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Auditors’ Report

To the Shareholders of
IPICO Inc.

We have audited the consolidated balance she#3@0D Inc. as at December 31, 2009 and 2008 and
the consolidated statements of operations and admepsive income, shareholders’ equity and cashsflow
for each of the years in the two year period eridecember 31, 2009. These consolidated financial
statements are the responsibility of the Compamgaagement. Our responsibility is to express an
opinion on these financial statements based owdits.

We conducted our audits in accordance with Canagbaerally accepted auditing standards. Those
standards require that we plan and perform an &uadibtain reasonable assurance whether the
consolidated financial statements are free of naterisstatement. An audit includes examining, dash
basis, evidence supporting the amounts and diselesu the consolidated financial statements. Aditau
also includes assessing the accounting princied and significant estimates made by managengnt, a
well as evaluating the overall financial statemaeisentation.

In our opinion, these consolidated financial staets present fairly, in all material respects,fthencial
position of the Company as at December 31, 2002808 and the results of its operations and itk cas

flows for each of the years in the two year peeaded December 31, 2009 in accordance with Canadian
generally accepted accounting principles.

%WW&@@M LLP

Chartered Accountants, Licensed Public Accountants

PricewaterhouseCoopers refers to the CanadiarofifticewaterhouseCoopers LLP and the other mefiroes of PricewaterhouseCoopers International Leahjt
each of which is a separate and independent legia.e
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IPICO Inc

Consolidated Balance Sheets

December 31,

December 31,

2009 2008

Assets:
Current assets

Cash and cash equivalents $ 1,873,268 $ 48715

Accounts receivable 1,073,501 725,968

Other receivables 21,635 126,571

Inventories (note 5) 1,893,008 3,235,670

Prepaid expense 178,023 198,032
Total current assets 5,039,435 8,657,798
Capital assets (note 6) 147,709 271,104
Intangibles (note 7) 6,952,491 8,085,089
Total assets $ 12,139,635 $ 17,013,991
Liabilities and shareholders’ equity:
Current liabilities :

Accounts payable and accrued liabilities $ 18921 $ 1,352,108

Deferred revenue 124,572 480,338
Total current liabilities 2,016,721 1,832,446
Future tax liability (note 14) 416,585 483,225
Convertible debentures (note 9) 2,330,763 -
Preferred shares (note 10) 6,168,233 5,799,412
Total liabilities 10,932,302 8,115,083
Shareholders’ equity:
Convertible debentures (note 9) 625,676 -
Exchangeable shares of IPICO South Africa (note 13) - 2,309,106
Contributed surplus 3,405,882 2,064,301
Share capital (note 13) 43,486,934 41,177,828
Deficit (46,311,159) (36,652,327)
Total shareholders’ equity 1,207,333 8,898,908
Total liabilities and shareholders’ equity $ 12,139,635 $ 17,013,991

Going Concern (note 1)
Commitments (note 11)

See accompanying Notes to Consolidated Financié®ents

Approved by the Board of Directors:

(signed) “John Gillies”

Director

(signed) “Gordon Westwater”

Director
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IPICO Inc

Consolidated Statement of Operations and Compreheng Income

December 31,

December 31,

2009 2008
Revenue $ 6,967,626 $ 3,885,341
Cost of revenue 4,642,158 2,374,004
Gross margin 2,325,468 1,511,337
Operating expenses
Development 2,196,565 2,922,902
Sales and marketing 3,390,905 3,422,999
General and administrative 4,094,957 4,217,615
Foreign exchange (gain) loss 200,476 (218,429)
Depreciation (note 6) 83,427 94,247
Amortization of intangibles (note 7) 1,132,598 ,336,080
Accounts receivable impairment (note 4) - 600,70
Impairment of intangible (note 7) - 1,861,830
Impairment of goodwill (note 8) - 5,307,098
Loss (gain) on disposal of capital assets 60,224 (5,052)
Total operating expenses 11,159,152 19,548,990
Loss from operations (8,833,684) (18,037,653)
Finance cost, net (note 16) 891,788 287,997
Loss before the provision for income taxes (9,725,472) (18,325,650)
Income taxes recovered (note 14) (66,640) (69,64

Net loss and Comprehensive loss

$ (9,658,832)

$(18,259,010)

Loss per Share — Basic and diluted
Weighted average shares outstanding — Basic anigdil

See accompanying Notes to Consolidated Financié®ents

$ (0.18)
54,905,147

$ 5003
52,353,036
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IPICO Inc

Consolidated Statement of Cash Flows

Cash provided by (used for):
OPERATIONS

Loss for the year

Items not affecting cash

December 31,
2009

December 31,
2008

$ (9,658,832)

$(18,259,010)

Depreciation 83,427 94,247

Interest on preferred shares 368,821 339,803

Interest on convertible debentures 278,844 a4,7

Amortization of intangibles 1,132,598 1,336,080

Impairment of goodwiill - 5,307,098

Impairment of intangibles - 1,861,830

Impairment of accounts receivable - 609,700

Stock-based compensation 386,304 413,708

Stock-based compensation — trust 313,960 -

Future income tax recovery (66,640) (66,640)

Loss (gain) on disposal of capital assets 60,224 (5,052)
Changes in non cash operating working capital (note 17) 1,304,349 (1,230,920)
Cash used for operating activities (5,796,945) (9,544,394)
INVESTING
Purchase of capital assets (20,256) (96,283)
Cash used for investing activities (20,256) (96,283)
FINANCING
Issuance of common shares and warrants - 5,589,30
Warrant exercise - 448,375
Issuance of convertible debentures (note 9) 30800, -
Issuance cost of convertible debentures

— equity portion (note 9) (181,088) -
Repayment of share purchase loan (note 15) - 060,0
Cash provided by financing activities 3,318,912 6,097,684
Decrease in cash (2,498,289) (3,542,993)
Cash and cash equivalents,

beginning of year 4,371,557 7,914,550
Cash and cash equivalents, end of year $ 1,873,268 $ 4,371,557
Supplementary disclosure of cash flow information:

Interest paid $ - $ 101,260

Income taxes paid $ - $ -
Components of cash and cash equivalents:

Cash $ 1,873,268 $ 4,371,557

See accompanying Notes to Consolidated Financié®ents
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IPICO Inc
Consolidated Statement of Shareholders’ Equity

Exchangeable

Shares of
Convertible IPICO South Contributed
Debentures Africa Warrants Stock Options ~ Surplus IPICO Common Shares Deficit Total
$ $ Quantity Quantity $ Quantity $ $ $

Balances at December 31, 2007 435,950 2,873,910 ,572842 2,815,000 944,518 41,851,561 29,563,352(18,393,317) 15,424,413
Stock options issued, compensation charge 100e5, 413,708 413,708
Stock options forfeited (513,335) -
Conversion of exchangeable shares into common
shares (564,804) 564,804 564,804 -
Conversion of convertible debentures into
common shares (435,950) 6,962,024 5,658,064 5,222,114
Common shares issued 5,212,633 4,832,255 832455
Warrants issued 5,212,633 757,053 757,053
Warrants exercised (527,500) (30,010) 527,500 478,385 448,375
Expiry of common share warrants (5,396,707) -
Expiry of broker warrants (347,835) -
Expiry of convertible debenture warrants (1,680)0 -
Repayment of share purchase loan (note 15) 963D 80,968 60,000
Net loss (18,259,010)  (18,259,010)
Balances at December 31, 2008 - 2,309,106 10,882,6 3,426,665 2,064,301 55,118,522 41,177,828 36,662,327) 8,898,908
Stock options issued, compensation charge 10060, 386,304 386,304
Stock options forfeited (527,501) -
Conversion of exchangeable shares into common
shares (2,309,106) 2,309,106 2,309,106 -
Shares returned to treasury (note 13) (1,839,4 -
Convertible debenture warrants issued (note 9) , 3514000 641,317 641,317
Conversion option on the convertible debentures
(note 9) 625,676 625,676
Expiry of common share warrants (5,000,000) -
Expiry of service warrants (650,000) -
Stock based compensation — Trust (note 13) ,9803 313,960
Net loss (9,658,832) (9,658,832)
Balances at December 31, 2009 625,676 19,562,6334,649,164 3,405,882 55,571,165 43,486,934 (46139) 1,207,333

See accompanying Notes to Consolidated Financd®ents
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IPICO Inc.
Notes to Consolidated Financial Statements
For the years ended December 31, 2009 and 2008

1.

GOING CONCERN

These financial statements have been prepared sampdian generally accepted accounting
principles applicable to a going concern, whichtemplates the realization of assets and settlement
of liabilities in the normal course of businesgtesy come due.

During the year ended December 31, 2009, the Coynjpanirred a net loss of $9,658,832 (2008 -
$10,480,382 prior to the $7,168,928 non cash impait of goodwill and intangibles, and the
$609,700 impairment in accounts receivable) and essh from operations of $5,796,945 (2008 -
$9,544,394). To date, the Company has relied piiynapon the proceeds from private placements
and public offerings of its common shares to futsdoperations. The Company anticipates that it
will require additional funding based on currerdngd and assumptions relating to its operations and
current cash resources may be depleted late irsehend quarter. The Company is pursuing
remedial funding which could include incurring dedtd/or issuing additional equity securities,
which could result in substantial dilution to ekigt shareholders. However, there can be no
assurance that the Company’s plans will be suageasfl that additional funding will be available
or, if available, that it will be available on aptable terms.

These circumstances lend significant doubt asedatiility of the Company to meet its obligations
as they come due and, accordingly, the appropeaterof the use of accounting principles
applicable to a going concern.

The Company's ability to continue as a going camasr dependent upon its ability to raise
additional funding to support its product developingrograms and to grow its business to generate
positive cash flows from operations. These findmstiatements do not reflect the adjustments to the
carrying values of assets and liabilities and #y@orted expenses and balance sheet classifications
that would be necessary if the Company were unahblealize its assets and settle its liabilitiegas
going concern in the normal course of operationsh&djustments could be material.

SIGNIFICANT ACCOUNTING POLICIES

Basis of consolidation

These consolidated financial statements have besgaped in accordance with Canadian generally
accepted accounting principles and include the wdsoof IPICO Inc. (“the Company”) and its
wholly owned subsidiaries. All intercompany bales@and transactions have been eliminated.

Use of estimates

The preparation of financial statements in accardanith Canadian generally accepted principles
requires management to make estimates, judgmendtsassumptions, which are evaluated on an
ongoing basis, that affect the amounts reportetthenfinancial statements. On an on-going basis,
the Company evaluates its estimates including thelaged to revenues, bad debts, intangible assets,
stock-based compensation expense and income taxksamtingencies. Management bases its
estimates on historical experience and on varitlusr@ssumptions that it believes are reasonable at
that time, the results of which form the basis rizaking judgments about the carrying values of
assets and liabilities that are not readily apparem other sources. Actual results may diffemfr
those estimates.

The intangible asset impairment analyses desciibéibte 7 required management to make certain

judgments and estimates including but not limited future expected sales and general market
conditions. These judgments and estimates whiehsabjective and uncertain may change over
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IPICO Inc.

Notes to Consolidated Financial Statements
For the years ended December 31, 2009 and 2008

time. As a result an additional impairment chaigéntangibles may be required in the future and
may have a material effect on the Company’s codat#d financial statements.

Cash and cash equivalents

Cash and cash equivalents includes cash on halahclea with banks and short term investments
with original maturities of three months or lesieh are held for the purpose of meeting short-term
cash commitments. Cash and cash equivalentsassif@d as held for trading. These instruments
are accounted for at fair value with the changthifair value recognized in net income during the
year.

Accounts receivable

Accounts receivable are recognized initially at faalue and subsequently measured at amortized
cost using the effective interest method, less iprow for impairment. A provision for impairment
of trade receivables is established when therdjisctive evidence that the Company will not be
able to collect all amounts due according to thigimal terms of the receivable. Significant
financial difficulties of the debtor, probabilithat the debtor will enter bankruptcy or financial
reorganization, and default or delinquency in payirienore than 90 days overdue) are considered
indicators that the trade receivable may be impairéhe amount of the provision is the difference
between the assets carrying amount and the presdme of the estimated future cash flows,
discounted at the original effective interest rafée carrying amount of the asset is reduced girou
the use of an allowance account, and the amoutiteofoss is recognized in the income statement
within ‘general and administrative’ expenses. Whemade receivable is uncollectible, it is written
off against the allowance account for trade reddesm Subsequent recoveries of amounts
previously written off are credited against ‘getesmad administrative’ expenses in the income
statement.

Capital assets

Capital assets are recorded at cost and are daetg@an a declining basis over the estimated useful
lives of the related assets. Gains and lossesset disposals are taken into income in the year of
disposition. The following represents the estirdatseful lives of capital assets:

Computer equipment and software 30% decliningrid

Furniture and equipment 20% declining balance
Demonstration equipment 30% declining balance
Tradeshow equipment 30% declining balance
Leasehold improvements 30% declining balance

I ntangibles with finite useful lives

The Company'’s intangibles represent acquired tdolggapatents) and licenses. These assets are
considered to have a finite useful life and are@@mortized over 10 year periods on a straigle-lin
basis.

Impairment of long lived assets

The Company reviews long-lived assets for impaitmémenever events and circumstances indicate
that the carrying amount may not be recoverabfethd total of the expected undiscounted cash
flows is less than the carrying amount of the ass&iss is recognized for the excess of the azgryi
amount over the fair value of the asset.

Inventory

Inventory is stated at the lower of cost or netizable value, cost being determined by the finst-i

first-out (“FIFO”) method. Net realizable valuetl®e estimated selling price in the ordinary course

of business less the estimated costs of complatidrthe estimated costs for sale and distribution.
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IPICO Inc.

Notes to Consolidated Financial Statements
For the years ended December 31, 2009 and 2008

Accounts payable and accrued liabilities
Accounts payable are recognized initially at faatue and subsequently measured at amortized cost
using the effective interest method.

Research and devel opment

Research costs are expensed as incurred. Devealbposts are expensed as incurred unless they
meet the criteria under Canadian generally acceptetbunting principles for deferral and
amortization.

Revenue recognition

Revenue is recognized when the risk of ownershighef product has been transferred to the
customer, which is generally upon shipment, theuvadf the goods has been established and
accepted by the customer in the form of an arraegémnd collectability is reasonably assured. A
provision for expected warranty costs is providetha time of shipment.

Foreign currency translation

All foreign operating subsidiaries are consideretkegrated in that they are financially and
operationally dependent on the parent. Accordinghe temporal method of foreign currency
translation is followed whereby monetary assetslatilities are translated into Canadian dollars a
the balance sheet date rate of exchange and noaetamgrassets and liabilities are translated at
historical rates. Revenues and expenses aredtedslt average monthly rates. Gains and losses on
translation are included in the consolidated statgrof operations.

Debt issuance costs
Transaction costs related to the issuance of dedituments are recorded as a charge to the
statement of operations in the period in which thege.

Income taxes

The Company uses the liability method of incomeatocation. Under this method, future income

tax assets and liabilities are determined basetherdifferences between the financial accounting
and tax bases of assets and liabilities, and aesuned using the substantively enacted tax ratgs an
laws that are anticipated to be in effect whendifferences are expected to reverse.

Sock-based compensation

The Company recognizes compensation expense fok stptions granted in the consolidated

statements of operations using the fair value bassitiod of accounting for all options issued. Any
cash paid by employees, officers and directors hen exercise of stock options along with the

accumulated stock-based compensation recognizeddate are credited to share capital.

Consideration paid on the exercise of stock optmmissuance of stock together with compensation
expense recorded through contributed surplusgeidited to share capital.

Loss per share

Basic loss per share is computed by dividing the logs by the weighted average number of
common shares and common shares equivalents alitgjadturing the year. Diluted loss per share
represents the potential dilution of securities duding other common stock equivalents to the
weighted average number of common shares outs@ndiming the year, if dilutive, and is
calculated using the treasury stock method.

Impact of recently issued accounting pronouncements

In January 2009, the CICA issued Section 1582, ilags Combinations, replacing Section 1581,

Business Combinations. This section establishessthadards for the accounting for business

combinations, and states that all assets anditiabibf an acquired business will be recordedat f
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IPICO Inc.

Notes to Consolidated Financial Statements
For the years ended December 31, 2009 and 2008

value at the acquisition date. The standard alesthat acquisition-related costs will be expénse

as incurred and that restructuring charges wilekigensed in the periods after the acquisition date.
This new Section will be applicable to financiahtsiments relating to fiscal years beginning on or
after January 1, 2011. Earlier adoption is permitithe Company is currently assessing the future
impact of this new standard on its financial stasts.

In January 2009, the CICA issued Section 1601, Qafeted Financial Statements, which replaces
the existing standard. This section establishesstaedards for preparing consolidated financial
statements and is effective for fiscal years bagmon or after January 1, 2011. Earlier adopt®n i
permitted. The Company is currently assessinguhed impact of this new standard on its financial
statements.

In December 2009, the CICA issued EIC 175, Multipdeliverable Revenue Arrangements,
replacing EIC 142, Revenue Arrangements with Mldtipeliverables. This abstract was amended
to: (1) provide updated guidance on whether mutibtliverables exist, how the deliverables in an
arrangement should be separated, and the consiceadiocated; (2) require, in situations where a
vendor does not have vendor-specific objective enig (“VSOE") or third-party evidence of
selling price, that the entity allocate revenueaim arrangement using estimated selling prices of
deliverables; (3) eliminate the use of the residuathod and require an entity to allocate revenue
using the relative selling price method; and (49uiee expanded qualitative and quantitative
disclosures regarding significant judgments madapiplying this guidance. The accounting changes
summarized in EIC 175 are effective for fiscal yeheginning on or after January 1, 2011, with
early adoption permitted on either a prospectiv@sar by retrospective application. If the Abstrac
is adopted early, in a reporting period that isthetfirst reporting period in the entity’s fisgadar,

it must be applied retroactively from the beginnofghe Company’s fiscal period of adoption. The
Company is currently assessing the future impad¢hefe amendments on its financial statements
and has not yet determined the timing and methaots efdoption.

3. CHANGE IN ACCOUNTING POLICIES

On January 1, 2009 the Company adopted the new Gi@Adbook Section 3064 Goodwill and
Intangible Assets. The new section establishesdatds for the recognition, measurement,
presentation and disclosure of goodwill and inthlegassets subsequent to their initial recognition.
Standards concerning goodwill are unchanged. Thetamh of this new standard had no impact on
the Company’s financial statements.

4. BUSINESS COMBINATIONS

On November 19, 2008, the Company acquired a 70&¢eist in the assets of Mercury Sports
Group, Inc. (branded “IPICO Sports”), the excluswistributor of IPICO’s sports timekeeping
technology in satisfaction of an account receivditden Mercury Sports Group, Inc. In accordance
with CICA Handbook Section 1581, the acquisitiors lieeen accounted for under the purchase
method as a business combination. Mercury Spadedin Peoria, lllinois is the Company’s global
distributor of IPICO’s Radio Frequency Identifiaati (“RFID”) sports timekeeping solutions.

As this transaction provided evidence surroundimggdollectability of amounts that had been owing

to the Company from past transactions with Mercspprts Group, Inc., the Company recorded a
$609,700 non-cash impairment of its accounts ret¥évbalance in the third quarter of 2008.
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IPICO Inc.

Notes to Consolidated Financial Statements
For the years ended December 31, 2009 and 2008

This brought the carrying value of the Company’scamts receivable from Mercury Sports to the
estimated fair value of the assets acquired asvisl|

Cash $ 166,900
Accounts receivable 417,900
Inventory 773,600
Fixed assets 34,800
Accounts payable and accrued liabilities (309,900)

$ 1,083,300

The Company assigned no value to the minority é@steas Mercury Sports has accumulated losses

to date and has consolidated the results of opesatf Mercury Sports since the date of acquisition

5. INVENTORIES

2009 2008
Raw materials $ 1,188,512 $ 1,354,623
Finished goods 704,496 1,881,047

$ 1,893,008 $ 3,235,670

The amount of inventory recognized and includeddst of standard product sales during the year
ended December 31, 2009 was $3,616,468 (2008 6%888). The amount charged to net income

and included in the cost of standard product stdeghe write-down of inventory for valuation

issues during the year ended December 31, 200$226562 (2008 - $185,144). There have been

no reversals of previous write-downs during theryea

6. CAPITAL ASSETS

December 31, 2009 December 31, 2008
Cost Accumulated Net book Cost Accumulated Netkboo
Amortization value Amortization value

Furniture and equipment $ 49,341 $ 25478 $ 28,86%$ 82,959 $ 35431 $ 47,528
Computer equipment

and software 224,317 110,011 114,306 224,767 76,098 148,669
Demonstration equipment - - - 149,241 87,262 , 954
Tradeshow equipment 12,253 7,774 4,479 12,253 6,184 6,069
Leasehold Improvements 9,060 3,999 5,061 9,060 ,2022 6,858

$294,971 $ 147,262 $ 147,709 $ 478,280 $ 207,17 271,104

7. INTANGIBLES

The Company’s intangibles represent acquired tdolggapatents) and licenses. These assets are

considered to have a finite useful life and are@eimortized over 10 year periods on a straiglet-lin
basis.

CICA Handbook Section 3063, Impairment of Long-ldvssets, requires the Company to evaluate
its long-lived assets for impairment when eventscloanges in circumstances indicate that the
carrying amount of an asset may not be recover&geoverability of these assets is measured by
comparison of the carrying amounts to the fututemeged undiscounted cash flows expected to be
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IPICO Inc.

Notes to Consolidated Financial Statements
For the years ended December 31, 2009 and 2008

derived from these assets. If these future casisflare less than the carrying amount of the asset,
then the carrying amount of the asset is writtenrdt its fair value, based on the related estichate
discounted future cash flows. During the year drnidecember 31, 2008, the Company determined
that the business climate had changed and thatchatiges may impact the Company’s ability to
generate revenues, such that the carrying valtieeo€ompany’s intangible assets may not be fully
recoverable. Accordingly, the Company recorded a-cash impairment charge in the amount of
$1,861,830 for the year ended December 31, 2008ciegl the recorded value of its patented
technology to its fair value. The fair value oétpbatented technology was estimated through the use
of a discounted cash flow model whose underlyirguagptions were management’s best estimate
given external and internal information relatedhe adoption and growth of the Company’s RFID
products. There were no such impairments for tlae gaded December 31, 2009.

December 31, 2009 December 31, 2008
Cost Accumulated Net book Cost Accumulated Netkboo
Amortizatior{l) value Amortizatio(d) value
Patented Technology $11,238,172 $4,601,069 $6,637,%$11,238,172 $3,539,613 $7,689,559
Licenses 500,000 187,500 312,500 500,000 137,500 2,566
Right to Technology 115,322 115,322 - 115,322 93,18 21,142
Incorporation costs 2,888 - 2,888 2,888 - 2,888

$11,856,382 $4,903,891 $6,952,491 $11,856,382774%93 $ 8,085,089
(1) Including impairment charges

8. GOODWILL

During the year ended December 31, 2008, the Coygpamarket capitalization decreased below
the carrying value of the Company’s net assetslam€ompany concluded this to be an indicator of
goodwill impairment and, accordingly, moved to thext step in assessing impairment and
determined that the fair value of the Company ditisupport the carrying amount of goodwill. As
a result, the Company recorded a non-cash impatratemge of $5,307,098 writing off the carrying
value of goodwill.

9. CONVERTIBLE DEBENTURES

On February 26, 2008, immediately prior to the iclgof the public offering described in note 13
the $5,500,000 of outstanding convertible securetledtures were converted into 6,962,024
common shares.

On September 11, 2009, the Company completed drakered private placement of convertible
secured debentures (the “debentures”) for grossepds of $3,500,000. Each purchaser of
debentures received on closing a commitment fe@@together with four warrants for each dollar
of principal purchased. The debentures are sedyredgeneral security agreement over assets, bear
interest at a rate of 12% per annum, payable upatunity or earlier repayment, mature on the
second anniversary of closing, and are converéibtée option of the holder into common shares of
IPICO at a price of $0.25 per share. Each warratitles the holder to purchase one common share
of IPICO for a period of 24 months from closingagprice of $0.25 per share. In addition, a further
350,000 common share warrants with the same terens issued to the sole holder of the Class A
Preferred Shares of IPICO in consideration of @er@oncessions granted in support of the
placement. The Company incurred debenture issuensts of $437,688 of which $256,600 has
been expensed in the year as per company polityfAhe securities issued in connection with the
placement are restricted from resale for a periotbor months and one day from closing. The
debentures include various clauses which resthiet dctivities of the Company in some cases.
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IPICO Inc.

Notes to Consolidated Financial Statements
For the years ended December 31, 2009 and 2008

10.

11.

Accordingly, management has included the debentasgxart of its managed capital, and will adjust
its management of capital process to reflect thesictions.

As the convertible debentures include featuresotifi lebt and equity, the Company allocated the
total proceeds from the convertible debentures @eportion of the issuance costs) based upon the
relative fair values of each component of the coiile debenture. The fair value of the debt was
estimated by discounting the cash flows due unHerdonvertible debenture by the fair value
interest rate for a similar debt instrument withtihé conversion feature. Having recognized the debt
initially at fair value, it is subsequently measiiia amortized cost using the effective interest ra
method. Interest is recorded as finance cost énincome statement. The Company valued the
conversion option and the warrants issued with ¢bisvertible debenture on the date of issuance
using the Black-Scholes Option Pricing Model anddasaupon the following assumptions: risk free
rate of 1.2%, expected life of 24 months, expeetaditility of 66% and expected dividends of nil.
The amount allocated to the conversion option 85876 net of issuance costs and the amount
allocated to the warrants is $641,317 net of isse@osts.

PREFERRED SHARES

The Class A Preferred shares have a fixed cumelatividend per share at the rate of 5% per
annum. The Preferred Shares have been classifiadfiaancial liability in accordance with EIC-
149. As the preferred shares are being accounteaisfdebt, interest expense is recorded in respect
of the cumulative dividend. During the year $2%5,42008 - $279,920) has been added to the
value of the preferred shares in respect of thigldnd.

Each Preferred Share entitles the holder thereahtvote at all meetings of shareholders. Each
Preferred Share is convertible at any time at thgoo of the holder without the payment of
additional consideration by the holder thereof iatee common share (subject to adjustment). The
Company may at any time after March 30, 2008 redgenPreferred Shares in whole or part on
payment, for each Preferred Share, of $1.00 plysdaridends accrued but not yet paid thereon.
Each holder of Preferred Shares is entitled toireghe Company to redeem, at a time on or after
March 30, 2014 any or all of its Preferred Shames$fl.00 per Preferred Share redeemed plus any
dividends accrued but not yet paid thereon. ThdeRexl Shares have other preferential rights
relative to other classes of shares of the Compiagyuiding the right to repayment of the stated
capital thereof and all accrued and unpaid dividetigbreon upon dissolution or winding-up in
priority to any distribution to the holders of commshares. The holders of Preferred Shares also
have certain approval rights over debt financinggppsed by the Company, and pre-emptive rights
upon the issuance of common shares by the Company.

COMMITMENTS

Operating leases
Future minimum lease payments under non-canceltgi@eating leases for premises and equipment
at December 31, 2009 are as follows:

2010 $ 175,628
2011 5,315
2012 2,774
2013 2,196
Thereafter -
Total minimum lease payments $ 185,913
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12.

13.

CAPITAL MANAGEMENT

The Company considers its capital to include tlieviong:

2009 2008
Convertible debentures $ 2,330,763 $ -
Preferred shares 6,168,233 5,799,412
Exchangeable shares - 2,309,106
Contributed surplus 3,405,882 2,064,301
Share capital 43,486,934 41,177,828

$ 55,391,812 $ 51,350,647

The Company manages its capital structure in a@ensure sufficient resources are available to
meet day to day operating requirements, to medtatgiyations and to allow it to enhance existing

product offerings as well as develop new ones artthve the financial ability to expand the size of
its operations in support of its growth strate¢yy.managing its capital structure, the Companygake

into consideration various factors, including tlomditions of the markets in which it operates, the
growth of its business and related infrastructune the upfront cost of growing its customer base.

Although, the Company is not subject to any extéynaposed capital requirements, the Company
is subject to various clauses in its convertiblbefteure and preferred shares financial instruments
which restrict the activities of the Company in ooases. The Company is also subject to certain
covenants on its convertible debentures and thep@oynis in compliance with those covenants.

The Company’s Board of Directors takes full resjiitis/ for managing the Company’s capital and
does so through quarterly board meetings, reviewsfimancial information and regular
communication with officers and senior managemklgthods used by the Company to manage its
capital include the issuance of new share capitdlralated warrants which has been done through
both private placements and public offerings otdexmon shares along with debt financing.

SHARE CAPITAL

Authorized

Unlimited number of common shares, voting
Unlimited number of 5% cumulative redeemable cotilvier Class A preferred shares, voting

Common shares

At December 31, 2008, the common shares issuedded| 3,249,000 common shares held by a
trust set up by the Company to provide incentiveskéy employees. During the year ended
December 31, 2009, 1,207,537 shares were releasedthe trust and the Company recorded a
stock based compensation expense in the amour®1&f$60 (2008 - $0) in accordance with CICA
Handbook Section 3870 — Stock Based CompensatidnCther-Stock-Based Payments, while
1,856,463 were forfeited, returned to treasury @artelled. The remaining 185,000 common shares
remain in the trust and will not be voted untilyttage allocated and transferred to the employees.

During the year ended December 31, 2009 all ofréimeaining 2,309,106 of exchangeable shares
were exchanged for 2,309,106 common shares of éhgp@ny.
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During the year the Company adopted a Shareholdght®k Plan designed to ensure that all
shareholders receive equal treatment and to magishareholder value in the event of a take-over
bid or other acquisition that could lead to therg®in control of the Company. The Shareholder
Rights Plan was ratified by the shareholders antl agintinue in effect until the earlier of the
termination time, as defined in the ShareholderhRigPlan, or the date upon which the annual
meeting of the shareholders of the Company termiiat 2012.

On February 26, 2008 the Company completed a pulffering consisting of 5,212,633 units
(“Units”) at a price of $1.20 per Unit, for groseopeeds of $6,255,160. Each Unit consisted of one
common share of the Company (a “Common Share”)ara common share purchase warrant (a
“Warrant”). Each Warrant entitled the holder toghase one Common Share of the Company at an
exercise price of $1.35 per Common Share, and B&hant expired without exercise on February
26, 2010. The fair value of the Warrants was estoh to be $757,053 on the date of issuance using
the Black-Scholes Option Pricing Model and baseashupe following assumptions: risk free rate of
3%, expected life of 24 months, expected volatitify35% and expected dividends of nil. The
Company incurred issuance costs of $665,851 inexion with the public offering.

All of the outstanding $5,500,000 of convertibléodetures were converted into 6,962,024 common
shares effective immediately prior to the closifighe offering.

Exchangeable shares

On March 30, 2006 the Company issued 2,873,910amqgdable non-transferable voting common
shares of IPICO South Africa (Pty) Ltd. (“IPICO SAW¥hich shares were exchangeable, subject to
South African Republic Bank approval, at the optidreither the holder (at any time after the first
anniversary of Closing) or IPICO SA on a sharedlare basis into 2,873,910 Common Shares of
IPICO Inc. During the year ended December 31, 2B@9remaining 2,309,106 (2008 - 564,804)
exchangeable shares of IPICO South Africa were exed into 2,309,106 (2008 - 564,804)
common shares of IPICO Inc.

Warrants
The Company has the following outstanding warrastat December 31, 2009:

Number Expiry Date  Exercise Price
Common share warrants issued to common
shareholders — Common Warrants 5,212,633 February 26, 2010 $1.35
Convertible Debenture Warrants 14,350,000  Septetbe?011 $0.25
19,562,633

During the year ended December 31, 2009, there m@i@ommon Share warrants exercised while
5,000,000 common share warrants issued to commarelsblders and 650,000 compensation
warrants expired without exercise. In the prioarye527,500 Common Share warrants were
exercised for proceeds of $448,375 while 5,396,0mmon share warrants issued to common
shareholders and 347,835 compensation warrantgg aldth 1,650,000 convertible debenture
warrants expired without exercise.

Stock options

The Company’s stock option plan is intended to enmge ownership of the Company by directors,
officers and employees of the Company and its gidoses. The maximum number of common
shares which may be set aside for issuance undeplém is 10% of the voting shares issued and
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outstanding. Any option granted which, for anysag is cancelled or terminated prior to its
exercise, will again become available for grantauritie plan.

Options issued under the plan vest annually ovareato three year period. In accordance with the
plan, the exercise price of each option is deteethibased on the fair value of the Company’s
common shares at the date of grant. Options gtamteler the plan may be exercised during a
period not exceeding five years from the date @ngrsubject to earlier termination upon the

optionee ceasing to be a director, officer or erygdoof the Company or any of its subsidiaries, as
applicable. Options issued under the plan are ramsterable. A summary of the status of the stock
options issued is as follows:

Number of Stock Weighted Average
Options Exercise Price
Balance, December 31, 2007 2,815,000 $ 0.99
Granted 1,125,000 $ 131
Exercised - -
Forfeited (513,335) $ 1.14
Balance, December 31, 2008 3,426,665 $ 1.07
Granted 1,750,000 $ 0.15
Exercised - -
Forfeited (527,501) $0.70
Balance, December 31, 2009 4,649,164 $0.77

The following table summarizes information regagdstock options outstanding at December 31,

2009:
Options Outstanding Options Exercisable

Range of Number Weighted Weighted Number Weighted

exercise price outstanding average average outstanding average
contractual  exercise price exercise price
life
(years)

$0.10-0.49 1,675,000 4.04 $0.16 508,332 $0.15
$0.50-0.74 528,332 2.48 $ 0.66 363,329 $0.65
$0.75-0.99 100,000 2.50 $0.75 66,666 $0.75
$1.00-1.24 1,497,500 1.76 $1.03 1,397,500 0% 1.
$1.25-2.00 848,332 2.98 $ 1.60 344,990 $1.57
$0.10 - 2.00 4,649,164 2.90 $0.77 2,680,817 $0.8

The fair value of the options issued and otherkstised compensation is estimated using the
Black-Scholes option pricing model. Expected vbtgtis based on historical volatility of the
Company’s common stock and other factors and thighted average is 51.4% on options issued in
2009 (2008 — 37.4%). The weighted average risk-finterest rates on options issued in 2009 is
1.6% (2008 — 3.6%) and is based on the Governnfe6Ginada average bond yields for a period
consistent with the expected life of the optioreffect at the time of the grant. The expected optio
lives are based on the contractual lives of th@optwith an expected dividend yield of nil.

Total stock-based compensation expense for thegyeted December 31, 2009 was $386,304 (2008
- $413,708).
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14.

Earnings per share

As a result of the losses incurred applicable tmroon shares, the Common Warrants, Class A
Warrants, Service Warrants, Broker Warrants, Corsgion Warrants and stock options have been
excluded in the diluted loss per share calculai®their inclusion would have been anti-dilutive.

INCOME TAXES

The provision for income taxes consists of theofelhg:
2009 2008

Current
Federal $ - $ -
Provincial - -
Foreign - -

Total current taxes - -

Future
Federal - -
Provincial - -
Foreign (66,640) (66,640)

Total future taxes (66,640) (66,640)

Income taxes recovered $ (66,640) $ (66,640)

The effective income tax rate differs from the @atty rate that would be obtained by applying the
combined Canadian basic federal and provisionametax rate to net loss before income taxes.
These differences result from the following items:

2009 2008
Combined Canadian basic federal and provincialrmetax rate 33.0% 33.5%
Increase (decrease) in income tax rate resultmg:fr
Losses not recognized for tax (27.3)% (31.99%
Other permanent differences (3.8)% (1.4)%
Tax rate differential in foreign subsidiaries (041 (0.5)%
Unrealized foreign exchange (gains) losses (1.1)% 0.7%
Effective income tax rate 0.7% 0.4%

The components of the temporary differences whalelcreated the future tax asset are:

2009 2008

Losses carried forward $ 9,416,577 $ 9,217,409
Tax depreciation less than accounting depreciation 674,887 1,028,868
Financing fees available to reduce future taxatderne 419,892 608,504
Unrealized foreign exchange gains (15,895) (12),41
Other 212,327 52,098

10,707,788 10,786,461
Valuation allowance (10,707,788) (10,786,461)
Future tax asset $ - $ -
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The components of the temporary differences whalelcreated the future tax liability are:

2009 2008

Tax basidess than accounting basis for patented technology $ 416,585 $ 483,225
Future tax liability $ 416,585 $ 483,225

The Company has income tax losses available fay darward of approximately $34,800,000
which expire as follows:

Canada South Africa Other Total
2026 $ 3,700,000 $ - $ 240,000 $ 3,940,000
2027 8,800,000 - 465,000 9,265,000
2028 8,430,000 - 745,000 9,175,000
2029 6,000,000 - 575,000 6,575,000
Indefinite - 3,800,000 2,045,000 5,845,000
Total $ 26,930,000 $ 3,800,000 $ 4,070,000 $3408mD

15. RELATED PARTY TRANSACTIONS

The Company incurred the following fees with retiparties in the normal course of operations:

2009 2008

Legal fees to the firm of a Company director $ B9Z, $ 314,080

The Company has a share purchase loan outstamdihg emount of $240,000 to a Director of the
Company secured by the shares. The loan is nonwr®Ea@nd non-interest bearing. The loan is
repayable as follows:

a) $60,000 on June 30, 2010,

b) With the remainder due on December 31, 2011.

The terms of the share purchase loan also prowdehke acceleration, in certain events, of the
repayment in full of the outstanding balance offitae year term loan.

16. FINANCE COST — NET

2009 2008
Interest expense — Convertible debentures $ 278,848 156,022
Interest expense — Preferred shares 368,821 339,803
Interest income (12,477) (207,828)
Transaction costs 256,600 -
Finance costs - Net $ 891,788 $ 287,997

Cash interest paid during the year ended Decenthed(®9 was $0 (2008 - $101,260).
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17.

18.

CHANGES IN NON CASH OPERATING WORKING CAPITAL

2009 2008
Accounts receivable $ (347,533) $ (398,941)
Other receivables 104,936 3,112
Prepaid expense 20,009 (44,682)
Inventories 1,342,662 (1,065,769)
Accounts payable and accrued liabilities 540,041 3,499)
Deferred revenue (355,766) 348,659
Changes in non cash operating working capital $04,.319 $ (1,230,920)

FINANCIAL INSTRUMENTS

Under Canadian generally accepted accounting ptei financial instruments are classified into
one of the following categories: held for tradifggld-to-maturity investments, available-for-sale,
loans and receivables and other financial liabsiti The following table summarizes information
regarding the carrying values of the Company’srfaial instruments:

2009 2008
Held for trading1) $ 1,873,268 $ 4,371,557
Loans and receivabl¢s) $ 1,095,136 $ 852,539
Other financial liabilitieg3) $ 10,391,145 $ 7,151,520

(1) Cash and cash equivalents
(2) Accounts receivable and other receivables
(3) Accounts payable and accrued liabilities, @stilsle debentures and preferred shares

Fair Value

Cash and cash equivalents, accounts receivabler rgbeivables, as well as accounts payable and
accrued liabilities are short term financial instents whose fair values approximate their respectiv
carrying amounts due to their short maturities.

Fair value measurements recognized in the balaheetsmust be categorized in accordance
with the following levels:
Level 1 - quoted prices in active markets for identicaleds or liabilities;
Level 2 - inputs other than quoted prices included in Lelvé¢hat are observable for the asset or
liability, either directly (i.e., as prices) or iinélctly (i.e., derived from prices); and
Level 3 - inputs for the asset or liability that are noased on observable market data
(unobservable inputs).

Financial assets recognized in the balance shdairatalue consist of cash and cash equivalents
which have been categorized in Level 2 as theylarwed from observable market inputs.

Based on current interest rates for loans withlambérms to similar companies, the fair valuehsf t
preferred shares is estimated to be $5,112,000.
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Liquidity Risk
Liquidity risk is the risk that the Company will hbe able to meet its financial obligations as they

fall due. The Company’s approach to managing ligquid to ensure that it has sufficient resources
to meet its liabilities when due.

The Company settles its financial obligations dutash and cash equivalents. The ability to de thi
depends on the Company collecting its accountsivadgle in a timely manner and maintaining
sufficient cash on hand.

The following are the future contractual maturitédinancial liabilities as at December 31, 2009:

Accounts payable and accrued liabilities 0 to 3 then $ 2,121,293
Convertible debentures — note 9 September 11, 2011 4,340,000
Preferred shares — note 10 After March 30, 2014 9527482
Total $14,413,775

During the year ended December 31, 2009, the Coynipanrred a net loss of $9,658,832 (2008 -
$10,480,382 prior to the $7,168,928 non cash impait of goodwill and intangibles, and the
$609,700 impairment in accounts receivable) and gssh from operations of $5,796,945 (2008 -
$9,544,394). To date, the Company has relied pifynapon the proceeds from private placements
and public offerings of its common shares to futsdoperations. The Company anticipates that it
will require additional funding based on currerdand and assumptions relating to its operations and
current cash resources may be depleted late irsebend quarter. The Company is pursuing
remedial funding which could include incurring debtd/or issuing additional equity securities,
which could result in substantial dilution to ewigt shareholders. However, there can be no
assurance that the Company’s plans will be suagkeastl that additional funding will be available
or, if available, that it will be available on aptable terms.

Credit risk

The Company is exposed to credit risk in its casth @ash equivalents, accounts receivable and
other receivables where the counterparties do @t rtheir obligations. The Company minimizes
the credit risk of cash and cash equivalents bysiéipg with only reputable financial institutions
and investing in short term money market investsieiihe Company minimizes its credit risk
related to accounts receivable and other receisahl®ugh credit review and on-going monitoring
of accounts and as at December 31, 2009 five cestomepresented approximately 68% (2008 -
75%) of the total accounts receivable. The maximexposure to loss arising from accounts
receivable is equal to the total carrying amount.

Credit risk from accounts receivable relates prilpdrom the potential of customers defaulting on
their contractual obligations. The Company prosidies services under contracts and formal
purchase orders and monitors each customer’'s atteert® the terms and conditions of these
contracts.

The Company assesses the risk of default of netermegss and of current customers on an on-going
basis with regular reviews of the collectabilityazch customer’s accounts receivable including the
review of the aging of accounts receivable witlo@us on past due accounts. When collection is not
reasonably assured the amount is written off. ABecember 31, 2009, approximately 44% of
accounts receivable were current with 45% being 90t days past due and 11% over 90 days past
due.
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19.

Foreign currency risk

The Company accounts for its foreign subsidiarissirdegrated operations. The Company is
funding its subsidiary operations and is exposedbteign currency risk with the South African
Rand, the United States Dollar, the Australian &vlithe Euro and the Chinese Yuan. The
Company reports in Canadian dollars and therefoexposed to foreign exchange fluctuations in its
monetary assets and liabilities, working capitad eevenues and expenses. The Company does not
utilize any financial instruments or cash managdnmaiicies to mitigate the risks arising from
changes in foreign currency rates. There is a taskhe Company’s earnings that arises from
fluctuations in foreign exchange rates and the egif volatility of these rates. For the year ehde
December 31, 2009, the Company recorded a foreighamge loss of $200,476 compared to a gain
in 2008 of $218,429.

The Company’s financial instruments could be exgdedoreign currency risk as follows:

Canada United States South Africa Other Total

% % % % %
Cash and cash equivalents 48 46 4 2 100
Accounts and other receivables 1 28 5 66 100
Accounts payable and accrued liabilities 35 7 35 23 100

A one-cent increase or decrease in the value o€#madian dollar against the South African Rand,
the United States Dollar, the Australian Dollare thuro and the Chinese Yuan on the foreign
currency denominated assets and liabilities, aggyithiese amounts remain unchanged, results in an
approximately $14,500 foreign exchange gain or.loss

Interest rate risk

The Company is not exposed to significant interatst risk as its cash and cash equivalents aré shor
term investments with maturities of less than thremths and the Company’s interest bearing debt
instruments, which include the preferred sharege liaed interest rates.

SEGMENTED INFORMATION

The Company has one reportable segment. The Cornspapgrations are substantially all related to
the research, design, manufacturing and sales @ REuipment. The Company determines the
geographic area of its revenues based on the ¢ocatithe customer.

Revenue:
2009 2008

Canada $ 162,195 $ 9,291
United States 2,441,586 2,463,242
South Africa 117,864 175,242
Asia Pacific 1,922,468 181,088
Europe 1,878,157 743,312
Other 445,356 313,166

Revenue $ 6,967,626 $ 3,885,341
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20.

In 2009, sales to the Company’s largest customeowated for 12.8% (2008 — 55.3%) of the

Company’s total revenue.

Intangible and capital assets:

2009 2008
Canada $ 5,532,252 $ 6,439,781
South Africa 1,495,057 1,746,652
Other 72,891 169,760
Intangible and capital assets $ 7,100,200 $ 8136,

COMPARATIVE NUMBERS

Certain numbers have been restated to comply wittet presentation.
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