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PARTL. FINANCIAL INFORMATION
ITEM 1. FINANCIAL STATEMENTS
[-SECTOR CORPORATION AND SUBSIDIARIES

CONSOLIDATED BALANCE SHEETS
(In thousands, except share and par value amounts)

December 31, March 31,
2003 2004
(Unaudited)
ASSETS
Current Assets:
Cash and cash eqUIVALENLS ..........ocuieiiniiiieiccce e $ 2,172 $ 1,724
Accounts receivable — trade, net of allowance of $612 and $590...........c.ccocoevevveevreeennen. 9,757 9,417
Accounts receivable — affiliates.........ecvveirieirieireeeee e 16 6
Accounts 1eCeIVAbIe — OThET........c.coeiiiiiiiciie e 29 27
Notes receivable, net of allowance of $373 and $438.........c.coovveevveiieeeereieeeeeeeeee 676 1,062
TIIVEIIEOTY ..ottt ettt b et et b et nae e 1,038 1,315
Cost and estimated earnings in excess 0f billings ..........ccoceceeirrreiiciinnncccreeeeenes 1,452 2,204
OthEr CUITENE ASSEES ....veueuietieetiteiieteietese ettt ettt st et te et es e s e e s senesse st et eneebeneenesneneas 943 548
TOLAl CUITENE ASSELS ....vevveuveierierieeeetieteesietetessestesteeseeseeseeseeseessessessessessessesseeseeseeseessensens 16,083 16,303
Property and equipment, net of accumulated depreciation of $1,887 and $2,004................... 1,271 1,270
Notes receivable, long-term, net of allowance of $250 and $250..........cccoovveerirneereiennne. 252 125
Patent license rights, net of accumulated amortization of $265 and $293.. . 849 822
Deferred Offering COSES .......c.eiimiiiiiiiririeieieiee ettt ettt 317 803
Other intangible assets, net of accumulated amortization of $335 and $386..........cccccevneneee. 435 383
TOLAL ASSEES ...ttt ettt ettt et ettt eae s eas s esseaeseeteaeeseeseeeseseeeneenans $ 19,207 $ 19,706
LIABILITIES AND STOCKHOLDERS’ EQUITY

Current Liabilities:
Notes payable and current portion of long-term debt...........ccooeveverireiniinerreceee $ 1,784 $ 1,299
ACCOUNLS PAYADIE ...ttt ettt sttt b et eneneas 6,524 7,142
Billings in excess of cost and estimated €arnings ...........cococceceeeeureereueieinieecreerenereeeneeenes 262 112
ACCTUECA EXPEIISES. c..vervuereeritetietesieteeeeese sttt st teaeetestese st et eneesessesessenessenesseneeseneesenseneaseneas 2,676 3,004
Net liabilities related to discontinued OPErations .............coceueueueueriririereueucenereereereereseeenens 557 642
DETRITEA TEVEIUE........eveiieeiiieiiete ettt sttt ettt ettt see st et e st eseneebesneneas 556 736
Total current HaADIIItIES .....cveviriesieerieii ettt b e v sae b s eneeenas 12,359 12,935
LONG-tEIM AEDL.......coiuiiiieiiiiiiectcc ettt 229 204

Commitments and Contingencies

Stockholders’ Equity:
Preferred stock, $.01 par value, 5,000,000 shares authorized,
N0 SNATES ISSUCH......vivievieietiietiieeee ettt b e eb e es e b be s sessene s - -
Common stock, $.01 par value, 15,000,000 shares authorized,

4,762,809 and 4,803,794 issued 48 48
Additional paid in CaPItAl........cccoueueuiiriririeiiieee e 10,853 10,912
Additional paid in capital - Other .......c.ouvueueuiirinirieiiieee e 337 187
Treasury stock, at cost 811,800 and 811,800 ShAres ..........c.ccceuvuruereerenrieiereerinireeeecnenees (1,373) (1,373)
RetAINEd AEICTE ...viuveviieiiiieietiieteeteee ettt s e ese e benenn (3,246) (3,207)

Total StOCKNOIAEIS” ©QUILY ....cuvvvveiiiiiirieieietietete ettt 6,619 6,567

Total Liabilities and Stockholders” EQUIty ..........cceeeueuririninininieeieieeeceeee e $ 19,207 $ 19,706

See notes to consolidated financial statements



I-SECTOR CORPORATION AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF INCOME
(In thousands, except share and per share amounts)

(Unaudited)
Three months ended March 31,
2003 2004
Revenue:
PrOQUCES ..ottt et ene e eneene e eneens $ 6,722 $ 10,194
Services . 1,289 1,944
CUSEOIM PIOJECLS ...ttt 2,069 2,137
TOLAl TEVEINUE .....ovvevieeieeiiieeieeteete ettt ettt ea et ea e st ere s e ensennas 10,080 14,275
Cost of goods and services:
PrOQUCES ...ttt ettt sa e st se e se e enaens 5,904 8,491
SEIVICES. ..ttt ettt ettt eat e et eee e et e eaeesaeeeaeesaeesaeesaeesnneas 1,100 1,286
CUSEOIM PIOJECLS ...ttt 801 962
Total cost of 200ds and SETVICES ......coveerverireerieieieieieeieereeeeeeeeens 7,805 10,739
GIOSS PIOTTE vttt 2,275 3,536
Selling, general and administrative eXpenses .........cocoeeveerereerererererneenenene 3,376 3,499
Operating income (loss) ...... (1,101) 37
Interest and other iINCOME, NEt.........ccccvevevierierieiieeeee s . 10 19
Income (loss) from continuing operations before income taxes................. (1,091) 56
INCOME TAXES ...ttt - 5
Net income (loss) from continuing Operations............ecoceereeveverererereevenenenes (1,091) 51
Discontinued operations:
Loss on disposal of discontinued operations, net of taxes .........c..ccccceevennee - (12)
Net iNCOME (10SS)...vvruverererieieieeeteeetceeeee ettt aeses et essas st seananennas $ (1,091) $ 39
Net income (loss) per share
Basic:
Net income (loss) from continuing OPerations............ccccevreeuevereereereuerenenes (0.30) $ 0.01
Loss on disposal of discontinued operations, net of taxes .. . - -
Net income (1088) per Share..........cccoeoieirueieueinirrieeceree e (0.30) $ 0.01
Diluted:
Net income (loss) from continuing Operations............ccoceeveevevererereeeererenene (0.30) $ 0.01
Loss on disposal of discontinued operations, net of taxes .. . - -
Net income (10SS) PEr ShATS........c.eoveviieeirieiieieeeeeeeeee e (0.30) $ 0.01
Shares used in computing net income (loss) per share:
BASIC ..t 3,630,285 3,978,407
DiIULE ... 3,630,285 4,544,406

See notes to consolidated financial statements



Balance at December 31, 2003
Revaluation of options to consultants

Exercise of common stock options
Net income

Balance at March 31, 2004

The accompanying notes are an integral part of this consolidated financial statement

I-SECTOR CORPORATION AND SUBSIDIARIES
CONSOLIDATED STATEMENT OF STOCKHOLDERS' EQUITY

(In thousands, except share amounts)

(Unaudited)
Additional
$.01 par value Additional Paid-In
Common Stock Paid-In Capital - Treasury Retained
Shares Amount Capital Other Stock Deficit Total
4,762,309 $ 48 $ 10,853 $ 337 $ (1,373) $(3,246) $ 6,619
- - - (150) - - (150)
40,985 - 59 - - - 59
- - - - - 39 39
4,803,794 $ 48 $ 10912 $ 187 $ (1,373) $(3,207) $ 6,567




I-SECTOR CORPORATION AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CASH FLOWS

(In thousands)
(Unaudited)

Three Months Ended March 31,

CASH FLOWS FROM OPERATING ACTIVITIES:
NEt INCOME (10SS).uvvrverirrerieriietiieistetete ettt sttt ese et st besesse e sse e enenens
Adjustments to reconcile net income (loss) to net cash provided by (used in)
operating activities:
Net loss from discontinued Operations.............ceceveereeerieerieiereresieeeeeenenns
Tax benefit from discontinued operations
Depreciation and amortization
Loss on retirement 0f @SSELS ..........c.ecerireruerereririniriereerenireereeeene e,
Bad debt eXpense (TECOVETIES)....cuuvrririeirieirrerieieriereeeieseereseeeeseseeseeeseeesenens
Changes in assets and liabilities that provided (used) cash:
Accounts TeCEIVAbIE, NEL..........ccocveieieiiiieieceecieereete ettt
Accounts receivable, affiliates and other
Inventory
NOLES TECEIVADIE ...ttt
Other CUITENE @SSELS ......vevvrriiirisceeieteteteteese ettt et
Accounts payable.........cceerieirieinieieieieeiens
Cost and estimated earnings in excess of billings..
Billings in excess of cost and estimated earnings ..
AcCrued EXPENSES ...veuveneeeenieeeieriieieieesiee e
Deferred reVenue ..........c.cceeireereueeiinininieieiceenneneeceneeeenen

Net cash provided by (used in) continuing operations...
Net operating activities from discontinued operations .............ccoeeeereerreeennn,

Net cash provided by (used in) operating activities

CASH FLOWS FROM INVESTING ACTIVITIES:
Capital EXPENAITUIES ......eveveeiierieieiieieietee ettt st se e e

Net cash used in investing activities

CASH FLOWS FROM FINANCING ACTIVITIES:
EXercise Of StOCK OPLIONS. ......cvevirieieieietiieerieeeeteteee et
Payments 0n NOtes PAYADIC.........covveuerieirieirieieeieieieeee et
Notes payable — interest bearing borrowings on credit line

Net cash used in financing activities...........ccovveeveeeeievievveviesienenn,

NET DECREASE IN CASH AND CASH EQUIVALENTS .......cccooiiiiiiinn,
CASH AND CASH EQUIVALENTS AT BEGINNING OF PERIOD

CASH AND CASH EQUIVALENTS AT END OF PERIOD...........cccoovvvviiiinnnn,

SUPPLEMENTAL DISCLOSURES OF CASH FLOW INFORMATION:
Cash paid fOr INTETESt........ccoveueueiiieieieicereeeccee e
SUPPLEMENTAL NONCASH INVESTING AND FINANCING ACTIVITIES:

Revaluation of options granted to consultants
Offering costs accrued

See notes to consolidated financial statements

2003 2004
$ (1,091) $ 39
. 12
- 5
165 201
4 18
482 (182)
16 431
47 12
87 77)
290 (168)
(145) 245
(780) 618
(199) (752)
194 (150)
126 (90)
(26) 180
(1,004) 142
(258) -
(1,262) 142
(173) (139)
(173) (139)
1 59
(68) (1,714)
- 1,204
(67) (451)
(1,502) (448)
3,491 2,172
$ 1,989 1,724
$ - $ 24
$ - $ 150
- 486



I-SECTOR CORPORATION AND SUBSIDIARIES
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
(In thousands, except share and per share amounts)

1. DESCRIPTION OF BUSINESS AND SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

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

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

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

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

The condensed consolidated financial statements presented herein as of and for the three-month periods ended
March 31, 2003 and 2004 are unaudited; however, all adjustments which are, in the opinion of management, necessary for
a fair presentation of the financial position, results of operations, and cash flows for the periods covered have been made
and are of a normal, recurring nature. The results of the interim periods are not necessarily indicative of results for the
full year. The consolidated balance sheet as of December 31, 2003 is derived from audited consolidated financial
statements but does not include all disclosures required by accounting principles generally accepted in the United States of
America. Although management believes the disclosures are adequate, certain information and disclosures normally
included in the notes to the financial statements have been condensed or omitted as permitted by the rules and regulations
of the Securities and Exchange Commission. These interim statements should be read in conjunction with the
consolidated financial statements and notes thereto included in I-Sector’s 2003 Annual Report on Form 10-K.

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

Reclassifications - Certain prior period amounts in the statements of cash flows presented herein have been
reclassified to conform to current period presentation.

Use of Estimates - The preparation of the financial statements in conformity with accounting principles generally
accepted in the United States of America requires management to make estimates and assumptions that affect the reported
amounts of assets and liabilities and disclosure of contingent assets and liabilities at the date of the financial statements and
the reported amount of revenue and expense during the reporting period. Actual results could differ from these estimates.

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

Products Revenue. Three of I-Sector’s operating segments earn revenue from product shipments. Product
shipment revenue occurs when products manufactured by other parties are purchased and resold to a customer and
such products are contracted for independently of material services. I-Sector recognizes revenue from product
shipments when the product is shipped or delivered to the customer. In all three segments, the four criteria for




revenue recognition have been met because: (1) there are written, executed contracts, or in the case of INX and
Valerent, in some situations there are binding purchase orders; (2) delivery has occurred or services have been
rendered. Stratasoft, however, recognizes revenue on the percentage of completion method, as described below;
(3) the price is fixed or determinable, and (4) collectibility is reasonably assured. Each of I-Sector’s business
segments perform credit research prior to extending credit. In Stratasoft’s business segment, a substantial portion
of the total contract price is received in cash or letter of credit when the unit is installed.

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

One of I-Sector’s segments, INX, has certain fixed and flat fee services contracts that extend over three months or
more, and are accounted for on the percentage of completion method of method of accounting. The percentage of
revenue recognized in any particular period is determined on the basis of the relationship of the actual hours
worked to estimated total hours to complete the contract. Revisions of the estimated hours to complete are
reflected in the period in which the facts necessitating the revisions become known. When a contract indicates a
loss, a provision is made for the total anticipated loss.

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

December 31, March 31,
2003 2004

Costs incurred on uncompleted contracts.............coeeeveeeencne. $ 1,019 $ 1,491
Estimated €arnings ...........cccoeeeeeeeereeeseseeeseeeneenens 3,117 4,036

4,136 5,527
Less: Billings to date ........cccoeeueeueeeeeieeieeieeieeeeieieeieeeeenens 2,946 3,435
TOtAl oot $ 1,190 $ 2,092
Included in accompanying balance sheets under

the following captions:

Cost and estimated earnings in excess of billings................. $ 1,452 $ 2,204
Billings in excess of cost and estimated earnings ................ (262) (112)
TOUAL ettt $ 1,190 $ 2,092

During March 2004, I-Sector‘s operating segment Stratasoft deferred $180 of revenue for software products sold
on a note that was not due within twelve months of the note origination, and the related revenue was deferred at



March 31, 2004. Revenue from this sale will be recognized in the accounting periods that payments from the
customer are received.

Vendor Incentives - From time to time, the Company participates in programs provided by suppliers that enable it
to earn incentives. These incentives are generally earned based upon sales volume, sales growth and customer satisfaction
levels. The amounts earned under these programs are recorded as a reduction of cost of goods when earned and
determinable. The amount of vendor incentives recognized can vary significantly between quarterly and annual periods.
During the three-month period ended March 31, 2004, the Company recognized $622 in vendor incentives that relate to the
six-month measurement period ended January 31, 2004.

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

Three Months Ended

March 31,
2004
Balance, beginning of the period $ 302
Additions to reserve..........coeveuennnn. 90
Expenses offset against reserve... 97
Balance, end of period...........cccooeververenanee.. $ 295

Stock-Based Compensation - The Company has elected to account for stock-based compensation using the
intrinsic value method of accounting in accordance with Accounting Principles Bulletin ("APB") No. 25 "Accounting for
Stock Issued to Employees". Under this method no compensation expense is recognized when the number of shares
granted is known and the exercise price of the stock option is equal to or greater than the fair value of the common stock
on the grant date. The Company has recorded no stock-based compensation associated with stock options granted to
employees and directors in its consolidated statement of operations. I-Sector and its subsidiaries apply the fair value
method as prescribed by SFAS No. 123, as interpreted and amended, for stock and stock options issued to non-employees
and during the three month period ended March 31, 2004, recorded a $63 benefit. If compensation cost for all option
issuances had been determined consistent with the fair value method, I-Sector's net income (loss) per share would have
increased to the pro-forma amounts indicated below for the three month periods ended March 31, 2003 and 2004.



Three Months Ended
March 31,
2003 2004

Basic and diluted:
Net income (108s) as 1eported ..........eveveeeerreerieeririenne $ (1,091) $ 39
Deduct: Total stock-based employee

compensation determined under fair value

based method for all awards, net of related

taX EfFECtS...eeuieeieeieiee e 10 22
Pro forma net income (10SS).......ccoeeveveeiirivieieieriereenenes $ (1,101 $ 17

Earnings per share:

Basic - as reported $ (0.30) $ 0.01
Basic - pro forma $ (0.30) $ 0.00
Diluted - as reported $ (0.30) $ 0.01
Diluted - pro forma $ (0.30) $ 0.00

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

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

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

2. DISCONTINUED OPERATIONS

In 1999, I-Sector decided to sell both its computer products reselling business and its PBX telephone systems
dealer business. During the periods specified below, I-Sector recognized a gain (loss) on disposal, net of income tax
provision, of these two businesses as follows:

March 31,
2003 2004
Computer Products Division (net of tax benefits of $3 and $4, respectively)............. $ ) $ )
Telecom Division (net of taxes and tax benefits of $2 and $(1) , respectively)............ 5 3)
Net 10SS ON AISPOSAL .....ovveeeeevee ittt nees $ - $ (12)

The balance sheet caption “Net liabilities related to discontinued operations” contains $557 and $642 at December
31, 2003 and March 31, 2004, respectively, of estimated future expenses related to the winding up of the Telecom Division
and the Computer Products Division, and includes amounts related to settlement of pending litigation and to Telecom
warranties. An additional $85 relating to the rebate repayment claims from a former vendor was reclassified from accrued
liabilities to net liabilities related to discontinued operations during the three month period ending March 31, 2004.
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3. SEGMENT INFORMATION

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

For the quarter ended March 31, 2004:

INX Stratasoft Valerent Corporate Eliminations Consolidated
Revenue:
Products.....c.cccevveverene $ 10,061 $ - $ 334 $ - $ (201) $ 10,194
Services ....cevvvereeeeueee 913 - 1,031 - - 1,944
Custom projects .......... - 2,137 - - - 2,137
Total revenue ..................... 10,974 2,137 1,365 - (201) 14,275
Cost of goods and
Services:
Products......eeueceenennee 8,382 - 310 - (201) 8,491
Services .....coovevvevenens 589 - 697 - - 1,286
Custom projects .......... - 962 - - - 962
Cost of goods and
Services .....cooevveeunenn. 8,971 962 1,007 - (201) 10,739
Gross profit ........ccceeeveueene 2,003 1,175 358 - - 3,536
Selling, general and
administrative expenses..... 1,884 1,020 390 205 - 3,499
Operating income (loss)..... $ 119 $ 155 $ (32) $ (205) $ - 37
INterest And OthET INCOIME, NMEL.......ccvicviiuiitieiieeieti ettt e et et e et e ete et eteete et et et eeteeteeteeseeaeetsessessessessensensesses e et eteesseseeseessessessensensensensensentenbeeseees 19
Income from continuing operations BEfOre INCOME tAXES .....c.evveirieirierieiiieiiieteieert et etet et teeetesteseseesesaeseaesesesessesesseseeseneesessesensesensesensas 56
TIICOMMNIE LAXES ...ttt ettt et b bt et a ettt ettt s b e b e e bt et h e bt et bt h e e Rt Rt et et bt et sae R bt eae bt bt e st n st et et et e e e naen 5
Net income from CONTINUING OPETATIONS ......c..euerteurrreiruerietertetetetertetertest st et eteseetestes et ese st eseeeeseeteseabesseben e ettt es et ebeseb et esesaestetene et estebensebenseaeneas 51
Net loss on disposal of discontinued OPerations, NEt OF TAKES .......c.uevrveuevtiriririeteiiririeiet ettt ettt ettt b ettt ebe b bttt ebebese e seesenes (12)
INEL IIICOIMIE .evuviiaieisieeiietete ittt h ettt st bbbttt te s b e ket et a st e e b b e b a4t ettt s et h e b ke bt e e ea st h b eb e b ettt e e e b e heb et et e et s st et et st tan $ 39
Trade accounts
receivable, net .............. $ 7,683 $ 1,127 $ 517 $ 90 $ - $ 9,417
INVENtOry ....veveeververirenen. $ 817 $ 466 $ 32 $ - $ - $ 1,315

For the quarter ended March 31, 2003:

INX Stratasoft Valerent Corporate Eliminations Consolidated

Revenue:

Products.......ccocevveveuns $ 6,661 $ - $ 193 $ - $ (132) $ 6,722

Services .....cevevevvenans 477 - 812 - - 1,289

Custom projects .......... - 2,069 - - - 2,069
Total revenue ...........ccc...... 7,138 2,069 1,005 - (132) 10,080
Cost of goods and

Services:

Products........cccceeueneene. 5,844 - 192 - (132) 5,904

SErvices ......ovvevevenens 516 - 584 - - 1,100

Custom projects .......... - 801 - - - 801

Cost of goods and

Services 6,360 801 776 - (132) 7,805

Gross profit ... 778 1,268 229 - - 2,275
Selling, general and
administrative expenses..... 945 1,596 560 275 - 3,376
Operating 10Ss ........c.cc.co...... $ (167) $ (328) $ (331) $ (275) $ - $ (1,101)
Interest and OTNET INCOIME, TMEL........ccueiiiiiitiietiecee ettt ettt e et e et e et e e aeeteeteeteeteeteeteeseeeateeaeeeaseeaseeaseeaseeaseeaseeaseeasesaseeasesssesnseenseenneenns 10
Loss from continuing operations before income taxes. (1,091)
Income taxes ........ccccevveerevreennnnne -
Net loss from continuing Operations..............cccceeeevrveueueuenns (1,091)
Net gain on disposal of discontinued operations, net of taxes... -
INEL LOSS weuviuievinteteitetietettet et tete et ete st ete b et e b eteeseseeseseeseseesessesessese st eseeses e s eseses e s e st es e st ese st ek e et ek e e s e s et eRe e s e stk e stk e At ek et e s et ese s e s e b et e be st es et esentesensetenee $ (1,091)



Trade accounts

receivable, net .............. $ 4,175 $ 1,166 $ 509 $ 77 $ - $ 5,927
Accounts receivable retained from discontinued OPETatiONS, MEL.........c.c.ccioirirueueueiririeicieitire ettt ettt s e eae e esaeneseneae 100
Total ACCOUNLS TECEIVADIE, MET........cvieiieii ettt ettt ettt ettt ettt ete e e teeeteeeteeeteeeteeeaeeeaeeeaseeaeeeaseeaseeaseeaseeaseeaseeaseesseesseesseeaseeaseeaseerseenseeaseenneens $ 6,027
INVENtOry ..oveveerereieriererenne $ 347 $ 486 $ 35 $ - $ - $ 868

International sales accounted for $356 or 3.7% and $654 or 4.6% of consolidated revenues and 21.8% and 30.6% of the
Stratasoft segment revenues in the three months ended March 31, 2003 and 2004, respectively. International sales are derived
primarily from Canada, the United Kingdom, Germany, Greece, India, Egypt, the Philippines and Granada.

4. EARNINGS PER SHARE

Basic EPS is computed by dividing net income (loss) by the weighted-average number of common shares
outstanding for the period. Diluted EPS is based on the weighted-average number of shares outstanding during each period
and the assumed exercise of dilutive stock options and warrants less the number of treasury shares assumed to be purchased
from the proceeds using the average market price of the Company's common stock for each of the periods presented.

For the quarter ended March 31, 2003, I-Sector’s potentially dilutive options of 159,794 were not used in the
calculation of diluted earnings since the effect of potentially dilutive securities in computing a loss per share is antidilutive.

The potentially dilutive options of the Company's wholly-owned subsidiary, INX, (see Note 9) did not impact the
calculation of I-Sector's earnings per share for the three months ended March 31, 2003 since the effect would have been
antidilutive. In the three months ended March 31, 2004, net income from continuing operations for purposes of computing
the income per share decreased $4 for the assumed exercise of INX options under the treasury method.

Three Months Ended
March 31,
2003 2004

Numerator for basic earnings per share:

Net income (loss) from continuing operations............. $  (1,091) $ 51
Gain (loss) on disposal of discontinued

operations, Net 0f taXeS ......coevververieriereerieseeieseeieens - (12)
Net income (108S) .....ovvvevevererereeieeeeeeeeeee e $ (1,091 $ 39

Numerator for diluted earnings per share:

Net income (loss) from continuing operations............. $  (1,091) $ 51
INX income attributable to potential minority

interest net income (loss) from continuing

operations used in computing loss per share................ - 4
Loss on disposal of discontinued
operations, Net 0f tAXeS......ecvververeerieeeerieneeieneeaeneeas - (12)

Net income (loss)

Denominator for basic earnings per

share — weighted-average shares

OULSANAING ..ottt see e 3,630,285 3,978,407
Effect of dilutive securities:

Shares issuable from assumed conversion of

common stock options and restricted stock ................. - 565,999
Denominator for diluted earnings per

share — weighted-average shares

OULSEANAING ...vevvievieieeireieeieie ettt e ee e 3,630,285 4,544,406

5. DEBT

On September 27, 2001, Stratasoft, a subsidiary of I-Sector, signed a note payable to a third party for $725,
payable in monthly installments through February 2007. The note does not bear interest and I-Sector has imputed interest
at 5.5% to record the debt and related patent license asset and has recorded interest expense of $3 and $5 the three month
periods ended March 31, 2003 and 2004, respectively. This note is collateralized by Stratasoft's patent license assets and
Stratasoft has granted a security interest in its pending patent application and the next two patent applications filed by
Stratasoft. In connection with this note payable, I-Sector has short-term debt maturing within one year of $68 and $71 at
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December 31, 2003 and March 31, 2004, respectively; and long-term debt of $184 and $165 at December 31, 2003 and
March 31, 2004, respectively.

In October 2001, I-Sector signed a non-interest bearing note payable for $39 payable in monthly installments
through October 2004. In connection with this note payable, I-Sector has short-term debt maturing within one year of $10
and $6 at December 31, 2003 and March 31, 2004, respectively.

In December 2003, I-Sector signed a 36-month non-cancelable capital lease for the purchase of equipment. I-
Sector imputed interest at 10% to record the debt on which I-Sector has recorded $2 interest expense for the three month
period ending March 31, 2004. In connection with this capital lease, I-Sector has recorded short-term debt maturing within
one year of $18 and $17 at December 31, 2003 and March 31, 2004, respectively; and long-term debt of $45 and $39 at
December 31, 2003 and March 31, 2004, respectively.

The borrowing base amount under the Textron facility is generally the sum of 80% of eligible accounts receivable
(the “Accounts Advance Amount”) plus the lesser of: (a) 90% of eligible inventory purchased by I-Sector from
manufactures with whom Textron has acceptable repurchase agreements, plus 40% of other eligible inventory; (b)
$4,000,000; or 30% of the Accounts Advance Amount. An account receivable will not qualify as an eligible accounts
receivable if, among other things, it is not paid within 90 days after I-Sector’s invoice date, the customer has failed to pay
more than 25% of all accounts receivable owed by the customer to [-Sector within 90 days after the invoice date, or to the
extent that the customer’s total accounts receivable exceed 15% of all [-Sector’s eligible accounts receivable. In February
2004, the syndication loan documents were executed and the credit line increased from $10,000 to $15,000. Inventory floor
plan borrowings are reflected in accounts payable in the accompanying consolidated balance sheets, except for $1,688 and
$1,204 that is interest bearing and is reflected in short term debt in the accompanying consolidated balance sheets at December
31, 2004 and March 31, 2004, respectively. Borrowings accrue interest at the prime rate (4% at March 31, 2004) plus 2.5%
on outstanding balances that extend beyond the vendor approved free interest period. This agreement is collateralized by
substantially all of I-Sector's assets except its patent license assets. The loan agreement contains restrictive covenants
measured at each quarter end and requires I-Sector to maintain minimum tangible capital funds, maintain minimum debt to
tangible capital funds ratio, and achieve a fixed charge coverage ratio. At March 31, 2004, I-Sector was in compliance
with those loan covenants effective at that date and anticipates that it will be able to comply with its loan covenants for the
next twelve months.  In the event I-Sector does not maintain compliance, it would be required to seek waivers from
Textron and Silicon Valley Bank for those events, which, if not obtained, could accelerate repayment and require I-Sector
to seek other sources of finance. At March 31, 2004, I-Sector had $6,930 outstanding on inventory floor plan finance
borrowings, and the remaining credit availability was $8,070, subject to borrowing limitations as described above.

6. COMMITMENTS AND CONTINGENCIES

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

In March 2003, I-Sector and other parties were notified of a demand for return of payments relating to the business
activities of a call center customer. In March 2004, I-Sector was informed by the claimant that claims will not be pursued at
this time. I-Sector believes that the claims against it, if re-initiated, are without merit and intends to vigorously contest any
demands related to this matter.

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

7. RELATED PARTY TRANSACTIONS

The Company leases office space from Allstar Equities, Inc., a Texas corporation (“Equities”), a company wholly
owned by I-Sector’s Chief Executive Officer. On December 1, 1999 Equities purchased the Company's corporate office
building and executed a direct lease with us with an expiration date of December 31, 2004. In conjunction with Equities
obtaining new financing on the building, a new lease was executed with the Company on February 1, 2002 with an
expiration date of January 31, 2007. The lease has rental rates of $37 per month.

From time to time, I-Sector makes short-term loans and travel advances to its non-executive employees. The
balance of approximately $16 and $6 relating to these loans and advances is included in the Company's consolidated
balance sheets and reported as part of Accounts receivable - other at December 31, 2003 and March 31, 2004.
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8. INTANGIBLE ASSETS

On April 7, 2003, I-Sector's subsidiary, INX, acquired certain assets and liabilities of one of its competitors,
Digital Precision, Inc. (“Digital”). Under the terms of the purchase, INX acquired fixed assets valued at $63, inventory
valued at $101 and intellectual property, customer lists, trademarks, trade names and service marks, contract rights and
other intangibles of Digital valued at $376, as well as assumed certain operating leases of equipment and office space in
Austin, Texas and Dallas, Texas with a net future obligation of $548. The office space in Dallas, TX was subleased with
future rentals of $234. The intangibles are subject to amortization and have a three year expected life. The purchase price
was $540 in cash and, contingent upon the retention of certain key employees, the obligation to issue 1,800,000 shares of
INX common stock in April 2004. The contingency was resolved in April 2004, and I-Sector recognized a minority
interest related to the issuance of INX’s common stock (see Note 9) resulting in additional intangible assets of
approximately $300. The results of operations subsequent to April 7, 2003 are included in I-Sector’s consolidated
statements of operations.

9. STOCK OPTION PLANS

The company has three stock-based option plans, the 1996 Incentive Stock Plan, the 1996 Non-Employee Director
Stock Option Plan and the Incentive Plan. Under the Incentive Plan, all I-Sector employees, including officers, consultants
and non-employees directors are eligible to participate.

INX is the only I-Sector subsidiary with an incentive stock option plan in place. All other subsidiary plans except
for INX were terminated in December 2003. The INX plan has not been presented to the shareholders of I-Sector for
approval. INX has granted incentive awards under its incentive plan, and such awards have been granted to certain
employees and to management of INX. Under INX's plan such options vest typically ratably over three to five years. In
December 2003, the Company amended option agreements with INX’s two most senior executives to convert to a fixed 5-
year vesting schedule from one that was determined based on the percentage of attainment of predefined financial goals by
INX. No stock-based compensation was recorded as the exercise price equaled or exceeded management’s estimated fair
value of the INX common stock. Any unvested INX stock options may vest immediately upon the occurrence of a liquidity
event for that subsidiary. 5,440,000 of the options contain an exercise restriction which only allows vested options to be
exercised upon the occurrence of a liquidity event or one month prior to the option’s expiration date. The INX options
expire ten years after the grant date if they are not exercised. The INX stock option grants are subject to dilution when I-
Sector purchases additional shares of the subsidiary stock in order to keep the subsidiary sufficiently capitalized. INX has
8,274,288 options granted and outstanding, of which 3,395,166 are vested and 805,000 are exercisable at March 31, 2004.
The outstanding options have exercise prices ranging from $0.01 to $0.25 per share with a weighted average of $0.17 per
share. There are no shares in INX's plan available to be issued at March 31, 2004, and INX’s plan has been amended,
effective December 31, 2003 so that no further options may be granted under the plan. The tables below reflect the
ownership of INX at March 31, 2004 and summarize the potential dilutive effect on I-Sector's ownership in INX if all
options granted at March 31, 2004 were fully vested and option grants were exercised, and include the effects of the
issuance of stock in 2004 relating to INX's acquisition of certain assets and liabilities of Digital Precision, Inc. The table
does not assume any repurchase of shares with proceeds from option exercises.

INX Common Stock Percent of Total
Ownership of INX shares at March 31, 2004:

Common Stock owned by I-Sector.........ooivireiieieiiiieeeeeeee e 21,834,333 100.0%
Total Common Stock OutStanding ............oecerereeeieerineneneeeeeseeeseeees 21,834,333 100.0%

Potential Future I-Sector Dilution of Ownership:
Common Stock owned by I-Sector at March 31, 2004...........ccccoeeeninnennen. 21,834,333 68.4%
Options granted and outstanding at March 31, 2004 (1) (2) (3) (4) 8,274,288 25.9%

Contingent obligation to issue Common Stock
related t0 aCqUISIEION (5)..c.eiuiruirieieieiieieieeie e 1,800,000 5.7%
Total at March 31, 2004 ........c.ooieieiieieeieeeeeeetese et 31,908,621 100.0%

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

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

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

(4) The remainder of the shares included in INX option grants outstanding at March 31, 2004 vests over either three or
five years based upon continued employment by INX of the individuals to whom such grants have been made. All
options granted by INX expire in ten years if unexercised.

(5) The 1,800,000 shares were issued in April 2004 (See Note 8).

10. SUBSEQUENT EVENT

On May 12, 2004 the Company closed a public offering of 500,000 Units. The Units began trading on May 7,
2004, on the American Stock Exchange under the symbol ISR.U. Each Unit consists of two shares of common stock and
one warrant to purchase one share of common stock at a price of $12.45. The Units were offered at a public offering price
of $16.60 per Unit resulting in $6,500 in estimated net proceeds. The underwriters have an option to purchase up to 75,000
additional Units to cover over-allotments. The Company intends to use the net proceeds of this offering primarily for
working capital and to repay interest-bearing debt

ITEM 2. MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF
OPERATIONS

The following discussion is qualified in its entirety by, and should be read in conjunction with, our consolidated
financial statements, including the notes thereto included elsewhere in this Form 10-Q and our Form 10-K previously filed
with the Securities and Exchange Commission.

Special notice regarding forward-looking statements

This quarterly report on Form 10-Q contains forward-looking statements within the meaning of the Private
Securities Litigation Reform Act of 1995 relating to future events or our future financial performance including, but not
limited to, statements contained in Item 2. — “Management's Discussion and Analysis of Financial Condition and Results of
Operations.” Readers are cautioned that any statement that is not a statement of historical fact, including but not limited to,
statements which may be identified by words including, but not limited to, “anticipate,” “appear,” “believe,” “could,”
“estimate,” “expect,” “hope,” “indicate,” “intend,” “likely,” “may,” “might,” “plan,” “potential,” “seek,” “should,” “will,”
“would,” and other variations or negative expressions thereof, are predictions or estimations and are subject to known and
unknown risks and uncertainties. Numerous factors, including factors that we have little or no control over, may affect the I-
Sector's actual results and may cause actual results to differ materially from those expressed in the forward-looking
statements contained herein. In evaluating such statements, readers should consider the various factors identified in I-
Sector’s annual report for 2003 on Form 10-K, as filed with the Securities and Exchange Commission including the matters
set forth in Item 1.- “Factors Which May Affect The Future Results Of Operations,” which could cause actual events,
performance or results to differ materially from those indicated by such statements.

EEINT3 EEINT3

General

We are a leading regional provider of IP telephony and other network infrastructure and related implementation
and support services. The IP telephony industry is characterized by rapidly evolving and competing technologies. We
compete with larger and better financed entitles. Our three principal offices are located in Texas, and we primarily market
to potential customers headquartered in, or making purchasing decisions from, Texas. Our long-term goal, however, is to
become one of the leading national providers of Cisco-centric network and IP telephony solutions to enterprises.
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We begin Management’s Discussion and Analysis of Financial Condition and Results of Operations with an
overview of our strategies for achieving this goal and becoming profitable. From a financial perspective, these operating
strategies have a number of important implications for our results of operations and financial condition.

Strategy

We plan to become profitable in 2004 by implementing the strategies discussed below. We believe that our
strategies will allow us to continue to increase total revenues in 2004. Most importantly, we also believe our strategies will
enable us to improve our gross profit in 2004 by improving our gross margins on INX revenue. At the same time, we will
seek to contain the relatively fixed components of our selling, general and administrative expenses so that those
components become a relatively smaller percentage of total revenues. Although selling expenses can generally be expected
to increase as our revenues increase, we believe that if we are successful in implementing strategies, many general and
administrative expenses (such as management salaries, administrative wages and professional expenses) will decrease as a
percentage of our total revenues.

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

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

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

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

e developing and marketing our own computer telephony software that operates with and augments Cisco-
centric IP telephony products.

If we are successful in obtaining larger, full scale IP telephony implementation projects, we expect that our gross
revenues from both products and services will increase because these projects, by their nature, typically require a
substantially higher level of our services and more products than do smaller projects. Larger projects, however, can strain
our financial resources. For example, a potential customer for a major IP telephony project may require that we post a bid
bond or performance bond in order for us to be awarded the project. This often occurs on competitive bids. Because of our
financial condition, bonding companies typically require that we provide security to collateralize the issuance of its bond.
We have been financially unable to provide sufficient collateral in some instances, and as a result have not been able to
obtain the bond. We believe we have occasionally lost business that we might have otherwise been awarded because we
were unable to obtain the bond required by the potential customer.

Increases in the size and volume of IP telephony projects we undertake can also challenge our cash management.
For example, larger projects can reduce our available cash by causing us to carry higher levels of inventory. Larger
projects can also require us to invest our available cash in labor costs. This is because, in some cases, we do not receive
payments from our customers for extended periods of time. Until they pay us, all the cash we previously invested in labor
and products on the project remains tied up. We expect that greater amounts of our cash will become invested in accounts
receivable in the future if we are successful in growing our business as we intend.

To meet our cash requirements to support this growth, we expect to rely on capital provided from our operations
and our credit facility, which is collateralized by our accounts receivable and substantially all of our assets. During May
2004 we raised equity capital through a public offering of our equity securities with net proceeds of $6.5 million. We
intend to use the net proceeds of this offering primarily for working capital and to repay interest-bearing debt.

Although over 75% of our revenue in 2003 was attributable to product sales, the gross profit margins on sales of
our services have been substantially higher than those for sales of products, with the exception of sales of our proprietary
Stratasoft software products. In 2003, for example, the gross profit margin on sales of products by INX was 12.4%, while
the gross profit margin on sales of services by INX for that year was 29.6%. We therefore plan to increase revenue from
services, particularly our post-implementation services for IP Telephony. The success of this aspect of our strategy largely
depends on our ability to attract and retain highly skilled and experienced employees.

For the last three years, the largest component of our total cost of sales and service has been purchases of Cisco-
centric IP telephony products by INX. The majority of those purchases were directly from Cisco. We typically purchase
from various wholesale distributors only when we cannot timely purchase products directly from Cisco. Our reliance on
Cisco as the primary supplier for the network and IP telephony equipment and technology we offer means that our 