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Caution Regarding Forward-Looking Information

In addition to histoical information, this Form 1{4KSB contains certain "forwartboking statements”

within the meaning of the Private Securities Litigation Reform Act of 1995 (PSLR¥g.4atement is
included for the express purpose of availing IsoRay, Inc. of the protections of the safe harbor provisions
of the PSLRA

All statements contained in this Form-K&B, other than statements of historical facts, that address
future activities, eents or developments are forwdabking statements, including, but not limited to,
statements containing the wordbelieve," "expect,” "anticipate,” "intends," "estimate," "forecast,"
"project,” and similar expressionsAll statements other than statents of historical fact are statements

that could be deemed forwaldoking statements, including any statements of the plans, strategies and
objectives of management for future operations; any statements concerning proposed new products,
services, developnents or industry rankings; any statements regarding funeneenue, economic
conditions or performance; any statements of belief; and any statements of assumptions underlying any of
the foregoing. These statements are based on certain assumptions ahydemanade by us in light of

our experience and our assessment of historical trends, current conditions and expected future
developments as well as other factors we believe are appropriate under the circumstdoeeser,

whether actual results will confm to the expectations and predictions of management is subject to a
number of risks and uncertainties dZXbeaowthadbreay under
cause actual results to differ materially.

Consequently, all of the forwatdoking statements made in this Form-K&B are qualified by these
cautionary statements and there can be no assurance that the actual results anticipated by management
will be realized or, even if substantially realized, that they will have the expected corsstemor

effects on our business operatiorReaders are cautioned not to place undue reliance on such forward
looking statements as they speak only of the Company's views as of the date the statement Wée made.
Company undertakes no obligation tdbfialy update or revise any forwafldoking statements, whether

as a result of new information, future events or otherwise.

PART |

As used in this Form 1B S B, unl ess the context requires other
means IsoRay, In@and is subsidiary

ITEM 1 7 DESCRIPTION OF BUSINESS
General

Century Park Pictures Corporation (Centungs organized under Minnesota law in 19&3enturyhad
no operations since its fiscal year endedt&msper 30, 1999 through June 30, 2005.

On July 28, 2005]JsoRay Medical Inc. (Medical) became a wholhpwned subsidiary ofCentury
pursuant to a mergeiCenturychanged its name to IsoRay, IfisoRay or the Company)n the nerger,
theMedicalstocktolders received approximately 82% of the then ontfitay securities of the Company.

Medical a Delaware corporation, was incorporagffibctive June 15, 2004 to develop, manufacture and
sell isotopebased medical products and devices for the treatmaratnafer and othanalignantdiseases.
Medicalis headquartered in Richland, Washington

Available Information

The Company electronically files its annual reports on ForfK3B, quarterly reports on Form ADSB,
current reports on Form-, and all amedments to these reports and other information with the
Securities and Exchange Commission (SEC). These
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website atvwww.sec.gov The public can also obtain copies by
at 100 F Street NE, Washington, DC 20549 or by calling the SEC8&0-BEG0330. In addition, the

Company makes copies of its annual and quarterly reports available to the public at its website at
www.isoray.com Information on this website is not a pafthis report.

Business Operations

Overview

IsoRay is utilizing its patented radioisotope technology, experienced chemists and engineers, and
management team faroducea major therapeutic medical isotope with a goal of providing improved
patient outcmes in the treatment of prostate cancer and oth&lignant disease IsoRay began
production and sales @&roxcelan Cesium31 (Csl131) brachytherapy seed, in October 2004 for the
treatment of prostate cancaifter clearance of itpremarketnotification (510(k)), by the Food and Drug
Administration (FDA) Cs-131 could also enable meaningfabrketpenetrationfor other solid tumor
applications such as breast, lung, liver, brain and pancreatic cancer, expanding the total available market
opportunityfor brachytherapy Management believehis technology will allow it to capture a leadership
position in an expanded brachytherapy markehe beneficial characteristics of the-L31 isotope are
expected toesult indecreaseéradiation exposure to the paiteand reduagseverity and duration of side
effects, while treating cancer cells as effectively, if not more so, thidner isotopes used in seed
brachytherapy.

Brachytherapy seeds are small devices used in an internal radiation therapy proceduent years the
procedure has become one of the primary treatments for prostate c@heebrachytherapy procedure
places radioactive seeds as close as possible to (in or near) theogartcenor (the word
Abrachyt her apyo méakenseedsellvas sherapdutic eadiatiptheydy killing the
cancerougumor cells while minimizing exposure to adjacent healthy tisstlibis procedureallows
doctors to administer a higher dose of radiatiect to the tumothan is possible with external beam
radiation. Each seed contains a radioisotope sealed within a welded titanium cafygpieximately70

to 120seeds are permanently implanted in the prostate in an outpatient proleetitge less than one
hour. The isotope decays over time aevkentudly the seeds become ineffhe seeds may be used as a
primary treatment or in conjunction with other treatment modalities such as external beam radiation
therapyor chemotherapy, or as treatment for residual diseaseexdcision of primary tumors.

Management believes that the IsoRRyoxcelan Cesium31 brachytherapyseed representthe first
major advancement in brachytherapy technology in @@eyears with attributes that could make it the
l ong term Aseed of ¢ hherapypeooedufem The Cstidl eeechtmein FDAa di at i o
cleared 510(k¥or treatment of malignant disease (e.g. cancers of the head and neck, brain, liver, lung,
breast, prostate, etc.) and may be used in surface, interstitial, and intracavity applications for tumors with
known radiosensitivity.

Increasingly, prostate cancer patients and their doctors who decide on seed brachytherapysetfibse C
because of its significant advantages over Palladi0&(Pd103) and lodinel25 (1-125), two other
isotopes currently in usélhese advantages include:

Higher Energy
Cs131 has a higher average energy than any other commonly used prostate brachytherapy

isotope on the market.Energy is a key factor in how uniformly the radiation dose can be
delivered throughout the prostat&his is known as homogeneitfarly studies demonstratesC

131 implants are able to deliver the required dose while maintaining homogeneity across the
gland itself and potentially reducing unnecessary dose to critical structures such as the urethra and
redqum. (Prestidge B.R., Bice W.S., Jurkovic let al. Cesiuml131 Permanent Prostate
Brachytherapy: An Initial Report. Int. J. Radiation Oncology Biol. Phy2005: 63 (1) 5336

5337)



Shorter HalfL ife

Cs-131 has the shortest hdifie of any commonly ued prostate brachytherapy isotope at 9.7
days. Cs-131 delivers 90% of the prescribed dose in just 33 days compared to 58 dagj<d6& P
and 204 days fol-125. The short haHlife of Cs-131 reduces the duration of time during which
the patient experiengesthe irritating effects of the radiationEarly studies demonstratieat Cs-

131 is well tolerated with minimal to moderate urinary symptoms that resolve relatively rapidly,
within approximately 48 weeks. (Prestidge B.R., Bice W.S., Jurkovic &t al. Cesium131
Permanent Prostate Brachytherapdn Initial Report. Int. J. Radiation Oncology Biol. Phys
2005: 63 (1) 53365337.)

Higher Biologically Effective Dose

Another benefit to the shorthdifeof Css1 31 i s what i s knfoavmt iavse t hes d
or BED. BED is a way for health care providers to predict how an isotope will perform against

slow versus fast growing tumorsStudies have showns131 is able to deliver a higher BED

across a wide range of tumor types than eith&e25 or Pd-103. Although prostate cancer is

typically viewed as a slow growing cancer it can present with aggressive featsels.3 1 0 s

higher BED may be partitarly beneficial in such situations. (Armpilia Cl, Dale RG, ColegtP

al. The Determination of Riiobiologically Optimized HaHives for Radionuclides Used in

Permanent Brachytherapy Implantsit. J. Radiation Oncology Biol. Phy2003; 55 (2):378

385.)

IsoRay and its predecessor companies have acconplisbdollowing key milestones (listed reverse
chronological order):

A Opened a new manufacturing and production facility at the Applied Process Engineering
Laboratory to replace th@EcoSIsoRay Radioisotope LaboratorIRL) facility (September
2007);

Treated over 1@ patiens with Proxcela Cs131 seed$October 2004 to Septemb2007);
Deployedandgrewthedirect sales forcto 11 people ithe market (July 200;

Branded Csl31 seeds as Proxcelan Cesili@i brachytherapy seeds (July 2007);

Developed a dual therapy treatment protocol ®ittenters participating (June 2007);

Raised over 42 million in debt and equity funding (September 2008ne2007)

Filed additional patent applications for the production of purifieel&6 (November 2003
February 2007);

Completed the monotherapydteent protocol for prostate cancer (February 2007);

Obtained FDA 510(k) clearance to markaeloadedbrachytherapyseeds (preloaded Mick
cartridges, strands, and needles) (November 2006);

Opened a manufacturing and production fac#ity?IRL (October 205);

Treated the first patientith Cs131 seed§October 2004);

Commenced production of the-@81seed (August 2004);

Obtained a Nuclear Regulatory Commission Sealed Source and Device Registration required by
the Washington State Department of Health #wed=DA (September 2004);

Received a Radioactive Materials License from the Washington State Department of Health (July
2004);

Signed a Commercial Work for Others Agreement between Battelle (manager of the Pacific
Northwest National Laboratory or PNNL) @risoRay, allowing initial production of seeds
through 2006 at PNNL (April 2004);

Obtained Medicare reimbursement codes for th@ &lsbrachytherapy seed (November 2003);
Obtained FDA 510(k)clearanceto market the first product: the @81 brachytherapy eed
(March 2003);

Implemented aquality managementsystem and production operating proceduthat are
compliant with the FDAO6s (Qaouarhy2008y System Regul a
Completedprototyperadioactive seed production, design verification, computatleling of the
radiation profile, and actual dosimetric data compiled by the National Institute of Standards and
Technology and PNNL (October 2002); and

A Obtainedtheinitial patent for Csl31isotope separation and purification (May 2000).
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Industry Inform ation
Incidence of Prostate Cancer

According to the American Cancer Socigbypstate cancer is the most common form of caircenen
after skin cancerand the second leading cause of cancer deaths in TrenAmerican Cancer Society
estimates there Wibe about 218,890iew cases of prostate canaiagnosed and an estimated030
deaths associated with the disease in the United Sta®8307 Because of early detection techniques
(e.g., screening for prostate specific antigegnPSA) approximately0% (153,80) of these cases are
potentially treatable with seed brachytherapy, when the cancers are stily looafined within the
prostate.

The prostate is a walnsized gland surrounding the male urethra, located below the bladder and adjacent
to the rectum. Prostate cancer is a malignant tumor that begins most often in the periphery of the gland
and, like other forms of cancer, may spread beyond theagpedst other parts of the bodyccording to

the American Cancer Society, approximately anen in six will be diagnosed with pras¢ cancer
during his lifetime.

The American Cancer Society lists the following factors that can increase the risk of developing prostate
cancer:

A Agei about 2 out of every 3 prostate cancers are found in men @vegéhof 65;
A Racei prostate cancer is more prevalent in Afrigamerican men who are also twice as likely to
die of the disease;
NationalityT prostate cancer is most common in North America and northwestern Europe;
Family historyi men are more likely thave prostate cancer if a close relative had the disease
and especially if the relatives were young at the time of diagnosis;
Diet T men who eat more red meat or higlh dairy products seem to have a greater chance of
getting prostate cancer; and
A Exercigi men over the age of 65 who exercised vigorously had a lower rate of prostate cancer.

P

b3

Prostate cancer incidence and mortality increase with &lge.National Cancer Institute has reported that

the incidence of prostate cancer increases dramaticatheimover the age of 55Currently, one out of

every six men is at lifetime risk of developing prostate canéérthe age of 70, the chance of having
prostate cancer is 12 times greater than at ageAs@ording to the American Cancer Society, prostate
cancer incidence rates increased between 1988 and 1992 due to earlier diagnosis in men who otherwise
had no sign of symptomsEarly screening has fostered a decline in the pms@tcer death rate since

1990.

The American Cancer Society recommends then without symptoms, risk factors and who have a life
expectancy of at least ten years, should begin regular annual medical exams at the age of 50, and believes
that health care providers should offer as part of the exam the prggéaiéic antigen (BA) blood test

and a digital rectal examinatiorhe PSA blood test determines the amount of prostate specific antigen
present in the bloodPSA is found in a protein secreted by the prostate, and elevated levels of PSA can
be associated with either ptattis (a noncancerous inflammatory condition) or a proliferation of cancer

cells in the prostateTransrectal ultrasound tests and biopsies are typically performed on patients with
elevated PSA readings torfirm the existence of cancer.

Brachytherapy

There is a |l arge and gr owi ng p o Severd sSigaificanmthnict et f o1
and market factors are contributing to the increasing poputasritye brachytherapy procedure.



Managemenbelieves thabrachytherapyn Europeis growing aggressively each year, witte use ot-
125 growingby approximately 8% in 206. Managemenexpecs that market growth in the U.S. will
increase at the rate of 5% per year through 2011.

In 1996 only 4% of prostate cancer cases were treatédbnaichytherpy, or about 8,000 procedures.
The number of brachytherapy cases has consistently increased aa@iit was estimated that over
60,000brachytherapy procedures were perforrteetteatprostate cancer.

Managemenbelieves that tachytherap as a treatment is now more common than radical prostatectomy
and has become the treatment of choice for eddge prostate canceConsiderable attention is now
being given to higér risk and faster growing prostate cancers as wthchytherapy hasignificant
advantages over competing treatments including lower egsial orbetter survival data, fewer side
effects, faster recovery time and the convenience of a single outpatpant procedure that generally
lastsless than one hou(Merrick, et al., Techniques in Urology, Vol. 7, 2001; Potters, et al., Journal of
Urology, May 2005; Sharkey, et al., Current Urology Reports, 2002).

Treatment Options and Protocol

In addition to brachytherapy, localized prostate caweer betreated with radidaprostatectomy (RP)
external beam radiation therapy (EBRTihtensity modulated radiation therapy (IMRTyual or
combination therapy, high dose rate brachytherapy (HDR), cryosurgery, hormone therapy, and watchful
waiting. The success of any treatmestmeasured by the feasibility of the procedure for the patient,
morbidities associated with the treatment, overall survival, and ab&ten the cancerous tissue is not
completely eliminated, the cancer typically returns to the primary site, wofttnmetstases to other

areas of the body.

Radical Prostatectomy.Historically the most common treatment option for pade cancer, adical
prostatectomy ighe removal of the prostate gland and some surrounding tissue thaougivasive
surgical procedureRP is performed under general anesthesia and involves a hospital gtegeofys

on averagdor patient observation and recoveryRossible side affects of RP include impotence and
incontinence. According to astudy published in thdournal of theAmeican Medical Associatiotin
January2000 approximately 60% of men who hadRP reported erectile dysfunction as a result of
surgery. This samestudy statedhat approximately 40% of the patientbservedreported at least
occasional incontinenceNew methods such as laparoscopic radical prostatectaraycurrently being
used more frequently in order minimize the nerve damage that leads to impotence and incontinence
but these techniques require a high degree of surgical $¥l.isgenerallymore exgnsive than other
common treatment modalities.

External Beam Radiation TherapfBRT involves directing a beam of radiation from outside the body at

the prostate gland in order to destroy cancerous tisEBIRT treatments are received on an outpatient
basis 5 days a week usually over a period of 8 or 9 weBksne tudies have shown, however, that the
tenyear disease free survival rates with treatment through EBRT are less than the disease free survival
rates after RP or brachytherapy treatmeS8ide effects of EBRT can include diarrhea, rectal leakage,
irritated intestines, frequent urination, burning while urinating, and blood in the urine. Also the incidence
of incontinence and impotence 5 to 6 years after EBRT is comparable to that for surgery.

Intensity Modulated Radiation TherapyMRT is arelatively new treatment modality and considered a
more advanced form of EBRT in which sophisticated computer control is used to aim the beam at the
prostatefrom multiple different angles and to vary theeinsity of the beam.Thus, damage to normal
tissue and critical structures is minimized by distributing the unwanted radiation over a larger geometric
area. The course of treatment is similar to EBRT and requires daily doses over a period of sevian to eig
weeks to deliver the total dose of radiation prescribed to kill the tunBecause IMRT is a new
treatment less clinical data regarding treatment effectiveness and the incidence of side &ffects
available. One advantage of IMRT, and to some exteBRT, is the ability to treat cancers that have
begun to spread from the tumor sitAn increasingly popular therapy for patients with more advanced
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prostate cancer is a combination of IMRTthwseed brachytherapy, known as combination or dual
therapy.

Dual or Combination Therapy.Dual therapy is the combination of IMRT ord8nensional conformal
external beam radiation and seed brachytherapy to treatperBtatic extensions or high risk prostate
cancers that have grown outside the prostate. Cotidmntoerapy treats high risk patients with a full
course of IMRT or EBRT over a period of several weeks. When this initial treatment is completed the
patient must then wait for several more weeks to months to have the prostate seed implant.

With the arival of Proxcelan G431, with its short half life, patients may now complete their course of
treatment sooner and have shorter duration ofafiets. Management estimates that at least 30% of all
prostate implants are now dual therapy cases.

High Dos Rate Temporary BrachytherapydDR temporary brachytherapy involves placing very tiny
plastic catheters into the prostate gland, and then giving a series of radiation treatments through these
catheters. The catheters are theemoved and no radiactive material is left in the prostate gland\
computercontrolled machinegnsertsa single highly radioactive iridium seed into the catheters one by
one. This procedure isypically repeated at least three timehile the patient is hospitalized fat leas

24 hours.

Cryosurgery. Cryosurgeryinvolves placing cold metal probes into the prostate and freezing the tissue in
order to destroy the tumorCryosurgery patients typically stay in the hospital for a day or two and have
hadhigher rates of impoten@nd other side effects thared implanbrachytherapy.

Additional Treatments. Additional treatments include hormone therapy and chemotheradpgrmone

therapy is generally used to shrink the tumor or make it grow more slowly but will not eradicate the
cancer. Likewise, chemotherapy will not eradicate the cancer but can slow the tumor growth. Generally,
these treat ment alternatives are used by doctors
advanced stage or in conjunction with otheatment methodsHormone therapy can causepotence,

decreased libidaand breasenlargement. Most recently hormone therapy has been linked to an increased

risk of cardiovascular disease in men with certain-gxisting conditions such as heart disease

diabetes. Chemotherapy can caaisemianausea, hair losand fatigue.

Watchful Waiting. Watchful waitingis not a treatmentout might be suggestedy somehealthcare
providers depending on the age and life expectancy of the patient. Watchfiigwalay be
recommended ithe cancer is diagnosed as localized slow growing, and the patient is asymptomatic.
Generally, this approach is chosen when patients are trying to avoid the side affects associated with other
treatments or when they are randidates for current therapies dueotber health issues.Healthcare
providers willcareful y mo ni t or PSA lewlsapdeothdr gymptoins of prostate carmed may
decideon active treatments at a later date.

Brachytherapy Clinical Results

Long term survival data are now available for brachytherapy mi26 andPd103 which support the
efficacy of brachytherapy. Clinical data indicate that brachytherapy offers success rates {feragarly
prostate cancer treatment that are equal to erbian those of RP or EBRT. While clinical studies of
brachytherapy to date have focugmtmarily on results from brachytherapy withl25 andPd103
management believes thidesedataare alsorelevant for brachytherapy with €81, andthat Cs131
appears toffer improved clinical outcomes overl25 andPd103 given its shorter halffe and higher
energy.

Improved patient outcome#\ humber of published studies on the usé 25 andPd-103brachytherapy
in the treatment of eargtage prosite cancer have been very positive.



A In September 2006 5year prospective study to assess the impact of interstitial brachytherapy
on the quality of life of patients with localized prostate cancer was published. The results of the

study confirm thdowi mpact of interstitial b ofdife tegpiteh er apy

its transient negative effects on some fundig@affo, O., et al.International Journal of
Radiation Oncology; Volume 66; 1;3&0).

A Results of arial published ir2007 inthe International Journal of Radiation Oncoldggking at
15year survival in 223 patients with stage-T2 prostate cancer and treated with brachytherapy
in combination with external beaand demonstrated excellent lostgrm biochemical control.
Fifteenyear biochemical relapse free survivd8RFS for the entire treatment group was 74%.
BRFS using the Memorial Slodfettering risk cohort analysis (95% confidence interval) were as

follows: low risk 88%, intermediate risk 80%, and high risk 5@#slvesterd . et -yearl . nl5

biochemical relapse free survival in clinical stageTRL prostate cancer following combined
external beam radiotherapy and brachytherap
67, 2007, 5764).

A A study of 367 patients wit localized prostate cancer treated using-tiea intraoperative
planning techniquevith median follow up of 63 monddemonstratethis technique consistently

Yy

achieved optimal coverage of the prostate with concomitant low doses delivered to the urethra

and rectum. Biochemical control outcomes were excellent at 5 gaesl ef s ky M et
year outcome of intraoperative conformal permanet23 interstitial implantation for patient
with clinically | ocalized.pad6720@/t6860)cancer 6,

A A 1700 patient case review over 12 years was conducted by J. Sharkeubdistied in the
August 2004 edition of BrachytherapyThe review of patients diagnosed with Tt T2
adenocarcinoma of the prostate and treated wittereithdical prostatectomy or brachytherapy
showed superiority ofbrachytherapy oveprostatectomy. Low risk brachytherapy resulted in
99% freedom from PSA failure while surgery showed results of % ar key J103 et
brachytherapy versus radigaostatectomy in patient with clinically localized prostate cancer: a
12y ear experience from a singl e group pract.i

Reduced Incidence of Side EffecBexual potency and urinary incontinence are two major concerns men
face when choosing among various forms of treatment for prostate cancer. BecalP®mxbelan
Cesiuml131 brachytherapyeed delivers a highly concentrated and confined dose of radiation directly to
the prostate, healthy surrounding tissues and organs typieapigrience less radiation exposure.

al

I n

al

cec

Management believes, and initial results appear to support, that this should result in lower incidence of

side effects and complications than may be incurred with other conventional thesapsgtopes.
Additionally when side effects do occur, they should resolve more rapidly than those experienced with |
125 and PdL03 isotopes.

Cs131 Clinical Resulteind Ongoing Trials

A Cs131 monotherapyritl for the treatment of prostate cancer Wil enrolledin February2007. The
trial was a 100 patient multinstitutionalstudy toobsene the dosimetric characteristics of €81 andits
side effect profile. The results of the monotherapy trial have demonstrated tlka131 is a viable
alternative as an isotope for pg@nentseedprostate brachytherapysome of the significant and specific
findings were as follows:
A Patient reported symptoms (IPSS Scores) were mild to moderate with relatively rapid resolution
within 4-6 months.
A Prostate Specific Antigen, or PSA, respposger 12 monthsvas very encouraginge. low levels
with no failures per the nadir definitio. Pr est i d g e ®iRcal olBcorneef a\Wlsase
I, multi-institutional Cesiunl 3 1 per manent prostate
BrachytherapyVolume 6, Isue 2 April-June 2007Page 78) NMoran BJ, Braccioforte MH,
fiCesium131 prostate brachytherapyAn ear | y e x Prachytherapyd/e@ume 6, Issue
2, April-June 2007Page 8D



A The resolution of acute side effects proved to be much quicker wiflBC ompared to-125
thus validating the theoretical argument that dose related side effects dissipateithstborter
lived isotopes. ( Pr est i dge -1BLRthe iSotGpe f anoite in permanent prostate
brachytherapyo. Or a lan Brachytbeeapyt Sadiely armualaconferenbeg A me
April 2007.).

A The dosimetric observations of the trial demonstrated that it was possible to deliver adequate dose
to the prostate while maintaining dose uniformity across the gland. The dose delivered to critica
structures was @il within acceptable tits. ( Bi c e WS, Pr e s {131 gmaneBtR , iCe
prostate brachytherapy: The dosimetric analysis of a 4nmuftist i t ut i onal Phase
Brachytherapy 2007(6); 889.).

The monotherapy G$31 trial will coninue to follow patients with annual updates on IPSS and patient
long-term survival data.

A second prospective randomized monotherapy trial is underway at The Chicago Prostate Cancer Center.
Headed by Dr. Brian Moran, this trial directly comparesl3%and 125 treatment related morbidities

such as sexual dysfunction and incontinence following brachytherapy for localized carcinoma of the
prostate in low to intermediate risk patients.

A third ongoing study first presented at the American AssociatioRhgkicists in Medicine (AAPM)

meeting in July 2007 compared the dosimetry of Cesi@in and Palladiurmi03 directly. The study

showed a 17.5% reduction ihe number of seeds, 6% reduction in planned needles, 35.5% reduction in
V150 (percent of gland thaeceives more thah50% of theprescriptiondose), and 44.2% reduction in

R100 (percent ofecial tissuethat receiveghe full prescriptiondose of radiation). (Musmacher, J.,
ADosi metric c o rAiflaand Palladiuri@3ffor gerenanient prostater ac hyt her apy o,
presented at #8AAPM Annual Conference, Minneapolis, MN, April 28, 2007.)

The Company has also commissionedual herapyprotocol This multi-institutional trial obsergsthe
dosimetric characteristics of C%31 and health related quality of life (HRQOL) results following
combined Csl31 transperineal permanent prostate brachytherapy and external beam radiotherapy in
patients with intermediate to high risk prostate canc&his protocol is being conducteéd confirm
clinically what radiobiological data suggests regarding this treatment modalig.quantified dosimetric
variables collected will be correlated to the repotfRQOL data and ultimately compared to existing
data in thditerature for similar investigationssing 1-125 and @-103. Patient enrollment for thistudy

began in April 2007

In addition to establishinghe dosimetric and quality of life impact oProxcelan Cesiuri31
brachytherapy seeda different treatment modalitiegll trials have been designéd collect ongoing
PSA results for the purposes of establishing {argn survival rates using G431 seed implant
brachytherapy

Our Strategy
Thekeyelemest of | soRaydés strategy for fiscal year 200¢

A Continue to introduce thBroxcelan Csl31 brachytherapyseed into the U.S. markettilizing
our direct sales organization and selected channel partners, IsoRay intenddnoeexpanding
theuseof Proxcelan C4.31 seeds ibrachytherapy procedws éor prostate cancehy increasing
the nunber of treatment centers offering-C31 and increasing the number of patients treated at
each center using €81. IsoRay hopes twaptue much of the incremental market growih
seed implant brachytherapydtake market share from existing compet#or

A Move our stateof-the-art manufacturing processo a new facility IsoRay has completed
construction ofa new manufacturing facility in Richland, Washington in itscently leased
facility at the Applied Process Engineering Laboratory (APEL facilifyis facility replaces our
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currently leased production facility (PIRL facility). The new facility is four times larger than the
size of our former facility and will allow production to expand as sales orders increase.

A Develop an enriched barium manufiagng process Working with leading scientists, IsoRay i
working to design and create a proprietary prodessmanufactuing enriched barium, a key
source material folCs131 This will ensure adequatiiture supply of Cs131 and greter
efficienciesin producing the isotope

A IntroduceCs-131 therapies for other cancergsoRay intends to partner with other companies to
develop the appropriate technalegand therapeutic delivery systems for treatment of other solid
tumors such as breast, lung, liveocular, pancreas, neck, and brain camscerl s o Ray 6 s
management believes that the first major opportunities may be for the useldf €r ocular
melanoma and aadjunct therapy for lungancer(treating the surgical margins)

A Support clinical reseah and sustained product developmefihe Company plans to structure
and support clinical studies on the therapeutic benefits-af3Cdor the treatment of solid tumors
and other patient benefitsWe are and will continue to support clinical studieshwseveral
leading radiation oncologists to clinically document patient outcomes, provide support for our
product claimsand compare the performance of our seeds to competing siseékay plans to
sustain longerm growth by implementing research and elegment programs with leading
medical institutions in the U.&nd other countrie® identify and develo other applications for
IsoRayp s core radioisotope technology.

A Diversify our supply of G&31. Currently, the Company relies heavily on-C31 from its
primary Russian supplier. This supplier has significant capacity for produckig@Xsvith
higher quality than currently available from other sources. The Company is actively developing
the capability to produce muitiurie quantities of G431 fromseveral reactor sources located
both abroad and domestically.

A Introduce Proxcelan Cesiuwt31 brachytherapy seeds to the European and Russian markets.
The Company is currently working to obtain the European CE Mark and certification to 1SO
13485 to enalel the sale of our product in the European Unitirthe proposed strategic alliance
with IBt, SA, a Belgian company, is ultimately consummated, it will allow the Company to
obtain access to various foreign countries through IBt distribution channelewrdde IBt's
international regulatory expertise.

Management believes there is a | arge anSevemr owi ng
factors appear to contribute to the increasing popularity of the brachytherapy procédunggterm

sunival data are now available for brachytherapy (other than with respect to treatmermrioelan

Cs131 seeds)Brachytherapy has become the treatment of choice for not onlystagg prostate cancer

but is now being considered for treatment of fasingng, aggressive tumors. Seed brachytherapy has
significant advantages over competing treatments including lower cost, fewer side effects, a faster
recovery time and the convenience of an outpatient procedure that generally lasts 45 minutes. Over
60,0 procedures were forecasted to occur in the U.S. i6.20& the June 30, 200@verage Proxcelan

seed price of ¥, this represents a potentiabrket of ove$300 million for seedghat is forecast to grow
substantially by 2009 according to2804 market survey performed by Frost & Sullivan, a nationally
recognized market research fiiml s o Ray s manage meRroxcelansded wilvagld t ha't
incremental growth to the existing brachytherapy seed market as physicians who are currently reluctant to
recommend brachytherapy for their prostate patients due, in part, to side effects caused Hivdoinger
isotopes, become comfortable with the shorter-kfaifof Cs-131, and the anticigted related reduction of

side effects that it offers.



Products

IsoRay markets thBroxcelanCesiuml31brachytherapyseedfor the treatment of prostate cancand
intends to marke€Cs-131 for the treatment obther malignant disease the future. Additionally, the
Company may market other radioactive isotopes iruhee.

Competitive Advantages BfoxcelanCs-131

Management believes that the Proxcelan CedliBtnbrachytherapy sedtuhs specific clinical advantages
for treating cancer over125 and PdL03, the other isotopes currently used in brachytherapy s@éds.
table below highlights the key differences of the three se€&tle. Company believes that the short half
life, high-energy characteristics d€s131 will increase industry growth and facilitate meaningful
penetration into the treatment of other forohsancer such as lung cancer and ocular melanoma.

Brachytherapy Isotope Comparison

Cesium131 Palladium-103 lodine-125
Half Life 9.7 Days 17.5 days 60 days
Avg. Energy 30.4keV" 20.8keV" 28.5keV"’
Dose Delivery 90% in 33 days 90% in 58 days 90% in204 days
Total Dose 115Gy 125 Gy 145 Gy
Anisotropy Factor’ 0.969 0.877 (TheraSeed® 20 0.930 (OncoSeed® 6711)
[ Degree of symmetry of therapeutic dose, a factor of 1.00 indicates symmetry.
"keV = kiloelectron volt, a standard unit of measurement liectécal energy.

Shorter halflife. The Company believes th@&ts1 3 1 6 s s Hlife roft 9& dayshvélllpfove to have

greater biological effectiveness, will mitigate the negative effects of long radiation periods on healthy
tissue and will reduce th duration of any side effectsA shorter haHlife produces more intense
therapeutic radiation over a shorter period of time and may reduce the potential for cancer cell survival

and tumor recurrenceRadiobiological studies indicate that shotlieed isotopes are more effective

against faster growing tumors (Dicker, et. &emin. Urol. Oncl8:2, May 2000). Other researchers

concl ud e-livestinahe apprbxanhté rangel# days are likely to be significantly better for a wide
rangeoftumorgy pes f or which the radiobiologic character:i
(Armpilia ClI, et. al.,Int. J. Rad. Oncol. Biol. Phy85:2, February 2003).

Higher energy The Csl131 isotopeaveragedecay energy 080.4 keV (versus 2 keV for Pd103 and

285 keV for 1-125) generates a therapeutic radiation field that extends beyond the current dosimetry
reference point of 1 cmPd103 seeds emit radiation that does not penetrate as far in tissue (up to 40%
lower than Csl31). To compensate fahis more Pel03 seeds are required to attain the equivalent dose

as if Proxcelanseeds were usedrlhis increase in the number of seeds implanted increases the time and
cost required to perform PiID3-based proceduresThe lower energy from P03 seedsmay also result

in lesser homogeneitgf the implant dose as dose rates near the surface of each seed must be higher to
compensate for lower doses at greater distances from eachTdezlligher energy of G431 can result

in radiation toxicity if the dasge is not properly calculated by the implanting physician and staff but the
higherenergyof Csl3ld oes make the isotope more Aforgivingo

Quality of Life Because IsoRdysProxcelan Cesium131 brachytherapyseed delives a highly
concentrated and confined dose of radiation directly to the prostate, healthy surrounding tissues and
organs are exposed to less radiation than with other treatminit&l results indicated that the side
effects experienced, if any, are mitimoderate and urinary symptoms resolve more rapidly, witin 4
months, when compared tel25. Management believes that as the data matures it will continue to
supportfewer and less severe side effects and complicatidmsn compared t@ther convenbnal
therapies.
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Shape of radiation fieldThe shape of theadiation field generated by a Proxcelaed ianoreuniform

than most brachytherapy seed desjgmsd this uniformity may result in better radiation dose coverage
and improved therapeutic efféveness.lsoRay has conducted extensive computer modeling of the seed
design. The dosimetric characteristics of the-C%l seed were recently confirmed through American
Association of Physicists in Medicine (AAPM) evaluations of the seed design (Meqg B412). The
results of these tests showed superior dose characteristics relative to the ld2irantl Pdl03 seeds.

The IsoRay seed haslso metall Nuclear Regulatory Commission (NRC) requirements for sealed
radioactive sources.

Cs-131 Manufactuing Process

Overview Cs-131 is a radioactive isotope that can be produced by the neutron bombardment of Barium
130(Ba-130). When Bal30 is put into a nuclear reactand is exposed to a flux of neutrah®ecomes
Ba-131, the radioactive material thiatthe parentsotopeof Cs131. The radioactive isotope €31 is
normally produced by placing a quantity of stable-raxtioactive barium (ideallyparium enriched in
isotope Ba-130) into the neutron flux of a nuclear reactofhe irradiation processoaverts a small
fraction of this material into a radioactive form of barium {(Ed). The Bal31l decays by electron
capture to the radioactive isotope of interest{3%). Due to the short halife of both the Bal31 and
Cs131 isotopespotential suplers must be capable of removing irradiated materials from the reactor
core on a routine basier subsequent processing to produce yhmee Cs13L I n addi ti on, t he
nuclear reactor facility must have sufficient irradiation capacity to agwmtate barium targets and the
nuclear reactors must have sufficient neutron flux to economically produce commercially viable
guantities of C<l31. Ideally, the irradiation facility will also have a radiochemical separation
infrastructure to carry out thieitial separation stepsThe Company has étified key reactofacilities

in the U.S. andheformer Soviet Union that are capablemeeting these requirements.

As of the date of this report, IsoRay laslusiveagreements in place withreesupplers of irradiated

Ba-131 or Cs131 During fiscal year 2007, the Company obtained approximately 80% of its isotope
from the Institute of Nuclear Materials (INM) located in Russia. The Company has an exclusive supply
agreement with INM that originally camenced August 25, 2005 and was amended on September 3,
2006 and February 2, 2007. The agreement has-yetanterm but is not an obligation to purchase any

given quantity of the isotope; however, if the Company does not purchase certain minimumHewels, t

INM is no longer bound by the exclusivity portion of the agreenitewnen if INM were tobecome the

sole supplier] NM has sufficient irradiat-L3danticipaaeddantandt y t o
through fiscal year 2009 without the use of erggtibariumHowever, the Company is actively seeking

other supplierén order to diversify its supply of €31

During fiscal year 2007, the Company also obtained irradiated barium from the University of Missouri
under an agreement originally signed orgast 9, 2005. The Company also has an exclusive agreement
in place with the Russian Institute of Atomic Reactors (RIAR) for supply ef31s The production
development activities at RIAR anmder way anthe Companyurrentlyanticipates accepting dediries

of Cs131 within the next six monthbut there is no assurance as to this delivery schedule.

To produce the Proxcelan seduag purified Csl31 isotopds absorbed onto a ceramic core contairang

gold X-ray marker. This internal core assemblysigsequently inserted into a titaniwwapsule that is

then welded shut and becomes a sealed radioactive source and a biocompatible medicaltdevice
dimensional toleransdfor the ceramic core, gold-Kay marker, and the titanium capsale extremely
important. To date the Company has used ssmarce providers for certain components such as the gold
X-ray marker and the titanium capsule as these suppliers have been validated by our quality department
and they have been cost effective.

We have establiwed procedures and controlscimmply withthe FDAS Quality System RegulationThe

Company constantly monitors these procedures and controls to ensure that they are operating properly
thereby working to maintain a higjuality product. Also, the quality production, and customer service
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departments maintain open communications to ertbateall regulatory requirements for the FDA, DOT
and applicable nuclear radiation anélie authorities are fulfilled.

The Companyas implemented a just-time prodiction procesghat is responsive to customer input and

orders to ensure that individual customers receive a higher level of customer service from us than from
existing seed suppliers who have the luxury of longer lead times due to longkieh@ibducs. Time

from order confirmationto completion of product manufactuie reducedto several working days
including receipt of irradiated balBli(ataourfécfites))m a su
isotope labeling of the core, and loagliof cores into prevel ded titanium Acanso f
testing, quality assurance and shipping.

It is up to each physician to determine the dosage necessary for implants and acceptable dosages vary
among physiciansMany of the physicians who ondeur seeds order more seeds than necessary but wish

to assure themselves that they have a sufficjgantity Upon receipt of an order, the Company either
delivers the seeds from its facility directly to the physician or sends the order to an indépenden
preloading servicéhatdelivers the seedwreloaded into needles or cartridges jusor to implant. If the

implant is postponed or rescheduled, the shortlfialof the seeds makes them unsuitable for use and
therefore they must be-ardered.

Due to the lead time for obtaining and processing th&3lsisotope and the short hiife, the Company

relies on sales forecasts and historical knowledge to estimate the proper inventory levels of isotope in
order to be able to fulfill all customer order Consequently, some portion of the isotope is written off to
current period costs as it decays and is not used in an end product.

Automated Manufacturing Process

Based on evaluations of automation options by management, IsoRay has elected to dstoomaéat
manufacturing process in phases. Management bel.
semiautomated seed welding equipment exceed those attainable with fully automated lines that the
Company has evaluated. Phased implememtadf automation is expected to be less costly than fully
automated production lines and will benefit IsoRay by reducing labor costs and helping to ensure
consistent manufacturing quality. The Company has purchased some automation equipment and is
reviewing options for the development of additional automated equipment. The Company also has a
contract with a third party to outsource certain-puticesses.

Manufacturing Facility

The Company has replaced the manufacturing facility locat&®EebSIsoRayRadioisotope Laboratory
(PIRL) with a new production facility located at Applied Process Engineering Laboratory (APEL). The
APEL facility became operational in September 2007, which was three months earlier than the original
scheduled opening. The fatjflihas over 19,000 square feet and includes space for isotope separation,
seed production, order dispensing, a clean room for radiopharmacy work, and a dedicated shipping area.
A description of the lease terms for the APEL facility is located in the Offmenmitments and
Contingencies section of Item 6 below. The Company plaws todecommission the PIRL facility and
return it to the landlord by the end of calendar year 2007. Management believes that the APEL facility
will be utilized for manufacturingpace through fiscal year 2016 which is the original lease term plus the
two threeyear renewal options. Management currently anticipates exercising botkyéaresenewal
options to extend the APEL facility lease through April 2016.

The Company has udéacific Northwest National Laboratory (PNNL) to provide thpedty assay of its
products but has otherwise vacated PNNL facilities. Management is currently setting up facilities to
move the independent assay of its products to its new productiortyfagild will utilize inhouse
resources which will reduce isotope depletion and also minimize assay expenditures.
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The Company intends to establish a new facility in Russia to produce Proxcelan -@C83%ium
brachytherapy seeds. This new facility is partoket Company 6s strategy to expa
European markets. The Company has not entered into any agreements concerning this facility and has

not begun anyegotiations with any thirgarties.

The Company is also consideriagotherstate as #ocation for a future facility as a secondg@npduction
facility. No agreements have been reached for any possible facilities outside of Washington.

Isotope Testing in Idaho

On December 14, 2005, |l soRay and | dciwoh ooflaboratiod v anc ed
and partnership agreement for the design, analysis and fabrication of a capsule containing barium
carbonate, to be irradiated at the ATR and then shipped to IsoRay for processing and analy§ls- of the

131 product. As an adjunct to tkitesting, IsoRay and the Pocatello Development Authority entered into

an Economic Development Agreement, dated December 14, 2005, under which the Pocatello
Development Authority provided IsoRay with $200,000 (subject to repayment under certain conditions)

to use toward the cost of testing at the ATBuring July 2006, several capsules were irradiated and
shipped to | soRay0s TheleRults of tlee @analysest indicate the capsuleaplerforsneds .

as designed and that a planned capsule shsytstem will provide adequate conditions @131
production that will enhance [|hasm&aoptdired tevuadingtol pr o
design and implement the necessary capsule shuttle system and IsoRay has collaborated withsATR on i
design and testing. The Compaisyseeking to enter inta contract with ATR in fiscal year 2008 to

produce irradiated bariuiyut there is no assurance that this will ultimately occur

Repackaging Services

Most brachytherapy manufacturers offer theged product to the end user packaged in four principal
configurations provided in a sterile or nsterile package dependingonthe cugamé s pr ef er enc e.
include:

A Loose seeds

A Preloaded needlefoaded with 3 to 5 seeds and spacers)

A Strandsofseds( consi sts of seeds and spacers in a bio
A Preloaded Mick cartridgegfits the Mick applicator)

No single package configuration dominates the market at this poig007, the Millenium Research
Group reported that the estiredt market sharefor each of the four packaging types are: loose seeds
(9.5%), Mick cartridges(29.1%), preloaded needlesl19.8%0) andall strand configurations(42.0%).
Market trends indicate significant movement toward the stranded configurationteaardeome clinical
data suggesting less potential for pimsplant seed migration when a stranded configuration is used.

The role of thepreloadingservice is to package, assay and certify the contents of the final product
configuration shipped to theustomer. A commonly used method of providing this service is through
independent radiopharmacieManufacturers send loose seeds along with the physician's instructions to
the radiopharmacy who, in turn, loads needles and/or strands the seeds acaprttiagdbctor's
instructions. Theseradigpharmacies then sterilize the product and certify the final packaging prior to
shipping directly to the end user.

IsoRaycurrently has agreements with sevénalependent radiopharmaciesassay, preloadnd steiliz e

our loose seedsThis creates additional loss of our isotope due to decay and is prohibitive ontziong
basis. However, to increase sales in the AEam we are using these services until our own custom
preloading operation comes fully tine in our new APEL facility Once our custom preloading
operation comes fully ehne, we anticipate completing most of the assay, preload, and sterilization in
house rather than relying on independent radiopharmacies.
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The Company currentlpads mostMick cartridges in our own facility which in recenonths accounted

for more than 6% of total seed ordersCurrently, PNNL provides independent thpdrty assay of seeds

for customers who request this service. The Company expects to begin offering adrbtoation

assay in Q2 of FY2008 performed byhnuse analytical serviceProviding the assay angbreloading

services in-houseallows the Company to reduce the time to process an ordevdiy four daysas the
additional shipping and thirdarty hamlling timeareeliminated This reduction irorder processingme
eliminates approximately 25% loss in isotope activity dueréaioactivedecay. The cost of priority
overnight shipment of each order of seeds toira-party provider is also eliminatedHowever, wewill

continue to utilize the independent radiopharmacies in the future both as a backup to our own preloading
operation and to hargperiodic increases in demand.

Independent radiopharmacies usually provide the final packaging of thecpdmdivered to the end user.

This eliminates thepportunity for reinforcing the "branding” of our seed produgy. providing its own
repackaging service, the Company preserves the product branding opportunity and eliminates any
concerns related to theuhdling of its product by a third party prior to delivery to the end user.

Providing different packaging configurations adds significant value to the product while providing an
additional revenue stream and incremental margins to the Company througfciting gremiums that

can be chargedThe end users of these packaging options are willing to pay a premium because of the
savingsthey realizeby eliminating the need for loose seed handling and loading capabilities on site,
eliminating the need for adiinal staffing to load and sterilize seeds and needles, and eliminating the
expense of additional assaying of the seeds.

Barium Enrichment Device

Ba-130 is the original source material for-C31. When Bal30 is put into a nuclear reactor it becomes
Ba-131 which isthe radioactive material that is the parimtopeof Cs131. Natural larium contains

only 0.1% of Bal30 with six other isotopes making up the other 99.9%he Companyis currently
developing arenrichment devicéo produceai e n r i ¢ hmélhvingahigheu concentration of the Ba
130 isotope than is found in naturally occurring baridmadiating enriched bariumwill result in higher
yields of Csl31. The Company anticipates the use of enriched barium will also streamline the
manufactuing process and reduce -C€81 production costs.In June 2007, the Company purchased
approximately 6 grams of BE30 (metal equivalent) that will be used in future production efil&ls

The enriched barium is being stored in Russia and is included imaagvials at June 30, 2007.

Marketing and Sales
Marketing Strategy

The Companyhas workedo positionProxcelanCesium131 brachytherapy seedss theseedof choice

for prostate brachytherapy. Based on current and preliminary clinical studiesgemet believes there

is no apparent clinical reason to use other isotopes ®kd131 is available.The advantages associated
with a higrer energy and shagt half-life isotope are generally accepted within the clinical community
and the Company intends telp educate potential patients about the clinical benefits a patient would
experience from the use of @81 fortheir brachytherapy seed treatmerithe potential negative effects

of the prolonged radiation times associated with the longlifalof 1-125 make this isotopeess
attractive than C431. The low energy of PH03 creates potential cold or hot areas in the treatment plan
and requires more seeds to optimize the implant.

IsoRay has chosen tdentify its proprietaryCs131seed with the brandf fiProxcelamd Management is

using this brand tdifferentiateCs 131 seeddrom seeds usinghe other isotopesWe continue tatarget
competing isotopes as our principal competition rather than the various manufacturers and distributors of
theseisotopes In this way, the choice of brachytherapy isotopes will be less dependent on the name and
distribution strengths of the various iodine andll@dium manufacturers and distributors and more
dependent on the therapeutic benefits 6flG%.
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The professinal and patient market segments each play a role in the ultimate choice of cancer treatment
and the specific isotope chosen for seed brachytherapy treatnidr@. Companyhas developed a
customized brandnessagdor each audienceFor medcal professiona IsoRay hascreated print and
visual medias (including physician brochures discussing the clinical advantages18fL,Cslinical
information binders, informational DVDs, single sheet glossies with targeted clinical data, etc.),
advertisements in the l@emg medical journals and a physician targeted website. In addition, the
Company attends national professional meetiimguding the following:

A American Brachytherapy Society (ABS),

American Society for Therapeutic Radiation and Oncology (ASTRO),

American Urological Association (AUA),

Association of American Physicists in Medicine (AAPM), and

various other professional society meetings.

D> > >

I n todayobés U. S,patibnesare mdre ifoarmed andniavohed it the management of their
health and anyreatments required.Many physicians relate incidents of their patients coming for
consultations armed with articles researched on the Internet and other sources describing new treatments
and medications. In many cases, these patients are demanding tairceherapy or drug and the
physicians are compilygy when medically appropriate.

Because of this market factor, we also promote our products directly to the general populduson.
audience targeted will be the prostate cancer patient, his spousg, dachitare giversThe marketing
message to this segment of the market emplsatdirespecific advantages tife ProxcelarCesium-131
brachytherapy seedncluding fewer side effects, less total radiation, arghorter period of radiation
exposure The Companyis targetingthis market through its websit€located atwww.isoray.com
www.cesium.comand www.proxcelan.compdvertising in magazines read by prostate cancer patients
and their care givers, through patient advocacy effanfermational patiet brochures and DVDs with
patient testimonials, and advertisements in specific markets supporting brachytherapy, etc.

In addition, the Company continues to promote the clinical findings of the various protocols through
presentations by respected thoudgdaders. The Company will continually review and update all
marketing materials as more clinical information is gathered from the protocols and studies.

During fiscal year 2007, the first abstracts were published on the results of clinical studied3ff Cs
treatments. In fiscal year 2008, the Company will contitgieollaboration with leading physicians to
develop clinical data on the efficacy of €81 seedsncluding the dual therapy protocol and the
prospective randomized trialn addition, the @mpany continues to consult witleted contributors from
the medical physics communiggnd will have dicles submitted to professional journals suchvaslical
Physicsand thelnternational Journal of Radiatio®ncology, Biology, and Physicsgarding thdenefits

of and clinical trials involving C431.

At ASTRO 2007 to be held in Los Angeles on Octobét ti8ough November®] the following abstracts
related to Csl31 have been accepted:
1. Urinary Morbidity Following Csl131 Brachytherapy for Localizeddstate Cancer
(Brian Moran, M.D., Chicago Prostate Cancer Center, Chicago, IL
2. Results of a Multinstitutional Trial Using Cesiu@31 Permanent Prostate Brachytherapy
(Brad Prestidge, M.D., Texas Cancer Clinic, San Antonio), TX
3. BED as a Predictive Toobf the Outcome of a Permanent Prostate Brachytherapy Trial Using
Cesium131 as Monotherapy
(William Bice, PhD, Texas Cancer Clinic, San Antonio,)TX
4. Dosimetric Comparison of Cesiut31 and Palladiurd03 for Permanent Prostate Brachytherapy
(J. S. MusmacheiNorth Shore Medical Accelerator, Smithtown, NY



Sales and Distribution

According to a recent industry survey, approximately 2,000 hospitals and free standing clinics are
currently offering radiation oncology services in the United StaiMst all of these facilities offer seed
brachytherapy servicesThese institutions are staffed with radiation oncologists and medical physicists
who provide expertise in radiation therapy treatments and serve as consultants for urologists and prostate
cancer patientsWe target the radiation oncologists and the medical physicists as well as urologists as
key clinical decision makers in the type of radiation therapy edfép prostate cancer patients.

IsoRay has a direct sales organization to introdBcaxcelanCesum131 brachytherapy seed®

radiation oncologists and medical physicisBuring 2007IsoRay &panded its sales force to eleven sales
people. These sales people include those experienced in the brachytherapy market and the medical device
market.

The initial response to our new isotope from prominent radiation oncologists, medical physicists and
urologists n the US has been very positive and the number of surgical centers and clinics using the
Proxcelan seed continues to increase.

The Companyexpectsdo expand its customer base in fiscal year 20081enthe Companymplements

its plans to expandutside the U.S. market, it plans to use established distributors in the key markets in
these other countriesThis strategy should reduce the time and egpsrequired to identify, train and
penetrate the key implant centers and establish relationships with the key opinion leaders in these
markets. Using established distributors also should reduce the time spent acquiring the proper radiation
handling liceses and other regulatory requirements of these markets.

Reimbursement

Payment for IsoRay products comes from tigedty payers includinghe Centers for Medicare and
Medicaid Services (CMSand private insuranceompanies These payers reimburse theshpitals and
clinics via weltestablished payment procedurel 2003, the Company was approved for an initial
HCPCScode for Csl31 brachytherapy seedsn July 2007 CMSdivided the HCPCS code into two
codes for all manufacturers of brachytherapy seddwe current method has assigrate HCPCS code
for loose seeds and a second HCPCS code for stranded Bésatisare is the most significant U.gayer
for prostate brachytherapy services, and is plager in approximately70% of all U.S. prostate
brachyherapy cases.

Prostate brachytherapy is typically performedairoutpatient setting, and as such, is covered by the CMS
Outpatient Prospective Payment Systedurrently, when charges for the seeds are correctly submitted to
CMS, the total cost of the sds is reimbursed to the hospital or clinic by CM3MS reviews and adjusts
outpatient reimbursement on a periodic basid is currently reviewing the reimbursement rates that will

be effective beginning January 1, 2008. CMS has proposed that a fizseger seed be reimbursed and

the Company is working to ensure that the proposed amounts are adequate to reimburse hospitals or
clinics for the full amount of the seeds. The US House of Representatives has passed a bill that would
continue the pasthrough reimbursement of brachytherapy seeds during 2008. However, the US Senate
version of the bill did not contain the same provisions. The Company believes that the final calendar year
2008 reimbursement rates will not be known until November or Decentif¥f. 20ther insurance
companies havhistoricallyfollowed CMS seimbursement policies

Other Information
Customers

Customers representing ten percent or more of total Company sales for the twelve months ended June 30,
2007 include:
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Community Hospithof Los Gatos Los Gatos, CA 24.3% of revenue
Chicago Prostate Cancer Center Westmont, IL 13.2% of revenue

The loss of any of these significant customers would hexedhv er se ef fect on the Co
which would continue until the Company loedtnew customers to replace them.

Proprietary Rights

The Company relies on a combination of patent, copyright and trademark laws, trade secrets, software
security measures, license agreements and nondisclosure agreements to protect its proprietary rights
Some of the Companyds proprietary information may

The Company intends to vigorously defend its proprietary technologies, trademarks, and trade secrets.
Members of management, employees, and certain equity holders have previoedyrgigdisclosure,

norrcompete agreements, and future employees, consultants, advisors, with whom the Company engages,
and who are privy to this information, will be required to do the safngatent for thecesium separation

and purification processasgranted on May 23, 2000 by the U.S. Patent and Trademark Office (USPTO)

under Patent Number 6,066,302, with an expiration date of May 23, 20#0process was developed by

Lane Bray,Chief Chemist andh shareholder of the Company, and has been asseyxudukively to

IsoRay.l soRayés predecessor also filed for patent pr
Cooperation TreatyThose pates have been assigned to IsoRay

Our management believes that certain aspects of the IsoRay sepdatebiconstruction techniques are
patentable innovationsThese innovations have been documented in IsoRay laboratory records, and a
patent application was filed with the USPTO on November 12, 2@8tain methodologies regarding
isotope production, garation, and seed manufacture are retained as trade secrets and are embodied in
| soRayb6s procedur els Juaez@4, Jdilp 2004neach Eebraary @00 five patent
applications were filed relating to methods of derivingl34¢ developed by I&ay employees.The
Company is currently working on developing and patenting additional methods of derivit®l @ad

other isotopes.

There are specific conditions attached to the assignment of ti@ICpatent from Lane Bray.In
particular, the assaaied Royalty Agreement provides for 1% of gross profit payment from seed sales to
Lane Bray and 1% of gross profit from any use of thel8 process patent for nseed productsif
IsoRay reassigns the Royalty Agreement to another company, theseemoyadticase to 2%.The
Royalty Agreement has an astielving clause which requires IsoRay to return the patent if IsoRay
permanently abandons salespooducts using the invention. During fiscal years 2007 and 2006, the
Company recorded royalty expersfeb2,161 and $0, respectively.

Effective August 1, 1998, Pacific Management Associates Corporation (PMAC) transferred its entire
right, title and interest in an exclusive license agreement with Donald Lawrence to IsoRayaLLC
predecessor companiy) exchange for a membership interedthe license agreement was transferred to
IsoRaythrough a series of mergers and the reverse acquisition.

The terms of the license agreement require the payment of a royalty based on the Net Factory Sales Price,
as defind in the agreement, of licensed product salBse cause the | icensorbs pa
ultimately abandohed,d ombeh oneNet Fa6toryi Rate® Byies defined,

remains applicabldlo date,management believes ththere havdeen no product sales incorporating the

fi k n-b w waadthat thereforeno royaltyis due pursuant to the terms of the agreeménanagement

believes thatltimately no royaltiesshouldbe paid under this agreemextt there is no intent to use this
Aknbowo i n the future

agement 6s con

The I|licensor of-hbwe bawr dneep an
ik n 2 he Company part
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-hwwo . On September 25, 7 t
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settlemat was reached. The parties hagreed to extend mediation discussiamtil early October,
2007. If no settlement is reached, the partiey demandbinding arbitration.

Research and Development

During the threeyear period ended June 30, 2005bRay and its predecessor companiesirired more
than #.8 million in costs related to research and development activitiBlse Company expects to
continue tadevote employees to ongoingsearctanddevelopnent activities for the foreseeable future.

The Company anticipates finishing its joraresearch and development project to develop a proprietary
separation process to manufacture enriched barium and thereby increase isotope production efficiency
during fiscal year 2008. The remaining project costs are anticipated to be approximadedp$40

Government Regulation

The Company's present and future intended activities in the development, manufacture and sale of cancer
therapy products are subject to extensive laws, regulations, regulatory approvals and guidétimas.

the United Stats, the Company's therapeutic radiological devices must comply with the U.S. Federal
Food, Drug and Cosmetic Act, which is enforced by the FDAe Company is also required to adhere to
applicable FDAQuality System Regulations, also known as @wod Mamfacturing Practicesyhich

include extensive record keeping and periodic inspections of manufacturing facilitieeRay's
predecessor obtained FDA 510(K) clearance in March 2003 to marketdkeclan Cs.31 seed for the
treatment of localized solid moors and other malignant disease and IsoRay obtained FDA 510(k)
clearanceén November 20060 marketpreloadedorachytherapyeeds

Specifically, in the United States, the FDA regulates, among other things, new product clearances and
approvals to establisthe safety and efficacy of these produdfge are also subject to other federal and
state laws and regulations, including the Occupational Safety and Health ActeaBshtinonmental
Protection Act.

The Federal Food, Drug, and Cosmetic Act and otraeréd statutes and regulations govern or influence

the research, testing, manufacture, safety, labeling, storage, record keeping, approval, distribution, use,
reporting, advertising and promotion of such produtencompliance with applicable requiremean

result in civil penalties, recall, injunction or seizure of products, refusal of the government to approve or
clear product approval applications, disqualification from sponsoring, or conducting clinical
investigations, prevent us from entering irgovernment supply contracts, withdrawal of previously
approved applidions and criminal prosecution.

In the United States, medical devices are classified into three different categories over which the FDA
applies increasing levels of regulation: Clas€lgss Il, and Class lll. Most Class | devices are exempt
from premarket notification (510(k)); most Class Il devices require premarket notification (510(k)); and
most Class Il devices require premarket approval. Our Proxceld3Lseed is a Classdkevice and
received 510(k) clearance in March 2003.

Approval of newClass Ill medical devices is a lengthy procedure and can take a number of years and
requirethe expenditure of significant resourcéBhere is a shorter FDA review and clearance proess
Class Il medical deviceshe premarket notification or 510(k) process, whereby a company can market
certainClass lImedical devices that can be shown to be substantially equivalent to other legally marketed
devices. Since brachytherapy seeds haverbelassified by the FDA as a Class |l device, have been

able to achieve market clearance for Gsrl31 seed using the 510(k) process.

As a registered medical device manufacturer with the FDA, we are subject to inspection to ensure
compliance with thie current Good Manufacturing Practices, or cGMPhese regulations require that

we and any of our contract manufacturers design, manufacture and service praddcteaintain
documents in a prescribed manner with respect to manufacturing, testingutiasiy storage, design
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control and service activitiesModifications or enhancements that could significantly affect the safety or
effectiveness of a device or that constitute a major change to the intended use of the device require a new
510(k) noticefor any product modificationWe areprohibited from marketing the modified product until

the 510(R notice is cleared by the FDA.

The Medical Device Reporting regulation requires that we provide information to the FDA on deaths or
serious injuries allged to be associated with the use of our devices, as well as product malfunctions that
are likely to cause or contribute to death or serious injury if the malfunction were to tedeling and
promotional activities are regulated by the FDA and, in saimaumstances, \bthe Federal Trade
Commission.

As a medical device manufacturer, we are also subject to laws and regulations administered by
governmental entities at the federal, state and local levéts. example, our facility is licensed as a
medicd product manufacturing facility in the State of Washington and is subject to periodic state
regulatory inspections.Our customers are also subject to a wide variety of laws and regulations that
could affect the nature and scagfeheir relationships wiit us.

I n support of I soRaybés gl obal strategy to expand
well as other foreign markets, we have initiated a project to obtain the European CE Mark, Canadian
registration, and certification to ISO 1348 internationally recognized quality system. European law
requires that medical devices sold in any EU member state comply with the requirements of the European
Medical Device Directive (MDD). Compliance with the MDD and obtaining a CE Mark involeegyb

certified to 1ISO 13485 and obtaining approval of the prodechnicalfile by a notified body that is
recognized byompetentauthorities of a member state. Compliance with ISO 13485 is also required for
registration ofa company for sale of its pdoicts in Canada. Many of the recognized EU Notified Bodies

are also recognized by Health Canada to conduct the ISO 13485 inspections for Canadian registration.

In the United States, as a manufacturer of medical devices emicksl utilizing radioactivéyproduct

material, we are subject to extensive regulation by not only federal governmental authorities, such as the
FDA, but also by state and local governmental authorities, such as the Washington State Department of
Health,to ensure such devices aedesand effectiveln Washington State, the Department of Health, by
agreement with the federal Nuclear Regulatory Commission (NRC), regulates the possession, use, and
disposal of radioactive byproduct material as well as the manufacture of radicaeala® Ssurces to

ensure compliance with state and federal laws and regulati@hst Cs131 brachytherapy seeds
constitute both medical devices and radioactive sealed sourcesaubpact to these regulations.

Moreover, our use, managemeand disposabf certain radioactive substances and wastes are subject to
regulation by several federal and state agencies depending on the nature of the substance or waste
material. We believe that we are in compliance with all federal and state regulationss fonrhose.

Washington voters approved Initiative 297 in late 2004, which may impose additional restrictions on sites
at which mixed radioactive and hazardous wastes are generated and stored, including PNNL, as it
prohibits additional mixed radioactive andzardous waste from being brought to sites, such as PNNL,
until the existing orsite waste conforms to all state and federal environment l&w3dune 2006, a U.S.
District court judge ruled that Initiative 297 was unconstitutional in its entirety. Hewéwe State of
Washington has appealed the decision. If this decision is overturned and Initiative 297 is @hforced
could impact our ability to manufacture our seeds, whether at PNNL or elsewhere in the State of
Washington.

Seasonality

The Companybelieves that some seed implantation procedures are deferred around physician vacations
(particularly in the summer months), holidays, and medical conventions and conferences resulting in a
seasonal influencent h e C o nbpsinesy. dhese factors cause momentary decline in revenue
which management believes is ultimately realized later.
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Employees

As of September 4, 200TsoRay employe®6 full-time individualsand one paftime individual The
Company's future success will depend, in part, on iiBtyalbo attract, retain, and motivate highly
qualified technical and management personndirom time to time, the Company may employ
independent consultants or contractors to support its research and development, marketing, sales and
support and adminisitive organizations.None ofthe Company's employees are represented by any
collective bargaining unit.IsoRay estimates that successful implementation of its growth plan would
result in up ta30 additiond employees by the end of fiscal year 2008.

Conpetition

The Company competes in a market characterized by technological innovation, extensive research efforts
and significant competition.In general, théProxcelan Cesiud31 brachytherapgeed competes with
conventional methods of treating localizsghcer, including, but not limited to, radical prostatectomy and
external beam radiation therapy which includes intensity modulated radiation therapy, as well as
competing permanent brachytherapy device® has historically represented the most commedical
treatment for earhgtage, localized prostate canbett has declined in recent yeafSBRT is also a well
established method of treatment and is widely accepted for patients who represent a poor surgical risk or
whose prostate cancer has advanbegond the stage for which surgical treatment is indicated.
Management believes that if general conversion from these treatment options (or other established or
conventional procedures) to tReoxcelan Cesiuri31 brachytherapgeed does occur, such corsien

will likely be the result of a combination of equivalent or better efficacy, reduced incidence of side effects
and complications, lower codigtterquality of life outcomesand pressure by hehlcare providers and
patients.

History has shown thadvantage of being the first to market a new brachytherapy proBactexample,
Oncura currently claims about @bof the market with the originall25 seed.Theragenics Corp., which
introduced the original R803 seedgurrently claimgthrough CR Brdand direct distributionpver 50%

of the Pd103 market shareThe Company believes iihay obtain a similar and significant advantage by
being the fiist to introduce a G$31 seed.

The Company 06-431 peparaton precdss i€ sikely to provide usuatainable competitive
advantage in this areaProduction of Csl31 also requires specialized facilities that represent high cost
and long lead time if not readily availabl addition, a competitor would need to develop a method for
isotope attachmrmt and seed assembly, would need to conduct testing to meet NRC and FDA
requirements, and would need to obtain regulattegrance before marketing a competing device.

Several companies have obtained regulatbegrancdo produce and distributedP03 and1-125 seeds,
which compete directly with our seedSix of those companies represent nearly 100% of annual
brachytheapy seed sales worldwide: CR Bard, Ir@ncura(part of GE Healthcaje Theragenics Corp.,
North American Scientific, Inc., Mentor @m, and Best Medical Internatial, Inc. The top three CR
Bard, Inc, Oncura and heragenis - currently garner over 80% of annual sales.

It is possible that three or four of the curreft2b or Pl03 seed manufacturers.g, CR Bard, Oncura
Theragenics, North American Scientific, etc.) are capable of producing and marketing3l Gsed, but
none have reported efforts to do sBest Medical obtained a seed core patent in 1992 that named 10
different isotopes, including €k31, for use in theireeds. Best Medical received FDA 510(kJearance

to market a C4.31 seed on June 6, 1993 hutlate has not produced any products for sale.

Additional Growth Opportunities

The Cs131 isotope has the performance characteristics to be a technologicahpfar sustained long
term growth. The most immediate opportunities are introducingl@% for prostate brachytheragp
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Russia Europe Canadaand other international markets, introducingX34-based therapies for other
indications such as lung carcand ocular melanomand through the marketing of other radioactive
isotopes. These growth initiatives appear to be sigrafit incremental opportunities.

The Company plans to introduce-C31 for prostate brachytherapyitially into Europe and latemto

other international markets through partnerships and strategic alliances with channel partners for
manufacturing and distributionAnother advantage of the @81 isotope is its potential applicability to

other cancers and other diseas&Ss-131 ha FDA clearanceto be used for treatments for a broad
spectrum of cancers including breast, brain, lung, and liver cancer, and the Company believes that a major
opportunity exists as an adjunct therapy for the treatmergsidual lung cancer and oculaelanoma

The Company has hadiscussions with prominent physiciaasd is looking attreatment of lung,
pancreatic and brain cancefhere is the opportunity to develop and market other radioactive isotopes to
the US market, and to market the-C3l isobpe itself, separate from its use in our se€dlse Company

is also in the preliminary stages of exploring alternate methods of delivering our isotopes to various
organs of the body, as it may be advantageous to use delivery methods other than aditeapsulated

seed to deliver radiation to certain organs.

Risk Factors

Our Revenues Depend Upon One Produtintil such time as we develop additional products, our
revenues depend upon the successful production, marketing, and sales Pfotbelan C<31
brachytherapygeed. The rate and level of market acceptance of this product may vary depending on the
perception by physicians and other members of the healthcare community of its safety and efficacy as
compared to that of competing products, if atlye clinical outcomes of the patients treated; the
effectiveness of our sales and marketing efforts in the United SEatexpe and Russigany unfavorable
publicity concerning our product or si mitsarr prod:
competing treatments; any decrease in current reimbursement rates from the Centers for Medicare and
Medicaid Services ahird-partypayers; regulatory developments related to the manufacture or continued
use of the product; availability of sufficiesupplies of enriched barium f&@s131 seed production;

ability to produce sufficient quantities of this product; and the ability of physicians to properly utilize the
device and avoid excessive levels of radiation to patidBésause of our reliancendhis product as the

sole source of our revenue, any material adverse developments with respect to the commercialization of
this product may cause us to continue to incur losskerrttan profits in the future.

AlthoughCleared To Treat Any Malignantigsue, Our Sole Product Is Currently Used To Treat One
Type Of Cancer.Currently, theProxcelan C4.31seed is used exclusively for the treatment of prostate
cancer. We believe thd’roxcelan C4.31 seed will be used to treat cancers of other sites ds agels
currently the cas-&25andPdh03seads. Howavan pve lhelievedhatslinical data
gathered by select groups of physicians under treatmetacpt® specific to other orgamgll be needed

prior to widespread acceptance ofr quoduct for treating other cancer site§.our current and future
products do not become accepted in treating cancers of other sites, our sales will depend solely on
treatment of prostate cancer and will require ever increasinketrstiare to increasevenues.

We Have Increasing Cash RequiremensoRay has generated material operating losses since inception.
We expect to continue to experience net operating losses. However, in March 2007, we completed a
public equity offering and a warrant céilat raised gross proceeds of approximately $20 millDune to

raising this additional capital, management believes cash and cash equivalents on han8at2hirve

will be sufficient to meet our anticipated cash requirements for operations, delosesenvid capital
expenditure requirements through at least the next twelve months. While we are generating significantly
more revenue, if operating costs expand proportionately with revenue increases, other applications are
pursued for seed usage outside pnostate market, if protocols are expanded supporting the integrity of
our product, and marketing expenses increased, management believes approximately $2 million in
monthly revenue will be needed to reach brea&n. However, there is no assuranceoashen break

even will occur. If we are unable to generate profits and unable to obtain additional financing to meet our
working capital requirements, we may have to curtail our business.
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We Rely Heavily On A Limited Number Of Suppli€é®@me materialsised in our products are currently
available only from a limited number of supplier@ver eighty percent 80%) of our cesium is now
supplied through the Institute of Nuclear Materials (INM) locatedRirssia This percentage will
continue to increase akmand for our products increasédanagement expects that we will be able to
supplement our supply of cesium with deliveries under our recent contract with the Russian Research
Institute of Atomic Reactors (RIAR) Although deliveries have not yet begunder this contragt
production capabilities at RIAR are well under development. With the development of barium
enrichment capabilities, the Compaphkans toexpand Csl31 manufacturing capability at the MURR
reactor and create production capabilitied at a hods Advanced. ThissttategRwilact or
reduce the risk associated with concentrating isotope production at a single reactor faailitye to

obtain deliveries of cesium from these sourcasld have a material adverse effect on spaatluction

and there may be a delay before we could locate alternative supplié@snay not be able to locate
suppliers outside of Russia capable of producing the level of output of cesium at the quality standards we
require. Additional factors that add cause interruptions or delays in our source of materials include
limitations on the availability of raw materials or manufacturing performance experienced by our
suppliers and a breakdown in our commercial relations with one or more supfleng ofthese factors

may be completely out of our and our supplierso

Virtually all titanium tubing used in brachytherapy seed manufacture comes from a single source,
Accellent CorporationWe currently obtain a key component of our seed core frangéessupplier.We

do not have formal written agreements with either this key supplier or with Accellent Corporatign.
interruption or delay in the supply of materials required to produce our products could harm our business
if we were unable to obtaian alternative supplier or substitute equivalent materials in eeffestive

and timely manner. To mitigate any potential interruptions, the Company continually evaluates its
inventory levels and management believes that the Company maintains erguéfiantity on hand to
alleviate any potentialisruptions.

Future Production Increases Will Depend on Our Ability to Acquire Larger Quantiti€saB1 and

Hire More Employees IsoRay currently obtain€s-131 through its contract with INM and through
reactor irradiation of natural barium and subsequent separation of cesium from the irradiated barium
targets. The amount ofcs-131that can be produced from a given reactor source is limited by the power
level and volume available within the reactor fwadiating targets.This limitation can be overcome by
utilizing barium feedstock that is enriched in the stable isotopd3a However, the number of
suppliers of enriched barium is limited and they may be unable to produce this material in sufficient
guantities at a reasonable price.

IsoRay has entered into exclusive agreements witiNilfeand theRIAR in Russia to provid€s131in
guantities sufficient to supply a significant percentage of future demand for this is@efeery of the
isotope fom INM began in January 2006 and delivery of initial quantities of the isotope from RIAR is
expected to begiwithin the next six months INM has unique capabilities due to its large irradiation
capacity which will allow the Company to meet all of itsT3 demands without the use of enriched
material for the foreseeable futurBue to the purchase of enriched barium in June 280Raynow has
access to sufficient quantities of enriched barium that may be recycled to increase the prod@sion of
131 Although the agreements provide for supplyi@g131 in significant quantities, there is no
assurance that this will result in IsoRay gaining access dontinuing sufficient supply of enriched
barium feedstock and if sufficient supplies are attgimetiwill need to increase our manufacturing staff.

If we were unable to obtain supplies of isotopes from Russia in the future, our overall supply of cesium
and barium would be reduced significantlpless the Company has a source of enriched barium for
utilization in domestic reactors.

We Are Subject To Uncertainties Regarding Reimbursement For Use Of Our Prothosgitals and
freestanding clinics may be less likely to purchase our products if they cannot be assured of receiving
favorable reimbursementif treatments using our products from thparty payers, such as Medicare and
private health insurance plan€urrently, Medicare reimburses hospitals, clinics and physicians for the
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cost of seeds used in brachytherapy procedures gass througtbasis. Historically, private insurers

have followed Medicare guidelines in establishing reimbursement rd@sever, thirdparty payers are
increasingly challenging the pricing of certain medical services or devices, and we cannot be sure that
they will reimkurse our customers at levels sufficient for us to maintain favorable sales and price levels
for our products. There is no uniform policy on reimbursement among thady payers, and we can
provide no assurance that our products will continue to quidifyeimbursement from all thirgarty

payers or that reimbursement rates will not be reduckd.eduction in or elimination of thirparty
reimbursement for treatments using our products would likely have a material adverse effect on our
revenues.

In 2003, we applied to the Centers for Medicare and Medicaid Services (CMS) and received a
reimbursement code for use of our-C3l seed. As of July 1, 2007, CMS revised the coding system for
brachytherapy seeds and separated the single code into twd cmdesode for loose seeds and a second

code for stranded seeds. This methodology was applied to all companies manufacturing and distributing
brachytherapy seeds. Reimbursement amounts are reviewed and revised annually. Adjustments could be
made to theseeimbursement amounts or policies, which could result in reduced reimbursement for
brachytherapy services, which could negatively affect market demand for our products.

Furthermore, any federal and state efforts to reform government and private heailtiscaamce
programs could significantly affect the purchase of healthcare services and products in general and
demand for our products in particuldWe are unable to predict whether potential healthcare reforms will

be enacted, whether other healthcaggslation or regulations affecting the business may be proposed or
enacted in the future or what effect any such legislation or regulations would have on our business,
financial condition or results of operations.

Our Operating Results Will Be Subject $@nificant Fluctuations.Our quarterly revenues, expenses,

and operating results are likely to fluctuate significantly in the futdfkictuation may result from a
variety of factors, which are discussiadudiign det ai |
A our achievement of product development objectives and milestones;

demand and pricing for the Companyds product s;
effects of aggressive competitors;

hospital, clinic and physician buying decisions;

research and development and manufacturingresqse

patient outcomes from our therapy;

physician acceptance of our products;

government or private healthcare reimbursement policies;

our manufacturing performance and capacity;

incidents, if any, that could cause temporary shutdown of our manufadacitity;

the amount and timing of sales orders;

rate and success of future product approvals;

timing of FDA clearanceif any, of competitive products and the rate of market penetration of
competing products;

seasonality of purchasing behavior in our netirk

overall economic conditions; and

A the successful introduction or market penetration of alternative therapies.

>> > D> D> > D

We Have Limited Data on the Clinical PerformanceCsfl31 As of September 12007, the Proxcelan
Cs131seed has been implantedawver 1,®0 patientsand research papers are beginning to be published

on the use of the Proxcelan seed. However, we have less statistical data than is avalildiag dod

Pd103 seeds.While thislimited datamay prevent us from drawing statistically sigeéfint conclusions,

the side effects experienced by these patients were less severe than side effects observed in seed
brachytherapy with-25 and Pd103 and in other forms of treatment such as radical prostatectomy.
These early results indicate that theset of side effects generally occurs between one and three weeks
postimplant, and the side effects are resolved between five and eight weeksplasit, indicating that,

at least for these initial patients, side effects resolved more quickly thamléheffects that occur with
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competing seeds or with other forms of treatment.
that theCs-131seed will result in less severe side effects than competing treatments, but we may have to
gather data on oubmes from additional patients before we can establish statistically valid conclusions
regarding the incidence of side effects from our seeds.

The Passage Of Initiative 297 In Washington May Result In The Relocation Of Our Manufacturing
Operations. Washirgton voters approved Initiative 297 in late 2004, which may impose restrictions on

sites at which mixed radioactive and hazardous wastes are generated andst&ag.has been assured

by the Attorney General 6s of ficalcismtopesfaretndt encludetd mmt e o f
Initiative 297 and that manufikhmotbe mterrugted,ibat théresi® Ray 6 s
no assurance that this interpretation of I nitiati
exclude medical isotopes. In June 2006, a U.S. District court judge ruled that Initiative 297 was
unconstitutional in its entirety. However, the State of Washington has appealed this decision. If this
decision is overturned and Initiative 297 is enforéedould impact our ability to manufacture our seeds

in the State of Washington.

Management believes that we will be able to continue our manufacturing operations in the State of
Washington for the foreseeable futurl the event Initiative 297 is enforcedainst us, management

may consider establishing an alternate manufacturing facility outside of Washington, and we may
consider moving all or part of our operations to another state even if Initiative 297 is not enforced against
us.

We Are Subject To ThasR That Certain Third Parties May Mishandle Our ProdugYe rely on third
parties, such as Federal Express, to deliver Rnaxcelan C4.31 seed, and on other third parties,
including various radiopharmacies, to package Bwoxcelan C431 seed in ceria specialized
packaging formsrequested by customersWe are subject to the risk that these third parties may
mishandle our product, which could result in adverse effects, particularly given the radioactive nature of
our product.

It Is Possible That Ottr Treatments May Be Deemed Superior To Brachyther@pyProxcelan C4.31

seed faces competition not only from companies that sell other radiation therapy products, but also from
companies that are developing alternative therapies for the treatmeanadrs. It is possible that
advances in the pharmaceutical, biomedical, or gene therapy fields could render some or all radiation
therapies, whether conventional or brachytherapy, obsolétalternative therapies are proven or even
perceived to offerreatment options that are superior to brachytherapy, physician adoption of our product
could be negatively affected and our revenues from our product could decline.

Our Industry Is Intensely CompetitiveThe medicaldevice industry is intensely competit. We

compete with both public and private medical device, biotechnology and pharmaceutical companies that
have been established longer than we have, have a greater number of products on the market, have greater
financial and other resources, and havieeottechnological or competitive advantage addition,

centers that wish to offer the Proxcelan124 seed must comply with licensing requirements specific to

the state in which they do business and these licensing requirements may take a conaideratilef

time to comply with. Certain centers may choose to not offer our Proxcela@1Geed due to the time
required to obtain necessary license amendments. We also compete with academic institutions,
government agencies, and private research agaons in the development of technologies and
processes and in acquiring key personnel. Although we have patents granted and patents applied for to
protect our isotope separation processes antiBCseed manufacturing technology, we cannot be certain

that one or more of our competitors will not attempt to obtain patent protection that blocks or adversely
affects our product development efforts. To minimize this potential, we have entered into exclusive
agreements with key suppliers of isotopes anaE®precursors.

We May Be Unable To Adequately Protect Or Enforce Our Intellectual Property Rights Or Secure Rights
To ThirdParty Patents. Our ability and the abilities of our partners to obtain and maintain patent and
other protection for our productsill affect our success.We are assigned, have rights to, or have

24



exclusive licenses to patents and patents pending in the U.S. and numerous foreign cdunenegent
positions of medical device companies can be highly uncertain and involve comgédxahd factual
guestions.Our patent rights may not be upheld in a court of law if challen@ed. patent rights may not
provide competitive advantages for our products and may be challenged, infringed upon or circumvented
by our competitors.We cannb patent our products in all countries or afford to litigate every potential
violation worldwide.

Because of the large number of patent filings in the medical device and biotechnology field, our
competitors may have filed applications or been issued tsaterd may obtain additional patents and
proprietary rights relating to products or processes competitive with or similar to Wescannot be
certain that U.S. or foreign patents do not exist or will not be issued that would harm our ability to
commercalize our products and product candidates.

The Value Of Our Granted Patent, and Our Patents Pending, Is Uncermdihough our management
strongly believes that our patent on the process for produ€s3l, our patent pending on the
manufacture of thérachytherapy seed, our patent applications on additional methods for pro@scing
131 andother isotopesvhich have been filed, and anticipated future patent applications, which have not
yet been filed, have significant value, we cannot be certain tihert like-kind processes may not exist or

be discovered, that any of these patents is enforceable, or that any of our patent applitiatesst in
issued patents.

Failure To Comply With Government Regulations Could Harm Our Business medical dvice and

medical isotope manufacturer, we are subject to extensive, complex, costly, and evolving governmental
rules, regulations and restrictions administered by the FDA, by other federal and state agencies, and by
governmental authorities in other cotieéé. Compliance with these laws and regulations is expensive and
time-consuming, and changes to or failure to comply with these laws and regulations, or adoption of new
laws and regulations, could adversely affect our business.

In the United States, as manufacturer of medical devices and devices utilizing radioactisduuct
material, we are subject to extensive regulation by federal, state, and local governmental authorities, such
as the FDA and the Washington State Department of Healémsuresuch devices are safe and effective.
Regulations promulgated by the FDA under the U.S. Food, Drug and Cosmetic Act, or the FDC Act,
govern the design, development, testing, manufacturing, packaging, labeling, distribution, marketing and
sale, posmarket surveillance, repairs, replacements, and recalls of medical devioesVashington

State, the Department of Health, by agreement with the federal Nuclear Regulatory Commission (NRC),
regulates the possession, use, and disposal of radioactive byproderialnagtwell as the manufacture of
radioactive sealed sources to ensure compliance with state and federal laws and regu@tions.
Proxcelan C4.31brachytherapy seeds constitute both medical devices and radioactive sealed sources and
are subject to thee regulations.

Under the FDC Act, medical devices are classified into three different categories, over which the FDA
applies increasing levels of regulation: Clgs€lassll, and Clasdll. Our Proxcelan C431 seed has

been classified as a Class Bvice and has received clearance from the FDA through the 510¢k) pre
market notification process.Although not anticipated, any modifications to the device that would
significantly affect safety or effectiveness, or constitute a major change in inteseledauld require a

new 510(k) submissionAs with any submittal to the FDA, there is no assurance that a 510(k) clearance
would be granted to the Company.

In addition to FDArequired market clearances and approvals for our products, our manufacturing
operations are required to comply with the FDA's Quality System Regulation, or QSR, which addresses
requirements for a company's quality program such as management responsibility, good manufacturing
practices, product and process design controls, and quatityols used in manufacturingompliance

with applicable regulatory requirements is monitored through periodic inspections by the FDA Office of
Regulatory Affairs (ORA). We anticipate both announced and unannounced inspections by the FDA.
Such inspetons could result in nenompliance reports (Form 483) which, if not adequately responded
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to, could lead to enforcement action3he FDA can institute a wide variety of enforcement actions,
ranging from public warning letters to more severe sanctiorns asidines, injunctions, civil penalties,
recall of our products, operating restrictions, suspension of productiorappoaval or withdrawal of
premarket clearances for new products or existing products, and criminal proseclitiere can be no
assurace that we will not incur significant costs to comply with these regulations in the future or that the
regulations will not have a material adverse effect on our business, financial condition and results of
operations.

The marketing of our products inragn countries will, in general, be regulated by foreign governmental
agencies similar to the FDAForeign regulatory requirements vary from country to counffize time

and cost required to obtain regulatory approvals could be longer than that réguif€A clearance in

the United States and the requirements for licensing a product in another country may differ significantly
from FDA requirements.We will rely, in part, on foreign distributors to assist us in complying with
foreign regulatory requéments. We may not be able to obtain these approvals without incurring
significant expenses or at all, and the failure to obtain these approvals would prevent us from selling our
products in the applicable countrieBhis could limit our sales and growth

Our Business Exposes Us To Product Liability Claifmaur design, testing, development, manufacture,
and marketing of products involve an inherent risk of exposure to product liability claims and related
adverse publicity. Insurance coverage is expersiand difficult to obtain, and, although we currently
have a five million dollar policy, in the future we may be unable to obtain or renew coverage on
acceptable terms, if at allf we are unable to obtain or renew sufficient insurance at an acceptabler

if a successful product liability claim is made against us, whether fully covered by insuranceaur not
business could be harmed.

Our Business Involves Environmental Risk®ur business involves the controlled use of hazardous
materials, chengals, biologics, and radioactive compounddanufacturing is extremely susceptible to
product loss due to radioactive, microbial, or viral contamination; material or equipment failure; vendor
or operator error; or d u ehort haltlife. PABhoughewe Ypelievathatiaure o f
safety procedures for handling and disposing of such materials comply with state and federal standards
there will always be the risk of accidental contamination or injinyaddition, radioactive, microbiatr

viral contamination may cause the closure of the respective manufacturing facility for an extended period
of time. By law, radioactive materials may only be disposed of at-aigpeoved facilities.At our leased

facility we use commercial disposalntoactors. We may incur substantial costs related to the disposal of
these materialsIf we were to become liable for an accident, or if we were to suffer an extended facility
shutdown, we could incur significant costs, damages, and perthltiecoulcharm our business.

We Rely Upon Key PersonneDur success will depend, to a great extent, upon the experience, abilities
and continued services of our executive officers and key scientific personnel. If we lose the services of
several officers or keycgentific personnel, our business could be harmed. Our success also will depend
upon our ability to attract and retain other highly qualified scientific, managerial, sales, and
manufacturing personnel and their ability to develop and maintain relatisnsftip key individuals in

the industry. Competition for these personnel and relationships is intense and we compete with numerous
pharmaceutical and biotechnology companies as well as with universities amatofibrresearch
organizations. We may not béle to continue to attract and retain qualified personnel.

Our Ability ToOperateln Foreign Markets Is UncertainOur future growth will depend in part on our

ability to establish, grow and maintain product sales in foreign markets, particularlyapeEand Asia.

However, we have limited experience in marketing and distributing products in other coudtngs.
foreign operations would subject us to additional
to obtain reimbursement for predures using our products in foreign markets; the burden of complying

with complex and changing foreign regulatory requirements; language barriers and other difficulties in
providing longrange customer service; potentially longer accounts receivabletamilédmes; significant

currency fluctuations, which could causerd-party distributors to reduce the number of products they
purchase from us because the cost of our products to them could fluctuate relative to the price they can
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charge their customerseduced protection of intellectual property rights in some foreign countries; and
the possibility that contractual provisions governed by foreign laws would be interpreted differently than
intended in the event of a contract disputény future foreignsales of our products could also be
adversely affected by export license requirements, the imposition of governmental controls, political and
economic instability, trade restrictions, changes in tardisd difficulties in staffing and managing
foreign operations. Many of these factors may also affect our ability to im@®t31from Russia under

our contracs with INM and RIAR If the strategic alliance with I1B$ ultimately consummated, vill

allow the Company to obtain access to various foreigmici@sthroughlIBt distribution channelsnd
customer relationshipand leverage IBt's international regulatory expertise

Our Ability To Expand Operations And Manage Growth Is UncertairOur efforts toexpandour
operationswill result in new and inciesed responsibilities for management personnel and will place a
strain upon the entire company.o compete effectively and to accommodate growth, if any, we may be
required to continue to implement and to improve our management, manufacturing, saleslaaichgn

operating and financial systems, procedures and controls on a timely basis and to expand, train, motivate
and manage our employeed.here can be no assurance that our personnel, systems, procedures, and
controls will be adequate to support outuire operationslf the Proxcelan Cs.31 seed were to rapidly
become the fAseed of <choice, 0 iWecouldexpemehce ignificgnt t h at
cash flow difficulties and may have difficulty obtaining the working capital requiredatoufacture our

products and meet demand@his would cause customer disitent and invite competition.

Our Reporting Obligations As A Public Company Are CostQperating a public company involves
substantial costs to comply with reporting obligationsler federal securities laws that are continuing to
increase as provisions of the Sarbanes Oxley Act of 2002 are implem@imteCompany will no longer
gualify as a small business issuer under the federal securities laws for fiscal year 2008 ardefdtieth
need to implement additional provisions of the Sarbanes Oxley Act during the next fiscallTyese
reporting obligations will increase our operating costs.

Our Stock Price Is Likely To Be Volatil&here is generally significant volatility tlhe market prices and

limited liquidity of securities of early stage companies, and particularly of early stage medical product
companies.Contributing to this volatility are various events that can affect our stock price in a positive or
negative manner.These events include, but are not limited to: governmental approvals, refusals to
approve, regulations or actions; market acceptance and sales growth of our products; litigation involving
the Company or our industry; developments or disputes concenmingatents or other proprietary rights;
changes in the structure of healthcare payment systems; departure of key personnel; future sales of our
securities; fluctuations in our financial results or those of companies that are perceived to be similar to us;
investorsd gener al perception of wus; |aamydoftigesener al
events occur, it couldause our stock price to fall.

Future Sales By Shareholders, Or The Perception That Such Sales May Occur, May DepresseThe Pr

Of Our Common StockT he sale or availability for sale of substantial amounts of our shares in the public
market, including shares issuable upon conversion of outstanding preferred stock or exercise of warrants
and options, or the perception that ssales could occur, could adversely affect the market price of our
common stock and also could impair our ability to raise capital through future offerings of our shares. As
of June 30, 2007, we had 22,789,324 outstanding shares of common stock, atidwlvegfadditional

shares were reserved for issuance: 3,683,439 shares upon exercise of outstanding options, 3,627,764
shares upon exercise of outstanding warrants, and 59,065 shares upon conversion of preferred stock. Any
decline in the price of our camon stock may encourage short sales, which could place further downward
pressure on the price of our common stock and may impair our ability to raise additional capital through
the sale of equity securities.

The Issuance Of Shares Upon Exercise Of Davieabecurities May Cause Immediate And Substantial
Dilution To Our Existing ShareholdersThe issuance of shares upon conversion of the preferred stock
and the exercise of warrants and options may result in substantial dilution to the interests of other
shareholders since these selling shareholders may ultimately convert or exercise and sell all or a portion
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of the full amount issuable upon exercise. If all derivative securities were converted or exercised into
shares of common stock, there would be aor@pmate additional 7,300,000 shares of common stock
outstanding as a result. The issuance of these shares will have the effect of further diluting the
proportionate equity interest and voting power of holders of our common stock.

We Do Not Expect To RaAny Dividends For The Foreseeable Futuw¥e do not anticipate paying any
dividends to our shareholders for the foreseeable future. The terms of certain of our and our subsidiary's
outstanding indebtedness substantially restrict the ability of eitbenp&ny to pay dividends.
Accordingly, shareholders must be prepared to rely on sales of their common stock after price
appreciation to earn an investment return, which may never occur. Any determination to pay dividends in
the future will be made at thdiscretion of our Board of Directors and will depend on our results of
operations, financial conditions, contractual restrictions, restrictions imposed by applicable law and other
factors our Board deems relevant.

Certain Provisions of Minnesota Law andiiGCharter Documents Have an Aiftakeover EffectThere

exist certain mechanisms under Minnesota law and our charter documents that may delay, defer or
prevent a change of control. Adtéikeover provisions of our articles of incorporation, bylaws and
Minnesota law could diminish the opportunity for shareholders to participate in acquisition proposals at a
price above the thecurrent market price of our common stock. For example, while we have no present
plans to issue any preferred stock, our Boardéctors, without further shareholder approval, may
issue shares of undesignated preferred stock and fix the powers, preferences, rights and limitations of
such class or series, which could adversely affect the voting power of the common shares.iolm addit

our bylaws provide for an advance notice procedure for nomination of candidates to our Board of
Directors that could have the effect of delaying, deterring or preventing a change in control. Further, as a
Minnesota corporation, we are subject to smns of the Minnesota Business Corporation Act, or
MBCA, regarding fAbusiness combinations, 0 which c:
Pursuant to the terms of a shareholder rights plan adopted in February 2007, each outstanding share of
common stock has one attached right. The rights will cause substantial dilution of the ownership of a
person or group that attempts to acquire the Company on terms not approved by the Board of Directors
and may have the effect of deterring hostile takeoattempts. The effect of these aatieover
provisions may be to deter business combination transactions not approved by our Board of Directors,
including acquisitions that may offer a premium over the market price to some or all shareholders. We
may, in the future, consider adopting additional a@atteover measures. The authority of our Board to
issue undesignated preferred or other capital stock and thalkediver provisions of the MBCA, as well

as other current and any future aatkeover meages adopted by us, may, in certain circumstances,
delay, deter or prevent takeover attempts and other changes in control of the company not approved by
our Board of Directors.

ITEM 2 T DESCRIPTION OF PROPERTY

The Companybs executive offices are | ocated at 35
3751202, where IsoRay currently leases approximat8l@30square feet of office and laboratory space

for approximately$26,700 per monthplus monthly janitorial expenses of approximately $7/00m

Energy Northwestthe owner of the Applied Process Engineering Laboratory (the APEL facilitie

Company is not affiliated with this lessoi.he monthly rent is subject to annual increases basethen

Consumer Price Index. Thirrentleasewas entered into in May 200&xpireson April 30, 2010, and

has two thregear renewal options Additional office space will be needed ather general and
administrativeemployees are hireahd will be secwed in the Richland area.

In February 2005, the Company entered into a lease agreemdatided space at tliREcoSIsoRay
Radioisotope Laborator{?(RL) in which it establisbd production facilities. The leaseas for 4,400 total
square feet and thterm commence on regulatory licensing approvakhich was obtained in October
2005. The lease had a base term of one year with a one year renewal ©pgdinst year of rent was

paid by issuing24,000s har es of t he Co mphe Conpany ha agneadotm rens af o ¢ k
$5,000 per month for the renewal term. However, if the Company fails to decommission this site and
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compl ete the r equiproe dbyr elgaunluaatroyr yl ,fi c2 @&, t he Comp
penalties for holding over. Theo@pany is not affiliated with the lessor.

In September 2007, the Company moved all manufacturing operations to the APEL facility after completing
the necessary improvements and installing the required equipment and will vacate its leased space at PIRL.
The APEL facility has over 19,000 square feet and includes space for isotope separation, seed production,
order dispensing, a clean room foeloading seeds into strands, needles, and cartridgdsa dedicated
shipping area. A description of the leasmerts for the APEL facility is located in the Other Commitments

and Contingencies section of Iltem 6 belofWhe Company believes thdte APEL facilitywill be used

through April 2016 which is the end of the original lease term plus the twothegerenewl options.

Other facilities could be necessary to produce additiondl32sproducts for the prostate and other organ
cancer markets in other regions of the country or the world if demand continues to grow.

The Company has used Pacific Northwest Natibaboratory (PNNL) to provide thirgarty assay of its
products but has otherwise vacated PNNL facilities.

The Company intends to establish a new facility in Russia to produté8XClrachytherapy seeds. This
new facility is ptegytoexpand inth the RuissiarpamchBui@mean snarkets. The
Company has not entered into any agreements concerning this facility and has not started negotiations
with any thirdparties.

The Companyds management bel i @mwmegasyate hdedquateafdr preséna c i | i
requirement s, and that the Companyds cleforrtlent equ
operations involved.

ITEM 3 7 LEGAL PROCEEDINGS
The Company is not involgein any material legal proceedings.
ITEM 4 7 SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS

No matter was submitted to a vottke faurth quateeof tieo mpany
fiscal year covered by thisnnual Report.

PART II
ITEM5TMARKET FOR COMMON EQUITY AND RELATED STOCKHOL

The Co mp a ey dfsincofporationc grovide that the Company has the authority to issue
200,000,000 shares of capital stock, which are currently divided into two classes as follows: 194,000,000
shares of common stock, par value of $0.001 per share; and 6,000,000 shexfeyrafd stock, par value

of $0.001 per shareAs of September 4, 2007, we had 23,033,108 outstanding shares of Common Stock
and 59,065 outstanding shares of Preferred Stock.

On April 19, 2007, ar common stockegartradingon theAmerican Stock Exchege (AMEX) under the

symbol "ISR." Prior to this our common stock was quoted on the OTC Bulletin Board and the Pink
Sheets under the symbols Al SRY. OB6 and Al SRY. PK, 0o
our AMEX listing, at times there is stlimited trading activity in our securities

The following table sets forth, for the fiscal quarters indicated, the high and low sales prices for our
common stock as reported on the American Stock Exchange, the OTC Bulletin Board, and the Pink
Sheets. The OTC Bulletin Board and Pink Shegtotationsare high and low last reported bid prices
represenng inter-dealer prices without retail matkps, markdowns or commissions, and may not
necessarilyrepresent actual transactionghe quotations may be rouedl for presentationin the past,
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therewasan absence of an established trading market for the Company's common stock, as the market
waslimited, sporadic and highly volatile, which mhgveaffectedthe prices listed below.

Year ended June 30, 2007
First quarter
Second quarter
Third quarter
Fourth quarter

Year ended June 30, 2006
First quarter
Second quarter
Third quarter
Fourth quarter

High
$ 3.50
6.00
4.90
5.18

High
$ 5.95
8.25
7.25
6.40

Low
$ 2.75
3.00
3.80
3.51

Low
$ 1.00
4.50
6.20
3.25

The Company has never paid any cash dividends on its Common Stock and does not plan to pay any cash
dividends in the foreseeable futur@®n February 1, 2007, the Board of Directors declared a dividend on

the Series B Preferred Stock of all stainding and cumulative dividends through December 31, 2006.
There is no Series A Preferred Stock outstanding. TheSetads Bdividends of $38,458 were paid on
February 15, 2007. The Company does not plan on paying any cash dividends on the Befies di

Stock in the foreseeable future.

As of Septembed, 2007 we had approximatel380 shareholders of record, exclusive of shares held in

street name.

Equity Compensation Plans

On May 27, 2005, the Company adopted the 2005 Stock Option Pla@ftren Plan) and the 2005
Employee Stock Option Plan (the Employee Plan), pursuant to which it may grant equity awards to
eligible persons.On August 15, 2006, the Company adopted the 2006 Director Stock Option Plan (the
Director Plan) pursuant to whidghmay grant equity awards to eligible persons. Each of the Plans has
subsequently been amendebhe Option Plan allows the Board of Directors to grant options to purchase
up to1,800,000shares of common stock to directors, officers, key employeeseavidesproviders of the
Company, and the Employee Plan allows the Board of Directors to grant options to purchase up to
2,000,000shares of common stock to officers and key employees of the ComfdmyDirector Plan

allows the Board of Directors to graoptions to purchase up to 1,000,000 shares of common stock to
directors of the CompanyOptions granted undetll of the Plars have a ten year maximum term, an

exercise price equal t o

at

| east

t he f ai the mar ket

trading price on thémerican Stock Exchange or tk C Bulletin Board) on the date of the grant, and

with varying vesting peods as determined by the Board.

As of June30, 2007 the following optionshad been granted undire option plans.

Number of Weighted Number of
securitiest  average securities
be issued ¢ exercise remaining
exercise o price of available for
outstandin¢ outstanding future
options, options, issuance
warrants  warrants, under equity
and rights and rights compensatic
Plan Category # $ plans
Equity compensation plargproved by shareholders N/A N/A N/A
Equity compensation plamet approved by shareholders _3,683,43¢ $ 2.8€ 259,77:
Total 3683,43¢ $ 2.8€ 259,77¢
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Sales of Unregistered Securities

All sales of unregistered securities were previously reported.
ITEM6 T MANAGEMENTG6S DI SCUSSI ON AND ANALYSI S OR PLAN

Critical Accounting Policies and Estimates

Ma n a g e riscossidnsaand analysis ofh e  C o rfipaacialycéndition and results of operatides

based uponits consolidated financial statements, which have been prepared in accordance with
accountng principlesgenerally accepted in the United States of Ameridédne preparation of these
financial statements requiresanagemento make estimates and judgments that affect the reported
amounts of assets, liabilities, revenues and expenses, and dialedure of contingent liabilitiesOn

an ongoing basismanagemengévaluats past judgments and estimates, including those related to bad
debts, inventoriesaccrued liabilitiesand contingenciesManagemenbase its estimates on historical
experence and on various other assumptions that are believed to be reasonable under the circumstances,
the results of which form the basis for making judgments about the carrying values of assets and liabilities
that are not readily apparent from other sourcé@stual results may differ from these estimates under
different assumptions or conditions.

The Companyelieves the following critical accounting policies affeitd more significant judgments and
estimates used in the preparatioiit®tonsolidated fiancial statements

ShortTerm Investments

The Company invests certain excess cash in marketable securities consisting primarily of commercial
paper, auction rate securities, and money market funds. The Company classifies all debt securities as
NfnavaiHdr-aedl eo and records the debt securities at f a
in sharehol dersd equity.

The Co mp a-teyndnsestmdnts consisted of the following at June 30, 2007 and 2006:

2007 2006
Municipal debt securiéis $ 3,000,000 $ T
Corporate debt securities 6,942.840 T

$ 9,942,840 $ T

At June 30, 2007, al | of the Companyds corporate
municipal debt consists of auction rate securities that may have maturity eeceeding 5 years,

however, they reset each month. Based on the frequency of the auction reset periods, the fair market
value approximates cost.

Accounts Receivable

Accounts receivable are stated at the amount that management of the Companytexqudietst from

outstanding balancesvianagement provides for probable uncollectible amounts through an allowance for
doubtful accounts. Addi ti ons to the allowance for doubt ful
judgment, considering historical writi#fs, collections and current credit conditionBalances which

remain outstanding after management has used reasonable collection efforts are written off through a
charge to the allowance for doubtful accounts and a credit to the applicable accountdbleeceiva
Payments received subsequent to the time that an account is written off are considered bad debt
recoveries.
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Inventory

Inventory is reported at the lower of cast market. Cost of raw materials @gtermined using the
weighted average methodCost of work in process and finished goods is computed using standard cost,
which approximates actual cost, on a firstfirst-out basis. As the Company has had minimal gross
margin throughout the past fiscal years, inventories have generally been deabrderket or net
realizable value.

Fixed Assets

Fixed assets are carried at the lower of cost or net realizable value. Production equipment with a cost of
$2,500 or greater and othéixed assets with a cost of $0® or greater are capitalizedMajor
betterments that extend the useful lives of assets are also capit&limedal maintenance and repairs are
charged to expense as incurrdifhen assets are sold or otherwise disposed of, the cost and accumulated
depreciation are removed from the acceuartd any resulting gain or loss is recognized in operations.

Depreciation is computed using the strailijjie method over thiollowing estimated useful lives

Production equipment 3to 7 years
Office equipment 2 to 5 years
Furniture and fixtures 2 to 5 years

Leasehold improvemengnd capital lease assetse amortized over the shorter of the life of the lease or
theestimatedife of the asset.

The Company has adopted the provisionStaftement of Financial Accounting Standar85AS No.

144, Accounting for the Impairment or Disposal of Lehiyed Assets The provisions of SFAS No. 144
require that an impairment loss be recognized when the estimated future cash flows (undiscounted and
without interest) expected to result from the use of an assédéss than the carrying amount of the asset.
Measurement of an impairment loss is based on the estimated fair value of the asset if the asset is
expected to be held and used.

Management of the Company periodically reviews the net carrying valué aff itd equipment on an

asset by asset basisThese reviews consider the net realizable value of each asset, as measured in
accordance with the preceding paragraph, to determine whether an impairment in value has occurred, and
the need for my asset impament writedown.

Although management has made its best estimate of the factors that affect the carrying value based on
current conditions, it is reasonably possible that changes could occur which could adversely affect
management's estimate of net cllelws expected to be generated from its assets, and necessitate asset
impairment writedowns.

Deferred Financing Costs

Financing costs related to the acquisition of debt are deferred and amortized over the term of the related
debt using the effective iatest method. Deferred financing costs include the fair valuecoinmon

shares issued to certain shareholders for their guarantee of certain Companyadettdance with APB

21 and EITF Issue 953. The value of the shares issued was the estimatekkianice of the shares as

of the date of issuanceAmortization of deferred financing costs, total®78,633 an&296,608 for the

years ended June 30, 2007 and 2006, respectigelycluded in financing expense on the statemeht
operations.
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TheCompanyo6s deferred financing costs consisted of

2007 2006
Value of shares issued to guarantors:
BentorrFranklin Economic
Development District (83,640 shares) $ 138,006 $ 138,006
Columbia River Bank tie of
credit (127,500 shares) T 210,375
BentorrFranklin Economic Development
District loan fees 3,450 3,450
Columbia River Bank line of credit loan fees T 500
Convertible debentures issuance costs T 30,047
Hanford Area Economic Investment
Fund Committee loan fees 22,128 22,128
Less amortization (67,859 (130,148

$ 95,725 $ 274,358

In June 2007, the Company elected not to renew its line of credit with Columbia River Bank due to the
Companyb6s current c a witote pfdhe remaining net deférraddinacmgmhages/
of $98,409 relating to this line of credit.

Licenses

Amortization of licenses is computed using the straligiet method over the estimated economic useful

lives of the assets. In fiscal year 20€& Company entered into an agreement with 1Bt, SA, a Belgian
company (1 Bt) to use | Bt dés pamipg groprietary polynied sedd J et 0
technology for use in brachytherapy procedures usind.3Is The Companypaid license few of

$275,000 during fiscal year 2006 and another payment of $225,000 was tmade in August 2006

pursuant to the license agreemeriRoyalty payments based on net sales revenaerporating the
technologyare also required, with minimum quarterly royati@nging from $100,000 to $200,000 and

minimum annual royalties ranging from $400,0005890,000 over the term of thgr@ement. The 1Bt

license is being amortized over theyéar term of the license agreement.

In the fourth quarter of fiscal year 2ZD0he Company revieadthe carrying values of license#\s of the
date of this report, the August 2006 payment has not been made as the Company has been in continued
negotiations with 1Bt concerning the license agreement and other business arrangements.

Amortization of licenses was $23,426 and $20,530 for the years ended June 30, 2007 and 2006,
respectively. Based on the licenses recorded at June 30, 2007, and assuming no subsequent impairment
of the underlying assets, the annual amortization expensath fiscal year ending June 30, is expected

to be as follows: $30,795 for 2008, $18,770 for 2009, $18,481 for 2010, $18,333 for 2011, $18,333 for
2012, and $157,363 thereafter.

Other Assets

Other assets, which includdeferred charges angatents, e stated at cost, less accumulated
amortization. Amortization of patents is computed using the straliglet method over the estimated
economic useful lives of the assefthe Company periodically reviews the carrying values of patents and
any impairmets are recognized when the expected future operating cash flows to be derived from such
assets are less than their carrying value.

Based on th@atents and other intangildesets recordad other assetat June 302007, and assuming
no subsequent impanent of the underlying assets, the annual amortization expense fdiiseattyear
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ending June 30s expected to be as follows3& 155 for 2008, $2,632 for 20082,632 for 2010, $2,632
for 2011, $2,632 for 2012, and $12,192 thereafter

Asset Retiremmat Obligation

SFAS No. 143Asset Retiremer@bligations establishes standards for the recognition, measurement and
disclosure of legal obligations associated with the costs to retirdil@tjassets. Accordingly, under

SFAS No. 143the fair valueot he f ut ur e r et i r e méased assetsaexrdedfas t he C
a liability on a discounted basis whdéimey areincurred and an equivalent amount is capitalized to

property and equipmeniThe initial recorded obligation, which has beendistoend usi ng t he Con
creditadjusted risk freeate, will be reviewed periodically to reflect the passage of time and changes in

the estimated future costs underlying the obligatiolhe Company amortizes the initial amount
capitalized to property arebjuipment and recognizes accretion expense in connection with the discounted
liability over the estimated remaining useful life of thased assets

In fiscal year 2006, the Company established an initial asset retirement obligation of $63,040 which
represents the discounted cost of cleanup that the Company anticipates it will have to incur at the end of
its equipment and property leases. This amount was determined based on discussions with qualified
production personnel and on historical evidence. mufiscal year 2007, the Company reevaluated its
obligations based on discussions with the Washington Department of Health and determined that the
initial asset retirement obligation should be increased by an additional $56,120. The Company anticipates
spending most of the amounts represented by this accrual in fiscal year 2008. In addition, another asset
retirement obligation will be established in the first quarter of fiscal year 2008 representing obligations at
its new production facility. This new sat retirement obligation will be for obligations to remove any
residual radioactive materials and to remove any unwanted leasehold improvements.

During the years ended June 30, 2007 and 2006, the asset retirement obligation changed as follows:

2007 2006
Beginning badince $ 67,425 $ i
New obligations | 63,040
Changes in estimates of existing obligations 56,120 T
Accretion of discount 7,597 4,385
Ending balance $ 131,142 $ 67,425

Financial Instruments

The Company discloses the fair valaf financial instruments, both assets and liabilities, recognized and
not recognized in the balance sheet, for which it is practicable to estimate the fair value. The fair value of
a financial instrument is the amount at which the instrument could themyed in a current transaction
between willing parties, other than a forced liquidation sale.

The carrying amounts of financial instruments, including cash and cash equivalbotsterm
investments;accounts receivable; accounts payable; notes paya&hlgital lease obligations; and
convertible debentures payable, approximated fair values at June 30, 2007 and 2006

Revenue Recognition

The Company applies the provisions of SEC Staff Accounting Bulletin (SAB)10#. Revenue
Recognition SAB No0.104, which supersedes SAB N1, Revenue Recognition in Financial
Statementghat provides guidance on the recognition, presentation and disclosure of revenue in financial
statements.SAB No.104 outlines the basic criteria that must be met to rezegmeivenue and provides
guidance for the disclosure of revenue recognition policidee Company recognizes revenue related to
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product sales when (persuasive evidence of an arrangement existshjjpment has occurred, (iife
fee is fixed or deteninable, and (ivkollectability is reasonably assured.

Revenue for théscal years ended June 30, 2007 and 2086 derived solely from sales of tReoxcelan
Cs131brachytherapy seed, which is used in the treatment of cafi¢er. Company recognizesvenue

once an order has been received and shipped to the custdngpayments, if any, received from
customers prior to the time that products are shipped are recorded as deferred revenue. In these cases,
when the related products are shipped, the atm@ecorded as deferred revenue is recognized as revenue.

The Company accrues for sales returns and other allowances at the time of shigitiemigh the

Company does not have an extensive operating history upon which to develop sales returns estimates,
have used the expertise of our management team, particularly those with extensive industry experience
and knowledge, to develop a proper methodology for estimating returns.

StockBased Compensation

Prior to dily 1, 2006, the Company accounted forrgHzased employee compensation, including stock
options, using the method prescribed in Accounting Principles Board OpinioR5NAccounting for

Stock Issued to Employeasd related riterpretations (APB 25).Under APB 25, for stock options
granted at rarket price, no compensation cost was recognized and a disclosure was made regarding the
pro forma effect on net earnings assuming compensation cost had been recognized in accordance with
SFAS No. 123 Accounting for StoeBased CompensatiofsFAS 123). @ December 16, 2004, the
Financial Accounting Standards Board issued SFAS No. 123 (Revised ZGtg Based Payment
(SFAS 123R), which requires companies to measure and recognize expense for-akhséadmayments

at fair value. SFAS 123R eliminatdset ability to account for shateased compensation transactions

using APB 25 and generally requires that such transactions be accounted for using prescribkakfair

based methods. SFAS 123R permits public companies to adopt its requirements usifigvame o
methods:(@a)a fAimodi fi ed prospectived method in which co
with the effective date based on the requirements of IFAI 23R for all shardased payments granted

or modified after the effective date, and basedthe requirements of SFASo. 123 for all awards

granted to employees prior to the effective date of SNRASL23R that remain unvested on the effective

date or (ba Aimodi fied retrospectivedo met hod whi ch i n
prospetive method described above, but also permits companies to restate based on the amounts
previously recognized under SFAB. 123 for purposes of pro forma disclosures either for all periods
presented ofor prior interim periods of the year of adoptiorkeffective July 1, 2006, the Company
adopted SFAS 123R using the modified prospective methool.sHdrebased employee compensation
costwas reflected inthe statement of operatiopsior to the adoption of SFASl0. 123R. Results for

prior periods have ndieen restated.

The following table presents the shéigsed compensation expense recognized in accordance with SFAS
123R during therear ended Jurgd, 2007and in accordance with APB 25 duritite year ended June 30,
2006:

Year ended June 30,

2007 2006
Cost of product sales $ 120,710 $ I
Research and development 41,481 T
Sales and marketing 216,432 T
General and administrative 1,449,491 I

Total sharebased compensation $ 1,828,114 $ |

The total value of the stock options awaisl expensed ratably over the service period of the employees
receiving the awards. As dtine30, 2007 total unrecognized compensation cost related to diaskd
options and awards wa4 ,$07,843and the related weightelerage period over which & expected to

be recognized is approximately?3years.
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Research and Development Costs

Research and development costs, includiataries,research materials, administrative expenses and
contractor fees, are charged to operations as incurfidee costof equipment used in research and
development activitiethathas alternative uses is capitalized as part of fixed assets and not treated as an
expense in the period acquiredepreciation of capitalized equipment used to perform research and
developmenis classified as research and development expense in the year computed.

Legal Contingencies

In the ordinary course of business, the Company is involved in legal proceedings involving contractual

and employment relationships, product liability claimsgpatights,environmental mattergnd a variety

of other matters. The Company is also subject to various local, state, and federal environmental
regulations and | aws due to the isotopes wused to
operations amounts are expended to ensure that the Company is in compliance with these laws and
regulations. While there have been no reportable incidentempliance issugshe Company believes

that when it relocates its production facilities then certi@conmissioningexpensesvill be incurred and

has recorded an asset retirement obligation for these expenses.

The Company records contingent liabilities resulting from asserted and unasserted claims against it, when

it is probable that a liability has beercimred and the amount of the loss is reasonably estimdible.

Company discloses contingent liabilities when there is a reasonable possibility that the ultimate loss will
exceed the recorded liabilityEstimating probable losses requires analysis of iptelfactors, in some

cases including judgments about the potential actions of-phiry claimants and courtsTherefore,

actual losses in any future period are inherently uncert@inrently, the Company does not believe any
probablelegal proceedirg or claims will have a material impact on its financial position or results of
operations. However , i f actual or estimated probabl e f
liability for such claims, it would record additional charges as other expkmgey the period in which

the actual loss or change in estimate occurred.

Income Taxes

Income taxes are accounted for under the liability methddder this method, the Company provides
deferred income taxes for temporary differences that will r@stdixable or deductible amounts in future

years based on the reporting of certain costs in different periods for financial statement and income tax
purposes. This method also requires the recognition of future tax benefits such as net operating loss
cariyforwards, to the extent that realization of such benefits is more likely tharDebérred tax assets

and liabilities are measured using enacted tax rates expected to apply to taxable income in the years in
which those temporary differences are expettetie recovered or settledlhe effect on deferred tax

assets and liabilities of a change in tax rates is recognized in operations in the period that includes the
enactment of the change.

Income (Loss) Per Common Share

The Company accounts for its imue (loss) per common share according to SFAS No. E2Bjings

Per Share Under the provisions of SFAS No. 128, primary and fully diluted earnings per share are
replaced with basic and diluted earnings per shBesic earnings per share is calculatediiwding net

income (loss) available to commatardolders by the weighted average number of common shares
outstanding, and does not include the impact of any potentially dilutive common stock equivalents.
Common stock equivalents, including warrantptmchase the Company's common stock and common

stock issuable upon the conversion of notes payable, are excluded from the calculations when their effect

is antidilutive. At June 30, 2007 and 2006, the calculation of diluted weighted average sharestdoes n
include preferred stock, options, or warrants that are potentially convertible into common stock as those
would be antidilutive due to the Companyds net | o
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Securities that could be dilutive in the future as of June 30, 2007 and 2006 ali@ass

2007 2006
Preferred stock 59,065 144,759
Preferred stock warrants T 179,512
Common stock warrants 3,627,764 2,502,769
Common stock options 3,683,439 3,129,692
Convertible debentures T 109,639
Total potential dilutive securés 7,370,268 6,066,371

Results of Operations

Financial Presentation

The following sets forth a discussion and analysis ¢f e = C o nfipaacialyconglition and results of
operations for thewo years endedune 302007 and 2006 This discussion andnalysis should be read

in conjunction with our consolidated financial statements appearing elsewhere in this Annual Report on

Form10-KSB. The following discussion contains forwalabking statements.Our actual results may
differ significantly from tle results discussed in such forwdodking statements.Factors that could

cause or contribute to such differences include, but are not limit@d t hose dildcRisls sed

Factorso of this 10KBBual Report on Form

Year ended June 30, 200@mpared toyear ended June 30, 2006

Product sales Revenues for the year ended June 30, 2007 were $5,738,033 compared to
revenues of $1,994,306 for the year ended June 30, 2006. The increase of $3,743,727 or 188% is
due to increased sales volume ofG e mpany 6s PIdkxestaead( CsAIlI of
revenues were generated through sales of its Proxcelat3@}sseeds for the treatment of
prostate cancer. The number of medical centers that purchased Proxcelan seeds during the fiscal
year endedune 30, 2007 has grown to 59 as compared to 26 medical centers that ordered seeds
in the fiscal year ended June 30, 2006.

Cost of product sales. Cost of product sales was $5,792,630 for the year ended June 30, 2007
compared to cost of product sales$8t815,122 for the year ended June 30, 2006. The increase

of $1,977,508 or 52% was mainly due to higher production levels during the year ended June 30,
2007 which were related to the increase in sales volume over the corresponding period from
2006. The major components of the increase were wages, benefits and related taxes, materials,
depreciation, preload expenses, and shased compensation. Wages, benefits, and related
taxes increased about $753,000 for the year ended June 30, 2007 due toghe hididitional
production employees to support the higher production levels. Materials costs increased about
$201,000 due to increased sales volume. Depreciation and amortization expense increased about
$245,000 due to the addition of equipment that plased in service in fiscal year 2006 or 2007.
Preload expenses increased about $301,000 due to higher sales volumes-ba&itare
compensation expense was about $121,000 in fiscal year 2007 as the Company implemented
SFAS No. 123R on July 1, 2006. Theaacreases were partially offset by a decrease in payments

to Pacific Northwest National Laboratory (PNNL). During part of fiscal year 2006, the Company
used PNNL for manufacturing and other ancillary services. The Company stopped using PNNL
to producethe seeds during fiscal year 2006 but continues to use PNNL for certain analytical
support functions.

Gross loss. Gross loss for the year ended June 30, 2007 was $54,597 compared to gross loss of
$1,820,816 for the year ended June 30, 2006. The dewt&4e766,219 or 97% was due to
higher revenues offsetting fixed production costs and increased production efficiency.
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Research and development.Research and development expenses for the year ended June 30,
2007 were $1,345,163 which represents aneame of $894,738 or 199% over the research and
development expenses of $450,425 for the corresponding period of 2B@6najor components

of the increase were wages, benefits and related taxes, consulting, legal expensessstare
compensation, andrgtocol expenses. Wages, benefits and related taxes were approximately
$294,000 and $77,000 for the years ended June 30, 2007 and 2006, respectively as the Company
hired research scientists and associated personnel. Consulting expenses increase@0during 2
due to a project to increase the efficiency of isotope production. The Company incurred
approximately $245,000 of legal expense related to patents and trademarks that were expensed.
Sharebased compensation expense was approximately $41,000 andt#e j@ars ended June

30, 2007 and 2006, respectively, as the Company implemented SFAS No. 123R on July 1, 2006.
Clinical study protocol expenses were approximately $227,000 and $116,000 for the years ended
June 30, 2007 and 2006, respectively, due tpmeats to clinics for participation in the
Companyb6s protocol s.

Sales and marketing expensesSales and marketing expenses were $3,384,472 for the year
ended June 30, 2007. This represents an increase of $1,963,972 or 138% compared to the year
ended Jue 30, 2006 sales and marketing expenses of $1,420,500. Wages, benefits, payroll taxes,
travel, and office and other support expenses on behalf of our sales, marketing, and customer
service staff increased about $1,100,000 due to the hiring of additimlesl and marketing
personnel . Conventions and tradeshows increa
continued and expanding presence at these events in an effort to expand its market share.
Marketing and advertising expenses increased about $89€the Company has created and
distributed brochures, videos, and other promotional literature designed to promote the benefits of
our product. Consulting expenses increased about $151,000 due to consultants hired to assist
with protocols, develop a bmding strategy, and increase brand awareness. -Bhaee
compensation expense was about $216,000 in fiscal year 2007 as the Company implemented
SFAS No. 123R on July 1, 2006.

General and administrative expensesGeneral and administrative expensesthar year ended

June 30, 2007 were $4,915,598 compared to general and administrative expenses of $3,503,522
for the corresponding period of 2006. The increase of $1,412,076 or 40% is primarily due to
approximately $1,449,000 of shavased compensation exgse related to the implementation of
SFAS No. 123R on July 1, 2006, approximately $440,000 of increased payroll costs due to a
higher headcount, and approximately $243,000 relating to investor relations and other public
company expenses. These increasquenses were partially offset by a reduction in consulting

fees of approximately $455,000 including $330,000 which represented merger consulting fees
incurred in the three months ended September 30, 2005. Other consulting fees were reduced as
the Companyused less external resources. Legal expenses and audit fees decreased
approximately $160,000 as the Company had more regulatory and other filings in fiscal year
2006 due to the merger, private placements, and registration statement filings.

Operating loss. Due to our rapid structural growth and related need to capture additional market
share, product revenues not covering production costs, and significant research and development
expenditures, we have not been profitable, and have generated operating $ince our
inception. In the year ended June 30, 2007, the Company had an operating loss of $9,699,830
which is an increase of $2,504,567 or 35% over the operating loss of $7,195,263 for the year
ended June 30, 2006. Included in the operating lasthéoyear ended June 30, 2007 is share
based compensation of $1,828,114 due to the implementation of SFAS No. 123R on July 1, 2006.
Without the sharbased compensation expense, our operating loss would have only increased by
$676,453 or 9%.

Interest income. Interest income was $406,921 for the year ended June 30, 2007 compared to
interest income of $51,744 for the year ended June 30, 2006. Interest income is mainly derived
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from excess funds held in money market and investment accounts. The in€r$358,b77 or
686% was due to the additional cash and investment balances held by the Company due to the
additional capital raised throughout the year ended June 30, 2007.

Financing expense. Financing expense for the year ended June 30, 2007 was $312,246
decrease of $376,854 or 55% from financing expense of $689,100 for the corresponding period in
2006. Included in financing expense is interest expense of approximately $134,000 and $332,493
for the years ended June 30, 2007 and 2006, respectiVieéydecrease in interest expense is due

to the conversion of debentures to common stock during the fiscal year ended June 30, 2006
partially offset by interest expense related to the Hanford Area Economic Investment Fund
Committee (HAEIFC) loan that was tened into in June 2006. The remaining balance of
financing expense represents the amortization of deferred financing costs which decreased due to
the writeoff in fiscal year 2006 of the deferred financing costs relating to the debentures that
were conveed to common stock, partially offset by the amortization of the HAEIFC deferred
financing costs and the writT in fiscal year 2007 of the deferred financing costs relating to the
Columbia River Bank line of credit that the Company elected not to renew

Debt conversion expenseDebt conversion expense for the year ended June 30, 2006 relates to
the onetime recognition of $385,511 expense in siertm inducement to convert debentures.

Liquidity and capital resources. We have historically financedio operations through cash investments
from shareholders. During fiscal year 2007 our primary source of cash was an institutional round of
financing (August 2006), a public direct equity offering (March 2007), and the exercise of common stock
warrants anaptions and preferred stock warrants.

Cash flows from operating activities

Cash used in operating activities was $7.3 million in fiscal year 2007 compared to $7.0 million in fiscal
year 2006, an increase of approximately $300,000. Cash used by apedditities is net loss adjusted

for noncash items and changes in operating assets and liabilities. The increase is mainly related to an
increase in net loss of approximately $600,000. The large increase due to the higher accounts payable
balance is paially offset by the large decrease related to higher inventory levels and mainly results from
the accrual of approximately $470,000 for the purchase of enriched barium in June 2007. This invoice
was paid in July 2007. The remaining increase in accquayjable is due to higher production and
operating levels.

Cash flows from investing activities

In 2007, the Company invested its excess cash generated from shareholder investments. During 2007, the
Company purchased $10.9 million of various siterin investments (mainly commercial paper and
municipal auction rate securities). One of these investments valued at approximately $1.0 million
matured and was subsequently reinvested. As of June 30, 2007testmoitvestments held by the
Company amountea$9.9 million.

Cash expenditures for fixed assets were $2.4 million in fiscal 2007 and $475,000 in fiscal 2006. The
large increase is mainly due to construction of our new facility and equipment purchases for the new
facility. The Company expects toespd approximately $4.0 to $5.0 million during fiscal year 2008 for
capital expenditures to complete the construction of our new facility and purchase other equipment.

Cash flows from financing activities

In August 2006, the Company completed an instingl round of financing. Pursuant to the round of
institutional financing the Compangsued2,063,000shares of common stock a price of $2.50 per
share and 2,269,306bmmon stockwvarrants(including broker warrant commissiongjth an exercise

price d $3.00 per share. The common stock issued provided approximately $4.7 million, net of offering
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costs. All of the warrants were exercised prior to the call date of March 26, 2007 which provided an
additional $6.8 million of cash.

In March 2007, the Conamy issued 4,130,500 shares of common stock at a price of $4.00 per share,
826,100 common stock warrants with an exercise price of $5.00 per share, and 206,526 common stock
warrants representing placement agent warrants with an exercise price of $4sth@rper This public

direct equity offering provided approximately $15.1 million, net of offering costs.

Additionally, the Company issued 781,705 shares of common stock pursuant to the exercise of common
stock options and warrants (excluding the warrasggdd pursuant to the round of institutional financing)

and preferred stock warrants, which were exchanged for common stock immediately upon exercise. The
Company received approximately $900,000 in cash pursuant to these exercises.

Projected2008 Liquidity andCapital Resources

At June 30, 2007, cash and cash equivalents amounted to $9,335,730 artdrishantvestments
amounted to $9,942,840 compared to $2,207,452 of cash and cash equivalents at June 30, 2006.

The Company had approximately $6.9 mifliof cash and $10.1 million of shdggrm investments as of
September 4, 2007. As of that date management b
operating expenditures were approximately $600,000. Management believes that approximately $4.0 to
$5.0 million will be spent on capital expenditures during fiscal year 2008.

The Company anticipates finishing its major research and development project to depedppetary
separation process to manufacture enriched basindhthereby increase isp production efficiency
during fiscal year 2008. The remaining project costs are anticipated to be approximately $400,000.

During fiscal year 2008, the Company intends to continue its existing protocol studies as well as initiate
new protocols for additnal therapies. Due to this, the cost of protocols is currently budgeted to be about
$800,000 in fiscal year 2008.

Sales and marketing and general and administrative expenses are anticipated to increase about $1.0
million during fiscal year 2008 mainigue to additional sales personnel and sales related activities.

Assumingoperating costs expand proportionately with revenue increases, other applications are pursued
for seed usage outside the prostate market, protocols are expanded supporting ittyeoihtegrproduct

and marketing expenses are increasadnagement believes the Company will reach breakeven with
revenues of approximately $2 million per month. Based on the foregoing assumptaagyement
believes casttash equivalentsaand shorterm investment®n hand aflune30, 2007 will be sufficient to

meet our anticipated cash requirements for operations, debt service, and capital expenditure requirements
through at least the next twelmeo nt h s . Management 6 s plemteaddittomal at t ai
cash flows include increasing revenues from both new and existing customers, developing additional
therapies, and maintaining cost contrblowever, herecan be no assurance that the @any will attain
profitability or that the Companwill be able to attain its aggressive revenue targdfswe do not
experiencehe necessary increases in sales we experience unforeseen manufacturing constraivs,

may need t@btain additional funding

The Company expects to finance its futaash needs through the sale of equity securities, solicitation to
warrant holders to exercise their warrants, and possibly strategic collaborations or debt financing or
through other sources that may be dilutive to existing shareholders. If the Compmalsytneraise
additional money to fund its operations, funding may not be available to it on acceptable terms, or at all.
If the Company is unable to raise additional funds when needed, it may not be able to market its products
as planned or continue devpfoent and regulatory approval of its future products. If the Company raises
additional funds through equity sales, these sales may be dilutive to existing investors.
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LongTerm Debt and Capital Lease Agreements

IsoRay has two loan facilities in place efsJune 30, 2007. The first loan is from the Bertoanklin
Economic Development District (BFEDD) in an original principal amount of $230,000 and was funded in
December 2004. It bears interest at eight percent and has a sixty month term with a lboal bal
payment. As of June 30, 2007, the principal balance owed was $185,848. This loan is secured by certain
equipment, materials and inventory of IsoRay, and also required personal guarantees, for which the
guarantors were issued approximately 70,455eshaf common stock. The second loan is from the
Hanford Area Economic Investment Fund Committee and was originated in June 2006. The loan has a
total facility of $1,400,000 and bears interest at nine percent. As of June 30, 2007, the Company has
takenonly a partial draw of $418,670 on the facility and the remaining facility of $981,330 is available to
purchase equipment. The principal balance owed on the loan as of June 30, 2007 was $391,610. This
loan is secured by receivables, equipment, mateiasnventory, and certain life insurance policies and

also required personal guarantees.

The BFEDD has grantelsoRaya waiver from enforcing violations of paying officers in excess of
$100,000 per year and maintaining a certain current asset ratowditer is effective through June 30,

2008 and also excuses roompliance with covenants prohibiting fixed asset or lease obligations in
excess of $24,000 per year, covenants prohibiting mergers, and covenants requiring maintenance of a
certain longterm debt to equity ratio. Management believes that if the BFEDD accelerates repayment
that it has sufficient cash resources to satisfy this obligation.

The Company had a line of credit from Columbia River Bank, which provided credit in the amount of
$375,0@. This line expired on March 1, 200°Although the bank offered to extend this credit line, the
Company elected to not extend the line of credit as part of its overall review of its banking and cash
management relationships.

The Company has certain d@b leases for production and office equipment that expire at various times
from March 2008 to April 2009. These leasesrentlycall for total monthly payments of $19,36The
total of all capital lease obligations at June 30, 2007 was $220,415.

Principal maturities on notes payable are due as follows:

Year ending June 30,

2008 $ 49,212
2009 53,609
2010 182,566
2011 38,436
2012 41,983
Thereafter 211,652
$ 577,458
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Future minimum lease payments under capital lease obligations atkas:f

Year ending June 30,

2008 $ 214,269

2009 27,626
Total future minimum lease payments 241,895
Less amounts representing interest (21,480
Present value of net minimum lease payments 220,415
Less amounts due in one year (194,855
Amounts due after one year $ 25,560

Other Commitments and Contingencies

As of September 1, 2007, the Company had issued purchase orders for approximately $681,000 of
productionand office equipment and inventory materials that were not yet received. TheaGp
anticipates financing most tfiese purchases through its cash reserves.

On May 2, 2007, Medical entered into a lease for its new production facility with Energy Northwest, the
owner of the Applied Process Engineering Laboratory (the APEL ledbe) APEL lease has a three year
term expiring on April 30, 2010, an option to renew for two additional theae terms, and monthly rent

of approximately $26,700, subject to annual increases based on the Consumer Priqgdusdeanthly
janitorial expenes of approximately $700. This new facility became operational in September 2007.

The Companyds | ease agreement with PEcoS | soRay
expire in October 2007 but has been extended through December 2007 atlg reahtif $5,000.

Future minimum lease payments undgerating leasescluding the two thregear renewals of the
APEL lease are as follows:

Year ending June 30,

2008 $ 372,118
2009 338,496
2010 338,354
2011 337,925
2012 328,749
Thereafter 1,260,206
$ 2,975,848

In February 2006, the Company signed a license agreement with International Brachytherapy s.a. (IBt)
covering North America and providing the Company
its proprietary polymer seéetechnology for use in brachytherapy procedures usind3Cs The
Companypaid license fezof $275,000during 2006 and another payment of $225,000 wée tmade in

August 2006pursuant to the license agreemeRoyalty payments based on net sales mageare also

required, with minimum quarterly royalties ranging from $100,000 to $200,000 and minimum annual
royalties ranging from $400,000 $800,000 over the term of thgr@aement.

In September 2007, the Company entered into a letter of intentBtitie enter into a Global Strategic
Alliance incorporating various cooperative initiatives which will be the subject of a numbebséquent
agreements and transactions. The proposed initiateaesh of which are subject to Board approval by
each resepctive partyjnclude
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A An amendment td s o R Bcgndesagreement withBt for use of itspolymer seed technology
whereby IsoRay would pay the remaining $225,000 license fee but would not be subject to
ongoing royalty payments. IsoRay would purchase pehgeecomponerg at cost plus a profit
marginto be determined.

A The Company would grant IBt an exclusive license to distributé3tsbrachytherapy seeds in
certainmarkets outside of North and South Ameyicecluding the European Union

A The Company wald receive theexclusiveright to manufacture and distributgolymer 125
brachytherapy seeds in Nodihd SouttrAmerica.

A The Company would also receive | Btdéds US subsi
employment to certain IBt US employees.

The Company is subject to various local, state, and federal environmental regulations and laws due to the
i sotopes used to produce the Companyds product .
ensure that the Company is in compliance witbsthlaws and regulations. While there have been no
reportable incidentr compliance issuegshe Company believes thathen it relocates its current
production facilities then certailecommissioning expenses wile incurred. Therefore, the Company
estblished in fiscal year 2006 an initial asset retirement obligation of $63,040 which represents the
discounted cost of cleanup that the Company anticipates it will have to incur at the end of its equipment
and property leases. This amount was determirexked on discussions with qualified production
personnel and on historical evidence. During fiscal year 2007, the Company reevaluated its obligations
based on discussions with the Washington Department of Health and determined that the initial asset
retirement obligation should be increased by an additional $56,120. The Company anticipates spending
most of the amounts represented by this accrual in fiscal year 2008. In addition, another asset retirement
obligation will be established in the first quartdrfiscal year 2008 representing obligations at its new
production facility. This new asset retirement obligation will be for obligations to remove any residual
radioactive materials and to remove any unwanted leasehold improvements.

The industry that th Company operates in is subject to product liability litigation. Through its
production and quality assurance procedures, the Company works to mitigate the risk of any lawsuits
concerning its product. The Company also carries product liability insutardp protect it from this

risk.

The Companyasnho off-balance sheet arrangements.

Related Party Transactions

The Company received legal services fraaw firm in which Stephen Boatwright, a member of the
Board of Directors, imne of theif r mérteerspThe total amoustpaidin 2007 and 2006 the law firm
were$458,534 and $390,000, respectivelyhe 2007 amount includes approximately $18,000 accrued in
accounts payable as of June 30, 2007.

Inflation

Management does not believe that therent levels of iflation in the United States have had a
significant impact on the operations of the Companl. current levels of inflation hold steady,

management does not believe future operations will be negatively impacted.

New Accounting Standards

In July 2006, theé=ASB issued Financial Accounting Standard Interpretation 489.Accounting for
Uncertainty in Income Taxes (FIAB). FIN 48 is an interpretation of SFA®9 and it seeks to reduce
the diversity in practice associated with certain efgpef measurement and recognition in accounting for
income taxes.In addition, FIN48 requires expanded disclosure with respect to uncertainties in income
taxes. The Companydoes not believe the adoption of HI8 on Jw 1, 2007 will havea material dect

on its consolidated financial statements.
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In September 2006, the FASB issued statementlBp. Fair Value Measurements, (SFASY).
SFAS157 defines fair value, establishes a framework for measuring fair value in accordance with
accounting princies generally accepted in the United States, and expands disclosures about fair value
measurementsSFAS157 is effective for fiscal years beginning after Novenitier2007, with earlier
application encouragedAny amounts recognized upon adoption asdative effect adjustment will

be recorded to the opening balance of retained earnings in the year of adoptienCompanyis
currently evaluating the impact this statement will have on its financial statements.

In February 2007, the FASB issued sta¢at No. 159, The Fair Value Option for Financial Assets and
Financial Liabilities Including an Amendment of FASB Statement No. 115 (SFAS T5%#).statement
allows entities to value financial instruments and certain other items at fair Vidleestaterant provides
guidance over the election of the fair value option, including the timing of the election and specific items
eligible for the fair value accountingChanges in fair values would be recorded in earningibe
statement is effective for fiscgears beginning after NovembEs, 2007. The Companyis currently
evaluating the impact this statement will have on its financial statements.

ITEM 7 7 FINANCIAL STATEMENTS
The required accompanying fingial statements begin on pagé ef this document.

ITEM 8 T CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS ON ACCOUNTING
AND FINANCIAL DISCLOSURE

The Companyds Board of Direct or s thentha mdegendéne Cor i a
auditor for the Company's whollpwned subsidiary, to be its new independent auditor effective
November 15, 2005, which was also the effective date W{.S. Hat f i el d, CPAGs di s
Companybés certifying accountant by the Board.

Except for an expression of doubt about our ability to continue as a going concern, S.W. Hatfield, CPA's
audit reports on the Companyl@sandSeptembec 30,2004 did natt e me n
contain an adverse opinion or disclaimer of opinion, nor were they qualified or modified as to uncertainty,

audit scope or accounting principles.

During the two fiscal years ended June 30, 2005 and September 30, 290Araauigh November 15,

2005 there were no disagreements with S.W. Hatfield, CPA on any matter of accounting principles or
practices, financial statement disclosure, or auditing scope or procedures, which disagreements, if not
resolved to the satisfactiaf S.W. Hatfield, CPA would have caused it to make a reference to the subject
matter of the disagreements in connection with its report; and there were no reportable events as described
in Item 304(a)(1)(iv)(B) of Regulation-B promulgated by the Secudti and Exchange Commission (the

SEC) pursuant to the Securities Exchange Act of 1934, as amended.

During the Companyb6s two most prior fiscal years
consult DeCoria, Maichel & Teague, P.S. with respech&application of accounting principles to a
specified transaction, either completed or proposed, or the type of audit opinion that might be rendered on
the Companyés financial statement s, or anyf ot her
Regulation B. However, IsoRay Medical, Inc., the Company's whollyned subsidiary, has consulted

with DeCoria, Maichel & Teague, P.S., its independent auditor, during these time periods solely in
connection with IsoRay Medical, Inc.'s financial etaents.

ITEM 8A 7 CONTROLS AND PROCEDURES

(@) Under the supervision and with the participation of our management, including our principal
executive officer and principal financial officer, we conidiecan evaluation of the design and operation
of our disclosure controls and procedures, as such term is defined undel Fd¢c) and 15d.4(c)
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promulgated under the Securities Exchange Act of 1934, as amended (the Exchange Adnas30f

2007. Based on that evaluation, our principal executive officer and our principal financial officer
concluded that the design and operation of our disclosure controls and procedures were effective in timely
alerting them to material information required to beluded in the Company's periodic reports filed with

the SEC under the Exchange Acthe design of any system of controls is based in part upon certain
assumptions about the likelihood of future events, and there can be no assurance that any design will
succeed in achieving its stated goals under all potential future conditions, regardless of how remote.
However, management believes that our system of disclosure controls and procedure is designed to
provide a reasonable level of assurance that the olgsabi the system will be met.

(b) As previously reportedour independent registered public accounting finmcannection with the
review of our consolidated financial statements for the period ended September 30adR@Ed the
Board of Directors md management of certain significant internal control deficiencies that they
considered to be, in the aggregate, a material weakhegmrticular, our independent registered public
accounting firm identified the following weaknesses in our internalrobrstystem: (1) a lack of
segregation of duties and (2) a lack of formal procedures relating to all areas of financial refddréng.
independent registered public accounting firm indicated that they consideredwtbmiseesseso be
significant deficienes as that term is defined under standards established by the American Institute of
Certified Public Accountants.A material weakness is a significant deficiency in one or more of the
internal control components that alone or in the aggregate precludegesnal controls from reducing to

an appropriately low level of risk that material misstatements in our financial statements will not be
prevented or detected on a timely basihie Company considered these matters in connection with the
period end asing of accounts and preparation of the related consolidated financial statements and
determined that no prior period financial statements were materially affected by such matters.

During the second quarter of fiscal year 2007, the Company completednplementation of the
following control improvements to remediate the two material weaknesses:

Lack of segregation of duties
A Reviewed the duties of all accounting personnel and reassigned any conflicting duties to other
personnel;
A Established daily managent reviews of cash and accaurgceivable activities and positions;
A Distributed monthly operating results for review by management in an appropriate time frame;
and
A Established monthly reconciliation procedures including review by the appropriateisoper

Financial reporting procedures
A Established monthly reconciliation procedures including review by the appropriate supervisor;
A Established and implemented various accounting policies and procedures; and
A Distributed monthly operating results for raviby management in an appropriate time frame.

Based on the evaluation completed in ttngrth quarter offiscal year2007, the Companyhas concluded
that these control improvements are properly designed and operatntyvetlyy as of Jung0, 2007 and
the twosignificant deficiencieshat previoushexisted have beesubstantiallyremediated.

ITEM 8B T OTHER INFORMATION

There were no items required to be disclosed in a report on FétrduBing the fourthquarter of the
fiscal year ended June 30, 2007 that have not been already disclosed on akFied @ith the SEC.

PART Il

ITEM 9 T DIRECTORS, EXECUTIVE OFFICERS, PROMOTERS , CONTROL
PERSONS AND CORPORATE GOVERANCE; COMPLIANCE WITH SECTION 16(a)
OF THE EXCHANGE ACT
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Effective as of July 28, 200&he closing date of the MergefRoger Girard and David Swanbengre
appointed as directors by the resigning Board, and, also effective as of July 28, 2005, they appointed
Robert Kauffman, Thomas LaVoy and Stephen Boatwright to fill the remaining three vacant Board
positions. On March 31, 2006, the number of directaas increased to seven and Dwight Babcock and
Albert Smith were appointed to fill the newly created positions.

The Board has established an Audit Committee consisting of Thomas LaVoy (Chaifadoert
Kauffman and Dwight Babcock, and a Compensation @uiee consisting of Dwight Babcock
(Chairman) and Albert SmithNo other committees have been formed.

Audit Committee

The Audit Committee Charter was established on December 8, 2006. The Audit Committee Charter lists

the purposes of thAudit Committee as overseeing the accounting and financial reporting processes of

the Company and audits of the financial statements of the Company and providing assistenBedod

of Directors in monitoring (1) the(2npt edhpei tComphan

compliance with | egal and regulatory requirement
i ndependence, and (4) the performance of the Comp
auditor.

The Board of Directorsds determined that MLaVoy andMr. Kauffmanar e each an fiaudit
financi al experto as deBiproneuldated by the Sexuntiegt dhd ExahdngeR e g u |
Commission, and eackudit Committee member imdependent.T h e B o a r siadhsregarding thé u
gualifications of Mr.LaVoy as an audit committee financial expert were based on his service as a chief
financial officer of a public company, his experience as a certified public accountant and his degree in
accounting.T h e B o adludidnsregarding the qualifications of Mauffman as an audit committee

financial expert were based on his service as a chief executive officer of multiple public companies, his
active supervision of the principal financial and accounting officeteeopublic companies for which he

served as chief executive officer, and his M.B.A. in Finance.

Executive Officers and Directors

The executive officerand directorserving the Company as afine 30, 200Were as follows:

Name Age Position Held Tem*
Roger Girard 64 Chairman, President, CEO Annual
Jonathan Hunt 40 Chief Financial Officeii Treasurer

David Swanberg 51 ExecutiveVice President Operationsand  Annual
Corporate Secretary, Director

Lori Woods 45 Vice Presi@nt

Dwight Babcock 59 Director Annual
Stephen Boatwrigt 43 Director Annual
Robert Kauffman 66 Director Annual
Thomas LaVoy 47 Director Annual
Albert Smith 63 Director Annual

* For directors only

Roger Girard In addition to sering as President, Chairman and CEO for the Company, Mr. Girard is
also the CEO, President and Chairman of the Board of IsoRay Medical, Inc., and has served in these
positions since the formation of IsoRay Medical, Indr. Girard was CEO and Chairman IsiobRay's
predecessor company from August of 2003 until October 1, 20P4Girard has been actively involved
in the management and the development of the management team at IsoRay, and his experienced
leadership has helped drive IsoRay's developmenat®. drom June 1998 until August of 2003, Mr.
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Girard served as President of Strategic Financial Services, a business consulting company based in
Seattle, Washington designed to help wealthy individuals and companies with strategic planning and
financial grategy. Strategic Financial Services previously provided its servicesdtharmedical device
company. Mr. Girard served as its sole employedr. Girard also served as the managing partner for the
Northwest office of Capital Consortium, another Imesis consulting company based in Seattle, during

this time. Capital Consortium employed four people and analyzed business market potentialigpsstart

and early stage companiesMr. Girard has knowledge, experience and connectiongrivate,
institutionaland public sourcesf capital and is experienced in managing and designing capital structures
for business organizations as well as organizing and mangganganufacturing process, distribution,

sales, and marketing, baseul his 35 years of expernee.

Jonathan Hunt Mr. Hunt has over 10 years of finance and accounting experience, including financial
reporting, SEC knowledge, and operational analysis. Before joining IsoRay, he was employed by
Hypercom Corporation, a global provider of electrqmyment solutions and manufacturer of credit card
terminals, serving as its Assistant Corporate Controller from 2005 to 2006. His finance background also
includes serving as both a Manager and Director of Financial Reporting and a Director of Operational
Planning and Analysis for Circle K Corporation and its affiliates from 2000 to 2005 and working for
PricewaterhouseCoopers LLP from 1992 to 1999 where his last position held was Business Assurance
Manager. Mr. Hunt holds Masters of Accountancy and BachaidScience degrees from Brigham
Young University and is a Certified Public Accountant.

David Swanberg Mr. Swanberg has more than 22 years experience in engineering and materials science,
nuclear waste and chemical processing, aerospace materialoeaesksps, and environmental technology
development and environmental complian@&eginning in November 1995 and until January 2004, Mr.
Swanberg was employed full time as Sr. Chemical/Environmental Engineer for Science Applications
International Corporadh working on a variety of projects including nuclear waste research and
development.Mr. Swanberg joined IsoRay's predecessor company in March of 1999 ortinedrasis

and has held management positions in the IsoRay companies sinceN@wanbeg began fultime
employment with IsoRay in February 2004e has been instrumental in development of IsoRay's initial
product, the G431 brachytherapy seed, including interfaces with technical, regulatory, and quality
assurance requirement$Vith IsoRg and its predecessor companies, he has managed the development
and production of radioactive seeds to support testing to meet NRC and FDA requirements, provided
technical guidance for characterization of the IsoRay seed to meet AAPM Task Group 43 @ratutol
coordinated production and testing of rawlioactive seeds to conform to ISO standards for
brachytherapy devicesHe is President of the Nuclear Medicine Research Couhtgl.holds an MS in
Chemical Engineering, is a licensed Chemical Enginegt aacertified Level 1| Radiation Worker.

Lori WoodsT Ms. Woods joined the Company in July 2006 and has over 20 years experience in medical
device technology and healthcare services. Ms. Woods served as the CEOQufré&&ra medical
services company éoising on brachytherapy quality assurance and education, from 2002 until joining the
Company. During her tenure at Fgura, Ms. Woods developed its business strategy, expanded its
business portfolio in quality assurance beyond prostate brachytherapgthietoareas of cancer, and
increased funding by 50%. Prior to this, she served as the Vice President of Sales at ATl Medical in
2002, Vice President of SalésWest and Vice President of Marketing and Business Development for
Imagyn Medical Technologidsom 2000 to 2002, Director of Business Development for Seattle Prostate
Institute from 1998 to 2000, and Regional Vice President and Regional Manager of Interdent from 1994
to 1998. Ms. Woods holds a Bachelor of Science degree in Business Adminidtritaoketing from

Loma Linda University.

Dwight Babcocki Mr. Babcock has served as Chairman and Chief Executive Officer of Apex Data
Systems, Inc. an information technology company, since 19&pex Data Systems automates the
administration and claims pdlication needs of insurance companies both nationally and internationally.
Mr. Babcock was formerly President and CEO of Babcock Insurance Corporation (BIC) from 1974 until
1985. BIC was a nationally recognizedird party administrator operating withi 35 statesMr. Babcock

has knowledge and experience in the equity arena and has participated in various activities within the
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venture capital, private and institutional capital markéis. Babcockstudied marketing and economics
at the University of Aizona where he currently serves on the University of Arizona Astronomy Board

Stephen Boatwright Mr. Boatwright has been a member of Keller Rohrback, PLC in Phoenix, Arizona

since 2005.From 1997 through 2005, MBoatwright was a partner at Gammag@&&nham, PLC, also

in Phoenix, Arizona. Throughout his career, he has provided legal counsel to both private and public
companies in many diverse industries recent years, MBo at wr i ght 6s | egal pract
representing technology, biotewlogy, life science and medical device companies for their securities,
corporate and intellectual property licensing neelir. Boatwright earned both a J.D. and an M.B.A.

from the University of Texas at Austin, and holds a B.A. in Philosophy from Wihé&zllege.

Robert Kauffmari Mr. Kauffman has served as Chief Executive Officer and Chairman of the Board of
Alanco Technologies, Inc. (NASDAQ: ALAN), an Arizoitmased information technology company,

since July 1, 1998.Mr. Kauffman was formerly Presideand Chief Executive Officer of NASDAQ

listed Photocomm, Inc., from 1988 until 1997 (since renamed Kyocera Solar, Rtmjocomm was the
nationés | argest publicly owned manufacturer and
annual reenues in excess of $35 milliorRrior to Photocomm, MiKauffman was a senior executive of

the Atlantic Richfield Company (ARCO) whose varied responsibilities included Senior Vice President of
ARCO Solar, Inc., President of ARCO Plastics Company and Yimsident of ARCO Chemical
Company. Mr. Kauffman earned an M.B.A. in Finance at the Wharton School of the University of
Pennsylvania, and holds a B.S. in Chemical Engineering from Lafayette College, Easton, Pennsylvania.

Thomas L&oy i Mr. LaVoy has sered as Chief Financial Officer of SuperShuttle International, Inc.,
since July 1997 and as Secretary since March 198®erShuttle is one of the largest providers of shuttle
services in major cities throughout the West and Southwest regions of the Btited. He has also
served as a director of Alanco Technologies, Inc. (NASDAQ: ALAN) since 1B88n September 1987

to February 1997, Mr. Doy served as Chief Financial Officer of NASDASted Photocomm, IncMr.

LaVoy was a Certified Public Accoumtwith the firm of KPMG Peat Marwick from 1980 to 1988lr.

LaVoy has a Bachelor of Science degree in Accounting from St. Cloud University, Minnesota, and is a
Certified Public Accountant.

Albert Smithi Mr. Smith was the céounder of and served as ¥icChairman of CSI Leasing, Inc., a
private computer leasing company from 1972 until March 20B&. founded Extreme Video, LLC a
private video conferencing company in Scottsdale, Arizona in December 2005 where he presently serves
as CEO and Presidenidr. Smith presently serves as a director for Center for Arizona Policy (Scottsdale)
and Doulos Ministries (Denver)Mr. Smith has extensive experience in marketing and sales having
managed a national sales force of dfifty peoplewhile at CSI Leasing, IncMr. Smith toldsa BS in
Business Administration from Ferris State College.

The Comgiaryxdsor s, as named above, wi || serve unti
sharéholders or until their successors are duly elected and have qualieelctors will be elected for

oneyear terms at the annualarénolders meeting.There is no arrangement or understanding between

any of the directors or officers of the Company and any other person pursuant to which any director or
officer was or is to beelected as a director or officer, and there is no arrangement, plan or understanding

as to whether neamanagement shareholders will exercise their voting rights to continue to elect the
current direct or s Ther are Al ndGaoangeats) ygfeesmerismaundgrstandings
between nomanagement shareholders that may directly or indirectly participate in or influence the
management of the Companydés affairs.

There are no agreements or understandings for any officer or director to regigmeruest of another

person, and none of the officers or directors are acting on behalf of, or will act at the direction of, any
other personThere are no family relationships among our executive officers and directors.
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Significant Employees

Certan significant employees of our subsidiary, IsoRay Medical, Inc., and their respective ages as of the
date of this report are set forth in the table bel@Mso provided is a brief description of the experience
of each significant employee during the plast years.

Name Age Position Held and Tenure

Fredric Swindler 59 VP, Regulatory Affairs and Quality Assurance
Lane Bray 79 Chemist

Oleg Egorov 37 Director of Research and Development

Fredric Swindleii Mr. Swindler joined the Company i@ctober 2006 and has over 30 years experience

in manufacturing and regulatory compliance. Mr. Swindler served as VP, Quality Assurance and
Regulatory Affairs for Medisystems Corporation, a manufacturer and distributor of medical devices, from
1994 untiljoining the Company. During his tenure at Medisystems Corporation, Mr. Swindler developed
a quality system to accommodate vertically integrated manufacturing, developed regulatory strategies,
policies and procedures, and submitted ninenpaeket notificdions (510(k)) to the FDA. Prior to this,

Mr. Swindler held various positions with Marquest Medical Products from 1989 to 1994, Sherwood
Medical Products from 1978 to 1989, Oak Park Pharmaceuticals in 1978, and Mead Johnson & Company
from 1969 to 1978. Kl Swindler holds a Bachelor of Science degree in Biomedical Engineering from
Rose Hulman Institute of Technology and a Masters of Business Administration from the University of
Evansville.

Lane Brayi Mr. Bray is known nationally and internationally astexhnical expert in separations,

recovery, and purification of isotopes and is a noted authority in the use of cesium and strontium ion
exchange for Department of Energyods Wesh2000l | ey a
Mr. Bray received he ©O6Radi ation Science and Technology6 aw
Mr. Bray has authored or eauthored over 110 research publications, 12 articles for 9 technical books,

and holds 24 U.S. and foreign patentdir. Bray patented the USDOE/PNNprocess for purifying

medical grade Yttriur®0 that was successfully commercialized in 1988. Bray also recently invented

and patented the proprietary isotope separation and purification process that is assigned to IsoRay.
Mr.Bray was <«€li¢cted odTntihe Yearé in 1988, nomi nat e
American Nucl ear Society in 1995, and was el ect e
Chemical Society, Eastern Washington Sectidf. Bray retired from the Pacific Nonthest National

Laboratory in 1998.Since retiring in 1998, MiBray worked part time for PNNL on special projects until

devoting all of his efforts to IsoRay in 2004Mr. Bray has been a Washington State Legislator, a
Richland City Councilman, and a Mayof Richland. Mr. Bray has a B.A. in Chemistry from Lake

Forest College.

Oleg Egorovi Dr. Egorov is recognized nationally and internationally for his work in radiochemistry,
radioanalytical chemistry, analytical chemistry and instrumentaffuior tojoining IsoRay in December

of 2005 as Director of Radiochemical Developmemd then Director of Research and Development

Egorov worked from May 1998 as a Senior Research Scientist at the Pacific Northwest National
Laboratory (PNNL). Prior to that tine, he served the Environmental Molecular Sciences Laboratory at
PNNL as a Graduate Research Fellow from August 1994 to May 1998 and as a Graduate Research
Assistant to the University of Washingtonés Cent
1992 to August 1993.Former positions included a tenure as a Research Engineer at the Department of
Radiochemistry at the Moscow State University, Moscow, Russia between September 1998 to August
1992, and Field Chemist at the Institute of Volcanology, het Russian Academy of Science at
PetropavlovsiKamchatsky, Russia, during the summers of 1989 and 1990 concurrent to studies that lead
to his acquisition of Master of Science in Radiochemistry from the Moscow State Univéaitiyng his

tenure at PNNL, B Egorov had led worldlass basic and applied R&D programs directed at new
chemistries and instrumentation for automated production of -Bhedt medical isotopes for the
treatment of cancer, automated process monitoring, radionuclide sensors fomgr@umdonitoring, and
laboratory automation.Dr. Egorov pioneered the application of fldaased techniques for automating
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radiochemical analyses of nuclear wastes, renewable surface sensing and separations, and equilibration
based radionuclide sensingfle has authored/eauthored numerous peeviewed publications in these

areas, including several book chapteBRr. Egorov holds four U.S./international patents, three of which

have been licensed to industripr. Egorovhas beera recipient of numerousutstanding performance

and key contributor awardsln 2003, Dr. Egorov was nominated for the American Chemical Society
Arthur F. Findeis Award for Achievements by a Young Analytical Scientist2004, Dr. Egorov was a
recipient of a Federal LaboratoroGhsor t i um Award for Excell ence in
Particle Immunotherapy for Treating Leukemia and S®lid mo r  Me t Br.sEgoaos loklda M.S.

in Radiochemistry from Moscow State University, Moscow, Russia; a M.S. in Environmental and
Analytical Chemistry and a Ph.D. in Analytical Chemistry from the University of Washington.

Section 16(a) Beneficial Ownership Reporting Compliance

Section 16¢(a) of the Securities Exchange Act of
directors ad executive officers, and persons who beneficially own more than ten percent of a registered
class of our equity securities, to file with the Securities and Exchange Commission (the Commission)
initial reports of beneficial ownership and reports of chanigebeneficial ownership of our Common

Stock. The rules promulgated by the Commission under Section 16(a) of the Exchange Act require those
persons to furnish us with copies of all reports filed with the Commission pursuant to SectionTh&(a).
information in this section is based solely upon a review of Forms 3, Férieusd Forms 5 received by

us.

We believe that s o R exgcatige officersdirectorsand 10% shareholdetsnely complied with tleir
filing requirements during the year ended June 8062except as follows: David Swanberg (two Form
4s). We believe all of these forms have been filed as of the date of this Report.

Code of Ethics

We have adopted a Code of Conduct and Ethics that applies to all of our officers, directors and employees
ard a separate Code of Ethics for Chief Executive Officer and Senior Financial Officers that supplements
our Code of Conduct and Ethic¥he Code of Conduct and Ethics was previously filed as Exhibit 14.1 to

our Form 16KSB for the period ended June 30, 808nd the Code of Ethics for Chief Executive Officer

and Senior Financial Officers was previously filed as Exhibit 14.2 tostiise report The Code of
Ethicsfor Chief Executive Officer and Senior Financial Officéssalso availableto the publicon aur

website atttp://www.isoray.com/ethicsForCeo.htnitach of these policies comprises written standards

that are reasonably designed to deter wrongdoing and to promote the behavior described in Item 406 of
Regulation &B promulgated by the Securities aBkchange Commission.

Nominating Procedures

There have been no material changes to the procedures by which our shareholders may recommend
nominees to the Board of Directors during our last fiscal year.

ITEM 10 T EXECUTIVE COMPENSATION

The following summary compensation table sets forth information concerning compensation for services
rendered in all capacities during our pago fiscal years awarded to, earned by or paid to each of the
following individuals Salary and other compensation for these officers are set by the Compensation
Committee of the Board of Directors.
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Summary Compensation Table

Nonequity Nonqualifig
incentive | d deferred
Option plan |compensal All other
Stock | awards ($] compensajon earning| compensa

Name and principal position Year Salary ($)| Bonus ($)| awards ($ (1) on ($) ($) on ($) Total ($)

Roger Girard, Chairman and CE

) 2007 298,042 - - 600,500 - - - 898,542
2006 199,231 - - - - - - 199,231

David Swanberg, Executive Vice

President - Operations (2) (3) 2007 161,539 - - 372,228 - - - 533,767
2006 120,000 25,000 - 79,500 - - - 224,500

Lori Woods, Vice President (4) 2007 155,692 - - 327,150 - - - 482,842
2006 - - - - - -

Jonathan Hunt, Chief Financial

Officer (5) 2007 120,000 - - 205,650 - - 24,266 349,916
2006 60,000 - - 58,512 - - - 118,512

Michael Dunlop, former Chief

Financial Officer (6) 2007 30,660

288,000 318,660

2006 80,167 - - 79,500 159,667

(1)

(@)

®3)

(4)
(5)

(6)

Amounts represent the FAS 123R valuation for the fiscal year ended June 30, 2007 and 2006,
respectively. Al 1 such options were awarded under one o
options awarded (with the exception of Mr . Swa
option grants that were immediately vested on the grant date) vest in thedeamaual installments

beginning with the first anniversary from the date of grant and expire ten years after the date of
grant . Al options were granted at the fair ma
and the Company used a BlaSkholes methodology as discussed in the footnotes to the financial
statements to value the options.

Mr. Girard and Mr. Swanberg were granted 150,000 and 100,000 options, respectively, on June 1,
2007. These options have an exercise price of $4.14 andwees3 gears. On July 25, 2007, the

Board discussed the issue of director compensation and each director (including Mr. Girard and Mr.
Swanberg) elected to cancel 50,000 of their options from the June 1, 2007 grant. After the
cancellation, Mr. Girard anilir. Swanberg had 100,000 and 50,000 options, respectively, from the

June 1, 2007 granfThe terms of these options weret changed as part of the cancellation. Under

FAS 123R, the value of the cancelled options to Mr. Girard and Mr. Swanberg were(R128ch.

The value of these options has been included in the table above.

The value of Mr. Swanbergbés options includes $
also an employee of the Company.

Ms. Woods became an employee of the Company lgrbJ2006.

Mr. Hunt became an employee of the Company on May 1, 2006. The Company reimbursed Mr.
Hunt for certain of his relocation costs and ¢t}
column for fiscal year 2007.

Mr. Dunlop left the Companyn September 2006. As part of his employment agreement, Mr.

Dunl op was entitled to a severance payment of
ot her compensationo col umn.

-l

Mr. Girard and Ms. Woods,have employment contracts with the Companyir. Swanberg had an
employment agreemenvi t h  t he Co mp ahatyedpred oru Septénbér alr 3007The
Company and Mr. Swanberg are negotiating terms for a new employment agreement as of the date of this
report.

Mr .

Girardos e mpsl datgd nOetaber 6,a2005 are rex@ines on October 6, 2009. The

agreement will be automatically extended at the end of the fourth year for one year on each anniversary
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date unless the agreement is modified at least 90 days prior to the anniversary datgveBfily 1,

2006, the agreement calls for an annual salary of $300,000 with increases as determined by the
Compensation Committee of the Board and a bonus plan as determined by the Board. Under the terms of
the agreement, if Mr. Girard is terminatedivaut cause or he terminates his employment for good reason

then he is entitled to receive his continued salary and benefits for a one year period. Good reason is
defined in the agreement to mean a r etltlgposiiooon of s
authority, or responsibilities, or any breach by the Company of this agreement. In the event of disability,

Mr. Girard is entitled to his continued salary and benefits for a one year period. The agreement also
includes certain restricte covenants that prohibit Mr. Girard from providing services to a competing
business for the period of this agreement plus one year.

Mr. Swanbergds employment agreement was with | soR
The agreement had ertn of three years arekpired on September 1, 2007. Mr. Swanherngue$50,000
under this agreement as a bofmasn August2007.

Ms . Woodsd empl oyment agreement dated February 14
be automatically exteted for an additional year on each anniversary date unless terminated in accordance

with the provisions of the agreement. The agreement entitles Ms. Woods to a salary of at least $160,000
with increases as determined by the Compensation Committee ob#ind 8nd annual bonus payments

under a bonus plan as established by the Compensation Committee. In the event that Ms. Woods is
terminated without cause, becomes disabled, or terminates her employment for good reason, she will be
entitled to her salary angenefits for the remaining term of the agreement or 18 months, whichever is
shorter. Good reason is defined in the agreement to mean a reduction of salary or benefits, a change in
Ms. Woodsd title, position, a wds hoaalocate,yor anyobreach lgys p o n s
the Company of this agreement. If Ms. Woods is terminated within one year of a change of control then

she shall be entitled to her salary and benefits for the remaining term of the agreement or 18 months,
whichever is loger, in addition to a oréme payment equal to her most recently received bonus. In the
event of Ms. Woodsd6 termination without cause or
of her unvested stock options shall immediately vest indotl shall be exercisable as provided in the
applicable stock option planThe agreement also includes certain restrictive covenants that prokibit M
Woodsfrom providing services to a competing business for the period of this agreement plus one year.
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Outstanding Equity Awards at Fiscal Year-End

Option awards
Equity
incentive
plan
awards:
Number off Number of | Number of
securities| securities | securities
underlying| underlying | underlying
unexercise| unexercised|unexercise| Option Option
options (#)| options (#) | unearned| exercise | expiration
Name exercisablg unexercisabld options (#)] price (%) date
Roger Girard, Chief Executive Officer (Principal Executive Officer) 513,840 - - 1.19 8/1/2014
- 100,000 ™ - 3.11 8/15/201¢
- 150,000 @ - 4.14  6/1/2017
David Swanberg, Executive Vice President - Operations 150,000 - - 1.00 8/18/2011
- 50,000 ™ - 3.11 8/15/201¢
- 100,000 @ - 4.14  6/1/2017
Lori Woods, Vice President - 50,000 ® - 3.50  7/5/2016
- 50,000 @ - 3.10 10/17/201¢
- 15,000 © - 4.40  3/2/2017
- 20,000 © - 4.14  6/1/2017
Jonathan Hunt, Chief Financial Officer 10,000 20,000 @ . 550  5/1/2014
- 50,000 @ - 3.10 10/17/201¢
- 15,000 © - 4.40  3/2/2017
- 20,000 © - 4.14  6/1/2017
Michael Dunlop, former Chief Financial Officer - - - -

(1)

(@)

®3)

(4)

(5)

(6)

Represents the August 15, 2006 grant-thirel of which became exercisable on August 15, 2007,
onethird of which will become exercisable on August 15, 2008, and the final third will become
exercisable on August 15, 2009.

Mr. Girard and Mr. Swanberg were granted 150,000 and 100,000 options, respectively, on June 1,
2007. These options have an exercise price of $4.14 and vest over 3 years. On July 25, 2007, the
Board discussed the issue of director compensation and each diredtating Mr. Girard and Mr.
Swanberg) elected to cancel 50,000 of their options from the June 1, 2007 grant. After the
cancellation, Mr. Girard and Mr. Swanberg had 100,000 and 50,000 options, respectively, from the
June 1, 2007 grant. The terms of¢h options was not changed as part of the cancellation. These
cancelled options have been included in the table above as they were outstanding on June 30, 2007.
Represents a July 5, 2006 grant,-ted of which became exercisable on July 1, 2007;third

of which will become exercisable on July 1, 2008, and the final third will become exercisable on
July 1, 2009.

Represents the October 17, 2006 grant;third of which will become exercisable on October 17,
2007, onethird of which will become exersable on October 17, 2008, and the final third will
become exercisable on October 17, 2009.

Represents the March 2, 2007 grant,-tied of which will become exercisable on March 2, 2008,
onethird of which will become exercisable on March 2, 2009, amdfimal third will become
exercisable on March 2, 2010.

Represents the June 1, 2007 grant-thirel of which will become exercisable on June 1, 2008,
onethird of which will become exercisable on June 1, 2009, and the final third will become
exercisable o June 1, 2010.
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(7)

Represents the final twihirds vesting of a May 1, 2006 grant, half of which will become
exercisable on May 1, 2008 and the other half will become exercisable on May 1, 2009.

The Company has a 401(k) plan that commenced in fiscal yedr 20 401(k) plan covers all eligible
full-time employees of the Company. Contributions to the 401(k) plan are made by participants to their
individual accounts through payroll withholding. Additionally, the 401(k) plan provides for the Company
to makecontributions to the 401(k) plan in amounts at the discretion of management. The Company has
not made any contributions to the 401(k) plan and does not maintain any other retirement plans for its

executives or employees.

Non-Employee Director Compensation

Non-
Fees Non-equity qualified
earned o incentive | deferred
paid in Option plan compensa| All other
cash (%) Stock | awards ($) compensalon earning| compensa
Name (1) awards ($] (2) (3) on (%) (%) on ($) Total ($)
Dwight Babcock 8,000 - 236,000 - - - 244,000
Stephen Boatwright 8,000 - 236,000 - - - 244,000
Robert Kauffman 8,000 - 236,000 - - - 244,000
Thomas LaVoy 7,000 - 236,000 - - - 243,000
Albert Smith 7,000 - 236,000 - - - 243,000

(1)

(@)

®3)

In fiscal year 2007, each n@mployee director received cash compensation of $1,000 per meeting
Beginning in fiscal year 2008, each -emmployee director will receive cash
compensation of $3,000 per monéxcept for Mr. Boatwright who will receiv@1,000 per month.

In addition, each neemployee director will receive $1,000 per Board meeting attended in person

or $500 per Board meeting attended via telephone and $500 per committee meeting attended.

This represents the value determined in accomavith FAS 123R for the option grant of August

15, 2006. Each neemployee director also received a grant of 50,000 options with an exercise

price of $4.14 per share on June 1, 2007. After a discussion of director compensation with the
entire Board, eacBoard member elected to cancel their June 1, 2007 option grant on July 25, 2007

in exchange for the additional cash compensation discussed in (1) above. Under FAS 123R, these
options were valued at $128,500 per director. The value of these optionseaisdiuded in the

table above and in the financial statements as they were fully vested on the day of grant.
purchase 2
outstanding as of June 30, 2007 including the June 7 géant(for 50,000 shares per director)

that was subsequently cancelled on July 25, 2007.

attended.

Each

director

had

stock

options

t o

ITEM 11 7 SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND
MANAGEMENT AND RELATED STOCKHOLDER MATTERS

The

f ol

| owi

ng

tabl es

set

fort

h certain

nf or mat i o

common stock and preferred stock as of SeptertibeR007for (a) each person known by the Company

to be a beneficlaowner of five percent or more of the outstanding common or preferred stock of the
Company, (b) each executive officer, director and nominee for director of the Company, and (c) directors
and executive officers of the Company as a gro#s of Septemberl2, 2007, the Company had
23,033,108&hares of common stock abfl,065shares of preferred stock outstanding.
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Common Stock Share Ownership

Common Stoch
Options

Common Sharel Exercisable | Common| Percent g

Name of Beneficial Owner Owned Within 60 Days| Warrants| Class (1)

Roger Girard 368,534 547,173 - 3.98%
David Swanberg (2) 324,327 179,999 5,500 2.21%
Lori Woods 3,000 33,332 - --%
Jonathan Hunt - 26,666 - --%
Michael Dunlop 195,050 - - --%
Dwight Babcock (3) 61,002 150,000 12,500 -%
Stephen Boatwright (4) 60,000 150,000 - --%
Robert Kauffman 43,802 150,000 - --%
Thomas LaVoy 8,423 150,000 - --%
Albert Smith 108,947 150,000 12,500 1.18%
Directors and Executive Officers as a group 1,173,085 1,537,170 30,500 11.909

(1) Percentage ownership is based28r033,10&hares of Common Stock outstanding on September
12, 2007. Shares of Camon Stock subject to stock options which are currently exercisable or
will become exercisable within 60 days after Septenif#r2007 are deemed outstanding for
computing the percentage ownership of the person or group holding such options, but are not
deemed outstanding for computing the percentage ownership of any other person or group.

2)Mr. Swanbergds options include 13,333 option
(3) Mr . Babcockds common shares owned include 2,
(4) Mr . Boat wr i gdrdasévenedare hehd dbynan entity controlled by Mr. Boatwright.

Preferred Stock Share Ownership

Preferred
Shares | Percento
Name of Beneficial Owner Owned | Class (1)
Aissata Sidibe (2) 20,000 33.869
William and Karen Thompson Trust ( 14,218 24.079
Jamie Granger (4) 10,529 17.839
Hostetler Living Trust (5) 9,479 16.059
Leslie Fernandez (6) 3,688 6.24%

(1) Percentage ownership is based on 59,065 shares of Preferred Stock outstanding on S&phtember 1
2007.

(2) The address of Ms. Sidibe is 229 Lasiandra Ct, Richland, 9852.

(3) The address of the William and Karen Thompson Trust is 285 Dondero Way, San Jose, CA
951109.

(4) The address of Jamie Granger is 53709 South Nine Canyon Road, Kennewick, WA 99337.

(5) The address of the Hostetler Living Trust is 9257 NE 175th Street, Boh&I98011.

(6) The address dfeslie Fernandez is 2615 Scottsdale Place, Richland, WA 99352

No officers or directors beneficially own shares of Preferred Stock.



ITEM 12 7 CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS AND
DIRECTOR INDEPENDENCE

IsoRay Medicglincé6 s p at e nt Csi3l grocess wereccquiredsfrom Lane Bray, a shareholder
and employe®f the Company, and are subject to a 1% royalty on gross profits anth ceméractual
restrictions. Pursuant to the royalty agreement, the Compamst also pay a royalty of 2% of Gross
Sales, as defined, for any sabsignments of the aforesaid patented process to any third parties.
royalty agreement will remain in foe until the expiration of the patents on the assigned technology,
unless earlier terminated in accordance with the terms of the underlying agre®oeing fiscal year

2007, the Company achieved its first gross margin and began making quarterly pagméntBray as
outlined in the royalty agreement. The Company recorded royalty expense of $2,161 for fiscal year 2007
related to these payments.

On January 16, 2005, in addition to certain other shareholders, the followirent and formeofficers

ard directors of the Company were awarded shares of common stock for guaranteeing a loan with the
Benton Franklin Economic Development District (BFEDD) in the amount of $230,000, which was funded
in December 2004, and a line of credit with Columbia RiverkBarthe amount of $395,000: Michael
Dunlop guaranteed $15,000 of the BFEDD loan and $30,000 of the Columbia River Bank line of credit,
for which he received 12,888 pasierger shares; Roger Girard guaranteed $20,000 of the BFEDD loan,
for which he receivé 5,728 postmerger sharestohn Hrobsky guaranteed $15,000 of the Columbia River
Bank line of credit, for which he received 4,296 post merger shanesDavid Swanberg guaranteed
$30,000 of the Columbia River Bank line of credit, for which he receivB828postmerger shares.

During fiscal year 2006, certain original guarantors, including John Hrobsky, declined to continue
guaranteeing the loans and forfeited the shares which had been granted to them. Due to this the following
officers agreed to increa the amount of their guarantees as follows: Michael Dunlop guaranteed an
additional $5,000 of the Columbia River Bank line of credit, for which he received an additional 1,432
common shares; and Roger Girard guaranteed an additional $105,000 of thei€ &iwar Bank line of

credit, for which he received an additional 30,072 common shares.

Mr. Stephen Boatwright, a Company director, has been actively involved in providing various legal
services to the Compamnd IsoRay Medical Inc. through the law fim of Keller Rohrback, PLC.
During the fiscal years ended June 30, 2007 and 2006, the Company paid Keller Rohrback, PLC
approximately $459,000 and $390,000, respectively, for legal services. In addition, the Company had
accrued at June 30, 2007 approxiehat18,000 in legal fees to be paid.

Certain members of management, including Roger Girard and David Swanberg, personally guaranteed a
loan from HAEIFC, in exchange for which they have a contractual right to receive their pro rata portion
of the70,455shareghat will be issued to the guarantors of this loan.

On May 27, 2005, the Company, Century Park Transitory Subsidiary, Inc., a Delaware corporation,
Thomas Scallen and Anthony Silverman (shareholders of the Company), and IsoRay Medical, Inc., a
Delaware corporation, entered into a Merger Agreemdpiwrsuant to the Merger Agreement, Century
Park Transitory Subsidiary, Inc. was merged with and into IsoRay Medical, Inc. and IsoRay Medical, Inc.
became a whollpwned subsidiary of the CompanyThe Mergr Agreement was subject to the
satisfaction of certain conditions, including the granting of certain "pliggpk" and demand registration
rights to the purchasers of certain convertible debentures of IsoRay Méuaticahnthony Silverman and
certain otler affiliates of the Company; the agreements of the officers and directors of IsoRay Medical,
Inc. to lockup the shares of common stock of the Company they received in the merger for a period of
one year from the closing of the merger; the agreementharhads Scallen and Anthony Silverman to
escrow certain shares of common stock of the Company; and the receipt by IsoRay, Nredifraim
Anthony Silverman or his associates of one million dollars as the purchase price of certain securities of
IsoRay Medial, Inc. before the closing. These conditions were satisfied prior to the closing of the
merger, which occurred on July 28, 2005.
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Patent and KnovwiHow Rovyalty License Agreement

Effective August 1, 1998, Pacific Management Associates Corporation (PMAQférred its entire

right, titte and interest in an exclusive license agreement with Donald Lawrence to IsoRayaLLC
predecessor companiy) exchange for a membership intereghe terms of the license agreement require

the payment of a royalty based the Net Factory Sales Price, as defined in the agreement, of licensed
product salesBecause the I|icensordés patent application
howo royalty based on Net Fact or y ToSlatd, reasagement ¢ e , a
believes thathere have been no product sales incorporating thken-b w vandthattherdore no royalty

is due pursuant to the terms of the agreeménagemenbelieves thatltimately no royaltiesshould

be paid under this agreemens t her e i s no throtwenti nt.d hwes d utt uirse A kn

The |licensor of-hbwé bawrdnespufikdomanagementds con
i kK n-b wwO®n September 25, 2007, the Compgwarticipded in nonbinding mediation and no

settlement was reached. The parties hagreed to extend mediation discussiomtil early October,

2007. If no settlement is reached, the partiey demandinding arbitration.

Director Independence

Using the standards of tlemerican Stock Exchangehe Company's Board has determined Mat
Babcock, Mr. Kauffman, Mr. LaVoy, and M&mitheach qualify under such standards as an independent
director. Mr.Kauffman and Mr. LaVoy each meet the American Stock Exchange listing standards for
independencedth as a director and as a member of the Audit Committee, and Mr. Babcock and Mr.
Smith each meet the American Stock Exchange listing standards for independence both as a director and
as a member of the Compensation Committee. No other directors areriddepunder these standards.

The Company did not consider any relationship or transaction between itseatieandindependent
directors not already disclosed in this report in making this determination.

ITEM 13 T EXHIBITS AND REPORTS ON FORM 8-K
(except as otherwise indicated, all exhibits were previously filed)

Exhibit # Description

2.1 Merger Agreement dated as of May 27, 2005, by and among Century Park |
Corporation, Century Park Transitory Subsidiary, Inc., certain shareholders and |
Medical, Inc. incorporated by reference to the Forkafiled on August 3, 2005.

2.2 Certificate of Merger, filed with the Delaware Secretary of State on July 28,
incorporaté by reference to the Formigfiled on August 3, 2005.

3.1 Articles of Incorporation and Bitaws are incorporated by reference to the Exhibits t
Companys Registration Statement of September 15, 1983.

3.2 Certificate of Designation of RightsPreferences and Privileges of Series A an
Convertible Preferred Stock, filed with the Minnesota Secretary of State on June 2
incorporated by reference to the ForfK iled on August 3, 2005.

3.3 Restated and Amended Articles of Incorporatiocorporated by reference to the Form
KSB filed on October 11, 2005.

3.4 Text of Amendments to the Amended and RestatedldBys of the Company, incorpora
by reference to the Formigfiled on February 7, 2007.

4.2 Form of LockUp Agreement for €rtain IsoRay Medical, Inc. Shareholders incorporate
reference to the Form8 filed on August 3, 2005.
4.3 Form of LockUp Agreement for Anthony Silverman incorporated by reference to the

8-K filed on August 3, 2005.
4.4 Form of Registratin Rights Agreement among IsoRay Medical, Inc., Century Park Pi
Corporation and the other signatories thereto incorporated by reference to the Kdied:
on August 3, 2005.
4.5 Form of Escrow Agreement among Century Park Pictures CorporataiRay Medical, In.
57



4.6

4.7

4.8

4.9

4.10

411

4.12

4.13

4.14

4.15

4.16

4.17

4.18

4.19

4.20

10.2

10.3

10.4

10.5

10.6

10.7

10.8

10.9

and Anthony Silverman incorporated by reference to the Feknfil@d on August 3, 2005.
Form of Escrow Agreement among Century Park Pictures Corporation, IsoRay Medi
and Thomas Scallen incorporated by reference todh@ BK filed on August 3, 2005.
Amended and Restated 2005 Stock Option Plan incorporated by reference to the-8
filed on August 19, 2005.

Amended and Restated 2005 Employee Stock Option Plan incorporated by referen
Form S8 filed on August 19, 2005.

Form of Registration Right Agreement among IsoRay Medical, Inc., Meyers Associat
and the other signatories thereto, dated October 15, 2004, incorporated by referen
Form SB2 filed on November 10, 2005.

Form of Registration Rights Agreement among IsoRay, Inc., Meyers Associates, L.P.
other signatories thereto, dated February 1, 2006, incorporated by reference to the f
2/A1 filed on March 24, 2006.

Form of IsoRay, Inc. Common Stodkurchase Warrant, incorporated by reference t
Form SB2/A1 filed on March 24, 2006.

2006 Director Stock Option Plan, incorporated by reference to the F@&tfilesl on Augus
18, 2006.

Form of Registration Rights Agreement among IsgRiac. and the other signatories ther
dated August 9, 2006, incorporated by reference to the Fatrfil8d on August 18, 2006.
Form of IsoRay, Inc. Common Stock Purchase Warrant, dated August 9, 2006, inco
by reference to the Formi8 filed on August 18, 2006.

Form of Registration Rights Agreement among IsoRay, Inc., Meyers Associates, L.P.
other signatories thereto, dated October 17, 2005, incorporated by reference to the R2
filed on October 16, 2006.

Amenced and Restated 2006 Director Stock Option Plan, incorporated by referenc
Form S8/A1 filed on December 18, 2006.

Amended and Restated 2005 Stock Option Plan, incorporated by reference to the-
8/ALl filed on December 18, 2006.

Intentionally omitted.

Rights Agreement, dated as of February 1, 2007, between the Computershare Trust
N. A. , as Rights Agent, incorporated by
Statement on Form-A filed on February 7, 2007.

Certificate of Designation of Rights, Preferences and Privileges of Series C
Participating Preferred Stock, i ncorp
Registration Statement on ForrAgiled February 7, 2007.

UniversallLicense Agreement, dated November 26, 1997 between Donald C. Lawrel
William J. Stokes of Pacific Management Associates Corporation, incorporated by re
to the Form SR filed on November 10, 2005.

Royalty Agreement of Invention and PatteApplication, dated July 12, 1999 between L
A. Bray and IsoRay LLC, incorporated by reference to the Forr2 8Bd on November 1
2005.

Tri-City Industrial Development Council Promissory Note, dated July 22, 2002, incory
by referenceo the Form SB/A2 filed on April 27, 2006.

Section 510(k) Clearance from the Food and Drug Administration to market La
CSERION Model C4l, dated March 28, 2003, incorporated by reference to the Forg
filed on November 10, 2005.

Battelle Project No. 45836 dated June 20, 2003, incorporated by reference to the F
2/A2 filed on April 27, 2006.

Applied Process Engineering LaboratorfPBL Tenant Lease Agreement, dated April
2001 between Energy Northwest and IsoRay, Lir€orporated by reference to the Fi
SB-2/A2 filed on April 27, 2006.

Work for Others Agreement No. 45658, R2, dated April 27, 2004 between Battelle M
Institute, Pacific Northwest Division and IsoRay Products LLC, incorporated by regete
the Form SB2/A2 filed on April 27, 2006.

Development Loan Agreement for $230,000, dated September 15, 2004 between
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10.10

10.11

10.12
10.13

10.14

10.15

10.16

10.17

10.18

10.19

10.20

10.21

10.22

10.23

10.24

10.25

10.26

10.27

10.28

10.29

10.30

Franklin Economic Development District and IsoRay Medical, Inc., incorporate
reference to the Form SBA2 filed onApril 27, 2006.

Registry of Radioactive Sealed Sources and Devices Safety Evaluation of Sealed
dated September 17, 2004, incorporated by reference to the FeatASBled on April 27
2006.

CRADA PNNL/245, "Y-90 Process Testinfpr IsoRay", dated December 22, 2004 betv
Pacific Northwest National Laboratory and IsoRay Medical Inc., including Amendme
1, incorporated by reference to the Form&B2 filed on April 27, 2006.

Intentionally Omitted

Amendmentl to Agreement 45658, dated February 23, 2005 between Battelle Me¢
Institute Pacific Northwest Division and IsoRay Medical, Inc., incorporated by refere
the Form SB2/A2 filed on April 27, 2006.

Equipment Lease Agreement dated April 2005 between IsoRay Medical, Inc. i
Nationwide Funding, LLC, incorporated by reference to the Forr2/@R filed on April 27
2006.

Lease Agreement, Rev. 2, dated November 1, 2005 between Pacific EcoSolutions,
IsoRay Medical, Inc., imrporated by reference to the Form-3B2 filed on April 27, 200¢
Master Lease Agreement Number 5209, dated May 7, 2005 between VenCore Soluti
and IsoRay Medical, Inc., incorporated by reference to the For®/SBfiled on April 27
2006

Contract #840/08624332/04031 dated August 25, 2005 between IsoRay, Inc. and tht
State Unitary Enterprise << Institute of Nuclear Materials >>, Russia, incorpora
reference to the Form SBfiled on November 10, 2005.

Stateof Washington Radioactive Materials License dated October 6, 2005, incorpor.
reference to the Form SBfiled on November 10, 2005.

Express Pricing Agreement Number 219889, dated October 5, 2005 between Fe
IsoRay Medical, Inc., incograted by reference to the Form-Q&B filed on November 2
2005.

Girard Employment Agreement, dated October 6, 2005 between Roger E. Girard and
Inc., incorporated by reference to the FormQ8B filed on November 21, 2005.

Contract Modification Quality Class G, dated October 25, 2005 to Contract Number X
between Energy Northwest and IsoRay, Inc., incorporated by reference to the FQSf
filed on November 21, 2005.

Agreement dated August 9, 2005 between the Grgatf the University of Missouri a
IsoRay Medical, Inc., incorporated by reference to the Fori2/38 filed on April 27, 200
(confidential treatment requested).

SICAV ONE Securities Purchase Agreement, dated December 7, 2005, by and
IsoRay, Inc. and Mercatus & Partners, Ltd., incorporated by reference to the fofiled
on December 12, 2005.

SICAV TWO Securities Purchase Agreement, dated December 7, 2005, by and
IsoRay, Inc. and Mercatus & Partners, Ltd., incorpemtdiy reference to the Formk8filed
on December 12, 2005.

Economic Development Agreement, dated December 14, 2005, by and between Iso
and the Pocatello Development Authority, incorporated by reference to the Hoffited on
December @, 2005.

License Agreement, dated February 2, 2006, by and between IsoRay Medical, Inc.
SA, incorporated by reference to the ForaK &iled on March 24, 2006 (confident
treatment requested).

Benton Franklin Economic Developmdnistrict Loan Covenant Waiver Letter, dated a
March 31, 2005, incorporated by reference to the ForR2/8B filed on May 12, 2006.
Service Agreement between IsoRay, Inc. and Advanced Care Medical, Inc., dated |
2006, incorporated by ference to the Form SB/A2 filed on April 27, 2006.

Business Loan Agreement between IsoRay Medical, Inc. and Columbia River Banl
March 1, 2006, incorporated by reference to the Forr2/@8 filed on May 26, 2006.
Letter from HAEIFCto IsoRay Medical, Inc. dated April 26, 2006, incorporated by refe
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to the Form SE2/AS filed on June 6, 2006.

10.31 Loan Agreement, dated June 15, 2006, by and between IsoRay Medical, Inc. and the
Area Economic Investment Fund Committeeoirnporated by reference to the ForeK 8iled
on June 21, 2006.

10.32  Commercial Security Agreement, dated June 15, 2006, by and between IsoRay Med
and the Hanford Area Economic Investment Fund Committee, incorporated by refe
the Form 8K filed on June 21, 2006.

10.33 Common Stock and Warrant Purchase Agreement among IsoRay, Inc. and tt
signatories thereto, dated August 9, 2006, incorporated by reference to the-Rdiled8on
August 18, 2006.

10.34 Benton Franklin Economidevelopment District Loan Covenant Waiver Letter, d
September 26, 2006, filed herewith.

10.35 Form of Officer and Director Indemnification Agreement, incorporated by reference
Form SB2 Post Effective Amendment No. 2 filed on October 13, 2006.

10.36  Contract No. 840/20553876/1183@, dated October 6, 2006, by and between Is
Medi cal , |l nc. -RasdarFrSUEI nsStSiICt ut e of At
reference to the Form-I8 filed on November 6, 2006 (confidential treatment retpeegor
redacted portions).

10.37 Agreement for Exclusive Right to Buy, dated October 6, 2006, by and between
Medi cal , |l nc. -RasdarFrSWEI msStSiICt ut e of At
reference to the Form8 filed on November 6, 2006&@nfidential treatment requested
redacted portions).

10.38 Form of Securities Purchase Agreement by and arsmiRpy, Inc. and the Buyers da
March22, 2007, incorporated by reference to the Forihfed on March 23, 2007.

10.39 Form of Commorttock Purchase Warrant dated March 21, 2007, incorporated by re
to the Form & filed on March 23, 2007.

10.40 Placement Agent Agreement by and between the Company and Punk, Ziegel & Ci
L.P. dated March 14, 2007, incorporated by referenadbdd-orm 8K filed on March 2%
2007.

10.41 Placement Agent Agreement by and between the Company and Maxim Group LL!
February 2, 2006, incorporated by reference to the Feknfil@d on March 23, 2007.

10.42 APEL - Tenant Lease Agreement Revisibo. 11 dated as of May 2, 2007 with an effec
date of May 1, 2007 between Energy Northwest and IsoRay Medical, Inc., incorpor
reference to the Form8 filed on May 8, 2007.

10.43 Loan Covenant Waiver Letter dated September 24, 2007 therdanford Area Economic
Investmentund Committee filed herewith.

10.44  Loan Covenant Waiver Letter dated September 26, 2007 from the Beraoklin Economi
Development District, filed herewith.

16.1 Letter from S.W. Hatfield, CPA to the SEC datedcBmber 13, 2005, incorporated
reference to the FormI8 filed on December 14, 2005.

21.1 Subsidiaries of th€ompany incorporated by reference to the FormKI®B filed on Octobe
11, 2005.

23.1 Consent of DeCoria, Maichel & Teague, P.S., filecehéth.

31.1 Certification Pursuant to Section 302 of the Sarbdhdgy Act of 2002- Chief Executiv:
Officer, filed herewith.

31.2 Certification Pursuant to Section 302 of the Sarb&dsy Act of 2002- Chief Financie
Officer, filed herewith.

321 Certifications Pursuant to Section 906 of the Sarb&nday Act of 2002, filed herewith.

Reports on Form-&

On April 4, 2007, the Company filed a Current Report on Fofha@nouncing that as a result of its
warrant call on March 26, 2007, the@pany received $4,989,000 of capital from warrant exercises.
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On May 8, 2007, the Company filed a Current Report on Fekna®inouncing its subsidiary, IsoRay
Medical, Inc., entered into a new lease for 19,328 square feet to be used for its new préatilityon

ITEM 14 7 PRINCIPAL ACCOUNTANT FEES AND SERVICES

The Company paid or accrued the following fees in each of the prior two fiscal years to its principal
accountant DeCoria,Maichel & Teague, P.S. and to its previous principal accountant, S. W. Hatfield,
CPA

Yearended Yearended
June 30, June 30,

2007 2006
1. Audit fees” $ 41,01« $ 72,29
2. Audit-related fees 1,80( 1,15(
3. Taxfees 4,250 2,75(
4, All other fees - -
Totals $ 47,06¢ $ 76,19:

1) Fees for the year ended June 30, 2006 were as follows: $49,125 paid to DeCoria, Maichel &
Teague, P.S. and $23,167 paid to S. W. Hatfield, CPA.

As part of its responsibility fooversight of the independent registered public accountants, the Audit
Committee has established a -ppproval policy for engaging audit and permitted -aodit services
provided by our independent registered public accountdbe§ioria, Maichel & TeagueP.S In
accordance with this policy, each type of audit, atgldted, tax and other permitted service to be
provided by the independent auditors is specifically described and each such service, together with a fee
level or budgeted amount for such seeyiis preapproved by the Audit CommitteeThe Audit
Committee has delegated authority to its Chairman t@appeove additional neaudit services (provided

such services are not prohibited by applicable law) up to -@giadlished aggregate dollar iim All
services prapproved by the Chairman of the Audit Committee must be presented at the next Audit
Committee meeting for review and ratificatiorAll of the services provided bipeCoria, Maichel &
Teague, P.Slescribed above were approved by oudih Committee.

The Company&os prDeCoraj MaiHel &a eague B.#lifl rotnehgage any other persons
or firms other than -tinkegpermanénnemplqyees. accountant 6s
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Report of IndependentRegistered Public Accounting Firm

Board of Directors andtarénolders
IsoRay, Inc.
Richland, Washington

We have audited the accompanying consolidated ba
C o mp a rfisgeoNote 1) as of June 30, 208@d 2006 and the related consolidated statements of
operations, changesii s h ar e h o |addecash dlows fqruhe tyaars then ended. These financial
statements are the responsibility of the Company
opinion on these financial statements based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight
Board (United States). Those standards require that we plan and perform the audit to obtaibleeasona
assurance about whether the financial statements are free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements.
An audit also includes assessing the accagnprinciples used and significant estimates made by
management, as well as evaluating the overall financial statement presentation. We believe that our audits
provide a reasonable basis for our opinion.

In our opinion the financial statements referredatmve present fairly, in all material respects, the
consolidatedinancial position of IsoRay, In@and Subsidiary as of June 30, 2007 and 2006, and the
consolidatedesults of their operations and theash flows for the years then ended, in conformwity
accounting principles generally accepted in the United States of America.

/s/ DeCoria, Maichel & Teague, P.S.

Spokane, Washington
Septembel8, 2007



IsoRay, Inc. and Subsidiary
Consolidated Balance Sheets

June 30,
2007 2006
ASSETS
Current assets:
Cash and cash equivalents $ 9355730 $ 2,207,452
Short-term investments 9,942,840 -
Accounts receivable, net of allowance for doubtful accounts

of $99,789 and $85,183, respectively 1,092,925 596,447
Inventory 880,834 161,381
Prepaid expenses and other current assets 458,123 161,546

Total current assets 21,730,452 3,126,826
Fixed assets, net of accumulated depreciation 3,665,551 1,642,293
Deferred financing costs, net of accumulated amortization 95,725 274,358
Licenses, net of accumulated amortization 262,074 273,475
Other assets, net of accumulated amortization 322,360 338,987

Total assets $ 26,076,162 $ 5,655,939

LIABILITIES AND SHAREHOLDERS' EQUITY
Current liabilities:
Accounts payable and accrued expenses $ 1,946,042 $ 584,296
Accrued payroll and related taxes 459,068 614,645
Accrued interest payable 1,938 11,986
Deferred revenue 23,874 -
Notes payable, due within one year 49,212 51,351
Capital lease obligations, due within one year 194,855 183,554
Convertible debentures payable, due within one year - 455,000
Asset retirement obligation, current portion 131,142 -

Total current liabilities 2,806,131 1,900,832
Notes payable, due after one year 528,246 581,557
Capital lease obligations, due after one year 25,560 220,415
Asset retirement obligation - 67,425

Total liabilities 3,359,937 2,770,229
Commitments and contingencies (Note 16)

Shareholders' equity:
Preferred stock, $.001 par value; 6,000,000 shares authorized:

Series A: 1,000,000 shares allocated; no shares issued and outstanding - -

Series B: 5,000,000 shares allocated; 59,065 and 144,759 shares issued and

outstanding 59 145

Common stock, $.001 par value; 194,000,000 shares authorized;

22,789,324 and 15,157,901 shares issued and outstanding 22,789 15,158
Subscriptions receivable - (6,122,007
Additional paid-in capital 45,844,793 22,538,675
Accumulated deficit (23,151,416) (13,546,261

Total shareholders' equity 22,716,225 2,885,710

Total liabilities and shareholders' equity $ 26,076,162 $ 5,655,939

The accompanying notes are an integral part of these financial statements.
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IsoRay, Inc. and Subsidiary
Consolidated Statements of Operations

Year ended June 30,

2007 2006
Product sales $ 5,738,033 $ 1,994,306
Cost of product sales 5,792,630 3,815,122
Gross loss (54,597) (1,820,816
Operating expenses:
Research and development 1,345,163 450,425
Sales and marketing expenses 3,384,472 1,420,500
General and administrative expenses 4,915,598 3,503,522
Total operating expenses 9,645,233 5,374,447
Operating loss (9,699,830) (7,195,263
Non-operating income (expense):
Interest income 406,921 51,744
Financing expense (312,246) (689,100
Debt conversion expense (Note 10) - (385,511
Non-operating income (expense), net 94,675 (1,022,867
Net loss $ (9,605,155) $ (8,218,130
Basic and diluted loss per share $ (054) $ (0.68)
Weighted average shares used in computing net loss per share:
Basic and diluted 17,827,522 12,051,964

The accompanying notes are an integral part of these financial statements.
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IsoRay, Inc. and Subsidiary
Consolidated Statement of Changes in Shareholders' Equity (Deficit)

Balances at June 30, 2005

Merger of IsoRay, Inc. (formerly Century Park Pictures Corporation) and
IsoRay Medical, Inc., net of fractional shares paid in cash (see Note 1)
Common stock held by shareholders of Century Park Picture Corporation
after the reverse acquisition
Issuance of common shares as payment for merger consulting services
Payments to shareholders in lieu of issuing fractional shares
Issuance of preferred stock pursuant to exercise of warrants
Issuance of preferred stock pursuant to exercise of warrants paid by surrending
a partial note payable
Issuance of common stock pursuant to exercise of warrants
Issuance of common stock pursuant to exercise of options
Conversion of preferred stock to common stock
Exchange of convertible debentures payable to common stock
Issuance of warrants pursuant to short-term inducement to convert debentures
Issuance of warrants as inducement for note payable from shareholder (see Note 8)
Issuance of common stock pursuant to the October 2005 private
placement, net of offering costs
Issuance of common stock pursuant to the February 2006 private
placement, net of offering costs
Issuance of common stock to Mercatus subject to a subscription
receivable agreement
Issuance of common stock for payment of invoices
Issuance of common stock pursuant to the June 2006 warrant
exercise solicitation, net of offering costs
Net loss

Balances at June 30, 2006

Issuance of preferred stock pursuant to exercise of warrants

Issuance of common stock pursuant to exercise of warrants

Issuance of common stock pursuant to exercise of options

Conversion of preferred stock to common stock

Issuance of common stock to Mercatus subject to a subscription
receivable agreement

Exchange of convertible debentures payable for common stock

Issuance of common stock pursuant to the August 2006 Stock Purchase
Agreement, net of offering costs (see Note 12)

Issuance of common stock pursuant to the Public Equity
Offering, net of offering costs (see Note 12)

Payment of dividend to Preferred shareholders

Share-based compensation

Net loss

Balances at June 30, 2007

IsoRay, Inc. (MN)

IsoRay Medical, Inc.

Series B Preferred Stock

Common Stock

Series B Preferred Stock

Common Stock

Subscriptions Additional Accumulated
Shares Amount Shares Amount Shares Amount Shares Amount Receivable Paid-in Capital Deficit Total
- $ - - $ - 1,338,167 $ 1,338 6,163,623 $ 6,164 $ - $ 3805773 $ (5328,131) $ (1,514,856
1,338,132 1,338 6,163,518 6,164 (1,338,167) (1,338)  (6,163,623) (6,164) -
2,498,534 2,499 8,733 11,232
168,472 169 329,831 330,000
(734) (734)
8,708 8 6,977 6,985
44,788 45 48,268 48,313
84,147 84 49,866 49,950
101,284 101 119,476 119,577
(1,246,869) (1,246) 1,246,869 1,246 -
911,271 911 3,681,964 3,682,875
385,511 385,511
60,000 60,000
1,500,000 1,500 5,406,626 5,408,126
268,889 269 1,107,955 1,108,224
1,748,146 1,748 (6,122,007) 6,120,259 -
39,007 39 184,996 185,035
427,764 428 1,223,174 1,223,602
(8,218,130) (8,218,130
144,759 145 15,157,901 15,158 - - - - (6,122,007) 22,538,675 (13,546,261) 2,885,710
37,322 37 41,642 41,679
2,295,506 2,295 6,857,385 6,859,680
755,499 755 873,937 874,692
(123,016) (123) 123,016 123 -
(1,748,146) (1,748) 6,122,007 (6,120,259) -
12,048 12 49,987 49,999
2,063,000 2,063 4,700,870 4,702,933
4,130,500 4,131 15,112,900 15,117,031
(38,458) (38,458)
1,828,114 1,828,114
(9,605,155) (9,605,155
59,065 $ 59 22,789,324 $ 22,789 - $ - - $ - $ - $ 45,844,793 $ (23,151,416) $ 22,716,225

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



IsoRay, Inc. and Subsidiary
Consolidated Statements of Cash Flows

CASH FLOWS FROM OPERATING ACTIVITIES:
Net loss
Adjustments to reconcile net loss to net cash used by operating activities:
Depreciation and amortization of fixed assets
Amortization of deferred financing costs and other assets
Accretion of asset retirement obligation
Share-based compensation (Note 11)
Merger consulting fees paid by issuance of common stock
Consulting and repair fees paid by issuance of common stock
Rent expense paid by issuance of common stock
Debt conversion expense (Note 10)
Changes in operating assets and liabilities:
Accounts receivable, net
Inventory
Prepaid expenses
Accounts payable and accrued expenses
Accrued payroll and related taxes
Accrued interest payable
Deferred revenue

Net cash used by operating activities

CASH FLOWS FROM INVESTING ACTIVITIES:

Purchases of fixed assets

Additions to licenses and other assets

Purchase of short-term investments

Proceeds from the sale or maturity of short-term investments
Cash acquired in reverse acquisition (Note 1)

Net cash used by investing activities

CASH FLOWS FROM FINANCING ACTIVITIES:

Proceeds from issuance of notes payable, net of financing costs

Proceeds from sales of convertible debentures payable

Repayment of convertible debentures payable

Principal payments on notes payable

Principal payments on capital lease obligations

Proceeds from cash sales of common shares, net of offering costs

Proceeds from cash sales of preferred stock, pursuant to exercise of warrants
Proceeds from cash sales of common stock, pursuant to exercise of warrants
Proceeds from cash sales of common stock, pursuant to exercise of options
Proceeds from cash sales of common stock, pursuant to June 2006 warrant exercises
Payments of dividends to preferred shareholders

Payments to common shareholders in lieu of issuing fractional shares

Net cash provided by financing activities

Net increase in cash and cash equivalents
Cash and cash equivalents, beginning of period

CASH AND CASH EQUIVALENTS, END OF PERIOD

Supplemental disclosures of cash flow information:
Cash paid for interest

Non-cash investing and financing activities:
Cashless exercise of common stock options in lieu of severance pay
Exchange of convertible debentures payable for shares of common stock
Fixed assets acquired by capital lease obligations
Increase in PP&E related to asset retirement obligation
Issuance of common shares as partial payment for production equipment
Issuance of common shares as partial payment of notes payable
Liabilities acquired in acquisition
Prepaid rent paid by issuance of common stock
Issuance of warrants as an inducement for a note payable

Year ended June 30,

2007 2006
$ (9,605,155) $ (8,218,130
491,643 271,060
223,604 384,266
7,597 4,385
1,828,114 -

- 330,000

- 39,750

- 90,026

- 385,511
(496,478) (546,478
(719,453) (79,455)
(296,577) 41,252
1,361,746 (132,646

(10,577) 456,721
(10,048) (29,339)
23,874 -
(7,201,710) (7,003,077
(2,445,850) (474,795
(29,874) (395,201
(10,931,920) -
989,080 -

- 32,587
(12,418,564) (837,409

- 646,542

- 550,000
(405,001) -

(55,450) (592,790
(183,554) (124,688
19,819,964 6,516,350
41,679 6,985
6,859,680 49,950
729,692 119,577
- 1,223,602
(38,458) -

- (734)
26,768,552 8,394,794
7,148,278 554,308
2,207,452 1,653,144

$ 9,355,730 2,207,452

$ 143,662 361,832
$ 145,000 -

49,999 3,682,875

- 507,947

56,120 63,040

- 25,248

- 48,313

- 21,355

- 120,036

- 60,000

The accompanying notes are an integral part of these financial statements.
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IsoRay, Inc.
Notes to Consolidated Financial Statements
For the years ended June 30, 2007 and 2006
1.  Organization

Historical Organization

Century Park Pictures Corporation (Centungs organized under Minnesota law in 19&3entury is a
public company subject to the periodic reporting requirements of the Securities Exchange Act of 1934.

Centuryhad no operations since its fiscal year ended September 30, 1999 through June 30, 2005.

Merger Transaction

On May 27, 2005JsoRay Medical Inc. (Medical) entered into a merger agreement with Centory
mer ge wi t h Cfermaduwhofiisnedsebgidiayy.

On July 28, 2005, the merger transaction closed. As a result of the mMegical became a wholly
owned subsidiary of Century, whictoncurrently changed its name to IsoRay,. IflsoRay or the
Company)

IsoRay issued shares of its common and preferred stock to the holders of comrpoefemed stock of

Medicala t a rate of 0.842362cbkhahar efsetbclk dORtans@amdl 6t o c k
warrants to purchase common and preferred stodWeafical were also converted at the same rate into

options and warrants to purchase common and preferred stock of IsoRa@nrre fully-diluted basis,

Me d i csharebokders ownedpgpr oxi mat ely 82% of | s doRoavipgdthe o ut st
merger

Management believes the transactigas structured to qualify as a naaxable reorganization under
Section 368(a)(1)(A) of the Internal Revenue Code of 1986, as amended

As part d the reverse merger, Medical acquired cash of $32,587 and accounts payable of $21,355.

2. Summary of Significant Accounting Policies

Consolidation

The accompanying consolidated financial statements include the accoth@sCafmpanynd its wholly
ownedsubsidiary(collectively the Company).All significant intercompany accounts and transactions

have been eliminated.

Cash Equivalents

The Company considers all highly liquid investments with maturities of three months or less when
purchased to be cashudeplents.

ShortTerm Investments

The Company invests certain excess cash in marketable securities consisting primarily of commercial
paper, auction rate securities, and money market funds. The Company classifies all debt securities as
favaifdr-sabbeand records the debt securities at fair
in sharehol dersd equity.
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The Co mp a-teiyndngestsdnts consisted of the following at June 30, 2007 and 2006:

2007 2006
Municipal debt securities $ 3,000,000 $ i
Corporate debt securities 6,942.840 T

$ 9,942,840 $ 9

At June 30, 2007, al | of the Companyds corporate
municipal debt consists of auction rate securities that may have maturity daeesliegc5 years,

however, they reset each month. Based on the frequency of the auction reset periods, the fair market
value approximates cost.

Accounts Receivable

Accounts receivable are stated at the amount that management of the Company expeets fooool|
outstanding balancesvianagement provides for probable uncollectible amounts through an allowance for
doubtful accounts. Addi ti ons to the allowance for doubt ful
judgment, considering historical writdfs, collections and current credit condition8alances which

remain outstanding after management has used reasonable collection efforts are written off through a
charge to the allowance for doubtful accounts and a credit to the applicable accounts receivable.
Payments received subsequent to the time that an account is written off are considered bad debt
recoveries.

Inventory

Inventory is reported at the lower of cast market. Cost of raw materials determined using the
weighted average methodCost of wak in process and finished goods is computed using standard cost,
which approximates actual cost, on a firstfirst-out basis. As the Company has had minimal gross
margin throughout the past fiscal years, inventories have generally been recordededt amaret
realizable value.

Fixed Assets

Fixed assets are carried at the lower of cost or net realizable \Rtaduction equipment with a cost of
$2,500 or greater and othéixed assets with a cost of $0® or greater are capitalizedMajor
bettements that extend the useful lives of assets are also capitdiipechal maintenance and repairs are
charged to expense as incurrafhen assets are sold or otherwise disposed of, the cost and accumulated
depreciation are removed from the accounts aryd@sulting gain or loss is recognized in operations.

Depreciation is computed using the strailije method over thiollowing estimated useful lives

Production equipment 3to 7 years
Office equipment 2 to 5 years
Furniture and fixtures 2 to 5 yeas

Leasehold improvementmnd capital lease assetie amortized over the shorter of the life of the lease or
theestimatedife of the asset.

The Company has adopted the provisionStaftement of Financial Accounting Standar854AS No.

144, Accountimg for the Impairment or Disposal of Lotigved Assets The provisions of SFAS No. 144
require that an impairment loss be recognized when the estimated future cash flows (undiscounted and
without interest) expected to result from the use of an assetsarthén the carrying amount of the asset.
Measurement of an impairment loss is based on the estimated fair value of the asset if the asset is
expected to be held and used.



Management of the Company periodically reviews the net carrying value of al efuipment on an

asset by asset basisThese reviews consider the net realizable value of each asset, as measured in
accordance with the preceding paragraph, to determine whether an impairment in value has occurred, and
the need for any asset impairmemtte-down.

Although management has made its best estimate of the factors that affect the carrying value based on
current conditions, it is reasonably possible that changes could occur which could adversely affect
management's estimate of net cash flexpected to be generated from its assets, and necessitate asset
impairment writedowns.

Deferred Financing Costs

Financing costs related to the acquisition of debt are deferred and amortized over the term of the related
debt using the effective interestethod. Deferred financing costs include the fair valuecoimmon

shares issued to certain shareholders for their guarantee of certain Compasgeidbtes 7 and Bin
accordance with APB 21 and EITF Issuel® The value of the shares issued wasestmated market

price of the shares as of the date of issuargrortization of deferred financing costs, totali®g78,633
and$296,608 for the years ended June 30, 2007 and 2006, respedsivatiuded in financing expense

on the statemesbf opeations.

The Companyodés deferred financing costs consisted

2007 2006
Value of shares issued to guarantors:
BentorFranklin Economic
Development District (83,640 shares) $ 138,006 $ 138,006
ColumbiaRiver Bank line of
credit (127,500 shares) | 210,375
BentorrFranklin Economic Development
District loan fees 3,450 3,450
Columbia River Bank line of credit loan fees T 500
Convertible debentures issuance costs T 30,047
Hanford Area Economilnvestment
Fund Committee loan fees 22,128 22,128
Less amortization (67,859 (130,148

$ 95,725 $ 274,358

In June 2007, the Company elected not to renew its line of credit with Columbia River Bank due to the
Companyb6s cur r @mtConmpang Wrotepolf thé remaining. net deferred financing charges
of $98,409 relating to this line of credit.

Licenses

Amortization of licenses is computed using the straligiet method over the estimated economic useful

lives of the assets. In fiskcgear 2006, the Company entered into an agreement with IBt, SA, a Belgian
company (1 Bt) to use | Bt ds pamipg groprietary polynied sedd J et 0
technology for use in brachytherapy procedures using Cesin{Cs131). The Companypaid license

fees of $275,000during fiscal year 2006 and another payment of $225,000 whe tnade in August

2006 pursuant to the license agreemeRtoyalty payments based on net sales revémmporating the
technologyare also required, witminimum quarterly royalties ranging from $100,000 to $200,000 and
minimum annual royalties ranging from $400,0006890,000 over the term of thgr@ement. The 1Bt

license is being amortized over theyigar term of the license agreement.
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In the fourthquarter of fiscal year 2007he¢ Company revieedthe carrying values of license#\s of the
date of this report, the August 2006 payment has not been made as the Company has been in continued
negotiations with IBt concerning the license agreement arat btisings arrangements (see Notg.19

Amortization of licenses was $23,426 and $20,530 for the years ended June 30, 2007 and 2006,
respectively. Based on the licenses recorded at June 30, 2007, and assuming no subsequent impairment
of the underlying ssets, the annual amortization expense for each fiscal year ending June 30 is expected
to be as follows: $30,795 for 2008, $18,770 for 2009, $18,481 for 2010, $18,333 for 2011, $18,333 for
2012, and $157,363 thereatfter.

Other Assets

Other assets, whiclinclude deferred charges angatents, are stated at cost, less accumulated
amortization. Amortization of patents is computed using the straliglet method over the estimated
economic useful lives of the assefithe Company periodically reviews the camgyvalues of patents and

any impairments are recognized when the expected future operating cash flows to be derived from such
assets are less than their carrying value.

Based on th@atents and other intangibdessets recorddd other assetat June 302007, and assuming
no subsequent impairment of the underlying assets, the annual amortization expensefiecataaar

ending June 3@ expected to be as follows3@ 155 for 2008, $2,632 for 20082,632 for 2010$2,632

for 2011, $2,632 for 2012nd $12,192 thereafter

Asset Retirement Obligation

SFAS No. 143Asset Retiremer@bligations establishes standards for the recognition, measurement and
disclosure of legal obligations associated with the costs to retirelil@tyassets. Accordingly, under
SFASNo0.143t he fair value of the f utleasedassetstrecordedasnt cc 0SS
a liability on a discounted basis whéimey areincurred and an equivalent amount is capitalized to

property and equipmenfThe initialrecod ed obl i gati on, which has been di
creditadjusted risk fregate, will be reviewed periodically to reflect the passage of time and changes in

the estimated future costs underlying the obligatiolhe Company amortizes the iaiti amount

capitalized to property and equipment and recognizes accretion expense in connection with the discounted
liability over the estimated remaining useful life of thased assets

In fiscal year 2006, the Company established an initial assetmetiit obligation of $63,040 which
represents the discounted cost of cleanup that the Company anticipates it will have to incur at the end of
its equipment and property leases. This amount was determined based on discussions with qualified
production persanel and on historical evidence. During fiscal year 2007, the Company reevaluated its
obligations based on discussions with the Washington Department of Health and determined that the
initial asset retirement obligation should be increased by an addlifi664.20. The Company anticipates
spending most of the amounts represented by this accrual in fiscal year 2008. In addition, another asset
retirement obligation will be established in the first quarter of fiscal year 2008 representing obligations at
its new production facility. This new asset retirement obligation will be for obligations to remove any
residual radioactive materials and to remove any unwanted leasehold improvements.
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During the years ended June 30, 2007 and 2006, the asset retirehgatibobchanged as follows:

2007 2006
Beginning badnce $ 67,425 $ i
New obligations T 63,040
Changes in estimates of existing obligations 56,120 T
Accretion of discount 7,597 4,385
Ending balance $ 131,142 $ 67,425

Financial Instrumeis

The Company discloses the fair value of financial instruments, both assets and liabilities, recognized and
not recognized in the balance sheet, for which it is practicable to estimate the fairMaduiair value of

a financial instrument is the amnat at which the instrument could be exchanged in a current transaction
between willing parties, other than a forced liquidation sale.

The carrying amounts of financial instruments, including cash and cash equivabotsterm
investments;accounts regivable; accounts payable; notes payable; capital lease obligations; and
convertible debentures payable, approximated fair values at June 30, 2007 and 2006

Revenue Recognition

The Company applies the provisions of SEC Staff Accounting BulletinBJSKo. 104, Revenue
Recognition SAB No0.104, which supersedes SAB N1, Revenue Recognition in Financial
Statementsprovides guidance on the recognition, presentation and disclosure of revenue in financial
statements.SAB No.104 outlines the basiaiteria that must be met to recognize revenue and provides
guidance for the disclosure of revenue recognition policidee Company recognizes revenue related to
product sales when (persuasive evidence of an arrangement existshjjpment has occued, (iii) the

fee is fixed or determinable, and (isQllectability is reasonably assured.

Revenue for théiscal years ended June 30, 2007 and 2086 derived solely from sales of tReoxcelan
Cs131brachytherapy seed, which is used in the treatmkeoaincer. The Company recognizes revenue

once an order has been received and shipped to the custdngpayments, if any, received from
customers prior to the time that products are shipped are recorded as deferred revenue. In these cases,
when the relted products are shipped, the amount recorded as deferred revenue is recognized as revenue.
The Company accrues for sales returns and other allowances at the time of shigitiemigh the

Company does not have an extensive operating history upon tehitdvelop sales returns estimates, we

have used the expertise of our management team, particularly those with extensive industry experience
and knowledge, to develop a proper methodology.

StockBased Compensation

Prior to dily 1, 2006, the Company acatied for shardhased employee compensation, including stock

options, using the method prescribed in Accounting Principles Board OpinioR5Naccounting for

Stock Issued to Employeasd related riterpretations (APB 25).Under APB 25, for stock options

granted at market price, no compensation cost was recognized and a disclosure was made regarding the

pro forma effect on net earnings assuming compensation cost had been recognized in accordance with

SFAS No. 123 Accounting for StoecBased CompensatiofBFAS 123). On December 16, 2004, the

Financial Accounting Standards Board issued SFAS No. 123 (Revised Zttg Based Payment

(SFAS 123R), which requires companies to measure and recognize expense for-abhsbadmmayments

at fair value. SFAS 123Rliminates the ability to account for shdr@sed compensation transactions

using APB 25 and generally requires that such transactions be accounted for using prescribkcbfair

based methods. SFAS 123R permits public companies to adopt its requiresiagtione of two

methods:(@)a fAmodi fi ed prospectiveodo method in which ¢
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with the effective date based on the requirements of IFAI 23R for all shardased payments granted

or modified after the effective datand based on the requirements of SM¥& 123 for all awards

granted to employees prior to the effective date of SRASL23R that remain unvested on the effective

date or (bga Aimodi fied retrospectiveo met hod rddi c h in
prospective method described above, but also permits companies to restate based on the amounts
previously recognized under SFAB. 123 for purposes of pro forma disclosures either for all periods
presented ofor prior interim periods of the year afdoption. Effective July 1, 2006, the Company

adopted SFAS 123R using the modified prospective methool.sHdrebased employee compensation

costwas reflected irthe statement of operatiopsior to the adoption of SFAS0. 123R. Results for

prior periods have not been restate@dee Note 11).

Research and Development Costs

Research and development costs, includiataries,research materials, administrative expenses and
contractor fees, are charged to operations as incuriidee cost of equipmentsed in research and
development activities which has alternative uses is capitalized as part of fixed assets and not treated as
an expense in the period acquiredepreciation of capitalized equipment used to perform research and
development is classifiess research and development expense in the year computed.

Advertising and Marketing 65ts

Advertising costs are expensed as incure@dept for the cost of tradeshows and related marketing
materials which are deferred until the tradeshow occukdvertising and marketing costs expensed
(including tradeshows) were $441,196 and $292,351 for the years ended June 30, 2007 and 2006,
respectively. Marketing costs of $162,307 are capitalized at June 30, 2007.

Shipping and Handling Costs

Shipping and handlgncosts are expensed as incurred and included in cost of product sales.

Legal Contingencies

In the ordinary course of business, the Company is involved in legal proceedings involving contractual

and employment relationships, product liability claimsgpatights,environmental mattergnd a variety

of other matters. The Company is also subject to various local, state, and federal environmental
regulations and | aws due to the isotopes wused to
operations amounts are expended to ensure that the Company is in compliance with these laws and
regulations. While there have been no reportable incidentempliance issueshe Company believes

that when it relocate its current production facilities then cairt decommissioningexpenseswill be

incurred and has recorded an asset retirement obligation for these expenses.

The Company records contingent liabilities resulting from asserted and unasserted claims against it, when

it is probable that a liability haseen incurred and the amount of the loss is reasonably estinide.

Company discloses contingent liabilities when there is a reasonable possibility that the ultimate loss will
exceed the recorded liabilityEstimating probable losses requires analgimultiple factors, in some

cases including judgments about the potential actions of-phiry claimants and courtsTherefore,

actual losses in any future period are inherently uncer@urrently, the Company does not believe any
probablelegal poceedings or claims will have a material impact on its financial position or results of
operations. However , i f actual or estimated probabl e f
liability for such claims, it would record additional charges as atlkpense during the period in which

the actual loss or change in estimate occurred.



Income Taxes

Income taxes are accounted for under the liability methddder this method, the Company provides
deferred income taxes for temporary differences thatesult in taxable or deductible amounts in future

years based on the reporting of certain costs in different periods for financial statement and income tax
purposes. This method also requires the recognition of future tax benefits such as net oplesing
carryforwards, to the extent that realization of such benefits is more likely thaiDef#rred tax assets

and liabilities are measured using enacted tax rates expected to apply to taxable income in the years in
which those temporary differences agected to be recovered or settléthe effect on deferred tax

assets and liabilities of a change in tax rates is recognized in operations in the period that includes the
enactment of the change.

Income (Loss) Per Common Share

The Company accounts fis income (loss) per common share according to SFAS No.B&@jngs

Per Share Under the provisions of SFAS No. 128, primary and fully diluted earnings per share are
replaced with basic and diluted earnings per shBessic earnings per share is cdétad by dividing net

income (loss) available to commaaréolders by the weighted average number of common shares
outstanding, and does not include the impact of any potentially dilutive common stock equivalents.
Common stock equivalents, including wamts to purchase the Company's common stock and common
stock issuable upon the conversion of notes payable, are excluded from the calculations when their effect
is antidilutive. At June 30, 2007 and 2006, the calculation of diluted weighted averags sloaznot

include preferred stock, options, or warrants that are potentially convertible into common stock as those
woul d be antidilutive due to the Companyds net |

Securities that could be dilutive in the future as of June 30, 2007 an&&9as6 follows:

2007 2006
Preferred stock 59,065 144,759
Preferred stock warrants T 179,512
Common stock warrants 3,627,764 2,502,769
Common stock options 3,683,439 3,129,692
Convertible debentures i 109,639
Total potential dilutivesecurities 7,370,268 6,066,371

Use of Estimates

The preparation of financial statements in accordance with accounting principles generally accepted in the
United States of America requires management of the Company to make estimates and assuatptions th
affect the amounts reported in the financial statements and accompanying Aotesdingly, actual

results could differ from those estimates and affect the amountsegiothe financial statements.

3. Inventory

Inventory consists of the fl@wing at June 30, 2007 and 2006

2007 2006
Raw materials $ 682,327 $ 61,531
Work in process 120,242 67,906
Finished goods 78,265 31,944

$ 880,834 $ 161,381
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The cost of materials and production costs contained in inventorgrthiatt useable due to the passage
of time, and resulting loss of bieffectivenessare written off to cost of product sales at the time it is
determined that the product is not useable.

In June 2007, the Company purchased $469,758 of enriched barium that wskd in future production
of our isotope. The enriched barium is held by a Russian vendor and is included in raw materials at June

30, 2007.

4.  Prepaid Expenses

Prepaid expenses consist of thédaing at June 30, 2007 and 2006

2007 2006
Premid contract work i $ 7,913
Prepaid insurance 37,001 21,340
Prepaid rent 26,693 30,009
Other prepaid expenses 249,184 21,200
Other current assets 145,245 81,084
$ 458,123 $ 161,546
5.  Fixed Assets
Fixed assets consist of tfa@lowing at June 30, 2007 and 2006
2007 2006
Production equipment 807,838 $ 590,908
Office equipment 111,218 70,060
Furniture and fixtures 118,227 100,653
Leasehold improvements 522,951 652,404
Capital lease assets (a) 655,858 599,738
Construction in progress 2,217,372 34,254
4,433,464 2,048,017
Less accumulated depreciation (767,913 (405,724
$ 3,665,551 $ 1,642,293

(a) Balance includes asset retirement additio81f9,160 an&63,040as of June 30, 2G0and
20086, respectively

Depreciation and amortization expense related to fixed assets totate@43and £71,060 for 2007 and

2006 respectively. Accumulated amortization afapital lease assetstaled $98,171and $55,644at
June 30, 200@nd 2006 respectively
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6. Other Assets

Other assets, net of accumulated amortization, consist of thwifoy at June 30, 2007 and 2006

2007 2006
Deferred charges $ 297,008 $ 318,885
Patents and trademarks, net of
accumulate@mortization of
$16,463 an®$13,831 25,352 20,102

$ 322,360 $ 338,987

Deferred charges consist of prepaid legal fees for patents which have not yet been obtained, and
prepayments and deposits on fixed assets and contractstiZation of patents and trademark&s
$2,632and #,513for the years ended June 30, 2@0d 208, respectively

7. Bank Line of Credit

The Company had a $3,000 revolving line of credit witiColumbia River Bank that expired on March

1, 2007 The Company intended to renew the linecc#dit and received a proposal from the bank. In
June 2007, the Company decided not to renew this line of credit as part of its overall review of its banking
and cash management relationships. The Compadyno borrowings under the line of credliringthe

fiscal year ended June 30, 2007

8.  Notes Payable

Notes payable consist of the following at June 30, 2007 and 2006:

2007 2006

Tri-City Industrial Development Council

(TRIDEC) note payable (a) $ i $ 10,000
BentorrFranklin Economic Devefument

District (BFEDD) note payable (b) 185,848 204,237
Hanford Area Economic Investment Fund

Committee (HAEIFC) note payable (c) 391,610 418,671

577,458 632,908

Less amounts due within one year (49,2129 (51,35)
Amounts due afir one year $ 528,246 $ 581,557

(a) This is anorinterest bearingiote due in annual installments of $10,000 thadtured in
August 2006. The note payable to TRIDEG@id not bear interest, butvas not discounted
because the note was exchanged solelydsh.c

() The note payable to BFEDD, which is coll ater
assets, and guaranteed by certain shareholders, was executed pursuant to a Development
Loan Agreement.The note contains certain restrictive covenants relatinggorking capital;
levels of longterm debt to equity; incurrence of additional indebtedness; payment of
compensation to officers and directors; and payneérdividends. The note is payalite
monthly installments including intereat 8.0% per annum wh a final balloon payment due
in October 2009 At June 30, 20D, the Company was not in compliance with certain of the
covenants. The Company has obtained a waiver from BFED&ating to these covenants,
through June 30, 280

(c) In June 2006, the Compaewntered into a note payable with HAEIFC, which is collateralized
by receivables, inventory, equipment, and certain life insurance policies. The total note
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payable facility is for $1.4 million and is to be used to purchase production equipment. In
June P06, the Company requested an initial disbursement of approximately $40a,6€0.

note contains certain restrictive covenants relating ftoancial ratios payment of
compensation to officers and directors; and payroéwlividends. The note accrueserést

at 9% and is payable in monthly installments with the final installment due in July 2016.
June 30, 2007, the Company was not in compliance with certain of the covenants. The
Company has obtained a waiver from HAEFIC, relating to thesenamis, irough June 30,

2008.

On October 14, 2005, the Company borrowed $250,000 under atestmortnote payabldrom a
shareholder who was later appointed to the Board of Directors in April. 200 note, whictbore
interest at the rate of 10.0%as paid indll on itsduedate ofDecember 1, 2005ln connection with the
loan, the Company granted a warrant to purchase 12,500 shares of common stock at an &mgtegate
exercise price of $10The Company recorded financing expenses of $60,000 related tsstlamnce of
these warrants.

Principal maturities on notes payable are due as follows:

Year ending June 30,

2008 $ 49,212
2009 53,609
2010 182,566
2011 38,436
2012 41,983
Thereafter 211,652
$ 577,458

9. Capital Lease Obligations

The Compay leases certain equipment under kbagn agreements that represent capital leases. Future
minimum lease payments under capital lease obligations are as follows:

Year ending June 30,

2008 $ 214,269

2009 27,626
Total future minimum lease payments 241,895
Less amounts representing interest (21,480
Present value of net minimum lease payments 220,415
Less amounts duaithin one year (194,855
Amounts due after one year $ 25,560

10. Convertible Debentures Payable

Through June 30, 2005, ti@ompany had sold $3,587,875 of convertible debentures pursuant to the
January 31, 2005 Offering (see Nd®. In July 2005, the Company sold an additional $550,000 of
these convertible debentureShe debentures, whictokeinterest at 8% and matwréwvo years from the
date of issuance (through June 2008yldb e converted into shares of the
a rate of 8.15 per share plus, at the discretion of the Company, either a cash payment for accrued
interest, or that number of commohases equal to the amount of unpaid accrued interest. B fer
share. Based upon reviewsf SFAS 133, EITF 049, and EITF 9&, the Company determined that the
conversion feature did nbavea derivativevalue
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On December 13, 2005, the Board ofdators announced a shéetm conversion inducement to current
holders ofthe convertible debentures, originally issued in conjunction with the January 31, 2005 Private
Placement OfferingHolders were permitted two conversion options: 1) convert undeoriginal terms

of the debenture to the Company6s common stock
issued shares in the Form @BRegistration Statement filed with the SEC on November 10, 2005, or 2)
convert under terms essentially ideatito those offered to purchasers of Units in the Offering of October

17, 2005i a $4.00 conversion price and one callable warrant to purchase one share of the Company's
common stock at an exercise price of $6.00 per share for each share issued up@pnofwaiving
registration rights for approximately one year).

As of June 30 2006, holders of $3,682,875 of debentures had converted to common stock of the
Companyresponding to the inducement of the second exercise method described Ab@idune30,

2006, the Company had issued 911,Zhares of common stock (including approximately 23,840
incremental shares not previously available to holders of debentures under the coigueasiorterms),

and 659,469 warrants to purchase shares of commencigable at $6.00 per sharBuring the fiscal

year ended June 3@006, the Company recognized $385,511 in-cesh shorterm inducement
expense, in accordance wiBFAS No. 84. The Company reviewed SFAS 133 and EITF1®0and
determined that the wamts issued in connection with the skiertm conversion inducement did ri@ve
derivativevalue

The remaining convertible debentures matured during the fiscal year ended June 30, 2006. One $50,000
convertible debenture holder converted into 12,048mon shares and the remaining balance and
accrued interest was paid in cash. All other debenture holders elected to receive cash payments of their
principal and accrued interest on the maturity dates.

11 Share-Based Compensation

Prior to July 1, 2006the Company accounted for shdn@sed employee compensation, including stock
options, using the method prescribed by APB 25. Under APB 25, for stock options granted at market
price, no compensation cost was recognized, and a disclosure was made rélganlindorma effect on

net earnings assuming compensation cost had been recognized in accordance with SFAS 123. Effective
July 1, 2006, the Company adopted SFAS 123R using the modified prospective method.

The following table presents the shéigsed comensation expense recognized in accordance with SFAS
123R during therear ended Jurgd, 2007and in accordance with APB 25 duritite year ended June 30,
2006:

Year ended June 30,

2007 2006
Cost of product sales $ 120,710 $ I
Research and delepment 41,481 T
Sales and marketingkpenses 216,432 |
I

General and administratiexpenses 1,449,491

Total sharebased compensation $ 1,828,114 $ |

The adoption of SFAS 123R reduced net income foydaEendedJune30, 2007by $1,828114. Basic

loss per common share for thiearendedJune30, 2007would have been $04 if the Company had not
adopted SFAS 123R, compared to reported basic loss per common shabl.ofT$@ total value of the
stock options awards is expensed rataligrdhe service period of the employees receiving the awards.
As of June30, 2007 total unrecognized compensation cost related to diaskd options and awards was
$1,707,843and the related weightexierage period over which it is expected to be rezednis
approximatelyl.23years.
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The Company currently provides shdn@sed compensation under three equity incentive plans approved

by the Board of Directors: the Amended and Restated 2005 Stock Option Plan (the Option Plan), the
Amended and Restated @) Employee Stock Option Plan (the Employee Plan), and the 2006 Director
Stock Option Plan (the Director Plan). The Option Plan allows the Board of Directors to grant options to
purchase up to 1,800,000 shares of common stock to directors, officersmpdyyees and service
providers of the Company. The Employee Plan allows the Board of Directors to grant options to
purchase up to 2,000,000 shares of common stock to officers and key employees of the Company. The
Director Plan allows the Board of Direcsoto grant options to purchase up to 1,000,000 shares of
common stock to directors of the Company. Options granted under all of the plans have a ten year
maxi mum ter m, an exercise price equal to ak | east
on the date of the grant, and varying vesting periods as determined by the Boastiock options with

graded vesting terms, the Company recognizes compensation cost on a-lkteaighsis over the
requisite service period fohe entireaward.

OnJune 1, 2007, the Company issued an option grant to employees and directors. The options had an
exercise price of $4.14 which was the closing mar
the employees vest over 3 years while the optionsitgdato the nommployee directors were
immediately vested.

The Companyds CEO, who also serves as Chairman o
Executive Vice President OperatiofEVP-Operations) who also serves as a Director, was granted

100000 options, and all neemployee directors were granted 50,000 options e@chJuly 25, 2007, the

Board discussed the issue of director compensation and each director (including the employee directors)
elected to cancel 50,000 of their options fromdtiee 1, 2007 granifter the cancellationthe CEOand
EVP-Operationshad 100,000 and 50,000 options, respectively, and themmioyee directors had no

options from the June 1, 2007 graihe terms of theseemainingoptions forthe CEO and EVP
Operatonswere not changed as part of the cancellation

In accordance with SFAS 123R, all of the options that were cancelled have been accounted for as
cancellation of options with no consideration. No additional compensation cost associated with the
CEO6sEVROderationsés options wild.l be recognized a
Cancelled options that had been granted toemoployee directors were immediately vested on the date

of grant; therefore all related compensation cost was readymizfiscal year 2004Under SFAS 123R,

the value of the cancelled options to each-aoployee director was $128,500.

All of these subsequently cancelled options are included in the options granted and outstanding as of June
30, 2007.

Asummaryofstdc opti on acti vity wadgeddomperisdiian plahs forpgreyeard s s h
ended June 30, 2007 is as follows:

Shares Price (a) Life (b) Value (c)
Outstanding at June 30, 2007 3,683,439 $ 2.86 8.67 $ 8,259,814
Vested and expected to vedt
June 30, 2007 3,270,441 $ 2.85 8.68 $ 8,150,622
Vested and exercisable at
June 30, 2007 2,278,172 $ 2.45 842 $ 6,726,822

(a) Weighted average price per share.
(b) Weighted average remaining contractual life.
(c) Aggregate intrinsic value.

The aggrege intrinsic value of options exercised during ylearsendedJune30, 2007 and 2006wvas
$2 , 286, 370 and $391, 908, respectivel y. The Compa
option exercises.
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The weighted average fair value of stockiaptawards granted and the key assumptions used in the
Black-Scholes valuation model to calculate the fair value are as follows fgedrendedJune30, 200
and 206:

Year ended June 30,

2007 2006
Weighted average fair value of options granted $ 2.29 $ 1.38
Key assumptions used in determining fair value:
Weighted averagask-free interest rate 4.86% 4.67%
Weighted average life of the option (in years) 5.58 7.31
Weighted average historical stock price volatility 69.87% 31.24%
Expectel dividend yield 0.00% 0.00%

The BlackScholes option valuation model was developed for use in estimating the fair value of traded
options which have no vesting restrictions and are fully transfer&ikeddition, option valuation models

require themput of highly subjective assumptions, including the expected stock price voldgisause
changes in the subjective input assumptions can m
opinion, the existing models do not necessarily prddeliable single measure of the fair value of its
employee stock optionsThe riskfree interest rate is based on the U.S. treasury security rate in effect as

of the date of grantThe expected lives of optiormnd the volatilityare based ohistorical data of the

Company.

The following table illustrates the effect on net loss and net loss per common shareyieartteded

June30, 2006as if the Company had applied the fair value recognition provisions of SFAS 123 to all
outstanding stock optiorwmards for periods presented priortothe @panydéds adoption of
The fair value of these options was estimated at the date of grant usBlg¢k&choleamethod set forth

in SFAS No. 123R.

2006
Net loss, as reported $ 8,218,130
SFAS No0.123 stock option expense 1,167,086
Pro forma net loss $ 9,385,216
Net loss per share:
Basic and Diluted, as reported $ 0.68
Basic and Diluted, pro forma $ 0.77

12 Shareholdersd Equity

The authorized capital structure of the Company consis8<D6f. par value preferred stock and $.001 par
value common stock.

Preferred Stock

The Company's Certificate of Incorporation authorigeg®00,000shares of $0.001 par value preferred
stock available for issuance with such rights and preferences, irglimlindation, dividend, conversion
and voting rights, as described below.

Series A

Series A preferred shares are entitled to a 10% dividend annually on the stated par value per share.

These shares are convertible into shares of common stock atets# oate share of common stock

for each share of Series A preferred stock, and are subject to automatic conversion into common

stock upon the closing of an underwritten public offering pursuant to an effective registration
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statement under the Securitiest &€ 1933 covering the offer and sale of common stock in which the
gross proceeds to the Company are at least $4 millBaries A preferred shareholders have voting
rights equal to the voting rights of common stock, except that the vote or written tcofsen

majority of the outstanding preferred shares 1is
of Incorporation, Bylaws or Certificate of Designation, or for any bankruptcy, insolvency,
dissolution or liquidation of the Companypon liquidda i on of the Company, t he

are first distributed ratably to the Series A preférsbareholders. At June 30, 20@Ferewereno
Series A preferred shares outstanding.

Series B

Series B preferred shares are entitled to a cumulative 15#edtvannually on the stated par value

per share. These shares are convertible into shares of common stock at the rate of one share of
commonstock for each share of SeriespBeferred stock, and are subject to automatic conversion

into common stock upothe closing of an underwritten public offering pursuant to an effective
registration statement under the Securities Act of 1933 covering the offer and sale of common stock

in which the gross proceeds to the Companmeyad least $4 million. Series@Befered shareholders

have voting rights equal to the voting rights of common stock, except that the vote or written consent

of a majority of the outstanding preferred sha
Certificate of Incorporation, Bylaws ore@tificate of Designation, or for any bankruptcy, insolvency,
dissolution or liquidation of the Compandp on | i qui dati on of the Compal
are first distributed ratably to the Series A preferred shareholders, then to the SeriesrriBdprefe
shareholders.

On February 1, 2007, the Board of Directors declared a dividend on the Series B Preferred Stock of
all outstanding and cumulative dividends through December 31, 2006. The total dividends of
$38,458 were paid on February 15, 2007. Twmpany does not anticipate paying any cash
dividends on the Series B Preferred Stock in the foreseeable future. At June 3Qth2G9vere
59,065Series B preferred shares outstanding and cumulative dividends in arrear$ @ége $

In addition to theshares of common stock and Series B preferred stock issued pursuant to the merger
transaction (see Note 1), the Company had the following transactiors thite ct ed s har ehol d¢
during the years ended June 30, 2@0d 2006

March 2007 Public Eqty Offering

On March20, 2007, the Company entered into definitive securities purchase agreemekiar{h@007
Purchase Agreements) with certain institutional investors pursuant to which the Company agreed to issue
and sell an aggregate of 4,130,50@res of its common stock at $4.00 per share, through a registered
direct offering, for aggregate gross proceeds of approximately $16,522,000, before deducting estimated
fees and expenses associated with the offering (the Offerikgypart of tle Offerirng, each purchaser of

five shares of common stock recaiva warrant to purchaseneshare of common stock at an exercise

price of $5.00 per share with ayéar term. A total of 826,100 warrants were issued under these terms.
The closing took place on Melr22, 2007. The shares of common stock offered by the Company in this
transaction were registered wunder the Co3Ppanyobs
140246) on Form 8, which was declared effective by the Securities and Exchangeni{Ssion on
February 15, 2007, and the prospecuysptement dated Marcil, 2007.

Punk, Ziegel & Company, L.P. and Maxim Group LLC (the Placement Agents) acted as the placement
agents for the Offering.On March 14, 2007 and February 2, 2006, the Commxeguted placement
agent agreements (the Placement Agent Agreements) by and between the Company and Punk, Ziegel &
Company, L.P. and Maxim Group LLC, respectivelfthe Companypaid the Placement Agents an
aggregate fee equal to 6% of the gross proceetteeddffering or approximately $991,000n addition,
the Placement Agents also received 206,526 warrants with an exercise price of $4.40 per shafre and a 5
year term as part of their overall fee.
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The warrants issued in the March 2007 Purchase Agreemventsnot accounted for as derivatives in
accordance SFAS 133 paragraph 11(a), SFAS 150, and E{I8.00

March 2007 Warrant Call

As part of the August 2006 Stock Purchase Agreement, the Company issued warrants with an exercise
price of $3.00 per share. h& warrants were callable by the Company for 45 days after a period of 60
trading days in which the closing price of the underlying stock was at or above $4.50 per share for 30 of
the 60 days.

As of February 16, 2007, t he at@oabqeua $4\p® for 3@ af theno n
previous 60 days. On February 21, 2007, the Company @énnhoticesto the warrant holders
establishing a call date of March 26, 2007heTwarrant holderbad the optiorio either exercise their
warrants or permit th€ompany to repurchase the warrafis$.01 per sharen the call date All of the
remaining warrants were exercised prior to the call date.

August 2006 Stock Purchase Agreement

On August 17, 2006the Companysold certain shares of its common stock aradrants to purchase
common stock pursuant to a Common Stock and Warrant Purchase AgreemeAudtist 2006
Purchase Agreement) dated August 9, 200Bie securities were issued to 25 accredited investors
pursuant to the exemption from registration proslidy Section 4(2) of the Securities Act of 1933, as
amended.MicroCapital, LLC acted as the lead investor for the transactitet. proceeds of $4.7 million
were received by th€ompanyin exchange for the issuance of 2,@8® shares of common stock and
warrants to purchase 2,0680 shares of common stocka addition, brokers assisting t@®mpanywith

the capital raise were issued warrants to purcRse0 shares of common stock on identical terms as
the warrants issued to investors.

Pursuant to he August 2006Purchase Agreement, the purchase price per share cE thenpany 6 s
common stock was $2.50, and the accompanying warrants were issued with an exercise price of $3.00 per
share. The warrants and théugust 2006Purchase Agreement contathani-dilution provisions,
including one providing that, if th€Eompanyissues stock or rights to acquire stock at a price less than
$2.00 (excluding certain issuances such as options to employees, directors and certain consultants and
shares issued in conniet with licensing or leasing transactions), tbempanyis required to issue to

each investor additional shares equal to 25% of what such investor purchased in the original transaction.
The warrantsvere exercisable by the holder (subject to aditiition and adjustment provisions) for a

period of five years from the date of issuandée warrantavere callable by theCompanyfor 45 days

after a period of 60 trading days in which the price of the underlying stock exceeds $4.50 per share for 30
of the 60days, and only if a registration statement covering the underlying shares is effective.

In connection with théAugust 2006Purchase Agreement, tiBompanyalso entered into a Registration
Rights Agreement whereby ti@mmpanyagreed to file a registratigtatement to cover the-sale of the
shares of common stock sold and issuable upon exercise of the watdadey. the Registration Rights
Agreement, th&€ompanyagreed to file the registration statement within 60 days of the closing, cure any
defect caging the registration statement to fail to be effective within 10 business days, and cause
suspension periods for the registration statement to not exceed 60 days in any 360 daylfptréeod.
Companyfails to comply with these provisions, tl@ompanywill be required to pay as liquidated
damages an amount equal to 2% of the aggregate purchase price paid by the investors for each 30 day
period during which the failure continues, not to exceed 10% of the aggregate purchasé praren

SB-2 Registration tatement to register these shares was filed with the SEC on October 16, 2006 and
declared effective on December 5, 2006.

The warrants issued in the August 2006 Purchase Agreement were not accounted for as derivatives in
accordance SFAS 133 paragraph 11$6)AS 150, and EITF 009.
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IsoRay, Inc. Jun2006 Warrant Exercise Solicitation

In June 2006, the Board of Directoapproved a limited oneme discount of the exercise price of
outstanding warrants (with exercise prices over $3.00) to $3.00 perafftmmamon stock if the warrants
wereexercised on or before June 30, 200Biewarrants exercised as part of this dimee discountvere
primarily held by investors who purchased them as patt bfe C o nQutabery2008 and February

2006 privateplacemat offerings and had original exercise prices of $6.00 and $6.58e change in
exercise price was a modification of the original warrant based on market conditions and was accounted
for as a financing transaction similar to a modification of the offepirige of shares in a stock sale.
Therefore there was no effect on the statement of operations as the Company had previously determined
that under SFAS 133 and EITF-Q9 these warrants were equity instruments rather than derivatives. The
Company issued?27,764 common shares and raised $1,223,602, net of offering costs, through this
warrant exercise solicitation.

IsoRay, Inc. February 2006 Private Placement

On February 1, 2006 the Company commenced an offering of Investment Units (Units) for sadmtpursu

to a Private Placement Offering (the February 2@igering), which management believes was exempt

from registration under the Securities Act of 1933 (the Act) pursuant to Section 4(2) of the Act and Rule
506 of Regulation D The February 20080ffering consisted of a maximum of 89 Units, each Unit
consisting of 5,000 shares of common stock and a warrant to purchase 5,000 shares of common stock at
an exercise price of $6.50 per shafde Units were sold for $22,500 per Unthe Company closed this

offering on February 24, 2006Approximately $11 million, net of offering costsyasraised under the
February 2006 Offering The warrants issued in the February 2006 Offering were not accounted for as
derivatives in accordance SFAS 133 paragraph 1h¢hESTF 0019.

IsoRay, Inc. Subscriptions Receivable

On December 7, 2005, the Company entered into a SICAV ONE Securities Purchase Agreement and a
SICAV TWO Securities Purchase Agreement (collectively, Dieeember 200%urchase Agreements)

with Mercatus& Partners, Limited, a United Kingdom private limited company (Mercatu§he
December 200®urchase Agreements patted Mercatus to purchase 187446 shares of theompanys

common stock at a purchase price of $3.502 per share subject to receipdingfuAs no funding had

been received,roMay 18, 2006, the Company requested immediate return of the certificates representing
all shares of common stock to which Mercatus had previously subscribed in accordance with the terms of
theDecember 200Purctase AgreementsTheDecember 2005 Purchasdgreements cadidfor return of
certificates within ten days if funding is not received within two days of receipt of the nahiiter
significant delay anthe Company attainment of a court order, the sheedificates were returnedon

August 8, 2006, the share certificates were cancelled aridetember 200Purchase Agreements were
terminated

IsoRay, Inc. October 2005 Private Placement

On January 30, 2006 the Company closed an offering of fnitsale, pursuant to a Private Placement
Offering (theOctober 200%Dffering) of October 17, 20Q5vhich management believes was exempt from
registration under the Act pursuant to Section 4(2) of the Act and Rule 506 of Regulafitnve Dctober

2005 Offering consisted of a maximum of 200 Units, each Unit consisting of 5,000 shares of common
stock and a warrant to purchase 5,000 shares of common stock at an exercise price of $6.00 per share.
This maximum was increased, pursuant to the terms dDtheber 208 Offering, at the sole discretion

of the Company, to a maximum of 300 UnifBhe Units were sold for $20,000 per UnApproximately

$5.4 million, net of offering costs, was raised under the October 2005 Offering. The warrants issued in
the October 20® Offering were not accounted for as derivatives in accordance SFAS 133 paragraph
11(a) and EITF 0Q9.
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IsoRay Medical, Inc. January 2005 Private Placement

In January 2008Viedicalcommenced an offering (the January 2005 Offering) of up to $2,000,&% of
convertible debentures (see Ndi® to accredited investors in a private placement, which management
believes was exempt from registration under the Act pursuant to Section 4(2) of the Act and Rule 506 of
Regulation D. On May 27, 2008 edicalamendedand restated the January 2005 Offering to increase
the maximum amount of the offering to $4,150,000.

Through June 30, 2008/edical sold debentures totaling $3,5875. In connection with the sales of
these debentureddedical paid commissions totalin§216,783 and legal expenses totaling $56,470,
which amounts have been recorded as deferred financing costs.

In July 2005, Medical sold an additional $550,000 of debentures pursuant to this offering. The sale of
these additional debentures was not sultiepryment of commissions.

In 2006, $3,682,875 of the debentures were converted to common stock pursuant toterrshort
conversion inducement (see Note)10

Issuance of Common Stock in Payment of Consulting Services

During 2006, the Company issued &R shares of its common stock in full satisfaction of consulting
services including 168,472 shares that were issued as payment for merger consulting services (see Note
1). The shares were valued using the market price of the stock on the date of issue.

Issuance of Common Stock in Partial Payment of Equipment Purchase

During 2006, the Company issued 10,000 shares of its common stock and paid $962 of cash in full
satisfaction for the purchase of production equipment and repairs and maintenance imtaires t
$40,962. The shares were valued using the market price of the stock on the date of issue.

Cash Payments for Fractional Shares

During 2006, the Company paid a combined total of $734 to the former common and preferred
shareholders of Medical ande@tury for fractional shares that resulted from the merger that was effective
July 28, 2005 (see Note 1).
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Warrants to Purchase Series B Preferred Stock

Pursuant to a private placement of debt units during 2003 and a0fredecessor comparngsued
$365000 of notes payable to investors and granted warrants for the purchase of 227,750 of its Class A
member sharesThrough a series of mergers these warrants were exchange@rfants to purchase
323830Series B preferred shares. The warraetsvity is summarized as follows:

2007 2006 (a)
Warrants Price (b) Warrants Price (b)
Beginning balance outstanding 179,512 $ 0.79 233,008 $ 0.84
Converted to common warrants (¢) (142,190) 0.70 T T
Exercised (37,329 1.12 (53,496) 1.03
Ending balance outstanding $ 179,512 $ 0.79

(a) The 2006 beginning balance has been adjusted to reflect the 0.842362 conversion ration (see
Note 1).

(b) Weighted average price per share.

(c) During fiscal year 2007, one preferred warrant holder requestedddwel Bf Directors to
extend the expiration date of his warrants and to convert them to common warrants. The
Board granted this request and set new expiration dates as noted below. The exercise price
was not changedT he change iexpiration dat@and theconversion to common warramss
a modification of the original warrant based on market conditions and was accounted for as a
financing transaction similao a modification of the offering price of shares in a stock sale
Therefore there was no effemh the statement of operations as the Company had previously
determined that under SFAS 133 and EITF190these warrants were equity instruments
rather than derivatives.

Number ofWarrants Price New Expiration Date Old Expiration Date
56,876 $0.70 October 30, 2007 October 30, 2006
28,438 0.70 January 31, 2009 January 31, 2007
56,876 0.70 March 30, 2010 March 30, 2007

142190
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Warrants to Purchase Common Stock

In connection with the various common stock offerings and at other time€dimpany has issued

warrants for the purchase of common stock. The warrants activity is summarized as follows:

Beginning balance outstanding

2007

2006 (a)

Warrants Price (b)
2,502,769 $ 5.73

Warrants issed 3,301,926
Converted from preferred (c) 142,190
Cancelled/expired (23,615)
Exercised (2,295,506

Ending balance outstanding

3.59
0.70
2.54
2.99

Warrants Price (b)
136,158 $ 1.20
2,878,522 5.85
. i
. i
(511,913 2.49

3,627,764 $ 5.31

2,502,769 $ 5.73

(&) The 2006 bginning balance has been adjusted to reflecOtBd2362 conversion rati@ee

Note 1).

(b) Weighted average price per share.
(c) During fiscal year 2007, one preferred warrant holder requested the Board of Directors to

extend the expiration date of his warraatsl to convert them to common warrants. The

Board granted this request and set new expiration dates as noted in the Preferred Warrants
section of this footnote.

The foll owing
outstanding as of Juri0, 2007

Number ofWarrants

277,614
12,500
56,876
53,000
162,500
934,469
700,250
276,923
5,000
5,692
28,438
56,876
826,100
206,526
25,000

3,627,764

tabl e summari zes a d @aommono waardnts

Range of ExercisBrices
$4.15
$0.0008
$0.70

$6.00

$6.00

$5.75 to $.00
$6.00

$6.00 to $6.50
$7.00

$4.15

$0.70

$0.70

$5.00

$4.40

$2.0
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Expiration Date
July 2007

October 2007
October 2007
October 2007
November 2007
December 2007
January 2008
February 2008
March 2008
May 2008
January 2009
March 2010
March 2011
March 2012
July 2015

nf or






