to the Financial Statements
1. Description of Business

ISCO International (including its inactive subsiita, Spectral Solutions, Inc., and lllinois Supertuctor Canada Corporation, the
“Company”) addresses RF (Radio Frequency) and fadiamptimization issues, including interferenssues, within wireless
communications. The Company uses unique produmtiiding ANF, RF2, and other solutions, as welbasvice expertise, in improving the
RF handling of a wireless system, particularly thdio link (the signal between the mobile devicd Hre base station). A subset of this
capability is mitigating the impact of interferenme wireless communications systems. These sokiioa designed to enhance the quality,
capacity, coverage and flexibility of wireless talenmunications services. The Company has histtyiosrketed its products to cellular,
PCS and wireless telecommunications service provided OEM’s located both in the United Statesiardternational markets.

2. Summary of Significant Accounting Policies
Principles of Consolidation

The consolidated financial statements include to®ants of the Company and its wholly owned subsie$. All intercompany balances and
transactions have been eliminated.

Cash and Cash Equivalents

Cash and cash equivalents consist of demand deptisie deposits, money market funds, and commigraf@er which have original
maturities of three months or less from the dateur€hase. Management believes that the finanséitutions in which it maintains such
deposits are financially sound and, accordinglyjimal credit risk exists with respect to these @#go

Accounts receivable

The majority of the Company’s accounts receivabldue from companies in the telecommunicationsstrguCredit is extended based on
evaluation of a customers’ financial condition agenerally, collateral is not required. Accountseigable are typically due within 30 days
and are stated at amounts due from customersf aatallowance for doubtful accounts. Accounts tanding longer than the contractual
payment terms are considered past due. The Congmagmines its allowance for doubtful accounts daysidering a number of factors,
including the length of time trade accounts redei@are past due, the Company’s previous lossryidtiee customer’s current ability to pay
its obligation to the Company, and the conditiorthef general economy and the industry as a whéle.Jompany writes-off accounts
receivable when they become uncollectible, and magssubsequently received on such receivablesredéed to the allowance for doubtful
accounts. The allowance could be materially difieifeeconomic conditions change or actual resudtgiate from historical trends.

Inventories

Inventories are stated at the lower of cost (detethon a first in, first out basis) or market.

-34-
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Property and Equipment

Property and equipment are stated at cost, lessradated depreciation, and are depreciated overdtimated useful lives of the assets using
both straight line and accelerated methods. Thelaated method used is the double declining balamethod. Software is typically
amortized over 3 years utilizing the straight-lmethod. Leasehold improvements are amortized ubmgtraightine method over the shor

of the useful life of the asset or the term of ldkese. Amortization of leasehold improvements ¢duided in depreciation expense. The useful
lives assigned to property and equipment for thpgae of computing book depreciation follow:

Manufacturing equipment 3 to 4 year
Office equipment 3to 5 year
Furniture and fixtures 5 year:
Leasehold improvements Life of lease

Income Taxes

Deferred tax assets and liabilities are determbeaesed on differences between financial reportirfytar bases of assets and liabilities and are
measured using the enacted tax rates and lawwithae in effect when the differences are expedteteverse. The Company uses a valui
allowance when it determines the amount of defalagdsset to include in its financial statementli@ current period is not realizable. This
valuation allowance is based on historical pattefrtaxable income, recognized deferred tax liib8i and other factors that could impact the
current view of future tax asset utilization.

Revenue Recognition

Revenues from product sales are generally recogritzthe time of shipment and are recorded nestihated returns and allowances.
Revenues from services are generally recognized spbstantial completion of the service and accegtdy the customer. We have under
certain conditions, granted customers the righetarn product during a specified period of timeaghipment. In these situations, we
establish a liability for estimated returns andaknces at the time of shipment and make the appte@djustment in revenue recognizec
accounting purposes. During 2006, no revenue wasgrezed on products that included a right to returotherwise required customer
acceptance after December 31, 2006. We have esdtallla program which, in certain situations, allowstomers or prospective customers to
field test our products for a specified periodiofd. Revenues from field test arrangements aregrézed upon customer acceptance of the
products.

During 2006, we began to sell the dANF product Wtdontains software that is essential to the fométiity of the product and as such is
required to be accounted for in accordance with SDR, “Software Revenue Recognition,” as amende8®P 98-9, “Modification of SOP
97-2, Software Revenue Recognition, With Respe€@ddain Transactions.” The revenue recognize@&mh separate element of a multiple-
element software contract is based upon vesgecific objective evidence of fair value, whictbased upon the price the customer is req
to pay when the element is sold separately. TheFlpiduct is recognized as revenue upon shipmeiht We maintenance is deferred and
recognized on a straight line basis during theiagple maintenance period, typically 1-3 years.

Product Warranty

The Company warrants its products against defaatsaterials and workmanship typically for a 1-2rygeriod from the date of shipment,
though these terms may be negotiated on a casedeybasis. A provision for estimated future cositsted to warranty expenses is recorded
when revenues are recognized. At both Decembe2(®15 and 2005 the Company accrued $34,000 for migrasts. This warranty reserve
is based on the cost to replace a percentage dlipi®in the field at a given point, adjusted bipakexperience. Returns and allowances
not significant in any period reported, and formiaga point in establishing the reserve. Shouldwhisanty reserve estimate be deemed

insufficient, by new information, experience, och@twise, an increase to warranty expense wouledpeined.
-36-
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Concentration of Credit Risk

Sales to three of the Company’s customers accotioteB%, 97% and 94% of the Company’s total reesnfior 2006, 2005 and 2004,
respectively. The balance of Accounts Receivaldmfour top three customers was $2.5 Million and $dillion as of December 31, 2006
and 2005, respectively. During 2006 the top tlmestomers were Verizon Wireless, Alltel Corporatiand Bluegrass Cellular Corporation,
respectively.

Advertising Costs

Advertising costs are charged to expense in thegéncurred.

Research and Development Costs

Research and development costs related to botbmirasd future products are charged to expendwipdriod incurred.
Net Loss Per Common Share

Basic and diluted net loss per common share argueted based upon the weighted average number ahoonshares outstanding.
Approximately 5 million common shares issuable aB@&cember 31, 2006 upon the exercise of optiodsnaarrants, and 9 million unvested
shares of restricted stock, are not included irpireshare calculations since the effect of thailuision would be antidilutive.

Use of Estimates

The preparation of financial statements in confeymiith accounting principles generally acceptethia United States of America requires
management to make estimates and assumptiondfeztttae reported amounts of assets and liatsliied disclosure of contingent assets
liabilities at the date of the financial statemeatsd the reported amounts of revenues and expdoseg the reporting period. Actual results
could differ from those estimates.

Description of Certain Concentrations and Risks

The Company operates in a highly competitive apitiha changing industry. Product revenues are alyeeoncentrated with a limited
number of customers, and the supply of certain risd¢es concentrated among a few providers. Theld@ment and commercialization of
new technologies by any competitor could adveraéflgct the Company’s results of operations.

Gooduwill and Intangible Assets

Patents and trademarks represent costs, primagbl fees and expenses, incurred in order to peegoat file patent applications related to
various aspects of the Company’s technology ariis wurrent and proposed products. Patents andrirarks are recorded at cost and are
amortized using the straightte method over the shorter of their estimateduldizes or 17 years. The recoverability of thergang values o
patents and trademarks is evaluated on an ongaisig by Company management. Factors involved snataluation include whether the

item is in force, whether it has been directly #temed or challenged in litigation or administratprocess, continued usefulness of the item in
current and/or expected utilization by the Compianiys solution offerings, perceived value of suchterial or invention in the marketplace,
availability and utilization of alternative or othtechnologies, the perceived protective valuéefitem, and other factors.
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During 2006 and 2005, the Company wrote off appnately $0 and $200,000, respectively, in patersteel costs. Total capitalized patent
and trademark costs were approximately $841,000844d,000 at December 31, 2006 and 2005, respBct®apitalized patent costs related
to pending patents were approximately $289,000%26®,000 at December 31, 2006 and 2005, respectiatents and trademarks were
reported net of accumulated amortization of appnately $321,000 and $268,000 at December 31, 200@@05, respectively.

As of the reporting date, the Company had recogiediwill resulting from the acquisitions of Spet®alutions, Inc. and the Adaptive Not
Filter division of Lockheed Martin Canada, Inc.tfbduring 2000. Beginning January 1, 2002, goodwitio longer to be amortized but rat

to be tested for impairment on an annual basisbanhdeen annual tests whenever there is an indicafipotential impairment. Impairment
losses would be recognized whenever the impligd/iue of goodwill is determined to be less tharcarrying value. SFAS 142 prescribes a
two-step impairment test to determine whether dreying value of the Company’s goodwill is impair&dhe first step of the goodwill
impairment test is used to identify potential impa@nt, while the second step measures the amouhé éfnpairment loss. Step one to this
requires the comparison of the fair value of eagforting unit with its carrying amount, includingagwill. As the Company is comprised ¢
single reporting unit, the question of fair valsecentered upon whether the market value, as nehbyrmarket capitalization, of the
Company exceeds shareholders’ equity. The excebe @ompany’s market capitalization over its régdishareholdergquity indicates the
the goodwill of the Company’s sole reporting unésanot impaired as of December 31, 2006 and 2005.

The Company’s balances of Goodwill and Intangibssé#ts were as follows:

Year Ended December 31,

2006 2005
(in thousands of dollars)
Patent, gross $ 1,162 $ 1,112
Accumulated amortization (321, (268,
Other amortizable intangibles, net $ 841 $ 844
Goodwill $  13,37( $ 13,37

The following table summarizes the estimated anptethx amortization expense for the intangibleswith definitive lives:

2007 51
2008 51
2009 51
2010 51
2011 50
Thereafter 587
Total $ 841

Fair Value of Financial Instruments

The carrying values of financial instruments, imlthg accounts receivable, accounts payable, argitienmn debt, approximates fair value.
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Long Lived Assets

In accordance with the provisions of SFAS No. I'#¢counting for the Impairment or Disposal of Lohgred Assets,'the Company reviev
long-lived assets, including property and equipmfamtimpairment whenever events or changes inn@assi circumstances indicate the
carrying amount of the assets may not be fully vecable. Under SFAS No. 144, an impairment losedsgnized when estimated
undiscounted future cash flows expected to resnthfuse of the asset and its eventual dispositietess than the carrying amount.
Impairment, if any, is determined using discourtash flows. The Company had no such impairmene®oss2006 or 2005.

Stock-Based Employee Compensation

In December 2004, the FASB issued SFAS No0.1234eelv2004), “Share-Based Payment” (SFAS No.123R3 Sthtement requires that the
compensation cost relating to share-based paymadactions be recognized in the financial statésn€ompensation cost is to be measured
based on the estimated fair value of the equitgda®mpensation awards issued as of the grantTateelated compensation expense will
be based on the estimated number of awards exp@ctedt and will be recognized over the requiséerice period (often the vesting period)
for each grant. The statement requires the usespinaptions and judgments about future events ame s the inputs to the valuation mod

will require considerable judgment by management.

SFAS No0.123(R) replaces FASB Statement No.123 (SN8323), “Accounting for Share-Based Compensdtiand supersedes APB
Opinion No.25, “Accounting for Stock Issued to Emy#es.” The provisions of SFAS No0.123(R) are rezflito be applied by public
companies that do not file as small business issasrof the first interim or annual reporting pdrthat begins after June 15, 2005, and all
other public companies as of the first interim on@al reporting period that begins after DecemBR2005. On April 14, 2005, the SEC
adopted a new rule amending the effective datSfatement 123(R). Based on the amended rule, r@gistwere required to implement
Statement 123(R) as of the first annual periodro@gg after June 15, 2005, which was January 16 260us.

On January 1, 2006, we adopted SFAS No.123(R),ruhdenodified prospective application transitioathod without restatement of prior
interim periods. This resulted in our recognizimgnpensation cost based on the requirements of AR 3(R) for all equity-based
compensation awards issued after the effective afatés statement. For all equity-based compeaosativards that were unvested as of that
date, compensation cost is recognized for the un@ad portion of compensation cost not previoustiuded in the SFAS No0.123 pro fon
footnote disclosure. The adoption of SFAS No.123{(&) a material effect on the Company’s resul@pafrations with respect to equity
issuances during 2006, with an equity compensatiange of $1.5 million during 2006.

The effects on earnings and earnings per shahne Walue recognition provisions of FAS 123(R) wapplied to the twelve-month periods
ended December 31, 2005 and 2004, respectivglyesented in the following tables:

Twelve months ended Twelve months ended
In thousands of dollars: December 31, 2005 December 31, 2004

Net loss, as reporte $ 2,977 $ (6,967)
Deduct net change in stock-based employee compensatpense determined unde

fair-value-based method of all rewards, net of tax $ (273) $ (406)
Pro forma net loss $ (3,250) $ (7,379
Pro forma net loss per share (basic) $ (0.02 $ (0.05)
Pro forma net loss per share (diluted) $ 0.02) $ (0.05)
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The following table summarizes the stock optionvitgtduring the fiscal year ended December 31,600

Outstanding, December 31, 2005 8,146,001
Granted -
Forfeited or canceled (651,000
Exercised (2,583,000
Outstanding, December 31, 2006 4,912,00!

The fair value of each option grant was estimatethe date of grant using the Black-Scholes ogtiacing model with the following
weighted-average assumptions used for grants iB:2aDdividend yield, expected volatility of 105%sk-free interest rate of 3.8%, and an
expected life of 4 years. No options were grantathg 2006.

At December 31, 2006, a total of 4.9 million stagkions were outstanding under the Company’s equitgpensation plans, all but less than
0.1 million of which are fully vested. Stock-basmmpensation expense recognized during the fiszal gnded December 31, 2006 includes
compensation expense for stock options granted farithis period but not yet vested, based on thatglate fair value estimated in
accordance with the pro forma provisions of FAS.188luded in stock-based compensation expensthéoiiscal year ended December 31,
2006 was $0.1 million related to stock options.

Restricted Share Rights

Restricted share grants offer employees the oppitytto earn shares of the Company’s stock oveeti@rants issued during 2006 generally
vest over two years for employees and one yeardoremployee directors. For grants during 2007teynd, we expect that the typical
vesting period for employees will be four years levhihe vesting period for non-employee directors igimain tied to the one year service
period (directors are elected annually by our dinaders). We recognize the issuance of the shatated to these stock-based compensation
awards and the related compensation expense oaighstline basis over the vesting period, or oraacelerated basis in those cases where
the actual vesting is faster than the proportiat@ight line value. Included within these gramts @lso performance-based shares, that is,
shares that vest based on accomplishing partiobjactives as opposed to vesting over time. Nooperéincebased shares were vested du
the fiscal year ended December 31, 2006.

The following table summarizes the restricted staslard activity during 2006.

Weighted

Average Grant Date

Shares Fair Value (per share)
Outstanding, December 31, 2005 None None
Granted 15,598,000 $ 0.3t
Forfeited or canceled (3,097,000 $ 0.34
Vested (3,787,000 ¢ 0.3t
Outstanding, December 31, 2006 8,714,000 3 0.3¢

The total fair value of restricted shares vestetihduthe fiscal year ended December 31, 2006 w3 iiillion. Total non-cash equity
compensation expense recognized during the fisma gnded December 31, 2006 was $1.6 million. Nxsh-@quity expense for the fiscal
year ended December 31, 2006 included $1.3 mifiowested restricted share grants, $0.1 milliantfie vesting of stock options awarc
prior to 2006, and $0.2 million for the straightdiamortization of restricted share grants thandidvest during the fiscal year ended
December 31, 2006.
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Recent Accounting Pronouncements

In September 2006, the Financial Accounting Stashsl&oard issued SFAS No. 157, "Fair Value Measungsii€"SFAS 157"). This
statement defines fair value as used in numeroemuating pronouncements, establishes a framewaonkéasuring fair value in generally
accepted accounting principles ("GAAP") and expatidslosure related to the use of fair value messin financial statements. SFAS 157
does not expand the use of fair value measuresandial statements, but standardizes its defimiéind guidance in GAAP. SFAS 157 is
effective for fiscal years beginning after Novem&y 2007. We plan to adopt the provisions of SHA% on January 1, 2008. We are
evaluating the potential impact of SFAS 157, buhe time do not anticipate that it will have ampiact on our financial statements when
adopted.

In September 2006, the Securities and Exchange Gssion ("SEC") released Staff Accounting Bulletin.NLO8, "Considering the Effects of
Prior Year Misstatements When Quantifying Misstagata in Current Year Financial Statements" ("SAB"JL0SAB 108 provides guidance
on how the effects of the carryover or reversgiridr year financial statement misstatements shbaldonsidered in quantifying a current
year misstatement. Prior practice allowed the atadn of materiality on the basis of (1) the emaantified as the amount by which 1

current year income was misstated ("rollover method(2) the cumulative error quantified as thenculative amount by which the current
year balance sheet was misstated (“iron curtailodag). The guidance provided by SAB 108 requireth lmoethods to be used in evaluat
materiality. Immaterial prior year errors may bereoted with the first filing of prior year finaradistatements after adoption. The cumulative
effect of the correction would be reflected in tpeening balance sheet with appropriate disclosttieeonature and amount of each individual
error corrected in the cumulative adjustment, aéagea disclosure of the cause of the error aatlttie error had been deemed to be
immaterial in the past. We adopted SAB 108 fonthar ended December 31, 2006, as required, aratitiygtion did not have a significant
impact on our financial statements.

During July 2006, the FASB issued FIN 48, “Accougtfor Uncertainty in Income Taxes,” which will imgt the recognition, measurement,
and disclosure of positions taken for income tasppaes. The Interpretation is effective for fispahrs beginning after December 15, 2006
(January 1, 2007 for us). Because we have histlyripasted losses and have maintained a full vadanatllowance on our available future
income tax benefit, we do not expect this Inteigien to have a material effect on our resultsp#rations or financial position.

Reclassifications
Certain amounts reported in prior years have beelassified from what was previously reported tofoom to the current yea’presentatior
3. Realization of Assets

The accompanying financial statements have begraped in conformity with accounting principles geaily accepted in the United States
America, which contemplate continuation of the Campas a going concern. However, the Company rstaiead substantial losses from
operations in recent years, and such losses haged through the year ended December 31, 2@00&ddlition, the Company has used,
rather than provided, cash in its operations. Gtest with these facts, the accompanying repon f@rant Thornton, LLP, the Company’s
independent registered public accounting firm,udels the comment that there is substantial douattabe Company’s ability to continue as
a going concern.

In view of the matters described in the precediagagraph, recoverability of a major portion of teeorded asset amounts shown in the
accompanying balance sheet is dependent upon gedtiwperations of the Company, which in turn iseteient upon the Company’s ability
to meet its financing requirements on a contindiagis, to maintain present financing, and to sutaeés future operations. The financial
statements do not include any adjustments relatiniye recoverability and classification of recat@sset amounts or amounts and
classification of liabilities that might be neceasgsshould the Company be unable to continue intexce.

-AC-
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The Company has incurred, and continues to inoasds from operations. For the years ended Dece3ib@006, 2005, and 2004, the
Company incurred net losses of $4.4 million, $3illian, and $7.0 million, respectively. During tt®gears the Company implemented
strategies to reduce its cash used in operatingta. The Company’s strategy included the coidalstion of its manufacturing and research
and development facilities and a targeted reduaifdhe employee workforce, increasing the efficienf the Company’s processes, focusing
development efforts on products with a greater abdlty of commercial sales, reducing professideak and discretionary expenditures, and
negotiating favorable payment arrangements witlplens and service providers. More importantly, @@mpany configured itself along an
outsourcing model, thus allowing for relativelyder efficient production without the associatedrbead. The combination of these factors
has been effective in bringing the Company closgrofitability (from a net loss as high as $28limil during 2001) while enabling it to
deliver significant quantities of solutions. Begimmin 2005, the Company began to invest in additigproduct development (engineering)
and sales and marketing resources as it begaocreaise its volume of business. While viewed ass#tipe development, these expenditures
have added to the funding requirements listed above

We believe that we have sufficient funds to opecatiebusiness until $11.3 million of our debt beesndue in August 2007. That debt is held
by our two largest shareholders, including affdmtWhile we expect to refinance this debt no sefihancing has occurred as of the repot
date, therefore, the ability to refinance our diil maintain adequate working capital is necedsanys to continue as a going concern
Additionally, we project increases in working capitequirements in order to pursue significant bess opportunities during 2007 and
beyond, and also expect to spend additional firsimesources in the expansion of our business esdtlipt offerings. As such, we may
require additional capital prior to August 2007. Weend to look into augmenting our existing calgitasition by continuing to evaluate
potential short-term and lortgrm sources of capital whether from debt, equiyarid, or other methods. The primary covenantunexisting
debt arrangement involves the right of the lentdereceive debt repayment from the proceeds offim@amcing activities. This covenant may
restrict our ability to obtain additional financing to apply the proceeds of a financing event tovaperations until the debt is repaid in full.

4. Inventories

Inventories consist of the following:

December 31, December 31,
2006 2005
Raw materials $ 2,675,00I $ 1,368,00!
Work in process 2,332,001 443,00(
Finished product 1,362,00! 904,00(
Total $ 6,369,00I $ 2,715,00!

Cost of product sales for the years ended DeceBhez006 and 2005 includes approximately $165,0@0%0, respectively, of costs in
excess of the net realizable value of inventorgliding obsolete materials).

Inventory balances are reported net of a resenvelfsolescence. This reserve is computed by takiogconsideration the components of
inventory, the recent usage of those componentsaaticipated usage of those components in theduft December 31, 2006 and 2005,
those reserves were approximately $325,000 and,@260respectively.
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For the Years Ended December 31,

2006 2005 2004
(in thousands of dollars)
Beginning Balance $ 16C $ 21t $ 85¢
Inventory Obsolescence Expense 16E - 57
Inventory Written Off - 58 697
Recoveries - - -
Ending Balance $ 3¢ $ 16C $ 21¢

5. Allowance for Doubtful Accounts

For the Years Ended December 31,

2006 2005 2004
(in thousands of dollars)
Beginning Balance $ 0 $ 0 $ 4
Bad Debt Expense - - -
Accounts Written Off - - -
Recoveries 0 0 4
Ending Balance $ 0 $ 0 $ 0

6. Capital Stock

The Company has an authorized class of undesigpatéeired stock consisting of 300,000 shares ePmrsd stock may be issued in series
from time to time with such designations, relatiights, priorities, preferences, qualificationsjitiations and restrictions thereof, to the extent
that such are not fixed in the Company’s certiicaft incorporation, as the Company’s Board of Dimes (“Board of Directors” or “Board”)
determines.

On February 9, 1996, the Board of Directors adoptsareholder rights plan (the “Rights Plan™)cémjunction with the adoption of the
Rights Plan, the Company created one series oéipegf stock, consisting of 10,000 shares of Sérigsnior Participating Preferred Stock
(“Series A Preferred”). Each share of Series A &refl entitled the holder to receive dividends étpu,000 times the dividends per share
declared with respect to the Company’s common samck in the event of liquidation, such holders lddwave received a preference of 1,000
times the aggregate amount to be distributed pmedo the holders of the Company’s common stogksiant to the Rights Plan, a Series A
Right was associated with, and would have traded, wach share of common stock outstanding. ThigtRiPlan expired during February
2006.

At December 31, 2006, authorized but unissued shaEreommon stock have been reserved for futuraisse as follows:

Options outstanding (Note 7) 4,912,00

At December 31, 2006, 8.7 million shares of retgdcstock had been issued but had not vested.
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7. Stock Options and Warrants

On August 19, 1993, the Board of Directors adopied1993 Stock Option Plan for employees, constdiamd directors who were not also
employees of the Company (outside directors). plaa reached its ten-year expiration during 200&imy the 2003 annual meeting of
shareholders, the Company’s shareholders appromed 2003 Equity Incentive Plan to take the placin® expiring 1993 plan. Unissued
options from the 1993 plan were used to fund tH&83tlan. During the 2005 annual meeting of shadsrs| the Company’s shareholders
approved 12 million additional shares of stock ¢arcluded in the 2003 Plan, and clarified theighibr the 2003 Plan to utilize up to

5 million unused shares originally allocated to 1883 Plan. The maximum number of shares issuafulerthese plans is 26,011,468. These
Plans are collectively referred to as the “Plan”.

For employees and consultants, the Plan providegrémting of restricted shares of stock, Incen8weck Options (ISOs) and Nonstatutory
Stock Options (NSOs). In the case of ISOs, theagseprice shall not be less than 100% (110% itatcecases) of the fair value of the
Company’s common stock, as determined by the Cosgtim Committee or full Board as appropriate (tbemmittee”), on the date of
grant. In the case of NSOs, the exercise pricd bhaletermined by the Committee, on the date afigiThe term of options granted to
employees and consultants will be for a periodta@xceed 10 years (five years in certain casgjofs granted under the Plan default to
vest over a four-year period (one-fourth of optignented vest after one year from the grant datetlaa remaining options vest ratably each
month thereafter), but the vesting period is deteech by the Committee and may differ from the défpariod. In addition, the Committee
may authorize option and restricted stock grantl weésting provisions that are not based solelgmoployees’ rendering of additional service
to the Company.

For outside directors, the Plan provides that eathide director will be automatically granted NSibsthe date of their initial election to the
Board of Directors. On the date of the annual meedif the stockholders of the Company, each outdiigetor who is elected, reelected, or
continues to serve as a director, shall be graededtional NSOs, except for those outside directdrs are first elected to the Board of
Directors at the meeting or three months prior. dp#ons granted vest ratably over one or two ydased on the date of grant, and expire
after ten years from the grant date. Beginningd@6] the Compensation Committee of the Board agat@vants of Restricted Stock to be
used as compensation for outside directors indfeddSO'’s.

During 2005, the Board elected to utilize a trdasitule provided under FAS 123R, and accelerdiedsesting to December of 2005 a totz
364,198 options that were priced above the Comgastgck price (i.e., “out of the money” optionsfiatheduled to vest after 2005. There
was no compensation expense recognized upon teéeation of the options in 2005. The majority lid$e accelerated options were
scheduled to vest during the first quarter 2006eByloying this method, these options are excldded the Company’s FAS 123R
calculation in 2006, but are included in the FAS pfo forma disclosure presented in Note 2. Begigim 2006, the Board began providing
restricted stock grants in lieu of stock optionshivi both employee and non-employee compensatiograms. The impact of the new
accounting standard, industry trends, and thetphdiuse fewer shares to achieve intended reardta few of the reasons behind this change
in view. The Board has also expressed an intemti@ontinue to utilize performance-based equiteiritves for more cases of equity
compensation than in years past.

The fair value for these options was estimateti@tiate of grant using a Black-Scholes option pgichodel with the following weighted-
average assumptions for the years ended Decemp2033 and 2004: risk-free interest rate of 4.1% 7%, respectively; a dividend yield

of 0%; annual volatility factor of the expected ketrprice of the Company’s common stock of 0.85 ard, respectively (the daily

“volatility”, which is measured as the standard id&wn of the closing stock price for the same @eési would be 0.05 and 0.10); and expected
life of the options of 4.0 yearsNo options were issued during 2006.

The Black-Scholes option valuation model was deguedbfor use in estimating the fair value of tradptions which have no vesting
restrictions and are fully transferable. In addifioption valuation models require the input oftiygsubjective assumptions, including the
expected stock price volatility. Because the Comg{saemployee stock options have characteristicsifigntly different from those of traded
options, and because changes in the subjectivé agsumptions can materially affect the fair vadgémate, in management’s opinion, the
existing models do not necessarily provide a rédiabngle measure of the fair value of its employeek options.
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The table below summarizes all option activity dgrthe three year period ended December 31, 2006:

Options
Outstanding Exercise Price Per Share

Outstanding at December 31, 2003 6,660,000 $ 0.11 —21.50
Granted 4,540,000 $ 0.14—0.89
Exercised (1,046,000 $ 0.11 — 0.49
Forfeited (1,095,000 3 0.11 — 21.50
Outstanding at December 31, 2004 9,059,000 g 0.11 — 18.25
Granted 2,815,000 % 0.25—0.43
Exercised (2,038,000 $ 0.11 —0.14
Forfeited (1,690,000 s 0.11 — 18.25
Outstanding at December 31, 2005 8,146,000 ¢ 0.11 — 18.25
Granted -

Exercised (2,583,000 $ 0.11-0.39
Forfeited (651,000 g 0.25-18.25
Outstanding at December 31, 2006 4,912,000 g 0.11-1.81

The weighted-average exercise price of optionstauting at December 31, 2006, 2005 and 2004, w&4 $$0.28, and $0.40, respectively.
The weighted-average exercise price of optionstgoarexercised, and forfeited during 2006 was N@&35 and $0.95, respectively. The
weighted-average fair value of options grantedrdu#i006, 2005 and 2004 was N/A, $0.36, and $0ekactively. No stock option grants
were issued during 2006.

Following is additional information with respectaptions outstanding at December 31, 2006:

$0.11 to $0.24 to $0.45 to
$0.22 $0.43 $1.81

OUTSTANDING AT DECEMBER 31, 2006

Number of option: 1,145,001 2,755,001 1,012,001
Weighted-average exercise price $ 0.14 $ 0.3 $ 0.8¢
Weighted-average remaining contractual life in gear 7 7 4
EXERCISABLE AT DECEMBER 31, 2006

Number of option: 1,104,001 2,755,001 1,012,001
Weighted-average exercise price $ 0.14 $ 03 $ 0.8¢

The total number of unvested options outstandirigestember 31, 2006 was less than 0.1 million, whithvest based on employees’
continued service to the Company.
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8. Long-Term Debt
Uncommitted Line of Credit (2002 Credit Line)

As of the reporting date, we have drawn $8.5 nrilliid debt financing under a credit line, as desttibelow. During October 2002, we
entered into an uncommitted line of credit with bwo largest shareholders, an affiliate of Elliaisociates, L.P. (Manchester Securities
Corporation) and Alexander Finance, L.P. This Im#ally provided up to $4 million to us. This Erwas uncommitted, such that each new
borrowing under the facility would be subject te #pproval of the lenders. Borrowings on this liee an initial interest rate of 9.5% and
were collateralized by all the assets of the Comp@uitstanding loans under this agreement woulcaired to be repaid on a priority basis
should we receive new funding from other sourcexliionally, the lenders were entitled to receivarrants to the extent funds were drawn
down on the line. The warrants bore a strike poicg0.20 per share of common stock and were torexgi Aprill5, 2004. The credit line w
to mature and be due, including accrued interesetin, on March 31, 2004. Due to a subsequent mgraebetween the parties no warrants
were issued with subsequent borrowings.

According to existing accounting pronouncements 8BE guidelines, we allocated the proceeds of thes®wings between their debt and
equity components. As a result of these borrowdhging 2002, we recorded a non-cash charge of@ilidn through the outstanding term
of the warrants (April, 2004). $250,000 and $860,60that amount were recorded during 2004 and 2@&pectively. These warrants were
valued at $1.2 million of the $2 million debt instnent based on a Black-Scholes valuation that dezlithe difference between the value of
our common stock and the exercise price of theamésron the date of each warrant issuance and al&a¥%unted face value of the notes,
leaving the remaining $0.8 million as the underyiralue of the debt. This $1.2 million was amoudizeer the vesting period of the warrants
(six quarters from the fourth quarter 2002 throthghfirst quarter 2004).

During October 2003, we entered into an agreeméhtour lenders to supplement the credit line veithadditional $2 million, $1 million of
which was drawn immediately and $1 million subsexlyedrawn upon our request and subject to the@mrof the lenders. This
supplemental facility bore a 14% rate of interewt was due October 31, 2004. The term of the pusvimedit line was not affected by this
supplement, and as such the $4 million borroweckutttat line, plus accrued interest, remained daecM31, 2004.

During February 2004, the credit line was exteniteal due date of April 2005, with interest afteg thitial periods to be charged at 14%. No
warrants or other inducements were issued withe@sp this extension. Additionally, lenders exseci their 10 million warrants during
February 2004, agreeing to let us use the fundgdoeral purposes as opposed to repaying debt.

During July 2004, we and our lenders agreed teeame the aggregate loan commitments under the Gnedirom $6,000,000 to $6,500,000.
Simultaneously, we drew the remaining $1,500,00theffinancing.

During November 2004, we and our lenders agreductease the line of credit to up to an additigs@million to an aggregate loan
commitment of $8,500,000, $1 million of which waswn immediately by us with the remaining $1 miilidrawable upon our request and
subject to the approval of the lenders, which osxliduring January 2005.

During February 2005, the credit line was extendietil April 2006. Interest during the extensionipdrwas to be charged at 9%. No warr:
or other inducements were issued with respectisoetktension.

On August 2, 2005, we and our lenders agreed nedxihe due date from April 2006 until August 2087 the lenders also agreed to waive

the Company’s obligation to repay its debt withqaeds from an equity financing transaction withdtsders, including affiliates, in August
2005. No warrants or other inducements were isagseresult of this transaction.

-45-
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2006 Convertible Debt

During June 2006 we entered into a Securities Rsetgreement (the “Agreement”) and convertibleagthe “Notes”) with Alexander
Finance, L.P., and Manchester Securities CorpartiB. (together, the “Lenders”), pursuant to which Lenders have agreed, to each loan
us $2,500,000, or an aggregate of $5,000,000,nmeartible debt. The Lenders, including affiliatase our two largest shareholders and the
lenders of the 2002 Credit Line referenced abobe. ffansaction was structured as a private placeofiecurities pursuant to Section 4(2)
of the Securities Act of 1933, as amended (the U8ees Act”) and Rule 506 promulgated thereunder.

The Notes will mature on June 22, 2010 and beanterest rate of 5% due at maturity. Both the ggatamount and any accrued interest on
the Notes are convertible into our common stock i@tte of $0.33 per share, subject to certaindihtiion adjustments. The Lenders have the
right to convert the Notes, both principal and aecrinterest, into shares of common stock at tteeafa$0.33 per share at any time. We have
the right to redeem the Notes in full in cash at time beginning two years after the date of theekgnent. The conversion rate of the Notes
will be subject to customary anti-dilution protects, provided that the number of additional shafemmon stock issuable as a result of
changes to the conversion rate will be capped attiie aggregate number of shares of common s$saklble upon conversion of the Notes
will not exceed 19.99% of the aggregate numbehafes of common stock presently issued and outisignd

The Notes are secured on a first priority basiglbgf our intangible and tangible property andeassPayment of the Notes is guaranteed by
our two inactive subsidiaries, Spectral Solutidns, and Illinois Superconductor Canada Corporatidre Agreement contains customary
representations, warranties and covenants. Wedilegjistration statement covering the resale®stiares of common stock issuable upon
conversion of the Notes with the Securities andiange Commission Concurrently with the executiothefAgreement, the Lenders have
waived their right under the 2002 Credit Line toaiwe the financing proceeds from the issuancb@Notes, allowing us to use the funds for
product development or general working capital pegs. No fees were paid to any financial advidaggment agent, broker or finder in
connection with the transactions contemplated byAgreement and the Notes.

Assuming the Notes are held for the full four yesam, 18,505,719 shares of common stock would ¢peired upon settlement, for both
principal and interest. This amount is approximat€% of the then approximately 186 million shavésommon stock currently issued and
outstanding. As of December 31, 2006, the Lendectyding their affiliates, owned approximately 43%the Companys outstanding share
As a result of this transaction, the combined hajdiof the Lenders would be approximately 48% efGlompany’s outstanding common
stock.
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9. Income Taxes

The Company has net operating loss carryforwandgfopurposes of approximately $137,002,000 atebdier 31, 2006. The net operating

loss carryforwards expire in the following years:

Year Amount
2007 974,00(
2008 1,658,001
2009 3,973,001
2010 8,199,001
2011 11,953,00
2012 11,922,00
2018 11,146,00
2019 10,726,00
2020 15,501,00
2021 24,904,00
2022 13,982,00
2023 5,284,001
2024 9,758,001
2025 3,371,001
2026 3,651,001
Total $ 137,002,00
A reconciliation of income tax expense at the $tagurate to the Company’s actual income tax expésnshown below:
2006 2005 2004

Tax benefit computed at the Federal statutory rate 34.00% 34.00% 34.00%
Increase (decrease) in taxes due to:

Change in valuation allowance -38.80% -38.80% -38.80%
State taxes, net of Federal benefit 4.80% 4.80% 4.80%

Significant components of the Company’s deferredassets and liabilities are as follows:
December 31,

December 31,

2006 2005

Deferred tax assets

Net operating loss carryforwa $ 52,061,000 $ 50,490,00
Accrued liabilities 1,223,00! 840,00(
Inventories 124,00( 61,00(
Property and Equipment 893,00( 893,00(
Total deferred tax assets 54,301,00 52,284,00
Deferred liabilities:

Patent costs (320,000 (321,000
Net deferred tax asse 53,981,00 51,963,00!
Valuation allowance (53,981,00C (51,963,00C

Net Deferred tax asse $ — 3



Table of Contents

The valuation allowance increased during 2006 @952y $2,018,000 and $1,595,000, respectively pdimearily to the increase in the net
operating loss carryforward. Based on the InteRelenue Code and changes in the ownership of thg&ay, utilization of the net operati
loss carryforwards will be subject to annual litidgas.

10. Leases

The Company leases its manufacturing and officeespas well as some testing and office equipmemiedthe terms of its two leases in Elk
Grove Village, IL, which expire October 2014, ther@pany is responsible for proportionate real edtates and operating expenses.

Future minimum payments under the operating leesesist of the following at December 31, 2006:

Year Amount

2007 $ 201,00(
2008 205,00(
2009 208,00t
2010 211,00(
2011 216,00(

Rent expense totaled $251,000, $151,000, and 32860 the years ended December 31, 2006, 20052004, respectively.
11. 401(k) Plan

The Company has a 401(k) plan covering all emplsyego meet prescribed service requirements. Theglavides for deferred salary
contributions by the plan participants and a Corggaontribution. Through 2005, Company contributiohsny, have been at the discretion
of the Board of Directors and not to exceed thewmhdeductible under applicable income tax laws Qdmpany contribution was made for
the years ended December 31, 2005 and 2004. Bagiim2006, the Company began providing a partiicim of employee contributions, up
to a maximum of 3% of employee salary.

12. Litigation

There was no existing, pending, or threatenedhlitigp at the time of this filing.

13. Segment Reporting

The Company adopted SFAS No. 131 “Disclosures aBegments of an Enterprise and Related Informati®RAS No. 131 requires a
business enterprise, based upon a management epproaisclose financial and descriptive inforraatabout its operating segments.

Operating segments are components of an entegiy@é which separate financial information is aaalié and regularly evaluated by the
chief operating decision maker(s) of an enterptibeler this definition, the Company operated aimgles segment for all periods presented.
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14. Selected Quarterly Financial Data (Unaudited)
A summary of selected quarterly information for @@thd 2005 is as follows:

2006 Quarter Ended

September
March 31 June 30 30 December 31
(in thousands of U.S. dollars except per share amaots)
Net Sale: $ 1,32¢ $ 3,44¢ $ 6,43: $ 3,792
Gross Profit 49k 1,38 2,58: 1,464
Net Loss (1,700 (1,231 (167, (1,267
Loss per Share $ (0.01 % (0.01 % (0.00 % (0.01

2005 Quarter Ended

September
March 31 June 30 30 December 31
(in thousands of U.S. dollars except per share amnts)
Net Sales $ 329 $ 2,482 % 2,037 $ 2,45C
Gross Profit 1,372 1,29C 1,26t 1,21¢
Net Loss (482 (811) (596 (1,088
Loss per Share $ 0.0C $ (0.01 $ 0.0C $ (0.01

As an after-market vendor, the Company’s revenusdlhatuated from quarter to quarter, consistetthWwilying patterns of planning
processes within wireless telecommunications aari@ith the advent of significant projects suctdata networks, funds are often
reallocated between periods and thus diminish tiod @f funds available for normal activities. Ther@pany’s objective is to be included in
these projects, and thus realize a higher, mokdestavenue stream.
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Item 9. Changes in and Disagreements With Accountasion Accounting and Financial Disclosure.
None.
Item 9A. Controls and Procedures

(&) An evaluation was performed under the supamiand with the participation of the Compasmipianagement, including its Chief Execu
Officer, or CEO, and Chief Financial Officer, or GFof the effectiveness of the Company’s disclosumrols and procedures, as such term
is defined under Rule 13a-15(e) promulgated urtteSecurities Exchange Act of 1934, as amendedftkehange Act”)as of December 3
2006. Based on that evaluation, the Company’s menagt, including the CEO and CFO, concluded trabmpany’s disclosure controls
and procedures are effective to ensure that infdomaequired to be disclosed by the Company imregthat it files or submits under the
Exchange Act, is recorded, processed, summarizeédegorted as specified in Securities and Exch&wagamission rules and forms.

(b) There were no significant changes in the Comisanternal control over financial reporting iddigd in connection with the evaluation of
such controls that occurred during the Company’stmecent fiscal quarter that has materially aédcbor is reasonably likely to materially
affect, the Company’s internal control over finadceporting.

Item 9B. Other Information

None.
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PART Il
Item 10. Directors, Executive Officers, and Corportge Governance

The information required by this item is incorp@aterein by reference to the similarly named sastin our definitive proxy statement for
the 2007 annual meeting of shareholders.

Code of Conduct

We adopted a Code of Business Conduct and Ethitsdg of Ethics”) applicable to our principal exaeetofficer and principal financial and
accounting officer and any persons performing simfilinctions. In addition, the Code of Ethics agplio our employees, officers, directors,
agents and representatives. The Code of Ethicsresgamong other things, that our employees avoidlicts of interest, comply with all
laws and other legal requirements, conduct busiimeas honest and ethical manner, and otherwiswistttintegrity and in our best interest.

The Code of Ethics includes procedures for repgrtiolations of the Code of Ethics. In additiong tBarbane®xley Act of 2002 require
companies to have procedures to receive, retaintraatl complaints received regarding accountinggriral accounting controls or audit
matters and to allow for the confidential and amooys submission by employees of concerns regaqgliegtionable accounting or audit
matters. The Code of Ethics is intended to compth the rules of the SEC and AMEX and includes ¢hesquired procedures. The Cod
Ethics is available on our website at www.iscoaain (under “Investors”We have also filed the Code of Ethics as Exhibitd.this Annuz
Report on Form 10-K for the year ended DecembeRGQ6.

Item 11. Executive Compensation

The information required by this item is incorp@cherein by reference to the similarly named eastin our definitive proxy statement for
the 2007 annual meeting of shareholders.

Item 12. Security Ownership of Certain Beneficial Qvners and Management and Related Stockholder Matter

The information required by this item is incorp@aterein by reference to the similarly named sastin our definitive proxy statement for
the 2007 annual meeting of shareholders.

Item 13. Certain Relationships and Related Transa@ns, and Director Independence

The information required by this item is incorp@cherein by reference to the similarly named eastin our definitive proxy statement for
the 2007 annual meeting of shareholders.

Item 14. Principal Accountant Fees and Services

The information required by this item is incorp@aterein by reference to the similarly named sastin our definitive proxy statement for
the 2007 annual meeting of shareholders.
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Item 15. Exhibits and Financial Statement Schedules
(@ The following documents are filed as part of thisri 10-K:
1. The following financial statements of the Comypanith the report of independent auditors, aredias part of this Form 10-K:
Report of Independent Registered Public AccourfEing
Consolidated Balance Sheets as of December 31,8802005
Consolidated Statements of Operations for the YEaded December 31, 2006, 2005, and 2004
Consolidated Statements of Stockholders’ Equityt Glpital Deficiency) for the Years Ended Decenier2006, 2005 and 2004
Consolidated Statements of Cash Flows for the YEaded December 31, 2006, 2005, and 2004
Notes to Consolidated Financial Statem
2. The following financial statement scheduleshef Company are filed as part of this Form 10-K:

All financial schedules are omitted because subkdugles are not required or the information re@liras been presented in the
aforementioned financial statements.

3. Exhibits are listed in the Exhibit Index to tiisrm 10-K.
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SIGNATURES

Pursuant to the requirements of Section 13 or 1&f(the Securities Exchange Act of 1934, the Regyigthas duly caused this Amendment to
be signed on its behalf by the undersigned, théoeduly authorized, on the 28th day of March, 2007.

ISCO INTERNATIONAL

By: /s/ JOHN THODE

John Thode
Chief Executive Officer

Pursuant to the requirements of the Securities &xgh Act of 1934, this Amendment has been signkxhbiey the following persons on
behalf of the registrant and in the capacitiesdatiid on the 28th day of March, 2007.

Signature Title
/s/ JOHN THODE Chief Executive Officer and Director
(Principal Executive Officer and Director)
John Thode
/sl FRANK CESARIO Chief Financial Officer

(Principal Financial and Accounting Officer)

Frank Cesario

/sl JAMES FUENTES Director and Chairman of the Board
James Fuentes

/sl AMR ABDELMONEM Director and Chief Technology Officer
Amr Abdelmonem

/sl GEORGE CALHOUN Director
George Calhoun

/sl MICHAEL FENGER Director
Michael Fenger

/s/ RALPH PINI Director
Ralph Pini
/sl TOM POWERS Director

Tom Powers

/sl MARTY SINGER Director
Marty Singer
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ISCO INTERNATIONAL

EXHIBIT INDEX
Exhibit
Number Description of Exhibits

3.1 Certificate of Incorporation of the Company, incargted by reference to Exhibit 3.1 to the CompaRggistration Statement
on Form S-3/A, filed with the Securities and ExopaCommission (“SEC”) on August 13, 1998, RegigiralNo. 333-56601
(the “August 1998 S-3").

3.2 By-Laws of the Company, incorporated by referemcExhibit 3.2 to Amendment No. 3 to the Company&gRtration
Statement on Form S-1, filed with the SEC on Oat@te 1993, Registration No. 33-67756 (the “IPO Rigtion Statement”).

3.3 Certificate of Amendment of Certificate of Incorption of the Company, incorporated by referendéxoibit 3.3 to the IPO
Registration Statement.

3.4 Certificate of Amendment of Certificate of Incorption of the Company, incorporated by referencéxiibit 4.3 to the
Company'’s Registration Statement on Form S-3/&dfilvith the SEC on July 1, 1999, Registration N88-37337.

35 Certificate of Amendment of Certificate of Incorption of the Company filed July 18, 2000, incorpgedaby reference to the
Company’s registration statement on Form S-8 fledust 7, 2000 (the August 2000 S-87).

3.6 Certificate of Amendment to Certificate of Incorption filed with the Secretary of State of the 8ttt Delaware on June 25,
2001, incorporated by reference to Exhibit 3.1h® €ompany’s Current Report on Form 8-K filed oneJ@7, 2001.

3.7 Certificate of Amendment to Certificate of Incorption filed with the Secretary of State of the 8ttt Delaware on December
16, 2004, incorporated by reference to Exhibitt8.the Company’s Annual Report on Form 10-K filedMarch 31, 2005 (the
“2004 10-K").

4.1 Specimen stock certificate representing commorksiacorporated by reference to Exhibit 4.1 to fR® Registration
Statement.

4.2 Rights Agreement dated as of February 9, 1996 mtwlee Company and LaSalle National Trust, N.Acoiporated by
reference to the Exhibit to the Company’s RegistraStatement on Form 8-A, filed with the SEC omhifeary 12, 1996.

4.3 The SSI Replacement Nonqualified Stock Option Rlacgrporated by reference to Exhibit 4.1 to therPany’s Registration
Statement on Form S-8, filed with the SEC on Noven#) 2000, Registration No. 333-49268.*

4.4 Amendment No. 1 to the Rights Agreement betweerO®@ernational, Inc. (formerly lllinois Supercoradar Corporation)
and LaSalle National Trust Association (formerlylum as LaSalle National Trust Company) dated d&sebfuary 9, 1996,
incorporated by reference to Exhibit 4.1 to the @any’s Current Report on Form 8-K filed with the(S&n February 22,
2002.

10.1* Form of Amended and Restated Director IndemnificatAgreement, incorporated by reference to ExHibito the Company’s
Quarterly Report on Form 10-Q for the quarterlyigpeiended September 30, 1998.

10.2 Public Law Agreement dated February 2, 1990 betWiinnis Department of Commerce and Community Afaand the
Company, incorporated by reference to Exhibit 26.the IPO Registration Statement.

10.3 Public Law Agreement dated December 30, 1991 betwieois Department of Commerce and Communityakf$ and the
Company, amended as of June 30, 1992, incorpobgteeference to Exhibit 10.6 to the IPO RegistratBiatement.

10.4 Subcontract and Cooperative Development Agreenmaetdas of June 1, 1993 between American Telephiotd elegraph

Company and the Company, incorporated by referemEhibit 10.9 to the IPO Registration Statement.



10.5 Intellectual Property Agreement dated as of Jurl©®23 between American Telephone and Telegraph @oynand the
Company, incorporated by reference to Exhibit 1@dlthe IPO Registration Statement.

10.6 License Agreement dated January 31, 1990 betwee@dmpany and Northwestern University, incorpordigdeference to
Exhibit 10.13 to the IPO Registration Statement.

10.7 License Agreement dated February 2, 1990 betwee@tmpany and ARCH Development Corporation, incatea by
reference to Exhibit 10.14 to the IPO Registratdatement.

10.8 License Agreement dated August 9, 1991 betwee&tmepany and ARCH Development Corporation, incorfeatdy
reference to Exhibit 10.15 to the IPO Registrafdatement.

10.9 License Agreement dated October 11, 1991 betwee@timpany and ARCH Development Corporation, incaiaa by
reference to Exhibit 10.16 to the IPO Registradatement.

10.10 Public Law Agreement dated August 18, 1993 betwhianis Department of Commerce and Community Affaand the
Company, incorporated by reference to Exhibit 1@dlthe IPO Registration Statement.
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10.11*

10.12

10.13*

10.14

10.15

10.16

10.17

10.18

10.19

10.20

10.21

10.22

10.23

10.24

10.25

Form of Officer Indemnification Agreement incorpted by reference to Exhibit 10.17 to the Comparyisaual Report on
Form 10-K for the year ended December 31, 1998.

Escrow Agreement dated August 8, 2000 among thep@agn Russell Scott, 1ll, as stockholder repredesgtaand American
National Bank and Trust Company, as escrow ageadyporated by reference to Exhibit 10.25 to thenfany's registration
statement on Form S-2 filed September 7, 2000,9Ragjon No. 333-45406 (the “September S-27).

Employment Agreement with Amr Abdelmonem dated dayd, 2001, incorporated by reference to Exhibiblto the
Company'’s Registration Statement on Form S-3 filed\pril 20, 2001.

ISCO International, Inc. Amended and Restated 1288k Option Plan, incorporated by reference toekulix C and D of th
Company’s Definitive Proxy materials filed on Mag,2001.

Secured 9/ 2 % Grid Note dated October 23, 2002 between |8@€&national, Inc. and Alexander Finance L.Pthie
principal amount of $1,752,400, incorporated byrefice to Exhibit 10.3 to the Company’s Currentd®epn Form 8-K filed
on October 24, 2002.

Secured 9/ 2% Grid Note dated October 23, 2002 between ISCertational, Inc. and Manchester Securities Corpmrah
the principal amount of $2,247,600, incorporateddfgrence to Exhibit 10.4 to the Company’s CuriReport on Form 8-K
filed on October 24, 2002.

Registration Rights Agreement dated October 2322@0ween ISCO International, Inc. Manchester SgesiiCorporation,
and Alexander Finance L.P., incorporated by refegdn Exhibit 10.7 to the Company’s Current Reporform 8-K filed on
October 24, 2002.

ISCO International, Inc. 2003 Equity Incentive Rlantorporated by reference to Exhibit 99.2 to @wmmpany’s Current
Report on Form 8-K filed on June 20, 2006.

Secured 14% Grid Note dated October 24, 2003 betW&€O International, Inc. and Alexander Financ®.lin the principal
amount of $876,200, incorporated by reference tolkx10.10 to the Company’s Current Report on F8# filed on
October 27, 2003.

Secured 14% Grid Note dated October 24, 2003 bethW®€O International, Inc. and Manchester Secwrifierporation in th
principal amount of $1,123,800, incorporated byrefice to Exhibit 10.11 to the Company’s Currentdteon Form 8-K
filed on October 27, 2003.

Secured 14% Grid Note dated July 23, 2004 betw8€&®I International, Inc. and Alexander Finance, inRhe principal
amount of $386,900, incorporated by reference tailkix10.3 to the Company’s Current Report on F&A filed on July 28,
2004.

Secured 14% Grid Note dated July 23, 2004 betw8E&®I International, Inc. and Manchester SecuritiegpQration in the
principal amount of $113,100, incorporated by refee to Exhibit 10.4 to the Company’s Current ReporForm 8-K filed
on July 28, 2004.

Stock Purchase Agreement dated December 15, 2@@@de ISCO International, Inc. and Morgan & FinnedalL.P.,
incorporated by reference to Exhibit 10.1 to thenPany’s Current Report of Form 8-K filed on Decemb@, 2003.

Office/Service Center Lease Agreement dated July2@04 between ISCO International, Inc. and D&K Eliove Industrial
II, LLC, incorporated by reference to Exhibit 10.4the 2004 10-K.

Third Amended and Restated Loan Agreement dateedidber 10, 2004 between ISCO International, Incndhaster
Securities Corporation, and Alexander Finance lideéqrporated by reference to Exhibit 10.1 to thempany’s Current
Report on Form 8-K filed on November 12, 2004.



10.26

10.27

10.28

10.29

10.30

10.31*

10.32

Third Amended and Restated Security Agreement ddte@mber 10, 2004 between ISCO International, Bpectral
Solutions, Inc., lllinois Superconductor Canadapooation, Manchester Securities Corporation, arekahder Finance L.P.,
incorporated by reference to Exhibit 10.2 to thenpany’s Current Report on Form 8-K filed on Novemb2, 2004.

Secured 14% Grid Note dated November 10, 2004 letweCO International, Inc. and Alexander FinamcP, in the
principal amount of $1,100,000, incorporated berefice to Exhibit 10.3 to the Company’s Currentd®epn Form 8-K filed
on November 12, 2004.

Secured 14% Grid Note dated November 10, 2004 leetwW@CO International, Inc. and Manchester Seesriiorporation in
the principal amount of $900,000, incorporatedéfgrence to Exhibit 10.4 to the Company’s Curregpdtt on Form 8-K
filed on November 12, 2004.

Third Amended and Restated Guaranty of Spectrait®ol, Inc. dated November 10, 2004, incorporatedeference to
Exhibit 10.5 to the Company’s Current Report onfk@&-K filed on November 12, 2004.

Third Amended and Restated Guaranty of lllinois&apnductor Canada Corporation dated Novemberd@®,ancorporated
by reference to Exhibit 10.6 to the Company’s CoiriReport on Form 8-K filed on November 12, 2004.

Letter Agreement dated January 6, 2005 between IB@mnational, Inc. and John Thode (including N@ualified Stock
Option Agreement) incorporated by reference to BixHi0.1 of the Company’s Current Report on Forid led on January
12, 2005.

Amendment to Loan Documents dated February 10, B@@&een ISCO International, Inc., Manchester Stesr
Corporation, Alexander Finance, L.P., Spectral 8ahs, Inc. and lllinois Superconductor Corporatimtorporated by
reference to Exhibit 10.1 to the Company’s CuriR@port on Form 8-K filed on February 15, 2005.
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10.33 Securities Purchase Agreement dated July 25, 29@Hht among ISCO International, Inc. Alexander Re®gg L.P., Grace
Brothers LTD, Elliott Associates, L.P., and Ellittternational, L.P., .incorporated by referenc&xhibit 10.1 to the
Company'’s Current Report of Form 8-K filed on J2§; 2005

10.34 Amendment to and Waiver Under Loan Documents daugd25, 2005 by and among ISCO International,, Ifanchester
Securities Corporation and Alexander Finance, lidéqrporated by reference to Exhibit 10.2 to thempany’s Current
Report of Form 8-K filed on July 26, 2005

10.35 Letter Agreement dated August 5, 2005 by and am®@¢ International, Inc., Elliott Associates, L.Bnd Elliott
International, L.P., incorporated by reference xaiBit 10.1 to the Company’s Current Report of F@+K filed on August 9,
2005.

10.36* Thode Employment Agreement dated January 10, 26688den ISCO International, Inc. and John S. Thiva®yrporated by
reference to Exhibit 10.1 to the Company’s CuriRaport of Form 8-K filed on January 17, 2006.

10.37* Abdelmonem Employment Agreement dated January Q@ Between ISCO International, Inc. and Dr. Amd&lmonem,
incorporated by reference to Exhibit 10.2 to thenpany’s Current Report of Form 8-K filed on Janu&ry 2006.

10.38* Restricted Stock Agreement dated January 12, 20@Hh8 between ISCO International, Inc. and Dr. Axbdelmonem,
incorporated by reference to Exhibit 10.3 to thenPpany’s Current Report of Form 8-K filed on January 2006.

10.39* Employment Agreement dated February 6, 2006 betW®€0 International, Inc. and Frank J. Cesariogiporated by
reference to Exhibit 10.1 to the Company’s CurfRaport of Form 8-K filed on February 9, 2006.

10.40* Summary of Non-Employee Director Compensation Rolitcorporated by reference to Exhibit 10.1 to @@npany’s
Current Report of Form 8-K filed on February 24080

10.41 Securities Purchase Agreement by and among IS@Gnktional, Inc., Manchester Securities Corporatiod Alexander
Finance, L.P. dated June 22, 2006, incorporatagéfieyence to Exhibit 10.1 to the Company’s CuriReport on Form 8-K
filed on June 28, 2006.

10.42 5% Senior Secured Convertible Note by and betw8&OI International, Inc. and Manchester Securitiep@ration,
incorporated by reference to Exhibit 10.2 to thenPany’s Current Report on Form 8-K filed on June ZX6.

10.43 5% Senior Secured Convertible Note by and betw8&UI International, Inc. and Alexander Finance, LifRorporated by
reference to Exhibit 10.3 to the Company’s CuriR@port on Form 8-K filed on June 28, 2006.

10.44 Registration Rights Agreement by and among ISCé@rhattional, Inc., Manchester Securities Corporatioa Alexander
Finance, L.P. dated June 22, 2006, incorporatagfigyence to Exhibit 10.4 to the Company’s CuriReport on Form 8-K
filed on June 28, 2006.

10.45 Fourth Amended and Restated Security Agreemenhtyaemong ISCO International, Inc., Spectral Sohgjdnc., Illinois
Superconductor Canada Corporation, Manchester iesuCorporation and Alexander Finance, L.P. ddiauke 22, 2006,
incorporated by reference to Exhibit 10.5 to thenpany’s Current Report on Form 8-K filed on June ZR6.

10.46 Fourth Amended and Restated Guaranty of Specttati&os, Inc., incorporated by reference to Exhilfité to the Company’
Current Report on Form 8-K filed on June 28, 2006.

10.47 Fourth Amended and Restated Guaranty of lllinoise8conductor Canada Corporation, incorporated f@reace to Exhibit
10.7 to the Company’s Current Report on Form 8kdfon June 28, 2006.

10.48
Amendment to and Waiver Under the Third AmendedRestated Loan Agreement by and among ISCO Infensf Inc.,
Spectral Solutions, Inc., lllinois Superconduct@an@da Corporation, Manchester Securities Corpaoratial Alexander
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21**

23.1**

31.1*

31.2%*

32**

Finance, L.P. dated June 22, 2006, incorporatagfieyence to Exhibit 10.8 to the Company’s CuriReport on Form 8-K
filed on June 28, 2006.

Code of Ethics incorporated by reference to ExHildito the Company’s Annual Report on Form 10-Edibn March 30,
2004.

List of subsidiaries: Spectral Solutions, Inc. difidois Superconductor Canada Corporation

Consent of Grant Thornton LLP

Certification by Chief Executive Officer pursuantRule 13a-14(a) and 15d-14(a) as adopted pursa&@ection 302 of the
Sarbanes Oxley Act of 2002.

Certification by Chief Financial Officer pursuantRule 13a-14(a) and 15d-14(a) as adopted pursoi&dction 302 of the
Sarbanes Oxley Act of 2002.

Certification Pursuant To 18 U.S.C Section 1350Adspted Pursuant to Section 906 of the Sarbandsy@ct of 2002

* Management contract or compensatory plan or arraagerequired to be filed as an exhibit on thisnrd0-K.
**  Filed herewith.







EXHIBIT 23.1

CONSENT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTAMNG FIRM

We have issued our report dated March 30, 200 mapanying the consolidated balance sheet of IS@®Hrational Inc. and subsidiaries as
of December 31, 2006 and 2005, and the relatecbtidated statements of operations, stockholdergite@nd cash flows for each of the
three years then ended included in its Annual RepoForm 10-K for the year ended December 31, 2006 hereby consent to the
incorporation by reference of said report in thgiRgation Statement on Form S-3 (File numbers:B83@612, 333-129339, 333-109127, 333-
111242, 333-53338 and 333-53646) and Form S-8 (fifebers: 333-136613, 333-126623, 333-115967, 3333 333-64818, 333-43164
and 333-49268).

Chicago, lllinois
Date: March 30, 200 By: /sl GRANT THORNTON LLF




Exhibit 31.1

CERTIFICATIONS

I, John Thode, certify that:

1. I have reviewed this annual report on Form 16fkKSCO International, Inc.;

2. Based on my knowledge, this annual report doésantain any untrue statement of a material dacimit to state a material fact necessary
to make the statements made, in light of the cistances under which such statements were madmisleading with respect to the period

covered by this annual report;

3. Based on my knowledge, the financial statemem,other financial information included in thisnaial report, fairly present in all material
respects the financial condition, results of operatand cash flows of the registrant as of, amdtife periods presented in this annual report;

4. The registrant’s other certifying officer andrk responsible for establishing and maintainiisgldsure controls and procedures (as defined
in Exchange Act Rules 13a-15(e) and 15(d)-15(«&)jHe registrant and have:

a. designed such disclosure controls and proceduregused such disclosure controls and procedorss designed under our supervision to
ensure that material information relating to thgiserant, including its consolidated subsidiarissnade known to us by others within those

entities, particularly during the period in whidtig annual report is being prepared;

b. evaluated the effectiveness of the registratisslosure controls and procedures and presentiuisiannual report our conclusions about
the effectiveness of the disclosure controls andgatures, as of the end of the period coveredibyatinual report based on such evaluation;

c. disclosed in this annual report any changeeérréigistrant’s internal control over financial repny that occurred during the registrant’s
most recent fiscal quarter that was materiallyciéd, or is reasonably likely to materially affetie registrant’s internal control over financial

reporting; and

5. The registrang other certifying officer and | have disclosedsdrhon our most recent evaluation of internal @bmtver financial reporting
to the registrant’s auditors and the Audit Commaitbé the registrant’s board of directors (or pessparforming the equivalent functions):

a. all significant deficiencies and material weages in the design or operation of internal corttvelr financial reporting which are
reasonably likely to adversely affect the regigfeaability to record, process, summarize and refioancial information; and

b. any fraud, whether or not material, that invelmeanagement or other employees who have a sigmifiole in the registrant’s internal
control over financial reporting.

ISCO International, Inc.

Date: March 30, 200 By: /s/ JOHN THODE

John Thode
Chied Executive Officer



Exhibit 31.2

CERTIFICATIONS
I, Frank Cesario, certify that:

1. I have reviewed this annual report on Form 16fkKSCO International, Inc.;
2. Based on my knowledge, this annual report doésantain any untrue statement of a material dacimit to state a material fact necessary
to make the statements made, in light of the cistances under which such statements were madmisleading with respect to the period

covered by this annual report;

3. Based on my knowledge, the financial statemem,other financial information included in thisnaial report, fairly present in all material
respects the financial condition, results of operatand cash flows of the registrant as of, amdtife periods presented in this annual report;

4. The registrant’s other certifying officer andrk responsible for establishing and maintainiisgldsure controls and procedures (as defined
in Exchange Act Rules 13a-15(e) and 15(d)-15(«&)jHe registrant and have:

a. designed such disclosure controls and proceduregused such disclosure controls and procedorss designed under our supervision to
ensure that material information relating to thgiserant, including its consolidated subsidiarissnade known to us by others within those

entities, particularly during the period in whidtig annual report is being prepared;

b. evaluated the effectiveness of the registratisslosure controls and procedures and presentiuisiannual report our conclusions about
the effectiveness of the disclosure controls andgatures, as of the end of the period coveredibyatinual report based on such evaluation;

c. disclosed in this annual report any changeérrégistrant’s internal control over financial reprg that occurred during the registrant’s
most recent fiscal quarter that was materiallycéd, or is reasonably likely to materially affetie registrant’s internal control over financial

reporting; and

5. The registrang other certifying officer and | have disclosedsdrhon our most recent evaluation of internal @bmtver financial reporting
to the registrant’s auditors and the Audit Commaitbé the registrant’s board of directors (or pessparforming the equivalent functions):

a. all significant deficiencies and material weages in the design or operation of internal corttvelr financial reporting which are
reasonably likely to adversely affect the regigteaability to record, process, summarize and refioancial information; and

b. any fraud, whether or not material, that invelmeanagement or other employees who have a sigmifiole in the registrant’s internal
control over financial reporting.

ISCO International, Inc.

Date: March 30, 200 By: /s/ FRANK CESARIO

Frank Cesaric
Chief Financial Officel



Exhibit 32

CERTIFICATION PURSUANT
TO 18 U.S.C SECTION 1350,
AS ADOPTED PURSUANT TO
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

In connection with the Annual Report of ISCO Int&tional, Inc. (the “Company”) on Form 10-K for tfigcal year ending December 31,
2006 as filed with the Securities and Exchange Cmsion on the date hereof (the “Report”), eacthefundersigned officers of the
Company, certify pursuant to 18 U.S.C. Section 1380adopted pursuant to Section 906 of the Sasb@rkey Act of 2002, that:

1. The Report fully complies with the requiremeat$Section 13(a) or 15(d) of the Securities Acfi884; and

2. The information contained in the Report fairhegents, in all material respects, the financialdition and results of operations of the
Company.

/s/ JOHN THODE /s/ FRANK CESARIO
John Thode Frank Cesaric
Chief Executive Officer Chief Financial Officer

March 30, 2007 March 30, 2007



