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EXPLANATORY NOTE

This Amendment No. 1 on Form 10-K/A (the “Amendment”) amends our annual  report on Form 10-K for the fiscal
year ended December 31, 2006 as filed with the Securities and Exchange Commission on March 16, 2007 (the
“Original Report”).  The Company is filing this Amendment in response to comments received from the SEC. This
Amendment corrects errors and provides additional disclosure information in Item 7, Note B Acquisition of
Subsidiary, Note H Convertible Promissory Note Payable, and Note K Stock Options and Warrants, of the audited
financial statements for the year-ended December 31, 2006 included in Item 8 of Part II, and Item 15 of Part IV as
permitted by the rules and regulations of the SEC. The amendment did not have any material impact on our financial
results.

For convenience and ease of reference, we are filing the annual report in its entirety with the applicable
changes.  Except for the amendments above and the updated certifications, this Amendment continues to speak as of
the date of our Original Report, and we have not updated the disclosures contained herein to reflect any events that
have occurred thereafter. For a discussion of events and developments thereafter, please see our reports filed with the
Securities and Exchange Commission since March 16, 2007.
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PART I

ITEM 1.  DESCRIPTION OF BUSINESS.

GENERAL

Business

Telkonet, Inc., formed in 1999, develops and markets technology for the transmission of high-speed voice, video and
data communications over the existing electrical wiring within a building. Telkonet has made definitive inroads into
the Powerline communication (PLC) market and established the “leading” position for in-building commercial
communication solutions.

Through the Company’s majority-owned subsidiary Microwave Satellite Technologies (MST), the Company is able to
offer quadruple play (“Quad-Play”) services to multi-tenant unit (“MTU”) and multi-dwelling unit (“MDU”) residential,
hospitality and commercial properties. These Quad- Play services include video, voice, high-speed internet and
wireless fidelity (“Wi-Fi”) access.

The Company’s recent acquisition of Ethostream, LLC, a leading high speed wireless internet and technology provider
for the hospitality industry (as described in greater detail below under “Segment Reporting”), will enable Telkonet to
provide installation and support for PLC products and third party applications to customers across North America. The
Company’s new operating division represented by the assets acquired from Smart Systems International, a leading
provider of energy management products and solutions  (as described in greater detail below under “Segment
Reporting”) will permit the Company to offer new energy management products and solutions to its customers in the
United States and Canada.

As a result of Telkonet's acquisition of Smart Systems International and EthoStream, the Company can now provide
hospitality owners with a greater return on investment on technology investments. Hotel owners can leverage the
Telkonet iWire System™ platform to support wired and wireless Internet access and, in the future, to support a
networked energy management system. With the synergy of Ethostream, LLC’s centralized remote monitoring and
management platform extending over HSIA, digital video surveillance and energy management, hospitality owners
will have a complete technology offering based on Telkonet’s core PLC system as the infrastructure backbone,
demonstrating true technology convergence.

The Company’s offices are located at 20374 Seneca Meadows Parkway, Germantown, Maryland 20876. The reports
that the Company files pursuant to the Securities Exchange Act of 1934 can be found at the Company’s web site at
www.telkonet.com.

Segment Reporting

We classify our operations in two reportable segments: the Telkonet Segment and the MST Segment

Telkonet Segment (“Telkonet”)

Through the revolutionary Telkonet iWire System™ , Telkonet utilizes proven PLC technology to deliver commercial
high-speed Broadband access from an IP “platform” that is easy to deploy, reliable and cost-effective by leveraging a
building’s existing electrical infrastructure. The building’s existing electrical wiring becomes the backbone of the local
area network, which converts virtually every electrical outlet into a high-speed data port without the costly installation
of additional wiring or major disruption of business activity.

Edgar Filing: TELKONET INC - Form 10-K/A

6



The Telkonet iWire System™ offers a viable and cost-effective alternative to the challenges of hardwiring and wireless
local area networks (LANs). Telkonet’s products are designed for use in commercial and residential applications,
including multi-dwelling units and the hospitality and government markets. Applications supported by the Telkonet
“platform” include, but are not limited to, VoIP telephones, internet connectivity, local area networking, video
conferencing, closed circuit security surveillance and a host of other information services.

4
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Telkonet’s Product has been installed in all present target market segments. Government and regulatory certifications
have been obtained to sell the product internationally. Telkonet has been shipping PLC products since 2003, initially
targeting the multi-hospitality unit (MHU) market followed by the multi-dwelling unit (MDU) market as well as the
Government and Public Sector markets. Telkonet employs both direct and indirect sales model to distribute and
support product on a worldwide basis.

On March 9, 2007, the Company acquired substantially all of the assets of Smart Systems International (SSI), a
leading provider of energy management products and solutions to customers in the United States and Canada for cash
and Company common stock having an aggregate value of $7,000,000. The purchase price was comprised of
$875,000 in cash and 2,227,273 shares of the Company’s common stock. The Company is obligated to register the
stock portion of the purchase price on or before May 15, 2007 and 1,090,000 shares are being held in an escrow
account for a period of one year following the closing from which certain potential indemnification obligations under
the purchase agreement may be satisfied. The aggregate number of shares held in escrow is subject to adjustment
upward or downward depending upon the trading price of the Company’s common stock during the one year period
following the closing date.

On March 15, 2007, the Company acquired 100% of the outstanding membership units of Ethostream, LLC, a
network solutions integration company that offers installation, sales and service to the hospitality industry. The
Ethostream, LLC acquisition will enable Telkonet to provide installation and support for PLC products and third party
applications to customers across North America. The purchase price of $11,756,097 was comprised of $2.0 million in
cash and 3,459,609 shares of the Company’s common stock. The entire stock portion of the purchase price is being
held in escrow to satisfy certain potential indemnification obligations of the sellers under the purchase agreement. The
shares held in escrow are distributable over the three years following the closing. The aggregate number of shares
issuable to the sellers is subject to downward adjustment in the event the Company’s common stock trades at or above
a price of $4.50 per share for twenty consecutive trading days during the one year period following the closing.

Competition

Telkonet is a member of the HomePlug(TM) Powerline Alliance, an industry trade group that engages in marketing
and educational initiatives and sets standards and specifications for products in the powerline communications
industry.

The HomePlug(TM) Powerline Alliance has grown over the past year and now includes many well recognized brands
in the networking and communications industries. These include Linksys (a Cisco company), Intel, GE, Motorola,
Netgear, Sony and Samsung. With the exception of Motorola, who recently introduced a commercial product, these
companies do not presently represent a direct competitive threat to Telkonet since they only market and sell their
products in the residential sector.

There can be no assurance that other companies will not develop PLC products that compete with Telkonet’s products
in the future. They all have longer operating histories, greater name recognition and substantially greater financial,
technical, sales, marketing and other resources than Telkonet. These potential competitors may, among other things,
undertake more extensive marketing campaigns, adopt more aggressive pricing policies, obtain more favorable pricing
from suppliers and manufacturers and exert more influence on the sales channel than Telkonet can. As a result,
Telkonet may not be able to compete successfully with these potential competitors and these potential competitors
may develop or market technologies and products that are more widely accepted than those being developed by
Telkonet or that would render Telkonet’s products obsolete or noncompetitive.

Management has focused its sales and marketing efforts primarily on the commercial sector, which includes office
buildings, hotels, schools, shopping malls, commercial buildings, multi-dwelling units, government facilities, and any
other commercial facilities that have a need for Internet access and network connectivity. Telkonet has also focused on
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establishing relationships with value added resellers. Telkonet continues to examine, select and approach entities with
existing distribution channels that will be enhanced by Telkonet’s offerings. Telkonet also intends to focus future sales
and marketing efforts in Europe, South America, Asia and the Pacific Rim.

Raw Materials

Telkonet has not experienced any significant or unusual problems in the purchase of raw materials or commodities.
While Telkonet is dependent, in certain situations, on a limited number of vendors to provide certain raw materials
and components, it has not experienced significant problems or issues purchasing any essential materials, parts or
components. Telkonet obtains the majority of its raw materials from the following suppliers: Avnet Electronics
Marketing, Digi-Key Corporation, Intellon Corporation, and Parkview Metal Products. In addition, Superior
Manufacturing Services, a U.S. based company, provides substantially all the manufacturing and assembly
requirements for Telkonet.

5
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Customers

Telkonet is neither limited to, nor reliant upon, a single or narrowly segmented consumer base from which it derives
its revenues. Presently, Telkonet is not dependent on any particular customer under contract. However, Telkonet’s sale
of certain rental contract agreements to Hospitality Leasing Corporation represented approximately 18.0% of total
revenues in each of 2005 and 2006. Telkonet’s primary focus is in the commercial, government and international
markets.

Intellectual Property

Telkonet has applied for patents that cover the unique technology integrated into the Telkonet iWire SystemTM
product suite. Telkonet also continues to identify, design and develop enhancements to its core technologies that will
provide additional functionality, diversification of application and desirability for current and future users of the
Telkonet iWire SystemTM product suite.

In January 2003, Telkonet received Federal Communications Commission (FCC) approval to market the Telkonet
iWire SystemTM product suite. FCC rules permit the operation of unlicensed digital devices that radiate radio
frequency emissions if the manufacturer complies with certain equipment authorization procedures, technical
requirements, marketing restrictions and product labeling requirements. An independent, FCC-certified testing lab has
verified the Company’s Gateway complies with the FCC technical requirements for Class A digital devices. No further
testing of this device is required and the device may be manufactured and marketed for commercial use.

In December 2003, Telkonet received approval from the U.S. Patent and Trademark Office for its “Method and
Apparatus for Providing Telephonic Communication Services” Patent No.: 6,668,058. This invention covers the
utilization of an electrical power grid, for a concentration of electrical power consumers, and use of existing consumer
power lines to provide for a worldwide voice and data telephony exchange

In March 2005, Telkonet received final certification of its Telkonet iWire SystemTM product suite from European
Union (EU) authorities, which certification was required before Telkonet could sell and permanently install products
in EU countries. As a result of the certification, Telkonet products that will be sold and installed in EU countries will
bear the Conformite Europeene (CE) mark, a symbol that demonstrates that the product has met the EU’s regulatory
standards and is approved for sale within the EU. Telkonet now has satisfied the governmental requirements for
product safety and certification in the EU and is free to sell and install the Telkonet iWire SystemTM product suite in
the EU.

In June 2005, Telkonet received the National Institute of Standards and Technology (NIST) Federal Information
Processing Standard (FIPS) 140-2 validation for the Gateway. In July 2005, Telkonet received FIPS 140-2 validation
for the eXtender and iBridge. The U.S. federal government requires, as a condition to purchasing certain information
processing applications, that such applications receive FIPS 140-2 validation. U.S. federal agencies use FIPS 140-2
compliant products for the protection of sensitive information. As a result of the foregoing validations, as of
July 2005, all of Telkonet’s powerline carrier products have satisfied all governmental requirements for security
certification and are eligible for purchase by the U.S. federal government. In addition to the foregoing, Canadian
provincial authorities use FIPS 140-2 compliant products for the protection of sensitive designate information. The
Communications-Electronics Security Group (CESG) also has stated that FIPS 140-2 compliant products meet its
security criteria for use in data traffic categorized as “Private.” CESG is part of the United Kingdom’s National Technical
Authority for Information Assurance, which is a government agency responsible for validating the security of
information processing applications for the government of the United Kingdom, financial institutions, healthcare
organizations, and international governments, among others.
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In November 2005, Telkonet received the Norma Official Mexicana (NOM) certification, enabling Telkonet to sell the
iWire SystemTM product suite in Mexico. NOM certification is required for Telkonet’s products to be sold in Mexico,
and no further certifications are required to sell the Telkonet iWire SystemTM product suite in Mexico.

In December 2005, the United States Patent and Trademark Office issued Patent No: 6,975,212 titled “Method and
Apparatus for Attaching Power Line Communications to Customer Premises”. The patent covers the method and
apparatus for modifying a three-phase power distribution network in a building in order to provide data
communications by using a PLC signal to an electrical central location point of the power distribution system.
Telkonet’s Coupler technology enables the conversion of electrical outlets into high-speed data ports without costly
installation, additional wiring, or significant disruption of business activity. The Coupler is an integral component of
the Telkonet iWire SystemTM product suite.

6
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In August 2006, the United States Patent and Trademark Office issued Patent No: 7,091,831, titled "Method and
Apparatus for Attaching Power Line Communications to Customer Premises". The patented technology incorporates a
safety disconnect circuit breaker into the Telkonet Coupler, creating a single streamlined unit. In doing so, installation
of the Telkonet iWire System(TM) is faster, more efficient, and more economical than with separate disconnect
switches, delivering optimal signal quality. The Telkonet Integrated Coupler Breaker patent covers the unique
technique used for interfacing and coupling its communication devices onto the three-phase electrical systems that are
predominant in commercial buildings.

In January 2007, the United States Patent and Trademark Office issued Patent No: 7,170,395 titled “Methods and
Apparatus for Attaching Power Line Communications to Customer Premises” for Delta phase power distribution
system applications, which are prevalent in the maritime industry, shipboard systems, along with that of heavy
industrial plants and facilities.

Assumed through the acquisition of SSI, the United States Patent and Trademark Office issued Patent No: 5,395,042
in March 1995 titled “Apparatus and Method for automatic climate control” calculates and records the amount of time
needed for the thermostat to return the room temperature to the occupant’s set point once a person re-enters the room

In addition Telkonet currently has multiple patent applications under examination, and intends to file additional patent
applications covering a wide range of technologies including that of improved network topologies and techniques for
imposing LANs over existing wired infrastructures.

Telkonet has also filed multiple Patent Cooperation Treaty (PCT) patent applications, which have been used to file
national patent applications in foreign countries including the European Union, Japan, China, Russia, India and others.

Notwithstanding the issuance of these patents, there can be no assurance that any of Telkonet’s current or future patent
applications will be granted, or, if granted, that such patents will provide necessary protection for the Company’s
technology or its product offerings, or be of commercial benefit to the Company.

Government Regulation

We are subject to regulation in the United States by the FCC. FCC rules permit the operation of unlicensed digital
devices that radiate radio frequency (RF) emissions if the manufacturer complies with certain equipment authorization
procedures, technical requirements, marketing restrictions and product labeling requirements. An independent,
FCC-certified testing lab has verified that the Company’s our PLC product line complies with the FCC technical
requirements for Class B digital devices. No further testing of these devices is required and the devices may be
manufactured and marketed for commercial and residential use.

In Europe and other overseas markets, Telkonet’s products are subject to safety and RF emissions regulations adopted
by the European Union (EU) for Information Technology Equipment. In March 2005, the Company received final
Conformite Europeene (CE) certification, which is required for the Company to freely market and sell its products
within the EU. As a result of the certification, Telkonet’s products sold and installed in EU countries will bear the CE
marking, a symbol that demonstrates that the product has met the EU’s regulatory standards and is approved for sale in
the EU. The Restriction of Hazardous Substances Directive (RoHS) directive took effect in the EU on July 1, 2006.
This directive restricts the use of six hazardous materials in the manufacture of various types of electronic and
electrical equipment. It is closely linked with the Waste Electrical and Electronic Equipment Directive (WEEE) which
sets collection, recycling and recovery targets for electrical goods and is part of a legislative initiative to solve the
problem of huge amounts of toxic e-waste. Telkonet has taken the appropriate measures to be fully compliant with
both of these directives.
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Future products designed by the Company will require testing for compliance with FCC and CE regulations.
Moreover, if in the future, the FCC or EU changes its technical requirements, further testing and/or modifications may
be necessary.

Research and Development

During the years ended December 31, 2006, 2005 and 2004, Telkonet spent $1,925,746, $2,096,104, and $1,852,309,
respectively, on research and development activities. In 2006, research and development activities were focused on the
development of Telkonet’s next generation product. In 2005, research and development activities included (a) QoS for
VoIP service for both commercial and FIPS 140-2 product applications, (b) design of the next generation high-speed
development platform, (c) design, prototype & release of the Integrated Coupler Breaker product line, (d) design &
development of the second generation automated test equipment for manufacturing, (e) automated SQA regression
testing. In 2004, research and development activities included (a) development of a further cost-reduced (“G3”)
iBridge/eXtender, (b) router software development, and (c) advanced encryption support.

7
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Long Term Investments

Amperion, Inc.

On November 30, 2004, Telkonet entered into a Stock Purchase Agreement (“Agreement”) with Amperion, Inc.
("Amperion"), a privately held company. Amperion is engaged in the business of developing networking hardware
and software that enables the delivery of high-speed broadband data over medium-voltage power lines. Pursuant to the
Agreement, the Company invested $500,000 in Amperion in exchange for 11,013,215 shares of Series A Preferred
Stock for an equity interest of approximately 4.7%. Telkonet accounted for this investment under the cost method, as
the Company does not have the ability to exercise significant influence over operating and financial policies of the
investee.

It is the policy of Telkonet to regularly review the assumptions underlying the operating performance and cash flow
forecasts in assessing the carrying values of the investment. Telkonet identifies and records impairment losses on
investments when events and circumstances indicate that such decline in fair value is other than temporary. Such
indicators include, but are not limited to, limited capital resources, limited prospects of receiving additional financing,
and limited prospects for liquidity of the related securities. Telkonet determined that its investment in Amperion was
impaired based upon forecasted discounted cash flow. Accordingly, Telkonet wrote-off $92,000 and $400,000 of the
carrying value of its investment through a charge to operations during the year-ended December 31, 2006 and 2005,
respectively. The remaining value of Telkonet’s investment in Amperion is $8,000 and $100,000 at December 31,
2006 and 2005, respectively, and the amount at December 31, 2006, represents the current fair value.

BPL Global, Ltd.

On February 4, 2005, the Company’s Board of Directors approved an investment in BPL Global, Ltd. (“BPL Global”), a
privately held company. Telkonet funded an aggregate of $131,000 as of December 31, 2005 and additional $44
during the year of 2006. This investment represents an equity interest of approximately 4.67% at December 31, 2006.
BPL Global is engaged in the business of developing broadband services via power lines through joint ventures in the
United States, Asia, Eastern Europe and the Middle East. Telkonet accounted for this investment under the cost
method, as the Company does not have the ability to exercise significant influence over operating and financial
policies of the investee. Telkonet reviewed the assumptions underlying the operating performance and cash flow
forecasts in assessing the carrying values of the investment. The fair value of Telkonet's investment in BPL Global,
Ltd. amounted $131,044 and $131,000 as of December 31, 2006 and 2005, respectively.

Backlog

As of March 1, 2007 and 2006, revenues to be recognized under non-cancelable leases and service contracts in the
hospitality market of approximately $1,331,000 and $2,411,000, respectively. Additionally, Telkonet has a
commitment to deploy the Telkonet iWire SystemTM at 50 properties for a major resort company which deployment
represents revenue of approximately $1,100,000 over a 3 year term.

In conjunction with the acquisition of Smart Systems International on March 9, 2007, Telkonet assumed certain
purchase orders relating to a major utilities energy management initiative provided through the two selected providers.
The current order backlog amounts to approximately $500,000 and the estimated remaining program value amounts to
$3,000,000 for products and services to be provided through 2008.

In conjunction with the acquisition of Ethostream, LLC on March 15, 2007, Telkonet acquired support contracts and
monthly services for more than 1500 hotels which is expected to generate approximately $2,000,000 annual recurring
support and internet advertising revenue.
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MST Segment (“MST”)

MST is a communications service provider offering quadruple play (“Quad-Play”) services to multi-tenant unit (“MTU”)
and multi-dwelling unit (“MDU”) residential, hospitality and commercial properties. These Quad-Play services include
video, voice, high-speed internet and wireless fidelity (“Wi-Fi”) access. In addition, MST currently offers or plans to
offer a variety of next-generation telecommunications solutions and services including satellite installation, video
conferencing, surveillance/security and energy management, and other complementary professional services.

8
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NuVisions™

MST currently offers digital television service through DISH Network, a national satellite television provider, under
its private label NuVisions™ brand of services. The NuVisions TV offering currently includes over 500 channels of
video and audio programming, with a large high definition (more than 40 channels) and ethnic offering (over 100
channels from 17 countries) available in the market today. MST also offers its NuVisions Broadband high speed
internet service and NuVisions Digital Voice telephone service to multi-family residences and commercial properties.
MST delivers its broadband based services using terrestrial fiber optic links and in February 2005, began deployment
in New York City of a proprietary wireless gigabit network that connects properties served in a redundant gigabit ring
- a virtual fiber optic network in the air.

Wi-Fi Network

MST has constructed a large NuVisions Wi-Fi footprint in New York City intended to create a ubiquitous citywide
Wi-Fi network. NuVisions Wi-Fi offers Internet access in the southern-half of Central Park, Riverside Park from 60th
to 79th Streets, Dag Hammarskjold Plaza, and the United Nations Plaza. In addition, MST provides NuVisions Wi-Fi
service in and around Trump Tower on Fifth Avenue, Trump World Tower on First Avenue, the Trump Place
properties located on Riverside Boulevard, Trump Palace, Trump Parc, Trump Parc East as well as portions of
Roosevelt Island surrounding the Octagon residential community. MST currently has plans to deploy additional Wi-Fi
“Hot Zones” throughout New York City and continue to enlarge its Wi-Fi footprint as new properties are served.

Internet Protocol Television (“IPTV”)

In fourth quarter of 2006, MST invested in an IPTV platform to deploy in 2007. IPTV is a method of distributing
television content over IP that enables a more user-defined, on-demand and interactive experience than traditional
cable or satellite television. The IPTV service delivers traditional cable TV programming and enables subscribers to
surf the Internet, receive on-demand content, and perform a host of Internet-based functions via their TV sets.

Competition

The home entertainment and video programming industry is competitive, and MST expects competition to intensify in
the future. MST faces its most significant competition from the franchised cable operators. In addition, MST’s
competition includes other satellite providers, telecom providers and off-air broadcasters.

Hardwired Franchised Cable System

Cable companies currently dominate the market in terms of subscriber penetration, the number of programming
services available, audience ratings and expenditures on programming. However, satellite services are gaining market
share which MST believes will provide it with the opportunity to acquire and consolidate a subscriber base by
providing a high quality signal at a comparable or reduced price to many cable operators' current service.

Other Operators

MST’s next largest competitors are other operators who build and operate communications systems such as satellite
master antenna television systems, commonly known as SMATV, or private cable headend systems, which generally
serve condominiums, apartment and office complexes and residential developments. MST also competes with other
national DBS operators such as EchoStar.

Off-Air Broadcasters
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A majority of U.S. households that are not serviced by cable operators are serviced only by broadcast networks and
local television stations (“off-air broadcasters”). Off-air broadcasters send signals through the air, which are received by
traditional television antennas. Signals are accessible to anyone with an antenna and programming is funded by
advertisers. Audio and video quality is limited and service can be adversely affected by weather or by buildings
blocking a signal.

9
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Traditional Telephone Companies

Traditional telephone companies such as Verizon and AT&T have recently diversified their service offerings to
compete with traditional franchised cable companies in a triple-play market. Although their subscriber growth is
currently smaller than franchise cable companies, these traditional phone companies are developing video offerings
such as Verizon's FIOS product. These phone companies have in the past also been resellers of DIRECTV and
EchoStar video programming, however, rarely in the multi-dwelling unit market. In the future, video offerings from
traditional phone companies may become a significant competitor in the MDU market.

Customers/Strategy

MST’s customer base and strategy is to target and cultivate a subscriber base that will demand high margin products
including, video, IPTV, VoIP, high-speed Internet and Wi-Fi services.

MST currently maintains service agreements with approximately 20 MDU and MTU properties. Generally, under the
terms of a service agreement, MST provides either (i) “bulk services,” which may include one or all of a bundle of
products and services, at a fixed price per month to the owner of the MDU or MTU property, and contract with
individual residents for enhanced services, such as premium cable channels, for a monthly fee or (ii) contract with
individual residents of the MDU property for one or more basic or enhanced services for a monthly fee. These
agreements typically include a revenue sharing arrangement with property owners, whereby the property owner is
entitled to a share of the revenues derived from subscribers who reside at the MDU/MTU property. These revenue
sharing arrangements are either based upon a fix amount per subscriber or based on a percentage, typically between
7-10%, of the monthly fees MST charges residents for its services. MST believes that its complementary products and
services allows for future growth and as such are designed and integrated with scalability in mind.

Governmental Regulation

Federal Regulation

MST’s systems do not use or traverse public rights-of-way and thus are exempt from the comprehensive regulation of
cable systems under the Federal Communications Act of 1934, as amended (the “Communications Act”). Because its
systems are subject to minimal federal regulation, MST has greater pricing freedom and is not required to serve any
customer whom it does not choose to serve, and management believes that MST has significantly more competitive
flexibility than do the franchised cable systems. Management believes that these regulatory advantages help to make
MSTs’ private systems competitive with larger franchised cable systems.

On October 5, 1992, Congress enacted the Cable Consumer Protection and Competition Act of 1992 (the “1992 Cable
Act”), which imposed additional regulation on traditional franchised cable operators and permits regulation of rates in
markets in which there is no “effective competition”, as defined in the 1992 Cable Act, and directed the FCC to adopt
comprehensive new federal standards for local regulation of certain rates charged by traditional franchised cable
operators. Conversely, the legislation also provides for deregulation of traditional hardwire cable in a given market
where effective competition is shown to exist. Rates charged by private cable operators, typically already lower than
traditional franchise cable rates, are not subject to regulation under the 1992 Cable Act.

In February 1996, Congress passed the Telecommunications Act of 1996 (the “1996 Act”), which substantially amended
the Communications Act. The 1996 Act contains provisions intended to increase competition in the telephone, radio,
broadcast television, and hardwire and wireless cable television businesses. This legislation has altered, and
management believes will continue to alter, federal, state, and local laws and regulations affecting the
communications industry, including certain of the services MST provides.
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Under the federal copyright laws, permission from the copyright holder generally must be secured before a video
program may be retransmitted. Section 111 of the Copyright Act establishes the cable compulsory license pursuant to
which certain “cable systems” are entitled to engage in the secondary transmission of broadcast programming without
the prior permission of the holders of copyrights in the programming. In order to do so, a cable system must secure a
compulsory copyright license. Such a license may be obtained upon the filing of certain reports with and the payment
of certain licensing fees to the U.S. Copyright Office. Private cable operators, such as MST, may rely on the cable
compulsory license with respect to the secondary transmission of broadcast programming. Management does not
expect the licensing fees to have a material adverse effect on MST’s business.
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Under the retransmission consent provisions of the 1992 Cable Act, multichannel video programming distributors,
including, but not limited to, franchised and private cable operators, seeking to retransmit certain commercial
television broadcast signals, notwithstanding the cable compulsory license, must first obtain the permission of the
broadcast station in order to retransmit the station’s signal. However, private cable systems, unlike franchised cable
systems, are not required under the FCC’s “must carry” rules to retransmit local television signals. Although there can be
no assurances that MST will be able to obtain requisite broadcaster consents, management believes, in most cases,
MST will be able to do so for little or no additional cost.

On November 29, 1999, Congress enacted the Satellite Home Viewer Improvement Act of 1999 (“SHVIA”), which
amended the Satellite Home Viewer Act. SHVIA permits DBS operators to transmit local television signals into local
markets. SHVIA generally seeks to place satellite operators on an equal footing with cable television operators in
regards to the availability of television broadcast programming. SHVIA amends the Copyright Act and other
applicable laws and regulations in order to clarify the terms and conditions under which a DBS operator may
retransmit local and distant broadcast television stations to subscribers. The law was intended to promote the ability of
satellite services to compete with cable television systems and to resolve disputes that had arisen between broadcasters
and satellite carriers regarding the delivery of broadcast television station programming to satellite service subscribers.
As a result of SHVIA, television stations are generally entitled to seek carriage on any DBS operator's system
providing local service in their respective markets. SHVIA creates a statutory copyright license applicable to the
retransmission of broadcast television stations to DBS subscribers located in their markets. Although there is no
royalty payment obligation associated with this license, eligibility for the license is conditioned on the satellite
carrier's compliance with applicable laws, regulations and FCC rules governing the retransmission of such “local”
broadcast television stations to satellite service subscribers. Noncompliance with such laws, regulations and/or FCC
requirements could subject a satellite carrier to liability for copyright infringement. SHVIA was extended and
re-enacted by the Satellite Home Viewer Extension and Reauthorization Act (“SHVERA”) in December of 2004.

MST is not directly subject to rate regulation or certification requirements by the FCC or state public utility
commissions because its equipment installation and sales agent activities do not constitute the provision of common
carrier or cable television services. As a private cable operator, MST is not subject to regulation as a DBS provider,
but primarily relies upon its third-party programming aggregators to procure all necessary re-transmission consents
and other programming rights under the Communications Act and the Copyright Act.

State and Local Cable System Regulation

MST does not anticipate that its deployment of video programming services will be subject to state or local franchise
laws primarily due to the fact that its facilities do not use or traverse public rights-of-way. Although MST may be
required to comply with state and local property tax, environmental laws and local zoning laws, management does not
anticipate that compliance with these laws will have any material adverse impact on MST’s business.

Preferential Access Right

MST generally negotiates exclusive rights to provide satellite services singularly or in competition with competing
cable providers, and also negotiates, where possible, “rights-of-first-refusal” to match price and terms of third-party
offers to provide other communication services in buildings where it has negotiated broadcast access rights.
Management believes that these preferential rights of entry are generally enforceable under applicable law. However,
current trends at the state and federal level suggest that the future enforceability of these provisions may be uncertain.
The FCC has recently issued an order prohibiting telecommunications service providers from negotiating exclusive
contracts with owners of commercial MDU properties, although it deferred determination in a pending rulemaking
whether to render existing exclusive access agreements unenforceable, or to extend this prohibition to residential
MDUs due to an inadequate administrative record. Although it is open to question whether the FCC has statutory and
constitutional authority to compel mandatory access, there can be no assurance that it will not attempt to do so. Any
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such action may undermine the exclusivity provisions of MST’s rights of entry on the one hand, but would also open
up many other properties to which MST could provide a competing service. There can be no assurance that future
state or federal laws or regulations will not restrict MST’s ability to offer access payments, limit MDU owners' ability
to receive access payments or prohibit MDU owners from entering into exclusive agreements, any of which could
have a material adverse effect on MST’s business.

Regulation of the High-Speed lnternet and Wi-Fi Business

ISPs, including Internet access providers, are largely unregulated by the FCC or state public utility commissions at
this time (apart from federal, state and local laws and regulations applicable to business in general). However, there
can be no assurance that this business will not become subject to regulatory restraints. Also, although the FCC has
rejected proposals to impose additional costs and regulations on ISPs to the extent they use local exchange telephone
network facilities, such change may affect demand for Internet related services. No assurance can be given that
changes in current or future regulations adopted by the FCC or state regulators or other legislative or judicial
initiatives relating to Internet services would not have a material adverse effect on MST’s business.
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Regulation of the VoIP Business

IP-based voice services are currently exempt from the reporting and pricing restrictions placed on common carriers by
the FCC. However, there are several state and federal regulatory proceedings further defining what specific service
offerings qualify for this exemption. Due to the growing acceptance and deployment of VoIP services, the FCC and a
number of state public service commissions are conducting regulatory proceedings that could affect the regulatory
duties and rights of entities that provide IP-based voice applications. There is regulatory uncertainty as to the
imposition of traditional retail, common carrier regulation on VoIP products and services.

Long Term Investments

MST maintains an investment in Interactivewifi.com, LLC a privately held company. This investment represents an
equity interest of approximately 50% at December 31, 2006. Interactivewifi.com is engaged in providing internet and
related services to customers throughout metropolitan New York, including the Nuvisions internet services. MST
accounted for this investment under the cost method, as MST does not have the ability to exercise significant
influence over operating and financial policies of the investee. Telkonet reviewed the assumptions underlying the op
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