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ITEM 1.

PART 1. FINANCIAL INFORMATION
FINANCIAL STATEMENTS
I-SECTOR CORPORATION AND SUBSIDIARIES

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

December 31, September 30,
2003 2004
(Unaudited)
ASSETS
Current Assets:
Cash aNG CASN EQUIVAIENTS ............vveoeeeeeeerereeeeeeeeeeseeeesseeeeeesses s s s s ssse s seseseees $ 2,172 $ 4,424
Accounts receivable — trade, net of allowance of $612 and $1,342.........c.cccocevviriricnennae 9,757 27,014
Accounts receivable — affiliates ... 16 16
AcCoUNtS rECEIVADIE — OtNEI .....c.iiicieiiir e 29 23
Notes receivable, net of allowance of $373 and $346 676 1,580
INVEINEOTY .ot b bttt b bbbt ettt b s 1,038 1,420
Cost and estimated earnings in excess of DIINGS ... 1,452 1,693
OFNEE CUITENT BSSEES .....vvteiiiteteteie sttt ettt ettt bbbttt bbb 943 427
TOAl CUMTENE ASSELS.......cvveiiiriiteteieie ettt ettt bbbt 16,083 36,597
Property and equipment, net of accumulated depreciation of $1,887 and $2,269.................... 1,271 1,789
Notes receivable, net of allowance of $250 and $250...........cccerrurirnnniniiieeeseseeeeas 252 330
Patent license rights, net of accumulated amortization of $265 and $348...... 849 767
Other intangible assets, net of accumulated amortization of $335 and $548..............ccccceuuiee 435 455
Deferred OffEriNg COSES .......c.ouiiiiieiiec ettt e 317 -
Total Assets 3 19,207 3 39,938
LIABILITIES AND STOCKHOLDERS’ EQUITY
Current Liabilities:
Notes payable and current portion of long-term debt..........ccccoervrvveeieriiiescce e $ 1,784 $ 6,210
ACCOUNES PAYADIE ....vveieieieese ettt a ettt sn s s re e 6,524 12,175
Billings in excess of cost and estimated earnings 262 78
ACCTUB EXPENSES ... vvvvrvveeseseseseetesesesesessssesesesesessssesesesessssesasesessssssesesesesssssesesesssessssesesesnens 2,676 4,574
Net liabilities related to discontinued OPErations ...........cccuvuveeueeeririeisieeienesseseeeeseseeeens 557 642
DETEITEA FEVENUE ...ttt 556 1,053
Total current labilitieS.........c.cciiii 12,359 24,732
[ a0 B (=T 0 1 o USSP 229 157
LY LY T (=] (=1 S ST - 218
Commitments and Contingencies
Stockholders’” Equity:
Preferred stock, $.01 par value, 5,000,000 shares authorized,
N0 SNAIES ISSUBM......cuieieeteieieirie ettt bbbttt - -
Common stock, $.01 par value, 15,000,000 shares authorized,

4,762,809 and 5,148,954 ISSUEBM.........coouririmiurieieirieiriiieieieieisisi sttt 48 51
Additional paid iN CAPITALL........ccoviueiiie e 10,853 17,156
Additional paid in capital — OthEr ........coouiiiiiie e 337 162
Treasury stock, at cost 811,800 aNd 0 SNAIES .........cccoerireririeieririirieiee e (1,373) -
Retained deficit (3,246) (2,538)

Total stockholders’ equity. 6,619 14,831

Total Liabilities and Stockholders’ EQUILY ........cccooiiiriuririeninniieeee e $ 19,207 $ 39,938

See notes to condensed consolidated financial statements



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

(Unaudited)
Three months ended September 30,
2003 2004
Revenue:
Products ... . 3 16,302 $ 27,255
Services........... 2,264 2,826
CUSEOM PIOJECES ...oeveiiiieieiei ettt 2,415 2,531
TOLAI FEVENUE ...ttt 20,981 32,612
Cost of goods and services:
PIOTUCES ...t 14,066 23,331
Services 1,396 1,849
CUSEOM PIOJECES ..ottt 728 1,323
Total cost of go0ds and SEIVICES..........cuvueeeeririreeieeerireniee e 16,190 26,503
(] (0T o] (| SRS 4,791 6,109
Selling, general and administrative EXPENSES.........ccovvuvrrereiererereereerererenees 4,621 5,456
OPErating INCOME.....c.vveeeieiiirie ettt seeeees 170 653
Interest and other income (expense), Net........ccccoeevvrereeceenee (11) 17
Income from continuing operations before income tax benefit .................. 159 670
Income tax expense (DENEFIt)........cccccovvvieiiiiireriece e (12) 2
Net income from continuing operations before minority interest............... 171 668
MINOTILY INEEIESE ...ttt s - (50)
Net income from continuing OPerations.............cccoeevrnniiiecrennneeeene 171 618
Gain on disposal of discontinued operations, net of taxes . 23 -
NEE INCOME ...ttt 194 $ 618
Net income per share
Basic:
Net income from continuing operations before minority interest............... $ 0.04 $ 0.13
Minority interest - (0.01)
Gain on disposal of discontinued operations, net of taxes ..........c.ccccevvnne. 0.01 -
NEt INCOME PEF SNAE ......vviiieciie e $ 0.05 $ 0.12
Diluted:
Net income from continuing operations before minority interest............... $ 0.03 $ 0.12
MINOKItY INEEIESE ...t - (0.01)
Gain on disposal of discontinued operations, net of taxes . 0.01 -
NEt INCOME PEI SNATE .....cueviiicteietre s 0.04 $ 0.11
Shares used in computing net income per share:
BASIC....v ettt bbbt 3,703,206 5,148,837
DIHULEA ... s 3,974,298 5,547,912

See notes to condensed consolidated financial statements



CONDENSED CONSOLIDATED STATEMENTS OF INCOME

I-SECTOR CORPORATION AND SUBSIDIARIES

(In thousands, except share and per share amounts)

(Unaudited)
Nine months ended September 30,
2003 2004
Revenue:
PROTUCES ...ttt $ 35,655 $ 54,058
SBIVICES ...ttt 5,282 7,879
CUSEOM PIOJECES vttt 5,995 6,837
TOtAl FEVENUE ..o 46,932 68,774
Cost of goods and services:
PrOTUCES ..ot 31,181 46,472
Services 3,852 5,187
CUSEOM PrOJECES ....vvviieiii et 2,104 3,171
Total cost of gOods and SEIVICES.......ccuvvvveeeeiririeieieee s seseeeenes 37,137 54,830
GrOSS PIOTIL ..ottt 9,795 13,944
Selling, general and administrative EXPENSES..........veeerirrrniereenerisisieenens 11,556 13,191
Operating iNCOME (10SS).....c.vruriiirirereieiririseree e (1,761) 753
Interest and other income, net 93 10
Income (loss) from continuing operations before income tax benefit (1,668) 763
INCOME tAX DENETIL ...t (93) -
Net income (loss) from continuing operations before minority interest..... (1,575) 763
MINOFIY INEEFESE ...t - (56)
Net income (loss) from continuing operations (1,575) 707
Gain on disposal of discontinued operations, net of taxes .........c.c.ccceeeenne 39 1
NEt INCOME (10SS) ....vuvvieriieieteteis e $ (1,536) $ 708
Net income (loss) per share
Basic:
Net income (loss) from continuing operations before minority interest..... $ (0.43) $ 0.16
MINOFIY INEEFESL ...t - (0.01)
Gain on disposal of discontinued operations, net of taxes ...........cccoeuvvuee. 0.01 -
Net income (10SS) PEI SATE ......c.cuiviiriieicieieir e $ (0.42) $ 0.15
Diluted:
Net income (loss) from continuing operations before minority interest..... $ (0.43) $ 0.15
MINOFIY INEEFESE ...t - (0.01)
Gain on disposal of discontinued operations, net of taxes ...........ccc.euvvuee. 0.01 -
Net income (10SS) PEI SATE ......c.cuiviiiiiieicieieire s $ (0.42) $ 0.14
Shares used in computing net income (loss) per share:
BASIC. .. vveeeeet ettt 3,643,346 4,572,124
DiIULEA .. 3,643,346 5,014,378

See notes to condensed consolidated financial statements



I-SECTOR CORPORATION AND SUBSIDIARIES
CONDENSED 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

Balance at December 31, 2003 ..........c.ccoovuuee 4,762,809 $ 48 $ 10,853 $ 337 $ (1,373) $ (3,246) $ 6,619
Revaluation of consultant options ................. - - - (200) - - (200)
Exercise of common stock options................ 47,945 - 61 25 - - 86
Proceeds from offering of Units,
net of offering costs of $1,145.............cccc...... 1,150,000 11 7,536 - - - 7,547
Issuance of INX common stock
net of minority interest..........cccovvveecvinririnnns - - 71 - - - 71
Retirement of treasury stock . (811,800) (8) (1,365) - 1,373 - -
Net iNCOMe ......ovvveiiirciccine - - - - - 708 708
Balance at September 30, 2004............cccceve. 5,148,954 $ 51 $ 17,156 $ 162 $ - $ (2,538) $ 14,831

See notes to condensed consolidated financial statements



I-SECTOR CORPORATION AND SUBSIDIARIES

CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS

(In thousands)
(Unaudited)

Nine Months Ended September 30,

CASH FLOWS FROM OPERATING ACTIVITIES:
NEt INCOME (J0SS) .. .vveeeiiieriirri e
Adjustments to reconcile net income (loss) to net cash provided by (used in)
operating activities:

MINOFILY INEEFESE ...t
Net gain (loss) from discontinued Operations ...........c.cocveeerererreerererenennnn,
Tax expense from discontinued operations....
Depreciation and amortization ...................
(Gain) loss on retirement of assets ..
Bad debt EXPENSE ...

Changes in assets and liabilities that provided (used) cash:
ACCOUNES reCeiVable, NEL........cooviiiiiciecee e
Accounts receivable, affiliates and other ...
Inventory
INCOME taX FECRIVADIE ...,
NOLES FECEIVADIE ...,
Other current assets ...
Accounts payable ...
Cost and estimated earnings in excess of billings....
Billings in excess of cost and estimated earnings....
OthEr @SSELS......ccveeeriiririeieeeresie e
ACCIUEH EXPENSES ...ttt
DEferred FEVENUE ........cviiiceeeese e,

Net cash used in continuing operations
Net operating activities from discontinued operations ..............ccccovvvvreeenenn.

Net cash used in operating actiVitieS..........cccocevvevevieeieriieviceceene,

CASH FLOWS FROM INVESTING ACTIVITIES:
Proceeds of sale Of fiXed ASSELS.......cccovririrrrriririseeere e,
Acquisition of Digital Precision, Inc (inclusive of acquisition costs)..
Capital EXPENAITUIES ....c.cvviireeieieieerie e

Net cash used in investing aCtivities .........c.ccocveeererrrceierinsenne,

CASH FLOWS FROM FINANCING ACTIVITIES:
Exercise 0f StOCK OPLIONS.........cvviiieiiiei e,
Proceeds from Unit offering,net
Proceeds from borrowings of interest bearing debt ...,
Payments of short and long —term debt...........ccoovvviiiciinn e,

Net cash provided by (used in) in financing activities

NET INCREASE (DECREASE) IN CASH AND CASH EQUIVALENTS...........
CASH AND CASH EQUIVALENTS AT BEGINNING OF PERIOD...................

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

SUPPLEMENTAL DISCLOSURES OF CASH FLOW INFORMATION:
Cash paid fOr INTErESL..........coiieiiirie e
SUPPLEMENTAL NONCASH INVESTING AND FINANCING ACTIVITIES:
Revaluation of options granted to CONSURANTS ...........cccevvvveeeriveereree e,
Other receivable for proceeds of sale of fixed assets.........cccevvvrrreierinirininennn,
Recognition of additional purchase price on Digital Precision acquisition
Through issuance of INX common StOCK............ccceverirniiecieniiineccins

See notes to condensed consolidated financial statements

2003 2004

$  (1,536) $ 708
- 56

(39) 2

(20) (1)

548 667

(157) 24

1,051 164

(4,821) (17,468)

88 6

(661) (382)

488 -

(575) (934)

(38) 480

4,404 5,651

(661) (241)

30 (184)

1,354 2,054

76 497

(469) (8,901)

(231) 85

(700) (8,316)

80 -

(566) -

(323) (912)

(809) (912)

95 86

- 7,547

- 7,319

(123) (2,972)

(28) 11,980

(1,537) 2,252
3,491 2172

$ 1954 $ 4,424
$ - $ 55

$ 78 $ (200)
30 -

- 234



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 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 IP telephony solutions to clients ranging from mid-size to large
enterprises along with other communications solutions. 1P 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 and nine-month periods
ended September 30, 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.

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

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

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

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

8



credit. In Stratasoft’s business segment, a substantial portion of the total contract price is received in cash or letter of
credit when the unit is installed.

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

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

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. The Company follows this method since reasonably dependable estimates of the
revenue and costs applicable to various stages of a contract can be made. Revisions of estimates are reflected in the
period in which the facts necessitating the revisions become known. When a contract indicates a loss, a provision is
made for the total anticipated loss. The following reflects the amounts relating to uncompleted contracts at:

December 31, September 30,
2003 2004

Costs incurred on uncompleted contracts...........ccoveeveriniens $ 1,019 $ 1,611
Estimated earnings.........ccveerneennieenneessesse e, 3,117 4518

4,136 6,129
Less: BillingS t0 date ..o, (2,946) (4,514)
TOMAD oot $ 1,190 $ 1,615
Included in accompanying balance sheets under

the following captions:

Cost and estimated earnings in excess of billings ................ $ 1,452 $ 1,693
Billings in excess of cost and estimated earnings................. (262) (78)
TOMAL oo $ 1,190 $ 1,615

During the nine months ending September 30, 2004, Stratasoft deferred $685 of revenue for software products sold on
notes that are not initially due within twelve months and revenue to resellers of $45. Also during the second quarter of
2004, the company reversed deferred revenue of $398 due to cancellation of a reseller transaction that was originally
deferred in full at December 31, 2003. Revenue from resellers and notes in excess of twelve months is 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. The Company believes it
generally understands the related incentive programs and factors in anticipated rebates as it bids for work with customers.
During the three-month period ended September 30, 2004, the Company recognized $1,613 in vendor incentives. During the
nine-month period ended September 30, 2004, the Company recognized $2,235 in vendor incentives. Vendor incentives of $622
related to the six-month measurement period ended January 31, 2004, and vendor incentives of $1,613 related to the seven-
month measurement period ended September 1, 2004.

Warranty Reserve - |-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. 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:

Nine Months Ended

September 30,
2004
Balance, beginning of the period................. $ 302
Additions t0 reSErVe .......ccveveeeveeeeerereveeee, 384
Expenses offset against reserve.................... (314)
Balance, end of period.........cc.cccorvrerrerrennen, $ 372

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. 1-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 and nine month periods
ended September 30, 2004, recorded a $10 expense and a $29 benefit, respectively. If compensation cost for all option
issuances had been determined consistent with the fair value method, 1-Sector’s per share profitability would have changed to
the pro-forma amounts indicated below for the three and nine month periods ended September 30, 2003 and 2004.
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Three Months Ended Nine Months Ended

September 30, September 30,
2003 2004 2003 2004

Basic:
Net income (l0SS) as reported...........ccovvervreereenenereneenenns $ 194 $ 618 $ (1,536) $ 708
Deduct:
Total stock-based employee

compensation determined under fair value

based method for all awards, net of related tax effects .. 5 22 29 67
Pro forma net income (l0SS) ......c.vovevreerneirrenee e $ 189 $ 596 $ (1,565) $ 641
Diluted:
Net income (10SS) @S rePOrted..........ccovevvrevrrerreeeresrreererrninns $ 194 $ 618 $ (1,536) $ 708
Deduct:
Adjustment for subsidiary dilution 44 41 - 32
Total stock-based employee

compensation determined under fair value

based method for all awards, net of related tax effects .. 5 22 29 67
Pro forma net income (10SS) ........ccouvurueerinirinineseeee s $ 145 $ 555 $ (1,565) $ 609
Earnings per share:
BaSiC - @S rEPOMEa......cccivereriiieiicieieee e $ 0.05 $ 0.12 $ (042 $ 0.15
BasSiC - Pro forma ......ccocovevieiiiiiieeee e $ 0.05 $ 0.12 $  (043) $ 0.14
Diluted - as reported.........cccovveveerenerieieese e $ 0.04 $ 0.11 $ (042 $ 0.14
Diluted - pro forma ........cccccevvevieiiienieceseseee e $ 0.04 $ 0.10 $ (043 $ 0.12

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 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

On November 6, 2001, I-Sector approved a plan to sell or close its IT Staffing business. A sale was finalized on December
31, 2001. Under the terms of the sale I-Sector received a note receivable for $52. The note receivable bore interest at 5% per annum
and was collectible in installments based on the total monthly revenue of the buyer over 24 months beginning in March, 2002. In
1999, I-Sector decided to sell both its computer products reselling business and its PBX telephone systems dealer business.
During the three and nine months specified below, I-Sector recognized a gain (loss) on disposal, net of income tax provision, of
these three businesses as follows:
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Three Months Ended September 30, Nine Months Ended September 30,

2003 2004 2003 2004

IT Staffing, Inc. (net of taxes of $- and $-, respectively for three

months ended) and ($14 and $ -, respectively for nine months ended) ...... $ - $ - $ 26 $ -
Computer Products Division (net of taxes of $(20) and $-, respectively

for three months ended) and ($(27) and $2, respectively for nine

MONENS ENAEA) ...t (39) - (53) 2
Telecom Division (net of taxes and taxes of $31 and $-, respectively

for three months ended) and ($33 and $(1), respectively for nine

MONENS ENAEA) ......cvcviicce e 62 - 66 1)
Gain on disposal of discontinued operations, net of taxes..........c..cccouevenaes $ 23 $ - $ 39 $ 1

The balance sheet caption “Net liabilities related to discontinued operations” contains $557 and $642 at December 31,
2003 and September 30, 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 nine month period ended September 30, 2004.

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 considers 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 table below. The following tables show the results of the four reportable segments:

For the quarter ended September 30, 2004:

INX Stratasoft Valerent Corporate Eliminations Consolidated
Revenue:
Products........cccocvuenene $ 27,179 $ - $ 288 $ - $ (212) $ 27,255
SErVICeS ..o 1,516 - 1,310 - - 2,826
Custom projects .......... - 2,531 - - - 2,531
Total revenue ..........cc.o....... 28,695 2,531 1,598 - (212) 32,612
Cost of goods and
Services:
Products 23,251 - 292 - (212) 23,331
Services 1,099 - 750 - - 1,849
Custom projects .......... - 1,323 - - - 1,323
Cost of goods and
services 24,350 1,323 1,042 - (212) 26,503
Gross profit ......ccceeeevrreenenns 4,345 1,208 556 - - 6,109
Selling, general and
administrative expenses..... 3,332 1,419 522 183 - 5,456
Operating income (loss)..... $ 1,013 $ 653
INTErESt AN Ot INCOME, NMEL.....c.eiiietce et b bbbt b b b s e E bbb E e E e b b s E e b b heE e bbb s bbb bttt et e s 17
Income from continuing operations before income taxes... 670
INCOME X EXPENSE.......cuviriiiiirieie et 2
Net income from continuing operations Defore MINOIILY INTEIES............ouiiiiriieee bbbttt bbbt 668
IVHINOTTEY TNEEIESE ...tttk b b e bk h s 00 E e h 8 R£ £ 8 HeH e E £ e E b b h £ £ A0 e E b H e £ £ b e R b b £t e e bbb eh bbb b b ettt e b bt n e (50)
Gain on disposal of discontinued operations, net of taxes -
[N AT o] T OSSPSR $ 618
Selected Balance Sheet Information:
Trade accounts
Receivable, net............. $ 24,773 $ 1,186 $ 966 $ 89 $ - $ 27,014
INVENLOrY ..o, $ 668 $ 691 $ 61 $ - $ - $ 1,420
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For the quarter ended September 30, 2003:

INX Stratasoft Valerent Corporate Eliminations Consolidated
Revenue:
Products.......ccccevvevene $ 15,954 $ - $ 515 $ - $ (167) $ 16,302
SEIVICES ..ovvvvereieririnnes 1,392 - 877 - (5) 2,264
Custom projects .......... - 2,415 - - - 2,415
Total revenue ........c.ccccen.e. 17,346 2,415 1,392 - (172) 20,981
Cost of goods and
Services:
Products........ccccovueunee 13,758 - 474 - (166) 14,066
SeIVICES ...oovvverererirenan, 795 - 606 - (5) 1,396
Custom projects .......... - 728 - - - 728
Cost of goods and
SEIVICES...c.vvereriereneene 14,553 728 1,080 - (171) 16,190
Gross profit .......cccevrrenene. 2,793 1,687 312 - Q) 4,791
Selling, general and
administrative expenses..... 2,126 1,754 455 287 (1) 4,621
Operating income (loss)..... $ 667 $ (67) $ (143) $ (287) $ - 170
INtEreSt aNd OTNET INCOME, NEL........c.iuiiiiiiiiititri et bbb h bbb bbbttt b bbbttt (11)
Income from continuing operations DEfOre INCOME TAXES ........cveuiuiiiiieiciee ittt bbbkttt b bbb bt e 159
INCOME TAX DENETIE .....veieeece et bbbt b b b h e b bbb b e e b b h s £ R b bR £ A e bbb bbb b bttt e b b st et nn b (12)
Net income from continuing operations 171
Gain on disposal of discontinued OpPerations, NEE OF TAXES ..........ciiuiriiiiiee bbbttt 23
INBE INCOMIE ...ttt bbbt £t s bbb b £ e b £ 222 e b e b b e b e b e £ £ e £ £ A2 s e R e A 2R e b e b e b e b £ e b £ s S a8 e b e b e b b e b b e S a2t Ao s b e b e ke b b e bt b e se bbb bbb b s e $ 194
Selected Balance Sheet Information:
Trade accounts
receivable, net.............. $ 9,281 $ 795 $ 710 $ - $ - $ 10,786
Accounts receivable retained from disCONtiNUEd OPEIAtiONS, NEL...........ivcveueiriiiiieeeieir et s st se e e s s ese e e s nsees 165
TOtal ACCOUNTS TECEIVANIE, NEL.......cviiitiietiitee ettt ettt ettt e et et et ete b ese st e e e s e se e s e ss e b e s eb e b ese st esseaesseben s et e s ebe b ene st ese st eneebenssbesnaren $ 10,951
INVENLOTY ..o $ 812 $ 702 $ 29 $ - $ - $ 1,543
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For the nine months ended September 30, 2004:

INX Stratasoft Valerent Corporate Eliminations Consolidated
Revenue:
Products........cccereennen. $ 53,594 $ - $ 1,127 $ - $ (663) $ 54,058
SerVICeS....ovurerieeeeene 4,054 - 3,825 - - 7,879
Custom projects .......... - 6,837 - - - 6,837
Total revenue ........c.cccee.n... 57,648 6,837 4,952 - (663) 68,774
Cost of goods and
Services:
Products........cccoeeunnene 46,073 - 1,062 - (663) 46,472
Services............ 2,833 - 2,354 - - 5,187
Custom projects .......... - 3,171 - - - 3,171
Cost of goods and
SEIVICES...ocvvvverirns 48,906 3,171 3,416 - (663) 54,830
Gross profit .......cccveeereenns 8,742 3,666 1,536 - - 13,944
Selling, general and
administrative expenses..... 7,534 3,570 1,398 689 - 13,191
Operating income (loss)..... $ 1,208 $ 96 $ 138 $ (689) $ - 753
INTErESt AN O TINCOME, NMEL.... ..ottt bbb s e e bbb s e 8 b b E £ £ E b bR e s £ b bRt R £ b E e bbb eh et bbbttt b bt 10
Income from continuing Operations DETOrE INCOME TAXES ......c.cueiriirieieieiiirieie ettt ettt s e e s s et et e e s e s e bt s e s e e st eses e e e sesnsnsenennn 763
INCOME TAX DENETIE ...ttt ekt st a b e s e s eR e e £ b b e R e e e b s e b a8 et b £ b e b e Re At s e b e b e A es et e e bt e b es et ebebesnb e e et -
Net income from continuing operations before minority interest .. 763
IVHINOTTEY FNEEIESE ...ttt ettt bbbttt b b e b b s b h s 2 e 8 eheh b £ £ b b Eeh £ £ £ £ b b e e e e b b e heh et e e b bR R e e b e bbbt e b e b s (56)
Gain on disposal of discontinued OPErations, NET OF TAXES .......ceiiririeieeiirire ettt se st e s e e s be s e s e s e e ss et et et e e e sseseserennnnns 1
AN AT o] L= OSSOSO $ 708
For the nine months ended September 30, 2003:
INX Stratasoft Valerent Corporate Eliminations Consolidated
Revenue:
Products.........cccocueueunee $ 34,795 $ - $ 1,219 $ - $ (359) $ 35,655
SeIVICES ...coovvverererirnnan, 2,725 - 2,562 - (5) 5,282
Custom projects .......... - 5,995 - - - 5,995
Total revenue ........c.coeveneees 37,520 5,995 3,781 - (364) 46,932
Cost of goods and
Services:
Products........ccceureeenen. 30,448 - 1,090 - (357) 31,181
Services............ 2,068 - 1,789 - (5) 3,852
Custom projects .......... - 2,104 - - - 2,104
Cost of goods and
SEIVICES...cvvereerirnne, 32,516 2,104 2,879 - (362) 37,137
Gross profit .......c.ccceeeevnne 5,004 3,891 902 - ) 9,795
Selling, general and
administrative expenses..... 4,518 4,694 1,551 795 (2) 11,556
Operating income (loss)..... $ 486 $ (803) $ (649) $ (795) $ - (1,761)
INTEreSt AN OTNET INCOMIE, NMEL........cuieitiiititiiri et b b8 b b0 h bbb bbbttt 93
Loss from continuing Operations DEfOre INCOME TAXES.........c.ciuiiiiiiii etttk b sttt nb et (1,668)
INCOME TAX DENETIE ....viieeect ettt bbb b bR oA e b e R R e R £ £ £ b e b e b £ £ £ b b e b e R e £ £ £ e b e b e R e R £ e S e b e b e b b e e e b e b b e b e b et et et e bt et n b (93)
NEt 10SS FrOM CONTINUING OPEIALIONS. ........cutuiriiitetitiiieet ettt ettt bbb st e bbbt b bbbt E £ b bt £ e b bR st E e b bt h b e bbbt et b b (1,575)
Gain on disposal of discontinued OPErations, NET OF TAXES .......cciiirieieeiiririe et se st e es e e s s besesese e ss et et et e e e easeserennnens 39
INBE 0SS .ttt bbb 4 b £ E e h R b b E e h R h b E e e h e E bR E R h bbbt E bbbttt $ (1,536)

International sales accounted for $163, less than 1.0%, and $681 or 3.2% of consolidated revenues and 6.4% and 28.2% of
the Stratasoft segment revenues in the three months ended September 30, 2004 and 2003, respectively. In the nine months ended
September 30, 2004 and 2003, international sales accounted for $1,382 or 2.0% and $2,627 or 5.6% of consolidated revenues and
20.2% and 43.8% of the Stratasoft segment sales, respectively. International sales are derived primarily from Canada, the United

Kingdom, Germany, Greece, India, Egypt, The Philippines, Caribbean and Japan.
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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 nine months ended September 30, 2003, I-Sector’s potentially dilutive options of 201,473 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 six months ended September 30, 2003 since the effect would have been
antidilutive for the quarters ended September 30, 2003 and 2004. Net income from continuing operations for purposes of
computing the income per share decreased $44 and $41, respectively, for the quarters ended September 30, 2003 and 2004 and
$32 for the nine months ended September 30, 2004 for the assumed exercise of INX options under the treasury method.

Three Months Ended September 30, Nine Months Ended September 30,
2003 2004 2003 2004

Numerator for basic earnings per share:
Net income (loss) from continuing operations

before minority interest 171 $ 668 $ (1,575) $ 763
MiNOrity INTEreSt .....c..ooveieiiiiccere e - (50) - (56)
Gain (loss) on disposal of discontinued

operations, net of taXes ..........ccocvvereierciniese e 23 - 39 1
Net inCOME (10SS) .vvvveverreerrereeeeirieeseee e $ 194 $ 618 $  (1,536) $ 708
Numerator for diluted earnings per share:

Net income (loss) from continuing operations........ $ 171 $ 668 $ (1,575) $ 763
MiINOFity INTEreSt ...cvovevvcicereccee e - (50) - (56)
INX income attributable to potential minority

interest net income (loss) from continuing

operations used in computing loss per share............ (44) (41) - (32)
Gain on disposal of discontinued

operations, Net Of taXesS.......c..ccovvvevrereeieieieiesiene, 23 - 39 1
Net inComMe (10SS) .....cvvvevveireieicesereee e $ 150 $ 577 $ (1,536) $ 676

Denominator for basic earnings per

share — weighted-average shares

OULSEANAING .o 3,703,206 5,148,837 3,643,346 4,572,124
Effect of dilutive securities:

Shares issuable from assumed conversion of

Common stock options and restricted stock............ 271,092 399,075 - 442,254
Denominator for diluted earnings per

share — weighted-average shares

OULSEANAING v 3,974,298 5,547,912 3,643,346 5,014,378

5. DEBT

On September 27, 2001, Stratasoft signed a note payable to a third party for $725, payable in monthly installments
through February 2007. The note does not bear interest and 1-Sector has imputed interest at 5.5% to record the debt and related
patent license asset and has recorded interest expense of $4 and $2 in the three month periods and $13 and $9 in the nine month
periods ended September 30, 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 $77 at December 31,
2003 and September 30, 2004, respectively; and long-term debt of $184 and $132 at December 31, 2003 and September 30,
2004, respectively.

In October 2001, I-Sector signed a non-interest bearing note payable for $39 payable in monthly instaliments through
October 2004. In connection with this note payable, 1-Sector has short-term debt maturing within one year of $10 and $1 at
December 31, 2003 and September 30, 2004, respectively.
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In December 2003, I-Sector signed a 36-month non-cancelable capital lease for the purchase of equipment. 1-Sector
imputed interest at 10% to record the debt on which I-Sector has recorded $0 interest expense for the three month period ending
September 30, 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 September 30, 2004, respectively; and long-term debt of $45 and $25 at December 31,
2003 and September 30, 2004, respectively.

I Sector and Textron revised the Floorplan Loan agreement on September 30, 2004 to increase the floorplan line of
credit to $25,000. Under the revised agreement the aggregate outstanding principal amount of all Floorplan Loans shall not, at
any time, exceed the sum of (a) 80% of the aggregate net invoice prices of all Eligible Receivable plus (b) (i) for so long as the
Borrower is discharging its undertakings in respect of the Master Dallas Independent School District Contract (DISD) or any
DISD Receivable is owing to it, 90% of the invoice price of (1) all Floorplanned Inventory and (2) all DISD Inventory that is
Eligible Inventory, provided that the sum of the amounts in clauses (1) and (2) above shall be limited to the lesser of $9,000 or
35% of the net invoice prices of all outstanding Eligible Receivables and (ii) after the Borrower has discharged its undertakings
in respect of the Master DISD Contract and all DISD Receivables owing to it have been paid, the least of (1) 90% of the invoice
price of all Floorplanned Inventory, (2) 30% of the net invoice prices of all outstanding Eligible Receivables and (3) $6,000.
Borrower shall, within two (2) Business Days of the aggregate outstanding principal amount of the Floorplan Loans exceeding at
any time the aforesaid sum, prepay the Floorplan Loans in an aggregate principal amount sufficient so that this covenant shall
not be violated. Inventory floor plan borrowings are reflected in accounts payable in the accompanying consolidated balance sheets,
except for $1,688 and $6,115 that is interest bearing and is reflected in short term debt in the accompanying consolidated balance
sheets at December 31, 2003 and September 30, 2004, respectively. Borrowings accrue interest at the prime rate (4.75% at
September 30, 2004) plus 2.5% on outstanding balances that extend beyond the vendor approved free interest period. This
agreement is collateralized by substantially all of I-Sector's assets except its patent license assets. The loan agreement contains
restrictive covenants measured at each quarter end and requires I-Sector to maintain minimum tangible capital funds; maintain
indebtedness to tangible capital funds ratio; minimum working capital; minimum cash on hand; minimum current ratio; and
minimum earnings before interest, taxes, depreciation and amortization (EBITDA). The agreement requires that I-Sector enter
into a Memorandum of Understanding (MOU) by November 15, 2004 with Micro System Enterprise, Inc. (MSE) and Textron
among other members of the DISD consortium regarding the payment procedures under the Master DISD Contract when such
agreement has been finalized among such parties. At September 30, 2004, 1-Sector was in compliance with those loan covenants
effective at that date and anticipates that it will be able to comply with its loan covenants for the next twelve months.  In the
event |-Sector does not maintain compliance, it would be required to seek waivers from Textron and Silicon Valley Bank (a
participating partner with Textron) for those events, which, if not obtained, could accelerate repayment and require I-Sector to
seek other sources of finance. At September 30, 2004, 1-Sector had $16,008 outstanding on inventory floor plan finance borrowings,
and the remaining credit availability was $8,287, subject to borrowing limitations as described above.

6. COMMITMENTS AND CONTINGENCIES

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 1-Sector owed the sum of approximately $570 to
Inacom as a result of Inacom's termination of a VVendor 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, 1-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, 1-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 material 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.

16



From time to time, I-Sector makes short-term loans and travel advances to its non-executive employees. The balance of
approximately $16 and $16 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 September 30, 2004, respectively.

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 Precision”). 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 Precision 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 11) resulting in additional paid-in capital net of intangible assets of $71. The results of operations of
Digital Precision subsequent to April 7, 2003 are included in 1-Sector’s consolidated statements of operations.

9. STOCK OPTION PLANS

The company has three stock-based incentive 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 stockholders 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 typically vest 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
a vesting schedule 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. Of the options, 5,434,000 contain an exercise restriction which allows only 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 8,261,038 options granted and
outstanding, of which 4,145,766 are vested and 1,364,598 are exercisable at September 30, 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 September 30, 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 September 30, 2004 and
summarize the potential dilutive effect on I-Sector’s ownership in INX if all options granted at September 30, 2004 were fully
vested and option grants were exercised, and include the effects of the issuance of stock in April 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 September 30, 2004:
Common Stock owned DY [-SeCtOr ... 21,834,333 92.4%
Common Stock owned DY Others ... 1,800,000 7.6%
Total Common Stock OULSEANING.........coveiriiiieriecee e 23,634,333 100.0%

Potential Future 1-Sector Dilution of Ownership:
Common Stock owned by I-Sector at September 30, 2004..........ccccceoereeene 21,834,333 68.5%
Common Stock owned by others at September 30,2004...........ccccooeerenenene. 1,800,000 5.6%
Options granted and outstanding at September 30, 2004 (1) (2) (3) (4) 8,261,038 25.9%
Total at September 30, 2004 ........c.ooiiiiiieie et 31,895,371 100.0%

(1) Options granted and outstanding at September 30, 2004 include option grants for 4,100,000 shares of INX common stock
granted to the two senior executives of INX and vesting of these option grants was performance-based relating to the
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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 September 30, 2004 are grants for 1,881,692 shares of INX common stock
granted to key employees related to the acquisition Digital Precision, Inc. Grants for 500,000 of these shares vested
April 2003. The balance of the grants for 1,381,692 shares, which were granted in November 2003, vest over three
years, starting in April 2004

(3) During the quarter ended December 31, 2003, INX granted fully vested options to purchase 1,200,000 shares of INX
common stock 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 1-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 September 30, 2004 vest over either three or
five years based upon continued employment by INX of the individuals to whom such grants have been made. All
options granted by INX expire in ten years if unexercised.

10. WARRANTS

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

11. MINORITY INTEREST

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

12. COMPLETION OF PUBLIC OFFERING

On May 12, 2004, the Company closed a public offering of 500,000 Units. The Units began trading on May 7, 2004,
on the American Stock Exchange under the symbol ISR.U. Each Unit consists of two shares of common stock and one warrant
to purchase one share of common stock at a price of $12.45. The Units were offered at a public offering price of $16.60 per Unit
resulting in $8,300 of proceeds less 9% underwriter discount of $747 and underwriter expenses of $9 for a net amount of $7,544
before additional offering expenses. On June 2, 2004, the underwriters exercised their option to purchase 75,000 additional Units
to cover over-allotments resulting in $1,245 of proceeds less 9% underwriter discount of $112 for a net amount of $1,133 before
additional offering expenses. The Company paid approximately $1,145 of additional offering expenses associated with the
public offering as of September 30, 2004. Net proceeds after all discounts and expenses were approximately $7,547.
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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 annual report on Form 10-K for
the fiscal year ended December 31, 2003 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 I-Sector's actual results and may cause
actual results to differ materially from those expressed in the forward-looking statements contained herein. In evaluating such
statements, readers should consider the various factors identified in I-Sector’s annual report on Form 10-K, as filed with the
Securities and Exchange Commission including the matters set forth in Item 1. - “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.

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 entities. Our three principal offices are located in Texas, and we primarily market to potential
customers headquartered in, or making purchasing decisions from, Texas. Our long-term goal, however, is to become one of the
leading national providers of Cisco-centric network and IP telephony solutions to enterprises.

We begin Management’s Discussion and Analysis of Financial Condition and Results of Operations with an overview
of our strategies for achieving this goal and 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 improve profitability by implementing the strategies discussed below. We believe that our strategies will
allow us to continue to increase total revenues. We also believe our strategies will enable us to improve our gross profit in 2004
by improving our gross margins on INX revenue. At the same time, we will seek to contain the growth of relatively fixed
components of our selling, and, general and administrative expenses relative to the growth of revenue so that those components
become a relatively smaller percentage of total revenues. Although selling expenses can generally be expected to increase in
proportion as our revenues increase, we believe that if we are successful in implementing our strategies, many general and
administrative expenses (such as management salaries, administrative wages and professional expenses) will decrease as a
percentage of our total revenues. Initially, however, these expenses have increased more rapidly than revenue as personnel were
hired in anticipation of increased demand.

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

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

o 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.
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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.

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 customers pay us, all the cash we previously expended in labor and products on
the project remains invested. 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 planned growth, we expect to rely on capital provided from our operations
and our credit facility, which is collateralized by our accounts receivable and substantially all of our assets. During May 2004,
we raised capital through a public offering with net proceeds of $7.5 million. We used 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 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 results of operations from period to
period depend substantially on the terms upon which we are able to purchase these products from Cisco and, to a much lesser
extent, from wholesale distributors of Cisco’s products. Therefore, our ability to manage the largest component of our cost of
sales and service is very limited and depends to a large degree on maintaining and growing our relationship with Cisco. Our cost
of products purchased from Cisco can be substantially influenced by whether Cisco sponsors sales incentive programs and
whether we qualify for such incentives.

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

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

Minority Interest in INX

Since its formation in 2000 and until April 2004, INX has been our wholly-owned subsidiary. In April 2004, INX
ceased to be a wholly-owned subsidiary as the result of the issuance of INX common stock to the former owners of Digital
Precision, Inc., which INX acquired in April 2003. In connection with that acquisition, we agreed to issue to the seller 1.8
million shares of INX common stock as additional purchase consideration for their business if certain employees remained
employed through April 4, 2004, the first anniversary of the acquisition. These conditions were met and the INX stock was
issued in April 2004. At the time of issuance of that INX common stock, I-Sector recognized additional customer list value of
$234,000 as an intangible asset to be amortized over a two year period. When that issuance occurred, our ownership percentage
of INX’s common stock declined to approximately 92.4% and I-Sector recognized $162,000 of minority interest in its balance
sheet upon issuance.

INX has also granted stock options to employees of INX to acquire INX common stock pursuant to a stock option plan
for INX employees. Additionally, we were granted a warrant that entitles us to acquire an additional 1.2 million shares of INX
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common stock. The exercise prices for the INX options and our warrant range from $0.01 to $0.25 with a weighted average
exercise price of $0.17. We estimate that I-Sector’s ownership in INX could be reduced to 69.5%, assuming that all of the INX
options are exercised, we exercise our warrant and there are no other changes in INX’s equity.

While the existence of the unexercised INX options and the contingent obligation to issue INX stock did not result in a
minority interest for accounting purposes through March 2004, the actual issuance of INX stock in April 2004 resulted in a
minority interest. Since I-Sector owns 92.4% of INX’s stock at September 30, 2004, its interest in INX’s future profits and
losses have been reduced for the minority share. Under accounting principles generally accepted in the United States of
America, I-Sector’s consolidated financial statements in future periods will reflect a minority interest adjustment of the otherwise
reportable profits and losses of INX by the percentage of minority ownership in INX. [-Sector’s percentage share of any cash
dividends or other distributions paid by INX to its stockholders will likewise be reduced by the percentage of minority
ownership in INX. Additionally, if the percentage of minority ownership of INX’s stock grows as a result of future exercises of
INX options, that increase will cause a corresponding decrease in the reportable share of INX’s profits and losses included in our
consolidated financial statements, and our share of cash dividends and other distributions from INX. At September 30, 2004, we
reflect income attributable to minority interest of $56,000 in our income statement and a minority interest balance of $218,000 in
our balance sheet.

Unlike the boards of directors of our wholly-owned subsidiaries, the board of directors of INX is required to be mindful
of the interests of INX’s minority stockholders, in addition to our interests, when considering whether to approve business and
financing transactions involving INX. For example, we may be unable to cause the assets of INX to be pledged as collateral for
indebtedness if the proceeds of that indebtedness disproportionately benefit us or our other wholly-owned subsidiaries in relation
to INX. Conflicts of interest may reduce our flexibility in structuring business and financing transactions beneficial to us and
our wholly-owned subsidiaries.

Contributions of capital to INX by us, in the form of stock purchases, which may be necessary to fund INX’s growth,
could increase our percentage ownership of INX, but would require capital resources that could be used in other parts of our
business. Because of the minority interest and the potential increase in the minority interest in INX, we will be required to make
capital contributions to INX on a basis that is, in the good faith judgment of our board of directors, fair to us and the holders of
the minority interest.

Minority stock ownership in INX could also subject us to lawsuits from its minority stockholders complaining of our
actions with respect to INX and its minority stockholders, even if the actions complained of are ultimately determined to have
been proper. For example, if we choose to cause INX to merge with, or sell all or substantially all of its assets to, another entity,
the minority stockholders of INX may bring lawsuits seeking to block the transaction or seeking to exercise statutory dissenters’
rights with respect to the transaction. Whether or not successful, any such actions would cause us to incur litigation costs and
potentially reduce the benefit of any such transaction to us.

The common stock of INX is not publicly-traded. Accordingly, any shares of INX common stock issued, including
those issued to the former owners of Digital Precision or upon exercise of INX options, are, and will be for the foreseeable
future, relatively illiquid. For this reason, and to eliminate the other consequences of having a minority interest in a subsidiary,
we believe that in the future we will offer to exchange INX common stock and stock options for our common stock or options to
acquire our common stock. If we conclude such a transaction, the aggregate ownership percentage of our common stock by our
stockholders immediately before the conversion or exchange transaction will be reduced by the percentage of post-transaction
ownership acquired by the former minority stockholders of INX through such exchange transaction. Their post-transaction
ownership may be further reduced by subsequent exercises of I-Sector stock options that we may choose to exchange for INX
stock options.

We cannot predict the percentage of ownership reduction to our stockholders that may result from any future exchange
or conversion of INX stock and INX options. The ownership reduction resulting from any such transaction may, however, be
significant. We believe this may be the case principally because:

e we expect that the total number of shares of our common stock that we would be required to issue in any such
transaction would be approximately equivalent in value, as determined at a future date, to the value of the INX
stock and INX options to be exchanged at such future date;

o the historical financial effect of INX on our business is significant, as compared with our other subsidiaries;
and

o we expect INX will continue to generate most of our revenue.

If in the future we propose to exchange or convert INX common stock and INX options into I-Sector common stock or
options, we intend to utilize a special committee of our independent directors to negotiate any exchange ratio for the transaction
with the principal INX minority stockholders and option holders. The facts and circumstances that the special committee may
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choose to consider and the relative weights to be accorded them in negotiating the relative values of our common stock and INX
stock and in negotiating the exchange ratio for any future transaction are matters that we intend to delegate to the discretion of
the special committee. Accordingly, we cannot presently quantify the amount of any future ownership reduction that our
stockholders may experience in an exchange transaction with INX stockholders and option holders.

Under some circumstances, we may be required by accounting principles generally accepted in the United States of
America to record substantial non-cash expenses if we choose to exchange INX stock or INX options into our common stock or
options. We are not now able to determine the amount or timing of any such charges. This is because those matters will largely
depend upon the timing and terms on which any future exchange would occur, particularly the exchange ratio negotiated at the
time. Because most of our revenues in 2003 were generated by INX and our expectation is that this will continue for the
foreseeable future, we believe that any resulting non-cash expense charges could be substantial. Any such future non-cash
expense charges could materially and adversely affect our financial results of operations.

If we determine to undertake a transaction to exchange INX stock or INX options into our common stock or stock
options, we also plan to submit any such transaction to our stockholders for their approval, even if not required by Delaware law
or the rules of the American Stock Exchange. Even if we believe that such transaction is in our best interest, our stockholders
may refuse to approve it. If that were to occur, it could disappoint the expectations of those INX minority stockholders and INX
option holders in favor of the transaction, some of who are currently, and are expected to remain, key employees. This could
cause employee morale and retention problems for us.

Results Of Operations
Overview

Sources of Revenue. Our revenue is derived from three segments represented by our three operating subsidiaries, INX,
Stratasoft and Valerent. During the quarter ended September 30, 2004, INX, Stratasoft and Valerent accounted for 87.9%, 7.8%
and 4.9%, respectively, of total consolidated revenue, and (0.6)% of subsidiary revenue was eliminated in consolidation due to
inter-company transactions. During the nine months ended September 30, 2004, INX, Stratasoft and Valerent accounted for
83.8%, 9.9% and 7.2%, respectively, of total consolidated revenue, and (0.9)% of subsidiary revenue was eliminated in
consolidation due to inter-company transactions.

INX revenue consists of product and service revenue. Product revenue consists of reselling Cisco products and limited
amounts of complementary products by other manufacturers. Service revenue is generated by fees from a variety of
implementation and support services. Product prices for INX are set by the market for Cisco products, and provide our lowest
gross margins. Service revenue for INX has recently provided a higher gross margin that has generally increased over the past
several years as the cost of INX’s technical resources, which are reflected as a cost of service, has decreased as a percentage of
services revenue. Also, certain fixed and flat fee service contracts that extend over three months or more are accounted for on the
percentage of completion method of accounting. Historically, the majority of INX’s services revenue has been generated from
implementation services, which is project oriented and tends to be volatile. As the number, frequency and size of INX projects
has grown, INX has achieved better utilization of its engineering resources resulting in improved gross margins or services. The
normal sales cycles for corporate customers typically ranges from three to six months depending on the nature, scope and size of
the deal involved. However, our direct experience with school districts involved in E-Rate funding (a governmental funding
program for schools) indicates that the sales lead time is generally about six to twelve months. In mid-2003, INX introduced
Netsurant, its branded support service that consists primarily of customer service personnel and a support center, and such new
support service offering required an upfront fixed cost to operate a network operations center to monitor customer’s systems.
This has created negative gross margins from this new Netsurant service offering, which we expect will continue until such time
as Netsurant support services revenue exceeds the fixed cost of operating the network operations center. Eventually, we are
hopeful that the Netsurant support offering could further improve overall services gross margins. Through September 30, 2004,
Netsurant service revenue was not significant.

INX is currently experiencing payment delays associated with the large DISD project that we announced during June
2004. This project contributed $10.7 million of product revenue to our third quarter and $1.5 million of product revenue during
the second quarter. The amount owed to us as of September 30, 2004 is $12.2 million of accounts receivable. These payment
delays are due to administrative issues within the Schools and Libraries Division of the Universal Services Administration
Corporation (SLD) which is the Federal government organization that administers the E-Rate program that is funding a majority
of the project. Until the administrative issues causing the payment delays have been satisfactorily resolved, we recently made
the decision to temporarily delay future product shipments for the DISD project. Since we cannot predict when the payment
delays will be resolved, we do not currently know whether or not we will recognize any additional product revenue related to
this large project during the fourth quarter. However, if the payment delays are satisfactorily resolved in a timely manner, then
we anticipate that additional product revenue could be realized during the fourth quarter on the DISD project. Otherwise, we
expect the anticipated product revenue from DISD will be delayed at least until into the following quarter and maybe into
subsequent quarters. In addition to the DISD project we have several other smaller projects with school districts that are funded
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by the E-Rate program, and which payments are also dependent upon a resolution of administrative issues within SLD. The
smaller projects owed accounts receivable of approximately $1.9 million as of September 30, 2004.

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

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

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

In addition, our quarterly gross profit and gross margin can be materially affected by vendor incentives received in
certain quarterly periods, most of which are Cisco incentives received by INX. The incentive programs sponsored by Cisco
currently enable us to qualify for cash rebates or product pricing discounts. These incentives are generally earned based on sales
volume, sales growth and customer satisfaction levels. The amounts earned under these programs are recorded as a reduction of
cost of goods and can vary significantly between periods. Currently, incentives by Cisco are paid semiannually, and are
typically paid in the first and third quarters of each calendar year. Incentives are recognized when we receive payment from the
supplier or when we have earned and can reasonably estimate the amount due from the supplier. During the three months ended
September 30, 2004, we recognized $1.6 million in vendor incentives, and we accrued $305,000 in commission expense related
to the vendor incentives earned by sales personnel in association with this vendor incentive program for the quarter. During the
nine months ended September 30, 2004, we recognized $2.3 million in vendor incentives, and approximately $405,000 in
commission expense earned by sales personnel in association with this vendor incentive program.

A significant portion of our cost of services for each of our service businesses is comprised of labor. Labor cost related
to permanent employees is generally fixed in the short-term so that higher levels of service revenue produce higher gross
margins while lower levels of service revenue produce lower gross margins. Our gross margin on services revenue fluctuates
from period to period depending not only upon the prices charged to customers for our services, but also upon the level of
utilization of our technical staff. Management of labor cost is therefore important in order to maximize gross margin. Our gross
margin is also impacted by such factors as contract size, time and material pricing versus fixed fee pricing, discounting, vendor
incentives and other business and marketing factors normally incurred during the conduct of business.

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

A significant portion of our selling, general and administrative expenses relate to personnel costs, some of which are
variable and others that are relatively fixed. Our variable personnel costs consist primarily of sales commissions. Sales
commissions are typically calculated based upon our gross profit on a particular sales transaction and thus generally fluctuate
because of the size of the deal and the mix of associated products and services with our overall gross profit. Bad debt expense
generally fluctuates somewhat in proportion to sales levels, although not always in the same periods as increases or decreases in
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sales. Legal expense varies based on legal issue activity, which can vary substantially from period to period. The remainder of
selling, general and administrative expenses are relatively fixed and do not vary in direct proportion to increases in revenue.

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

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

Tax Loss Carryforward. Because of our operating losses in 2003, we have accumulated a net operating loss
carryforward for federal income tax purposes that, as of September 30, 2004, was approximately $2.4 million and is available to
offset future federal and state taxable income. This carryforward expires in 2023. In addition to potential expiration, there are
several factors that could limit or eliminate our ability to use these carryforwards. For example, under Section 382 of the
Internal Revenue Code of 1986, as amended, use of prior net operating loss carryforwards is limited after an ownership change.
This type of change could result from the offering we completed during May 2004, either alone or in combination with other
prior or subsequent offerings of equity securities. If we achieve sustained profitability, which may not happen, the use of net
operating loss carryforwards would reduce our tax liability and increase our net income and available cash resources. When all
operating loss carryforwards have been used or have expired, we would again be subject to increased tax expense and reduced
earnings due to such tax expense.

Period Comparisons. The following tables set forth, for the periods indicated, certain financial data derived from our
consolidated statements of operations. Percentages shown in the table below are percentages of total revenue, except for each
individual segment’s cost of sales and services, gross profit, selling, general and administrative expenses, and operating income,
which are percentages of the respective segment’s revenue, and the product and service components of the INX and Valerent
segments’ cost of goods sold and gross profit, which are percentages of such segment’s respective product and service revenue.
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Three months ended September 30,

2003 2004

Amount % Amount %

(Dollars in thousands)

Revenue:
INDX PIOQUCT .. $ 15,954 76.0 $ 27,179 83.3
INDX SEIVICE ..ttt s 1,392 6.6 1,516 4.6
Total INX revenue 17,346 82.6 28,695 87.9
Stratasoft — CUSTOM PrOJECES .....evrvveveereriireiceeesse e 2,415 115 2,531 7.8
Valerent ProdUCE..........coooiireecieiire e 515 25 288 0.9
Valerent service 877 4.2 1,310 4.0
Total Valerent reVENUE .........ccccvvvereeieeiieiceceeeeeveeeve e 1,392 6.7 1,598 49
Eliminations reVENUE ..........ccveveeiiiirieeeeesse e (172) (0.8) (212) (0.6)
TOal FEVENUE ...t 20,981 100.0 32,612 100.0
Cost of sales and service:
INDX PIOAUCE .. 13,758 86.2 23,251 85.5
INX service . 795 57.1 1,099 72.5
Total INX cost of sales and SErvice...........cccovrveerrsiieenene. 14,553 83.9 24,350 84.9
Stratasoft — CUSLOM PrOJECES ......cvvvvueveiriririeiceeerre s 728 30.1 1,323 52.3
Valerent product . 474 92.0 292 101.4
VANt SEIVICE. ..ottt 606 69.1 750 57.3
Total Valerent cost of sales and SErvice ............ccooeveccrenne 1,080 77.6 1,042 65.2
Eliminations of cost of sales and service (171) 99.4 (212) 100.0
Total cost of sales and service....... 16,190 77.2 26,503 81.3
Gross profit:
INX PPOGUCT ... 2,196 13.8 3,928 14.5
INDX SEIVICE ..t 597 42.9 417 275
Total INX gross profit .........cccoeeeerrvneieienre e 2,793 16.1 4,345 15.1
Stratasoft — Custom projects... . 1,687 69.9 1,208 47.7
Valerent product.................. . 41 8.0 4 (1.4)
Valerent service........c.cccceeeenne. . 271 30.9 560 42.7
Total Valerent gross profit... . 312 22.4 556 34.8
Eliminations gross profit...........ccccoerervreieiernseieisressseessesesnenns (1) (0.6) - 0.0
Total gross Profit........c.coveeeriinnscieneee e 4,791 22.8 6,109 18.7
Selling, general and administrative expenses:
INX......... 2,126 12.3 3,332 11.6
Stratasoft . 1,754 72.6 1,419 56.1
Valerent...... " 455 32.7 522 32.7
COMPOTALE. ...ttt ettt 287 N/A 183 N/A
EHMINGLIONS ..o (1) N/A - N/A
Total selling, general and administrative eXpenses..........ccccoevrveveeene 4,621 22.0 5,456 16.7
Operating income (loss):
INDK bbb 667 3.8 1,013 35
Stratasoft . (67) (2.8) (211) (8.3)
R 1T | SRS RS (143) (10.3) 34 2.1
COMPOTALE. ...ttt (287) N/A (183) N/A
Total operating income " 170 0.8 653 2.0
Interest and other income (EXPENSE), Net.........ccevvevevnvneiriieceneens (11) (0.1) 17 0.0
Income from continuing operations before income taxes........... ... 159 0.8 670 2.0
Income tax expense (DENEFit)........ccoeeveriirrecniiieceecs (12) (0.1) 2 0.0
Net income from continuing operations before minority interest..... 171 0.8 668 2.0
MINOFItY INEEFESE ......cvviiriiic s - 0.0 (50) 0.1)
Discontinued operations:
Gain on disposal, Net OF tAXES.........cvrveeiriniiee e 23 0.1 - 0.0
NEE INCOME .. $ 194 0.9 $ 618 1.9

Three Months Ended September 30, 2003 Compared To the Three Months Ended September 30, 2004
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Total Revenue. Our total revenue, net of intercompany eliminations, increased by $11.6 million, or 55.4%, from $21.0
million to $32.6 million.

INX revenue increased by $11.4 million, or 65.4%, from $17.3 million to $28.7 million. As a percentage of total
revenue, INX revenue increased 5.3% from 82.6% to 87.9%. Product revenue increased $11.2 million, or 70.0% from $16.0
million to $27.2 million. INX service revenue increased $124,000 or 8.9% from $1.4 million to $1.5 million. The increase in
product sales is attributed to the adoption of IP telephony technology by our customers requiring equipment upgrades for
implementation and our performance of the DISD contract. Product sales to DISD have been delayed until we have a resolution
of the payment issues impacting this project, and we expect lower product revenue from the DISD project in subsequent quarters
until this issue is resolved. The increase in services is attributed to an increase in the number of IP Telephony projects which
have higher service content than traditional network infrastructure projects, as well as the IP telephony service contract in Iraq.

Stratasoft revenue increased by $116,000, or 4.8%. As a percentage of total revenue, Stratasoft revenue decreased from
11.5% to 7.8%. Stratasoft’s international sales accounted for 6.4% of Stratasoft’s revenue as compared to 28.2% in 2003.
Stratasoft has its own internally managed sales force, but it also utilizes dealer agreements from time to time with certain
established resellers in domestic and international markets that do not require the continued involvement of our personnel.
Stratasoft derived $182,000 or 7.2% of its revenue from sales to resellers during the quarter which compares with $104,000 or
4.3% of its revenue in 2003.

Valerent revenue increased by $206,000, or 14.8%, from $1.4 million to $1.6 million. As a percentage of total revenue,
Valerent revenue decreased from 6.7% to 4.9%. The increase in Valerent revenue was primarily attributable to increased service
revenue of $433,000 and offset by a decrease in product sales of $227,000. The increase in service revenue is primarily
attributable to development of Altiris enabled remote managed services. to be operated by clients and the delivery by Valerent of
remote managed services for clients, which was primarily related to Valerent making changes to its business model so that it no
longer pursued certain non-strategic sources of services revenue.

Gross Profit. Our total gross profit increased by $1.3 million, or 27.5%, from $4.8 million to $6.1 million. However,
our gross margin decreased from 22.8% to 18.7%, primarily due to the lower gross margin of our INX and Stratasoft subsidiaries
which is discussed below, as well as an increase, as percentage of total revenue of product sales revenue as compared to service
revenue and custom project revenue each of which of higher gross margin than product sales..

INX gross profit increased $1.5 million, or 55.6%, from $2.8 million to $4.3 million. INX’s gross margin decreased
from 16.1% to 15.1%. INX’s gross profit on its product sales component increased $1.7 million or 78.9%, from $2.2 million to
$3.9 million due to increased product sales revenue attributable to DISD and a vendor incentive program rebate of $1.6 million .
INX’s gross profit on its service component decreased $180,000, from $597,000 to $417,000, and service gross margin
decreased from 42.9% to 27.5%, as a result of lower margin DISD service revenue.

Stratasoft gross profit decreased by $479,000, or 28.4%, from $1.7 million to $1.2 million. Stratasoft’s gross margin
decreased from 69.9% to 47.7%. Stratasoft gross profit was impacted by the mix of sales between “systems sales,” which
include a hardware component, as compared to “software only” sales, which do not have a hardware component. Stratasoft’s
decreased gross profit is primarily due to a decreased “software only” component relative to the “systems sales” component of
total Stratasoft sales and to the deferral of revenue associated with notes in excess of twelve months.

Valerent gross profit increased by $244,000, or 78.2%, from $312,000 to $556,000. Valerent’s gross margin increased
from 22.4% to 34.8%. Valerent’s cost of service consists primarily of fixed labor cost that does not fluctuate directly with
changes in revenue. Valerent improved its utilization of its labor pool by reducing the number of technicians employed, relative
to revenue, and lowered its fixed cost, which contributed to improved gross profits.
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Selling, General and Administrative Expenses. Selling, general and administrative expenses increased by $835,000, or
18.1% from $4.6 million to $5.5 million. As a percentage of total revenue, these expenses decreased 5.3%, from 22.0% to
16.7%.

These expenses were primarily increased by the following:

e Sales compensation increased $414,000 due to additional personnel and increased commissions generated from
the increase in gross profit.

e Administrative compensation expense increased $258,000 due to bonuses of $125,000 and the hiring of
additional personnel at INX in Houston and Dallas, Texas; and for the addition of the San Antonio, Texas
office. Stratasoft hired personnel in Houston, Texas.

e General office expenses increased $146,000 due to our Dallas, Texas office relocation expenses and general
office expenses.

e Office rent increase $93,000 due to the relocation of our Dallas, Texas offices and the addition of the San
Antonio, Texas office

e Contract labor expense increased $55,000 due to $30,000 contracted programming work for Stratatsoft and
$25,000 of contracted marketing work for Valerent.

e Payroll tax expense increased $50,000 in line with the increase in compensation expenses.

e Entertainment increased $45,000 primarily from a $25,000 customer seminar for Stratasoft, a $10,000 increase
in meals for Valerent traveling technicians and $10,000 in corporate entertainment.

e Travel increased $42,000 primarily from increased international travel for Stratasoft and increased technician
travel for INX and Valerent.

e Depreciation increased $35,000 due to asset additions and the Digital Precision acquisition in April 2003 and
the additional purchase value for the Digital Precision intangible of April 2004.

e Shareholder relations increased $16,000 due to attending investor conferences and visiting investor groups.
Employee education increase $14,000 due to INX technician training and Stratasoft programmer training.

e Telephone and communication expenses increased $13,000 primarily due to INX office growth and relocation.

These expenses were primarily decreased by the following:

e Bad debt expense decreased $191,000 due to the recoveries of bad debt and decreases in allowances based on
the aging of receivables and credit worthiness of customers.

e Legal and professional fees decreased $133,000 primarily because of the settlement of Stratasoft’s EEOC
claim in the prior year.

e Promotion and advertising decreased $22,000 due to the reduction of Stratasoft’s promotional programs.

We expect our future selling, general and administrative expenses to increase as we ramp up for compliance with
the provisions of the Sarbanes-Oxley Act of 2002 as well as our continued ramp up for the anticipated revenue growth expected
within our INX subsidiary.

Operating Profit. Operating profit increased $483,000 or 284.1% from $170,000 to $653,000, primarily due to the $1.4
million increase in gross profit being offset by the $835,000 increase in selling, general and administrative expenses. INX's
operating profit increased $346,000, or 51.9% from $667,000 to $1.0 million. Stratasoft's operating profit decreased $144,000,
or 214.9% from a loss of $67,000 to a loss of $211,000. Valerent's operating profit increased $177,000, from a loss of $143,000
to a profit of $34,000. The operating loss for the Corporate Segment decreased $104,000, from a loss of $287,000 to a loss of
$183,000.

Interest and Other Income, Net. Interest and other income, net, increased by $28,000 from expense of $11,000 to
income of $17,000. Our total borrowings under the Textron credit facility increased from $7.8 million to $16 million and the
interest bearing portion of our borrowings increased from zero to $6.1 million from June 30, 2004 to September 30, 2004,
respectively. During the quarter interest expense of $16,000 and a $2,000 loss on disposition of assets was offset by foreign
exchange gains of $18,000 and interest income of $17,000.

Minority interest. Income attributable to minority interest increased from $0 to $50,000. During April 2004 the
company issued 1,800,000 shares of INX common stock pursuant to the Digital Precision purchase agreement of April 2003.
Approximately 7.6% of INX’s net income is deducted from the consolidated net income of I-Sector as a result of their minority
interest in INX.
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Net income. Net income increased $424,000, or 218.6% from $194,000 to $618,000. The income tax expense for the
period was $2,000, and there is a net operating tax loss carryforward of approximately $2.4 million as of September 30, 2004,
but net deferred tax assets are fully offset by a valuation allowance at September 30, 2004.

Discontinued Operations. During 1999, we discontinued our Telecom Systems business. On March 16, 2000, we
entered into an agreement to sell certain assets of, and the ongoing operation of, our Computer Products Division. The sale
transaction closed on May 19, 2000. On December 31, 2000, we sold our IT Staffing business. As a consequence of these
events, the operations of these businesses are reported as discontinued operations. For the quarter ended September 30, 2003,
the gain (loss) on disposal related to these three businesses was $56,000, ($33,000) and $0, net of taxes and tax benefits of
$29,000, ($17,000) and $0 for a net total of $35,000. For the quarter ended September 30, 2004 the gain on disposal related to
these three businesses was negligible. The gains and/or losses on disposal in 2003 and 2004 related to these discontinued
operations are primarily related to collections of accounts receivables retained when these businesses were sold.
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Nine months ended September 30,

2003 2004
Amount % Amount %
(Dollars in thousands)
Revenue:
INDX PIOGUCT ... $ 34,795 74.1 $ 53,594 77.9
INX Service .......c.coeuee. 2,725 5.8 4,054 5.9
Total INX revenue...... 37,520 79.9 57,648 83.8
Stratasoft — Custom projects.. 5,995 12.8 6,837 9.9
Valerent ProdUCE ...........cueueiiriiiieee s 1,219 2.6 1,127 1.6
ValErent SEIVICE .....cueiiiiiiieiriei ettt 2,562 5.5 3,825 5.6
Total Valerent revenue .. 3,781 8.1 4,952 7.2
Eliminations reVENUE .........cccvvririeeeeiinseeeeee s (364) (0.8) (663) (0.9)
TOtal FEVENUE ...t 46,932 100.0 68,774 100.0
Cost of sales and service:
INX PIOAUCT «.cvvv bbb 30,448 87.5 46,073 86.0
INDX SEIVICE ..ttt 2,068 75.9 2,833 69.9
Total INX cost of sales and service... . 32,516 86.7 48,906 84.8
Stratasoft — CUSEOM PrOJECES.......covvirvririeeriririririe e 2,104 35.1 3,171 46.4
Valerent ProdUCE ..........cceeiirieireee s 1,090 89.4 1,062 94.2
Valerent service 1,789 69.8 2,354 61.5
Total Valerent cost of sales and Service ..........c.covveevnnene. 2,879 76.1 3,416 69.0
Eliminations of cost of sales and Service .........c.cccocceeeenerreeene. (362) 99.5 (663) 100.0
Total cost of sales and SErViCe..........ccvevveevreeieecrcrenene, 37,137 79.1 54,830 79.7
Gross profit:
INX PrOGUCT ...t s 4,347 125 7,521 14.0
INX service 657 24.1 1,221 30.1
Total INX gross profit ........ccccoeveeiennnneieierreeeesees 5,004 13.3 8,742 15.2
Stratasoft — CUSLOM PrOJECES.....cvrvivevrveeeriririeeeereesisee e seeeenes 3,891 64.9 3,666 53.6
Valerent product 129 10.6 65 5.8
Valerent service 773 30.2 1,471 38.5
Total Valerent gross profit..........cccooceeeninnniccninnnns 902 23.9 1,536 31.0
Eliminations (2) (0.5) - 0.0
Total gross Profit ........cccceonnneiiniec e 9,795 20.9 13,944 20.3
Selling, general and administrative expenses:
INDX ottt 4,518 12.0 7,534 13.1
SErAtASOTL ....vv s 4,694 78.3 3,570 52.2
VAIEIENL. ...t s 1,551 41.0 1,398 28.2
Corporate... 795 N/A 689 N/A
ENMINALIONS ...coviviiiiiicccce s (2) N/A - N/A
Total selling, general and administrative eXpenses..........c.ccouvveevenes 11,556 24.6 13,191 19.2
Operating income (loss):
INDX bbbttt 486 13 1,208 21
SHrAtASOTL ....ececvi e (803) (13.4) 96 1.4
Valerent..... (649) (17.2) 138 2.8
Corporate... (795) N/A (689) N/A
ENMINGLIONS ..o - N/A - N/A
Total operating income (loss) (1,761) (3.8) 753 11
Interest and other iNCOME, NEt .......covvviiricicee s 93 0.2 10 0.0
Income (loss) from continuing operations before income taxes...... (1,668) (3.6) 763 11
Income tax benefit ..........coceviriiiiic (93) (0.2) 0.0
Net income (loss) from continuing operations before
MINOTILY INEEIEST ...t (1,575) (3.4) 763 1.1
MINOKIEY INTEIEST ...t - 0.0 (56) (0.0)
Discontinued operations:
Gain on disposal, net of taxes 0.1 1 0.0
NEt INCOME (10SS) ...ttt (3.3) $ 708 1.0
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Nine Months Ended September 30, 2003 Compared To the Nine Months Ended September 30, 2004

Total Revenue. Our total revenue, net of intercompany eliminations, increased by $21.9 million, or 46.5%, from $46.9
million to $68.8 million.

INX revenue increased by $20.1 million, or 53.6%, from $37.5 million to $57.6 million. As a percentage of total
revenue, INX revenue increased from 79.9% to 83.8%. Product revenue increased $18.8 million, or 54.0% from $34.8 million
to $53.6 million. INX service revenue increased $1.4 million, or 48.8% from $2.7 million to $4.1 million. The increase in
services is attributed to an increase in the number of IP Telephony projects which have higher service content than traditional
network infrastructure projects, as well as the IP telephony service contract in Iragq. The increase in product sales is attributed to
the adoption of IP telephony technology by our customers requiring equipment upgrades for implementation, and the DISD
project. Our product sales for the DISD project have been delayed because of payment issues, and this delay may decrease
product revenue for subsequent quarters until the payment issues are resolved and product sales are resumed.

Stratasoft revenue increased by $842,000, or 14.0%. As a percentage of total revenue, Stratasoft revenue decreased
from 12.8% to 9.9%. Stratasoft’s international sales accounted for 20.2% of Stratasoft’s revenue as compared to 43.8% in 2003.
Stratasoft has its own internally managed sales force, but it also utilizes dealer agreements from time to time with certain
established resellers in domestic and international markets that do not require the continued involvement of our personnel.
Stratasoft derived $739,000 or 10.8% of its revenue from sales to resellers during the nine months of 2004 which compares with
$783,000 or 13.1% of its revenue in 2003. Sales to resellers are included in revenue when the fees are fixed and determinable;
otherwise revenue from resellers is deferred and recognized when the payment becomes due.

Valerent revenue increased by $1.2 million, or 31.6%, from $3.8 million to $5.0 million. As a percentage of total
revenue, Valerent revenue decreased from 8.1% to 7.2%. The increase in Valerent revenue was primarily attributable to
increased service revenue of $1.3 million offset by a decrease in product sales of $92,000. The increase in service revenue is
primarily attributable to development of remote services for clients to operate themselves, the sale of the underlying technology
to support remote management, and Valerent delivered remote managed services on behalf of clients, which was primarily
related to Valerent making changes to its business model so that it no longer pursued certain non-strategic sources of services
revenue. Valerent’s business model now focuses on identifying and developing markets with enterprise customers.

Gross Profit. Our total gross profit increased by $4.1 million, or 42.3%, from $9.8 million to $13.9 million. However,
our gross margin has decreased from 20.9% to 20.3%, primarily due to the decrease in gross margin in our Stratasoft subsidiary
as discussed below, as well as an increase, as percentage of total revenue of product sales revenue as compared to service
revenue and custom project revenue each of which of higher gross margin than product sales.

INX gross profit increased $3.7 million, or 74.7%, from $5.0 million to $8.7 million. INX’s gross margin increased
from 13.3% to 15.2%. INX’s gross profit on its product sales component increased $3.2 million or 73.0%, from $4.3 million to
$7.5 million due to increased product sales revenue and a vendor incentive program rebate of $2.3 million. INX’s gross profit on
its service component increased $564,000, from $657,000 to $1.2 million, and service gross margin improved from 24.1% to
30.1%, as a result of increased service revenue of $1.3 million with a somewhat fixed cost of service component due to
improved utilization of technical personnel.

Stratasoft gross profit decreased by $225,000, or 5.8%, from $3.9 million to $3.7 million. Stratasoft’s gross margin
decreased from 64.9% to 53.6%. Stratasoft gross profit was impacted by the mix of sales between “systems sales”, which
include a hardware component, as compared to “software only” sales, which do not have a hardware component. Stratasoft’s
decreased gross profit is primarily due to a decreased “software only” component relative to the “systems sales” component of
total Stratasoft sales and to the deferral of revenue associated with notes in excess of twelve months. Software only sales include
sales to reseller customers and do not require the continuing involvement of our personnel.

Valerent gross profit increased by $634,000, or 70.3%, from $902,000 to $1.5 million. Valerent’s gross margin
increased from 23.9% to 31.0%. Valerent’s cost of service consists primarily of fixed labor cost that does not fluctuate directly
with changes in revenue. Valerent improved its utilization of its labor pool by reducing the number of technicians employed,
relative to revenue, and lowered its fixed cost, which contributed to improved gross profits.
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Selling, General and Administrative Expenses. Selling, general and administrative expenses increased by $1.6 million,
or 14.1% from $11.6 million to $13.2 million. As a percentage of total revenue, these expenses decreased 5.4%, from 24.6% to
19.2%.

These expenses were primarily increased by the following:

e Sales compensation increased $1.2 million due to additional personnel as the result of the Digital Precision
acquisition in April 2003 and increased commissions generated from the increase in gross profit, and it also
includes approximately $405,000 in earned commissions by sales personnel in association with the Cisco
vendor incentive program.

e Administrative compensation expense increased $800,000 due to bonuses of $288,000, settlement of an EEOC
claim for $25,000 the hiring of additional personnel at INX in Houston and Dallas, Texas; and for the addition
of the San Antonio, Texas office. Stratasoft hired personnel in Houston, Texas and Canada.

e Payroll tax expense increased $165,000 in line with the increase in compensation expenses.

e Rents increased $146,000 due to additional office space in Dallas and San Antonio, Texas.

e General office expense increased $125,000 primarily from office and employee relocation expenses and
increased printing costs.

o Depreciation expense increased $120,000 due to asset additions and the Digital Precision acquisition in April
2003.

e Shareholder relations expense increased $64,000, due to employing a shareholder relations firm, attending
investor conferences and visiting investor groups, however this expense was partially offset by a $165,000
reduction related to the revaluation of the non-employee stock option compensation for the investor relation
consultant.

e Entertainment expense increased $53,000 due to a customer seminar sponsored by Stratasoft and employees
meals incurred while traveling.

These expenses were primarily decreased by the following:

e Bad debt expense decreased $887,000 due to recoveries of bad debt and decreases in allowances based on the
aging of receivables and credit worthiness of customers.

e Insurance expense decreased $102,000 because of policy and rate changes

e Contract labor expense decreased $58,000 primarily from Stratasoft terminating contract labor in India offset
by $55,000 for technicians and programmers.

We expect our future selling, general and administrative expenses to increase as we ramp up for compliance with
the provisions of the Sarbanes-Oxley Act of 2002 as well as our continued ramp up for the anticipated revenue growth expected
within our INX subsidiary.

Operating Profit. Operating profit increased approximately $2.5 million, from a $1.8 million loss to an $753,000 profit,
primarily due to the $4.3 million increase in gross profit being offset by the $1.6 million increase in selling, general and
administrative expenses. INX's operating profit increased $722,000, or 148.6% from $486,000 to $1.2 million. Stratasoft's
operating profit increased $899,000, or 112.0% from a loss of $803,000 to a profit of $96,000. Valerent's operating profit
increased $787,000 or 121.3%, from a loss of $649,000 to a profit of $138,000. The operating loss for the Corporate Segment
decreased $106,000 or 13.3%, from a loss of $795,000 to a loss of $689,000 due to reallocation of professional fees to the
subsidiaries.

Interest and Other Income, Net. Interest and other income, net, decreased by $83,000 or 89.2%, from $93,000 to
$10,000, primarily due to the 2003 sale for $80,000 of an internet domain. Our borrowings under the Textron credit facility
increased from $7.6 million to $16 million while the interest bearing portion of our borrowings increased from $1.7 million at
December 31, 2003 to $6.1 million at September 30, 2004. Interest expense of $69,000 and a $24,000 loss on the disposition of
assets was offset by interest income of $70,000 and foreign exchange gain of $33,000.

Minority interest. Income attributable to minority interest increased from $0 to $56,000. During April 2004 the
company issued 1,800,000 shares of INX common stock pursuant to the Digital Precision purchase agreement of April 2003.
Approximately 7.6% of INX’s net income is deducted from the consolidated net income of I-Sector as a result of their minority
interest in INX.

Net income. Net income increased $2.2 million, or 146.7% from a $1.5 million net loss to net income of $708,000.
The income tax benefit for the period was zero, and there is a net operating tax loss carryforward of approximately $2.4 million
as of September 30, 2004.
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Discontinued Operations. During 1999, we discontinued our Telecom Systems business. On March 16, 2000, we
entered into an agreement to sell certain assets of, and the ongoing operation of, our Computer Products Division. The sale
transaction closed on May 19, 2000. On December 31, 2000, we sold our IT Staffing business. As a consequence of these
events, the operations of these businesses are reported as discontinued operations. For the nine months ended September 30,
2003, the gain (loss) on disposal related to these three businesses was $65,000, ($53,000) and $26,000, net of taxes and tax
benefits of $33,000, ($27,000) and $14,000, for a net total of $58,000. For the nine months ended September 30, 2004 the gain
(loss) on disposal related to these three businesses was ($1,000), $3,000 and $0, net of taxes and tax benefits of ($1,000), $2,000
and $0, for a net total of $1,000. The gains and/or losses on disposal in 2003 and 2004 related to these discontinued operations
are primarily related to collections of accounts receivables retained when these businesses were sold.
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Liquidity And Capital Resources
Sources of Liquidity

Our principal sources of working capital are collections from our accounts and notes receivable, and our credit facility
with Textron Financial Corporation (the “Textron Facility”). We use the Textron Facility to finance the majority of our
purchases of inventory, and to provide working capital when our cash flow from operations is insufficient. During the nine
month period ending September 30, 2004, we experienced negative cash flow from operating activities of $8.8 million as
compared to $700,000 use for the nine months ended September 30, 2003. Our working capital was $3.7 million and $12.0
million at December 31, 2003 and September 30, 2004, respectively.

During May 2004, we closed a public offering of 500,000 Units. The Units began trading on May 7, 2004, on the
American Stock Exchange under the symbol ISR.U. Each Unit consists of two shares of common stock and one warrant to
purchase one share of common stock at a price of $12.45. The Units were offered at a public offering price of $16.60 per Unit
resulting in $8.3 million of proceeds less 9% underwriter discount of $747,000 and underwriter expenses of $9,000 for a net
amount before additional offering expenses of $7.5 million.

During June 2004 the underwriters exercised their option to purchase 75,000 additional Units to cover over-allotments
resulting in $1.2 million of proceeds less 9% underwriter discount of $112,000 for a net amount before additional offering
expenses of $1.1 million. We paid approximately $1.1 million of additional expenses associated with the public offering as of
September 30, 2004. Net proceeds after all underwriter discounts and expenses, and after all additional offering expenses were
approximately $7.5 million.

Accounts and Notes Receivable. The timing of our collection of accounts and notes receivable and payments of our
accounts payable is one of the principal influences on our cash flow from operations. Payments on the DISD project have been
delayed by administrative issues within the SLD, which administers the E-Rate funding program of the DISD and other
independent school districts. This has resulted in us carrying accounts receivable balances of approximately $14.1 million
related E-Rate funded work longer than we anticipated, and it has required us to delay future product shipments until the E-Rate
funded payments begin to occur. Also, it has created interest bearing debt and decreased our ability to borrow under the Textron
Floorplan finance agreement. We do anticipate receiving payment in full on all E-Rate funded accounts receivable balances,
however, we are not currently able to predict with any certainty when payment will occur, or the impact it will have on our
ability to finance other projects required to grow our revenue in future periods. We typically sell our products and services on
short-term credit terms. We try to minimize our credit losses by performing credit checks, obtaining letters of credit in certain
instances, and conducting our own collection efforts.

We had trade accounts receivable, net of allowance for doubtful accounts, of $9.8 million and $27.0 million at
December 31, 2003 and September 30, 2004, respectively.

Our Stratasoft subsidiary has accepted customer notes receivable as part of its consideration for certain of its custom
projects sales. At December 31, 2003 and September 30, 2004, Stratasoft had net notes receivable of $928,000 and $1.9 million,
respectively. The following table shows the breakdown of the total notes receivable:

December 31 September 30
2003 2004
(Dollars in thousands)
Current portion of notes receivable, gross...........coveerennneeeniinneeeens $ 1,049 $ 1,926
Allowance for doubtful NOLES ............oucriiiirriee e (373) (346)
Current portion of notes receivable, Net ... 676 1,580
Long term portion of notes receivable, gross.........ccoveeeiririsreieiererinseienns 502 580
Allowance for doubtful NOTES ..........c.cueveiiiiirece e (250) (250)
Long-term portion of notes receivable, Net ..........ccoveeiinnncieiiirsseens 252 330

Total notes receivable, NEL..........c.cviviiiieeece e $ 928 $ 1,910

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

Inventory. We had inventory of $1.0 million and $1.4 million at December 31, 2003 and September 30, 2004,
respectively. We try to minimize the amount of inventory on hand to reduce the risk that the inventory will become obsolete or
decline in value. We have been able to do this by relying on the ready availability of products from our principal suppliers. As
noted above, we rely principally on our Textron Facility to finance our inventory purchases.
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Textron Facility. On January 31, 2002, we entered into the Textron Facility to provide financing for our inventory
purchases. On September 30,2004 the agreement was amended and the maximum credit available under the Textron facility is
presently $25 million and it is collateralized by substantially all of our assets other than our patent licenses.

As of September 30, 2004, we owed $16.0 million under the Textron Facility and had an additional $8.3 million
available subject to borrowing base restrictions. Under the revised agreement the aggregate outstanding principal amount of all
Floorplan Loans shall not, at any time, exceed the sum of (a) 80% of the aggregate net invoice prices of all Eligible Receivables
plus (b) (i) for so long as the Borrower is discharging its undertakings in respect of the Master Dallas Independent School
District Contract (DISD) or any DISD Receivable is owing to it, 90% of the invoice price of (1) all Floorplanned Inventory and
(2) all DISD Inventory that is Eligible Inventory, provided that the sum of the amounts in clauses (1) and (2) above shall be
limited to the lesser of $9,000 or 35% of the net invoice prices of all outstanding Eligible Receivables and (ii) after the
Borrower has discharged its undertakings in respect of the Master DISD Contract and all DISD Receivables owing to it have
been paid, the least of (1) 90% of the invoice price of all Floorplanned Inventory, (2) 30% of the net invoice prices of all
outstanding Eligible Receivables and (3) $6,000. Borrower shall, within two (2) Business Days of the aggregate outstanding
principal amount of the Floorplan Loans exceeding at any time the aforesaid sum, prepay the Floorplan Loans in an aggregate
principal amount sufficient so that this covenant shall not be violated.

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

To the extent that we have credit availability under the Textron Facility, it gives us the ability to extend the payment
terms past the Free Finance Period. Amounts extended past the Free Finance Period accrue interest and are classified as notes
payable on our balance sheet. These extended payment balances under the Textron Facility accrue interest at the prime rate
(4.75% at September 30, 2004) plus 2.5%. Because payment cycles of sales to school districts under the E-Rate program often
extend beyond 60 days, and because such payment cycles have recently extended even further due to administrative issues with
the organization that makes payments to vendors for the E-Rate program, we expect we will continue to carry extended payment
balances under the Textron Facility for at least the next several quarters. The total outstanding balance under the Textron Facility
at September 30, 2004 was $16.0 million. $9.9 million of the outstanding balance was within the Free Finance Period and
therefore is reflected as accounts payable in our balance sheet at September 30, 2004. $6.1 million with accrued interest of
$15,000 is reflected as notes payable and accrued expense, respectively, at September 30, 2004.

The Textron Facility contains restrictive covenants that are measured at each quarter end. These covenants require us
to:

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

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

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

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

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

e achieve Earnings Before Interest, Tax, Depreciation and Amortization exceeding $100,000; and

e enter into a Memorandum of Understanding (MOU) by November 15, 2004 with Micro System Enterprise,
Inc. (MSE) and Textron among other members of the DISD consortium regarding payment procedures under
the Master DISD Contract.

At September 30, 2004, we were in compliance with the loan covenants, and we anticipate that we will be able to
comply with the loan covenants during the next twelve months. If we violate any of the loan covenants, we would be required to
seek waivers from Textron and Silicon Valley Bank (a participating partner with Textron) for those non-compliance events. If
Textron or Silicon Valley Bank refused to provide waivers, the amount due under the Textron Facility could be accelerated and
we could be required to seek other sources of financing.

34



Contractual Obligations

The following table summarizes certain of our contractual cash obligations and related payments due as of September
30, 2004:

Payments Due by Period
(Dollars in thousands)

o Less than More than 5
Contractual Obligations Total 1 year 1-3 years 4-5 years years
Lease obligations (1)........cccceveerreeererininenns $ 2,511 $ 193 $ 1,804 $ 411 $ 103
Textron, interest bearing debt.............cccev.ne.. 6,114 6,114 - - -
Other debt obligations...........ccccccovrecriennenn. 251 94 157 - -
Total contractual cash obligations................. $ 8,876 $ 6401 $ 1,961 $ 411 $ 103

(1) Expected payments for base Dallas lease obligation are approximately $ - for 2004, $157,000 for 2005, $205,000
for 2006, $241,000 for 2007, $255,000 for 2008, $264,000 for 2009 and $110,000 for 2010. Expected payments for the base San
Antonio lease obligation are approximately $17,000 for 2004, $34,000 for 2005, $34,000 for 2006 and $17,000 for 2007. These
amounts are reflected in the contractual obligations schedule shown above.

During the second quarter of 2004 the INX and Valerent Dallas, Texas offices occupied new office space under a six
year lease obligation. The approximate previous annual lease payment for the INX was $108,000. During the third quarter INX
opened and occupied an office in San Antonio, Texas.

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

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

Cash Flows. During the nine months ended September 30, 2004, our cash increased by $2.3 million. Operating
activities used $8.8 million, investing activities used $912,000 and financing activities provided $12.0 million.

Operating Activities. Operating activities used $8.8 million in the nine months ended September 30, 2004 as compared
to using cash of $700,000 in 2003. The cash used in 2004 was primarily related to the $10.6 million net growth of assets over
the net growth in liabilities which was offset by $913,000 of non-cash expenses and net income of $836,000.

Changes in asset and liability accounts used $10.6 million. The most significant use of working capital related to:

e $17.5 million increase in accounts receivable. Days in sales outstanding increased by 16 days from 57 days at
December 31, 2003 to 73 days at September 30, 2004 primarily due to completion of INX E-Rate funded
projects relating to school districts.

e Notes receivables increased $935,000 due to Stratasoft accepting two notes as consideration from two of its
customers.

e Contracts in progress which increased $425,000 due to an increase in cost and estimated earnings in excess of
billings of $241,000, which was primarily related to an increase in the Stratasoft custom projects in process at
period-end.

e Inventory increased $382,000 primarily due INX staging Cisco products for upcoming projects and Stratasoft
purchasing dial logic cards for upcoming projects.

These uses of cash were partially offset by:

e Increases in accounts payable of $5.7 million, which related primarily to increased purchases of Cisco
products for sales by INX and inventory by Stratasoft.

e The $2.1 million increase in accrued expense is primarily related to accruing for sales commissions, wages
and bonuses; third party commissions and professional fees.

e The decrease in other current assets of $480,000 primarily related to the return of bid deposits for INX bids
on school projects and the amortization of prepaid consultant fees.

e The $496,000 increase in deferred revenue results from $685,000 for software products sold on notes that are
not due within twelve months of the note origination, a $48,000 net increase in unused service revenue, and
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$45,000 of sales to resellers offset by $398,000 credit to a reseller in May 2004. Revenue from deferred sales
will be recognized in the accounting periods that payments from the customer are received.

Investing Activities. Investing activities used $912,000 in 2004 compared to a use of $809,000 for 2003. Our investing
activities related to capital expenditures used $912,000 in 2004. Capital expenditures during both periods were primarily related
to purchases of computer equipment and software, and to a lesser degree, leasehold improvements. During the next twelve
months, we do not expect to incur significant capital expenditures requiring cash, except possibly for acquisitions, of which we
cannot predict the certainty or magnitude.

Financing Activities. Financing activities provided $12.0 million in 2004 as compared to using $28,000 in 2003. In
2003, our stock price increased substantially, resulting in stock option holders exercising stock options, which provided
$95,000 in 2003. During January 2004, the company repaid $1.7 million of interest-bearing debt under the Textron Facility.
During the nine months ended September 30, 2004, another $1.2 million of debt under the Textron Facility became interest-
bearing in March 2004 and was repaid in May 2004, and during September 2004 another $6.1 million became interest bearing.

On May 12, 2004 we closed a public offering of 500,000 Units. The Units began trading on May 7, 2004, on the
American Stock Exchange under the symbol ISR.U. Each Unit consists of two shares of common stock and one warrant to
purchase one share of common stock at a price of $12.45. The Units were offered at a public offering price of $16.60 per Unit
resulting in $7.5 million of proceeds before additional offering expenses. On June 2, 2004 the underwriters exercised their option
to purchase 75,000 additional Units to cover over-allotments resulting in $1.1 million of proceeds before additional offering
expenses. We paid $1.1 million of additional offering expenses associated with the public offering as of September 30, 2004
resulting in net proceeds from the public offering of $7.5 million. We intend to use the net proceeds of this offering primarily
for working capital and to repay interest-bearing debt.

Related Party Transactions

We lease office space from Allstar Equities, Inc., a Texas corporation ("Equities"), a company wholly owned by James
H. Long, our Chief Executive Officer. On December 1, 1999 Equities purchased our 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 us on February 1, 2002 with an expiration date of January 31, 2007. The new lease has
a rental rate of $37,192 per month.

From time to time we make short-term loans and travel advances to our employees. The balance of approximately $16,000

and $16,000 relating to these loans and advances is included in the Company's balance sheet and reported as part of Accounts
receivable - affiliates at December 31, 2003 and September 30, 2004.
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ITEM 3. Quantitative and Qualitative Disclosures about Market Risk

We incur certain market risks related to interest rate variations because we hold floating rate debt. Based upon the
average amount of debt outstanding during the nine months ended September 30, 2004, a one-percent increase in interest rates
paid by us on our floating rate debt would have resulted in a $2,000 increase in interest for the period.

Our business depends upon our ability to obtain an adequate supply of products and parts at competitive prices and on
reasonable terms. Our suppliers are not obligated to have product on hand for timely delivery to us nor can they guarantee
product availability in sufficient quantities to meet our demands. INX's business is Cisco centric. Any material disruption in
our supply of products could have a material adverse effect on our financial condition and results of operations.

ITEM 4. Controls and Procedures

Under the supervision and with the participation of certain members of our management, including our Chairman of the
Board, Chief Executive Officer and principal financial officer, we completed an evaluation of the effectiveness of the design and
operation of our disclosure controls and procedures (as defined in Rules 13a-15(e) and 15d-15(e) to the Securities Exchange Act
of 1934, as amended (the "Exchange Act")). Based on that evaluation, we and our management have concluded that, except as
discussed in the following paragraph, our disclosure controls and procedures at the end of the period covered by this report were
effective to ensure that information required to be disclosed by us in the reports that we file or submit under the Exchange Act is
recorded, processed, summarized and reported within the time periods specified in the rules and forms of the SEC, and are
designed to ensure that information required to be disclosed by us in these reports is accumulated and communicated to our
management, as appropriate to allow timely decisions regarding required disclosures.

In connection with their audit of the consolidated financial statements for the year ended December 31, 2003, Grant Thornton
LLP ("Grant Thornton"), our independent accountants, identified and reported to the audit committee of the board of directors
certain internal control deficiencies that Grant Thornton considered to be significant deficiencies under the standards established
by the American Institute of Certified Public Accountants and the SEC. The identified internal control deficiencies relate to (i) a
material weakness involving contemporaneous documentation of all terms related to revenue transactions and conclusions
regarding customer creditworthiness and (ii) a significant deficiency with respect to the review of significant agreements by our
accounting personnel in order to monitor compliance with their terms.

We have taken corrective actions to address these internal control deficiencies, by implementing the following measures:

» established improved procedures for the review of revenue recognition policies and contract management polices and
procedures;

« held formalized training of finance and sales staff; and
« hired an additional person in our accounting department.

In the nine months of 2004, there have been no other changes in our internal control over financial reporting that have
materially affected, or are likely to materially affect, our internal control over financial reporting.
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PART II. OTHER INFORMATION

ITEM 1.LEGAL PROCEEDINGS

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
$570,000 to Inacom as a result of Inacom's termination of a Vendor Purchase Agreement between Inacom and I-Sector. 1-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. 1-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.
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ITEMS. OTHER INFORMATION

None

ITEM 6.EXHIBITS

(a) Exhibits
3.1 Bylaws of the Company Incorporated by reference from exhibit 3.1 to Amendment
2 to Form S-1, Registration No. 333-09789, filed
October 3, 1996
3.2 Certificate of Incorporation of the Company Incorporated by reference from exhibit 3.2 to Amendment
1 to Form S-1, Registration No. 333-09789, filed
September 19, 1996
3.3 Certificate of Amendment to Certificate Incorporated by reference from exhibit 3.4 to Amendment
of Incorporation of Allstar Systems, Inc., 5 to Form S-1, Registration No. 333-09789, filed
dated June 24, 1997 June 26, 1997
3.4 Certificate of Amendment to Certificate Incorporated by reference from exhibit 3.3 to Form 8-A t
of Incorporation of Allstar Systems, filed December 29, 2003
Inc., dated March 5, 1999.
3.5 Certificate of Amendment to Certificate Incorporated by reference from exhibit 3.4 to Form 8-A t
of Incorporation of Allstar Systems, Inc. filed December 29, 2003

dated July 10, 2000.
10.1Loan and Securities Agreement dated September 30, 2004 among Textron, I-Sector and its subsidiaries.
31.1 Certification of CEO and CFO pursuant to Rule 13a-14(a)

32.1 Certification pursuant to 18 U.S.C. Section 1350 as adopted pursuant to Section 906 of the Sarbanes Oxley Act
of 2002 of James H. Long

Pursuant to the requirements of the Securities Exchange Act of 1934, the registrant has duly caused this report to be
signed on its behalf by the undersigned, thereunto duly authorized.

I-Sector Corporation.

Date November 15, 2004 By:_ /sl JAMES H. LONG
James H. Long, Chief Executive Officer, Chief Financial Officer,
and Chairman of the Board

By:_/s/ JEFFREY A. SYLVESTER
Jeffrey A. Sylvester, Secretary and Controller
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Exhibit 31.1
CERTIFICATIONS
I, James H. Long, certify that:
1. | have reviewed this quarterly report on Form 10-Q of I-Sector Corporation;

2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a material fact
necessary to make the statements made, in light of the circumstances under which such statements were made, not misleading
with respect to the period covered by this report;

3. Based on my knowledge, the financial statements, and other financial information included in this report, fairly present in all
material respects the financial condition, results of operations and cash flows of the registrant as of, and for, the periods
presented in this report;

4. | am responsible for establishing and maintaining disclosure controls and procedures (as defined in Exchange Act Rules
13a-15(e) and 15d-15(e)) and internal control over financial reporting (as defined in Exchange Act Rules 13a-15(f) and 15d-
15(f)) for the registrant and have:

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

b)[Paragraph omitted pursuant to SEC Release Nos. 33-8238 and 34-47986];

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

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

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

a)All significant deficiencies and material weaknesses in the design or operation of internal control over financial reporting
which are reasonably likely to adversely affect the registrant’s ability to record, process, summarize and report financial
information; and

b)Any fraud, whether or not material, that involves management or other employees who have a significant role in the
registrant’s internal control over financial reporting.

Date:November 15, 2004

/s/ James H. Long

James H. Long, Chief Executive Officer and Chief Financial Officer
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Exhibit 99.1

Exhibit 32.1

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

In connection with the Quarterly Report of I-Sector Corporation (the “Company”) on Form 10-Q for the period ended June 30,
2004 (the “Report”), as filed with the Securities and Exchange Commission on the date hereof, I, James H. Long, Chief
Executive Officer and Chief Financial Officer of the Company, certify, pursuant to 18 U.S.C. §1350, as adopted pursuant to
8906 of the Sarbanes-Oxley Act of 2002, that:

1. The Report fully complies with the requirements of section 13(a) or 15(d) of the Securities Exchange Act of 1934, as
amended; and

2. The information contained in the Report fairly presents, in all material respects, the financial condition and results of
operations of the Company.

/s/ _James H. Long
James H. Long
Chief Executive Officer and Chief Financial Officer

November 15, 2004
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