EDGAR'pro

iy EDGAR Dnlire”

ISONICS CORP

FORM 10-Q

(Quarterly Report)

Filed 12/22/08 for the Period Ending 10/31/08

Address 5906 MCINTYRE STREET
GOLDEN, CO, 80403
Telephone 3032797900
CIK 0001023966
Symbol ISON
SIC Code 2800 - Chemicals and Allied Products
Industry  Business Support Services
Sector Industrials
Fiscal Year 04/30

Powere d By EDGA;Rbn]ine

https://www.edgar-online.com
© Copyright 2025, EDGAR Online LLC, a subsidiary of OTC Markets Group. All Rights Reserved.
Distribution and use of this document restricted under EDGAR Online LLC, a subsidiary of OTC Markets Group, Terms of Use.


https://www.edgar-online.com

Table of Contents

UNITED STATES
SECURITIES AND EXCHANGE COMMISSION

WASHINGTON, D.C. 20549

FORM 10-Q

( Mark One)

Xl QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(D) OF THE SECURITIES
EXCHANGE ACT OF 1934

For the quarterly period ended October 31, 2008

or

O TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(D) OF THE SECURITIES
EXCHANGE ACT OF 1934

For the transition period from to

Commission file number: 001-12531

ISONICS CORPORATION

(Exact name of registrant as specified in its arart

California 77-0338561
(State or other jurisdiction « (IRS Employel
incorporation or organizatiot Identification No.)

535 8" Avenue, 3™ Floor
New York, NY 10018-2491
(Address of principal executive offices with zipded)

(212) 356-7400
(Registrant’s telephone number, including area yode

Indicate by check mark whether the registrant ¢ filed all reports required to be filed by Seeti or 15(d) of the Securities Exchange
of 1934 during the preceding 12 months (or for sstobrter period that the registrant was requirdilésuch reports), and (2) has been
subject to such filing requirements for the pastia@s. Yedx] NoO

Indicate by check mark whether the Registrantlé&sge accelerated filer, an accelerated filer, aaccelerated filer, or a smaller reporting
company. See definitions of “large accelerated filaccelerated filer” and “smaller reporting coanpy”in Rule 12b-2 of the Exchange Act.

Large accelerated fileO Accelerated filed Non-accelerated fileO
Smaller reporting compar[x]

Indicate by check mark whether the registrantshell company (as defined in Rule 12b-2 of the Exge Act.) Yedd No[X]

Indicate the number of shares outstanding of e&tiedssuer’s classes of common stock, as ofdtest practicable date.

Class Outstanding at December 12, 200
Common Stocl no par value 27,998,252 share
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Part I: Financial Information
Item 1: Financial Statements
Isonics Corporation and Subsidiaries

CONDENSED CONSOLIDATED BALANCE SHEETS
(in thousands, except share amounts)

ASSETS

CURRENT ASSETS
Cash and cash equivalel
Accounts receivable (net of allowances of $80 ab®8l respectively’
Inventories
Prepaid expenses and other current a:
Assets held for sale
Total current assets

LONG-TERM ASSETS:!
Property and equipment, r
Goodwill
Intangible assets, n
Other assets

Total long-term assets

TOTAL ASSETS

LIABILITIES AND STOCKHOLDERS' DEFICIT

CURRENT LIABILITIES:
Accounts payabl
Accrued liabilities
Accrued interes
Current portion of obligations under capital le
Current portion of notes payable, net of discc
Current portion of convertible debentures, netistadunt

Total current liabilities

Obligations under capital lease, net of currentipni
Notes payable, net of current porti
Other long-term liabilities

TOTAL LIABILITIES
Commitments and Contingencies (See Notes 1, Grgj9.0)
STOCKHOLDERY¢ DEFICIT:
Common stock - no par value; 175,000,000 shards&réd; shares issued and outstanding:
October 31, 200- 26,748,252; April 30, 200- 16,063,02¢
Additional paid in capita

Accumulated deficit
Total stockholders’ deficit

TOTAL LIABILITIES AND STOCKHOLDERS’ DEFICIT

See notes to condensed consolidated financiahstats.

3

(Unaudited)
October 31, 200¢ April 30, 2008
$ 55¢& 927
2,215 2,29
33¢ 394
417 194
— 212
3,531 4,024
3,94 4,68
1,28¢ 3,631
— 6
287 41¢
5,51¢ 8,731
$ 9,05( 12,76
(Unaudited)
October 31, 200¢ April 30, 2008
$ 1,162 82t
1,774 2,26z
4,192 2,99(
63% 55C
6,93¢ 10
8,994 10,51¢
23,69 17,15:
26€ 591
17 22
50 45
24,02¢ 17,81(
64,51 64,44¢
23,59: 23,18¢
(103,08) (92,68%)
(14,976) (5,049
$ 9,05( 12,76!
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Isonics Corporation and Subsidiaries

CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS
(in thousands, except per share data)

(Unaudited)
Three Months Ended Six Months Ended
October 31, October 31,
2008 2007 2008 2007
Revenues: $ $ $ $
Products 631 1,14t 1,21z 2,01¢
Services 3,361 4,91( 7,56¢€ 9,90¢
Total revenues 3,992 6,05 8,77¢ 11,92«
Cost of revenue:
Products 57¢ 1,47¢ 1,18¢ 2,351
Services 3,22¢ 4,09¢ 7,01¢ 8,21¢
Total cost of revenues 3,801 5,572 8,20¢ 10,57(
Gross margir 18E 48¢ 574 1,35¢
Operating expense
Selling, general and administrati 1,04( 1,86¢ 2,417 3,95¢
Impairment of goodwil — — 2,34¢ —
Impairment loss on intangible ass — 14t — 14t
Research and development 25 165 60 1,182
Total operating expenses 1,06¢ 2,174 4,82: 5,281
Operating loss (880) (1,697 (4,249 (3,929)
Other income (expense
Amortization of debt issuance co: (68) (46) (133) (87
Interest and other incon 1 2 2 99
Interest expens (1,339 (1,499 (4,639 (2,92¢)
Foreign exchang — 7 — 7
Loss on extinguishment of de — — (1,38)) —
Gain on derivative instrumen — 491 — 504
Equity in net loss of investee — (398) — (80)
Total other income (expense), net (1,405 (1,087 (6,149 (2,489
Loss from continuing operations before income tea$ minority intere: (2,285 (2,772 (10,399 (6,410
Income tax expens — — — —
Minority interest in operations of consolidated sidiary — 11 — 111
Loss from continuing operations (2,285 (2,76)) (10,399 (6,299
Discontinued operation:
Gain on operations of discontinued operationsphetcome taxe: — — — 37
Gain on disposal of discontinued operations, né@ime taxes — — — 51€
Gain on discontinued operations, net of incomegaxe — — — 558
NET LOSS $ (2,28Y $ (2,76) $ (10,399 $ (5,746
Net loss per shar—basic and diluted
C ontinuing operation $ (10 $ (22 $ (51 $ (.50)
Discontinued operatior $ (.00) $ (.00) $ (.00) $ .04
Attributable to common stockholde $ (10) $ (22) $ (51) $ (.4€)
Weighted average common shares used in computinghpee
information 22,63¢ 12,65¢ 20,50¢ 12,65¢

See notes to condensed consolidated financiahséms.
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Isonics Corporation and Subsidiaries

CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS
(in thousands, except share amounts)

(Unaudited)
Six Months Ended October 31,
2008
Net cash used in operating activit $ 1,210 $ (81%)
CASH FLOWS FROM INVESTING ACTIVITIES
Purchases of property and equipm 4) (79
Proceeds from the sale of assets held for salafrsetling cost: 221 60
Proceeds from sale of discontinued operationsohstlling costs — 80¢<
Cash provided by investing activities 217 78€
CASH FLOWS FROM FINANCING ACTIVITIES
Principal payments under capital lease obligat (247) (230
Principal payments on borrowin (139 (5449)
Proceeds from the issuance of term debt and retateinon stock warrants, net of offering costs 1,00C —
Cash provided by (used in) financing activities 625 (779
NET DECREASE IN CASH AND CASH EQUIVALENT! (369) (80%)
Cash and cash equivalents at beginning of period 927 1,55¢
Cash and cash equivalents at end of period $ 55 $ 758
Supplemental disclosure of cash flow informati
Cash paid during the period fc
Interest $ 78 $ 13¢
Income taxes $ — % —
Supplemental disclosure of noncash investing amahfiingactivities:
Capital lease obligation for property and equipment $ — 9 62€
Payment in common stock of principal due on conblerdebentures $ 73 % —

See notes to condensed consolidated financiahsémes.
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Isonics Corporation and Subsidiaries
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S
NOTE 1 - BASIS OF PRESENTATION

The accompanying condensed consolidated balane¢ atef April 30, 2008, has been derived from tmaldiinancial statements. The
accompanying unaudited interim condensed conselidi@ancial statements of Isonics Corporation Sunbsidiaries have been prepared on
the same basis as the annual audited financiainséatts and in accordance with accounting princigéggerally accepted in the United States
(“US GAAP”) for interim financial information ande rules and regulations of the Securities and &xgb Commission (“SEC”) for interim
financial statements. In the opinion of managemsunth unaudited information includes all adjustragobnsisting only of normal recurring
accruals) necessary for a fair presentation ofithésim information. Operating results and caslw# for interim periods are not necessarily
indicative of results that can be expected forehtire year. The information included in this repgirould be read in conjunction with our
audited consolidated financial statements and rtbgto included in our Annual Report on Form 1@Kthe year ended April 30, 2008.

Going Concern

As of October 31, 2008, we had a working capitdiciteof $(20,162,000) and a stockholders’ defimit$(14,976,000). Furthermore, included
in current liabilities are $15,833,000 of convedidebentures and term notes (both net of relasmbdnts) for which we may not be in
compliance with certain covenants. As a resultasmdescribed in Note 6, the holder may have th# tgycall such debentures and term notes
for the full-face amount of $19,003,900 plus acdrirgerest. In addition, we incurred significargsdes from operations and used significant
cash flow to fund operations for the periods présgrHistorically, we have relied upon outside stee funds to maintain our operations and
develop our business. Although we raised an additi$1,352,500 (net of expenses) through the isiah$1,550,000 of term notes in

June and November 2008 (see Note 6), we anticipateill continue to require funding from investdesfinance our negative cash flow as
well as business expansion during this fiscal yearwe can provide no assurance that additionakiov funds will be available on terms
acceptable to us. These conditions raise substdotit about our ability to continue operationsaaping concern.

In December 2008, as a result of a garnishmentiobank account, approximately $200,000 in fun@srent available to us, resulting in our
inability to be able to meet certain corporate gditions. This garnishment has exacerbated oudiigushortage. We anticipate that YA
Global will take action to enforce its securityargst in those funds.

Our ability to continue as a going concern is dejgen upon raising capital through debt or equityaficing and by increasing revenue and
ultimately achieving positive cash flow and prdfia operations. We have substantial limitation®onability to raise additional financing,
and we can offer no assurance that we will be ssfakin our efforts to raise additional funds ohieve positive cash flow or profitable
operations. The accompanying condensed consolifiatattial statements have been prepared on a goingern basis, which contemplates
the realization of assets and the settlement biiii@s in the normal course of business.

NOTE 2 - SIGNIFICANT ACCOUNTING POLICIES
Net Income (Loss) Per Share
Basic net income (loss) per share is computed ubmgveighted average number of common sharesaodisig during the period.

Contingently issuable shares are included in tmepedation of basic net income (loss) per share vithemelated conditions are satisfied.
Diluted net income (loss) per share is
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NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S

computed using the weighted average number of canshares and potentially dilutive securities outgiiag during the period. Potentially
dilutive securities consist of contingently isswabhares, the incremental common shares issuabfeagmversion of convertible debt (using
the “if converted” method) and shares issuable uperexercise of stock options and warrants (usiegtreasury stockimethod). Potentiall
dilutive securities are excluded from the compotatf their effect is anti-dilutive.

As of October 31, 2008, (a) a total of 31,481,506tanding stock options and common stock warramtis(b) the unissued shares underlying
our outstanding convertible debentures (with a datiue outstanding face amount of $11,858,900 abker 31, 2008) were excluded from
the diluted net loss per share calculation, as thelusion would be anti-dilutive. As of Octob&t, 2007, (a) a total of 5,112,125 outstanding
stock options (excluding 3,550,000 stock optionsdemed granted under US GAAP because the undgiyan or increase to the
underlying plan had not been approved by our sliddehs) and common stock warrants and (b) the uaésshares underlying our
outstanding convertible debentures (with a cumugatiutstanding face amount of $18,0000,000 at @ct8h, 2007) were excluded from the
diluted net loss per share calculation, as thelusion would be anti-dilutive.

During the six months ended October 31, 2008, wedd the following shares of common stock:

Description Number of Common Stock Share:
Balance as of April 30, 20C 16,063,02
Shares issued upon conversion of

convertible debenture 10,685,22
Balance as of October 31, 2008 26,748,25

The aforementioned equity transactions increasetan stock in the accompanying condensed consetidzlance sheets by $65,000 for
the six months ended October 31, 2008.

Recently | ssued Accounting Standards

In September 2006, the Financial Accounting Stashsi&oard (“FASB”) issued SFAS No. 157air Value Measuremen{§SFAS 157").

SFAS 157 provides guidance for using fair valueneasure assets and liabilities. The FASB belitlvestandard also responds to investors’
requests for expanded information about the extemthich companies measure assets and liabilititsravalue, the information used to
measure fair value and the effect of fair value sneaments on earnings. The provisions of SFASat&7o be applied prospectively as of
beginning of the fiscal year in which SFAS No. 1&itially applied. SFAS 157 applies whenevédraststandards require (or permit) assets
or liabilities to be measured at fair value butgloet expand the use of fair value to any new oistances. SFAS 157 for financial assets
liabilities was effective for us on May 1, 2008n ®lay 1, 2009 SFAS 157 will also apply to non-fingh assets and liabilities. The adoption
of SFAS 157 for financial assets and liabilitied dot have a material impact on our financial posior results of operations. FASB Staff
Position SFAS 157-Effective Date FASB Statement No. %8P FAS 157-2") delays the effective date of SFI&S for non-financial
assets and liabilities, except for items recognizedisclosed at fair value in the financial stages on a recurring basis (at least annually).
We do not expect the application of FSP FAS 157iPhave a material impact on our financial pogitior results of operations.

In February 2007, the FASB issued SFAS No. T8® Fair Value Option for Financial Assets and Fiogal Liabilities (“SFAS 159"). SFAS
159 provides the option to report certain finanesdets and liabilities at fair value, with theemttto mitigate volatility in financial reporting
that can occur when related assets and liabiktiegecorded on different bases. SFAS 159 alsmdsiSFAS No. 11%ccounting for
Certain Investments in Debt and Equity Securitieg providing the option to record unrealized gain
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and losses on held-for-sale and held-to-maturityisees currently. SFAS 159 was effective foramsMay 1, 2008, including interim periods
within this fiscal year. The implementation of FAS9 did not have a material impact on our finangissition or results of operations.

In December 2007, the FASB issued SFAS No. 141ideehM2007)Business Combinatiof$SFAS 141(R)"),which establishes principles a
requirements for how an acquirer recognizes anduorea in its financial statements the identifisddeets acquired, the liabilities assumed,
and any noncontrolling interest in an acquireeluiding the recognition and measurement of goodagijuired in a business combination.
SFAS 141(R) is effective for our fiscal year commiag May 1, 2009. Earlier adoption is prohibitédle are currently evaluating the impact
of adopting SFAS 141(R) on our results of operatiand financial condition.

In December 2007, the FASB issued SFAS No. 180ncontrolling Interests in Consolidated Financithtements — an amendment of ARB
No. 51(“SFAS 160"). SFAS 160 amends ARB 51 to establtoanting and reporting standards for the noncdiwtgointerest in a

subsidiary and for the deconsolidation of a sulbsidi It clarifies that a noncontrolling interesta subsidiary, which is sometimes referred to
as minority interest, is an ownership intereshim tonsolidated entity that should be reportedjagyein the consolidated financial
statements. Among other requirements, this stateregquires consolidated net income to be repateinounts that include the amounts
attributable to both the parent and the noncomginterest. It also requires disclosure, onfte of the consolidated income statement, of
the amounts of consolidated net income attributabtee parent and to the noncontrolling intereSEFAS 160 is effective for our fiscal year
commencing May 1, 2009, including interim periodghim that fiscal year. Earlier adoption is protéal. We are currently evaluating the
impact of adopting SFAS 160 on our results of ofi@na and financial condition.

NOTE 3 — FINANCIAL STATEMENT COMPONENTS
Inventories

Inventories consist of the following (in thousands)

October 31, 200¢ April 30, 2008
Finished goods $ % $ 187
Work in proces: 52 25
Materials and supplies 191 182
Total inventories $ 33¢ $ 394

Property and equipment

Property and equipment consist of the followingtfiousands):

October 31, 200¢ April 30, 2008

Office furniture and equipment $ 27¢ $ 351
Production equipmet 8,86¢ 8,822
Vehicles 204 204
Construction in proces 22 66
Leasehold improvements 1,21¢ 1,21¢
10,58t 10,65¢

Accumulated depreciation and amortization (6,63¢) (5,976
Total property and equipment, net $ 3947 $ 4,68
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NOTE 4 —-SEGMENT INFORMATION

We currently have two reportable segments: secaétyices and silicon products and services. ©curity services segment provides
security and investigative services and is subistintomprised of the operations of ProtectionsPBecurity Corporation (“PPSC”). Our
silicon products and services segment providesrBillineter (and smaller diameter) test wafers agxlamation services, wafer thinning and
custom wafer products and services for the siliodistry. Our segments are strategic business,wach of which consists of similar
products or services. They are managed sepatsebuse each segment requires different technalodynarketing strategy and because
each segment sells to different customers fronedifit locations. Reconciling items consist pritgasf corporate assets or expenses that
have not been allocated to a specific reportalieneat and the assets and results of operationsrddbomer homeland security products
segment. Our former homeland security productmsegincluded both the operations of our lon MdpiBpectroscopy (“IMS”) technology
and, through our 90%-owned subsidiary Senselt Gbgdevelopment of next-generation infrared imggind night vision technology
through our Development and Licensing Agreement Wwitcent Technologies, Inc. (“Lucent”). We no lengonsider homeland security
products to be a reportable segment due to theeeagm of these segment operations during ourgmeaded April 30, 2008. Prior period
amounts have been reclassified to conform to theentiperiod presentation.

Information by segment is set forth below (in thanuds):

Three Months Ended Six Months Ended
October 31, October 31,
2008 2007 2008 2007
Segment revenue
Security service $ 2,468 $ 3,866 $ 573t $ 7,622
Silicon products and servic 1,52 1,99/ 3,041 4,107
Reconciling amounts (1) — 19t — 19t
Total $ 399 $ 6,055 $ 8,77¢ $ 11,92«
Three Months Ended Six Months Ended
October 31, October 31,
2008 2007 2008 2007
Segment operating (loss) incon
Security service $ € $ 25% % (2,209 $ 32:
Silicon products and servic (53¢ (59¢) (1,099 (959
Reconciling amounts (2) (37¢) (1,346 (952) (3,297
Total $ (880 $ (1,69) $ (4,249 $ (3,92))
October 31, April 30,
2008 2008
Total assets
Security service $ 3,600 $ 6,121
Silicon products and servic 5,03¢ 5,96¢
Reconciling amounts (3) 40¢ 67C
Total $ 9,05C $ 12,76:
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NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S

(1) Reconciling amounts for revenues information cdesi§ revenue from our former homeland securitydpais segmen

(2 Reconciling amounts for the operating (loss) incanfiermation includes corporate expenses consigiiimgarily of corporate
salaries and benefits, professional and consuféiag, investor relations costs, insurance, dirsttmmpensation and the results of
our former homeland security products segm

3) Reconciling amounts for the total asset informatiaiudes corporate assets consisting primarilyash and cash equivalents
invested centrally, unamortized debt issuance @silsmiscellaneous prepaid items, as well as thetsiof our former homeland
security products segmel

NOTE 5 -IMPAIRMENT OF GOODWILL

Goodwill related to our security services segmestitted from the acquisition of PPSC in May 200&ie to the loss of a significant custor
during the six months ended October 31, 2008, weraéned that there had been a significant adveltaage to that business. We
determined that the $3,631,000 of goodwill assediatith our security services segment had beenireghand as a result, $2,346,000 of the
goodwill was written off to reflect impairment obgdwill during the six months ended October 31,8200he fair value of the reporting unit
was estimated using the present value of expeatedsfcash flows.

NOTE 6 — BORROWINGS
June 2008 Term Note

On June 13, 2008, we completed a private placemesuant to which we issued to one accredited tove¥A Global Investments, L.P.

(“YA Global”), a 13% term promissory note in thaémmipal amount of $1,175,000 (the “June 2008 TerotelN), of which the entire amount
remains outstanding as of October 31, 2008, bsebffy a discount of $306,000 for financial statenpeesentation. In addition we issued to
YA Global 13,000,0000 common stock warrants whighexercisable at $.03 per share and expire on18ri2015.

The June 2008 Term Note bears an interest rat8%fder annum, is secured by individual securityeagrents with Isonics Corporation,
Isonics Vancouver, Inc. (“IVI”), Isonics Homelané&irity and Defense Corporation (‘HSDC”) and PP&@ laoth interest and principal are
due in cash on October 31, 2009. At October 30@826@ccrued interest payable on the June 2008 Nexte was $59,000 and is included in
the caption “accrued interest” in the accompanyiogdensed consolidated balance sheets.

In accordance with the transaction, we paid Yot&dvisors, LLC, an affiliate of YA Global, a strturing and monitoring fee in the total
amount of $175,000.

Under the terms of the June 2008 Term Note, weealgnet to issue or sell any common stock or prefestock, or any derivative security
exercisable or convertible into shares of commonkstat a price that is less than the current bicepof our common stock without the prior
consent of YA Global. However this covenant doasapply to certain excluded securities, as definaedaddition, we agreed to several
covenants including that we will not permit our @aues to fall more than 10% below the projectiaosipded to YA Global for our three
months ended July 31, 2008 or for any monthly gktiereafter. As discussed below, we failed totrttés covenant during the six months
ended October 31, 2008 and as a result YA Globaleglare an event of default. Remedies for antesfedefault, include the option to
accelerate payment of the full principal amounth&f June 2008 Term Note, together with interethhiéodate of acceleration.

10
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While the June 2008 Term Note is outstanding, YAHaI has a first right of refusal to participateainy future financings to raise capital. '
also agreed to not grant any security interesgginor all of our assets or file a Form S-8 registn statements without the consent of YA
Global as long as the June 2008 Term Note is dstg.

We have the right to prepay the principal amourthefJune 2008 Term Note at any time upon nottlessten trading days notice. If we
prepay the June 2008 Term Note, we are obligatpayd 20% of the outstanding principal amount.

The warrant issued to YA Global is exercisabledash only unless there in no effective underlysgjstration statement or an event of
default exists under the transaction documentshath point the holder can elect a cashless exerdimnder certain circumstances, the
warrant’s exercise price may be adjusted to cooredpo common stockholders’ rights to any stockd#ind, stock split, stock combination or
reclassification of shares. Additionally if weugscommon stock or options or other derivative gtes that are exercisable or convertible at
a price less than the then current warrant exeprise, both the warrant’s exercise price and tlmlver of shares the warrant may be
exercisable into will be proportionately adjustekhis adjustment does not apply to certain exclusbalirities, as defined in the warrant
agreement.

We have an obligation to register the common stowerlying the warrant upon receiving a requesnfioA Global. We are required to file
the related registration statement within 30 ddy®ceiving the request and having it be declaféettve within 120 days of the filing date.
Our obligation to file and obtain effectivenessaakgistration statement is contingent on us beliggple to file a registration statement under
the rules and regulations of the Securities anch&mge Commission.

We allocated the net proceeds received betweedutine 2008 Term Note and the related warrant baséeorelative fair value of each
instrument. The $227,000 allocated to the wanzag recorded as additional paid-in capital and asri@sponding reduction to the carrying
value of the June 2008 Term Note. The cumulatigeadint in the amount of $402,000 (arising fromahecation of a portion of the proce«
to the related warrants and the cash fees paid\t@GMbal) is being amortized to interest expenserdkie term of the June 2008 Term Note
using the effective interest method at an effedtiterest rate of 44%. During the six months en@etbber 31, 2008, $96,000 of discount
was amortized to interest expense.

2006 Convertible Debentures

In May, June and November 2006, we issued to YAb@&lgonvertible debentures with a cumulative faneant of $16,000,000 (the “2006
Debentures”) along with detachable common stockawés. During the six months ended October 31820 issued 10,685,226 shares of
common stock as repayment of $73,300 of principadunt of the 2006 Debentures. In connection wWithissuance of the June 2008 Term
Notes, $5,970,000 of the 2006 Debentures were ctad/é term notes (tF“Converted Term Notes”) with the same terms anduniitdate

as the June 2008 Term Notes. As a result, as wi®c31, 2008 we had outstanding 2006 Debentuitbsaface amount of $9,858,900 and
Converted Term Notes with a face value of $5,970,0Dhe 2006 Debentures and the Converted TermsNoterecorded in our condensed
consolidated balance sheets at carrying amount®f{méscount) of $7,113,000 and $5,970,000, respely. Subsequent to October 31, 2008
we issued an additional 2,604,167 shares of constawk as repayment of $2,400 of 2006 Debenturesipal.

In connection with the conversion of the 2006 Débis to Converted Term Notes, the remaining 208Bebtures were amended so that the
maturity date was extended from May 31, 2009 tmBet 31, 2009. Furthermore, the conversion prias modified to be the lower of $0.03
or eighty percent of the lowest
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volume weighted average price (as defined) inéhnettading days prior to the conversion date aleitly the interest rate being increased to
13%.

As a result of the modification of the fixed consien price on the remaining 2006 Debentures, werded a beneficial conversion feature of
$110,000. This amount was recorded as additicendtip capital and as a corresponding reducticthéocarrying value of the 2006
Debentures. The discount related to this benéficiaversion feature is being amortized to inteexgtense over the remaining term of the
2006 Debentures using the effective interest mettiudh resulted in amortization of $30,000 for #ie months ended October 31, 2008. In
addition, the original discount is being amortizednterest expense through October 31, 2009 ubm@ffective interest method, which
resulted in amortization of $1,413,000 for thersianths ended October 31, 2008. The combined digs@n the 2006 Debentures are being
amortized to interest expense using the effectiterést method at an effective interest rate of 44%

For the six months ended October 31, 2008, we decbaccrued interest associated with the 2006 Def#Enof $623,000. As a result, as of
October 31, 2008, cumulative accrued interest s@ssatwith the 2006 Debentures is $2,302,000 aimtladed in accrued interest in the
accompanying condensed consolidated balance sheet.

Converted Term Notes

At the time of the conversion of $5,970,000 of 2@#bentures to Converted Term Notes, the origioaversion option was eliminated and
as a result, the remaining original discount asdgediwith the Converted Term Notes of $1,546,008 wenediately charged to interest
expense. For the six months ended October 31, 2008 corded accrued interest associated witiCtmeverted Term Notes of $377,000.
a result, as of October 31, 2008, cumulative actmerest associated with the Converted Term Nist&4,421,000 and is included in
accrued interest in the accompanying condensedbdated balance sheet.

April 2007 Debenture

In April 2007, we issued to YA Global a convertillebenture with a face amount of $2,000,000 (theril 2007 Debenture”) along with
detachable common stock warrants. For the six hsoamded October 31, 2008, using the effectiveastenethod we amortized $63,000 of
the discount on the April 2007 Debenture to inteeaxpense. As of October 31, 2008, the April 20@benture is recorded in our condensed
consolidated balance sheet at a carrying amouhbfriéscount) of $1,881,000. We also recordedwet interest on the April 2007
Debenture in the amount of $131,000 for the six th®ended October 31, 2008. As of October 31, 200@ulative accrued interest is
$406,000 and is included in accrued interest irat@mpanying condensed consolidated balance sheet.

In connection with the conversion of the 2006 Debirs to Converted Term Notes, the April 2007 Délners were amended so that the
maturity date was extended from May 31, 2009 tmBet 31, 2009. Furthermore, the conversion prias modified to be the lower of $0.03
or eighty percent of the lowest volume weightedrage price (as defined) in the ten trading daysrgd the conversion date along with the
interest rate being increased to 13%. We did eodnd an additional beneficial conversion featesailting from the modifications as it was
not deemed to be material. As a result of the fiwadion of the fixed conversion feature, the disebassociated with the beneficial
conversion feature of $1,381,000 was written ofddsss on extinguishment of debt. As a resultaveenow amortizing the remaining
discount ($119,000 as of October 31, 2008) thrabgtober 31, 2009 using the effective interest met#t an effective interest rate of 19%.
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Summary

As of October 31, 2008, we had $8,994,000, nefswfodint of remaining convertible debentures (the&2Debentures and the April 2007
Debenture, collectively the “13% Debentures”) abgB89,000 in outstanding non-convertible term dét# June 2008 Term Note and the
Converted Term Notes, collectively the “Term Nojes”

Currently, we may not be in compliance with certadwenants of the remaining 13% Debentures antieidune financing, YA Global

refused to waive any natcempliance with the earlier financing documents.adldition, we have not been able to comply withade financial
covenants of the Term Notes during the six monttaed October 31, 2008 and as a result YA Global, imays discretion, declare an event

of default on those notes. If YA Global were t@ldee an event of default under the 13% Debentoréise Term Notes it would likely have
the legal right to foreclose against its securitgiest and take control of, and/or dispose ofasets subject to its security interest. Although
YA Global has not yet declared an event of default] although we are continuing to have discussiotis YA Global with the aim to furthe
our business operations, we can offer no assuthaté&’ A Global will not declare an event of defauttder the 13% Debentures or the Term
Notes and seek to collect the amounts due by fosack on our asse

November 2008 Term Note

In November 2008, we completed a private placemerguant to which we issued to YA Global, a 13%nteromissory note in the principal
amount of $375,000 (the “November 2008 Term Notdfe November 2008 Term Note bears interest at @@2&annum, is secured by
individual security agreements with Isonics Corpiora IVI, HSDC and PPSC and both interest andgipial are due on October 31, 2009.
We had been using these funds for day-to-day catp@xpenses, including salaries and other comperaitenses. The funds were subject to
the global security interest of the lender, YA GlbbNevertheless, a judgment creditor garnished¢maining portion of these funds in
December 2008, and these funds are no longer blaiiaus for use (see Note 8). We anticipate Y#aGlobal will take action to enforce its
security interest in those funds.

NOTE 7 — ASSETS HELD FOR SALE

During the fourth quarter of our year ended Apfi] 2008, we committed to a plan to sell one spegiiece of production equipment in our
silicon products and services segment. Based gaoiog analysis of the silicon operations, this asses deemed to be unnecessary to suj
our current operations. This asset, with a nekh@due of $212,000 as of April 30, 2008 was safdbhbr silicon products and services
subsidiary, VI in May 2008 for net proceeds of $2I00, resulting in a net gain of $9,000. In ddditwe are exploring the possibility of the
sale of other corporate assets, in all cases dubjeompliance with YA Global’'s security interéstour assets.

NOTE 8 — LEGAL CONTINGENCIES

In February 2007, we entered into a Settlement &gent and Mutual Release with James E. Alexanderfoomer Chief Executive Officer,
President and Chairman of the Board of Directous (Bormer CEQ”") whereby he resigned his positidgasninated his employment
agreement with us and accepted specified cash-laaestock-based remuneration for the ensuing svelonths. During August 2007, due
to a lack of sufficient liquidity and a working d&ad deficit, we stopped making the contractuaéguired payments to our Former CEO. As a
result, as of April 30, 2008 we had an accruedllighn the amount of $118,000, which represeriteel remainder of the contractual amounts
due.

On July 22, 2008 our former CEO filed a complaigdiast us in the Jefferson County, Colorado, Disttiourt. The complaint alleged that
we breached the Settlement Agreement and Mutua¢KaeRelease
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entered into by Mr. Alexander and the Company ibrkrary 2007. We did not contest the complaint.a&esult, Mr. Alexander obtained a
judgment of approximately $190,000 (including attys fees, statutory interest and statutory p@sltiAs a result of the judgmewe
increased our accrued liability to $190,000, whiesulted in a charge to selling, general and adinative expenses of $72,000 during the
six months ended October 31, 2008.

In an effort to collect on his judgment, in Decem®@08 our Former CEO garnished one of our bankwtts and has prevented our acce:
approximately $200,000 of the funds we were usorgfir day-to-day operations, including salariesofiar operating personnel. We believe
that the garnishment, which attempts to take psgze®f assets in which YA Global has a securitgri@st, is improper, and we anticipate
YA Global will seek to enforce its security intetes

In February through April 2007, we also entered iBettlement Agreements and Mutual Releases wlittr aifficers. In order to conserve
liquidity and with their consent, in August 2007 vegluced the amount payable to them. Commencidgigust 2008, because of our
liquidity limitations, we were unable to continuaypnents for their benefit. It is currently unclearto when, if ever we will be able to rest
payments. They have not commenced or threatetigatibn, but may do so in the future.

On September 12, 2008 we received notification feofarmer customer claiming approximately $1,000,00damages it had suffered from
several alleged breaches of contract. We havelmdyun to review the underlying facts and havehagdta chance to discuss them with our
legal counsel or the former customer and theref@eare unable to determine the probability of afaworable outcome at this time.

NOTE 9—- COMMITMENTS AND CONTINGENCIES

As of October 31, 2008, we had no commitments antlihg for capital expenditures.

NOTE 10- SUBSEQUENT EVENTS

Certain events occurring subsequent to Octobe2@18, are discussed within other notes to the amw®tbconsolidated financial statements.
Effective October 31, 2008 (and as reported inraF®-K as of that date), we terminated various @ymplent agreements with persons who
were then our senior officers, and we enteredamew employment agreement with Christopher Todfaleen our Chairman of the Board
and Chief Executive Officer, who became our Pradidét the same time, George O’Leary, a membéhefoard of directors became our

Chief Financial Officer.
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Item 2: Management’s Discussion and Analysis of Rancial Condition and Results of Operations

Certain statements in this report, other than pyfeistorical information, including estimates, peofions, statements relating to our business
plans, objectives and expected operating resuitd,the assumptions upon which those statementsased, ar¢‘forward-looking

statements” within the meaning of the Private Skias Litigation Reform Act of 1995, Section 27Ahef Securities Act of 1933 and

Section 21E of the Securities Exchange Act of 193wse forward-looking statements generally aemiified by the words “believe,”
“expect,” “intend,” “estimate,” “anticipate,” “proj ect,” “will,” “plan,” “will continue,” “will likely  result” and similar expressions.
Forward-looking statements are based on current expectatimd assumptions that are subject to risks ametainties which may cause
actual results to differ materially from the forveatooking statements. A detailed discussion cfetend other risks and uncertainties that
could cause actual results and events to differenaty from such forward-looking statements islitied in the section entitled “Risk
Factor¢” (refer to Item 1A of our Form 10-K for the yeanded April 30, 2008 and the risks identified elsesgrherein).A significant risk of
which all reading thisreport should be aware is that we have significant cash shortages as a result of a garnishment, which blocked our
accessto our principal bank account and has resulted in our inability to meet certain corporate obligations. We undertake no obligation to
update or revise publicly any forward-looking stants, whether as a result of new information,reutvents or otherwise.

General Discussion

We are focused on the provision of security ses/aed 300-millimeter (and smaller diameter) tedewsmand reclamation services, wafer
thinning and custom wafer products and servicesif®isilicon industry. As a result of working dapishortages previously reported in our
quarterly and annual reports and the garnishmenttieg from a judgment, we have limited to no éilo finance our day-to-day operations
and we cannot offer any assurance that we willdde #@ continue operations into calendar year 208out the infusion of capital and/or the
sale of assets approved by YA Global.

During the year ended April 30, 2008, and the sbnths ended October 31, 2008, we generated salas300-millimeter (and smaller
diameter) test wafers and reclamation servicesemthfnning and custom wafer products and senfimethe silicon industry and the

In addition, during the six months ended October2BD7 we also generated sales from stable andaetilie isotopes, although these sales
were reported as discontinued operations in therapanying condensed consolidated statements ohtipes as described below.

In June 2007, we sold our life sciences businesscfwsupplied isotopes for life sciences and hegdite applications) as it no longer fit our
long-term strategy for building a sustainable arafifable security and silicon company and becafsteteriorating business conditions in
the historical revenue producing products in thisibess. Accounting rules required us to treabfierations of the life sciences business as
discontinued operations whereby the net finanamgact of the operations of the business (includawgnue) was combined into a single line
item and prior periods are reclassified for thisgemtation. Revenue for the life sciences busimepserted in the single line item of gain on
operations of discontinued operations, net of inedaxes, was $101,000 for the six months endedb@c®i, 2007.

In August 2007, we elected to suspend the developmeanufacture and sale of our IMS based produti® suspension was due primarily
to our limited success in completing any saleswfl®S based products and a lack of working capdaustain our efforts in the market
space. We continue to seek alternatives to findingeans of monetizing our investment in this pobdine, including an outright sale of the
technology. Itis unclear as to when (if at alf will resume activity on our IM®ased products and we can offer no assurance ¢afilibe
able to monetize any portion of our IMS technolamyestment. In October 2007, as a result of oability to meet our financial
commitments, Lucent terminated our
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agreement for the development of next-generatifrar@d imaging and night vision surveillance tedbgy.

Consistent with management focus during the yede@ripril 30, 2008 and the six months ended Oct8ieP008, we continue to evaluate
our operating businesses and technology portfoiib the goal of operating our business more effitieand monetizing assets as we deel
be appropriate and as our senior secured credagramnsent. Additionally, we have considered aildoantinue to consider business
expansion through merger, acquisition, joint veator other means, although we can offer no asserasito our ultimate success in
increasing the scope of our business through swanm Because substantially all of our assetsudject to a perfected security interest, we
have in the past, and will likely continue to engag discussions on these issues with YA Globauxgprimary debt holder.

Liquidity and Capital Resources

We have had liquidity shortages in the past aridpabh we raised $1,000,000 (net of expenses) gfrthe issuance of $1,175,000 of Term
Notes to YA Global in June 2008 and an additior882500 (net of expenses) through the issuanc8%8,800 of Term Notes to YA Glob
in November 2008, we have generated significarseieswhich have exacerbated our working capitatitlefAs of October 31, 2008, our
condensed consolidated balance sheet reflectskingarapital deficit of $(20,162,000). In additias a result of our continued operating
losses, working capital deficit and negative cadsW fluring the year ending April 30, 2008, the aodi report included with our financial
statements for the year ended April 30, 2008 ineduahn explanatory paragraph indicating substashbiabt about our ability to continue as a
going concern. This condition has continued stheedate of those financial statements, and weatxpat these conditions will continue for
the foreseeable future unless we are able to sagsstantial amount of additional financing (ofiehhthere can be no assurance and which
would be subject to the approval of YA Global).

Currently, we may not be in compliance with certaiwvenants of the remaining 13% Debentures anthieidune financing, YA Global

refused to waive any natempliance with the earlier financing documents.adldition, we have not been able to comply withade financial
covenants of the Term Notes during the six montited October 31, 2008 and as a result YA Global, imaiys discretion, declare an event

of default on those notes. If YA Global were teldee an event of default under the 13% Debentoréise Term Notes it would likely have
the legal right to foreclose against its securitgiest and take control of, and/or dispose ofasets subject to its security interest. Although
YA Global has not yet declared an event of default although we are continuing to have discussiotisY A Global with the aim to furthe
our business operations, we can offer no assuthaté&’ A Global will not declare an event of defauttder the 13% Debentures or the Term
Notes and seek to collect the amounts due by fosack on our assets. In addition, a judgment tediur Former CEO, has sought

garnish approximately $200,000, which has resutiexlr inability to meet certain corporate obligais and consequently, we may not be

to continue operations into calendar year 2009autlthe infusion of capital and/or sale of asspfwaved by YA Global.

As a result of our significant working capital defiand lack of operating funds resulting from ganishment, we are financing our
operations and negative cash flow from our liquddeds, which we allocate to pay our most urgerigatibns. During the six months ended
October 31, 2008, we used $1,211,000 in operatitigiges. At our current burn rate, it is unclébour remaining liquidity is sufficient to
finance our anticipated operations and projecteghtiee cash flow into calendar year 2009. In additit is unlikely that we will be able to
continue the operations of the parent corporateyohd the near future without immediate additiditelncing from the sale of assets or a
further investment by our principal creditor, YAdBRI, neither of which can be assured. If we &ife o secure an offer for asset based
financing from a third party, YA Global has agrdedeview that proposed financing and, in its gh&eretion, consider releasing its security
interest in certain of our assets to secure thanfiing. Because
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of the terms of the existing YA Global financingeare unable to collateralize any additional finagaevithout YA Global's consent and
approval.

See additional discussion lifuidity and capital resources in the Liquidityda@apital Resources section included further befothis Item 2:
Management’s Discussion and Analysis of Financ@dition and Results of Operations.

Security Services

Since the effective date of our acquisition of PRi$®lay 2005, PPSC has delivered significant reegiouour condensed consolidated
financial statements and has provided gross madfiapproximately 22% and 23% of revenues for tRer®nths ended October 31, 2008
and 2007, respectively.

During the fourth quarter of our year ended Apfi] 2007, and subsequently, we implemented codhguittitiatives that have positively
impacted the results of PPSC'’s operations. Adutiily we initiated plans (with limited success)rprove operating margins at PPSC by
focusing on customers that are willing to pay faerpium security services, a market in which weehaithat PPSC is able to differentiate
itself from its peers. The segment generated anadipg loss of $(2,203,000) for the six monthsesh@ctober 31, 2008 as compared to
operating income of $323,000 for the six monthseein@ctober 31, 2007 primarily due to the inclusidma $2,346,000 nonash writedown ¢
goodwill during the six months ended October 3@ (ee additional discussion below).

While these cost cutting initiatives and focusdésand marketing efforts have enabled PPSC taiyelgiimpact its results for the six
months ended October 31, 2008, the industry isamsipetitive and customers switch security serpiowiders on short notice. In addition,
effective August 1, 2008, one of our significanstmmers (who accounted for $802,000 of revenu¢hiothree months ended July 31, 2008)
is no longer using our services. This customeoawcted for $1,459,000 of revenue for the six moetided October 31, 2007. As a result of
these factors and the $2,346,000 impairment of gdbdt is unlikely that we will be able to geneeapositive operating income in this
segment for the year ending April 30, 2009 evenmadsg that we are able to continue operations tindbat period notwithstanding our cash
and working capital deficits. In addition, we aaffer no assurance that PPSC will be able to doutei positive cash flow as well.

Silicon Products and Services

Our silicon operations, based in Vancouver, Wadbimgcontinue to focus on the provision of 300-iméiter (and smaller diameter) test
wafers and reclamation services, wafer thinning@rslom wafer products and services for the silicdistry. We are particularly focused
on the 300-millimeter segment of the market. Thige-diameter wafer segment has become one d&stest growing segments of the
silicon wafer market and the revenues and grosgimaassociated with the services are greaterttieae associated with the small diameter
market. At the same time, we have also been &xtos operational efficiency and effectivenesscWiiias resulted in increased productivity
and processing yields. Further, we continue ta gaw customers (both large and smaller diametet)aae also in the process of attempting
to qualify our products at others.

While we reported significant revenue and operaitiegme growth in our silicon operations for thewyended April 30, 2007, many of our
top silicon customers experienced weakened busiesséis during our year ended April 30, 2008 adidition, some customers reported
inventory buildup in reclaim and/or test productsile’ one other top customer ceased doing busingkaa as we could no longer meet the
required specifications for their product. As auleof these factors, during the year ended A3#)j12008, we experienced a slowdown in
orders and a reduction in average selling pricagdaim and test materials, which had a negathact on our results. This trend has
continued through the six months ended Octobe2B08.
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The slowdown significantly impacted our revenuesypits of operations and cash flows from our silipooducts and services segment for the
six months ended October 31, 2008 and 2007, inlwilvie generated operating losses of $(1,094,000%€%D,000), respectively.

In order to minimize the effect of the continuingvedown, during our year ended April 30, 2008 welemented many cost cutting measures
in our silicon operations and are continuing tasdo We have also increased our marketing effortsase hopeful that we will see a recovery
during the year ending April 30, 2009 if our cashaurces allow us to continue operations throughgariod (which cannot be assured).
During the latter portion of our year ended Apfil, 2008 and into our six months ended October BQ82ve have started to obtain new
customers (both large and smaller diameters) améhahe process of attempting to qualify our picidat others. In an effort to control our
marketing expenses, in August 2008 we enteredaimtistribution agreement with Silicon Quest Inteéioraal, Inc. (“SQI”), by which SQI
agreed to act as an exclusive independent contractoarket, sell and distribute our silicon prottugnd services to customers who are not
previously our customers. We continue to monitar gilicon operation closely and while we are hop#iat we will see improving financial
results in this operating segment over the longtave cannot offer any assurance that we will He sbregain or sustain operating
profitability in future periods.

Results of Operations

The following table sets forth, for the periodsigaded, condensed consolidated statements of ipesatata expressed as a percentage of
revenues. The table and the discussion below dhmmitead in conjunction with the condensed codatdi financial statements and the n
thereto appearing elsewhere in this report. Tl also be read with an understanding of theifsdgnt cash shortages that we currently
have, which are discussed more completely abolé@jindity and Capital Resources

Three Months Ended Six Months Ended
October 31, October 31,
2008 2007 2008 2007

Revenue: 100.(% 100.(% 100.(% 100.(%
Cost of revenues 95.4 92.C 93.t 88.€

Gross margin 4.6 8.C 6.5 11.4
Operating expense

Selling, general and administrati 26.1 30.¢ 27.5 33.2

Impairment of goodwil — — 26.7 —

Impairment loss on intangible ass — 2.4 — 1.2

Research and development 0.6 2.7 0.7 9.6

Total operating expenses 26.7 35.¢ 54.¢ 44.:

Operating loss (22.7) (27.9 (48.9 (32.9
Other income (expense), net (35.2) (17.9 (70.0 (20.9)
Loss from continuing operations before income taaed

minority interes! (57.9) (45.8) (118.9 (53.7)
Income tax expens — — — —
Minority interest in operations of consolidated sidiary — 0.1 — 0.¢
Loss from continuing operations (57.9) (45.7) (118.9 (52.¢)
Gain on discontinued operations, net of incomegaxe — — — 4.€
NET LOSS (57.9% (45.7% (118.9% (48.2%
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Revenues

Revenues from our security services and siliconlpets and services segments decreased for theahdesix months ended October 31,
2008, as compared to the same periods of our fisial year, as described in the following table:

Three Months Ended Six Months Ended
October 31, October 31,
2008 2007 2008 2007
Security services $ 2,465,000 $ 3,866,000 $ 5,738,000 $ 7,622,001
Silicon products and servic 1,527,001 1,994,001 3,041,001 4,107,001
Reconciling amounts (1) — 195,00( — 195,00(
Total $ 3,992,000 $ 6,055,000 $ 8,779,000 $ 11,924,00

(1) Reconciling amounts for revenues informationsists of revenue from our former homeland secyribducts segment.

The decrease in revenue from the security sergiegment for the three and six months ended Oc&ihe2008, is due to the effect of the |

of several security services contracts during & ¥nded April 30, 2008 and the six months endetdii@r 31, 2008 partially offset by the
addition of new customers as well as by increasegork performed at certain existing customersfed&ive August 1, 2008, one of our
significant customers (who accounted for $802,00@weenue for the three months ended July 31, 266883%ed using our services. This
customer accounted for $1,459,000 of revenue stk months ended October 31, 2007. As a remuitrevenue for the three months en
October 31, 2008 was lower than the revenue fdr thet three months ended October 31, 2007 andhtbe tonths ended July 31, 2008. In
an effort to increase our revenue, we continuedcdket our services aggressively by seeking prensiooounts that prefer higher quality of
service. W hile we are hopeful that in the longrteve will be able to grow revenue in this segmmsnsecuring new security contracts in our
PPSC subsidiary and retaining existing customedguecontract currently with PPSC, we cannot proadg assurance that we will be able to
do so and we may in the short-term fail to retartain of our customers.

While we reported significant revenue and operaitiegme growth in our silicon operations for thewyended April 30, 2007, many of our
top silicon customers experienced weakened busiesséis during our year ended April 30, 2008 adidition, some customers reported
inventory buildup in reclaim and/or test productsile’one other top customer ceased doing busingbsam as we could no longer meet the
required specifications for their product. As aulé of these factors, during the year ended A3#j12008, we experienced a slowdown in
orders and a reduction in average selling pricasdfim and test materials, which had a negatharct on our results. This trend has also
continued through the six months ended Octobe2GQa8.

Although we have diversified our sources of reveme continue to have concentrations of revenub eéttain customers. For the six
months ended October 31, 2008, two security seswiostomers accounted for 26% and 9% of revenesgectively, and one silicon prodt
and services customer accounted for 13% of revemsieempared to the six months ended October 3T, 20 which two security services
customers accounted for 19% and 12% of revenusgectively, and one silicon products and servicssorner accounted for 12% of
revenues. Significant reductions in sales to dmuo large customers have had, and may in thedutave, a material adverse effect on us by
reducing our revenues and our gross margins. mreséuture customers could terminate their pusaig patterns with us or significantly
reduce or delay the amount of products or servcesred from us.
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For the six months ended October 31, 2008, theosilproducts and services customer mentioned admmainted for 38% of silicon products
and services revenue as compared to 34% for theaiths ended October 31, 2007. Due to the relship of revenues to the absorption of
fixed facility costs, the elimination or even arsfgcant reduction in sales to this customer wdwdde a material adverse effect on our silicon
products and services operations.

Gross Margin

Our gross margin decreased for the three and snthm@nded October 31, 2008, as compared to the pariods of our prior fiscal year, b
on a dollar amount and on a percentage of reveasagflected in the following table:

Three months ended October 31, Six months ended October 31,
2008 2007 2008 2007
Dollar amount $ 185,00( $ 483,00( $ 574,00( $ 1,354,00!
Percent of revenue 4.€% 8.C% 6.5% 11.4%

The decrease in gross margin on a percentageibakis primarily to the downturn in our silicon grats and services segment resulting in a
significant decrease in revenue, which has forcetballocate our fixed facility costs over a lowevenue base, correspondingly decreasing
gross margins on a percentage basis. To a les®ssit ethe decrease on a percentage basis is @stodhe provision of lower prices in order
to obtain new or keep existing business. The dserén gross margin on a dollar basis is due taéiceease in revenue for both our silicon
products and services and security services segment

On a dollar basis, gross margin is expected teas® correspondingly with increases in revenu)yif with dependencies on customer and
supplier pricing. Our ability to positively impacbnsolidated gross margin will in a large partlependent upon our ability to grow sales in
our security service segment through increased sdilsecurity services and in our silicon produatd services segment through increased
sales of 300-millimeter products and services aafemthinning services.

On a percentage of revenues basis, in general tigpate that the gross margin percentage in ocurity services segment (within 1-2
percentage points) will remain relatively stabldowever, as a result of the ongoing downturn ingilizon products and services segment
have experienced and expect to continue to experigrcreased competition and lower prices. Assaltethere has been a focus on
operational efficiency and effectiveness, which tessilted in increased productivity and procesgiefgls in order to reduce our costs. In
addition, due to fixed facility costs included iost of revenues in the silicon products and sesveggment, the gross margin percentage is
particularly sensitive to volume and revenue change

We have increased our marketing efforts and arefabthat we will see a rebound in our customersaled and we have (and are hopeful to
continue to) added several new silicon productssamdices customers during the year ending April2B09. Effective August 1, 2008, one
of our significant security services customers (aboounted for $802,000 of revenue for the threathwended July 31, 2008) ceased using
our services. As a result, our revenues and gnasgin for the three months ending October 31, 2088 lower than the revenues and gross
margin for both the three months ended OctobeP3Q7 and July 31, 2008. While we are hopeful teaénues (and corresponding gross
margins) will increase (as compared to the yeaeérfpril 30, 2008) for the year ending April 30,080 we can offer no assurance that this
will actually occur.
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Selling, General and Administrative Expenses

Our selling, general and administrative expensese@dsed both as a dollar amount and as a percesftageenue for the three and six months
ended October 31, 2008, as compared to the saipectas periods of our prior fiscal year, as reiekcin the following table:

Three months ended October 31 Six months ended October 31

2008 2007 2008 2007
Dollar amount $ 1,040,00! $ 1,864,00! $ 2,417,00! $ 3,954,001
Percent of revenue 26.1% 30.8% 27.5% 33.2%

The $1,537,000 decrease in selling, general andrégirative expenses for the six months ended Gxt8t, 2008, compared to the six
months ended October 31, 2007 is attributabledonabination of factors, including:

» approximately $300,000 due to a decrease in stpffitd expenditures at the corporate office,

» approximately $300,000 due to a decrease in stpéfitd expenditures in the security services segment

» approximately $650,000 due to a decrease in stpéffitd expenditures in our former homeland secpribglucts segment, and
* an approximate $270,000 decrease in staffing apdreditures at our silicon products and servicemseg

We continue to be actively focused on reducingregligeneral and administrative expenses and greftithat we will be able to further
reduce these expenses for the three months eralingd 31, 2009 as compared to the three montrededdtober 31, 2008. However, any
reduction in selling, general and administrativpenses most likely would be less significant asgamad to the reductions realized for the
three months ended October 31, 2008 as compatbe three months ended October 31, 2007.

I mpairment of Goodwill

Our impairment of goodwill increased on both a a@odnd a percentage of revenues basis for theaiths ended October 31, 2008, as
compared to the same periods of our prior fiscal yas reflected in the following table:

Three months ended October 31 Six months ended October 31

2008 2007 2008 2007
Dollar amount $ — —  $ 2,346,000 $ —
Percent of revenue —% —% 26.71% —%

Due to the loss of a significant security servicestomer during the six months ended October 318, 20e determined that there had been a
significant adverse change to the security senbesiness. We determined that the $3,631,000 adgill associated with our security
services segment had been impaired and as a 12,846,000 of the goodwill was written off to et impairment of goodwill during the <
months ended October 31, 2008.

I mpairment Loss on Intangible Assets

Our impairment loss on intangible assets decreasdabth a dollar and a percentage of revenues fmadise three and six months ended
October 31, 2008, as compared to the same perfauls @rior fiscal year, as reflected in the foliog table:

Three months ended October 31 Six months ended October 31

2008 2007 2008 2007
Dollar amount $ — % 145,000 $ — % 145,00(
Percent of revenue —% 2.4% —% 1.2%
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The impairment loss for the three and six monttdedrOctober 31, 2007 relates to a write off ofuhamortized balance of the trace and |
detection technology intangible asset. Due toesusipn of development, manufacture and sale ofM8rbased products, we determined
the trace and bulk detection technology intangitsiset was fully impaired.

Research and Development Expenses

Our research and development expenses decreasedhoa dollar and a percentage of revenues basibddhree and six months ended
October 31, 2008, as compared to the same perfams @rior fiscal year, as reflected in the foliog table:

Three months ended October 31, Six months ended October 31,

2008 2007 2008 2007
Dollar amount $ 25,000 $ 165,000 $ 60,00 $ 1,182,00!
Percent of revenue 0.€% 2.7% 0.7% 9.€%

The majority of research and development expermeb ¢ three and six months ended October 31, gfla#d primarily to (1) the
development of next-generation infrared imaging migght vision surveillance technology through oonrterminated Lucent relationship a
(2) our IMS based products. Due to the terminatibaur Lucent relationship and the suspensioneeketbpment of our IMS-based products,
we did not incur material research and developragpénses during the three and six months ended@c8d, 2008 for these projects anc
do not expect to incur material additional reseanmt development expense for any projects duriagemainder of our year ending April 30,
20009.

Historically a significant amount of the researcll @evelopment on the IMS-based products was peddiby Institut fur
Umwelttechnologien GmbH (“IUT”). We funded $0 a®80,000 under our agreement with |UT for the sixnthe ended October 31, 2008
and 2007, respectively. As a result of the suspensi the development, manufacture and sale ofM8rbased products as described above,
we intend to provide no further funds pursuantis agreement.

Except for work being performed on our silicon ot at our facilities in Vancouver, Washington, egerate no other facilities of our own
for research and development. Although we hawbkerpast expended significant resources on reseatidevelopment, we cannot offer any
assurance that we will receive future financialdfgrirom our research and development efforts nadiate.

Operating (Loss) Income

For the six months ended October 31, 2008 and 20{7foperating segments incurred operating (logs)me as follows:

Three months ended October 31, Six months ended October 31,

2008 2007 2008 2007
Security services $ 36,000 $ 253,000 $ (2,203,000 $ 323,00(
Silicon products and servic (538,000 (598,000 (1,094,001 (959,000
Reconciling amounts (1) (378,001 (1,346,001 (952,001 (3,291,00i)
Total $ (880,000 $ (1,691,000 $ (4,249,000 $ (3,927,001

22




Table of Contents

(1) Reconciling amounts for the operating (losspme information includes corporate expenses cmgiprimarily of corporate salaries and
benefits, professional and consulting fees, investiations costs, insurance, directors’ compeanaind the results of our former homeland
security products segment.

During the fourth quarter of our year ended Apfi] 2007, and subsequently, we implemented codhguittitiatives that have positively
impacted the results of PPSC's operations. Adutiily we initiated plans (with limited success)ntprove operating margins at PPSC by
focusing on customers that are willing to pay foerpium security services, a market in which weewaithat PPSC is able to differentiate
itself from its peers. The segment generated anadipg loss of $(2,203,000) for the six monthsesh@ctober 31, 2008 as compared to
operating income of $323,000 for the six monthseein@ctober 31, 2007 primarily due to the inclusidma $2,346,000 nonash writedown ¢
goodwill during the six months ended October 30&0

While these cost cutting initiatives and focusdésand marketing efforts have enabled PPSC taiyelgiimpact its results for the six
months ended October 31, 2008, the industry isamsipetitive and customers switch security serpiroiders on short notice. In addition,
effective August 1, 2008, one of our significansitumers (who accounted for $802,000 of revenuéhfothree months ended July 31, 2008)
is no longer using our services. This customeoawcted for $1,459,000 of revenue for the six moetided October 31, 2007. As a result of
these factors and the $2,346,000 impairment of gdbdt is unlikely that we will be able to geneeapositive operating income in this
segment for the year ending April 30, 2009 evenmaasg that we are able to continue operations indbat period notwithstanding our cash
position and working capital deficits. In additjome can offer no assurance that PPSC will be tabdentribute positive cash flow as well.

While we reported significant revenue and operaitiegme growth in our silicon operations for theawyended April 30, 2007, many of our
top silicon customers experienced weakened busiesséis during our year ended April 30, 2008 adidition, some customers reported
inventory buildup in reclaim and/or test productsile’one other top customer ceased doing busingbsam as we could no longer meet the
required specifications for their product. As aulé of these factors, during the year ended A3#jl12008, we experienced a slowdown in
orders and a reduction in average selling pricagdaim and test materials, which had a negathact on our results. This trend has
continued through the six months ended Octobe2B08.

The slowdown significantly impacted our revenuespits of operations and cash flows from our silipocoducts and services segment for the
six months ended October 31, 2008 and 2007, intwiie generated operating losses of $(1,094,000%6%D,000), respectively.

In order to minimize the effect of the continuingvedown, during our year ended April 30, 2008 welemented many cost cutting measures
in our silicon operations and are continuing tcsdo We have also increased our marketing effortisane hopeful that we will see a recovery
during the year ending April 30, 2009 if our cashaurces allow us to continue operations throughpériod (which cannot be assured).
During the latter portion of our year ended Apfl, 2008 and into our six months ended October B282ve have started to obtain new
customers (both large and smaller diameters) améhahe process of attempting to qualify our picidwat others. In an effort to control our
marketing expenses, in August 2008 we enteredaintistribution agreement with SQI, by which SQlesgf to act as an exclusive
independent contractor to market, sell and distelmur silicon products and services to customdrs are not previously our customers. We
continue to monitor our silicon operation closehgdavhile we are hopeful that we will see improviilgancial results in this operating
segment over the long-term, we cannot offer anyrasse that we will be able to regain or sustaieragpng profitability in future periods.
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Other Income (Expense), net

Other income (expense), net increased on bothlardoid a percentage of revenues basis for the timd six months ended October 31, 2
as compared to the same periods of our prior figeat, as reflected in the following table:

Three months ended October 31 Six months ended October 31
2008 2007 2008 2007
Dollar amouni $ (1,405,00) $ (1,081,000 $ (6,149,00) $ (2,483,00))
Percent of revenue (35.29% (17.9% (70.0% (20.8%

For the six months ended October 31, 2008, otleamme (expense), net consists primarily of inteegpiense of $(4,639,000), a loss on
extinguishment of debt $(1,381,000) and the amatibn of debt issuance costs of $(131,000). Irmdlich interest expense for the six months
ended October 31, 2008 are non-cash charges &8 related primarily to the amortization of thecount and the accrual of interest on
our outstanding term notes and convertible debestur

For the six months ended October 31, 2007, otleemie (expense), net consists of interest expen$€@26,000), the amortization of debt
issuance costs of $(87,000) and equity in theasst 6f an investee of $(80,000) partially offseiriigrest and other income of $99,000 and a
gain on derivative instruments of $504,000. Ineldich interest expense for the six months endedligct31, 2007 are non-cash charges of
$2,752,000 related primarily to the amortizatiortref discount and the accrual of interest on otstanding convertible debentures.

We expect that our other expenses will be vol&@sed on the future timing of repayment, if evéthe remaining convertible debentures
term notes (see the Liquidity and Capital Resoudissussion below).

Income Taxes

We currently operate at a loss and expect to opettad loss until (if ever) our operations begigéoerate sufficient revenue. The losses
incurred in the current year are not expected egde an income tax benefit because of the uneriaf the realization of the deferred tax
asset. As a result, we have provided a valuatimwahce against our net deferred tax asset bechased on available evidence including
continued operating losses, it is more likely thahthat all of the deferred tax assets will notéaized. Additionally, due to certain “change
in ownership” rules (as defined by the IRS), uéitipn of our federal net operating losses may Ibgestito certain annual limitations.

Minority Interest in Operations of Consolidated Subsidiary

Minority interest in operations of consolidated sidiary for the three and six months ended Oct8te2008 and 2007 is reflected in the
following table:

Three months ended October 31 Six months ended October 31
2008 2007 2008 2007

Dollar amount $ — 3 11,00 $ $ 111,00(
Percent of revenue —% 0.1% % 0.9%

The amount of minority interest in operations ofsolidated subsidiary recorded for the six montided October 31, 2007, relates to our
purchase of a 90% interest in Senselt Corp in Get@606 and the subsequent operation of the bissir2ge to the cancellation of the Luc
Agreement, we do not expect minority interest ieragions of Senselt to be material in future pesiod
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Gain on Discontinued Operations, net of |ncome Taxes

Gain on discontinued operations, net of incomegdaethe three and six months ended October 318 20d 2007 is reflected in the
following table:

Three months ended October 31 Six months ended October 31
2008 2007 2008 2007

Dollar amount $ — 3 — 3 — $ 553,00
Percent of revenue —% —% —% 4.6%

In January 2007, we decided to discontinue theatjoer of our life sciences business and to putfgets and business up for sale (which was
sold in June 2007). We decided to sell this bussiras it no longer fit our long-term strategy aadduse of deteriorating business conditions
in the historical, revenue producing products ms$bgment. Accounting rules required us to tteabperations of the life sciences business
as discontinued operations whereby the net findimigact of the operations of the business is comtbiinto a single line item and prior
periods are reclassified for this presentatione ghin, net of income taxes, resulting from operatiof the life sciences business was $37,00C
for the six months ended October 31, 2007. The gaisale of the life sciences business was redardihe six months ended October 31,
2007, in the amount of $516,000. Revenue forifeestiences business, reported in the singleitére of gain on operations of discontinued
operations, net of income taxes, was $101,00thfsix months ended October 31, 2007.

Net Loss

Net loss for the three and six months ended Oct®8beP008 and 2007 is reflected in the followingléa

Three months ended October 31 Six months ended October 31
2008 2007 2008 2007
Dollar amount $ (2,285,00) $ (2,761,000 $ (10,398,00) $ (5,746,00)
Percent of revenue (57.9% (45.7% (118.H9% (48.29%

We anticipate that consolidated losses will corginntil (if ever) revenues from our current openasi substantially increase or we increase
the scope of our operations through a merger, aitiun or other means. Further, the revenue irsgeaust increase faster than any incre
in operating and research and development expenses.

We anticipate that our operations during the rediof the year ending April 30, 2009 will resulta net loss since we are not likely to
increase our revenues from our existing productgeoerate additional sales from the new productmase develop in a sufficient amount (if
at all) to offset our operating and interest expsrend the non-cash writedown of goodwill.

Liquidity and Capital Resources

Given our significant working capital deficit, weeadependent on our liquidity to fund our operagiand to pay our vendors. A significant
part of our working capital deficit includes 13%l@atures, Term Notes, and accrued interest dué&tGNbal. Because the amounts are
October 31, 2009 and with circumstances existinabich YA Global could declare an event of defauitl accelerate the obligations, these
amounts are characterized as current liabilities.

Included in the following table are condensed ctidated balance sheet items as of October 31, 26d8April 30, 2008 and condensed
consolidated cash flow items for the six monthseeh@ctober 31, 2008 and 2007:
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As of
October 31, April 30,
(in thousands) 2008 Change 2008
Cash and cash equivalel $ 55¢ $ (369 $ 927
Working capital defici (20,167) (7,039 (13,129
Current portion of notes payable, net of discc 6,93¢ 6,92¢ 10
Current portion of convertible debentures, netistaunt 8,99/ (1,52)) 10,51¢
Total convertible debentures, face value outstan 11,85¢ (6,047) 17,90:
Total term notes, face value outstanc $ 7,14¢ 7,145 $ —

Six months ended

October 31, October 31,
2008 Change 2007
Net cash used in operating activit $ 2,21 $ (396) $ (815)
Net cash provided by investing activiti 217 (569) 78€
Net cash provided by (used in) financing activi 625 1,39¢ (7179
Net decrease in cash and cash equiva $ (369) $ 434 $ (803)

Working Capital Deficit

Our working capital deficit was $(20,162,000) a®atober 31, 2008, as compared to a working capéatit of $(13,128,000) as of April &
2008. This $7,034,000 increase in working capigdiait for the six months ended October 31, 208&]ue to a combination of factors, of
which the significant factors are set out below:

Factors which reduced our working capital deficit

. $214,000 of unamortized prepaid insurancenpmns in excess of the related notes payable;
. $131,000 representing the excess of the pasceeceived over the carrying value of the Juig8 2&rm Note of $869,000

Factors which increased our working capital deficit

. $2,060,000 of cash consumed directly in ajpegaactivities (calculated as $1,211,000 of casbduin operating activities, increased
by $849,000 of the cash impact of net changesharaturrent assets or liabilities included thergein)

. $3,340,000 representing the amortizatiorhefdiscount on the convertible debentures and deioty

. $1,381,000 representing the charge for thdification of the April 2007 Debenture, reflecteslan increase in the book value of
April 2007 Debenture;

. $203,000 representing the reclassificatiooagital leases from long-term to current

Based on the amount of capital we have remainiagegpected negative cash flow from operationsianelsting activities and our
obligations to YA Global, we anticipate that welwibt be able to positively impact our working dapunless we are able to restructure our
current obligations due to YA Global. In orderctintinue funding our operations from liquidity, weist obtain additional financing (above
and beyond the net $352,500 raised from the issuafhan additional Term Note in November 2008) \hie
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can obtain only with the consent of YA Global, artimately substantially increase our revenuesduce our expenses thereby generating
positive cash flow from operations and (ultimatedperating income.

As a result of our significant working capital défiand the lack of operating funds resulting friva garnishment, we are financing our
operations and negative cash flow from our liquddeds, which we allocate to pay our most urgerigatibns. During the six months ended
October 31, 2008, we used $1,211,000 in operatitigiges. At our current burn rate, it is unclébour remaining liquidity is sufficient to
finance our anticipated operations and projecteghtiee cash flow into calendar year 2009. In additit is unlikely that we will be able to
continue the operations of the parent corporateyohd the near future without immediate additidirelncing from the sale of assets or a
further investment by our principal creditor, YAdBRI, neither of which can be assured. If we &fe o secure an offer for asset based
financing from a third party, YA Global has agrd¢edeview that proposed financing and, in its shéeretion, consider releasing its security
interest in certain of our assets to secure thanfiing. Because of the terms of the existing Yébal financing, we are unable to
collateralize any additional financing without YAdbBal's consent and approval.

Convertible Debentures and Term Notes

In June 2008 we raised $1,000,000 (net of expetisem)gh the issuance of a $1,175,000 Term NaieNdvember 2008, we raised an
additional $352,500 (net of expenses) throughgkeance of a $375,000 Term Note. The Term Notésrenan October 31, 2009, bear
interest at 13% per annum and are collateralizesuipgtantially all of our assets. The Term Notesnat convertible into our common stock
but only repayable in cash.

In June 2008, YA Global exchanged two of the 20@8&ntures having an aggregate principal balan$8,8f70,000 into Term Notes.

As a result, we now have (face value):
. $7,520,000 in Term Notes; and
. $11,857,800 (net of conversions to commonlgtof remaining 13% Debentures.

Currently, we may not be in compliance with certaawenants of the remaining 13% Debentures antieidune financing, YA Global

refused to waive any natcempliance with the earlier financing documents.adidition, we have not been able to comply withade financial
covenants of the Term Notes during the six montited October 31, 2008 and as a result YA Global, imaiys discretion, declare an event

of default on those notes. If YA Global were t@ldee an event of default under the 13% Debentoréise Term Notes it would likely have
the legal right to foreclose against its securitgiest and take control of, and/or dispose ofagets subject to its security interest. Although
YA Global has not yet declared an event of default although we are continuing to have discussiotisY A Global with the aim to furthe
our business operations, we can offer no assuthat& A Global will not declare an event of defautider the 13% Debentures or the Term
Notes and seek to collect the amounts due by fasack on our asse

Cash Flows

As of October 31, 2008, we had $558,000 of cashcast equivalents, a decrease of $369,000 as cethfma$927,000 at April 30, 2008. (
principal source of funding for the six months esh@xtober 31, 2008 was from our existing liquidityof April 30, 2008 (which existed
notwithstanding our significant working capital @), the issuance of a Term Note in June 200&h(&iface value of $1,175,000) for which
we received net proceeds of $1,000,000 and $22100€t proceeds received from the sale of asstisfar
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sale. Our principal source of funding for the signths ended October 31, 2007 was $805,000 (rsstliirig costs of $45,000) received for
the sale of our life sciences business in June.2007

Cash used in operating activities of $(1,211,00@) %815,000) for the six months ended Octobe2808 and 2007, respectively, was
primarily the result of a net loss of $(10,398,008hich included noncash expenses and gains inghamount of a $(8,333,000) expense)
and of $(5,746,000) (which included noncash expeasé gains in the net amount of a $(2,050,006peetively.

Investing activities provided cash of $217,000 $i@86,000 for the six months ended October 31, 20082007, respectively. Cash provided
by investing activities for the six months endeddber 31, 2008, consisted of $221,000 (net ofreltiosts of $4,000) from the sale of assets
held for sale offset by $4,000 expended on additmfrproperty and equipment. Cash provided bysting activities for the six months enc
October 31, 2007, consisted of $805,000 (net dihgetosts of $45,000) received for the sale ofldarsciences business in June 2007 and
$60,000 from the assignment of our silicon-28 Igenoffset by $79,000 expended on additions ofgrtp@nd equipment.

Financing activities provided cash of $625,000 aseld cash of $(774,000) for the six months endadi@c 31, 2008 and 2007, respectively.
Cash provided by financing activities for the simmths ended October 31, 2008, was due to the issw&Era Term Note in June 2008 (with a
face value of $1,175,000) for which we receivedpreteeds of $1,000,000 partially offset by themagts of principal on capital leases and
notes payable in the amounts of $241,000 and 184r@8pectively. Cash used in financing activif@sthe six months ended October 31,
2007, consisted of payments of principal on caféases and notes payable in the amounts of $2836yd $544,000, respectively.

Additional Liquidity Considerations

As of October 31, 2008, we had no commitments antihg for capital expenditures.

The assumptions underlying the above statemenitsdiecamong other things, that there will be noeriat adverse developments in the
business or market in general. There can be noasss however that those assumed events will olf@ur plans are not achieved, there
may be further negative effects on the resultspefrations and cash flows, which could have a nadtadverse effect on our financial
position.

Off-Balance Sheet Arrangements
We have no material changes to the disclosureiemthtter made in our Annual Report on Form 10-Ktlie year ended April 30, 2008.
Critical Accounting Estimates

Our condensed consolidated financial statementprepared in accordance with generally acceptedusting principles in the Unites Stat
which require management to make estimates, judtgnaenl assumptions that affect the amounts reportéad consolidated financial
statements and accompanying notes. We considarcmunting estimate to be critical if 1) the acdmmestimate requires us to make
assumptions about matters that were highly unceathe time the accounting estimate was made2poldanges in the estimate that are
reasonably likely to occur from period to perioduse of different estimates that we reasonablydcbave used in the current period, would
have a material impact on our financial conditiomesults of operations.

Management has discussed the development andigeletthese critical accounting estimates with Board of Directors and the Board of
Directors has reviewed the foregoing disclosureaddition, there are other items within our finahstatements that require estimation, but
are not deemed critical as defined
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above. Changes in estimates used in these anditims could have a material impact on our finahsiatements. We believe that our most
critical accounting policies and estimates areo#le's:

Goodwill

Goodwill is recorded on our books when the purchagee paid for an acquisition exceeds the estith&di value of the net identified
tangible and intangible assets acquired. The as&gt of fair value to the identified tangible anthngible assets requires significant
judgment and may require independent valuatioreedhin identified assets. Once goodwill and othimgible assets are established on
balance sheet, we evaluate the assets for impaimsetescribed in the following paragraphs.

In accordance with SFAS No. 1&bodwill and Other Intangible Asset'SFAS 142”), goodwill is not amortized, but instkis tested for
impairment on an annual basis or more frequentlydfpresence of certain circumstances indicatadnipairment may have occurred. The
impairment review process, which is subjective glires significant judgment at many points dutimg analysis, compares the fair valu
the reporting unit in which goodwill resides toéarrying value. If the carrying value of a rejiogtunit exceeds its fair value, then the
amount of the impairment loss must be measuredifipairment loss is calculated by comparing thelieapfair value of reporting unit
goodwill to its carrying amount. In calculating timeplied fair value of reporting unit goodwill, tHair value of the reporting unit is allocated
to all of the other assets and liabilities of thait based on their fair values. The excess ofdhesalue of a reporting unit over the amount
assigned to its other assets and liabilities idrtipdied fair value of goodwill. An impairment losguld be recognized when the carrying
amount of goodwill exceeds its implied fair value.

During the six months ended October 31, 2008, dubd loss of a significant customer, we concluithede were sufficient indicators to
require us to perform an analysis to assess whatheportion of our goodwill balance of $3,631,06ated to our acquisition of PPSC in
May 2005 was impaired. In completing our analgdithe security services reporting unit, we usediscounted Cash Flow Method (“DCF
Method”) in which the reporting unit was valued digcounting the projected cash flows to its presehie based upon a risk adjusted
discount rate. As a result of the testing, we mieirged that $2,346,000 of the recorded goodwill hadn impaired and was required to be
expensed as a non-cash charge to continuing opesaturing the six months ended October 31, 200®erforming the calculation under
SFAS No. 142, we made several assumptions requsrgrgficant judgment, including the use of the DEEthod, the number of years used
in the projection, the discount rate and growthuagstions. If we had elected to use different uads, the outcome of the calculation could
have been different. As of October 31, 2008, weet$i,285,000 of goodwill remaining on our condensensolidated balance sheet.

Valuation of Equity Transactions

We value transactions associated with common depesl stock that is convertible into common stbaked on the market value of the
underlying common stock on the date of the sigihthe agreement (or, sometimes, at the date ofezgion). We value transactions
associated with common stock warrants at the aptegmeasurement date utilizing at a minimum Blaek-Scholes pricing model, with
assumptions as to volatility, risk-free intereserand estimated life of the warrants based owtiést information related to the life of the
underlying warrant. If the assumptions used, ag thkate to volatility, riskfree interest rate and estimated life of the wassanere materiall
different, the overall valuation of these transatsi could change significantly.

Valuation of Convertible Debenture Transactions

We enter into transactions that include debentilratsare convertible into common stock at ratesniay be fixed or variable and also incli
detachable common stock warrants. We allocatprtbeeeds from the debenture transactions basdukagstimated fair values of the
debentures and the warrants. If the assumptioss, as they relate to volatility, risk-free intareste and estimated life of the warrants
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(including any anti-dilution adjustment provisiora)d the fair value of the debentures (includedspiexific conversion features) were
materially different, the overall allocation of jge®ds for these transactions could change signtficaFurther, at times we have classified
certain embedded conversion features or warrasitedsin convertible debenture transactions as atérevliabilities in accordance with US
GAAP. The estimates of fair value of these denealiabilities involve complex assumptions in tinéial recording of the liabilities and in
the mark-to-market required for each reportingquerilf the assumptions used to determine thevidire of these liabilities were materially
different, the valuation of the liabilities couldange significantly.

Stock-Based Compensation Expense

We account for stock-based compensation in accoedaith SFAS 123(R). Under the fair value recagnitprovisions of SFAS 123(R),
stock-based compensation cost is estimated atr#m date based on the fair value of the awardsnecognized as expense ratably over the
requisite service period of the award. Determirtrgappropriate fair value model and calculathegfair value of stockased awards, whic
includes estimates of stock price volatility, fotfiee rates and expected lives, requires judgnfettdould materially impact our operating
results.

Item 3: Quantitative and Qualitative Disclosures About Market Risk
Not Applicable

Item 4T: Controls and Procedures

Disclosure Controls and Procedur

As required by Rule 13a-15 under the SecuritieshBrge Act of 1934 (the “1934 Act”), as of Octobér 3008, we carried out an evaluation
of the effectiveness of the design and operatiocouofdisclosure controls and procedures. Thisuatin was carried out under the
supervision and with the participation of our CHiadecutive Officer (our principal executive offi¢end our Chief Financial Officer (our
principal financial officer). Based upon and adshef date of that evaluation, our Chief Executiyéo®r and Chief Financial Officer
concluded that our disclosure controls and proesiuere not effective because of the identificatibmaterial weaknesses in our internal
control over financial reporting which are idergdiin Item 9A(T) included with our Annual Report Barm 10K for the year ended April 3
2008, which we view as an integral part of our ldisare controls and procedures.

Disclosure controls and procedures are controlso#imel procedures that are designed to ensurénfioamation required to be disclosed in
our reports filed or submitted under the Securifigshange Act of 1934 is recorded, processed, suipatband reported within the time
periods specified in the Securities and Exchangar@ission’s rules and forms. Disclosure controld procedures include, without
limitation, controls and procedures designed taenthat information required to be disclosed inmports filed under the Securities
Exchange Act of 1934 is accumulated and commurddateur management, including our principal exieutfficer and our principal
financial officer, as appropriate, to allow tima@lgcisions regarding required disclosure.

Internal Control Over Financial Reportin

There have not been any changes in our internatamver financial reporting (as defined in Rul&a-15(f) and 15d-15(f) promulgated by
the SEC under the Exchange Act) during the threetnsoended October 31, 2008 that have materidifctad, or are reasonably likely to
materially affect, our internal control over finaaaeporting. Effective October 31, 2008, our €Hrinancial Officer resigned as describel
a Form 8-K dated October 31, 2008, filed on Noven®h@008. The board of directors appointed Ge@teary to succeed to the position
of Chief Financial Officer and he has assumed tlohgies effective as of October 31, 2008. The Ciescutive Officer and the Chief
Financial Officer are of
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the opinion that the change has not materiallyctéft, and is not reasonably likely to materiallfeef, our internal control over financial
reporting.

Part Il: Other Information

Item 1: Legal Proceedings

On July 22, 2008 James E. Alexander, our former (fi#€d a complaint against us in the Jefferson@puColorado, District Court (case no.
08cv3085). The complaint alleged that we breatchedettlement Agreement and Mutual General Releatszed into by Mr. Alexander a
the Company in February 2007. We did not contestbmplaint. As a result, Mr. Alexander obtaiagddgment of approximately $190,C
(including attorneys fees, statutory interest amatusory penalties). Subsequently Mr. Alexander garnished our principal bank account and
has commenced other collection efforts. We antteiplaat YA Global will take action to enforce iscsirity interest in those funds.

Item 1A: Risk Factors

There are no material changes to the risk facttrfosth in Part | “Item 1A: Risk Factors” in oumAiual Report on Form 10-K for the year
ended April 30, 2008. As a result, we incorpotatese risk factors by reference into this report.

Item 2: Unregistered Sales of Equity Securities achUse of Proceeds

During the six months ended October 31, 2008 (abdequently) we did not enter into any transacttbaswere not registered under the
Securities Act of 1933, as amended and were netqusly reported on a Form 8-K.

Item 4: Submission of M atters to a Vote of Secuty Holders
None

Item 5: Other Informa tion

None

Item 6: Exhibi ts

Exhibits.

3.1 Restated articles of incorporation (incorporateddfgrence from our Current Report on Form 8-KgMRb. 001-12531), dated
June 13, 2007 and filed on June 25, 2007, and ficated herein by referenc

3.2 Restated bylaws (incorporated by reference fromQwrent Report on Form 8-K (File No. 001-12538tedl March 27, 2006,
and filed on March 31, 2006, and incorporated Imelogi reference

10.. Amended and restated employment agreement witlst@pher Toffales (incorporated by reference fromaurent report on
Form &K dated October 31, 2008 and filed on Novembel0682.

31.. Certification of Chief Executive Officer pursuantRule 13-14(a) of the Exchange A
31.. Certification of Chief Financial Officer pursuant Rule 13-14(a) of the Exchange A
32.. Certification of Chief Executive Officer pursuant18 U.S.C. Section 13¢
32.. Certification of Chief Financial Officer pursuant18 U.S.C. Section 13¢
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SIGNATUR ES

Pursuant to the requirements of the Securities &xgl Act of 1934, the registrant has duly causisdréport to be signed on its behalf by the
undersigned, thereunto duly authorized, in the @ity County of New York, State of New York, on #i#nd day of December 2008.

Isonics Corporatiol
(Registrant

By /s/ Christopher Toffale
Christopher Toffale
Chief Executive Office

By /s/ George (Leary
George (CLeary
Chief Accounting Officer and Chief Financial Offic
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EXHIBIT 31.1
CERTIFICATION
I, Christopher Toffales, certify that:
1. | have reviewed this quarterly report on Form 10f@sonics Corporation:

2. Based on my knowledge, this report does not comtajnuntrue statement of a material fact or om#itée a material fact necessary
to make the statements made, in light of the cistarmces under which such statements were madmisleding with respect to the period
covered by this report;

3. Based on my knowledge, the financial statementsoéimer financial information included in this repdairly present in all material
respects the financial condition, results of operatand cash flows of the registrant as of, amgtfe@ periods presented in this report;

4, The registrant’s other certifying officers and ¢ aesponsible for establishing and maintainingldgae controls and procedures (as
defined in Exchange Act Rules 13a-15(e) and 15&)}%(nd internal control over financial reportirag defined in Exchange Act Rules 13a-
15(f) and 15d-15(f)) for the registrant and have:

a) designed such disclosure controls and procedoresiused such disclosure controls and procedaotes designed under our
supervision, to ensure that material informatidatieg to the registrant, including its consolidhgbsidiaries, is made known to us by others
within those entities, particularly during the petin which this report is being prepared,;

b) designed such internal control over financiglomting, or caused such internal control over fgiahreporting to be designed unt
our supervision, to provide reasonable assuramading the reliability of financial reporting attite preparation of financial statements for
external purposes in accordance with generally@edeaccounting principles;

c) evaluated the effectiveness of the registradisslosure controls and procedures and presentéisineport our conclusions about
the effectiveness of the disclosure controls andguiures, as of the end of the period coveredibyédport based on such evaluation; and

d) disclosed in this report any changes in the @wis internal control over financial reporting tlo&curred during the registrant’s
most recent fiscal quarter that has materiallyciéf@, or is reasonably likely to materially affettle company’s internal control over financial
reporting.

5. The registrant’s other certifying officers and Wealisclosed, based on our most recent evaluafioriesnal control over financial
reporting to the registrant’s auditors and the aooinmittee of registrant’s board of directors fersons performing the equivalent function):

a) all significant deficiencies and material weads®s in the design or operation of internal cortvelr financial reporting which are
reasonably likely to adversely affect the registeaability to record, process, summarize and refioancial information; and

b) any fraud, whether or not material, that invelveanagement or other employees who have a signifiole in the registrant’s
internal controls over financial reporting.

Dated: December 22, 2008 By /s/ Christopher Toffale
Christopher Toffales, Chief Executive Offic




EXHIBIT 31.2
CERTIFICATION
I, George O’Leary, certify that:
1. | have reviewed this quarterly report on Form 10f@sonics Corporation:

2. Based on my knowledge, this report does not comtajnuntrue statement of a material fact or om#itée a material fact necessary
to make the statements made, in light of the cistarmces under which such statements were madmisleding with respect to the period
covered by this report;

3. Based on my knowledge, the financial statementsoéimer financial information included in this repdairly present in all material
respects the financial condition, results of operatand cash flows of the registrant as of, amgtfe@ periods presented in this report;

4, The registrant’s other certifying officers and ¢ aesponsible for establishing and maintainingldgae controls and procedures (as
defined in Exchange Act Rules 13a-15(e) and 15&)}%(nd internal control over financial reportirag defined in Exchange Act Rules 13a-
15(f) and 15d-15(f)) for the registrant and have:

a) designed such disclosure controls and procedoresiused such disclosure controls and procedaotes designed under our
supervision, to ensure that material informatidatieg to the registrant, including its consolidhgbsidiaries, is made known to us by others
within those entities, particularly during the petin which this report is being prepared,;

b) designed such internal control over financiglomting, or caused such internal control over fgiahreporting to be designed unt
our supervision, to provide reasonable assuramading the reliability of financial reporting attite preparation of financial statements for
external purposes in accordance with generally@edeaccounting principles;

c) evaluated the effectiveness of the registradisslosure controls and procedures and presentéisineport our conclusions about
the effectiveness of the disclosure controls andguiures, as of the end of the period coveredibyédport based on such evaluation; and

d) disclosed in this report any changes in the @wis internal control over financial reporting tlo&curred during the registrant’s
most recent fiscal quarter that has materiallyciéf@, or is reasonably likely to materially affettle company’s internal control over financial
reporting.

5. The registrant’s other certifying officer and | leadisclosed, based on our most recent evaluationterhal control over financial
reporting to the registrant’s auditors and the aooinmittee of registrant’s board of directorsfersons performing the equivalent function):

a) all significant deficiencies and material weads®s in the design or operation of internal cortvelr financial reporting which are
reasonably likely to adversely affect the registsaability to record, process, summarize and refioancial information; and

b) any fraud, whether or not material, that invelveanagement or other employees who have a signifiole in the registrant’s
internal controls over financial reporting.

Dated: December 22, 2008 By /s/ George (Leary
George CLeary, Chief Financial Office




Exhibit 32

ISONICS CORPORATION

Certification pursuant to 18 U.S.C. 81350 of the
Chief Executive Officer and Chief Financial Officer

In connection with the Quarterly Report on FormQ@the “Report”) of Isonics Corporation (the “Conmgd) for the quarter ended
October 31, 2008, each of the undersigned Christopbffales, the Chief Executive Officer of the Quany, and George O’Leary, the Chief
Financial Officer of the Company, hereby certifiggsuant to 18 U.S.C. Section 1350, as adoptedipnt$o Section 906 of the Sarbanes-
Oxley Act of 2002, that, to the best of the undgmed’s knowledge and belief:

1. The Report fully complies with theguirements of section 13(a) or 15(d) of the SéiesrExchange Act of 1934; and

2. The information contained in the Bepairly presents, in all material respects, fihancial condition and results of
operations of the Company.

December 22, 2008 /sl Christopher Toffale

Christopher Toffales, Chief Executive Offic

December 22, 2008 /sl George (Leary

George (Leary, Chief Financial Office




