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PART I. FINANCIAL INFORMATION
ITEM 1. CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

PERFORMANCE TECHNOLOGIES, INCORPORATED AND SUBSIDIARIES
CONSOLIDATED BALANCE SHEETS

(unaudited)
ASSETS
March 31, December 31,
2006 2005

Current assets:
Cash and cash equivalents $11,670,000 $11,803,000
Investments 21,275,000 21,150,000
Accounts receivable, net 9,076,000 9,523,000
Inventories 7,745,000 7,148,000
Prepaid expenses and other assets 457,000 470,000
Deferred taxes 3,445,000 3,272,000
Total current assets 53,668,000 53,366,000
Property, equipment and improvements, net 2,201,000 2,004,000
Software development costs, net 3,300,000 3,182,000
Investment in unconsolidated company 248,000 248,000

Goodwill 4,143,000 4,143,000
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Total assets

LIABILITIES AND STOCKH

Current liabilities:
Accounts payable
Income taxes payable
Accrued expenses

Total current liabilities
Deferred taxes

Total liabilities

Stockholders' equity:
Preferred stock - $.01 par value;
1,000,000 shares authorized; none issued
Common stock - $.01 par value; 50,000,000
shares authorized; 13,260,038 shares
issued
Additional paid-in capital
Retained earnings
Treasury stock - at cost; 125,118 and
171,757 shares held at March 31, 2006 and
December 31, 2005, respectively
Total stockholders' equity
Total liabilities and stockholders'
equity

The accompanying notes are an integral
financial statem

PERFORMANCE TECHNOLOGIES, INCOR
CONSOLIDATED STATEME
(unaudite

Sales
Cost of goods sold

Gross profit

Operating expenses:
Selling and marketing

OLDERS' EQUITY

$ 1,268,000 $ 1,836,000

385,000 244,000
4,379,000 4,438,000
6,032,000 6,518,000
1,184,000 1,138,000
7,216,000 7,656,000
133,000 133,000

14,252,000
42,694,000

13,903,000
42,601,000

(735,000)

(1,350,000)

part of these consolidated
ents.

PORATED AND SUBSIDIARIES
NTS OF INCOME
d)

Three Months Ended
March 31,

$12,168,000 $13,157,000

5,957,000 6,462,000
6,211,000 6,695,000
1,370,000 1,477,000
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Research and development
General and administrative
Restructuring charges
Total operating expenses
Income from operations
Other income, net
Income before income taxes

Income tax provision

Net income

Basic earnings per share

2,800,000 2,545,000
1,284,000 1,433,000
435,000 57,000
5,889,000 5,512,000
. s22,000 1,183,000
334,000 295,000
656,000 1,478,000
110,000 429,000
& 546,000 § 1,043,000
$ .04 $ .08
s o4 s o8

Diluted earnings per share

Weighted average number of common
shares used in basic earnings per
share

Potential common shares

Weighted average number of common

shares used in diluted earnings per ————————————————

share

13,098,469
230,830

12,809,320
406,540

The accompanying notes are an integral part of these
consolidated financial statements.

PERFORMANCE TECHNOLOGIES, INCORPORATED AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF CASH FLOWS

(unaudited)

Cash flows from operating activities:

Net income

Non-cash adjustments:
Depreciation and amortization
Tax benefit from stock option exercises
Stock-based compensation expense
Deferred income taxes
Other

Changes in operating assets and liabilities:
Accounts receivable
Inventories
Prepaid expenses and other assets
Accounts payable and accrued expenses

Three Months Ended

March 31,

2006 2005
546,000 $ 1,049,000
565,000 572,000
227,000 143,000
121,000 6,000
(127,000) 1,000
9,000
447,000 (1,043,000)
(597,000) 354,000
13,000 521,000
(627,000) 422,000

141,000

Income taxes payable
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Net cash provided by operating
activities 709,000 2,034,000

Cash flows from investing activities:
Purchases of property, equipment and

improvements (384,000) (77,000)
Capitalized software development costs (493,000) (616,000)
Purchases of investments (17,375,000) (7,225,000)
Proceeds from sales of investments 17,250,000 9,075,000

Net cash (used) provided by
investing activities (1,002,000) 1,157,000

Cash flows from financing activities:
Exercise of stock options 160,000 310,000

Net cash provided by financing
activities 160,000 310,000

Net (decrease) increase in cash and
cash equivalents (133,000) 3,501,000

Cash and cash equivalents at beginning of
period 11,803,000 10,361,000

Cash and cash equivalents at end of period $ 11,670,000 $ 13,862,000

SUPPLEMENTAL DISCLOSURE OF CASH FLOW INFORMATION
Non-cash financing activity:
Exercise of stock options using 21,484
shares of common stock S 156,000

The accompanying notes are an integral part of these
consolidated financial statements.

PERFORMANCE TECHNOLOGIES, INCORPORATED AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(unaudited)

Note A - Basis of Presentation

The unaudited Consolidated Financial Statements of Performance Technologies,
Incorporated and Subsidiaries (the "Company") have been prepared in accordance
with generally accepted accounting principles in the United States of America
for interim financial information and with the instructions to Form 10-Q and
Article 10 of Regulation S-X of the Securities and Exchange Commission.
Accordingly, the Consolidated Financial Statements do not include all of the
information and footnotes required by generally accepted accounting principles
for complete financial statements. In the opinion of management, all adjustments
considered necessary for a fair presentation have been included. The results for
the interim periods are not necessarily indicative of the results to be expected
for the year. The accompanying Consolidated Financial Statements should be read
in conjunction with the audited Consolidated Financial Statements of the Company
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as of December 31, 2005, as reported in its Annual Report on Form 10-K filed
with the Securities and Exchange Commission.

Note B - Stock-Based Compensation and Earnings Per Share

The Company has stock options outstanding from three stock-based employee
compensation plans, the Amended and Restated 1986 Incentive Stock Option Plan,
the 2001 Incentive Stock Option Plan, and the 2003 Omnibus Incentive Plan.

Effective January 1, 2006, the provisions of Statement of Financial Accounting
Standards (SFAS) No. 123 (revised 2004), "Share-Based Payment", and related
interpretations, were adopted to account for stock-based compensation using the
modified prospective transition method and therefore, prior period results were
not restated. SFAS No. 123 (R) supersedes Accounting Principles Board Opinion
(APB) No. 25, "Accounting for Stock Issued to Employees", and revises guidance
of SFAS No. 123, "Accounting for Stock-Based Compensation". Among other things,
SFAS No. 123 (R) requires that compensation expense be recognized in the
financial statements for share-based awards based on the grant-date fair wvalue
of those awards. The modified prospective transition method applies to (a) stock
options granted prior to December 31, 2005 which had unrecognized compensation
expense at January 1, 2006, calculated under SFAS No. 123, and (b) any new
share-based awards granted subsequent to December 31, 2005, based on the
grant-date fair value estimated in accordance with the provisions of SFAS No.
123 (R) . Additionally, stock-based compensation expense includes an estimate for
pre-vesting forfeitures and is recognized over the requisite service periods of
the awards on a straight-line basis, which is generally commensurate with the
vesting term. Stock-based compensation expense of $115,000 was recorded during
the first quarter of 2006 as a result of the adoption of SFAS No. 123 (R). Of
this amount, $105,000 related to stock options that were granted prior to
December 31, 2005.

Prior to January 1, 2006, stock-based compensation plans were accounted for in
accordance with APB No. 25 and related interpretations. Stock options may be
granted to any officer or employee at not less than the fair market value at the
date of grant (not less than 110% of the fair market value in the case of
holders of more than 10% of the Company's common stock). Options granted under
the plans generally expire between five and ten years from the date of grant and
vest in periods ranging from one to six years. Prior to the adoption of SFAS No.
123 (R), as required under the disclosure provisions of SFAS No. 123, as amended,
pro forma net income (loss) and earnings (loss) per common share were provided
for each period as if the fair value method were applied to measure stock-based
compensation expense.

The table below summarizes the impact of outstanding stock options and
restricted stock on the results of operations for the three months ended
March 31, 2006 under the provisions of SFAS No. 123(R):

Three Months
Ended March 31,

2006

Stock based compensation expense:

Stock options $ 115,000
Restricted stock 6,000
Income tax benefit (41,000)
Net decrease in net income $ 80,000
Decrease in earnings per share:

Basic S .01

Diluted $ .01
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The following table illustrates the effect on net income and earnings per common
share for the three months ended March 31, 2005 as if the provisions of SFAS No.
123 were applied using the fair value method to measure stock-based
compensation:

Three Months
Ended March

31, 2005

Net income, as reported $ 1,049,000
Add: Restricted stock compensation

expense, net of tax 4,000
Deduct: Total stock-based compensation

expense determined under fair value

based method for all awards, net of

related tax effects (2,137,000)
Pro forma net loss $(1,084,000)
Earnings (loss) per share:

Basic - as reported $ .08
Basic - pro forma S (.08)
Diluted - as reported $ .08
Diluted - pro forma S (.08)

The Black-Scholes-Merton option pricing model was used to estimate the fair
value of share-based awards under SFAS No. 123 (R) as well as for pro forma
disclosures under SFAS No. 123. The Black-Scholes-Merton option pricing model
incorporates various and highly subjective assumptions, including expected term
and expected volatility. For valuation purposes, stock option awards were
categorized into two groups, stock option grants to employees and stock option
grants to members of the Board of Directors.

The expected term of options granted prior to January 1, 2006 equaled the
vesting period. The expected term of options granted in 2006 was the average of
the vesting term and the contractual life. The expected volatility at the

grant date is estimated using historical stock prices based upon the expected
term of the options granted. The risk-free interest rate assumption is
determined using the rates for U.S. Treasury zero-coupon bonds with maturities
similar to those of the expected term of the award being valued. Cash dividends
have never been paid and are not anticipated to be paid in the foreseeable
future. Therefore, the assumed expected dividend yield is zero.

SFAS No. 123 (R) requires pre-vesting option forfeitures at the time of grant be
estimated and periodically revised in subsequent periods if actual forfeitures
differ from those estimates. Stock-based compensation expense is recorded only
for those awards expected to vest using an estimated forfeiture rate based on
historical pre-vesting forfeiture data. Previously, forfeitures were accounted
for as they occurred under the pro forma disclosure provisions of SFAS No. 123
for periods prior to 2006.

No stock options were granted during the three months ended March 31, 2005. The
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following table shows the detailed assumptions used to compute the fair value of
stock options granted during the three months ended March 31, 2006:

Three Months
Ended March 31,

2006
Expected term (years) 6.5
Volatility 66%
Risk free interest rate 4.6% — 4.8%

The weighted average grant date fair value of options granted during the three
months ended March 31, 2006 was $4.42 per option. Unrecognized stock-based
compensation expense was approximately $1,901,000 as of March 31, 2006, relating
to a total of 605,000 unvested stock options under the Company's stock options
plans. This stock-based compensation expense is expected to be recognized over a
weighted average period of approximately five years.

The following table summarizes stock option activity for the three months ended
March 31, 2006:

Weighted

Number Average Exercise Price

of Shares Exercise Price Range
Outstanding at December 31, 2005 2,118,164 $9.71 $3.40 - $18.13
Granted 185,000 $6.73 $6.64 - $7.50
Exercised (68,123) $4.65 $3.40 - $7.25
Expired (105, 684) $13.67 $3.80 - $18.13
Outstanding at March 31, 2006 2,129,357 $9.42 $3.40 - $18.13

The following table summarizes stock option information at March 31, 2006:

Options outstanding Options exercisable

Weighted Weighted Weighted
average average average

Range of remaining exercise exercise
exercise price Shares life (yrs) price Shares price
$3.40 to $5.94 579,264 2.93 $4.61 398,330 $4.32
$5.95 to $8.60 827,155 5.51 $7.74 288,491 $8.25
$8.61 to $11.40 65,500 2.93 $10.26 65,165 $10.27
$11.41 to $14.24 294,013 .81 $13.74 290,313 $13.74
$14.25 to $18.13 363,425 2.73 $17.50 363,425 $17.50
2,129,357 3.60 $9.46 1,405,724 $10.76

The total intrinsic value of all outstanding options and all exerciseable
options at March 31, 2006, whose exercise price was less than the Company's
closing stock price at March 31, 2006, was $1,890,000 and $1,294,000
respectively. The total intrinsic value, determined as of the date of exercise,
of options exercised in the first quarter of 2006 and 2005 was $175,000 and
$391,000, respectively. Cash received from option exercises for the three months
ended March 31, 2006 and 2005, amounted to $160,000 and $310,000, respectively.
The total fair value of options that vested during the first quarter 2006 was
$11,000.

During 2005 and 2006, a total of 225,000 and 185,000 options, respectively, were
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granted that are subject to accelerated vesting based upon the achievement of
certain milestones, as defined in the option agreements.

During 2003, 17,720 shares of restricted stock were granted at prices ranging
from $6.89 to $12.54. During 2003, 1,740 shares of restricted stock were
forfeited, without wvesting. In January 2004, 10,524 shares vested and were
issued. The remaining shares vest in November 2006. The value of restricted
stock is charged to compensation expense over the vesting period of the grant.
Unrecognized compensation expense totaled approximately $14,000 at March 31,
2006, related to restricted stock.

Basic earnings per share is computed by dividing net income by the weighted
average number of common shares outstanding for the period. Diluted earnings per
share calculations reflect the assumed exercise and conversion of dilutive

stock options and unvested restricted stock, applying the treasury stock method.
Diluted earnings per share calculations exclude the effect of approximately
1,264,000 and 958,000 options for the three months ended March 31, 2006 and
2005, respectively, since such options have an exercise price in excess of the
average market price of the Company's common stock.

Note C - Inventories, net

Inventories consisted of the following:

March 31, December 31,

2006 2005
Purchased parts and components $ 3,134,000 $ 2,884,000
Work in process 3,235,000 3,378,000
Finished goods 1,376,000 886,000
Net $ 7,745,000 $ 7,148,000

Note D - Investments

At March 31, 2006 and December 31, 2005, investments consisted of high grade,
auction rate municipal securities which were classified as available-for-sale.
The contractual maturities of the available-for-sale securities at March 31,
2006 all exceeded five years.

These investments are recorded at cost, which approximates fair market value due
to their variable interest rates. These investments typically reset on
approximately a monthly basis, and, despite the long-term nature of their stated
contractual maturities, these securities historically had the ability to be
quickly liquidated. All income generated from these investments was recorded as
interest income.

Note E - Warranty Obligations

Warranty obligations are incurred in connection with the sale of certain
products. The warranty period is generally one year. The costs incurred to
provide for these warranty obligations are estimated and recorded as an accrued
liability at the time of sale. Future warranty costs are estimated based on
product-based historical performance rates and related costs to repair. Changes
in accrued warranty obligations for the first quarter 2006 and 2005 were as
follows:

2006 2005
Accrued warranty obligations, January 1, $310,000 $288,000
Actual warranty experience (19,000) (25,000)

Warranty provisions (25,000) 32,000
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Accrued warranty obligations, March 31, $266,000 $295,000

Note F - Stock Repurchase Program

On July 11, 2005, a plan to repurchase shares of common stock for an aggregate
amount not to exceed $10,000,000 was authorized by the Board of Directors. Under
this program, shares of common stock may be repurchased through open market or
private transactions, including block purchases, through July 11, 2006.
Repurchased shares will be used for the stock option plan, potential acquisition
initiatives and general corporate purposes. To date, there have been no
repurchases of shares under this program.

Note G - Income Taxes

The Company's effective income tax rate is a combination of federal, state and
foreign tax rates and is generally lower than statutory rates because it
includes benefits derived from international operations, research activities,
tax exempt interest and foreign sales. For the first quarter 2006, the effective
tax rate was 17%. This rate was a combination of an expected annual effective
tax rate of 27%, reduced by the recording of a discrete tax benefit of $60,000
which related to a previously unused tax credit. The effective tax rate was 29%
for the first quarter 2005.

Note H - Restructuring Costs

Restructuring charges amounted to $435,000 and $57,000 in the first quarter 2006
and 2005, respectively. Restructuring charges in the first quarter 2006 are
primarily related to severance expenses incurred and estimated for the closing
of the Company's Norwood, Massachusetts engineering center. Restructuring
charges in the first quarter 2005 relate primarily to severance payments
associated with the Company's efforts to centralize operations.

Note I - Recent Accounting Pronouncements

On January 1, 2006, the Company adopted SFAS No. 151, "Inventory Costs - An
Amendment of ARB No. 43, Chapter 4". SFAS No. 151 states that abnormal amounts
of idle facility expense, freight, handling costs, and wasted material
(spoilage) should be recognized as current-period charges. This adoption did not
have a material impact on the Company's consolidated results of operations and
financial condition.

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

Matters discussed in Management's Discussion and Analysis of Financial Condition
and Results of Operations and elsewhere in this Form 10-Q include
forward-looking statements within the meaning of Section 27A of the Securities
Act of 1933, as amended, and Section 21E of the Securities Exchange Act of 1934,
as amended, and are subject to the safe harbor provisions of the Private
Securities Litigation Reform Act of 1995. Actual results could differ materially
from those discussed in the forward-looking statements.

Critical Accounting Estimates and Assumptions

In preparing the financial statements in accordance with GAAP, estimates and
assumptions are required to be made that have an impact on the assets,
liabilities, revenue and expense amounts reported. These estimates can also
affect supplemental information disclosures, including information about
contingencies, risk and financial condition. Estimates are generally not made

10
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until preliminary results for a financial quarter are known and analyzed. It is
believed that given the current facts and circumstances that these estimates and
assumptions are reasonable, adhere to GAAP, and are consistently applied.
Inherent in the nature of an estimate or assumption is the fact that actual
results may differ from estimates and estimates may vary as new facts and
circumstances arise. The critical accounting policies, judgments and estimates
that we believe have the most significant effect on our financial statements are
set forth below:

Revenue Recognition
Software Development Costs
Valuation of Inventories
Income Taxes

Product Warranty

Carrying Value of Goodwill
Stock-Based Compensation
Restructuring Costs

O O O O O O O O

Revenue Recognition: Revenue is recognized from product sales in accordance with
the SEC Staff Accounting Bulletin No. 104, "Revenue Recognition." Product sales
represent the majority of our revenue and include hardware products and hardware
products with embedded software. Revenue is recognized from these product sales
when persuasive evidence of an arrangement exists, delivery has occurred or
services have been provided, the sale price is fixed or determinable, and
collectability is reasonably assured. Additionally, products are sold on terms
which transfer title and risk of loss at a specified location, typically
shipping point. Accordingly, revenue recognition from product sales occurs when
all factors are met, including transfer of title and risk of loss, which
typically occurs upon shipment. If these conditions are not met, revenue
recognition is deferred until such time that these conditions have been
satisfied.

Revenue earned from arrangements for software is accounted for under the
provisions of Statement of Position 97-2, "Software Revenue Recognition" and
EITF Issue No. 00-21, "Revenue Arrangements with Multiple Deliverables." Revenue
from software requiring significant production, modification, or customization
is recognized using the percentage of completion method of accounting. Any
anticipated losses on contracts are charged to operations as soon as such losses
are determined. If all conditions of revenue recognition are not met, revenue
recognition is deferred and revenue will be recognized when all obligations
under the arrangement are fulfilled. Revenue from software maintenance contracts
is recognized ratably over the contractual period.

Revenue from consulting and other services 1s recognized at the time the
services are rendered. Certain products are sold through distributors who are
granted limited rights of return. Potential returns are accounted for at the
time of sale.

The accounting estimate related to revenue recognition is considered a "critical
accounting estimate" because terms of sale can vary, and judgment is exercised
in determining whether to defer revenue recognition. Such judgments may
materially affect net sales for any period. Judgment is exercised within the
parameters of GAAP in determining when contractual obligations are met, title
and risk of loss are transferred, sales price is fixed or determinable and
collectability is reasonably assured.

Software Development Costs: All software development costs incurred in
establishing the technological feasibility of computer software products to be
sold are research and development costs. Software development costs incurred
subsequent to the establishment of technological feasibility of a computer
software product to be sold and prior to general release of that product are
capitalized. Amounts capitalized are amortized commencing after general release

11
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of that product over the estimated remaining economic life of that product,
generally three years, or using the ratio of current revenues to current and
anticipated revenues from such product, whichever provides greater amortization.
If the technological feasibility for a particular project is judged not to have
been met or recoverability of amounts capitalized is in doubt, project costs are
expensed as research and development or charged to cost of goods sold, as
applicable. The accounting estimate related to software development costs is
considered a "critical accounting estimate" because judgment is exercised in
determining whether project costs are expensed as research and development or
capitalized as an asset. Such judgments may materially affect expense amounts
for any period. Judgment is exercised within the parameters of GAAP in
determining when technological feasibility has been met and recoverability of
software development costs is reasonably assured.

Valuation of Inventories: Inventories are stated at the lower of cost or market,
using the first-in, first-out method. Inventory includes purchased parts and
components, work in process and finished goods. Provisions for excess, obsolete
or slow moving inventory are recorded after periodic evaluation of historical
sales, current economic trends, forecasted sales, estimated product lifecycles
and estimated inventory levels. Purchasing practices, electronic component
obsolescence, accuracy of sales and production forecasts, introduction of new
products, product lifecycles, product support and foreign regulations governing
hazardous materials (see LIQUIDITY AND CAPITAL RESOURCES for further information
on foreign regulations) are the factors that contribute to inventory valuation
risks. Exposure to inventory valuation risks is managed by maintaining safety
stocks, minimum purchase lots, managing product end-of-life issues brought on by
aging components or new product introductions, and by utilizing certain
inventory minimization strategies such as vendor-managed inventories. The
accounting estimate related to valuation of inventories is considered a
"critical accounting estimate" because it is susceptible to changes from
period-to-period due to the requirement for management to make estimates
relative to each of the underlying factors ranging from purchasing, to sales, to
production, to after-sale support. If actual demand, market conditions or
product lifecycles are adversely different from those estimated, inventory
adjustments to lower market values would result in a reduction to the carrying
value of inventory, an increase in inventory write-offs and a decrease to gross
margins.

Income Taxes: Income taxes are accounted for using the asset and liability
approach which requires recognition of deferred tax liabilities and assets for
the expected future tax consequences of the temporary differences between the
carrying amounts and the tax basis of such assets and liabilities. A valuation
allowance is recorded to reduce deferred tax assets to the amount that is more
likely than not to be realized. The accounting estimate related to income taxes
is considered a "critical accounting estimate" because judgment is exercised in
estimating future taxable income, including prudent and feasible tax planning
strategies, and in assessing the need for any valuation allowance. If it should
be determined that all or part of a net deferred tax asset is not able to be
realized in the future, an adjustment to the deferred tax asset would be charged
to income in the period such determination was made. Likewise, in the event that
it should be determined that all or part of a deferred tax asset in the future
is in excess of the net recorded amount, an adjustment to the deferred tax asset
would increase income in the period such determination was made.

Product Warranty: Warranty obligations are incurred in connection with the sale
of certain products. The warranty period for these products is generally one
year. The costs incurred to provide for these warranty obligations are estimated
and recorded as an accrued liability at the time of sale. Future warranty costs
are estimated based on historical performance rates and related costs to repair
given products. The accounting estimate related to product warranty is
considered a "critical accounting estimate" because judgment is exercised in
determining future estimated warranty costs. Should actual performance rates or

12
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repair costs differ from estimates, revisions to the estimated warranty
liability would be required.

Carrying Value of Goodwill: Tests for impairments of goodwill are conducted
annually, at year end, or more frequently if circumstances indicate that the
asset might be impaired. The accounting estimate related to impairment of
goodwill is considered a "critical accounting estimate" because these impairment
tests include estimates of future cash flows that are dependent upon subjective
assumptions regarding future operating results including growth rates, discount
rates, capital requirements and other factors that impact the estimated fair
value. An impairment loss is recognized to the extent that the goodwill's
carrying amount exceeds its fair value.

Stock-Based Compensation: Stock options are granted to purchase our common
stock. Under the provisions of SFAS No. 123 (R), stock compensation expense is
recorded based upon the fair value of the stock option at the date of grant. The
accounting estimate related to stock-based compensation is considered a
"critical accounting estimate" because estimates are made in calculating
compensation expense including: expected option lives, forfeiture rates and
expected volatility. Expected option lives are estimated using vesting terms and
contractual lives. Expected forfeiture rates and volatility are calculated using
historical information. Actual option lives and forfeiture rates may be
different from estimates and may result in potential future adjustments which
would impact the amount of stock based compensation expense recorded in a
particular period.

Restructuring Costs: Restructuring costs, which primarily consist of
employee-related severance benefits, are estimated and recorded pro-rata over
the period of each planned restructuring activity. The accounting estimate
related to restructuring costs is considered a "critical accounting estimate"
because estimates are made in calculating the amount of employee-related
severance benefits that will ultimately be paid in future periods. Actual
amounts paid for employee-related severance benefits can vary from these
estimates depending upon the number of employees actually receiving severance
payments.

Overview

The following contains forward-looking statements within the meaning of the
Securities Act of 1933 and Securities Exchange Act of 1934 and these
forward-looking statements are subject to the safe harbor provisions of the
Private Securities Litigation Reform Act of 1995.

The Company 1is a leading developer of communications platforms and systems for
the communications market. We target three vertical markets: telecommunications,
defense and homeland security, and commercial. Of the three vertical markets
served, telecommunications is the largest and represents approximately 80% of
our business. An approximate breakdown of the telecommunications applications
that utilize our products is as follows: Voice-over-IP (VoIP) represents 40%,
wireless infrastructure represents 40%, and the remaining 20% is spread across
IP multimedia systems and other applications.

Our products are marketed through a direct worldwide sales force under a variety
of brand names including IPnexus (TM), SEGway (TM), NexusWare (TM) and Advanced
Managed Platforms. These products are based on open standards and are sold as
fully integrated, purpose built, application ready platforms, or as individual
blade components for the embedded communications marketplace. When sold as
platforms, known as our Advanced Managed Platform products, our customers can
quickly move to the enhanced value steps of their products while realizing
distinct cost advantages, increased overall system reliability and performance,
and improved time-to-market. Since its introduction in 2003, our Advanced
Managed Platform product line has realized more than 32 new design wins. If
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successfully implemented by our customers, each is expected to generate greater
than $0.5 million of annualized revenue when reaching production volumes. In
addition, we have realized more than 34 new design wins for components solutions
in this same time period. Design wins are subject to risks and uncertainties and
therefore not all design wins are expected to result in production orders.

A company-wide transformation began in early 2006 which will establish the
foundation upon which the Company can reach its aggressive growth goals. This
transformation will move the Company from its traditional engineering and
technology focus to a new emphasis on sales and marketing.

We believe the key elements of this plan are focusing on Tier 1 customers and
increasing the number of sales people calling on customers. We believe the
company has the products and technologies to support much higher revenue levels.
By focusing our sales efforts on Tier 1 customers, we should be able to
replicate the sales successes we have with our largest customers. In addition,
almost all of the targeted Tier 1 suppliers to the telecommunications market are
currently our customers, so we believe we have the basis on which to increase
our sales.

In the current period, which is showing no growth, we recognize the need to
balance investments in sales and marketing, with expense reductions in other
areas of the business. Several actions have been instituted on both sides of
this equation, with more actions to be taken.

Since the beginning of the year, we hired several new sales and marketing
professionals to bolster our sales organization. A number of the new sales
people hired will exclusively sell our signaling products, which have our
highest margins and was our fastest growing product line in 2005. At the same
time, a number of expense reductions have been initiated including the closing
of the Norwood engineering facility. Restructuring costs totaled $.4 million in
the first quarter 2006. Since the closing of the Norwood facility began in the
first quarter 2006, only part of the expense savings was realized during the
first quarter. Savings from these actions are expected to be realized in the
third quarter 2006 since closure of that operation is expected to be completed
in the second quarter. Restructuring costs in the second quarter 2006 are
expected to be in the range of $.3 million to $.6 million. In addition, we are
focusing on obtaining greater savings in our manufacturing and supply chain
operations through sourcing opportunities in China.

The Company's wireless infrastructure business is reliant upon carrier spending
to upgrade networks to next-generation equipment. During the first quarter 2006,
telecommunications carriers and equipment suppliers experienced a wave of merger
announcements, notably the AT&T-BellSouth merger and the Alcatel-Lucent merger.
Furthermore, investments by U.S. wireless carriers in third generation mobile
networks were selective, rather than broadly-based, during the first quarter and
some network carriers trimmed their capital budgets. These industry conditions
resulted in lower than expected sales of our products in the first quarter of
2006, compared to the first quarter of 2005. We are currently evaluating the
long term impact of these events on the Company's operations.

Strategy

The Company has a history of successfully adapting its products and services to
a constantly changing technology-driven marketplace. This adaptation has been
demonstrated through the course of several business cycles that have occurred
since its founding in 1981.

Through acquisitions and internal investments since 2002, we believe the Company
has moved from a position of addressing approximately 20% of the available
market, to a position currently of addressing over 60% of the available market
served.
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Beginning in 2003, a new product strategy was adopted. This strategy
repositioned the Company to deliver fully managed, system-level platform
solutions to the embedded communications marketplace. This line of platform
solutions specifically addresses equipment manufacturers' requirements for an
increased level of system integration and services from suppliers, thus allowing
them to focus on their value-added stages of product development, which in most
cases 1is application software. Our strategy also enables our customers to
replace proprietary or legacy platforms with the latest generation of fully
managed system functionality.

Our goal is to drive sustained and profitable revenue growth. We expect to
achieve this objective through a combination of organic growth and acquisitions.
A company-wide transformation began in early 2006 which will establish the
foundation upon which we expect to reach our aggressive growth goals. This
transformation will move our Company from our traditional engineering and
technology focus, to a new emphasis on sales and marketing. We are highly
focused on these objectives.

There are identifiable risks associated with carrying out our growth strategy in
the current uncertain economic climate. Many of our end markets are forecasted
to show only modest growth in the near term. In order to realize growth in this
environment, we will have to gain market share from our competitors, many of
which are larger, more established companies with greater resources than ours.
We believe that our strategy to increase our emphasis on sales and marketing
while continuing to invest in new product development will enable us to compete
in this economic environment.

Financial Information

Revenue:
Revenue in the first quarter 2006 amounted to $12.2 million, compared to $13.2
million in the corresponding quarter a year earlier.

FEarnings:

Net income for the first quarter 2006 totaled $.5 million, or $.04 per diluted
share based on 13.3 million shares outstanding and included restructuring
charges of $.4 million, or $.02 per diluted share, primarily related to the
closing of our