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1he year 2007 wias our seventh Conseciive year (y( record sales

and our thisd consecutive year of record earnings. For the year,

sitles werve S15.825.000, i1 6% increase over 2006. Net incoine
ruse /f} 4% over 2006 to0 51,170,000 oy S0.57 per share.

Sales were positively affected by our image maie acquisition

in December 2006. Luarnings gr'ai.f,’t/) wits dampened by

oy investient in new redwo/ogfav and Sarbanes- Oxley

o P[fd?i‘ ce C’.TC[)E (7ATAR

During the year we made exciting progress on two new technology
initiatives: Photo-Machining ™ and Digiral Texruring . Both,
however, have remaining hurdles to overcome before contriburing
to profics.

Photo-Machining brings our core strengths of photoresist design
and manufacturing rogether wich our broad cxperience in abrasive
ctching to a new market, namely, che exching ot electrenic wafers,
induserial ceramics and other advanced macerials, We are providing
this as a service to large acrospace, clecrronic, and industrial
materials companies. Alchough we are gradually building a base

of repeat customers, we are still learning how we fitinco this large
and complex market place. We belicve the marker for our service is

significant; but we do notyet know its full scape.

Digital Texturing is a different cype of project. The productisa
digitn”y imagcd acid resist cransfer film thae will be used to creh
steel molds for the plastic injection molding industry. We are
currcnt]y Focusing on comparnies chat scrvice the automorive
industry. Digital Texturing is the combination of three new
technologics ro sarisfy an existing demand from a markert thac

we believe we understand fairly well. We are developing a jerable
fluid and a patencapplicd-for substrate to be used wicha digital
printer being manufactured by our strategic parener, iTi (Imaging
Technology Internacional). Linking three new technologics usuaily
makes a task exponentially more difheule; buc we have made great
progress, as has been confirmed by our bera sites. Alchough the
technical challenges and financial risks are much larger than with
Photo-Machining, | believe chere s less market risk and greater

opportunity with Digital Texcuring,
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We are currently manufacturing commercial Digital Texturing
product oN profotype equipment and anticipate high volume
produccion equipment to be installed in the second quarter of 2008.
Presently, we are operating as a service bureau to this industry:

and we plan to sell the imaging equipment togtthcr with the
consumable fluids and substrares in lacc 2008 or early 2009.

Borh of these cfforts require investment and encail risk; but, in

my view, this type of investment is necessary so that IKONICS

can grow beyond its traditional core businesses of manufacruring
photo stencils for the sceeen printing indusn‘y and photorcsiscs for
abrasive erching, Although these markets are marure, particularly
domestically, they are proficable and have further growth and profic
potcntial as evidenced by our image mate acquisition. [ would
caution, however, thac these core businesses are subject to the world
cconomy. For instance, the weak dollar helps our exports sales
{currently 30% of our business), while an American recession would
adversely affcet che remaining 70% of the business. The slump in
the domestic automotive industry may slow our penctration into
this markee; but this is a worldwide industry and we are pursuing a

g]oba] stratcgy.

1 believe IKONICS is in the process of re-invencing itselfinto a
company thac brings innovative high-valuc proprictary products to
industrial markers.  am hopcfu] char in 2008 we will see che start of

the economic payoff from chis transformation.

For the Board of Directors,

Lty 7= e §2.

WiLLIAM C.ULLAND
Chairman, President e CEO

The preceding letter contains statements regarding future financial results, new products, the
success of acquisitions and other matiers that involve risks and uncertainties. The Company's
actual results could differ materially as a result of domestic and global economic cenditions,
competitive market conditions, acceptance of new products, the ability to identify, complete and
successfully integrate suitable acquisitions, as well as the other factors described elsewhere in this
Annual Report and in the Company’s most recent Ferm 10-KSB and most recent Form 10-QSB on
fite with the SEC.
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OF FINANCIAL CONDITION AND RESULTS OF
OPERATIONS

The following management discussion and analysis focuses on those facrors
that had 2 material effect on the Company's irancial resules of operations
and financial condition during 2007 and 2006 and should be read in
connection with the Company'saudired financial statements and notes
therete for the vears ended December 31, 2007 and 2006, included hercin.

Factors that May Affect Future Results

Certain statemencs made in this Annual Reporr, including those
summarized below, are forward-look ing statcments within the meaning of
the safe harbor provisions of Section 21E of the Securitics Exchange Act
of 1934, as amended, thar involve risks and uncercainties, and accual results
may differ. Factors char could cause actual resules to differ include those
idencificd below.

The Comparny’s belief that additional proceeds will be received from the sale of
Apprise common nd ‘an:ﬁ’rr‘m' stock that ocowerved i 2007—Actual additional
procccds received may be impactcd b}' unanticipared EXpEnses related to
indemnificarion clauses as part of the agreement berween Appri\'t and its

purchaser,

The Company’s beliefthat its effective fax rate will increase by % in 2008—The
actual tax rate in 2008 may be affected by changes in federal and searc tax
faw, unancicipared changes in the Company’s financial position or the
Company’s actions which could increase or decrease irs effective tax race,

The Company’s belief that the gquality of ts receirables is high and that strong internal
contrals are in plice to maintain proper collections—This belief may be impacred
by domestic econamic conditions, by cconomic, political. regulatory or
social conditions in forcign markets, or by the failure of the Company to
propetly implement or maintain internal controls,

The belief that the Company’s curvent financial resources, cash generated from
aperations and the C. empanys capacity for debt andfor equiry ﬁ)}:mdﬂg witl be
sufficient to frond current and anticipated business opevations and capital expendinures
The belizf that the Company’s low deboe levels and available line of creedit mate 1t
wnlikely that u decrease in product demand would impair the Company’s ability o
fund operations—Changes in anticipated operacing resules, credit availabilicy,
cquity marker conditions or the Company’s debr levels may further enhance
or inhibit the Company’s abi]ity Lo maintain or raisc appropriate levels of
cash,

The Company’s expectations as to the level and use of planned capital expendinres and
that mpmzf t’,\‘P.‘.’ﬂ{)’f!Il?‘t’J‘ will be ﬁtrm'e{f wiith cash genemlfzf ﬁam apf’nzrif{g:z(rivm'es—
This expectation may be affected by changes in the Company's ancicipared
capital expenditure requirements resulting from unforeseen required
maintenance, repairs or capical asseradditions. The funding of planned or
unforeseen expendicures may also be affecred by changes inanticipaced
operaring results resulting from decreased sales lack of aceeprance of new
products orincreased operating expenses or by other unexpected events

affecting the Company’s inancial position.

The Company's belief thas its veednerability o foreign currency fluctuations and general
economic conditions bi fareign countries is not significant—This belief may be
impactcd })y cconomic, p0|itical and social conditions in Forcign markets,
changes in regulacory and comperitive conditions, a change in the amount
or geographic focus of the Company's international sales, or changes in
purchasc or sales terms.

The Company's plans to continue to invest in research and development efforss,
expedite internal product development and invest in technological alliances, as well us
the expected focus and vesulss of such investments—Thesce plans and expectations
may be impacted by general markee conditions, unancicipared changes in

advances, the ability to find suitable and willing technalogy partners or other
changes in competitive or market conditions.

The Company’s effsrts to grow its inernationa! busines—These efforts may
be impacced by ccenomic, political and social conditions in current
and anticipated forcign markets, regulazory conditions in such markets,
unanticipated changes in expenses or sales, changes in competitive

conditions or other barricrs to entry or expansion.

The Company’s belief as to futnre activities that may be undertiken to expand the
Compuny’s business— Acrual activities underraken may be impaceed by
gencral marker conditions, computitive condicions in the Company’s
industry, unanticipared changes in the Company’s financial position, lack of
acceprance of new products or the: inabilicy ro identify areractive acquisition

targets or other business Opportu litics.

CRITICAL ACCOUNTING POLICIES

The Company prepares its financial statements in conFormi[y with
accountingprinciplcs gcn{:m“y accepeed in the United Scates of America,
Thezetore, the Company is required to make certain estimates, judgments
and assumptions that the Compaiy believes are reasonable based upen the
information available. These estimates and assumptions affect the reporeed
amounts of assets and liabilities at the date of the financial statements

and the reported amounts of revenues and expenses during the periods
presented. The accounting policies which IKONICS believes are the most
critical to aid in’l“u“}' undcrsmnding and cva]uating its reportcd financial
results include che following;

Accounts Receivable

The Company performs engeing credit evaluations of its customers and

&
adjusts credit limics based upon pryment history and the customer’s current
credit worthiness, as determined by review of the currenc credir information.
T}IC CO]‘ﬂP:ln}’ COI'Il'inuOUS]}-' monicors CO]]CCU‘OHS and P:'l}’ﬂ'lfnts f["o['n

its customers and maintains a provision for estimated credic losses based
upon historical experience and any 5pcciﬁc customer collecrion issues

that have been identificd. While such credit losses have hismrim”y been
within expecrations and the provisions established, the Company cannot
guarantee that it will continue to e xperience the same collecrion history thar
has occurred in the past. The gcnc-:a] payment cerms are net 30-45 days for

domestic customers and ner 30-94 da}'s for forcign CLISTOMIETS.

Inventory

Inventories arc valued at che lower of cost or market value using the last
in, first our (LIFQ) method. The Company monitors its inventory for
obsolescence and records reducricns in cost when required.

Income Taxes

At December 31,2007, the Company had approximaccly $35.000 of net
deferred tax assers. The deferred tx assets result primsarily from temporary
differences in accrued expenses, invencory rescrves, intangible assets and
propertyand equipment. The Cornpany has decermined char it is more
likely than not thar che deferred tax assers will be realized and thar a
valuation allowance for such asset: is not currently required. The Company
accounts for its uncereain rax positions under FIN 48 and che related
rescrve of $92,000 as of Decembe - 31, 2007 will be adjusted as the stacute of

limitarions expires ot these positions are reassessed,

Investments in Non-Marketable [quity Securities

[nvestments in non-marketable equity securities consist of a $855,201
investment in imaging Technolog y incernacienal {"iTi"). The Company
accounts for this investment by the cost merhod because iTi's common
stock is unlisced and the criteria foz using the equity method of accounting
are not satishicd. Under the cost m=thod, the investment is assessed for
other-than-tcemporary impairment and recorded ac the lower of cost or

IKONICS Covporation Annual Repore 2007




available marker values for this investment. In assessing the air value of this

investment we consider recent equicy Transactions thatiTi has entered inco,

the status of iTi's rechnology and strategics in place to achieve its objectives,
asweltas iTi's financial condicion and resules oFopcrations. To the extent

there are changes in the assessment, an adjusement may need 1o be recorded.

Revenue Recognition

Tht‘ C()!'l'lp:ll'\y TC'L'OgniZCS revenue en S'J[CS ()FP[’UL{UL‘IS \\’hcn [itl(: Pﬁﬁ.\c.\
which can occur ar the time of shipmenr or when the goods arrive ac the
customer location. Freighe billed to cuscomers is included in sales. Shipping

costsare included in cose of goods sold.

RESULTS OF OPERATIONS
Year Ended December 31. 2007 Compared to Year Ended December 31, 2006

Sales

The Companys net sales increased 6.3% co $13.8 million in 2007, compared
to net sales of $14.9 million in 2006. Sales increases were realized in both
international and domestic markees. Sales growth in 2007 was mainly due o
sales relaced 1o the image mate’ line of screen printing products. The image
mace’ brand was acquired in December 2006.

Cost of Goods Sold

Cost of-gnods sold was $8.9 million. or 56.2% of sales. in 2007 and

$8.2 million, ur 35.0% of sales, in 2008, The increase in the cost of sales in
2007 asa percenrage af sales reflects a less favorable pl‘oducr Mix, rising raw
material costs and addirional manufaccuring overhead relaced to che image
mate’ transicion.

Selling, General and Administrative Expenses

Sc”ing. gcncml and administrarive expenses increased to $4.7 million,

or 29.9% of sales. in 2007 from 543 million, or 30.2% of sales, in 2006.

The 2007 increase was duc ro $ 140,000 for additional sales personne]
compared to 2006, Sarbanes- Orxley compliance and audic relared teesalso
increased $96,000 in 2007 cmnpnrcd 0 2006. The Compat‘l}'also incurred
an additional $43.000 expensc for an international trade show which the
Company atrends every other year,

Research and Development Expenses

Rescarch and development expenses were $775.000, or 4.9% of sales. in
2007 compared to $742.000. or 5.0% of sales, in 2006, The increase is due to
higher depreciation expense related to cquipment purchases and production
erial expenses to support the Company’s effores in the industrial digical

in kjcr market and increased pcrsnnnc] Casts.

Gain on Sale of Non-Marketable Equity Securities

The Company realized a gain of $35,000 on the sale of its investment in che
common and preferred stock of Apprise Technologies, Ine. during the first
quarter of 2007. In addition to the initial proceeds. che Company anticipates
receiving additional proceeds in 2008 from the portion ot the toral sale
price that was placed in escrow at che cime of the sale relared to potential
indemnification obligations as parc of the agreement berween Apprise and
its purchaser, The additional procewds and gain recognition is expecred to be
approximacely $40,000, however there can be noassurance given that this

will oceur.

Interest Income
Incerest income increased to $154.000 in 2007 from $115.000 in 2006. The

incerest income increase is due to an increase in interest ratesand a Iargcr

halance of interest carning assets.

Income Taxes
“The Company incurred income rax expense of $466.,000 for both 2007
and 2006, or an effecrive rate of 28.5% during 2007 comparcd to 29.3%
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derecognizinga liahilicy of $43,000 for unrecognized tax benehts relating
toa tax year where the statute of limitations expired. The remaining income
tax provision differs from the expected tax expense primarily due to the
benehits of the domesric manufacturing deduction, tax exemp interest,
state income taxes, federal credits for research and developmenr and
adjustments from the 2006 tax accrual estimare, The Company expects its
effective income tax rate o increase by approximacely 5% in 2008 compared
to 2007, asa result of a reducrion in the amoune of tax exempr interest that
will be recognized from shore-cerm invescments in 2008 and because of the
non-recurring 2007 tax benefit from the reversal of a valuation allowance

maincained againsta c.lpim] loss carry forward deferred rax asser.

Liquidity and Capital Resources

The Company has financed its operacions principally with funds generaced
from operations. These funds have been sufficient to cover the Company’s
normal operating expenditeres, annual capital requirements, and research

and development expendicures.

Cash and cash cquivalents were $1,230,000 and $253,000 at December
31,2007 and 2006, respectively. The Company generated $1,698,000in
cash from operating activities during 2007 compared to $1,076,000 of
cash generated from operaring acrivities during 2006. Cash provided

by operaring activities is primarily the result of net income adjusted for
non-cash depreciarion, amortization, stock based compensacion, deferred
taxes, and cercain changes inworking capital components discussed in the

Fo]]owmg paragrnph.

During 2007, trade receivables increased by $48.000, The increase in
receivables is primarii}' related to highcr sales. The Compan}' believes that
the quality of its receivables is high and chae strong internal controls are in
place to maintain proper collections. Inventory levels decreased by $139.000
due o Jower raw material flm levels. Inventory tevels ac the end of 2006 were
higher chan historical levels due to the Company purchasing large amounts
of film to obrain volume pricing discounts. Accounts payable increased

by $147.000, reflecting the riming of pavments co suppliers. Acerued
liabilities decreased $138,000 primarily due o the reversal of a cax relaced
contingent ]i;lbility of 3108.000. Income raxes payab!c decreased $57.000
and the Company’s income tax receivable increased $3,000 due to timing of
estimated 2007 tax payments compared to the calculaced 2007 tax liability.

The Company used $833.000 and $1.848,000 in cash for investing activities
during 2007 and 2006, respectively. In 2007, the Company purchased
$610,000 of planr equipmene, Over one-half el the plancand equipment
purchases were relared to the Company’s effores in industrial digiral inkjer
and photo-machining markets, Purchases were also made to improve

facilicies, update systems and replace vehicles.,

The Compunyalso pun:h.lscd $375,000 of shore-term invesements
comprised of auction race securities during 2007. Auction rate securities
(ARS)are highly liguid investments thatare reset through a “dutch aucrion”
process thar occurs every 7 1o 49 days, depending on che terms of the
individual security. At December 31, 2007, the Company had $3,550,000
of ARS which were camprised entirely of AA A municipal bonds which
are classified as shore term investments and recorded ar costwhich equaled
fair market value. Because of the current volariliey in the ARS market,
subsequent to the end of the year, the Company sold approximarely
$1.900,000 of ARS forits cost, which equaled marker value. and placed che
proceeds ina moncy marker account. The Company continues o closely
moniror its remaining ARS investments of $1.650,000 for indicacions

of illiquidicy or impairment. Managemenc believes thart the value of its
remaining ARS pm'tfoliu has notdeclined.

During 2007, the Cumpnn)' reclassified 53,175,000 of investments in ARS
from cash and cash equivalenes o shore rerm investments. Given the liquid
nuture of ARS, they had previously been classified as cash equivalenes on



that ARS have long-term scated maturiries and that the issuers of such ARS
are under no obligation to redeem them prior to their stated maturicies,

the Company has decermined thac its investments in such securities should
be classified as shoreterm available-for-sale investments, rather chan as

cash equivalents. Accordingly, the 2006 statement of cash Hows presencs
the gross purchases and sales of chese short term investment as investing
activities. This reclassification had no impact on results of operations. cash
flows from operations, total currencassets, total assets, or stockholders

equity,

During the second quarter of 2007, the Company exercised i warrane for
7.500 shares aca price of $8.50 per share to purchase an additional $63.750
of iTistock. The Company owns approximarcly 8% of the total ourstanding
common shares of iTh.iTiisa leader in the development of industrial
production systems based oninkjet technology, and the Company believes
iTi's expertise fies strategically with the Company's expertise in developing
substrates for inkjet princing and che Company’s plans to develop
proprierary industrial inkjer technologies. The Company also incurred
$48.000 in pacenc application costs during 2007 chac the Company records
asan asset and amortizes upon successful completion of the application
process. These cash outlays were partially offset by receipr of $253,000 from
the sale of the Company’s Apprisc investmentand §11,500 from the sale of
two vehicles.

During 2006, the Company invested $338.000 iniTito acquire 69,166
common shares, On December 29, 2006, che Company acquired the

image mate’ line of sereen printing products from Franklin [nternational
for $533.000. The Company made $274,000 of property and equipment
purchascs during 2006. The purchases were comprised of plant and research
equipment to improve efficiency and safery, reduce operaring costsand
update facilities, and two automobiles.

During 2006, the Company purchased $3,200,000 of shorrterm
investments and sold $2,635,000 of short term invesements comprised of
ARSwhichare AA A raced municipal bonds. The Company also incurred
$28,000 in patentapplication costs during 2006 chac it recorded as an asset
and amortizes upon successful completion of the application process.

The Company received $84,000 during 2006 from the sale of markezable
sccuritics other than ARS and $6,000 from che saic of an automobile.

The Company realized $112,000 in cash from Ainancing activities during
2007 compared to $223,000 received in 2006, During 2007, the Company
received $80.000 for che issuance of 35,100 shares of common scock issued
upon the exercise of stock oprions compared to $186,000 received during
2006 for 48,324 shares of common stock issued upon the exercise of stock
options. The Company also realized a $32,000 cash benefit during 2007
related to the excess tax benefic from the exercise of stock options compared
toa $37.000 cash benefic received in 2006,

Abank line of credic provides for borrowings of up to $1.250.000.
Borrowings under this line of credir are collaceralized by accounts receivable
and inventory and bear interest ac 2.00 percentage points over the 30-day
LIBOR raze. The Company did not utilize this line of credic during 2007 or
2006 and there were ne borrowings outstanding as of December 31,2007
and 2006.

The Company believes that current financial resources, its line of credit,
cash generated from operarions and the Company’s capaciry for debt and/
or equity financing will be suffictent to fund current and ancicipated business
aperations, The Company also believes thatits low debe levels and available
line of credit make it unlikely chat a decrease in demand for che Company's
praducts would impair the Company’s ability to fund operations.

Capital Expenditures
During 2007, the Company spenc 3610,000 on capital expenditures.

This spending primarily consises of supporcing the Company's efforts in

upgrades and building improvements to improve efficiency and reduce
operating costs and vehicles.

During the firse quarter of 2008, the Company acquired an option to
purchase a 13-acre brownficld site from the Cicy of Duluth for approximarely
$500,000, The Company is consic ering the construction of a mnnufac:uring
and warchousc facility on the sice. Construction is expected to begin during
the second quarter of 2008. Cost estimates for the expansion have not been
finalized.

Plans for capiral expenditures include ongoing manufacturing equipment
upgrades, development equipmer t co modernize che capabilicies and
processes of IKONICS laboratory, research and development co

improve measurement and qualits concrol processes and vehicles. These
commitments are expected to be funded wich cash generared from
operating activitics,

International Activity

‘The Company markets its products to numerous countries in all regions of
the worldincluding North Amer ca, Europe, Latin America, and Asia. The
Company's 2007 forcign sales of $4,678.000 were approximately 29.6% of
total sales during 2007 compared to the 2006 Forcign sales of $4,532.000
which were 30.4% of total salcs. Foreign sales growth in 2007 was main]}’
duc to sales related to the image mate line of screen princing products.
The image mace” briend was acquir=d in December 2006. Fluctuacions in
certain forcign currencies have not significantly impacted the Company's
aperations hecause the Companys foreign sales are not concenerated in
any one region of the world. The Company believes irs valnerability to
uncertainries due to foreign currency fluctuations and general economic
conditions in forcign countries is nOt signiﬁcam.

The Company’s foreign transactions are primarily negoriared,
invoiced and paid in U.S. dollars while a portion is transacted in
Euros. [IKONICS has not implemented an ecconomic hedging
strategy to reduce the risk of “oreign currency translation
exposures, which management does not believe to be significanc
based on the scape and geogriphic diversity of the Company's
forcign operations as of December 31, 2007. Furthermore, the
impacr of forcign exchange on the Company’s balance sheer and
operating resules was not marzrial in cicher 2007 or 2006.

Future Outlook

IKONICS has spent on average over 4% of its sales dollars for the past

few years in rescarch and developraent and in addition has made capital
expendizures related co its digital 1echnology program. The Company
plans to maintainits effores in chis area and expedite internal produce
development as well as form techrwlogical alliances wich ourside experes o
ensure commercialization of new product oppeortunicies.

[naddition to ics traditional emphasis on domestic markets, the Company
will continue efforts to grow its business internationally by attempring

to develop new murkees and expanding marker share where it has already
established a presence,

Other future activities underzake 1 to expand the Company's business may
include acquisitions, building expunsion and additions, equipment additions,
new product development and matkering opportunities. In addition to

its traditional emphasis on domes :ic markets, the Company will continue
cfforcs co grow its business internz tionally by accempting to develop new
markees and expanding market share where it has already established a

PI'CSCI’ICL‘.
Off-Balance Sheet Arrangement:

“The Company has no off-balance sheet arrangements.

Recent Accounting Pronouncements
In June 2006, che Financial Accounting Standards Board ("FASB”) issued

Interpretation No. 48, Accounting for Uncertainey in Income Taxes
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Taxes rccognizcd inan cntcrprisc's financial statements in accordance

wich FASB Statement No, 109, Accounting for Encome Taxes. FIN 48
prescribes a recognition threshold and measurement aceribures for the
hnancial stacement recognition and measurement of a tax position raken
or expeceed o be taken ina tax recwrn. FIN 48 also provides guidance on
derecognirion, classification, interest and peralries, accounting in interim
periods, disclosure and cransition. FIN 48 was effective for the Companyas
of January 1,2007. The impace of the adoption on the Financial Statements
as of January 1. 2007, was an increase in total liabilities of $1 37,000 and a
decrease in rerained earnings of $137,000.

In Seprember 2006, the FASB issued SFAS No. 157, Fair Value
Measurements (“SFAS 1577). SFAS 157 defines fair value, establishes

a framework for measuring fair value in generally accepted accounting
principles. and cxpands disclosures abou fair value measurements. This
Statemencapplies under other accounting proneuncerments chat require
or permit fair value measurements, the FASB having previously concluded
in those accounting pronouncements thar fair value is che relevant
measurement atcribute. Accordingly, SFAS 137 does not require any

new tair value measurements. In February 2008, the FASB issued FASB
Staff Position FAS 157-2, “Effective Dare of FASB Statement No. 1577
(the FSP). The FSP delayed. for one year. the effective dare of SFAS 157
forall nonfinancial assets and liabilities, excepr those thacare recognized
or disclosed in the inancial statements on at lease an annoal basis. This
scaternenc is effective for the Company beginning January 1, 2008. The
deferred provisions of SFAS 157 will be effective for the Company's hscal
year 2009, Because SFAS No. 157 does not requite any new fair value
measurements or remeasurements of previously computed fair values, we do
not believe the adoption of SFAS No. 157 will have a macerial effect on our
results of operacions or inancial condicion.

In February 2007, the FASB issued SFAS No. 159, The Fair Value Option
for Financial Assers and Financial Liabilities ("SFAS 1397). SFAS 159 allows
entities to measure at fair value many hinancial inscrumencs and cereain ocher
assetsand liabilities that are not ocherwise required to be measured ac fair
value. SFAS 159 is effective for fiscal years beginning after November 5,
2007

In December 2007, the FASB issued SFAS No. 168, "Noncontrolling
interests in Consalidated Financial Statements” ("SFAS 1607). SFAS 160
requires all enriies ro repore minoricy interests in subsidiaries as equiry in the
consolidated financial statements, and requires tha transacrions becween
entitics and noncontrolling incerests be treaced as equity. SFAS 160
cfiective for fiscal years beginning on or after December 15,2008, with early
adoption prohibited. The Company does notexpect the adoprion of this
statement will have a marerial impace on its financial position or results of
operations.

In December 2007, the FASB issued SFAS No. 141 (Revised) Business
Combinations ("SFAS 141{R)"). SFAS 141 (R) establishes principles and
requirements for how the acquirer ot a business recognizes and measures in
its financial statements the idenciftable assecs acquired, the liabilities assumed,
and any noncontrolling interest in the acquiree. The stacement also provides
guidance for recognizing and measuring the goodwill acquired in the business
combinacion and determines whar informarion co disclose ro enable users

of the financial scazements to evaluace the narure and financial effects of the
business combination. SFAS 141(R} s effective for the fiscal year beginning
after December 15, 2008 with carly adoption prohibited. The standard will
changc the Compan)"s» accounting creatment for busjncss combinations on a
prospective basis.
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STOCKHOLDER MATTERS AND SMALL
BUSINESS [SSUER PURCHASES OF EQUITY
SECURITIES

The Company's Commen Stock is traded on the Nasdaq Capiral Markec

£y 4 Ard 2R A B

under the symbol IKNX. The Fo[low[ng table secs forth, for the fiscal
quartersindicated, the high and low bid prices for the Company’s Common
Stock as reported on the Nasdaq Capital Market for the periods indicated.
The quotations reflect inter-dealer prices without retail mark-up, mark-down

Or commission, :ll']d m'.1y not rcprcscnt IlC[Llil] transactions.

Fiscal Year Ended December 31, 2007 High Low
First Quarter $10.30 $1.22
Second Quarter 10.45 8.83
Third Quarter 9.60 8.76
Fourth Quarter 9.99 8.86
Fiscal Year Ended December 31, 2006 High Low
First Quarter $8.33 56.26
Second Quarter 10.47 7.06
Third Guarter 8.97 7.15
fourth Quarter 8.60 7.02

Asof February 26, 2008, the Company had approximarely 667 shareholders.
The Company has never declared or paid any dividends en its Common

Stock.

“The Company did not purchasc shares of its equity securities du ring 2007 or
2006. A tatal of 30,007 shares of Common Stock may yec be purchased under the
repurchase program approved by the Company’s Board of Direcrorsin August
2007.

MANAGEMENT'S REPORT

The financial statements of IKONICS Corporation have been prepared
by company management who are responsible for cheir content. These
statements have been prepared in accordance with accounting principles
generally accepted in the United States of America and. where appropriate,
reflect estimates based on judgements of management.

The financial statements have been audited by McGladrey & Pullen LLP an
independent registered public accounting brm,

The Audit Commiitree of the Board of Directors, comprised of outside
directors, meets periodically with the independenc audicors and
managemenc to discuss the company’s internal accounting controls and
financial reporcing marters. Qur independent public accounting hrm has
unresericted access to the Audic Commiteee, without management present,
to discuss the results of their audit, the adequacy of incernal accounting
controls, and the quality of financial repores,

Luter 7 2 .‘M_.Q M
William C. Ulland Jon Gerlach
Chairman, President ér CEO Chief Financigl Officer & V.P. Finance



INTERNAL CONTROL OVER FINANCIAL
REPORTING

Our management is responsible for establishing and maincaining adequare
internal concrol over financial reporting as defined in Rules 13a-15(F) and
15d-15f under the Exchange Act. Our internal concrol system is designed
to provide reasonable assurance ro our management and board of direcrors
regarding the reliabilicy of inancial reporting and the preparation of
financial statemencs for external purposes in accordance with generally
acceptcd accounting principlcs. Our internal control over financial
reporting includes these policies and procedures thar;

. Pertain to the maintenance of records thar. in reasonable detail,
accurarely and fairly reflect the transactions and dispositions of the
assets of the company:

»  DProvide reasonable assurance thar transactions are recorded as
necessary to permit preparation of financial statements in accordance
with generally accepted accounting principles, and that receipts and
expenditures of the company are being made only in accordance with
auchorizarions ofmanagcmcnt and dircctors of the company;and

+  Provide reasonable assurance regarding prevention or timely detection
of urauthorized acquisition, use or disposition of the companys assets

that could have a material cffcer on che financial state ments.

Because of its inherent limirations, internal control over financial rcporting
may not prevent or detect misstatements, Alsa, prejections ef any evaluation
of effectiveness to Future periods are subject o che risk char conerols may
become inadequare because of changes in conditions, or thar the degree of

compliance wich the policies or procedures may deteriorate.

Management assessed che effectiveness of our internal concrol over
financial reporting as of December 31, 2007. In making this assessment,
management used che eriteria set forth by the Commircee of Sponsoring
Organizations of the Treadway Commission (COS0) in Inrernal Control
- Incegrared Framework. Based on managementsassessmentand those
eriteria, management believes that, as of December 31,2007, che Company
maintained effective incernal conerol over financial reporting,

This annual report does not include an attestation reporc of the Company's
registered public acceunting fiem regarding internal control over financial
reporting Our managemenc’s report on the effectiveness of the design and
operation of aur internal concrol over Anancial reporting was not subjccr to
attestation by the Company’s registered public accounting fiem pursuant w
tempaorary rules of the Securities and Exchange Commission thar permic
the Company ro provide only managements report in chis annual reporr.

Litey & Cutve G2 Al

William C. Ulland Jon Gerlach
Chairman, President & CEQ C/ijf Financial Oﬁl‘er e VP Finance

PUBLIC ACCOUNTING FIRM
1o the Stockholders and Board of Dircetors
IKONICS Corporstion, Didusth, Misnesota

We have audited the balance sheee: of IRONICS Corporation as of
December 31,2007 and 2006, and the related statements of operations,
SEDCI\'[]OI({CI’S) C(]Uity ﬂnd COI‘I‘JPrCh(‘nSi\'C in((]]TlC' ﬂnd Cﬂhll HQ“'S For t]lc }"C;]]'S
thCn Cnd(‘d. -HICSC ['-l n.'ln(:illl staremeonts are tllc rCSPOnSibiI it}" Of-thc COHIPJH}"S
management. Our responsibility is 1o express an opinion on these nancial

sSrarements bﬂ.‘&c‘d anour 'J.l,lditS‘

We conducred our audits in accordance with che standards of the Public
Company Accounting Oversight Board (United States). Those scandards
require that we plar and perform the audit to obtain reasonable assurance
about whether the Anancial stateriencs are free of marterial misstacement.
Anaudit includes €xamining, on, test basis, evidence supportingthc
amounts and disclosures in the financial statements. An auditalso includes
asscssing the accounting princip]es used and .signiﬁc;mt estimates made

by management, as well as evaluar ng the overall financial statement
presentation. We believe thar our audits provide a reasonable basis for our
opinion.

[nour opinion, the Ainancial statcinents referred to above present fairly. in
all material respects, the financial wosition of IKONICS Corporation as of
December 31,2007 and 2006. and the results of its operations and its cash
flows for the years then ended in conformicy with U.S. generally accepted
accounting principlcs.

Wewere not engaged to examine managementsassertion about the
cftectiveness of IKONICS Corporation’s incernal control over financial
reporting as of December 31. 2007 included in this Annual Report and
ticled "I\Anmgcmcnr‘s Annual Reporton Internal Coneral over Financial

Reporting”.and accordingly, we do not express an opinion thereon.

Asdiscussed in Note 2 to the finawial statements, effective January 1,
2007 the Company adopred Financial Accounting Standards Board
lntcrprctation Ne. 48, Accounting for Unccrtainty in [ncome Taxes.

At MeGladrey & Pulfen, LLP
Dousluth, Minnesota
March 20, 2008

[KONICS Corporation AnnualReporr2007




ASSETS 2007 2006
CURRENT ASSETS:
Cash ANd CASH @QUIVAIBITS coeeeeee ettt S e R R g R e et e e e ern e et te e be e b s aennees $1,230,020 $ 253,186
Short-term investments 3,550,000 3,175,000
Trade receivables, fess allowance of $45,000 in 2007 and $70,000 in 2006 {Notes 6 and T0)..........ociiiiiniiinnrenenas 2,025,257 1,976,893
INVENTOTTES (NOTES T AME T0) .. i iiiieierooreriniissrsnrreriimrrrrseaassseeeeessassseeeaesasssbaesessmeseseemrmtase e s s e tbseeeaeaanree s s 4R R R bt rees 2,355,864 2,494,876
Deposits, prepaid expenses and other assets (Note 3) .o 130,596 232,255
Deferred iNCOME TAXES [NOTE 2} .iiiiiriirss e et m e st AT 24,000 97,000
LY T4 £ 14 £33 € T OO U S PP P PP PRI PPUPPPPTPRPPPRPPOTR 9,315,737 8,229,210
PROPERTY, PLANT, AND EQUIPMENT, at cost;
Land and BUITAING ..ooviiiiiiiii e 1,631,142 1,500,271
Machinery and @QUIPTIBNT ..ottt e bttt b e bbb ne bbbt 2,700,816 2,396,867
LR T I TTTT: L 1Y SO OO OO USUOOROP SO RPO 812,120 817,408
VLIS Lt tveassre et ettt e ettt e et e et e b e bbb e e e e e R Rk b eh e b e b LA LA O E LR AR e s e emnemnns e b e e e as 219,964 203,815
5,364,042 4,918,360
Less aceumulated BepreCiation. ... ..ottt 4,043,451 3,926,440
1,320,590 991,920
INTANGIBLE ASSETS, less accumulated amortization of 213,061 in 2007 and $159,352 in 2006 (Notes 3 and 4) ... 479,888 485,421
DEFERRED ENCOME TAXES (NOTB 2) . ueeeeieiieie et ceeieee e e e e ee e b0 g s 830898538 e e nn st ens 11,000 48,000
INVESTMENTS IN NON-MARKETABLE EQUATY SECURITIES (NGTE 1] .oiiiiiiiiiiiiiicieie it 855,201 988,910
$11,982,417 $10,743,461

LIABILITIES AND STOCKHOLDERS EQUITY 2007 2006
CURRENT LIABILITIES:
BCCOUMTS PAYABIE ..oevesieicee ettt bbb s RS e e b bR $ 435,572 § 288,449
I ACCTUBT COMPEMSATION cveteurtenr ettt receaeeammes oo ee e ee s b s A b o h b4 b 44 E TSR E LRSS E 025 R amn £ e R e bbbt 347,691 324,082
: G1her aCerted eXPENSES {NOTE 2) oottt L g rr s e 148,149 172,381
ICOME LAXES PAVADIE 1oiiuieitiiti ittt et 5,291 94,450
Total CUrrent TABIHTIES ooveiiiiiiiiiie it nre s 936,703 879,362
STOCKHOLDERS' EQUITY:
Preferred stock, par value $.10 per share; autherized 250,000 shares:
issued none
Commen stock, par value 5,10 per share; autharized 4,750,000 shares:
issued and outstanding 2,045,961 shares in 2007 and 2,010,861 shares in 2006 (Note 7) ......ccooooiiiiiiinnnninininnnn, 204,596 201,086
Additional paid-in capital 2,124,342 1,979,012
L LT T LT OO PO OO PSRRI PP 8,716,776 7,684,001
T0tal SEOCKR O RIS BQUILY .. et et s mn e ot e e h e e s b e b e et e e b e e e p e b e e 11,045,714 9,864,099

S?? Hofes rﬂﬁllrlflf.i.!!!{d!(ﬂf{h‘lf.
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2007 2006
L I T OO OO OO O T TPV U PP PPPTSR $15,824,725 $ 14,888,912
COSTS AND EXPENSES
LOSTOF QOOAS SOI ..ot e e ettt et s be et E e s R e b e et h et r e es 58,887,612 $8,181,814
Selling, general and admiNISITATIVE ... oo i oo rrrr s bbb s st e s e er e e b e eeneen 4,735,419 4,490,381
Research and GeVEIOPMENT ..o i ieeceree et et e b et e e e e e saesbesbe e bbb b e s s e s b e eseats e b e nEeabe e b seesnnmssansne 775,049 742,406
14,398,080 13,414,607
INCOME FROM OPERATIBNS Lottt bttt eb s L E R L0 b et e e e ca 1,426,645 1,474,311
GAIN ON SALE OF NON-MARKETABLE EQUITY SECURITIES ...ooimri oottt ettt ermrvrvassrae e sr e s reemaemsmeee e eeenneeenrer 55,159 —
INTEREST INCOME ettt bttt b L0 R 4R b e f et e st s 0 AR AR bR St b b4 ne e nen e 153,971 115,454
INCOME BEFORE INCOME TAKES .ottt et ees e e emeae e e e nr e are b er s 1,635,775 1,589,765
FEDERAL AND STATE INCOME TAKES [NOTR 2) oooiriiiiiiiiisireeteeice e atieaiie et e s e e et r s s saassa a1 ssbnsaba e se e s seeammeme e e neeeeeeemeeenne e rrrrbeses 466,000 466,000
NET TN OME .o e e oo e e et e e et st e s e s A b s e s s et £ 44 b et e e e meesme e ese AR e e a AR e e n e b e e arbn s e eans $1,169,775 $ 1,123,765
EARNINGS PER COMMON SHARE:
BASIC .. eeeee oo ettt T e e8RS e R et e s eneae RS e b et ettt 50.58 $0.56
1T OO OO O UTOU PO PRSI RTSRRTR $0.57 50.55
WEIGHTED AVERAGE COMMON SHARES:
BASIC oot 2,033,045 2,000,017
Diluted .o 2,063,380 2,027,916
See notes to financial statements.
STATEMENTS OF STOCKHOLDERS' EQUITY AND COMPREHENSIVE INCOME: YEARS ENDED DECEMBIR 31, 2007 AND 2006
Accumulated
Additional QOther Additional
Common Stock Paid-in Retaitied Comprehensive Paid-in
Shares Amount Capital Earnings Intome {L03s) Capital
BALANCE AT DECEMBER 31, 2005 1,962,537 § 196,254 $1,721,119 $ 6,530,236 $ 896 $ 8,478,505
Net income — — — 1,123,765 — 1,123,765
Unrealized loss on available-for-sale securities — — — — (896) (856}
Total comprehensive income — — — — — 1,122,869
Exercise of stock options 48,324 4,832 181,503 — — 186,335
Tax benefit resulting from stock option exercises — — 14,055 — — 14,055
Stock based compensation and related tax benefit — — 62,335 — — 62,335
BALANCE AT DECEMBER 371, 2006 2,010,861 201,086 1,979,012 7,384,00 — 9,864,099
Cemulative effect to prior year retained earnings
related to the adoption of FIN 48 (Nate 2) — — — (137,000) — {137,000}
Net income and comprehensive incame — — —_ 1,139,775 — 1,169,775
Exercise of stock aptions 35,100 3,510 76,212 — — 79,722
Tax benefit resulting from stock option exercises — — 18,208 — — 18,208
Stock based compensation and refated tax benefit — — 50,910 — — 50,910
BALANCE AT DECEMBER 31, 2007 2,045,961 § 204,596 $ 2,124,342 §8,716,776 — $11,045,714

SEE notes fﬁﬁﬂdﬂ(ﬂh" Statements.
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2007

2006

CASH FLOWS FROM QPERATING ACTIVITIES:

T TMCOIRE -.eeeeeeeieeeeeeeereenestessttessreesreeaseaessensteses e s seammmemmmemsersse4sssaEdeaE e e AR e e aR R e e AR e e A r e es s b e s s b e s re e aE e e a R s s s rssmnemrensseseee e nee e

Adjustments te recencile pet income to net cash provided by operating activities:
[0 T T U OO URPPFTPSOPPOROt
LY LT b2 1T O DO OO PP PP UUU SOOI PPN
Excess tax benrefit fram share-based payment arrangements. oo i e
Tax benefit from STk OPLION @XBTTISE ..ociriiiiiii i ettt st mabaa e
SLOLK BaSET COMPENSATION. ottt e e e e ek s d e bi e e n b R e SR bR E SRR e e T TR A E g e re e

GAIN 0N 5818 O VERIEIBS Loviiiiii it r e rsreae st e s ser e s ae e e et e e e b b e s easaeeseae e e ekt e e an et e r e eeme e s enne e

Gain on sale of non-marketable equity SBCUTITIES o e emsees e

DEfRITEE IMCOME TAXES Lorrerererrrrrsssierereanreeereeesureeaatbt et s eaaaseeaneon e mnnesersnssesnesaEEe s £ s e e emmn e smmeas seseen bhm b badsba i rr e e bn T e
Changes in working capital components, net of effects of business acquisition:

TrAAR TECEIVADIES ... ettt et or e e T AR E e R e R a s bbb eae s

EE 731 (T TS TP TP U OO

Prepaid expenses ANG OTHET ASSBES vuiviirrvrecverrerrrrrrree e e s eee e s s s sis s s s s sms s rmssba s s b b s s b s et e st e s s be s s be e sb s et e nnennenmn e ee s

ACLOUNTS PAYABIR Lo ettt ra e LS a s s a b e s RS eeTY s SRSt s e s ennrernnns e s

RCerued Habilities ....oooiiiiiii e e bbb
InCOmE FaKeS PAYADIE L.viiieri s s
Net cash provided By 0perating activities ... .o i e

CASH FLOWS FROM INVESTING ACTIVITIES:
Purchases of property and BQUIPIMENT ..o i i e e o m oo e aae s e e e e e e e e
Proceeds from sale of VERITIES ... e e
Business aCqUISTTION TNOTE 3. ittt s r e e s e s s mmmenaas s erer e s s e s n e e e e e e s b e e eb b e s aansaenns
Purchase 0f INEANGIBLES ...ooii e e s e b v en s enennen
Purchase of short-term investments
Proceeds from sale of ShOrT-TRIM INVESEMBITS..ciiiiiiiiii it s e s s srrrrrnrrsaas e e be e re e tbesaeeers s s tsestbesneas
Purchase of non-marke1able equily SECUTITIES .oiiiiiiie et e sttt b e armnen
Proceeds from sale of non-marketable equity SECUTTTIES .oorvvrieii et e
Proceeds from sale of marketable equUITY SECUNTIBS......ciiiiiiiiiii e e
Net cash used in investing aClivITIBS ... oo it re st n e e n e

CASH FLOWS FROM FINANCING ACTIVITIES:
Excess tax benefit from share-based payment arrangement ..ot
Proceeds from exercise of SEOCK OPTIDNS....iiii it e s s e sass e s e e et

Net cash provided by financing ACTIVITIES oo s e s s s e

NET INCREASE (DECREASE} IN CASH AND CASH EQUIVALENTS ..o e e ms s s
CASH AND CASH EQUIVALERTS AT BEGINNING OF YEAR .....vviiiiitr e
CASH AND CASH EQUIVALENTS AT END OF YEAR.....oociiiiiiiiiii it e e e b e bbb

SUPPLEMENTAL DISCLOSURE OF CASH FLOW INFORMATION

Cash Paid FOr IMCOME TAKBS ..o .ottt eet ettt ettt e e st e b ekt e e e b e b s o b b s ba e b b A E e SR bat et s s s ens s e n s R e s b b s e e s m e srnsanans

See notes fﬂﬁfhlﬁ'(hl'l’.il'm’fmﬂlfj.

IKONICS Corporation Annual Repore 2007

$1,169,775

276,942
53,70%
{31,997)
18,208
18,913
{7,341)
{55,139)
110,000

(48,364)
139,012
101,659
147,123
(137,623)
(57162}

$1,123,765

242,813
24,710
{36,712)
14,055
25,623
(640)

15,000

(274,285
34107
(16,508)
(150,148)
(497)
74,419

1,697,695

1,075,222

(609,772}
11,500
(48,176}
(375,000}
(63,750}
252,618

{273,548}
6,000
{532,921}
{28,045}
(3,200,000}
2,635,000
{538,120}

83,979

(832,580)

(1,847,655)

31,997
79,722

36,712
186,135

111,719

223,047

976,834
233,186

(548,886)
802,072

51,230,020

$253,186

§ 433,953

$362,526
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1. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Descripiion of Bustness and Foreign Export Sales - IKONICS Corporation

(the Company) develops and manufaceares high-qualicy photochemical
imaging syscems for sale primarily to a wide range of princers and decorators
of surfaces. Customers applications are primarily screen printingand
abrasive crching, The Company's principal markers are throughout the
Uniced Staces. In addition, the Companyse“s re Western Europe, Latin
America, Asia, and other parts of the world. The Company extends eredic
ta its customers, all on an unsecured basis, on terms that it establishes for

individual customers.

Forcign export sales approximared 29.6% of net sales in 2007 and 30.4% of
siet sales in 2006, The Company'saccounts receivable at December 31,2007
and 2006 duc from foreign customers were 33.2% and 39.5%. respectively.
The foreign export receivables are composed primarily of open eredic
arrangements with cerms ranging from 30 to 90 days. No sing!c customer
represented greater than 10% of net sales in 2007 or in 2006,

Asummary of the Companys significant aceounting policies follows:

Cash E{‘,'u.!'z"r/m.'s -The Companyconsidcrs all highly liquid debt instruments
purchased with a maturity of three months or less to be cash equivalents.
Cash cquivalents consist of money market funds in which the carrying
value approximates market value because of the shorr maturity of these

instruments,

Shore-Ters bnvesements - Shore-term investments consist of auction race
securiries thacare compriscd of AA A raced government municipa] varizble
rate bonds. We consider our shore-term investments to be “available-for-sale”
securitics. At December 31, 2007 and 2006, cost was cqual vo fairvalue and
o amount of unrealized gain or koss was included s separace componene
of sharcholders’ equicy.

Tradde Receivables — Trade receivablesare carried at original invoice amount
less an estimate made for doubtful receivables based on  review of all
outstanding amounts on an on-going basis. Management derermines the
allowance for doubtful accounts by regularly evaluating individual customer
receivables and considering a customer’s financial condition. credit history,
and current economic conditions. Trade receivables are written off when
deemed uncolleccible. Recoveries of trade receivables previously wriceen off
are recorded when received. Accounts are considered past due if paymenr is

ner I'CC(.‘i\’Cd according w ngl‘ccd-up(m Terms,

{nventaries - Inventories are stared at che lower of cost or market using the
lasein. firse-ouc { LIFO) method. [f the Arsein, firs-our cost method had been
used, inventories would have been approximazely $624.000 and $335.000
higher than reported at December 31, 2007 and 2006, respectively. The

Major Components of inventories are as follows:

2007 2006

Raw materials......oocccoreereeeeieeeeee e, $1,373,835 $ 1,577,165

Work-in-progress ............ 296,998 115,033
Finished goods....cooeeeceeeeei e 1,308,917 1,227,806
Reduction 1o LIFD cost .oovvviiiiiiinnnnnnnnn. {623,886) {535,128)

Total inventories .......cooeviiiiiiiiccceneneanes $ 2,355,864 $ 2,494,876

Depreciation - Depreciation of property. plantand equipment is compured
using the straigheline method over the following estimaced useful lives:

Years
Building 15-40
Machinery and @QUIPMENt .o ccnssicescarses 5-10
Office equipment 310
Vehicles 3

PP WA VRRRITTVRIT S Ip mE T4 TEITR S WM

Intangible Afssers— Intangible assers consist primarily of patents. licenses and
covenants not to compere arising [ rom business combinations, Inzangible
assets are amortized on a seraightline basis over their esrimated uscful
lives or agreement terms. Intangib ¢ assets wich finite lives are assessed

for impairment whenever events or circumstances indicare the carrying
value may not be fully recoverable ay comparing the carrying value of the
intangiblcs to their furure undiscounted cash flows. To the extent chereis
impairment, analysis is performed based on several criteria, including, bur
not limiced o, revenue trends, discounced operating cash flows and ocher

opcraring factors to determine the impairment amount.

Asof December 31,2007 che rem:ining estimared wcighrcd average useful

lives ofi’nr'.mgiblc assets are as follows:

Years
Patents 40
Licenses 75
HON-COMPELE ATEBMENTS....vcr orereceemenerrensasoaeens 6.5

Invesiments in non-marketible EquiLy secutlifes consist of an $833.20) invescment
inimaging Technology internatioral (iTi"). The Company accounts for
this invesement by the cost method because the common stock of the
corporagion is unlisted and the cric=ria for using the cquity metchod of
accounting are 1ot satisficd. Under che cost mechad, che investment is
assessed for other-than-temporary mpairment and recorded at the lower

of cost or marker value which requires significant judgment since there are
no readily available market values for chis investment. In assessing the fair
value of this investment the Company considers recent equity transactions
thaciTi has entered into, the status of i Tis rt'chnology and strategies

in plucc o achieve its objcctivcs. as well asiTi's financial condition and
results of operations. To the extent there are changes in the assessment, an
adjustment may need to be recorded. As of December 31, 2006 investments
in non-marketable equity securities consisted of a $791 430 investment in
imaging Technology internacional ™“iTi") and a $197.460 equity investment
in Apprise Technologics, Ine {Apprisc). During February 2007, Apprise
wasacquired by Eco Lab Incorporated for cash. The Company realized a
gain of approximarely $53,000 on the $253.000 cash payment received in
2007 related to the Apprise sale. The Company may recover anaddirional
payment in 2008 from che Apprise sale as defined in che sales agreement.

Fatir Vialue of Financial Instriments - The carrying amouncs of inancial
inscruments, including cash, cash cqui\'alcnrs.shorr—rcrm investments,
accounts receivable, accounts pavatfe, and accrued liabilities approximate
fair value due to the short masurity of chese instruments. The careying value
of the non-marketable cquity secur ties approximated their estimared fair
value based on management’s know ledge of recent sales prices of che non-
markerable cquity securiries.

Revenne Recognition - The Company fecognizes revenue of sales of products
when title passes which can accur ar the cime of shipment or when che goods
arrive ar che customer location. Frcight billed to cuscomers is included in

sales, Shipping costs are included in cost 0fg00ds sold.

Defervedd Toces - Deterred raxes are provided on aliability methad whereby
deferred taxasseesare recognized fer deductible temporary ditfferences and
operating lossand tax credic carryferwards and deferred rax liabilities are
recognized for raxable semporary d fferences. Temporary differences are che
differences berween the rcportcd arwouncs of assers and liabilitics and cheir
tax bases, Deferred tax assets are recuced by a valuation allowance when,

in the opinion of management, it is inore likely than not that some portion
or all of the deferred cax assecs will noc be realized. Deferred tax assers and
liabilities are adjusted for the effects of changes in tax laws and rates on the
date of enactment,
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of net income and net unrealized holding gains and losses on markerable
securiries, net of raxes. There were no nec unrealized holding gains and
losses on markertable securities available for sale ac December 31,2007 and
2006. Total comprehensive income was $1.169.775 and $1.122 869 for years
ended December 31,2007 and 2006 respectively. There are no amounts

in comprchensive income related to foreign exchange activicy, since such
AMOUNES WeTe nor .t.igniﬁc;mt for either 2007 or 2006.

Earnings Per Common Share (EPS)- Basic EPS is calculated using net income
divided by the weighted average of common shares outstanding during

the year, Dilured EPS is similar ro Basic EPS excepr thar wcighted average
of common shares ourstanding are increased to include the number of
additional common shares chucwould have been nutstanding if all dilurive

POl’Cﬂ[i‘.ll coOmmaon SI"l:l['CS. hLlC]’] as optiuns, hdd l\t.‘(.‘ll iSSLlCL{.

Shares used in the calculation of dilured EPS are summarized below:

[ncome tax expense for the years ended December 31,2007 and 2006

consists of the following:

2007 2006

Current
FEABIAl .cvirerirriiiinirreie s scesnsnaneeeeee 9 317,000 $ 401,000
SLALE covvrerr v b s s 39,000 50,000
356,000 451,000
Deferred .o 110,000 15,000
$ 466,000  $ 466,000

The expected provision for incame taxes, computed by applying the U.S.
federal income tax rate of 33%in 2007 and 2006 to income before taxes. is

rcconci|cd 10 inCome rax CXPCH\C as }-0”0\\*5!

2007 2006 2007 2006
Weighted average common shares outstanding Expected provision for federal income taxes ........ $572,500 % 556,400
2,033,045 2,000,017
State income taxes, net of federal benefit ............. 32,800 36,300
Dilutive effect of stock options .......cocevvveen 30,335 27,899
Reversal of valuation allowance ... {27,000} —
Weighted average common and comman ) .
equivalent shares outstanding.........oovovvevns 2,063,380 2,027,916 Reversal of uncertain tax positions..........cccee (45,000} -
o b ‘ q L c i Extraterritorial income exclusion................co.c... — (49,400)
tions to purchase 32,622 and 88,222 shares of common stock were
P ) pare . ! _ s . Demestic manufacturers deduction......ooooviiiins (10,500} (n,10m
outstanding as of December 31, 2007 and 2006, respectively,
N o E ) Mon-deductible meals and entertainment ........... 15,000 16,400
Fmployee Stock Plan - Effective January 1, 2006, the »adopred
quﬂ_’r o 'm. Fum]imm} . the Company a O.ptC( , Tax-exemprinteresto .. ....vimieincninees (43,400) (39,000
Financial Accounting Standards Board Stacement No. 123 {revised 2004), )
“Share-Based Payment.” (FAS 123(R)) using the modified-prospective- RED Credit oo (14,700 (13.600)
transition method. Prior to the adoption of FAS 123(R), the Company BERRT i {13,700p _ (30.000)
accounted for stock option grants under AI'B Qpinion Ne, 25, "Accounting $ 466,000 5 466,000
for Stock Issued o Employees™ (the intrinsic value methed) and accordingly ) )
recognized no compensation expense for stock option grants, Deferred tax assets consist of the following as of December 31, 2007 and 2006:
Use of Estimates - The preparation of the financial statemencs in conformity 2007 2006
with accounting principles generally aceepred in the Uniced Stares of
. . ‘ . Psoperty and equipment and other assets........... 513,000 $ 38,000
Amcrica requires management to make estimates and assumptions that
affece the reporeed amounts of assets and liabilities and disclosure of Accrued varation oo 18,000 19,000
CONCINZENE asscts and liabilities ar the dace of the hrancial scatements and Other accrued expenses — 49,000
the reported amounts of revenues and expenses during the reporting period. VO RLOEIES oo . — 12,000
Actual resulis could differ from those estimaes. Allowance for doubtful aCCOUNLS oveerrnvvvevemecnnes 5,000 18,000
Fore{gn Cm’rmcy Transtacion - Forcign CUrrency [ransacrions and cranslacion ANowance far 5ales TeTUIMS e imrmee e, 11,000 7,000
adjusements dAid nat ha\]'j asignificanc effect on the Balance Sheer or the ) IGEANQIBIE ZSSELS ..rrrerrreereeeeseeees e - 10,000
s of Stock shensive Income and Cas
Sratements of Stockholders' Equity and Comprehensive Income and Cas Capial 1055 COrTyTOrWard oo 14.000 27.000

Flows for 2007 and 2006.

Reclussification - The Company has reclassed certain investments in auction
rate securities (ARS) in 2006 to conform with the 2007 presentation of
cash and cash equivalents and shore term investmenes, Asa result of this
reclassification, cash and cash equivalents was reduced by and shore term
investments were increased by $3,173.000 ac December 31,2006 The gross
purchases and sales of these shore term investments have been included in
the investing activities on the statement of cash flows. This reclassification
had no impacr on resules of operations, cash flows from operations, total

cuarreneassees, t('lti!] aA55¢Ls, or beCkhU]dCl'S! qulit)’.
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61,000 180,000

Less valuation allowance.........cceeeenieviincrinnnnnns —_ {27,000}

61,000 153,000

Deferred tax liabilities:

Inventories 9,000 —
Intangible assets 15,000 —
Prepaid expenses 2,000 8,000

$35,000 § 145,000

The deferred rax amounts described above have been included in the
accompanying balance sheetas of December 31, 2007 and 2006 as follows:

2007 2006

CUITENT ASSRES cuererererererervrvssssssserersrersreserensnsmsmsaes $24,000 597,000
Noncurrent assets. . ..oooveiiiinnnn 11,000 48,000
$ 145,000

$ 135,000
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Standards Accounting Board Interpreration No 48, Accounting for
Uncertainty in hicome Taxes ("FIN 487). Asa result of the implementation
of FIN 48, the Company recorded a liability for unrecognized rax benefits
of $137.000. which was accounted for as a reduction in retained earnings
as DFJﬂnuury 1, 2007 for the cumulative effectof a changc inaccounting
principle as provided for by FIN 48. The balance of the unrecognized rax
benefizs ac adoprion. exclusive of incerest, was $122,000. During the Arsc
quarter of 2007, che stacure of limitations for the relevanc taxing auchority
to examine and challenge the rax posicion feran open year expired. resulting
ina decrease in income tax expense of $45,000 for 2007. As of December
31.2007. the liabilicy for unrecognized tax benefics totaled $92.000 and is
included in other acerued expenses.

Prior to 2007 the Company determined its tax contingencies in accordance
wich SFAS No. 5, Aecounsing for Contingencies, or SEAS 5. The Company
recorded estimated rax liabilities to the extent the contingencies were
probable and could be reasonably estimared.

‘The Company is subject ro taxation in the Unired Staces and various scates.
The material jurisdictions that are subject to examination by tax autherities

primarily include Minnesota and the United Stares, for rax years 2004, 2005,

2004, and 2007,

ltis the Company’s policy beginning in 2007 to recognize interest and

pcnaltics related ro uncereain tax positions in income tax cxpense, The

Company had accrued approximatcly $14.000 of interest related co
uncertain tax positions ac December 31,2007 The unrccognizcd tax
benefits at December 31, 2007 relare to raxation of forcign export sales.

A reconciliation of the bcginning and cnding amounts ofunrccognizcd rax
benefit is as follows:

Balance at January 1, 2007 ... e $ 137,000
Expiration of the statute of limitations for the assessment of taxes.. {45,000)

Balance at Becember 37, 2007 ..oooivveeiiiiiiieee e $92,000

The balance of unrecognized tax benefits totaling $92,000 ar December 31,
. 2007, if reversed, would decrease the provision for income taxes and increase
net income by thc same amount '.lnd erLlCC tllc COn]Pﬂny’S CH‘CC[iVC rax
race. The Company also accrued potential interest of $6.000 refaced co

31, 2007 the Company recorded 1 liabilicy for potential inreresr of $13,700.
We expect our unrecognized tax benefit to be reduced by approximacely
$42,000 during the next twelve - onths as a result of the expirarion of the

szature of limitations for che assessment of taxes.
3, BUSINESS COMBINATION

On December 29, 2006, the Company acquired cereain assets of Franklin
lncernational Inc. (Franklin) refated to the image maze line of sercen
princing products. The acquisitior was accounted for under the purchase
method of accounting. According]y. the assets acquired were recorded at
their fair marker value. The assets acquired included lab equipment, raw
marerials and finished goods inver tory, and a non-comperte agreement with
Franklin. The costs allocated 1o the non-compete agreement are amortized
ona straight—linc basis over its seven year rcrm. In connection with the
acquisition. the Company entered into an agreement ro prepay for inventory
purchascs from Franklin, which ars expected o be utilized over three years.

The fair market value of the assets acquired resulted in the following
purchase price allocation:

Cash price paid for @585 ... .covivvvvvrirecesceire e e seeenes $528,921
ACquisition €osts INCUITEd .oooovieeiee v 4,000

Total purchase Price oo oeeceiiiiiiii s $539n
Purchase Price Allocation -
IRYENEOIY (oo eeese et es veetaeeessesesseeeesmeeseorereneeenee $ 164,921
Deposit for inventory purchases ...... o.oeeeeeececcencevcneeeserene 150,000
EQUIPIMEAL ...oiiiiiiit e rcres cvrvssrarersrrr s s serme s 15,000
NON-COMpete AQreemMent ... ... it reccceee e rrrriren 203,000

$532,91

Ifthe acquisition had occurred on January 1, 2006, the unaudited pro forma
impact on revenues would have bee n to increase revenues by approximately
$600.000 for the year ended Deceraber 31. 2006, The unaudited proforma
net income and earnings per commion share would not have been
significantly differenc than to the amounts reported in the Company's
financial scatements for 2008,

4, INTANGIBLE ASSETS

Intangible assets consist primarily of patents, licenses and covenants not to compete arising from business combinations. [nta ngible assees are amortized ona

straightline basis over their estimared useful lives or terms of cheir agreement, whichever is shorcer. No impairmenr acjustments to inta ngible assexs were made

during the year ended December 31, 2007 or 2006.

Incangible assers ac December 31, 2007 and 2006 consist of the following:

December 31, 2007 December 31, 2006
Gross Carrying Amount Accumulated Gross Ci reying Amount Accumulated
Amortization Amortization
Amortized intangible assets:
PABNTS cuoieecc e e $ 289,949 $(90,939) $241,713 $1{81.022)
LICENSES vvnii i 100,000 (43,126) 100,000 {35,000}
NON-COMPETE 2QTEEMENTS...vivviiviriiriiie it saeeee e 103,000 (78,996) 303,000 {43,330)
$ 692,949 $4213,061) $644,773 $ {159,352

Aggregate amortization expense 2007 2006
For the years ended December 31...........cococee $53,709 $24,710
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2008 $ 54,000
00T s 54,000
20T0.c e 52,000
20VT . s 45,000
2012 45,000

In connection with the license agreements, the Company has agreed to
pay rovalties ranging from 3% to 5% on the sales of products subject o
the agreements. The Company incurred $101.000 of expense under these
agreemencs during 2007, and $119.000 during 2006.

5. RETIREMENT PLAN

The Company has established a safary deterral plan under Section 401(k) of
the Internal Revenue Code. Such deferrals accumulate on a tax-deferred
basis until the employee withdraws the funds. The Company contribures 3%
of cach eligible employee's compensation. Toral retirement expense for che
years ended December 31,2007 and 2006 was approximarely $176,000and
$163,000, respectively.

The Company’s reporeable segments are scraregic business unics thar

ofter different products and have a varied customer base. There are three
reportable segments: Domestic, Expore, and IKONICS Imaging, Damestic
sells screen printing film, emulsions. and inkjet receptive film which is sold

co discributors located in the United Stares. IKONICS Imaging sells photo
resistanc film, arc w supplies. glass, metal medium and related abrasive
crching equipment co end user customers located in the Unived Stares. Ix

is also entering the marker for etched ceramics. glass and silicon waers;
andis dcvcloping and sc”ing proprictary inkjcr tccllno[og}: F_xport sells
primarily the same products as Domestic and IKONICS Imaging to Forcign
customers. The accounting, po]icics app]icd te determine the scgment
information are the same as those described in the summary of significanc
accounting policies.

Management evaluaces the performance of cach segment based on the
components of divisional income. and with the exception for accounts
receivable, does noc allocate assers and liabilicies to segments. Financial
information with respect to the reportable segments follows:

Domestic Export* IKONICS Imaging Other Total

FOR THE YEAR ENDED DECEMBER 31, 2007

NET SAIBS 1uiiitiisaisesc s sttt ee e e e e st s neas $ 6,680,184 $4,677,898 § 4,466,443 — $ 15,824,725
Lost of 0ood $01d..co e 3,700,504 3,142,597 2,044,511 — 8,887,612
Selking, general and administrative .........cocceeeeiiiiiiiiiiieieeeeee s 1,129,823 433,966 1,403,092 1,768,538 4,735,419
Research and development .........vcvrvereeccernnrni e — — — 775,049 775,049
Income from BPeratifns .........eoivieeecenee e rcere s seeeeceeee e e $1,101,335 $1,0618,840  51{2,543,587) § 1,426,645

$ 1,850,057

FOR THE YEAR ENDED DECEMBER 31, 2006

NET SAIBS . e et $5,277,987 $ 4,531,605 $4,579,320 $— $ 14,888,912
Costof good seld..........ocooriiiir 3,083,598 2,955,01 2,143,205 — 8,181,814
Selling, general and administrative ... ..o, 965,695 395,619 1,479,464 1,649,603 4,490,381
Research and development .......ooveeeimeee e, — — — 742,406 742,406
INCome fTOM OPRTALIONS .....ueeeeeeeeerrvvree s e e bbb 51,728,694 $1,180,975 % 956,651 $4{2,392,009) $1,474 311
ACCOUNTS RECEIVABLE AS OF DECEMBER 31, 2007 AND DECEMBER 31, 2006 Dec 31, 2007 Dec 31, 2006
DOMESTIC. ...ttt $ 980,906 $ 842,144
EXPOTE ottt en e e e 712,936 780,599
IKONICS IMAGING.....v.vovevs ettt st ee e eees e seseseseseeseseeees 356,272 384,748
BERET ottt ettt e ns {24,857) (30,598}
0. et erssersse et $ 2,025,257 $1,976,893

* In 2007 and 2006, the Company marketed its products in various countries throughout the world. The Company is exposed to the risk of changes in social, political,
and economic conditions inherent in foreign operations, and the Company's results of operations are affected by fluctuations in foreign currency exchange rates, No
single foreign country accounted for more than 10% of the Company’s net sales for 2007 and 2006,

Sales ta fareign customers were 29.6% and 30.4% of the Company’s net sales for 2007 and 2006, respectively.
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‘The Company has stock incentive plan for che issuance of up to 342,750
shares. The plan provides for granting cligible parricipans stock oprions or
other stock awards, as described by the plan, atoption prices ranging from
85% o 110% of fair market value ac dace ofgrant. Oprions gmntcd expire

up ta seven years after the date of granc. Such oprions generally become
excrcisable over a onc to three year period. A rotal of 36,173 shares of
common stock are reserved for additional future granes of options under the
planac December 31,2007

Under the plan. the Company charged compensation costof $18.913 and
$25.623 against income and recognized a total income rax benefivin che
income statement of $8.963 and $26,482 in 2007 and 2006, respectively.

Asof December 31,2007, there was approximatd)' $16,000 ofunrccognizcd
compensation cost related to unvested share-based compensarion awards
granred which is expecred to be recognized over the next cowo years,

The Company receives a tax deduction for certain stock oprion excreises
during the period in which the optionsare exercised, generally for the excess
of the prices ar which the oprion shares are sold over the excrcise price of
the options. In accordance with FAS 123(R). the excess tax benefits from

statement of cash flows, respective ly.
There were no options granted duting 2007. The fair value of share-based
paymentawards granced in 2006 v escimared using the Black-Scholes

option pricing madel wich the Follmving assumprions:

2006
Dividend yield 0.0%
Expected YOlATHItY owvurmnes woorsemerreceeesesessrineens 60.6 - 63.0%
Expected life of 0ption ... e Five yeans
Risk-free interast rateu. . comnrieescsionns 4.8-5.0%

SFAS 123R specifies that initial actruals be based on the estimated number
of instruments for which the requisite service is cxpccrcd to be rendered.
Therefore, che Company is require dro incorporare a preexisting, forfeiture
rate based on che historical forfeiture expense and prospective actuarial
analysis, estimared ac 2%,

A summary of the status of the Cumpanys stock option plan as of
December 31,2007 and changes during the year then ended is presented

. . . . . bC]U\\o':
the exercise of stock options is rcportcd asareducrion nFopcranngund an
increase in ﬁnnncing cash flows. For the year ended December 31,2007
Wi ighted Average
Weighted Average Remalning Contractual Term

Options Shares Exercise Price (years) Aggregate Intrinsic Value
Outstanding at January 1, 2007.....ocvevivmnmnnnininnnee 88,222 $3.33

Granted ..., — —

EXBICISRG corrreriririisris s veesessacsesr s s eensres s nees (35,100) P

Expired and forfeited............oooieeieciecri s {500) 4.32

Qutstanding at December 3%, 2007 .oooevveeniiiininnnn, 52,622 4,03 1.13 $264,728
Vested or expecied to vest at December 31, 2007 ..o 52,622 4.03 1.13 $ 264,718
Exercisable at December 37, 2007 rrreaens 44,871 $3.58 0.83 $245,921

The weighted-average grant-dace fair value of options granted was $4.58 for the year ended December 31. 2006. The cocal intrinsic value of options exercised
was $237.949 and $227.175 for che years ended December 31, 2007 and 2006, rcspccri\'c]y.

The fo“owim_r, table summarizes informarion abour stock oprions mlrsrnnding at December 31, 2007
£

GPTIONS OUTSTANDING

Number Qutstanding at Weighted- Average Remaining

OPTIONS EXERCISABLE

Weighted- Average Exercise Number Exercisable at Weighted- Average Exercise

Range of Exercise Price December 31, 2007 Contractual Life (years) Price Decembe: 31, 2007 Price
$2.00-2.99 23,622 ¢.31 $2.73 23,621 $2.713
$3.00-3.99 11,250 0.59 3.36 11,250 3.36
$4.00-4.99 8,250 .32 4.32 5,333 4,31
$7.00-7.9¢% 9,500 2.79 7.79 4,666 7.54
52,622 1.13 $4.03 44,871 $3.58
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The Company maintains its cash balances primarily in two financial
institucions. As of December 31, 2007, the balances exceeded the Federal
Deposic Insurance Corporation coverage. The Company reduces ics
exposure w credit risk by maincaining such balances wich financial
instirutions that have high credic racings.,

Accounts receivable are financial instruments that also expose

the Company to concencration of credit risk. The large number

of customers comprising the Company’s customer base and their
dispersion across different geographic areas limits such exposure.
Inaddition, the Company rourinely assesses the financial strength
of its customers and maintains an allowance for doubeful accounts
that management belicves will adcquntc]y pmvidc for credit losses.
Concentration of eredit risk with respece to trade reccivables is not
significanc. No one custcomer accounted for more than 10% of total
receivahles as of December 31, 2007 and 2006,

9. LEASE EXPENSE

The Company leases buildings on a month-to-monch basis and equipment as
needed. On February 1. 2007 the Company entered into alease agreement
for additional warchouse SPRCE 3t 3 COst of §3.730 per monch or $69.000

per year. The lease expires on February 1, 2009. Total rental expense forall
equipmentand building operating leases was $72.000 in 2007 and $21.000
in 2006,

10. LINE OF CREDIT

The Compan)’ hasa $1,250,000 bank line of credir chac providcs for working
capital ﬁnuncing, This line of credicis subjectto annual renewal on cach
Ma}' liscollateralized b}' trade receivables and inventory, and bears incerest
ar 2.00 percentage points over 30-day LIBOR. There were no outstanding
barrowings under thisline of eredicac December 31, 2007 and 2006,

11. EMERGING ACCOUNTING PRONOUNCEMENTS

In June: 2006, the Financial Accounting Standards Board ("FASB™) issued
Interpreration No. 48, Accounringfbr Uncerrainty in Income Taxes
("FIN 487} FIN 48 clarifies the accounting for uncercaincy in income
raxes rccognizcd inan cntcrprisc's financial stacements in accordance

with FASB Statement No. 109, Accounting for Income Taxes. FIN 48
prescribes a recognition threshold and measurement aceributes for the
financial statement recognition and measurement of a tax position taken
or expected to be taken in a rax return. FIN 48 also provides guidance on
dcrccognition, classification, interesc and pc‘nnlricx. accounting ininterim
pcriods, disclosure and cransition. FIN 48 was effective for the Company as
of January 1, 2007, The impact of the adoprion on the Financial Starements
asof January 1, 2007, wasan increase in coral liabilities of $137.000and
decreasc in recained earnings of $137.000.

In Seprember 2006, che FASB issued SFAS No. 157, Fair Value
Measurements ("SFAS 1577). SEAS 157 defines fair value, establishes
atramework for measuring fair value in generally 2ccepred accounting
principles, and expands discloasures aboue fair value measuremenes. This
Statement applics under ocher accounting pronouncemencs chac require
or permit fair value measurements, the FASB having previously concluded
in those accounting pronouncements that fair value is the relevant
measurement accribuce. Accordingly, SFAS 157 does not require any
new fairvalue measurements, In February 2008, the FASB issued FASB
Staff Position FAS 1572, “Effective Date of FASE Statement No. 157"
(the FSP). The FSP delayed. for one year, the effective date of FAS 157
for all nonhnancial assersand liabilities, except those that are recognized
or disclosed in the financial scatemsents on at Jeast an annual basis. This
stacement is effective for the Company beginning January 1, 2008. The
deferred provisions of FAS 157 will be effective for the Company's fiscal
year 2009, Because SFAS No. 157 does not require any new fair value

measurements of remeasurements of previously computed fair values,
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material effect on its results of operations or fnancial condition.

[n February 2007, the FASB issued SFAS Ne. 159, The Fair Value Oprion
for Financial Assers and Financial Liabilicies ("SFAS 1597). SFAS 159 allows
encities to measure ac fair value many financial instruments and certain other
assets and liabilitics thar are not otherwise required to be measured ar fair
value. SFAS 159 is effective for fiscal years beginning alter November 15,
2007,

In December 2007, the FASB issued SFAS No. 160, “Noncontrolling
Interests in Consolidated Financial Seatements™ {"SFAS 1607). SFAS 160
requires all enrities ro report minority interests in subsidiaries as cquity in the
consolidared hnancial scatements, and requires that transactions berween
encities and nonconrm”ing interests be created as cquity. SFAS 160 s
effective for fiscal years beginning on or after December 13, 2008, wich carly
adoprion prohibited. The Company does not expect the adopeion of chis
stacerment will have a macerial impact on its financial position or results of

operations.

[n December 2007, the FASB issued SFAS No. 141 (Revised) Business
Combinations {"SFAS 141{R)"). SFAS 141 (R) establishes principlesand
requirements for how the acquirer of a business recognizes and measures in
its Anancial starements the identifiable assers ;lcquircd. the lizbilities assumed,
and any noncontro“ing interescinthe acquirec. The statement also pm\'idcs
guidance for recognizing and measuring the goodwillacquired in the business
combination and derermines what information o disclose ro enable users

of the Ainancial statements to evaluare the nature and imancial effects of che
business combinacion, SFAS 141(R) is cffective for the fiscal year beginning
afeer December 13, 2008 with carly adoprion prohibited. The standard will
ch-.mgc the Companys' accounting creatment for business combinations on a

prospective basis.

ADDITIONAL FINANCIAL INFORMATION
Scockholders of record aromacically receive quarrcrl}' earnings
informarion, and street name holders may do so upon written request.
Foracopy of the Form 10-KSRB, as filed with che Sceurities and Exchangc
Commission, and other financial information available ar no charge o
stockholders, please contact:

Jon GerLACH, Chief Fimancial Officer

IKONICS Corporasion

4832 Grand Avenue, Duluch, MIN 55807

Phone: {218) 6282217

eMail: jgerlach@ikenics.com

Annual Meeting

The Company’s annual meeting will be held

April 24,2008 a¢ 1:00 p.m. at the Kitchi Gammi Ciub,
831 East Superior Street, Duluch, MN
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Net Sales 2003 - 2007

Net Income 2003 - 2007

$16,000,000 $1.200,000
$14,000,000
$12,000,000 1:000,000
$10,000,000 $800,000 w
$8,000,000 $600,000
$6,000,000 b
$400,000
$4,000,000
$2,000,000 $200,000
2003 2004 2005 2006 2007 2003 2004 2005 2007
IKONICS Five-Year History 2003 2004 2005 2006 2007
Net Sales $12,105,127 $13,682,449 $13,971,217 $14,888,912 $15,824,725
Pretax Income $632,416 $1,031,351 $1,256,169 $1,589,765 $1,635,775
Net Income $503,416 $758,351 $908,169 $1,123,765 $1,169,775
Net Cash Provided by Operations $1,400,756 $1,261,855 $980,047 §1,075,722 $1,697,695
Return on Sales 4.2% 5.5% 6.5% 7.5% 7.4%
Return on Assets 7.0% 8.9% 9.6% 10.5% 9.8%
Retum on Avg. Stockholders’ Equity 8.2% 11.0% 11.4% 12.3% 11.2%
Debt to Equity 13.0% 14.5% 11.7% 8.9% 8.5%
Diluted EPS 50.27 $0.38 $0.46 $0.55 $0.57
Stock price: High $5.56 $8.30 $8.99 510.47_ $10.45
Low $2.03 $4.48 $4.20 $6.26 $7.22
Close $4.20 §7.35 $6.35 $7.53 $9.28
Weighted Average Common Shares Quistanding - Dituted 1,895,106 1,982,814 1,986,885 2,027,916 2,063,380
Total Assets $7,194,684 $8.489,988 $9,470,799 510,743,461 511,982,41%‘
Total Liabiities $826,334 $1,075,772 $992,294 $879,362 $936,703
Total Stockholders’ Equity 56,368,350 $7,414,216 $8,478,505 $9,864,059 $11,045,714
Capital Spending $244,573 $270,089 $211,276 $273,548 $609,772 |

Share & per share amounts have been adjusted for the 2004 three-far-two stock split. All share and per share infosmation presented has been adjusted as if the stock split ocurred on the earliest date presented
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