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You should rely only on the information contained in this prospectus. We and the selling stockholders have not
authorized anyone to provide you with information different from that contained in this prospectus. The principal selling
stockholder and, in the event that the underwriters exercise their over-allotment option, the additional selling stockholders
are offering to sell, and seeking offers to buy, shares of our common stock only in jurisdictions where offers and sales
are permitted. The information in this prospectus is accurate only as of the date of this prospectus, regardless of the
time of delivery of this prospectus or any sale of shares of our common stock.

For investors outside the United States: Neither we nor the underwriters have done anything that would permit this
offering or possession or distribution of this prospectus in any jurisdiction where action for that purpose is required,
other than in the United States. Persons outside the United States who come into possession of this prospectus must
inform themselves about, and observe any restrictions relating to, the offering of the shares of our common stock and
the distribution of this prospectus outside of the United States.

Information contained in this prospectus concerning our industry and the historic growth rate of the markets in which we
participate is based on industry publications, surveys and forecasts generated by the U.S. Department of Education,
Education Market Research, the U.S. Census Bureau and other sources. Such industry publications, surveys and
forecasts generally indicate that their information has been obtained from sources believed to be reliable but do not
guarantee the accuracy and completeness of their information. Although we believe that the reports are reliable, we
have not independently verified their data.




(This page has been left blank intentionally.)



Prospectus summary

This summary highlights information contained elsewhere in this prospectus and does not contain all of the information
you should consider in making your investment decision. You should read this summary together with the more detailed
information, including our financial statements and the related notes, elsewhere in this prospectus. You should carefully
consider, among other things, the matters discussed in “Risk Factors.”

Except where the context requires otherwise in this prospectus, the “Company,” “Scientific Learning,” “we,” “us” and “our”
refer to Scientific Learning Corporation, a Delaware corporation.

Scientific Learning Corporation

Overview

We leverage innovations in neuroscience and technology to dramatically improve learning outcomes. We develop and
distribute our patented Fast ForWord® family of software, which builds learning capacity by rigorously and systematically
applying neuroscience-based learning principles to improve the fundamental cognitive skills required to read and learn.
While we primarily market our products as a reading intervention solution for struggling, at-risk, and special education
K-12 students, schools successfully use Fast ForlWord products for students with a wide range of abilities and
accomplishments to improve their academic performance. Since our inception, learners have used our Fast ForlWord
products over one million times.

For the fiscal year ended December 31, 2006, our revenue was $41.0 million, and we generated a 77% gross margin
and $4.3 million of cash flow from operations. For the six months ended June 30, 2007, our revenue was $23.4 million,
and we generated a 78% gross margin and used $7.1 million of cash in our operations. As of June 30, 2007, our
deferred revenue was $21.1 million, and we had $9.4 million of cash and cash equivalents and no outstanding debt.

The ability to read effectively is essential for success in school and in life. Federal education policy has long
emphasized the importance of reading; the No Child Left Behind Act of 2002 calls for all students to read at grade level
by 2014. According to the U.S. Department of Education, or the USDE, in 2005, 36% of fourth graders in the United
States had reading scores below basic and 69% were not proficient in reading. Among students eligible for free or
reduced-price lunches, the USDE found that 84% of fourth graders were not proficient in reading. According to the
USDE, between 1992 and 2005, there was no statistically significant improvement in the proportion of fourth graders
reading below the basic level, despite a national focus on reading and significant and increased federal funding.

Our Fast ForWord family of 11 major software products is based on more than 30 years of neuroscience and cognitive
research, and results from our products are fast, effective and enduring. These results have been demonstrated through
brain imaging studies, changes in achievement on standardized reading tests and more than 135 efficacy studies based
on data from over 28,000 students at more than 400 sites.

We license our products in a variety of configurations to meet our customers’ needs. Schools typically purchase site or
workstation licenses, which are available either as a perpetual license or for a limited term. Products licensed for
administration by private practice professionals are generally purchased on a per product per student basis. Most
customers also purchase access to Progress Tracker, our web-delivered data tool, which provides alerts and
suggestions when intervention is appropriate and tracks the progress of students on an individual and aggregate basis.

To facilitate effective implementation, we offer on-site product training, technical installation, implementation management,
consulting, and professional development services. For customers who purchase our support services, we provide
progress monitoring, software technical update releases, and extensive telephone, email and web-based support.




We sell to K-12 school districts primarily using a direct sales force. Our field sales personnel typically are experienced
professionals with backgrounds in selling technology-based curriculum products to the K-12 market. During the past two
years, an important part of our strategy has been to increase the size as well as the productivity of our direct sales
force. In addition, a critical component of our marketing strategy is our brain science events. These are Company-
sponsored or co-sponsored events that provide us with a significant period of time in which to present our neuroscience
approach and achievement results to educational leaders.

Our Markets

Our sales efforts focus on K-12 public schools in the United States, which are estimated to serve approximately

49 million students in the 2006/07 school year. In each of the last three fiscal years, the K-12 sector in the United
States has represented more than 90% of our revenue. Since inception, almost 4,900 schools have purchased at least
$10,000 of our Fast ForlWord product licenses and services, compared to 3,800 at the end of 2005. While our installed
base is growing, these 4,900 schools represent a small fraction of the nearly 125,000 K-12 schools in the United
States.

The most recent annual survey summarized in Education Market Research’s Complete K-12 Report estimates that the
total market for K-12 supplemental instructional materials in the United States is $2.2 billion, up from $1.4 billion in the
1998/99 school year. Between 1998/99 and 2005/06, this market had an average annual growth rate of 6.8%. In
addition, educational software sales are expected to grow over the long-term in the range of 7% to 9% per year.
Education Market Research’s Complete K-12 Newsletter estimated the market for all educational software at
approximately $800 million for the 2004/05 school year. The educational materials market is expected to continue to
grow, driven by increasing enrollment of pre-K-12 students, performance and educator accountability requirements of
federal legislation, and a projected increase in current expenditures per student.

In addition to selling to K-12 schools, we also sell to private practice professionals and learning centers. Speech and
language and other professionals recommend the use of our products to appropriate clients and then supervise the use
of the software, often in connection with their other services. In 2006, approximately 450 non-school professionals and
entities in the United States and Canada used our products.

Our patented products are highly differentiated by their neuroscience basis and their focus on the development of
learning capacity through improving cognitive skills. While we believe we have little direct competition, we do compete
vigorously for available funding against other companies offering educational software and other language and reading
programs, as well as with providers of traditional methods of teaching language and reading.

Competitive Strengths

We believe that the following competitive strengths will continue to enhance our market position and contribute to our
growth:

> Highly Experienced Team of Executives, Educators and Scientists. Our executive team has over
200 years of education market experience, with previous positions at National Computer Systems,
McGraw-Hill, Pearson, Compass Learning, NovaNET, Jostens Learning, Science Research Associates and
Riverdeep; 30% of our executives have hands-on experience as teachers. Our board of directors includes
three world-renowned scientists, two of whom have been elected to the National Academy of Sciences.
Scientists directly involved in the development of our products have authored more than 425 publications
on brain plasticity, neuropsychology and cognitive development, which have been cited more than 4,100
times in the scientific literature.

> Strong Intellectual Property Position. We have rights to 79 issued patents. These include 55 issued
U.S. patents that we own or co-own and 11 patents that we exclusively license. We also hold rights to 32




patent applications, including 20 pending U.S. applications that we own. We believe we possess
significant proprietary know-how with respect to how to design neuroscience products to achieve
successful learning outcomes.

Demonstrated Efficacy of Fast ForWord Products. The efficacy of our neuroscience-based technology
has been proven over a variety of student populations, including at-risk, English as a second language, or
ESL, and special education. Our technology is based on 30 years of brain research and has been the
subject of over 135 efficacy studies.

Platform for Additional Commercialization. Because our products are designed to enhance cognitive

skills, our products are not limited to being used to improve performance in a particular academic subject
or in conjunction with any particular educational approach. We believe that our content-agnostic platform

provides us with flexibility in identifying potential product extensions, new products and new markets.

Growth Strategy

Our strategic goal is to have our FastForWord products become widely accepted by educators as a solution that
dramatically improves and sustains achievement patterns to meet the needs of a broad spectrum of learners across a
variety of academic subjects. Critical elements of our strategy include:

>

Broadening Educator Awareness of Our Fast ForWord Products. We intend to increase awareness
of our products, including their impact on reading and learning and the research behind them, through a
variety of marketing techniques, including an increased number of brain science events that we sponsor
Or CO-SPONSOr.

Establishing Rigorously-Proven Student Results as an Important Criterion in the Selection of
Educational Products. Educators select products for their students based on many factors. We believe
that we have demonstrated our products’ positive impact on student achievement with an exceptionally
high degree of scientific rigor. Our marketing strategy is designed to focus educators on our results, the
depth of the science validating those results, and the importance of those results to their decision-making
process.

Focusing Our Sales Efforts on Key School Districts. We plan on continuing to target those school
districts that are struggling with academic under-achievement, have high levels of funding and are headed
by strong leaders.

Increasing Sales Capacity and Productivity. We intend to increase our selling resources, including
improving our sales infrastructure and adding additional tools and training programs for our sales force to
shorten sales cycles and to increase the number of transactions valued at over $100,000. We have
increased our sales force by over 60% since 2004 and plan substantial additional increases this year.

Emphasizing Post-Sales Support. We believe that effective implementation of our products in
compliance with our protocols is important to obtaining the best student results. To help schools follow
best practices in their implementations, we plan to continue to emphasize post-sales support, including
implementation services and results monitoring, and to continue to explore innovative and cost-effective
ways to provide these services.

Improving and Expanding Our Fast ForWord Family of Products and Services.

> 2007 — We introduced the Reading Progress Indicator assessment in June 2007. This product is
designed to provide customers with a rapid and convenient way to measure a student’s reading skills




before and after use of our Fast ForWord products. We also plan to introduce shortened daily
protocols for all of our products later in 2007. Most of our products now require use for at least 50
minutes each day for a period of eight to 12 weeks; these new protocols are designed for use 30
minutes per day, over a longer overall time period. The limited availability of time and computers in
schools is an obstacle to use of our products. By shortening the protocols, we believe that these
new protocols will offer our customers valuable additional flexibility.

> 2008 — We have begun developing major new editions of our two original products, Fast ForWord
Language and Fast ForlWord Language to Reading. We are utilizing our proprietary student results
database to redesign these products for increased efficiency and effectiveness. In addition, we plan
to improve the graphical user interface for these two products. We also anticipate redesigning other
products to enable them to be provided through a web-based portal maintained by our customer.

> ldentifying and Expanding into Other New Product Areas. We continue to identify and evaluate
potential new applications for our neuroscience-based technology. These include additional products to be
marketed specifically for average and gifted students, English language learners, test preparation and
improving mathematics skills. While we do not currently have any of these products in development, we
may pursue such expansion organically, through acquisitions, or through technology or product licensing
agreements.

> Increasing Our Global Presence, Particularly in Asia. We believe that the global demand to learn
English is significant, particularly in India and China. As of June 30, 2007, we had 23 value-added
resellers, or VARs, and were selling in 38 countries, and we plan to increase that number.

Risk Factors

For risks regarding our company and this offering, see “Risk Factors” beginning on page 7.

Corporate Information

We are a Delaware corporation. We incorporated in 1995 in California under the name Scientific Learning Principles
Corporation and reincorporated in 1997 in Delaware under our present name, Scientific Learning Corporation. Our
principal executive offices are located at 300 Frank H. Ogawa Plaza, Suite 600, Oakland California 94612-2040, and our
telephone number is (510) 444-3500. Our website address is www.scilearn.com. The information on our website is not
part of this prospectus.

Fast ForWord is a trademark of Scientific Learning Corporation, registered in the United States and other countries.
F.A.S.T. Power Learning is also a trademark of Scientific Learning Corporation. This prospectus also includes other
trademarks of Scientific Learning Corporation.




The offering

Shares of common stock outstanding prior

to and after this offering ........... 17,178,660 Shares
Shares of common stock offered by the
principal selling stockholder . ........ 7,661,638 Shares
Use of proceeds .. ................ We will not receive any of the proceeds from the sale of the shares of
common stock by the selling stockholders.
Nasdaq Global Market symbol ......... SCIL

The number of shares of common stock outstanding prior to and after this offering is based on the number of shares
outstanding as of June 30, 2007, and excludes:

> 3,618,259 shares of common stock issuable upon the exercise of options and the vesting of restricted
stock units that are outstanding as of June 30, 2007. Outstanding options have a weighted average
exercise price of $4.16 per share;

> 1,375,000 shares of common stock issuable upon exercise of warrants to purchase common stock at an
exercise price of $8.00 per share;

> 1,116,822 shares of common stock reserved for future issuance under our 1999 Equity Incentive and
Milestone Incentive Plans, 70,000 shares reserved for issuance under our 1999 Non-Employee Directors’
Stock Option Plan, and 47,398 shares reserved for issuance under our 2002 CEQ Option Plan; and

> 528,660 shares of common stock reserved for future issuance under our 1999 Employee Stock Purchase
Plan.

Unless otherwise indicated, all information in this prospectus assumes no exercise by the underwriters of their right to
purchase up to 200,000 shares of common stock from the additional selling stockholders to cover over-allotments.




Summary financial data

The following summary financial data should be read in conjunction with our audited financial statements and the
related notes, our unaudited condensed financial statements and related notes and “Management’s Discussion and
Analysis of Financial Condition and Results of Operations” included elsewhere in this prospectus. The information for
the years ended December 31, 2006, December 31, 2005 and December 31, 2004 and as of December 31, 2006 and
December 31, 2005 has been derived from our audited financial statements included elsewhere in this prospectus. The
information for the six months ended June 30, 2007 and June 30, 2006 and as of June 30, 2007 has been derived
from our unaudited condensed financial statements included elsewhere in this prospectus. In the opinion of
management, the unaudited summary financial data presented below under the headings “Statement of Operations
Data” and “Balance Sheet Data” reflect all adjustments, which include only normal and recurring adjustments, necessary
to present fairly our results of operations for and as of the periods presented. Historical results are not necessarily

indicative of the results to be obtained in the future.

(In thousands, except per share amounts)

Statements of Operations Data:

Revenues . .. .. ... . . . ...
Costof revenues . . . . .. .o o

Gross profit . .. ... .

Operating expenses:

Sales and marketing .. ........ ... L
Research and development . .. ....................
General and administrative . .............. ... ... ..

Total operating eXpenses. . . . ...

Operating income (10SS) . . ...
Other income from related party . . .. ..................
Interest income (expense), net . .. ... ... L

Income (loss) before income tax . . ............. ... .. ..
Income tax provision (benefit) . ............. ... ... ...

Net income (I0SS) . .. ..o
Basic net income (loss) pershare. .. ..................
Shares used in computing basic net income (loss) per share . . .
Diluted net income (loss) per share. .. ................
Shares used in computing diluted net income (loss) per share . .

Balance Sheet Data:

Cash and cash equivalents and short-term investments. . . . .
Working capital(1) . . .. ... ..o
Totalassets . . . ...
Total liabilities . ... ... .
Total stockholders’ equity (deficit) . .. ................

Six months
Year ended December 31, ended June 30,
2006 2005 2004 2007 2006
(unaudited)
$40,998 $40,319 $30,976 $23,390 $20,784
9,535 7,655 6,756 5141 4,676
31,463 32,664 24220 18249 16,108
21,073 17,619 16,087 12,602 10,822
4,129 3,896 3,555 2,369 2,113
6,643 5,841 5,313 3,831 3,198
31,845 27,356 24955 18,802 16,133
(382) 5,308 (735) (553) (25)
150 50 99 117 75
643 421 (100) 471 177
411 5,779 (736) 35 227
203 182 (43) 4 13
$ 208 $5597 $ (693) 31§ 214
$ 001 $ 033 $ (0.04) — $ 0.0
16,846 16,715 16,408 17,068 16,804
$ 001 $ 031 $ (004 $ — $ o0t
17,740 18,023 16,408 18,220 17,871
As of
December 31, As of June 30
2006 2005 2007
(unaudited)
...... $16,364 $12,065 $ 9,409
...... 3,951 2,842 7,572
...... 26,283 18,734 29,378
...... 25,266 20,569 26,699
...... 1,017 (1,835) 2,679

") Working capital is current assets minus current liabilities.




Risk factors

You should carefully consider the risks described below before making an investment decision. Qur business, prospects,
financial condition or operating results could be materially adversely affected by any of these risks, as well as other
risks not currently known to us or that we currently deem immaterial. The trading price of our common stock could
decline due to any of these risks and you may lose all or part of your investment. In assessing the risks described
below, you should also refer to the other information contained in this prospectus, including our financial statements and
the related notes, before deciding to purchase any shares of our common stock.

Risks Related to Our Business and Industry

To grow our business, we need to increase acceptance of our products among K-12 education purchasers.
Failure to do so would materially and adversely impact our revenue, profit and growth prospects.

We believe that to date most educators who have used Fast ForWord products are “early adopters.” Early adopters
comprise a relatively small proportion of the K-12 market, so in order to grow our revenue and profit, we need to
increase our reach beyond early adopters to more conservative customers. We believe that our ability to grow
acceptance of our products in the conservative K-12 education market will depend largely on the critical factors
discussed below.

Our Fast ForWord products use an approach that differs from the approaches that schools have traditionally used to
address reading problems. In particular, our products work because they increase learning capacity, are based on
neuroscience research and focus on the development of cognitive skills. All of these concepts may be unfamiliar to
educators. K-12 educational practices are slow to change, and it can be difficult to convince educators of the value of a
substantially different approach.

In order to obtain the best student results from using our product, schools must follow a recommended protocol for Fast
ForWord use, which requires a substantial amount of time out of a limited and already crowded school day. Our
recommendation that schools follow a prescribed protocol in using our products may limit the number of schools willing
to purchase from us. In addition, if our products are not used in accordance with the protocol, they may not produce
the expected student results, which may lead to customer dissatisfaction and decreased revenue.

Our products are generally implemented in a computer lab with a lab coach or teacher rather than in the classroom
with the students’ regular classroom teachers. To reach a broader group of customers, encourage additional sales from
existing customers and improve student achievement results, we need to better engage classroom teachers in the
products’ implementation, in an effective and efficient manner.

We encourage our customers to purchase significant levels of on-site service because we believe that these services
enable more effective product use and lead to stronger student achievement gains. If we are unable to continue to
convince customers to purchase these levels of service, customers may experience more difficulty with their
implementations.

If we are unable to convince our market of the value of our significantly different approach and otherwise overcome the
challenges identified above, our revenue and growth prospects could be materially and adversely impacted and our net
income could decline.




Our sales cycle tends to be long and somewhat unpredictable, which may result in delayed or lost revenue,
which could materially and adversely impact our revenue and net income.

Like other companies in the instructional market, our sales to K-12 schools are affected by school purchasing cycles
and procedures, which can be quite bureaucratic. The cost of some of our K-12 license packages requires multiple
levels of approval in a political environment, which results in a time-consuming sales cycle that can be difficult to
predict. When a school district decides to finance its license purchase, the time required to obtain necessary approvals
can be extended even further. In addition, sales to schools are subject to budgeting constraints, which may require
schools to find available discretionary funds, obtain grants or wait until subsequent budget cycles. As a result, our sales
cycle generally takes months, and in some cases, can take a year or longer. Therefore, we may devote significant time
and energy to a particular customer sale over the course of many months, and then not make the sale when expected
or at all. This can result in lost opportunities that can materially and adversely impact our revenue and net income.

It is difficult to accurately forecast our future financial results. This may cause us to fail to achieve the
financial performance anticipated by investors and financial analysts, which could cause the price of our
stock to decline.

Our revenue and net income or loss are difficult to predict and may fluctuate substantially from quarter to quarter as a
result of many factors, including those discussed below.

A significant proportion of our customers’ purchases are made within the last two weeks of each quarter. We therefore
have limited visibility on revenue for the quarter until the end of the quarter. If a customer unexpectedly postpones or
cancels an expected purchase due to changes in the customer’s objectives, priorities, budget or personnel, we may
experience an unexpected shortfall that cannot be made up in the quarter. The effect of the concentration of sales at
the end of the quarter is compounded by the fact that our various license and service packages have substantially
differing revenue recognition periods. Even when the amount and timing of a transaction can be accurately projected, it
may be difficult to predict which license package a customer will purchase.

Our quarterly revenue from perpetual licenses became more unpredictable in 2006 than in prior years. Since our
December 2004 pricing change, we recognize revenue from most of our perpetual license sales at the time of sale. In
addition to the variability in revenue recognition timing from our different license and service packages, this has resulted
in a more seasonal revenue pattern. Before the pricing change, perpetual license revenue was recognized over the
related service period and was somewhat more predictable.

In addition, our sales strategy emphasizes district-level, multi-site transactions. The receipt or implementation of a single
large order, or conversely its loss or delay, can significantly impact the level of sales booked and revenue recognized in
a given quarter. For example, for our quarter ended June 30, 2007, we recorded booked sales of $7.4 million for one
transaction, which represented approximately 38% of our booked sales for that quarter. Without that transaction, our
booked sales for the quarter ended June 30, 2007 would have decreased relative to the quarter ended June 30, 2006,
rather than increase by 28%.

Our expense levels are based on our expectations of future revenue and are primarily fixed in the short term. We may
not be able to adjust spending in a timely manner to compensate for any unexpected revenue shortfall, which could
cause our net income to fluctuate unexpectedly.

Failure to achieve the financial results expected by investors and financial analysts in a given quarter could cause an
immediate and significant decline in the trading price of our common stock.




Our historical profit has been inconsistent, and our profit levels continue to be uncertain.

We started operations in February 1996 and through 2002 incurred significant operating losses. We first became
profitable in 2003, incurred a net loss in 2004, were again profitable in 2005 and had a modest operating loss and
modest net income in 2006. We incurred a net loss in the first quarter of 2007 and had net income in the second
quarter of 2007. At June 30, 2007, we had an accumulated deficit of $77.9 million.

Our strategic and operating goals include increasing our booked sales, revenue and profit. In 2006, our booked sales
increased 37% over 2005 levels, when booked sales had fallen approximately 15% from 2004. In the first six months of
2007, our booked sales increased 15% compared to the first six months of 2006. Our ability to achieve increased
booked sales, revenue and profit depends on many factors, including but not limited to market acceptance of our
products, availability of funding, customers’ prior experience with our products, and general economic conditions, some
of which are outside of our control. To meet our targets, we will need to make substantial investments in operations. We
cannot assure you that we will meet our targets with respect to revenue or operating results.

We rely on studies of student performance results to demonstrate the effectiveness of our products. If the
validity of these studies or the conclusions that we draw from them are challenged, our reputation could be
harmed and our business prospects and financial results could be materially and adversely affected.

We rely heavily on statistical studies of student results on assessments to demonstrate that our Fast ForWord products
lead to improved student achievement. Reliance on these studies to support our claims about the effectiveness of our
products involves risks, including the following:

> The results of studies depend on schools appropriately implementing the products and adhering to the
product protocol. If a school does not do so, the study may not show that our products produce
substantial student improvements.

> Some studies on which we rely may be challenged because the studies use a limited sample size, lack a
randomly selected control group, include assistance or participation from us or our scientists, or have
other design characteristics that are not optimal. These challenges may assert that these studies are not
sufficiently rigorous or free from bias, and may lead to criticism of the validity of the studies and the
conclusions that we draw from them.

> Schools studying the effectiveness of our products use the product with different types of students and
use different assessments, sometimes making it difficult to aggregate or compare results.

Our sales and marketing efforts, as well as our reputation, could be adversely impacted if the studies upon which we
rely to demonstrate the effectiveness of our products, or the conclusions we draw from those studies, are seen to be
insufficient.

If our products contain errors or if customer access to our Progress Tracker product is disrupted, we could
lose new sales and be subject to significant liability claims.

Because our software products are complex, they may contain undetected errors or defects, known as bugs. Bugs can
be detected at any point in a product’s life cycle, but are more common when a new product is introduced or when new
versions are released. In the past, we have encountered unexpected bugs in our products shortly after release. We




expect that, despite our testing, errors will be found in new products and product enhancements in the future.
Significant errors in our products could lead to:

> delays in or loss of market acceptance of our products;

> diversion of our resources;

> a lower rate of expansion purchases from current customers;
> injury to our reputation; and

> increased service expenses or payment of damages.

Our Progress Tracker data tool is a web-delivered product. Unanticipated problems affecting our network systems could
cause interruptions or delays in the delivery of that product. The servers that support Progress Tracker are currently
located in a third-party co-location facility in Sacramento, California. While we believe that the services provided by this
facility are robust, interruptions in customer access could be caused by the occurrence of a natural disaster, power loss,
vandalism or other telecommunications problems. We have experienced problems due to power loss in the past, and we
will continue to be exposed to the risk of access failure in the future.

If our products do not work properly, or if there are problems with customer access to Progress Tracker, we may be
required to issue credits, customers may elect not to renew their support or access contracts or not to purchase
additional licenses, we may lose sales to potential customers and we may be subject to liability claims. We cannot be
certain that the limitations of liability set forth in our agreements would be enforceable or would otherwise protect us
from liability for damages. A material liability claim against us, regardless of its merit or its outcome, could result in
substantial costs, significantly harm our business reputation and divert management’s attention from our operations.

We will be required to comply with the management report requirements of Sarbanes-Oxley Section 404 as
of December 31, 2007. If we are unable to comply with Section 404 when we are required to do so or are
unable to conclude that our internal control over financial reporting is effective for the 2007 fiscal year,
such non-compliance or ineffective controls could have a materially adverse effect on us.

Under Sarbanes-Oxley Section 404, as implemented by the SEC and PCAOB, we will be required to provide a
management report and auditors’ attestation and report on our internal control over financial reporting. We have not
previously been subject to this requirement. Under current rules, our deadline for compliance will be December 31, 2007
for the management report requirement and December 31, 2008 for the auditor attestation requirement.

While we evaluate our internal controls on an on-going basis, we or our auditors may nevertheless discover significant
deficiencies or material weaknesses in our internal controls. For instance, in connection with our restatements that we
filed in 2005, we concluded that we had a material weakness in our internal controls relating to revenue and deferred
revenue. To address this material weakness, we hired additional accounting staff and we implemented changes in our
processes, procedures and controls relating to revenue and deferred revenue. In connection with the audit of our
financial statements for the year ended December 31, 2005, management concluded and the Audit Committee
concurred that, as of December 31, 2005, we no longer had a material weakness in our internal control over financial
reporting. Nevertheless, we cannot assure you that, in the course of implementing our processes to achieve compliance
with Section 404, we or our auditors will not detect additional material weaknesses in our internal control over financial
reporting.
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Claims relating to data collection from our user base may subject us to liabilities and additional expenses.

Schools and clinicians that use our products frequently use students’ names to register them in our products and enter
into our database academic, diagnostic and/or demographic information about the students. In addition, the results of
student use of our products are uploaded to our database. We have designed our system to safeguard this personally-
identifiable information, but the protection of such information is an area of increasing public concern and significant
government regulation, including but not limited to the Children’s Online Privacy Protection Act. If our privacy protection
measures prove to be ineffective, we could be subject to liability claims for unauthorized access to or misuses of
personally-identifiable information stored in our database. We may also face additional expenses to analyze and comply
with increasing regulation in this area.

Sales of our products depend on the availability of government funding for public school reading
intervention purchases, which is variable and outside the control of both us and our direct customers. If
such funding becomes less available, our public school customers may be unable to purchase our products
and services on a scale or at prices that we anticipate, which would materially and adversely impact our
revenue and net income.

U.S. public schools are funded primarily through state and local tax revenues, which are devoted primarily to school
building costs, teacher salaries and general operating expenses. Public schools also receive funding from the federal
government through a variety of federal programs, many of which target children who are poor and/or are struggling
academically. Federal funds typically are restricted to specified uses.

We believe that the funding for a substantial portion of our K-12 sales comes from federal funding, in particular the
Individuals with Disabilities Education Act, or IDEA, and Title One funding, which supplements funding for schools with
low income students. The current federal budget deficit and competing federal priorities may impact the availability of
federal education funding. A cutback in federal education funding could have a materially adverse impact on our
revenue.

State and local school funding can be significantly impacted by fluctuations in tax revenues due to changing economic
conditions. We expect that future levels of state and local school spending will continue to be significantly affected by
the general economic conditions and outlook. A downturn in the economy that results in a significant reduction in state
tax revenues could have a materially adverse impact on our revenue.

The availability of funding for instructional products like ours can also be affected by unpredictable events, such as
increases in energy costs or damage due to severe weather. We believe that severe storms and spiking energy costs
adversely impacted our sales in 2005. Unpredictable events of similar magnitude could adversely impact our revenue
and net income in the future.

We compete for sales with companies that have longer histories and greater resources than we do. We may
not be able to compete effectively in the education market.

The market in which we operate is very competitive. While our products are highly differentiated by their neuroscience
basis and their focus on building learning capacity and developing cognitive skills, we nevertheless compete vigorously
for the funding available to schools. We compete not only against other software-based reading intervention products but
also against print and service-based offerings from other companies and against traditional methods of teaching
language and reading. Many of the companies providing these competitive offerings are much larger than we are, are
more established in the school market than we are, offer a broader range of products to schools, and have greater
financial, technical, marketing and distribution resources than we do. Encouraged by the No Child Left Behind Act, new
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competitors may enter our market segment and offer actual or claimed results similar to those achieved by our
products. In addition, although traditional approaches to language and reading are fundamentally different from our
approach, the traditional methods are more widely known and accepted and, therefore, represent significant competition
for available funds.

If we lose key personnel or are unable to hire additional qualified personnel as necessary, we may not be
able to achieve our business goals, which could materially and adversely affect our financial results and
share price.

We depend on the performance of Robert Bowen, our Chairman and Chief Executive Officer, and on other senior
management, sales, marketing, development, research, educational, finance and other administrative personnel with
extensive experience in our industry and with our Company. Mr. Bowen’s current employment agreement with us expires
in June 2008. The loss of key personnel could harm our ability to execute our business strategy, which could adversely
affect our financial results and share price. In addition, we believe that our future success will depend in large part on
our continued ability to identify, hire, retain and motivate highly skilled employees who are in great demand. We cannot
assure you that we will be able to do so.

Our current liquidity resources may not be sufficient to meet our needs.

We believe that cash flow from operations will be our primary source of funding for our operations during 2007 and the
next several years. In 2006, we generated $4.3 million in cash from operating activities, and we ended the year with
$16.4 million in cash and equivalents. In 2005, we used $2.1 million in cash in our operating activities, reflecting the
decline in our booked sales from 2004 and higher expenses to support our growth goals. In the six months ended
June 30, 2007, we used cash in our operating activities of $7.1 million, compared to $3.9 million in the first six months
of 2006. As of June 30, 2007, we had $9.4 million in cash and cash equivalents.

In addition, we have a line of credit with Comerica Bank totaling $5.0 million, which expires December 30, 2008. As of
July 24, 2007, no borrowings were outstanding and we were in compliance with the covenants of that line.

Funding our liquidity needs out of cash flow from operations will require us to achieve certain levels of booked sales
and expenses. If we are unable to achieve sufficient levels of cash flow from operations, or are unable to obtain waivers
or amendments from Comerica in the event we do not comply with our covenants, we would be required either to
obtain debt or equity financing from other sources, or to reduce expenses. Reducing our expenses could adversely
affect our operations by reducing the resources available for sales, marketing, research or development efforts. We
cannot assure you that we will be able to secure additional debt or equity financing on acceptable terms, if at all.

If we are unable to maintain our access to the intellectual property rights that we license from third
parties, our sales and net income will be materially and adversely affected.

Our most important products are based on patented inventions licensed from the University of California and Rutgers,
the State University of New Jersey. In 2006, we generated approximately 76% of our booked sales from products that
use this licensed technology. If we were to lose our rights under these licenses (whether through expiration of our
exclusive license period, expiration of the underlying patent’s exclusivity, invalidity or unenforceability of the underlying
patents, a breach by us of the terms of the license agreements or otherwise), such a loss of these licensed rights or a
requirement that we must re-negotiate these licenses could materially harm our booked sales, our revenue and our net
income.
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If we are unable to adequately protect our intellectual property rights or if we infringe on the rights of
others, we could become subject to significant liabilities, need to seek licenses or lose our rights to sell our
products.

Our ability to compete effectively depends in part on whether we are able to maintain the proprietary aspects of our
technology and to operate without infringing on the proprietary rights of others. It is possible that our issued patents will
not offer sufficient protection against competitors with similar technology, that our trademarks will be challenged or
infringed by competitors, or that our pending patent applications will not result in the issuance of patents. Issued patents
can prove to be invalid or unenforceable as a result of a variety of reasons, including deficiencies in prosecution. As a
result of potential deficiencies during the prosecution of certain patents to which we have rights, it is possible that these
patents may be subject to a claim of unenforceability or invalidity. If others are able to develop similar products due to
the expiration, unenforceability or invalidity of the underlying patents, the resulting competition could materially harm our
booked sales, revenue and net income.

We also typically do not register our copyrights in the United States, which may make it difficult to collect damages
from a third party that may be infringing our copyright. The degree of future protection for our proprietary rights is also
uncertain for products or product improvements in early-stage development, because it is difficult to predict from early-
stage development efforts which product(s) will ultimately be marketed or what form the ultimately marketed product(s)
will take.

In addition, we could become party to patent or trademark infringement claims, litigation or interference proceedings.
These proceedings could result from claims that we are violating the rights of others or may be necessary to enforce
our own rights. Any such proceedings would result in substantial expense and significant diversion of management
effort, and the outcome of any such proceedings cannot be accurately predicted. An adverse determination in such
proceedings could subject us to significant liabilities or require us to seek licenses from third parties, which may not be
available on commercially reasonable terms or at all. In addition, competitors may design around our technology or
develop competing technologies. Intellectual property rights may also be unavailable or limited in some foreign countries,
which could make it easier for competitors to capture or increase their market share with respect to related
technologies.

We generally require the execution of a written licensing agreement, which restricts the use and copying of our software
products. However, if unauthorized copying or misuse were to occur to a substantial degree, our sales could be
adversely affected.

The export of some of our products was not made in compliance with applicable export control
regulations, and as a result we may be subject to fines and penallties.

In September 2006, we began shipping a new version of our Fast ForlWord products that uses limited encryption
features. Such software is subject to U.S. export control regulations and requires a one-time review from the Bureau of
Industry and Security, or BIS, of the U.S. Department of Commerce to obtain authorization to ship the product outside
of the United States and Canada. Although we made the required filing on May 8, 2007 and received approval on

May 31, 2007, our exports of this product between September 2006 and May 4, 2007 were not made in compliance
with the regulations. We have voluntarily reported this violation to BIS. BIS can assess monetary fines and penalties for
each export made in violation of the regulations. Although we do not expect that any fines or penalties imposed on us
will be material, we cannot assure you that the actual amount of such fines and penalties, if any, will not have a
material adverse effect on our financial condition.
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Risks Related to this Offering and Our Common Stock

The sale of shares of our common stock in this offering by the selling stockholder may cause the market
price of our stock to decline.

Although our common stock is quoted on the Nasdaq Global Market, it does not have a high average trading volume.
For example, during the six months ended June 30, 2007, our average daily trading volume was approximately 9,700
shares. In large part because of this low trading volume, the price of our common stock has been highly volatile since
our July 1999 initial public offering. The last reported sales price of our common stock on the Nasdaq Global Market on
August 9, 2007 was $6.82 per share. The 7,661,638 shares that the principal selling stockholder is selling in this
offering represent 44.6% of our 17,178,660 outstanding shares of common stock as of June 30, 2007. After the
completion of this offering, the market price of our common stock may decline significantly in response to the addition
of such a large number of freely tradable shares into a thinly traded public market for our common stock.
Our stock price is volatile and you may lose all or a part of your investment.
The market price of our common stock may be subject to significant fluctuations after this offering. It is possible that in
some future periods our results of operations may be below the expectations of securities analysts who may choose to
follow our common stock, if any, and investors. If this occurs, our stock price may decline. Factors that could affect our
stock price include the following:

> actual or anticipated fluctuations in our operating results;

> changes in securities analysts’ recommendations or estimates, if any, of our financial performance;

> publication of research reports by analysts, if any;

> changes in market valuations of similar companies;

> announcements by us, our competitors or other retailers;

> additions or departures of key personnel;

> the trading volume of our common stock in the public market;

> general economic conditions;

> financial market conditions;

> changes in accounting principles or policies;

> acts of terrorism; and

> war or threats of war.
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As a result of the sale of our shares of common stock in this offering by the principal selling stockholder,
we expect that our ability to utilize our net operating loss carryforwards will be limited.

We expect that this offering will result in a change-of-control of the Company for income tax purposes, which will result
in an annual limitation on our use of our net operating loss carryforwards. Future transactions may also result in further
limitations in our use of net operating loss carryforwards.

If our net operating loss carryforwards are limited, and we have taxable income which exceeds the available net

operating loss carryforwards for that period, we would incur an income tax liability even though net operating loss
carryforwards may be available in future years prior to their expiration. As a result, our future cash flow, financial
position and financial results may be negatively impacted.

Delaware law and our corporate charter and bylaws contain anti-takeover provisions that could delay or
discourage takeover attempts that stockholders may consider favorable.

Provisions in our amended and restated certificate of incorporation may have the effect of delaying or preventing a
change of control or changes in our management. These provisions include the following:

> the right of the board of directors to elect a director to fill a vacancy created by the expansion of the
board of directors;

> the prohibition of cumulative voting in the election of directors, which would otherwise allow less than a
majority of stockholders to elect director candidates;

> the requirement for advance notice for nominations for election to the board of directors or for proposing
matters that can be acted upon at a stockholders’ meeting;

> the ability of the board of directors to issue, without stockholder approval, up to 1,000,000 shares of
preferred stock with terms set by the board of directors, which rights could be senior to those of common
stock;

> no action can be taken by stockholders except at an annual or special meeting of the stockholders called
in accordance with our bylaws, and stockholders may not act by written consent;

> stockholders may not call special meetings of the stockholders; and
> our board of directors will be able to alter our bylaws without obtaining stockholder approval.

In addition, because we are incorporated in Delaware, we are governed by the provisions of Section 203 of the
Delaware General Corporation Law. These provisions may prohibit large stockholders, in particular those owning 15% or
more of our outstanding voting stock, from merging or combining with us. These provisions in our amended and
restated certificate of incorporation, bylaws and under Delaware law could discourage potential takeover attempts and
could reduce the price that investors might be willing to pay for shares of our common stock in the future and result in
the market price being lower than they would without these provisions.
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Special note regarding forward-looking statements

This prospectus includes forward-looking statements, including statements regarding our future results of operations and
financial position, business strategy and plans and our objectives for future operations. The words “believe,” “may,” “will,”
“estimate,” “continue,” “anticipate,” “intend,” “expect” and similar expressions are intended to identify forward-looking
statements. We have based these forward-looking statements largely on our current expectations and projections about
future events and financial trends that we believe may affect our financial condition, results of operations, business
strategy, short term and long term business operations and objectives, and financial needs. These forward-looking
statements are subject to a number of risks, uncertainties and assumptions, including those described in “Risk Factors.”
In light of these risks, uncertainties and assumptions, the forward-looking events and circumstances discussed in this
prospectus may not occur and actual results could differ materially and adversely from those anticipated or implied in
the forward-looking statements.

” o«

Use of proceeds

We will not receive any of the proceeds from the sale of the shares of common stock offered by this prospectus. Any
proceeds from the sale of the shares offered by this prospectus will be received by the selling stockholders.

Price range of common stock

Our common stock was traded on the Nasdag National Market from July 1999, the effective date of our initial public
offering, through July 2002, when our common stock was delisted from the Nasdaq National Market. From July 2002
until December 2003, our common stock was traded on the OTC Bulletin Board. From December 2003 until July 2004,
our common stock was traded on the Nasdaq Small Cap Market. Since July 2004, our common stock has traded on the
Nasdaq National Market, now the Nasdaq Global Market, under the symbol “SCIL". The following table sets forth, for
the periods indicated, the high and low sale prices of our common stock as reported by the Nasdag. As of June 30,
2007, we had 110 record holders of our common stock. This figure does not reflect persons or entities that hold their
stock in nominee or “street” name through various brokerage firms.
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Price range of
common stock

High Low
Fiscal Year Ending December 31, 2007
FIrst QUamer . . . e e e §7.72 $5.28
Second QUAMET . . . . oottt $7.71 $6.23
Third Quarter (through August 9, 2007) . . . . . ot $7.95 $6.57
Fiscal Year Ended December 31, 2006
First QUarter . . ... .o $5.96 $4.28
Second QUAMET . . . . o ot $5.20 $3.91
Third QUAMET . . . . o $5.25 $3.82
Fourth QUarter . .. ... .. $6.09 $4.44
Fiscal Year Ended December 31, 2005
First QUarter . . ... .o $6.49 $5.25
Second QUAMET . . . . oot $6.85 $4.87
Third QUarer . . . ..o $6.99 $4.51
Fourth QUarter . .. ... ... $5.91 $4.13

On August 9, 2007, the closing price per share of our common stock was $6.82, as reported on the Nasdaq Global

Market.

Dividend policy

We have never declared or paid cash dividends on our common stock, and we do not anticipate paying any cash

dividends in the foreseeable future. Our current Loan and Security Agreement with Comerica Bank provides that we

may not pay any dividends other than stock dividends during the term of the Agreement.
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Capitalization

The following table sets forth our cash and cash equivalents and our capitalization as of June 30, 2007. You should
read the information below in conjunction with our condensed unaudited financial statements and their notes and
“Management’s Discussion and Analysis of Financial Condition and Results of Operations” included elsewhere in this
prospectus.

(in thousands, except per share amounts) As of June 30, 2007
(unaudited)

Cash and cash equivalents . . .......... . . $ 9,409

Total debt . .. .. . —

Stockholders’ equity:
Preferred stock, $0.001 par value; 1,000,000 shares authorized, no shares issued or

outstanding . . . . .. —
Common Stock, $0.001 par value; 40,000,000 authorized, 17,178,660 shares issued and

outstanding, and additional paid-in capital . . . .. ....... .. ... 80,540
Accumulated deficit . . ... ... (77,861)

Total stockholders’ equity . ... ... $ 2,679
Total capitalization . . ... ... ... ... .. . . .. $ 2,679
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Selected financial data

The following selected financial data should be read in conjunction with our audited financial statements and the related
notes thereto, our unaudited condensed financial statements and related notes and “Management’s Discussion and
Analysis of Financial Condition and Results of Operations” included elsewhere in this prospectus. The information as of
December 31, 2004, December 31, 2003 and December 31, 2002 and for the years ended December 31, 2003 and
December 31, 2002 has been derived from our audited financial statements, which are not included herein. The
information as of December 31, 2006 and December 31, 2005 and for the years ended December 31, 2006,

December 31, 2005 and December 31, 2004 has been derived from our audited financial statements included elsewhere
in this prospectus. The information as of June 30, 2007 and for the six months ended June 30, 2007 and June 30,
2006 has been derived from our unaudited condensed financial statements included elsewhere in this prospectus. In the
opinion of management, the unaudited selected financial data presented below under the headings “Statement of
Operations Data” and “Balance Sheet Data” reflect all adjustments, which include only normal and recurring
adjustments, necessary to present fairly our results of operations for and as of the periods presented. Historical results
are not necessarily indicative of the results to be obtained in the future.

(in thousands except per share amounts)

Six months
ended
Year ended December 31, June 30,
2006 2005 2004 2003 2002 2007 2006
(unaudited)
Statement of Operations Data:
Revenues:
Products . . . . o $29,966 $30,263 $22,802 $ 24,491 $17,879 $16,479 $15,876
Service and SUPPOIt . . . . . .. 11,032 10,056 8,174 5,425 3,958 6,911 4,908
Total FBVENUES . . . o o v o o e 40,998 40,319 30,976 29,916 21,837 23,390 20,784
Cost of revenues:
Costof products . . . . . . .o 1638 2,018 1,775 2,127 2,109 800 849
Cost of service and sUppPOrt . . . . . . . 7,897 5,637 4,981 3,872 1,502 4341 3,827
Total cost of revenues . . . . . . . .. 9,535 7,655 6,756 5,999 3,611 5141 4,676
Gross profit . . . . . 31,463 32,664 24,220 23917 18226 18249 16,108
Operating expenses:
Salesand marketing . . . . . .. 21,073 17,619 16,087 12,961 14,554 12,602 10,822
Research and development . . . . . ... .. .. ... 4,129 3,896 3,555 3,500 2985 2369 2,113
General and administrative . . . . . . .. ... ... 6,643 5841 5313 4,529 4,776 3,831 3,198
Restructuring . . . . . . . . . — — — (7) 3,365
Total operating EXpPeNSES . . . . . . . 31,845 27,356 24,955 20,983 25,680 18,802 16,133
Operating income (I0SS) . . . . . . o o (382) 5,308 (735) 2,934  (7,454)  (553) (25)
Other income from related party . . . ... ... ... .. .. ... 150 50 99 448 — 117 75
Interest income (expense), net . . . . . .. 643 421 (100) (1,209) (1,241) 471 177
Income (loss) before income tax . . . . . ... 411 5779 (736) 2,173  (8,695) 35 227
Income tax provision (benefit) . . . ... ... 203 182 (43) 43 - 4 13
Netincome (I0SS) . . . . v o v v i $ 208 $5597 § (693)$ 2,130 $ (8,695)$ 31 § 214
Basic net income (loss) pershare . . . ... ... .. ... $ 001 $ 033% (0.04$ 013 $ (056)$ — $ 0.01
Shares used in computing basic net income (loss) per share . . ... ............. 16,846 16,715 16,408 16,007 15,641 17,068 16,804
Diluted net income (loss) per share . . . . ... ... . ... ... $ 001 $ 031 % (004$ 013 % (05608 — $ 0.01
Shares used in computing diluted net income (loss) per share . . . . ... ..... ... ... 17,740 18,023 16,408 16,908 15,642 18,220 17,871

As of December 31, As of
2006 2005 2004 2003 2002  June 30, 2007

Balance Sheet Data:

Cash and cash equivalents . . . . . . . ... ... . .. $16,364 $ 9,022 $10,281 $ 3,648 $ 4,613 $ 9,409
Short-term investments . . . . ... — 3,043 — — — —
Working capital . . . . . .. 3,951 2,842 (3,986) (11,331) (10,879) 7,572
Total @SSEtS . . . . L 26,283 18,734 22958 15597 18,531 29,378
Long-term debt, including current portion . . . . . . ... — — — — 5,000 —
Stockholders’ equity (deficit)(1) . . . . . . .. . . 1,017 (1,835) (8,111) (8,544) (11,363) 2,679

) We have paid no cash dividends since our inception.
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Management’s discussion and analysis of financial
condition and results of operations

The following discussion and analysis should be read in conjunction with our audited financial statements and the
related notes that appear elsewhere in this prospectus. This discussion contains forward-looking statements reflecting
our current expectations that involve risks and uncertainties. Actual results may differ materially from those discussed in
these forward-looking statements due to a number of factors, including those set forth in the section entitled “Risk
Factors” and elsewhere in this prospectus.

Overview

We develop and distribute the Fast ForWord family of software. Our patented products build learning capacity by
rigorously and systematically applying neuroscience-based learning principles to improve the fundamental cognitive skills
required to read and learn. Our products are based on more than 30 years of neuroscience and cognitive research, and
results from our products are fast, effective and enduring. These results have been demonstrated through brain imaging
studies, changes in achievement on standardized reading tests and more than 135 efficacy studies. Our products are
marketed primarily to K-12 schools in the United States, to whom we sell through a direct sales force. To facilitate the
use of our products, we offer a variety of on-site and remote professional and technical services, as well as phone,
email and web-based support. Since our inception, learners have used our Fast ForWord products over one million
times and almost 4,900 K-12 schools have purchased at least $10,000 of our Fast ForWord product licenses and
services. As of June 30, 2007 we had 208 full-time-equivalent employees, compared to 195 at December 31, 2006.

Business Highlights

We market our Fast ForWord products primarily as a reading intervention solution for struggling, at-risk, English
language learning and special education students. Approximately 70% of the 55 million public and private school K-12
students in the United States test as not proficient in reading. While our installed base is growing, the 4,900 schools
that have purchased at least $10,000 of our product licenses and services represent a small fraction of the
approximately 125,000 K-12 schools in the United States. In June 2007, we introduced the Reading Progress Indicator
assessment as a new component in our Progress Tracker data system offering. Reading Progress Indicator is designed
to provide customers with a rapid and convenient way to measure students’ reading skills before and after Fast ForlWord
product use. The Reading Progress Indicator assessment was developed with and licensed from an independent third
party, Bookette Software Company. Revenues from the Reading Progress Indicator were not material for the three
months ended June 30, 2007.

We expect to introduce shorter 30 minute protocols for all of our products later in 2007. Our customers typically use
50-100 minute daily protocols. This new option will provide schools with increased flexibility in implementing the Fast
ForWord products.

Our products are included in the growing supplemental education materials segment of the overall education materials

market. The most recent annual survey summarized in Education Market Research’s Complete K-12 Report estimates

that the total market for K-12 supplemental instructional materials in the United States is $2.2 billion, up from

$1.4 billion in the 1998/99 school year. Between 1998/99 and 2005/06, this market had an average annual growth rate
of 6.8%. In addition, educational software sales are expected to grow over the long-term in the range of 7% to 9% per
year. Education Market Research’s Complete K-12 Newsletter estimated the market for all educational software at
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approximately $800 million for the 2004/05 school year. The educational materials market is expected to continue to
grow, driven by increasing enrollment of pre-K-12 students, performance and educator accountability requirements of
federal legislation, and a projected increase in current expenditures per student.

Federal education funds are a critical resource in helping school districts address the needs of the most challenged
learners. We believe that a significant proportion of our sales are funded by federal sources, particularly Title One and
IDEA (special education) grants. In fiscal 2006, the federal government appropriated $10.6 billion to state grants for
special education and $12.7 million to Title One grants to local education agencies.

Company Highlights
Six Months Ended June 30, 2007

For the six months ended June 30, 2007 our total booked sales increased by 15% over the same period in 2006.
(Booked sales is a non-GAAP financial measure. For more explanation on booked sales, see Booked Sales and Selling
Activity, below).

Our target annual growth rate for revenue and booked sales remains 20%-25%.

For the six months ended June 30, 2007, we closed 33 transactions in excess of $100,000, compared to 53 in the six
months ended June 30, 2006. Our growth in booked sales in the six months ended June 30, 2007 was primarily due to
the effect of one transaction for approximately $7.4 million. One of our major goals is to increase the number of large
booked sales, which we believe to be an important indicator of education industry acceptance and critical to achieving
our booked sales targets. These large transactions frequently require school board approvals and their timing is often
difficult to predict.

For the six months ended June 30, 2007, our total revenue increased by 13% compared to the same period in 2006.
Product revenue was up by 4% in the six months period ended June 30 2007, compared to the same period in 2006.
Product revenues increased more slowly than total revenues mainly due to an increase in multiple year service and
support packages in our second quarter sales mix which include a lower proportion of product. Service and support
revenue increased by 41% in the six months period ended June 30 2007, due to more services delivered and a higher
number of schools using our support.

For the six months ended June 30, 2007, gross profit increased by 13% over the comparable period in the prior year,
mainly due to improvement in service margins. Operating expenses were higher in the six month period ended June 30,
2007 than they were in the comparable period in 2006, mostly due to headcount growth primarily in sales.

At June 30, 2007 and 2006 we had no outstanding debt.

Years Ended December 31, 2006, 2005 and 2004

In 2006, total booked sales increased by 37% compared to 2005 as K-12 booked sales were up 41%. This compares
to a decrease of 15% in 2005 compared to 2004. We attribute our K-12 booked sales increase primarily to:

> Our improved sales capacity resulting from additional sales representatives hired in 2005 who became
productive in 2006.
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> An increased focus within our sales organization on quickly closing transactions over $100,000.

> An improved purchasing environment in key states, especially Texas, Florida, Louisiana and Mississippi. In
2005, the Gulf Coast regions of these states were impacted by severe weather that disrupted school
operations. In addition, Texas in particular experienced serious state funding uncertainty. These factors,
together with instability in energy prices generally, were diminished in 2006.

> The contribution from new products released in late 2005 and 2006.

We also saw growth in our international sales, which increased over 100% in 2006 compared to 2005. In 2006,
international sales comprised approximately 1.5% of total booked sales. We conduct our international business through
value-added resellers or VARs. As of December 31, 2006, we had 21 VARs selling in 29 countries.

In 2006, we closed 102 transactions in excess of $100,000 compared to 59 in 2005 and 66 in 2004. Larger booked
sales tend to have a longer sales cycle and involve a more complex decision process. Increases in the proportion of
our business from these large booked sales may cause increased fluctuations and unpredictability in the timing of our
booked sales and revenue. As previously discussed, the characteristics of our public school market cause us to have a
somewhat long and unpredictable sales cycle.

In 2006, our booked sales were $43.2 million and our revenue was $41.0 million. Revenue in 2006 grew 2% compared
to 2005 in contrast to our 37% increase in total booked sales. Our 2005 revenue of $40.3 million was substantially
higher than booked sales of $31.5 million. Historically, booked sales have been greater than revenue. The divergence of
booked sales and revenue in fiscal 2005 was primarily attributable to our December 2004 strategic pricing change. As a
result of this strategic pricing change, we began to recognize revenue for most sales of perpetual licenses up front,
rather than ratably over the related support period. Therefore, in 2005, we recognized substantial revenue both from
sales booked in 2004 and 2003 and from sales booked in 2005. In 2004 booked sales were $37.3 million and revenue
was $31.0 million.

We reported net income of $0.2 million in 2006, compared to net income of $5.6 million in 2005. This decrease in net
income results from higher costs, primarily due to the implementation of Statement of Financial Accounting Standard

No. 123(R), “Share-Based Payment” or SFAS 123(R), and increases in incentive compensation and commissions due to
the higher booked sales.

We ended 2006 with $16.4 million in cash and cash equivalents and had no outstanding debt. We did not make use of
our credit line during 2006. Net cash generated from operating activities was $4.3 million for the year ended
December 31, 2006.
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Results of Operations

Six Months Ended June 30, 2007

Revenues
(dollars in thousands) Six months ended
June 30,
2007 Change 2006
Products . . ... ... $16,479 4%  $15,876
Service and support . . ... 6,911 41%  $ 4,908
Total revenuUes . ... ... $23,390 13%  $20,784

Product revenues, which comprise the majority of our revenue, increased modestly during the six months ended

June 30, 2007, compared to the same period in 2006. Product revenues increased more slowly than total revenues
mainly due to an increase in multiple year service and support packages in our second quarter sales mix which include
a lower proportion of product revenue. Product revenue for the six months ended June 30, 2007 includes approximately
$3.2 million recognized as a result of the $7.4 million transaction noted above.

Our service and support revenue increased significantly during the six months ended June 30, 2007 compared to the
same period in 2006 due to more services delivered and a higher number of schools on support.

Booked sales and selling activity: Booked sales is a non-GAAP financial measure that management uses to evaluate
current selling activity. We believe that booked sales is a useful metric for investors as well as management because it
is the most direct measure of current demand for our products and services. Booked sales equals the total value (net
of allowances) of software, services and support invoiced in the period. We record booked sales and deferred revenue
when all of the requirements for revenue recognition have been met, other than the requirement that the revenue for
software licenses and services has been earned. We use booked sales information for resource allocation, planning,
compensation and other management purposes. We believe that revenue is the most comparable GAAP measure to
booked sales. However, booked sales should not be considered in isolation from revenues, and is not intended to
represent a substitute measure of revenues or any other performance measure calculated under GAAP.

The following reconciliation table sets forth our booked sales, revenues and change in deferred revenue for the six
months ended June 30, 2007 and 2006:

(dollars in thousands) Six months ended
June 30,
2007 Change 2006
Booked sales . . ........ . .. $25,321 15%  $22,023
LSS TEVENUE . . . o v e e 23,390 13% 20,784
Net increase in deferred revenue . . ..................... 1,931 1,239
Total deferred revenue end of period . . .. ................. $21,090 16%  $18,242
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Booked sales in the K-12 sector increased by 15% to $23.4 million for the six months ended June 30, 2007, compared
to the same period in 2006. The characteristics of our public school market cause us to have a potentially long and
unpredictable sales cycle.

Booked sales to the K-12 sector for the six months ended June 30, 2007 were 92% of total booked sales, compared to
92% in the same period in 2006. Booked sales to non-school customers, primarily private practice clinicians, increased
by 9% for the six months ended June 30, 2007, compared to the same period in the previous year. We expect modest
growth in booked sales to customers other than U.S. schools during the remainder of 2007, as sales to international
customers are expected to grow.

We believe large booked sales are an important indicator of mainstream education industry acceptance and an
important factor in increasing sales force productivity. During the six months ended June 30, 2007, we closed 33 sales
that had a contract value in excess of $100,000 compared to 53 during the same period in 2006. For the six months
ended June 30, 2007, approximately 67% of our K-12 booked sales were realized from transactions valued at over
$100,000. For the comparable period in 2006, these large booked sales accounted for approximately 75% of booked
sales. Large booked sales include volume and negotiated discounts but the percentage discount applicable to any given
transaction will vary and the relative percentage of large booked sales and smaller booked sales in a given quarter may
fluctuate. Because we discount product license fees but do not discount service and support fees, product booked sales
and revenue are disproportionately affected by discounting. We cannot predict the size and number of large transactions
in the future.

Although federal, state and local budget pressures make for an uncertain funding environment for our customers, we
remain optimistic about our growth prospects in the K-12 market. However, achieving our booked sales growth
objectives will depend on increasing customer acceptance of our products, which requires us to continue to focus on
improving our products’ ease of use, their fit with school requirements, and our connection with classroom teachers and
administrators. Our K-12 growth prospects are also influenced by factors outside our control, including the overall level,
certainty and allocation of state, local and federal funding. In addition, the revenue recognized from our booked sales
can be unpredictable. Our various license and service packages have substantially differing revenue recognition periods,
and it is often difficult to predict which license package a customer will purchase, even when the amount and timing of
a sale can be reasonably projected. See “Management’s Discussion and Analysis — Application of Critical Accounting
Policies” for a discussion of our revenue recognition policy. In addition, the timing of a single large order or its
implementation can significantly impact the level of booked sales and revenue at any given time. See “Risk Factors” for
a further discussion of some of the factors that affect our sales and revenue.

Gross Profit and Cost of Revenues

(dollars in thousands) Six months ended
June 30,

2007 2006
Gross profit on products . .. ............. ... $15,679 $15,027
Gross profit margin on products . .. ......... ... 95% 95%
Gross profit on service and support. . . . ... ... 2,570 1,081
Gross profit margin on services and support . ... ... ... 37% 22%
Total gross profit . . ... ... $18,249 $16,108
Total gross profit margin . .. ... ... 78% 78%
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The overall gross profit margin was unchanged for the six months ended June 30, 2007, compared to the same period
in 2006. In the six months ended June 30, 2007, service and support revenues increased by 41% and costs by 13%,
resulting in a 13% improvement in gross profit.

Operating Expenses

(dollars in thousands) Six months ended
June 30,
2007 Change 2006
Sales and marketing . . ...... ... ... $12,602 16%  $10,822
Research and development . .. ........................ 2,369 12% 2,113
General and administrative . . ............ ... ... .. ..... 3,831 20% 3,198
Total operating expenses .. ........... i $18,802 17%  $16,133

Sales and Marketing Expenses: For the six months ended June 30, 2007, our sales and marketing expenses
increased by 16% compared to the same period in 2006. This increase was mainly due to higher employee costs, as
headcount has increased by 8% year over year, and to increased spending on marketing initiatives. At June 30, 2007,
we had 47 quota-bearing field sales personnel compared to 41 at June 30, 2006.

Research and Development Expenses:  For the six month period ended June 30, 2007, our research and development
expenses increased by 12%, compared to the same periods in 2006. The increase was primarily due to higher
outsourced development costs. Research and development expenses principally consist of compensation paid to
employees and consultants engaged in research and product development activities and product testing, together with
software and equipment costs.

General and Administrative Expenses: For the six months ended June 30, 2007, our general and administrative
expenses increased by 20% compared to the same periods in 2006. The primary reason for the increase was that in
the six months ended June 30, 2007 we incurred approximately $0.3 million in legal, accounting and printing costs
related to this stock offering. Additionally, recruiting costs increased by $0.1 million in the six months ended June 30,
2007 compared to the same period in the previous year.

Other Income from Related Party

In September 2003, we signed an agreement with Posit Science Corporation (“PSC”), transferring technology to PSC for
use in the health field. During the six months ended June 30, 2007, we recorded $116,000 in royalty income from PSC.
For the comparable period in 2006, we recorded $75,000 in royalty income. Amounts received to date and any future
receipts are being reported as other income as we do not consider these royalties to be part of our recurring
operations.
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Interest and Other Income

(dollars in thousands) Six months ended
June 30,
2007 Change 2006
Interest and other income, net . . ............ .. ... . L. $471 166%  $177

For the six months ended June 30, 2007, interest and other income consisted primarily of interest earned on our
invested cash of $0.3 million and a reclassification of $0.2 million of service and support revenue relating to two
customers for whom we are no longer performing services. In the six months ended June 30, 2006, interest and other
income comprised mainly interest earned on our invested cash of $0.2 million.

Provision for Income Taxes

In the six months ended June 30, 2007, we recorded an income tax provision of $4,000, based on our expectation that
we will be profitable for the fiscal year. For the six months ended June 30, 2006 we recorded an income tax provision
of $13,000. The tax provision for the six months ended June 30, 2007 principally consists of federal and state taxes
currently payable offset by the utilization of net operating losses resulting in an effective tax rate of approximately 4.5%.
Statement of Financial Accounting Standards No. 109, “Accounting for Income Taxes” (“SFAS 109”) provides for the
recognition of deferred tax assets if realization of such assets is more likely than not. Based upon the weight of
available evidence, which includes our historical operating performance and previously reported net losses, we continue
to maintain a full valuation allowance against our remaining net deferred tax assets.

Years Ended December 31, 2006, 2005 and 2004

Revenues
(dollars in thousands) Year ended December 31,

2006 Change 2005 Change 2004
Products ........................ $29,966 (1)%  $30,263 33%  $22,802
Service and support . . ... ... L 11,032 10% 10,056 23% 8,174
Total revenues . . . .................. $40,998 2%  $40,319 30%  $30,976

2006 Revenue Compared to 2005: Product revenue declined in 2006 compared to 2005 because we recognized
approximately $6.5 million less revenue from sales made in prior periods. This decrease was almost offset by increased
revenue recognized on sales booked in 2006. On average 52% of booked sales in 2006 were recognized into revenue
in the quarter in which the sale occurred.

Service and support revenue increased in 2006 by 10%, primarily due to stronger sales of on-site services, partially
offset by a lower level of revenue recognized from sales made in prior years. Service and support revenue also
reflected the increase in the number of schools purchasing ongoing Progress Tracker access and support contracts. We
had 21% more customers on support as of December 31, 2006 than as of December 31, 2005.
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2005 Revenue Compared to 2004: The increase in product revenue primarily reflected our December 2004 pricing
change that eliminated the initial license fee for our Progress Tracker online product. This change in our pricing
structure resulted in a far higher proportion of booked sales from a given period in 2005 being recognized into revenue
in the period in which the sale was booked than in 2004. For the year ended December 31, 2005, approximately

$15.2 million, or 48%, of total booked sales were recognized as revenue in the quarter in which the sale occurred. For
the comparable periods in 2004, a negligible amount of booked sales was recognized into revenue in the quarter of
sale. Our December 2004 strategic pricing change had little impact in 2004, because the software for many December
perpetual licenses was not delivered until January 2005. The impact on January 2005 revenue from products shipped in
December 2004 was approximately $2.0 million.

Service and support revenues increased, primarily due to increased sales of on-site services. Service and support
revenue also increased as a result of the increase in the number of schools purchasing ongoing Progress Tracker
access and support.

Booked Sales and Selling Activity:  The following reconciliation table sets forth our booked sales, revenues and change
in deferred revenue for the twelve months ended December 31, 2006, 2005 and 2004:

(dollars in thousands) Year ended December 31,

2006 Change 2005 Change 2004
Booked sales ..................... $43,154 37%  $31,538 (15)% $37,260
Lessrevenue . .................... 40,998 2% 40,319 30% 30,976
Net increase/(decrease) in deferred revenue . $ 2,156 $(8,781) $ 6,284
Total deferred revenue end of period . ... .. $19,159 13%  $17,003 (34)% $25,784

Booked sales in the K-12 sector, which accounted for 93% of booked sales in 2006, increased 41% to $40.1 million
compared to $28.5 million in 2005. Booked sales in the K-12 sector were $34.3 million in 2004.

We believe that the principal reasons for our increase in 2006 booked sales are:

> Our improved sales capacity resulting from additional sales representatives hired in 2005 who became
productive in 2006.

> An increased focus within our sales organization on quickly closing transactions over $100,000.

> An improved purchasing environment in key states, especially Texas, Florida, Louisiana and Mississippi.
2005, the Gulf Coast regions of these states were impacted by severe weather that disrupted school
operations. In addition, Texas in particular experienced serious state funding uncertainty. These factors,
together with instability in energy prices generally, were diminished in 2006.

n

> The contribution from new products released in late 2005 and 2006.

We believe large booked sales are an important indicator of mainstream education industry acceptance and an
important factor in reaching our goal of increasing sales force productivity. In 2006 we continued to focus our sales
force on multi-site sales. The number of booked sales over $100,000 increased to 102 in 2006 from 59 in 2005 and 66
in 2004. For the year ended December 31, 2006, 67% of our K-12 booked sales were realized from sales over
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$100,000. For the comparable periods ending December 31, 2005 and 2004, large booked sales accounted for 59%
and 67% of booked sales respectively.

Fiscal 2006, 2005 and 2004 included booked sales from a single large contract with the School District of Philadelphia.
The total contract value was $10.4 million, with $6.0 million booked in 2004 and an additional $1.4 million booked in
each of fiscal 2005 and 2006. The remaining $1.6 million is scheduled to be recorded as booked sales in the coming
two years.

Booked sales outside the K-12 market (primarily private practice clinicians and international customers) were flat in 2006
relative to 2005, compared to a 2% increase in 2005 over 2004. Our primary focus remains the U.S. K-12 market.

Gross Profit and Cost of Revenues

(dollars in thousands) Year ended December 31,
2006 2005 2004
Gross profiton products . . . ... ... $28,328  $28,245 $21,027
Gross product margin on products . . . .. ... ... 95% 93% 92%
Gross profit on service and support ... ... ... 3,135 4,419 3,193
Gross profit margin on services and support . ... ........ .. 28% 44% 39%
Total gross profit . . ... ..o $31,463 $32,664 $24,220
Total gross profit margin .. ........ ... ... . . L 7% 81% 78%

The overall gross profit margin declined in 2006 compared to 2005, as a small improvement in product margin was
more than offset by a substantial decrease in services and support margin. Product margins improved primarily because
capitalized software amortization, which was charged to product cost of revenue, ceased in June 2006. We also
reduced costs by limiting the quantity of electronic media that we send to customers. Service and support margins have
declined primarily due to our investment in a new support center in Tucson, Arizona, which replaced an outside vendor.
We also hired additional service staff in anticipation of increased service sales.

The overall gross profit margin improved in 2005 compared to 2004, primarily because of a 5% increase in services
and support margin. Service and support margins improved from 2004 to 2005 as we increased the sales of services to
our customers, significantly increased Progress Tracker revenues and maintained our support base. Due to the semi
fixed cost nature of services and support, revenue growth resulted in margin improvement.

Revenue mix in all recent years was similar, as we had 73% of revenues from products in 2006, versus 75% in 2005
and 74% in 2004. The remainder of revenues in each year was from services and support.
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Operating Expenses

(dollars in thousands) Year ended December 31,

2006 Change 2005 Change 2004
Sales and marketing . . .. ........... .. $21,073 20%  $17,619 10%  $16,087
Research and development . ........... 4129 6% 3,896 10% 3,555
General and administrative . . .. ......... 6,643 14% 5,841 10% 5,313
Total operating expenses . .. ........... $31,845 16%  $27,356 10%  $24,955

Operating Expenses: Operating expenses increased $4.5 million in 2006 compared to 2005. Of this increase:

> $1.7 million relates to the net increase in stock-based compensation expenses resulting from the adoption
of FAS 123R in 2006. $1.9 million of stock-based compensation expenses are included within operating
expenses, whereas in 2005 we expensed $0.2 million in stock-based compensation.

> $1.3 million relates to increased commission expense due to higher sales activity.

> $1.4 million relates to increases in incentive compensation resulting from improved sales and cash flow
performance in 2006 compared to 2005.

> Approximately $1.0 million relates to higher salaries and benefits charged to operating expenses due to
increased headcount in the relevant departments.

The above increases were partially offset by some cost reductions, primarily in accounting and audit costs.

Sales and Marketing: In 2006, our sales and marketing expenses increased over 2005, primarily due to increased
sales and marketing staff, more marketing activities and higher commissions reflecting higher booked sales.
Commissions in 2006 were $1.3 million higher than in 2005. In 2005, our sales and marketing expenses grew less
rapidly, because increases in sales and marketing staff and marketing activities were partially offset by lower
commissions and incentive compensation which were 49%, or $2.1 million, lower than in 2004 as a result of lower
booked sales. Sales and marketing expenses consist principally of salaries and incentive compensation paid to
employees engaged in sales and marketing activities, travel costs, tradeshows, conferences, and marketing and
promotional materials. As of December 31, 2006, we had 44 field-based quota-bearing sales personnel selling to public
schools, compared to 36 and 32 as of December 31, 2005 and 2004 respectively.

Research and Development: Research and development expenses increased by 6% in 2006 due primarily to stock
compensation expenses and legal fees related to patent filings, following a 10% increase in 2005 which was mainly due
to additional staff compensation expenses. Research and development expenses principally consist of compensation
paid to employees and consultants engaged in research and product development activities and product testing,
together with software and equipment costs.

General and Administrative:  General and administrative expenses increased by 14% in 2006 due primarily to stock

compensation expenses and incentive compensation expenses, partially offset by a reduction in accounting and legal
fees relating to the restatement of financial results that were expensed in 2005. Accounting and legal fees associated
with the restatement that were expensed in 2005 totaled approximately $0.4 million. General and administrative
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expenses increased in 2005 over 2004 primarily due to additional accounting staff and audit and tax fees, partially
offset by a decline in incentive compensation. General and administrative expenses principally consist of salaries and
compensation paid to our executives, accounting staff and other support personnel, as well as travel expenses for these
employees, and outside legal and accounting fees.

Other Income from Related Party

In September 2003, we signed an agreement with PSC transferring our patented technology to PSC for use in the
health field. During the twelve months ended December 31, 2006, 2005 and 2004 we recorded $150,000, $50,000 and
$99,000 respectively, for royalties received and services provided to PSC. Amounts received to date and any future
receipts are being reported as other income as we do not consider these royalties to be part of our recurring
operations.

Interest and Other Income (Expense), Net

(dollars in thousands) Year ended December 31,
2006 Change 2005 Change 2004
Interest and other income (expense), net . .. ...... $643 53%  $421 (521)% $(100)

For 2008, interest and other income (expense), net, consisted primarily of interest earned on our invested cash of
$494,000 and a reclassification of $143,000 of service and support revenue relating to two customers for whom we are
no longer performing services. In 2005, interest and other income (expense), net, comprised mainly interest earned on
our invested cash of $242,000 and interest on officer loans of $170,000. All officer loans were repaid in full by

March 31, 2006. For 2004, interest and other income (expense), net, consisted primarily of the amortization of deferred
financing expenses of $232,000, partially offset by officer loan interest. The amortization of deferred financing expenses
was completed in the third quarter of 2004.

Income Tax Provision (Benefit)

We have recorded tax provisions of $203,000 and $182,000 for the years ended December 31, 2006 and 2005,
respectively. Income tax provisions principally consist of federal and state taxes currently payable offset by the utilization
of net operating losses resulting in an effective tax rate of 49.3% and 3.1%, respectively. The effective rate increased in
the year ended December 31, 2006 primarily due to the non-deductibility of share based compensation expense for tax
purposes and state income taxes resulting from additional state nexus. We recorded a tax benefit of $43,000 for the
year ended December 31, 2004 relating to the reversal of a provision for U.S. federal alternative minimum tax for the
year ended December 31, 2003. As of December 31, 2006, we had net operating loss carryforwards for federal income
tax purposes of approximately $65 million. Unutilized net operating loss carryforwards will expire in the years 2018
through 2024. Utilization of the net operating losses may be subject to a substantial annual limitation due to the
ownership change limitations. We expect the offering described in this prospectus will result in a change-of-control for
income tax purposes, which would result in a limitation on our use of our net operation loss carryforwards, and future
transactions may result in further limitations in our use of net operating loss carryforwards. The annual limitation may
result in the expiration of net operating losses before they become available to reduce future tax liabilities. As of
December 31, 2006, we had approximately $28.0 million of deferred tax assets, comprised primarily of net operating
loss carryforwards. Realization of deferred tax assets is dependent upon future earnings, if any, the timing and amount
of which are uncertain. Accordingly, the net deferred tax assets have been fully offset by a valuation allowance.
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Statement of Financial Accounting Standards No. 109, “Accounting for Income Taxes” (“SFAS 109”) provides for the
recognition of deferred tax assets if realization of such assets is more likely than not. Based upon the weight of
available evidence, which includes our historical operating performance and previously reported net losses, as of
December 31, 2006 we continue to maintain a full valuation allowance against our remaining net deferred tax assets as
they are not yet realizable.

Liquidity and Capital Resources

Our cash and cash equivalents were $9.4 million at June 30, 2007, compared to $16.4 million at December 31, 20086,
$12.1 million at December 31, 2005 and $10.3 million at December 31, 2004.

We have a line of credit with Comerica Bank totaling $5.0 million, which we recently extended to December 2, 2008.
The line is subject to limitations based on our quick ratio and tangible net worth. Borrowings under the line are subject
to various covenants, which may limit our financial and operating flexibility. At June 30, 2007, there were no borrowings
outstanding under the line, other than an outstanding letter of credit for $0.2 million. As of June 30, 2007, we were in
compliance with all our covenants.

Net cash used in operating activities for the six months ended June 30, 2007 was $7.1 million compared to cash used
of $3.9 million during the same period in 2006. This difference was primarily the result of higher spending, mainly due
to increased headcount costs and higher bonus payments, and the timing of receipts from customers. In the quarter
ended June 30, 2007, a large proportion of our sales did not require payment until the third quarter, which adversely
impacted our cash position at June 30, 2007.

Net cash generated by operations in 2006 was $4.3 million, compared to net cash used by operations of $2.1 million in
2005 and $6.3 million generated by operations in 2004. Overall, our receivable collection experience has remained
strong throughout 2006. We collected $40.3 million of receivables in 2006, compared with $34.1 million in 2005 and
$37.4 million in 2004. There were no payments for previously expensed restructuring charges for the twelve months
ended December 31, 2006 or 2005. For the comparable period in 2004 the payments for previously expensed
restructuring charges were $1.8 million.

Net cash used in investing activities for the six months ended June 30, 2007 was $0.6 million, entirely due to capital
spending. Net cash generated by investing activities for the six months ended June 30, 2006 was $2.9 million, primarily
due to the maturity of $3.0 million of short term investments. We also received the final payment on our outstanding
officer loans during the three months ended March 31, 2006 of $0.2 million. Capital spending for the six months ended
June 30, 2006 was $0.3 million.

Net cash generated by investing activities in 2006 was $2.4 million, consisting of the maturity of short-term investments
of $3.0 million and officer loan repayments of $0.2 million, partially offset by property and equipment purchases of
$0.8 million. During the year ended December 31, 2006, we purchased an enterprise-wide customer relationship
management system. As of December 31, 2006, a net book value of $0.5 million related to the purchase and
subsequent implementation of this system was included in property and equipment. These costs will be depreciated
over the initial estimated useful life of five years.

Net cash generated by investing activities in 2005 was $0.4 million, consisting of the purchase of $3.0 million of
short-term investments and the purchase of hardware and software for $0.2 million, which were more than offset by the
repayment of $3.6 million of officer loans. Net cash used in investing activities in 2004 was $0.6 million consisting of
the purchase of computer hardware and software.
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Net cash generated by financing activities generated $0.7 million for the six months ended June 30, 2007, compared to
$0.2 million for the six months ended June 30, 2006, from the sale of stock upon option exercises and the employee
stock purchase plan. Net cash generated by financing activities was $0.6 million in 2006, $0.5 million in 2005 and

$0.9 million in 2004, each from the sale of stock upon option exercises and through purchases of stock through the
employee stock purchase plan. In 2004, we borrowed and repaid $3.0 million, resulting in no net activity. There was no
borrowing on our credit line in the six months ended June 30, 2007 or in 2006 or 2005.

Because our booked sales tend to be seasonal, we may have negative cash flows in particular quarters, particularly the
first quarter, when booked sales tend to be substantially lower than in other quarters. We borrowed money for working
capital purposes in the first quarter of 2004 and may borrow again from time to time. No funds were borrowed in the
six months ended June 30, 2007 or in 2005 or 2006.

We expect that cash flow from operations will continue to be our primary source of funds for the next several years.
Again, this will require us to achieve certain levels of booked sales. If we are unable to achieve sufficient levels of cash
flow from operations, we may seek other sources of debt or equity financing, or may be required to reduce expenses.
Reducing our expenses could adversely affect our operations by reducing the resources available for sales, marketing,
research or development efforts. We cannot assure you that we will be able to secure additional debt or equity
financing on acceptable terms.

Off-Balance Sheet Arrangements
We have no off-balance sheet arrangements.
Contractual Obligations and Commitments

We have a non-cancelable lease agreement for our corporate office facilities. The minimum lease payment is
approximately $78,000 per month through 2008. After 2008 the base lease payment increases at a compound annual
rate of approximately 5%. The lease expires in December 2013. We also have a lease agreement for our Tucson,
Arizona office through April 2009 at an average rent of approximately $4,500 per month for the period subsequent to
January 1, 2007.

We also make royalty payments to the institutions that participated in the original research that produced our initial
products. Our minimum royalty payments are $150,000 per year.

The following table summarizes our obligations as of June 30, 2007, and the effects such obligations are expected to
have on our liquidity and cash flow in future periods (in thousands):

Less than
(dollars in thousands) Total 1 year 2-3 years 4-5 years Thereafter
Contractual Obligations:
Operating lease obligations . ... ................ $6,917  $ 994 $2,016 $2,160 $1,747
Purchasing obligations . . ..................... 1,125 150 300 300 375
Total .......... . . . ... $8,042 $1,144 $2,316 $2,460 $2,122

Our purchase order commitments as of December 31, 2006 and June 30, 2007 were not material.
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Loans to Current and Former Officers

In March 2001 we made full recourse loans to certain of our officers, in amounts totaling $3.1 million. In 2002 some of
these officers left our company. The notes were secured by shares of our Common Stock owned by the current and
former officers. The loans bore interest at 4.94%. Principal and interest were due December 31, 2005. During the
twelve months ended December 31, 2005 we received $3.6 million in loan repayments, including interest. As of
December 31, 2005 there was a remaining balance due of $297,000. This represented principal and interest from one
of the former officers. During the first quarter of 2006 we received the balance due in the form of cash and stock.

Application of Critical Accounting Policies

Our financial statements are prepared in accordance with accounting principles generally accepted in the United States,
or GAAP. These accounting principles require us to make certain estimates, assumptions and judgments. We believe
that the estimates, assumptions and judgments upon which we rely are reasonable based upon information available to
us at the time. The estimates, assumptions and judgments that we make can affect the reported amounts of assets and
liabilities as of the date of the financial statements, as well as the reported amounts of revenues and expenses during
the periods presented. To the extent there are material differences between these estimates and actual results, our
financial statements would be affected.

We believe that the estimates, assumptions and judgments pertaining to revenue recognition and allowance for doubtful
accounts are the most critical assumptions to understand in order to evaluate our reported financial results. A detailed
discussion of our use of estimates, assumptions and judgments as they relate to these polices is presented below. We
have discussed the application of these critical accounting policies with the Audit Committee of the Board of Directors.

Revenue Recognition

We derive revenue from the sale of licenses to our software and from service and support fees. Software license
revenue is recognized in accordance with AICPA Statement of Position 97-2, “Software Revenue Recognition,” as
amended by Statement of Position 98-9, or SOP 97-2. SOP 97-2 provides specific industry guidance and four basic
criteria, which must be met to recognize revenue. These are: 1) persuasive evidence of an arrangement exists;

2) delivery of the product has occurred; 3) a fixed or determinable fee; and 4) the probability that the fee will be
collected. The application of SOP 97-2 requires us to exercise significant judgment related to our specific transactions
and transaction types.

Sales to our school customers typically include multiple elements (e.g., Fast ForWord software licenses, Progress
Tracker, our Internet-based participant tracking service, support, training, implementation management, and other
services). We allocate revenue to each element of a transaction based upon its fair value as determined in reliance on
“vendor specific objective evidence”, or VSOE, if VSOE exists for each element. If we do not have VSOE for one or
more delivered elements in an arrangement (typically software), we recognize revenue using the residual method,
whereby the difference between the total arrangement fee and the total fair value of the undelivered elements is
recognized as revenue relating to the delivered elements. VSOE of fair value for each element of an arrangement is
based upon the normal pricing and discounting practices for those products and services when sold separately and, for
support services, is also measured by the renewal price. We are required to exercise judgment in determining whether
VSOE exists for each undelivered element based on whether our pricing for these elements is sufficiently consistent.
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The value of software licenses, services and support invoiced during a particular period is recorded as deferred revenue
until recognized. All revenue from transactions that include new products that have not yet been delivered is deferred
until the delivery of all products. Deferred revenue is recognized as revenue as discussed below.

Product Revenue
Product revenue is primarily derived from the licensing of software and is recognized as follows:

> Perpetual licenses — software licensed on a perpetual basis. Revenue is recognized at the later of
product delivery date or contract start date using the residual method. If VSOE does not exist for all the
undelivered elements, all revenue is deferred and recognized ratably over the service period if the
undelivered element is services or when all elements have been delivered.

> Term licenses — software licensed for a specific time period, generally three to twelve months. Revenue is
recognized ratably over the license term.

> Individual participant licenses — software licensed for a single participant. Revenue is recognized over the
average period of use, typically six weeks.

Service and Support Revenue

Service and support revenue is derived from a combination of training, implementation, technical and professional
services, online services and customer support. Training, technical and other professional services are typically sold on
a per day basis. If VSOE exists for all elements of an arrangement or all elements except software licenses, services
revenue is recognized as performed. If VSOE does not exist for all the elements in an arrangement except software
licenses, service revenue is recognized over the longest contractual period in an arrangement. Revenue from services
sold alone or with support is recognized as performed.

Allowance for Doubtful Accounts

We maintain an allowance for doubtful accounts for estimated losses due to the inability of customers to make
payments. We adjust this allowance periodically based on our historical experience of bad debt write offs, which have
been low in recent years. Cancellations and refunds are allowed in limited circumstances, and such amounts have not
been significant.

Income Taxes

We account for income taxes using the liability method, which requires the recognition of deferred tax assets or
liabilities for the tax-effected temporary differences between the financial reporting and tax bases of our assets and
liabilities and for net operating loss and tax credit carryforwards. We have recorded a full valuation allowance to reserve
for the benefit of our deferred tax assets due to the uncertainty surrounding our ability to realize these assets. As of
December 31, 2006, we had net operating loss carryforwards for federal income tax purposes of approximately

$65 million. Unutilized net operating loss carryforwards will expire in the years 2018 through 2024. We expect the
offering described in this prospectus to result in a change-in-control for federal income tax purposes, which would result
in an annual limitation on our use of our net operation loss carryforwards, and future transactions may result in further
limitations in our use of net operating loss carryforwards. The annual limitation may result in the expiration of net
operating losses before they become available to reduce future tax liabilities.
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Stock-Based Compensation

Under the fair value recognition provisions of SFAS No. 123R, we use the Black-Scholes option valuation model to
estimate stock-based compensation expense at the grant date based on the fair value of the award and recognize the
expense ratably over the requisite service period of the award. Determining the appropriate fair value model and
assumptions used in calculating the fair value of stock-based awards requires judgment, including estimating stock price
volatility, forfeiture rates and expected life. Stock compensation expense may be adjusted in the future if actual forfeiture
rates differ significantly from our current estimates.

Quantitative and Qualitative Disclosures About Market Risk

Foreign Currency Exchange Risk

Because substantially all of our revenue comes from sales in the United States, we are not exposed to material foreign
currency exchange risk.

Interest Rate Sensitivity

Our exposure to market risks for changes in interest rates relates primarily to the rate of interest that we earn on our
cash and cash equivalents. A hypothetical increase or decrease in market interest rates by 10% from the market
interest rates as of June 30, 2007 would not have a material effect on our results of operation.

Recent Accounting Pronouncements

In September 2006, the FASB issued SFAS No. 157, “Fair Value Measures”, or “SFAS 157”. SFAS 157 defines fair
value, establishes a framework for measuring fair value in generally accepted accounting principles, or GAAP, expands
disclosures about fair value measurements, and applies under other accounting pronouncements that require or permit
fair value measurements. SFAS No. 157 does not require any new fair value measurements. However, the FASB
anticipates that for some entities, the application of SFAS 157 will change current practice. SFAS 157 is effective for
financial statements issued for fiscal years beginning after November 15, 2007. We do not expect the adoption of
SFAS 157 will have a material impact on our financial position, results of operations, and cash flows.
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Business

Overview

We develop and distribute the Fast ForWord family of software. Our patented products build learning capacity by
rigorously and systematically applying neuroscience-based learning principles to improve the fundamental cognitive skills
required to read and learn. Our products are marketed primarily to K-12 schools in the United States. While we
recommend our products as a reading intervention solution for struggling, at-risk, and special education students,
schools successfully use Fast ForWord products for students with a wide range of abilities and accomplishments to
improve their academic performance.

The ability to read effectively is essential for success in school and in life. Federal education policy has long
emphasized the importance of reading; the No Child Left Behind Act of 2002 calls for all students to read at grade level
by 2014. According to the USDE, in 2005, 36% of fourth graders in the United States had reading scores below basic
and 69% were not proficient in reading. Among students eligible for free or reduced-price lunches, the USDE found that
84% of fourth graders were not proficient in reading. According to the USDE, between 1992 and 2005, there was no
statistically significant improvement in the proportion of fourth graders reading below the basic level, despite a national
focus on reading and significant and increased federal funding.

Since our inception, learners have used our Fast ForWord products over one million times, and almost 4,900 schools
have purchased at least $10,000 of our Fast ForWord product licenses and services.

The Fast ForWord family of products is distinguished by its basis in independent and peer-reviewed scientific research,
specifically in neuroscience. The understanding that the organization of the brain can be modified throughout life through
experience — the concept of brain plasticity — led us to create a novel approach to learning. This approach focuses on
increasing learning capacity by improving basic cognitive skills through the rigorous and systematic application of
neuroscience principles. Our approach uses computer technology because it affords the only practical way to effectively
and consistently deliver individualized training to a large number of students simultaneously.

Our Fast ForWord family includes 11 major software products that share this common neuroscience approach,
implemented in a variety of reading intervention contexts — early literacy development, foundational language skills,
linking spoken language and print, reading skills for grade levels K-5 and adolescent intervention.

Our focus on science continues in our emphasis on generating rigorous proof that our products produce substantial
improvements for different types of struggling readers in a variety of settings. Through June 30, 2007, over 135 efficacy
studies, including the results from more than 28,000 aggregate participants, demonstrate the academic gains achieved
through the Fast ForlWord products. These studies show gains for students at all K-12 grade levels, and for at-risk
students, special education students, English language learners, Title One students, and a variety of other demographic
groups. Gains have been demonstrated throughout the United States and in seven other countries. Studies show that
these gains endure over time.

To assist educators in getting the best results from their Fast ForWord implementations, we offer a web-delivered data
analysis and reporting tool that uses sophisticated algorithms to provide diagnostic and prescriptive information and
intervention strategies and allows educators to track student progress and move students appropriately through the
product sequence. To achieve the best results with our products, it is important that educators adhere to our protocols
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for product use. To support and encourage these best practices in the use of our products, we provide a variety of
on-site, web-based and telephone-based services and support.

Growth Strategy

Our strategic goal is to have our FastForWord products become widely accepted by educators as a solution that
dramatically improves and sustains achievement patterns to meet the needs of a broad spectrum of learners across a
variety of academic subjects.

Critical elements of our strategy include:

>

Broadening Educator Awareness of Our Fast ForWord Products. We intend to increase awareness
of our products, including their impact on reading and learning and the research behind them, through a
variety of marketing techniques, including an increased number of brain science events that we sponsor
Or CO-SpPONSor.

Establishing Rigorously Proven Student Results as an Important Criterion in the Selection of
Educational Products. Educators select products for their students based on many factors. We believe
that we have demonstrated our products’ positive impact on student achievement with an exceptionally
high degree of scientific rigor. Our marketing strategy is designed to focus educators on our results, the
depth of the science validating those results, and the importance of those results to their decision-making
process.

Focusing Our Sales Efforts on Key School Districts. We plan on continuing to target those school
districts that are struggling with academic under-achievement, have high levels of funding and are headed
by strong leaders.

Increasing Sales Capacity and Productivity. We intend to increase our selling resources, including
improving our sales infrastructure and adding additional tools and training programs for our sales force to
shorten sales cycles and to increase the number of transactions valued at over $100,000. We have
increased our sales force by 50% since 2004 and plan substantial additional increases this year.

Emphasizing Post-Sales Support. We believe that effective implementation of our products in
compliance with our protocols is important to obtaining the best student results. To help schools follow
best practices in their implementations, we plan to continue to emphasize post-sales support, including
implementation services and results monitoring, and to continue to explore innovative and cost-effective
ways to provide these services.

Improving and Expanding Our Fast ForWord Family of Products and Services.

> 2007 — We introduced the Reading Progress Indicator assessment in June 2007. This product is
designed to provide customers with a rapid and convenient way to measure a student’s reading skills
before and after use of our Fast ForlWord products. We also plan to introduce shortened daily
protocols for all of our products later in 2007. Most of our products now require use for at least 50
minutes each day for a period of eight to 12 weeks; these new protocols are designed for use 30
minutes per day, over a longer overall time period. The limited availability of time and computers in
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schools is an obstacle to use of our products. By shortening the protocols, we believe that these
new protocols will offer our customers valuable additional flexibility.

> 2008 — We have begun developing major new editions of our two original products, Fast ForWord
Language and Fast ForlWord Language to Reading. We are utilizing our proprietary student results
database to redesign these products for increased efficiency and effectiveness. In addition, we plan
to improve the graphical user interface for these two products. We also anticipate redesigning other
products to enable them to be provided through a web-based portal maintained by our customer.

> ldentifying and Expanding into Other New Product Areas. We continue to identify and evaluate
potential new applications for our neuroscience-based technology. These include additional products to be
marketed specifically for average and gifted students, English language learners, test preparation and
improving mathematics skills. While we do not currently have any of these products in development, we
may pursue such expansion organically, through acquisitions, or through technology or product licensing
agreements.

> Increasing Our Global Presence, Particularly in Asia. We believe that the global demand to learn
English is significant, particularly in India and China. As of June 30, 2007, we had 23 value-added
resellers, or VARs, and were selling in 38 countries, and we plan to increase that number.

Markets

Our Fast ForWord products are available worldwide to educational institutions, speech and language clinics, and learning
and tutorial centers. Since our inception through June 30, 2007, learners have used our products over one million times,
an increase of 50% over year-end 2005.

United States K-12 Market

Our sales are concentrated in K-12 public schools in the United States, which in 2006/2007 are estimated to serve
approximately 49 million students. In each of the last three fiscal years, the U.S. K-12 sector has represented more than
90% of our revenue. Almost 4,900 schools have purchased at least $10,000 of our Fast ForWord product licenses and
services, compared to 3,800 at the end of 2005. While our installed base is growing, these 4,900 schools represent a
small fraction of the nearly 125,000 K-12 schools in the United States.

We market our Fast ForWord products primarily as a reading intervention solution, to be used as an interventional or
remedial supplement to existing curriculum materials for struggling, at-risk, English language learner, or ELL, and special
education students, at both the elementary and secondary school levels to improve reading and learning. Despite a
national focus on reading and increased federal funding to improve reading proficiency and school district accountability,
independent evaluations of student performance have demonstrated little improvement in reading results. According to
the USDE, in 2005, 36% of fourth graders in the United States had below basic reading scores and 69% were not
proficient in reading. Among students eligible for free or reduced-price lunches, the USDE found that 84% of fourth
graders were not proficient in reading. According to the USDE, between 1992 and 2005, there was no statistically
significant change in the proportion of fourth graders performing at the “below basic” level.
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Sales of our products are included in the growing supplemental education materials segment of the overall education
materials market. The ninth annual survey summarized in Education Market Research’s Complete K-12 Report
(December 2006) estimates that:

> The total market for K-12 instructional materials is approaching $15 billion.

> The supplemental materials segment of that market is $2.2 billion, up from $1.4 billion in the 1998/99
school year.

> Between the 1998/99 and 2005/06 school years, the supplemental materials market has had an average
annual growth rate of 6.8%.

> Educational software sales are expected to grow over the long-term in the range of 7% to 9% per year.
Education Market Research’s Complete K-12 Newsletter (July 2005) estimated the market for all
educational software at approximately $800 million for the 2004/05 school year.

We do not compete in the separate basal materials market (a $3.1 billion market, according to Education Market
Research), which consists primarily of textbook programs that include student editions, teacher editions and companion
materials to teach particular scope and sequence of a subject area for a span of grades. We also do not compete in
the market for formative, summative or clinical assessments, estimated by Education Market Research to be

$1.95 billion in 2003, or in the market for school library and reference products.

The educational materials market is expected to continue to grow, driven by several factors:

> Increasing enrollment of pre-K-12 students, projected by the National Center for Education Statistics of
the U.S. Department of Education to grow from 48.9 million students in 2006 to 51 million students in
2015.

> Performance and educator accountability requirements of federal legislation, including the No Child Left
Behind Act of 2002, and persistent achievement gaps based primarily on income and ethnicity which are
driving the use and growth of programs addressing the needs of struggling readers.

> Increase in current expenditures per student. Current expenditures per pupil in constant 2002/03 dollars
increased 21% from 1990/91 to 2002/03. From 2002/03 to 2015/16, current expenditures in constant
2002/03 dollars per pupil are projected to increase 34 percent, to approximately $11,000.

The pre-K-12 education materials market includes approximately 14,000 public school districts, 96,000 public schools
and 29,000 private schools. Purchasing decisions for Fast ForWord products are primarily made by district level
administrators.

No Child Left Behind Act of 2002

The criteria established by No Child Left Behind federal funding has affected school district purchases. Under the No
Child Left Behind Act, the term “scientifically based research” means research that involves the application of rigorous,
systematic and objective procedures to obtain reliable and valid knowledge relevant to education activities and programs.
It includes research that employs systematic, empirical methods that draw on observation or experiment, involves
rigorous data analyses, provides reliable and valid data, uses experimental or quasi-experimental designs, preferably
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random-assignment experiments, allows for replication or further experimentation and has been peer reviewed or
approved.

Our products are based on more than 30 years of neuroscience and cognitive research, and the results that can be
achieved through our products are established by research conducted by independent academic researchers and school
districts as well our founding scientists and our company. We believe that the research behind our products qualifies as
“scientifically based” and that our products’ alignment with the important national priorities outlined in No Child Left
Behind assists us in marketing and selling our products.

The No Child Left Behind Act is scheduled for reauthorization in September 2007. Some aspects of No Child Left
Behind, in particular the emphasis on testing and the consequences of failing to meet specified achievement criteria,
have been controversial. We believe that while there may be some changes to No Child Left Behind, these changes will
not decrease the need to improve reading performance, the market for Fast ForlWord products or the federal funding
supporting elementary and secondary education.

Accountability

Parents and policy makers are exerting greater pressure to hold teachers and administrators accountable for student
performance. School report cards, sanctions for lack of learner improvement, financial incentives, school vouchers,
extended day programs, enhanced intervention services, professional development for teachers, and supplementary
educational services alternatives are some of the techniques used by states and the federal government to increase
local educator accountability and student performance. The Fast ForWord products help schools respond to these
accountability pressures in a variety of ways, including:

> Fast ForWord products can improve academic achievement in students for whom other approaches have
failed.

> Fast ForWord products can be used to increase the scores of children who are “on the bubble” (just
below a desired score on an achievement test).

> Educators can use Progress Tracker to track the progress of students by demographic group, responding
to the requirement to achieve Adequate Yearly Progress for all defined groups.

Funding Sources

Funding for educational materials comes from a variety of federal, state and local sources. According to the U.S.
Census Bureau, in school year 2003/2004, 47% of district funding was from state sources; 44% from local sources and
9% from federal sources. The federal government spent $25 billion on elementary and secondary schools in 2005, up
from $15 billion in 2000. Some funding sources are allocated for specific uses, such as improving reading performance,
depending on the policy objectives of the funding source.

Federal funds are a critical resource to help school districts address the needs of the most challenged learners. The
primary federal support for education dates back to 1965 with the introduction of the Elementary and Secondary
Education Act. We believe that a significant proportion of our sales are funded by two key federal sources that support
struggling readers. Title One supplements funding for schools with low income students; IDEA provides funding for
special education students. These programs are projected to total $24.4 billion for fiscal year 2008 compared to

$15.1 billion in 2001, an increase of 62%.
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Other Markets

In addition to selling to K-12 schools, we also sell to and through private practice professionals and learning centers.
These speech and language and other professionals recommend the use of our products to appropriate clients and then
supervise the use of the software, often in connection with their other services. In 2006, approximately 450 non-school
professionals and entities in the United States and Canada used our products. Our business in this sector has declined
since 1999, both in absolute dollars and as a percentage of our business, because of the size of this segment, product
use practices, and our primary focus on the large K-12 market. These professionals nevertheless remain significant to
us. Private practice professionals were our first market, and many have extensive knowledge about our products and
their use that can be valuable for us and for all of our customers. These professionals sometimes provide contract
services to schools and from time to time recommend Fast ForlWord products for students in those schools.

Sales to countries other than the United States and Canada are a small but growing part of our business. We are
developing a network of value added resellers to serve these markets. Since our inception, international participants
have used our products more than 7,800 times. During 2008, Fast ForWord products were marketed to customers in 29
countries, up from 17 in 2005. As of June 30, 2007, we were represented by 23 value-added resellers, up from 16 at
year end 2005. Research studies of the results of Fast ForWord users in Australia, Germany, Singapore, India, Ireland
and the United Kingdom have demonstrated the efficacy of the products. International revenues represented
approximately 1% of our total revenues in 2006.

Our strategy for international markets thus far has been conservative, so that we do not divert resources from our U.S.
K-12 market, but we believe the potential opportunity is significant. Outside the United States and Canada, our products
are used in three primary applications: in tutoring and learning centers to strengthen academic skills, by clinical
professionals with relatively impaired children, and to assist in the acquisition of English as a second language. English
has become the second language of choice in most countries, with approximately 340 million people speaking English
worldwide. About one-fourth to one-third of the population worldwide now understand and speak English to some
degree, and English is the international language of business, travel, and diplomacy. While the Fast ForWord products
do not provide all the components necessary to teach English to non-native speakers, they have been demonstrated to
be extremely effective in assisting in English language instruction, through building the necessary underlying cognitive,
acoustic processing, phonological and other skills needed to learn and speak English fluently.

We continue to explore and evaluate other potential markets where Fast ForWord can help struggling learners, including
correctional institutions and tutoring centers.

Products

Our Fast ForWord family of products consists of award-winning software that combines neuroscience, cognitive science
and computer technology to change the neurological patterns in students’ brains. Our products build learning capacity
by systematically and rigorously applying proven neuroscience principles to develop the cognitive skills required to read
and learn effectively, using exercises based on language and reading skills. The results from our products are fast,
effective and enduring; results have been demonstrated through brain imaging studies, changes in achievement on
standardized reading tests and more than 135 efficacy studies.

Cognitive Skills Development

Reading and learning require a variety of foundational cognitive skills, all functioning together. The Fast ForWord
products build learning capacity by developing the prerequisite skills that enable students to take greater advantage of
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their reading and other academic instruction and improve their reading proficiency. Fast ForWord products do this by
building these cognitive skills, including memory, attention, processing and sequencing (we refer to these as Learning
MAPs).

Memory.  Working memory is the aspect of memory that allows one to keep information available while thinking about
meanings and relationships, and is used in sentence and paragraph comprehension, remembering instructions and
reasoning. The Fast ForWord exercises systematically vary the amount of information that must be retained to
successfully complete the exercise task, using individually adaptive methods to gradually expand the working memory
demands of the task.

Attention.  Attention is the ability to focus on tasks and ignore distractions. Every exercise in our product family
requires selective and focused attention in order to advance. Specific vigilance tasks require sustained attention over
progressively longer time frames, building the attentional skills needed in all reading and learning.

Processing.  Processing means the ability to address information such as images and sounds quickly enough to
discriminate their differences. Processing skills are an essential prerequisite for phonemic awareness (the ability to
distinguish among and manipulate the smallest sounds in language that can change meaning) and reading. Our
exercises build processing rate and accuracy in the skills addressed by the exercises. For example, exercises in our
Fast ForlWord Language to Reading and Literacy Advanced products focus on the accuracy and rate of processing for
letter-sound correspondence, leading to the automaticity in those skills needed for reading.

Sequencing.  Sequencing refers to the ability to quickly and accurately determine the identity of specific stimuli and the
order in which the stimuli occur. This ability is supported by both working and longer-term memory, attention, and
processing. Sequencing of auditory, language and written information is critical for the accurate understanding of
meaning. The Fast ForWord exercises systematically and individually adapt the complexity of the sequencing tasks
needed to develop phonemic awareness, word fluency, oral and reading comprehension, and other critical cognitive
operations.

Neuroscience-Based Learning Principles

The Fast ForWord products apply learning principles that have been established through neuroscience and cognitive
research as being critical to learning new tasks and establishing rapid change in brain function: frequency and intensity,
adaptivity, simultaneous development, and timely motivation. In our marketing, we refer to our application of these
principles as FA.S.T. Power Learning.™

Frequency and Intensity:  The cortex of the human brain contains millions of neurons arranged in regions that
represent our sensory systems, control our motor systems and provide for higher-order associative interactions. These
regions contain networks of neurons that connect within and between regions. These functional networks develop and
maintain their connections through a process that is driven by neural activity. The stronger the neural activity, the
stronger the network becomes. As a result, completing a series of learning tasks in frequent, intense sessions is
needed to make the changes in brain functioning that enhance learning. Our product use protocols call for customers to
use the products five days a week, between 30 and 100 minutes (depending on the product) per day, providing the
frequency and intensity needed. The Fast ForWord products also contain substantially more learning activities per 50
minute session than do other computer-based reading intervention products, providing more intense neural activity and
therefore greater effectiveness.
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Adaptivity:  The mechanisms of brain plasticity are best engaged in learning a new task when new populations or new
areas of neurons are engaged. Continually adjusting the learning tasks to become progressively more difficult provides
better cortical activation for learning. The Fast ForlWord products use sophisticated algorithms to analyze student
learning data using a complex set of rules. These algorithms regulate the products’ speech modification rules and
otherwise adjust content exposure to advance the individual student through the products at a rate specifically tailored
to that student. The products adjust content exposure in a variety of ways. For example, many of the exercises
automatically adjust the specific content presented to the student so that the student can make correct responses
approximately 80% of the time for each discrete skill. This adjustment is designed to keep cortical activation up and to
keep the exercises challenging and engaging, while allowing the student to experience a feeling of accomplishment and
to avoid the frequent failure that can discourage a student’s learning.

Simultaneous Development:  Complex behaviors require the coincident and sequential engagement of multiple cortical
systems. The Fast ForWord products simultaneously develop both major and supporting cognitive skills for enduring
learning improvements. While each exercise is designed to develop underlying cognitive skills such as memory,
attention, processing and sequencing, it also focuses on a specific set of reading or language tasks.

Timely Motivation: A critical factor in strengthening neural connections, and therefore maximizing critical learning
changes, is the input from the neuromodulatory reward systems that are activated by meaningful consequences of
behavior. These reward systems need to be activated within tens of milliseconds of the neural synaptic activity to
maximize the potential for synaptic strengthening. In the Fast ForWord exercises, learners are rewarded for a correct
answer quickly, within this critical time frame, and on their first attempt only, in order to drive learning behavior. To keep
students active and engaged, the products also feature a bonus point system and the delivery of special animations that
signify milestones as students progress.

Products in the Fast ForWord Family

Since 1997, when we introduced the first Fast ForlWord product, our product family has expanded to 11 major software
offerings. During 2006, our Fast ForlWord family of products accounted for 73% of revenue. The software products
function with a wide variety of hardware and software configurations and are designed to work with the computer
technology widely available in schools.
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Product

Fast ForWord

Language Basics

Fast ForWord
Language

Fast ForWord
Language to
Reading

Fast ForWord to
Literacy

Fast ForWord to
Literacy
Advanced

Description

Language Series Products

Fast ForWord Language Basics targets early literacy development, building visual attention, auditory
discrimination and sustained auditory attention, using exercises that improve sound sequencing
skills, fine motor skills, hand-eye coordination, pattern recognition and color and shape identification.

Our first product, Fast ForWord Language builds learning capacity using exercises that specifically
focus on oral language comprehension and listening, including phonological awareness (the
understanding that words are composed of sounds and the ability to identify and manipulate the
sounds of language), listening accuracy and comprehension, working memory, and familiarity with
language structures. The Fast ForlWord Language product uses acoustically modified speech, which
stretches and emphasizes particular sounds in an adaptive manner, to help children learn to quickly
isolate and recognize individual speech sounds, an underlying skill critical to reading.

Fast ForWord Language to Reading software builds learning capacity through improving cognitive

skills while helping students make the link between spoken and written language, using exercises
that focus on listening comprehension, sound-letter recognition, phonological awareness, beginning
word recognition and English language conventions.

The Fast ForWord to Literacy product is specifically designed for adolescents and adults who lack
reading proficiency. Its content and exercises are similar to those in the Fast ForWord Language
product, but have been adapted to maximize impact for adolescents and English language learners
based on actual learning results from those groups. Using graphics, characters and themes
appealing to adolescents, the product progressively increases the demand on cognitive skills. This
product replaces our earlier Fast ForlWord Middle & High product.

Fast ForWord to Literacy Advanced software includes content and exercises similar to those in the
Fast ForWord Language to Reading software. Like the Literacy product, the content has been tuned
to maximize impact using actual learning results, and the user interface is designed to appeal to
adolescents. The product includes age-targeted exercises that emphasize phonemic awareness,
decoding, word recognition, sequential and inferential comprehension and the ability to sequence
multi-step instructions.

Reading Series Products

The Fast ForWord to Reading series of products builds learning capacity through developing cognitive skills using
exercises focused on critical reading abilities. The Reading Series exercises focus on phonemic awareness, phonics and
decoding, spelling, vocabulary, fluency and comprehension. The content of each product is correlated to the reading
standards for the end of the grade level indicated by the product number. (Reading Prep is correlated to kindergarten.)
However, the increasingly demanding cognitive complexity of the products can take the learner well beyond that grade

level.
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Product
Fast ForWord to

Reading Prep

Fast ForWord to

Reading 1

Fast ForWord to

Reading 2

Fast ForWord to

Reading 3

Fast ForWord to

Reading 4

Fast ForWord to

Reading 5

Description

The Fast ForWord to Reading Prep product builds learning capacity through exercises that prepare
the student for reading, focusing on phonemic identification, categorization and blending, letter
names, sound and letter correspondence, rapid letter/word recognition, and oral vocabulary.

The Fast ForWord to Reading 1 product builds learning capacity while introducing familiarity with
print. The exercises emphasize sound-letter correspondence, rapid letter-word comprehension, high-
frequency words and beginning print comprehension.

Fast ForWord to Reading 2 software builds learning capacity through exercises that build a
spectrum of reading skills, focusing on comprehension at the sentence and paragraph level,
vocabulary, spelling, punctuation and capitalization. The product continues work in phonics and
decoding and introduces morphological structures such as prefixes and suffixes. Morphology relates
to the use of words, letters, and letter combinations that change the meaning of a word.

The Fast ForWord to Reading 3 product builds learning capacity by continuing to improve cognitive

skills through exercises that focus on increasing fluency. The exercises focus on semantic, syntactic,
phonological and morphological categories, phonics, spelling and comprehension. Sentences in the

exercise incorporate a high level of syntactic complexity. Syntax relates to how grammatical markers
and words are combined to make meaningful sentences.

Fast ForWord to Reading 4 software builds learning capacity by improving cognitive skills in the
context of a focus on text interpretation. The exercises focus on comprehension and vocabulary,
and build word skills relating to compound works, prefixes and homophones.

The Fast ForWord to Reading 5 product builds learning capacity by improving cognitive skills while
strengthening advanced comprehension strategies. The exercises carry a significant working memory
load, as they build vocabulary, improve critical thinking and abstract reasoning, improve composition
skills, and focus on accuracy, fluency and comprehension.
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Product

Progress Tracker

Description

Internet-Based Tools

Progress Tracker, our Internet-based data analysis and reporting tool, analyzes student learning
results to provide diagnostic and prescriptive intervention information and allows educators to track
and report their students’ learning progress. It also provides information aligning the Fast ForWord
products to basal reading programs and correlating the products to state standards. Progress
Tracker generates status flags using sophisticated algorithms to analyze student learning data with a
complex set of rules partially based on past data patterns. These status flags alert the educator
when intervention is necessary for a student, and suggest to the educator when to move the
student to a lower or higher level product or to complete product use. Progress Tracker provides
detailed reports at the student, classroom, school, and district level, and can be reported by
subgroup, providing a tool for educators to analyze their progress towards the Annual Yearly
Progress requirements mandated by No Child Left Behind. Customers can configure the system to
send automatic emails to parents, teachers, administrators or others to provide easy periodic
updates. Progress Tracker also provides the ability to collect behavioral survey data from teachers
and parents prior to and after product use.

In June 2007, we added Reading Progress Indicator to our Progress Tracker system. Reading
Progress Indicator is a reliable and valid assessment of a student’s reading skills. It is designed to
be quick and convenient to administer before and after Fast ForWord product use, to rapidly
demonstrate the effectiveness of our products.

Product Effectiveness

Research by our school district customers, independent academics and our own scientists has demonstrated that Fast
ForWord products improve language and reading skills across a broad spectrum of demographic groups, and we
continue to accumulate outcomes data from students in classrooms across the country. To date, more than 135
research studies, including the results from more than 28,000 aggregate participants, demonstrate the academic gains
achieved through the Fast ForWord products. Published studies show outcomes from more than 400 learning

organizations.

As of June 30, 2007, research substantiating the outcomes that can be achieved through using the Fast ForWord

products includes:

By region Skills Students Other
Northeast (35 State Assessments At-Risk Learners Brain Plasticity is well-founded in
reports) (35 reports) (15 reports) research. More than 30,000 articles relating
Connecticut, BLT, DIBELS, DRP, Oral Language, to research on “Brain Plasticity” for the

Delaware, Maryland,

DSTP, EOG, FCAT, Phoneme Awareness,  years 1967-2007 have been indexed by

Massachusetts, New ISAT, MCT, MSA, 30 Minute Protocol scholar.google.com.

Jersey, New York,

OAT, OPT, SAT-9,

Pennsylvania, Rhode ~ TAAS, TCAP, Terra

Island, Virginia

Nova, TPRI
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By region

Skills

Students

Other

South (22 reports)
Alabama, Arkansas,
Florida, Georgia,
Louisiana, Mississippi,
North Carolina, South
Carolina, Tennessee

Midwest (21 reports)
Illinois, Kentucky,
Michigan, Minnesota,
Missouri, Ohio, South
Dakota, Wisconsin

West (42 reports)
Alaska, Arizona,
Arkansas, California,
Idaho, Kansas,
Montana, New
Mexico, Oklahoma,
Texas, Washington,
Wyoming

International Studies
(8 reports)

Australia, Canada,
Germany, India,
Ireland, Singapore,
United Kingdom

Reading Skills

(105 reports)
Phoneme Awareness,
Reading
Comprehension,
Vocabulary, Fluency,
Listening
Comprehension

Cognitive Skills
(11 reports)
Memory, Attention,
Processing,
Sequencing

Longitudinal Studies
(4 reports)

State Assessments,
Oral Language,
Reading Skills

Language Skills
(32 reports)
Language Arts, Oral
Language, Listening,
Speaking, Syntax,
Oral Grammar, Oral
Vocabulary

Title | Schools

(27 reports)

Reading achievement
results for elementary,
middle and secondary
schools

English Language
Learners (7 reports)
Reading skills and
achievement for
elementary, middle
and secondary
schools

Special Education
Recipients

(21 reports)
Dyslexia, Autism/PDD,
Attention Deficit
Disorder, Language
Impairments,
Developmentally
Delayed

Other Populations
(14 reports)
Gifted & Talented,
Native Americans,
Young Adults,
Adjudicated

Independent reviews substantiate the
research basis of the Fast ForWord
products. Independent reviews of the Fast
ForWord research have been published by
the USDE’s What Works Clearinghouse, the
Metiri Group, the Florida Center for Reading
Research and the Milken Family Foundation.

Fast ForWord product effectiveness
research continues to grow. Research
demonstrating the positive impact of Fast
ForWord software has resulted in over 135
research reports based on data from more
than 28,000 students at 400 schools.

Substantial & ongoing research impact
by contributing scientists. Scientists
directly involved in the development of the
Fast ForWord products have authored or co-
authored more than 425 articles and book
chapters in the fields of brain plasticity,
neuropsychology and cognitive development.
This foundational research has been cited
more than 4,100 times in the scientific
literature.

Highlights of this research include:

> Nineteen studies involving more than 1,900 children have demonstrated Fast ForlWord efficacy using
well-controlled experimental or quasi-experimental study conditions and reliable and valid performance
measures, including studies that use randomized control groups.

> The underlying basis for these achievement gains is demonstrated by a Stanford University study
published in 2003 in the Proceedings of the National Academy of Sciences. This study confirmed that
after using the Fast ForlWord Language product, students on average experienced significant changes in
brain activation patterns as shown by functional magnetic resonance imaging. On average, the Fast
ForWord participants also showed significant gains on measures of language and reading performance.
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Implementation

We market the Fast ForWord products primarily as an intervention solution, and our customers most frequently use the
products with students who are struggling. However, some customers use the Fast ForWord software with all of their
students. We recommend that students start with either the Fast ForWord Language or the Fast ForlWord to Literacy
product, progress then to the Fast ForWord Language to Reading or Fast ForWord to Literacy Advanced products, and
then to an appropriate Fast ForlWord to Reading product. We suggest that students use two Fast ForWord products per
year.

Neuroscience teaches us that to facilitate the brain changes that lead to enhanced learning, the student needs to
complete a set of learning tasks in a frequent, intense timeframe. To provide that intensity and frequency, we have
established product use protocols that call for customers to use the products five days a week, between 30 and 100
minutes (depending on the product) per day, for a period of generally between four and twelve weeks (depending on
the student and the product). It can be challenging for educators to dedicate that much time to Fast ForWord use out of
a limited and already crowded school day. Fast ForlWord implementation also competes with other software applications
for the limited number of school computers. To address this challenge, later in 2007 we plan to introduce protocols for
all of our products designed for use 30 minutes per day. We believe the addition of this shorter daily protocol will offer
our customers valuable additional flexibility.

Our products are most frequently used in a computer lab setting, either a lab entirely devoted to Fast ForWord product
use or a lab shared with other applications. A lab setting is likely to provide the appropriate kind of quiet focused
atmosphere that is best for Fast ForWord use. Some customers have effectively used the products, especially the
Reading series products, in regular classrooms. We expect that the 30 minute protocols will facilitate use in regular
classrooms.

We encourage our customers to use the products with as many students as their scheduling and computer resources
permit. In 2006, our customers with full site licenses to the Gateway Edition products averaged 98 students per school
using the products, up from 92 in 2005.

License Terms

We license our products in a variety of configurations to meet the customer's needs. Schools typically purchase site or
workstation licenses, which are available either as a perpetual license or for a limited term. The license package
typically contains at least two of our Language series products and varying quantities of our Reading series products.
Most customers also purchase implementation services, which we believe are important to encourage successful use of
the products. Our approximate license package list prices range from approximately $10,000 to $85,000 per site,
depending on the number of products, the number of workstations, the duration of the license and the volume
purchased.

Products licensed for administration by private practice professionals are generally purchased on a per product per
student basis. Our Language and Reading series products presently list for between $500 and $900 per product per
student. The private practice professional charges separately for his or her services. Hospitals, clinics and learning
centers purchase both per-product per-student licenses and site or workstation licenses, depending on their size and
needs.
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Fast ForWord Services and Support

We believe that the training and implementation support provided by our service personnel is important to achieving
appropriate product use in schools, where a limited school day and competing priorities makes it challenging for
educators to devote the time and resources needed for a solid Fast ForlWord implementation. The Fast ForWord
products employ science and research unfamiliar to many educators, and understanding these principles is key to
successful and sustained implementations. Our service professionals are highly trained and skilled at building the
necessary knowledge and best practices. In 20086, services, support and Progress Tracker accounted for 27% of
revenue, compared to 25% in 2005 and 26% in 2004. As of June 30, 2007, our service and support organization
included 58 employees supplemented by 44 independent contractors who provide on-site customer training, project
management, consulting and technical services.

Services

To facilitate effective implementation, we offer on-site product training, technical installation, implementation management,
consulting, and professional development services. To help our customers obtain the best possible student achievement
results, our product training and professional development sessions provide an extensive hands-on introduction to our
products, “best practices” implementation strategies, and an introduction to the science behind our products. We also
offer implementation management services, which provide administrators a detailed overview of the Fast ForWord
implementation at each of their schools, and consulting on data analysis and interpretation, intervention and motivation
strategies, connecting with classroom teachers and other topics of interest to the customer.

We host national and regional Circle of Learning user conferences and a spectrum of forums, workshops, and seminars
for customers and prospective customers. At these gatherings, speakers provide information on advances in
neuroscience and learning, and current customers offer actual case studies on how Fast ForWord products impact
student achievement. These sessions provide Fast ForWord users with opportunities to network and develop informal
support relationships.

Support

For customers who purchase our support services, we provide progress monitoring, software technical update releases,
and extensive telephone, email and web-based support. Our progress monitoring services provide customers on-going
remote monitoring of their students’ progress by our staff, with periodic out-bound telephone contact tailored to the
customer’s level of implementation success. Our Customer Connect Website provides extensive implementation and
technical resources, together with Web-based seminars. In our annual independent customer surveys, customers using
Fast ForlWord products gave excellent ratings to the support they received and the professionalism of our support team.

During 2006, we moved our basic support services from the outside vendor that we had used for many years to our
own We Care support center located in Tucson, Arizona. We made this change to enhance our service levels, increase
the integration between support personnel and our technical organization, and contain costs. At year end 2006, we had
completed this important transition and 14 support professionals were supporting customers from our Tucson center.

Warranty
We generally provide a warranty that our software products operate substantially as described in the manuals and

guides that accompany the software for a period of 90 days. The warranty excludes damage from misuse, accident, and
certain other circumstances. To date, we have not experienced any significant warranty expense.
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Sales and Marketing

We sell to our principal market, K-12 school districts throughout the United States, primarily using a direct sales force.
During the past two years, an important part of our strategy has been to increase the size as well as the productivity of
our direct sales force. In 2008, our average number of field sales representatives was 42, an increase of approximately
10% over 2005 and 50% over 2004. We plan to continue to increase our field sales force. (We calculate the annual
average of field representatives by averaging the number of representatives at the end of each quarter.)

Our field sales personnel typically are experienced professionals with backgrounds in selling technology-based
curriculum products to the K-12 market. Most bring strong relationships with educators built over many years. We
support our sales representatives with a strong field sales management team with extensive experience in this market
and with strategic consultants, who frequently are retired school district superintendents and other senior district
administrators, and who have extensive experience and relationships in K-12 education. To reach smaller and rural
schools, to a limited extent we also sell our products through school consortiums and regional service centers.

A critical component of our marketing strategy is our brain science events. These are Company-sponsored or
co-sponsored events that provide us with a significant period of time in which to explain our neuroscience approach and
achievement results, and have been particularly effective selling opportunities. We also conduct direct marketing
campaigns and participate in selected trade shows. In our marketing, we emphasize the unique characteristics of our
solution, our neuroscience research basis, and our proven impact on student achievement.

We sell to clinical professionals and learning centers principally through direct marketing (mail, web and telesales) and
conferences (both industry conferences and an annual forum we conduct ourselves).

We are also building a network of independent value-added resellers outside North America. As of June 30, 2007, we
had relationships with 23 resellers, compared to 15 at year end 2005. To date, booked sales outside North America
have not been significant. We are building this channel to capitalize on the growing demand for English fluency around
the world. We believe that Fast ForWord products offer unique value in quickly “rewiring” the brain for English. We also
believe the international market has large potential growth opportunities, and we are positioning to take advantage of
these in the future.

Competition

Districts and schools employ a wide variety of learning intervention programs and methods for their struggling students.
The market for supplemental and interventional educational products is fragmented and competitive, with no single
company or product with a dominant market share. We presently have a small share of the reading intervention
supplemental market.

The critical factor for K-12 school districts is the perceived ability of the product to further the district’s instructional
goals. Attributes that influence the district's assessment of this factor include the ability to deliver measurable
improvements in student achievement, cost, reputation, existing relationships with customers, completeness of the
product offering, ability to provide effective and efficient product implementation, and ability to work with the other
components of the school curriculum. We believe that generally we compete favorably on the basis of these factors.

Our patented products are highly differentiated by their neuroscience basis and their focus on the development of
learning capacity through improving cognitive skills. While we therefore have little direct competition, we do compete
vigorously for available funding against other companies offering educational software and other language and reading
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programs, as well as with providers of traditional methods of teaching language and reading. Many of the companies
providing these competitive offerings are much larger than us, are more established in the school market than we are,
offer a broader range of products to schools, and have greater financial, technical, marketing and distribution resources
than we do. Competitors may enter our market segment and offer actual or claimed results similar to those achieved by
our products. In addition, although the traditional approaches to language and reading are fundamentally different from
the approach we take, the traditional methods are more widely known and accepted and, therefore, represent significant
competition for available funds.

Product Development; New Products

The markets in which we compete are characterized by frequent product introductions and evolving educational
standards and approaches. Our future success will depend in part on our ability to continue to enhance and update our
existing products or to develop and successfully introduce new products.

Our research and development expenses were approximately $2.4 million for the six months ended June 30, 2007, and
$4.1 million, $3.9 million, and $3.6 million for the years ended December 31, 2006, 2005 and 2004, respectively. As of
June 30, 2007, 23 of our employees were engaged in research and development activities, which include both product
development and outcomes research.

Development Strategy

Over the past several years, our development efforts have focused on broadening our product solution and making our
products more effective and easier to use in the school environment. Since introducing the first Fast ForWord product,
we have broadened our product line to include 11 neuroscience-based intervention products, and a robust suite of
Internet-based information tools and introduced a major new architecture for our major products.
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Major Product Introductions

Product Launch year
Fast ForWord LanQuage . . . . . . 1997
Fast ForWord Language to Reading . . . . ... .. 1998
Away We Go! product family (predecessors to Fast ForWord Language Basics and Fast ForlWord to

Reading Prep) . . .o oot 1999
Fast ForWord Middle and High School (predecessor to Fast ForlWord to Literacy) ............... 1999
Fast ForWord to Reading 3 (originally Fast ForWord Reading) . . .. ....... ... ... 2000
Progress TraCker . . . . .o 2001
Fast ForWord Gateway Edition (new architecture of our major products that improved ease of use,

added additional student content and provided additional Internet based capabilities). . .. ... ... .. 2003
Fast ForWord to Reading 4 . . . . . . 2003
Fast ForWord to Reading 1 . . . . . 2004
Fast ForWord to Reading 2 . . . . . . 2004
Fast ForWord Language BasiCs . . . . . . oo 2005
Fast ForWord to Reading Prep . . . ..o 2005
Fast ForWord to Reading 5 . . . . . .o 2005
Fast ForWord 1o Literacy . . . . . . .o 2006
Fast ForWord to Literacy Advanced . . ... ... 2006
Reading Progress Indicator addition to Progress Tracker . . ... ... ... ... . . 2007

Our products rely on market-tested technology and uniform platforms and are developed in a shared authoring
environment, so that customers can easily broaden their Fast ForlWord implementations, as well as move students easily
among our products.

A critical component of our process for enhancing our products and developing new products is our analysis of the data
uploaded to us through our Progress Tracker tool. This data is a unique and valuable resource. Analyzing the patterns
among groups of participants allows us to understand, in detail, how students generally progress, where students have
difficulty, where intervention might be appropriate, and how these patterns differ by demographic group. We can also
identify trends in product use and efficacy that can help us develop product improvements for specific sub-groups of
learners.

Reading Progress Indicator

In June 2007, we introduced the Reading Progress Indicator assessment as a new component in our Progress Tracker
data system offering. Reading Progress Indicator is designed to provide customers with a rapid and convenient way to
measure students’ reading skills before and after Fast ForWord product use. The Reading Progress Indicator
assessment was developed with and licensed from an independent third party, Bookette Software Company.

Reading Progress Indicator is designed to be a reliable and validated assessment of a student’s reading skills that is
correlated to nationally recognized normed assessments. Reading Progress Indicator will show an overall reading score
in the form of grade equivalents, normal curve equivalents and percentiles. When a customer has licensed Progress
Tracker with Reading Progress Indicator, the assessment will be launched for each student when the student begins and
completes use of the Fast ForWord product. The assessment will include two forms for each of four grade level tests.
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Product Enhancements

Our strategy for the remainder of 2007 is to devote much of our development resources to three major product
enhancement projects:

> 30 Minute Protocols — The protocol for most of our products calls for students to use the products five
days a week, between 50 and 100 minutes per day, for a period of generally between four and twelve
weeks. Devoting that much time and that many computer resources to Fast ForWord use can be difficult
for educators. To address this challenge, we are in the process of developing and researching 30-minute
per day protocols for all of our major products. In developing these protocols, we used actual student
learner results from our database to improve the efficiency and productiveness of each minute of product
use. We expect to introduce 30 minute protocols for all of our products later in 2007.

> Updated Technology — We are in the process of updating our products using a new development
platform, which will allow us to make our user interfaces more appealing to students, permit better
integration between our products and newer operating systems, and give us the capability of delivering
our products over a web portal. Our two newest products, Fast ForlWord to Literacy and Fast ForlWord to
Literacy Advanced were created using the Flash authoring environment for multi-media applications, and
we have begun the process of converting all of our major products to Flash. Our goal is to complete the
conversion for all our major products by the end of 2008.

> Major New Editions of Fast ForWord Language and Fast ForWord Language to Reading. We have also
begun major new editions of our two oldest products, Fast ForlWord Language and Fast ForWord
Language to Reading. In this process, we are mining our student results database to find adjustments
that will increase the efficiency and effectiveness of the products, updating the graphical interface and
converting the authoring environment to Flash. Our goal is to launch these new editions in 2008.

New Products

We continue to evaluate potential new applications for our neuroscience-based technology, and have identified a number
of potential development areas, including additional products to be marketed specifically for average and gifted students,
English language learners, test preparation and improving mathematics skills. While studies have shown that the current
Fast ForlWord products improve the math performance of learners by developing the foundational skills of memory,
attention processing and sequencing, there are other cognitive skills also critical to math proficiency. We are in the early
stages of evaluating these potential product areas and have not reached any decision with respect to whether to
proceed in a particular area.

Unexpected challenges could make these and other potential development projects longer or more expensive than
planned. In addition, new technology products usually contain bugs that are not discovered in the testing process, and
tend to be more challenging to implement when they are first introduced, especially in the diverse and challenging K-12
technology environment. We cannot guarantee that we will meet our intended introduction schedule for future products,
or that future products will be free of technical issues or that they will be well received in the market.

Intellectual Property

Our intellectual property strategy addresses both product technology and product concepts. Our policy is to protect our
proprietary rights in our products and technology through a combination of patents, trademarks, copyrights, trade secret
laws, confidentiality procedures, and contractual provisions.

53



At June 30, 2007, we held the rights to 79 issued patents and 32 pending applications. These include 55 issued U.S.
patents and 20 pending U.S. applications that we own or co-own. We also held seven issued patents from other

countries and had ten applications pending abroad. We were the exclusive licensee under 11 issued U.S. patents, six
issued foreign patents, and two pending foreign patent applications. The U.S. patents expire between 2014 and 2019.

We also have thirteen U.S. trademark registrations, including registrations for marks including “Fast ForWord,” our most
important trademark.

The 19 patents and applications that we license are owned by the Regents of the University of California, or the
Regents, and Rutgers, the State University of New Jersey, and relate to the basic speech and sound modification and
adaptive technology developed at those institutions. In 2008, approximately 76% of our product booked sales was
derived from selling products that use the licensed inventions. This license is exclusive and extends for the life of the
University patents, which expire in 2014, subject to the right of the Regents to terminate in case of default and our right
to terminate at any time upon 60 days written notice. If we were to lose our rights under this license, it would materially
harm our business. This license requires payment of royalties based upon cumulative net booked sales of our products,
subject to certain minimum royalty amounts. In 2006 and each year thereafter, the minimum royalty payment is
$150,000. In 2006, 2005 and 2004, we had approximately $894,000, $1,082,000, and $746,000, respectively in royalty
expense under the license.

Posit Science Corporation

In September 2003, we transferred certain of our technology to Posit Science Corporation, or PSC, for use in the
healthcare field. The initial focus of PSC is on products to combat age-related cognitive decline and to enhance
cognitive abilities as people age. The transaction included a license of the patents we own and certain software we
developed, a sublicense of the patents we license from the universities, and the sale of some research-related assets.
Al of the rights licensed to PSC are limited to a specified healthcare field and most of the licenses are exclusive in that
field. For these rights, PSC paid us a one-time initial fee, issued us shares in PSC and has an ongoing royalty
obligation. PSC has also agreed to cross-license any patents issues to PSC. We retain all rights to our technology
outside of the specified healthcare field.

Dr. Michael M. Merzenich, who is one of our founders, directors, significant stockholders and a former officer of ours, is
also a founder, director, significant stockholder and officer of PSC.

Seasonality

Our quarterly booked sales and revenue fluctuate seasonally, reflecting a number of factors including school purchasing
practices, budget cycles and instructional periods. Historically, our booked sales have been lowest in the first quarter of
the year and highest in the second quarter of the year.

Backlog

Our deferred revenue was approximately $21.1 million as of June 30, 2007, and $19.2 million and $17.0 million as of
December 31, 2006 and 2005, respectively. These deferred revenues are primarily composed of the portion of multi-year
sales, term-based sales, support and Progress Tracker sales not yet recognized as revenue, and professional
development and technical services that have not yet been performed. Approximately $14.8 million of our deferred
revenue as of December 31, 2006 and $14.4 million of our deferred revenue as of June 30, 2007 is expected to be
recognized within the 12 months after each date.
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Employees

As of June 30, 2007, we had 206 full-time and four part-time employees. We believe our relations with employees are
good. None of our employees is represented by a union or subject to collective bargaining agreements.

Facilities

We lease approximately 30,500 square feet of office space in Oakland, California for our headquarters under a lease
that expires in December 2013. The lease includes two five-year options to extend the term of the lease. We also lease
approximately 2,500 square feet of office space in Tucson, Arizona for our support center under a lease that expires in
2009. We believe our facilities are sufficient for our operations currently and should be adequate to meet our needs for
at least the next two years.

Legal Proceedings

On July 15, 2005, SkyTech, Inc., or SkyTech, filed a complaint against us in the District Court for the State of
Minnesota, Fourth Judicial District, alleging claims of fraud, breach of contract, breach of duty of good faith and fair
dealing, tortious interference, and indemnity. SkyTech alleged that it entered into an independent sales representative
agreement, or the “Agreement”, with us in October 2002 pursuant to which it has an exclusive right to market our
products to the “After School” market. SkyTech further alleged that we prevented SkyTech’s performance of the
Agreement and that we wrongly terminated the Agreement. SkyTech asserted that it was entitled to an unspecified
amount of damages comprised of lost commissions and other damages, attorney’s fees, costs and punitive damages. In
addition to the SkyTech claims, SkyLearn, L.L.C and HEK, Inc., both of which claimed to be subcontractors of SkyTech,
claimed that they suffered damages from our alleged actions with respect to SkyTech. In December 2005, the court
granted our motion to dismiss the case and to compel arbitration. The Plaintiffs appealed the ruling. In December 2006,
the Minnesota state court of appeals affirmed the trial court’s ruling and in February 2007 the Minnesota Supreme
Court denied plaintiff's request for review.

In October 2005, we initiated an arbitration proceeding before the American Arbitration Association in San Francisco,
California. Our arbitration complaint alleged that SkyTech owes us for training charges that remain unpaid under the
Agreement and sought declaratory relief regarding SkyTech’s claims against us. SkyTech asserted counterclaims against
us in the arbitration, repeating the claims made in the Minnesota case and asserting damages of $10 million. In May
2007, both parties agreed to dismiss with prejudice all claims and counterclaims in the arbitration, and the arbitration
matter has been closed.

We are involved in claims that arise in the ordinary course of business. We maintain insurance policies with coverages
that we believe are appropriate in light of the risks attendant to our business. However, litigation is inherently
unpredictable, and the costs and other effects of pending or future litigation, governmental investigations, legal and
administrative cases and proceedings (whether civil or criminal), settlements, judgments and investigations, claims and
changes in any such matters, and developments or assertions by or against us relating to intellectual property rights
and intellectual property licenses, could have a material adverse effect on our business, financial condition and
operating results.
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Management

Executive Officers and Directors

The following table provides information regarding our executive officers and directors as of July 25, 2007:

Executive Officers, Directors and Key Employees Age Position(s)

Executive Officers and Directors:

Robert C. Bowen. .. ............. 65 Chairman and Chief Executive Officer
Linda L. Carloni . ............... 53  Vice President, General Counsel and Secretary
Glenn G. Chapin . . . ............. 51  Vice President, Education Sales
Jane A. Freeman. . .............. 54  Sr. Vice President, Chief Financial Officer and Treasurer
Dr. William M. Jenkins .. .......... 56  Sr. Vice President, Product Development
Jessica Lindl . ................. 34 Vice President, Marketing
Gillian A. McCormack . . .. ......... 51  Vice President, Operations
Non-Management Directors:
Dr. Michael Merzenich .. .......... 65 Director
Dr. Paula A. Tallal(3) . ............ 60  Director
Carleton A. Holstrom(1)(2)@3) .. ... ... 71 Director
Rodman W. Moorhead, li(2)(3). ... ... 63  Director
Ajit Dalvi(1) .. ......... .. L 65 Director
Dr. Joseph Martin . .............. 68  Director
Edward Vermont Blanchard, Jr.(1) . . . .. 55  Director
David W. Smith(2)(3) . ............ 62  Director
Michael A. Moses .. ............. 55  Director
Lance R. Odden ................ 67  Director

) Member of the audit committee
2 Member of the compensation committee

% Member of the nominating and corporate governance committee

Edward Vermont Blanchard, Jr. joined us as a director in November 2002. Since December 2004, Mr. Blanchard has
been a Senior Advisor to Bear Stearns merchant banking, the private equity affiliate of the Bear Stearns

Companies Inc. Mr. Blanchard is also a member of the Board of Directors of Ironshore Inc., a Bermuda-based specialty
property/casualty insurance company. From 1986 through 1999, Mr. Blanchard worked in investment banking for Merrill
Lynch & Co., from 1990 through 1999 as a Managing Director specializing in mergers and acquisitions for financial
institutions. Mr. Blanchard is a Trustee of the American Folk Art Museum and the Yorkville Common Pantry.

Mr. Blanchard holds a BA from Harvard College and an MBA from the University of North Carolina at Chapel Hill.

Robert C. Bowen joined us as Chairman and Chief Executive Officer in June 2002. From 1989 to 2001, he served as
a senior executive and officer of National Computer Systems, a provider of educational assessment and administrative
software and services. His last assignment there, from 1995 to 2001, was as President of NCS Education, a provider of
enterprise software for K-12 school districts. NCS was acquired by Pearson, PLC, in 2000. After retiring from NCS in
2001, Mr. Bowen consulted for various businesses in education prior to joining us. Previously, Mr. Bowen held senior

56



executive positions with other education and publishing companies, including seventeen years with McGraw-Hill. Early in
his career, Mr. Bowen was a high school math teacher, a coach, and a school district administrator. Mr. Bowen received
his bachelor's and master's degrees from the University of Tennessee, Chattanooga.

Linda L. Carloni joined us as General Counsel in October 1999, became our Secretary in March 2000 and was
elected Vice President in June 2000. Before joining us, Ms. Carloni was a founder and Vice President of Alere Medical
Incorporated, a healthcare services start-up. Earlier in her career, Ms. Carloni worked in technology transfer for the
University of California, was the general counsel of Nellcor Incorporated, a medical device company, and was an
associate and a partner at the Cooley Godward law firm. She received her bachelor's degree in political science from
Case Western Reserve University and her law degree from Boalt Hall School of Law at the University of California,
Berkeley.

Glenn G. Chapin joined us as Vice President, Education Sales in April 2001. Prior to joining us, Mr. Chapin served as
a Regional Vice President at CompassLearning, an educational technology company starting in 1995. Prior to
CompassLearning, Mr. Chapin was a sales executive for NCS where he held positions of increasing responsibility over a
15-year period from serving as the Midwest territory sales representative to Southern Region Sales VP. Mr. Chapin is a
graduate of St. John Fischer College in Rochester, New York where he received his Bachelor of Science degree in
Business Administration.

Ajit M. Dalvi has been a director since July 2000. He is a former senior media executive and recognized cable industry
expert in business, marketing and branding strategy, and is currently a business consultant. He joined Cox
Communications in 1982 as its first Marketing Director. He served for 17 years on Cox’s senior management team and
retired as the Senior Vice President for Strategy and Programming in June 1999. Mr. Dalvi also serves on the Board of
Directors of Outdoor Channel Holdings, Inc., which owns a television network offering outdoor-related programming.

Mr. Dalvi holds a BA from the University of Bombay and an MBA from the Indian Institute of Management.

Jane A. Freeman joined us as Vice President, Finance and Treasurer in August 1999 and was named our Chief
Financial Officer in January 2000. She was appointed Senior Vice President in January 2004. She also served as our
Vice President Business Development from August 1999 until June 2000. Prior to joining us, Ms. Freeman spent

20 years in the investment business. From 1988 through 1998, she was employed by Rockefeller & Co., a global
investment firm, where she led the global asset allocation process, managed the U.S. Small Cap equity product and
served on the Management Committee of the firm. She is a director of four mutual funds managed by Harding Loevner,
LLP. Ms. Freeman holds a B.A. in mathematics and chemistry and an M.B.A. (with distinction) from Cornell University
and a License in Applied Economics from the University of Louvain in Belgium.

Carleton A. Holstrom is one of our founders and has been a director since February 1996. From February 1996 to
January 1997, Mr. Holstrom also served as our Chief Financial Officer. Mr. Holstrom retired in 1987 as Senior Vice
President-Finance of The Bear Stearns Companies Inc. He is a director of Protalex, Inc., a development stage
biopharmaceutical drug development company, and of the Custodial Trust Company, and a trustee, overseer or director
of a number of non-profit organizations. Mr. Holstrom has served as a member of the Board of Trustees and Board of
Governors of Rutgers, the State University of New Jersey, including as chairman and vice-chairman of both. For more
than five years, until 2005, he was a member of the Board of Overseers of the College of Letters and Sciences at the
University of Wisconsin at Madison. Mr. Holstrom holds a BS in Economics from the University of Wisconsin at Madison
and an MA in Economics from Rutgers.

Dr. William M. Jenkins was appointed our Senior Vice President, Product Development in November 2000. Dr. Jenkins
is a founder and served as our Vice President, Product Development from June 1997 until November 2000. From
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March 1996 to June 1997, Dr. Jenkins was our Vice President, Research and Development. From 1990 to 1996,

Dr. Jenkins was an Adjunct Associate Professor at the University of California, San Francisco. Dr. Jenkins is the
principal developer of our current software products. Dr. Jenkins holds a B.S. in Psychology, an M.A. in Psychobiology
and a Ph.D. in Psychobiology from Florida State University, with additional post-doctoral training from UCSF.

Jessica Lindl joined us as Vice President of Marketing in March 2007. Prior to joining us, Ms. Lindl served as Vice
President of Marketing and Product Management for Riverdeep, a leading developer of educational software. Ms. Lindl
held marketing management positions of increasing responsibility at Riverdeep and The Learning Company, which was
acquired by Riverdeep, from 2001 through 2006. Prior to her tenure at Riverdeep, Ms. Lindl served as the Director of
Product Management for Simplexis, an e-procurement provider for the K-12 market, in 2000 and 2001 and as part of
the sales management team for AT&T in San Francisco from 1995 to 1998. Ms. Lindl holds a bachelor’s degree in
economics and international studies from Miami University in Oxford, Ohio and an MBA from the Haas School of
Business at the University of California, Berkeley.

Joseph B. Martin became a member of our Board of Directors in July 2000. Dr. Martin is the Edward R. and Anne G.
Lefter Professor of Neurobiology at Harvard University. Dr. Martin served as the Dean of the Faculty of Medicine at
Harvard Medical School from 1997 through June 2007. From 1993 to 1997, Dr. Martin was the Chancellor of UCSF.

Dr. Martin is a member of the Institute of Medicine of the National Academy of Sciences. Dr. Martin also serves as a
director of Cytyc Corporation and Baxter International Inc. He holds a BS from Eastern Mennonite College, an MD from
the University of Alberta and a PhD in Anatomy from the University of Rochester.

Gillian A. McCormack joined us as Vice President, Operations in October 2002. Prior to joining us, Ms. McCormack
had served as vice president of professional and technical services for NCS Learn, or Pearson Education, beginning in
2000. From 1994 through 2000, she was the vice president of customer support for NovaNET, an E-learning company.
Earlier in her career, Ms. McCormack worked in management and field positions at Jostens Learning, an educational
software company. Ms. McCormack began her career as an elementary and middle school teacher and was a master of
teacher training in Tucson, Arizona. She holds a bachelor of science in elementary education and a bachelor of science
in special education and learning disabled K-12 from the University of Arizona.

Dr. Michael M. Merzenich is one of our founders. He has been a director since inception and served as our Chief
Scientific Officer from November 1996 to January 2003. During 1996, Dr. Merzenich served as our CEO and President.
During 1997, Dr. Merzenich worked full-time with us during a sabbatical from his faculty position at the University of
California, San Francisco, or UCSF. Since 1971, Dr. Merzenich has been a member of the faculty, and since 1980 a full
professor, in Neuroscience, Physiology, Biomedical Engineering and Otolaryngology at UCSF. He is currently the Francis
A. Sooy Professor of Otolaryngology at UCSF. During 2004, Dr. Merzenich was on sabbatical from UCSF and worked
full-time with Posit Science Corporation, which has licensed certain technology from us and is developing neuroscience
based products for healthcare applications. Dr. Merzenich is presently the Chief Scientific Officer and a member of the
Board of Directors of Posit. Dr. Merzenich has more than 25 years of experience in managing large, multidisciplinary
brain science/behavior/engineering research projects that have led to commercial products and numerous publications
and awards. In May 1999, Dr. Merzenich was elected a member of the National Academy of Sciences for distinguished
and continuing achievements in original research. Dr. Merzenich holds a BS in General Science from the University of
Portland and a PhD in Physiology from The Johns Hopkins University, with additional training from the University of
Wisconsin.

Rodman W. Moorhead Il has been a director since June 1998. In January 2007, Mr. Moorhead retired from Warburg
Pincus, a global private equity firm (or its predecessors), where he was employed since 1973. His last position at
Warburg Pincus was as Senior Advisor and Managing Director. Mr. Moorhead was nominated to our Board in
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accordance with rights held by Warburg Pincus Ventures, or Ventures, relating to an equity agreement. As long as
Ventures owns a requisite percentage of outstanding shares of common stock, the Board must nominate Mr. Moorhead,
or another individual designated by Ventures and reasonably acceptable to the Board, and use its best efforts to cause
Mr. Moorhead or such other individual to be elected to the Board. Mr. Moorhead is a director of Coventry Health

Care, Inc. He is Chairman of the Board of The Taft School, a member of the Overseers’ Committee on University
Resources at Harvard College, Co-Chairman of Stroud Water Research Center, and trustee of the Brandywine
Conservancy. Mr. Moorhead holds an AB in Economics from Harvard College and an MBA from Harvard Business
School.

Michael A. Moses joined us as a member and Vice Chairman of the board in July 2007. Dr. Moses has been an
educator for over 30 years. Currently he serves as the Distinguished Visiting Professor of Educational Administration at
Texas A&M University at Commerce, Texas. He also serves as the chairman of the board for the American College of
Education in Chicago, lllinois. From November 2004 until July 2006, Dr. Moses served as Vice Chairman of the board
at Higher Ed Holdings, the owner of the American College of Education. Dr. Moses served as the general
superintendent of the Dallas Independent School District from 2001 through 2004. From 1999 through 2001, he served
as the deputy chancellor for System Operations for the Texas Tech University system. Dr. Moses was the Commissioner
of Education for the State of Texas from 1995 through 1999. Prior to that service, Dr. Moses was the superintendent of
three Texas school districts, including Lubbock, LaMarque and Tatum and served as a teacher and school administrator
in the Duncanville and Garland independent school districts. Dr. Moses holds bachelor's and master's degrees from
Stephen F. Austin State University and a Doctor of Education degree from Texas A&M University — Commerce.

Dr. Moses is a member of the board of directors of Southwest Securities Services Group, a holding company whose
subsidiaries provide financial and investment services, and previously served as a member of the Board of the Trammell
Crow Company. He serves as special advisor and consultant to several corporations and entities that interface with
elementary, secondary and higher education.

Lance R. Odden joined our Board in July 2007, after serving as an advisor to our Board since 2003. Mr. Odden is
presently a managing director of New Providence Asset Management Corporation, an investment management firm
serving not for profit organizations and high net worth individuals. Mr. Odden joined New Providence in 2005 and also
serves as chair of New Providence’s Governance Advisory Board. Since 2001, Mr. Odden has also served as an
advisor to Warburg Pincus, a private equity investment firm. Mr. Odden retired as Head Master of The Taft School, a
private educational institution, in June 2001, after serving in that capacity since 1972. Mr. Odden presently serves as
lead director of Irwin Financial Corporation, a bank holding company, and as a trustee of the Berkshire School, a
co-educational boarding school. Previously, he served as chair of A Better Chance, president of The New England
Association of Schools and Colleges, president of the Headmasters’ Association and the Connecticut Association of
Independent Schools, and member of the board and executive committee of the National Association of Independent
Schools. He holds a BA from Princeton University and an MA from the University of Wisconsin.

David W. Smith became a member of our Board of Directors in July 2004. Mr. Smith currently serves as Executive
Chair at Plato Learning, Inc., a publicly held educational software company. Before being appointed Executive Chair, he
served Plato as the Interim CEO from November 2004 to March 1, 2005, and before that, as a Business Consultant.
From September 2000 to December 2002, Mr. Smith was Chief Executive Officer of NCS Pearson, a provider of
products, services and technologies to customers in education, government, and business. He also served as President
of the NCS Assessment and Testing Services from April 1988 to September 2000. Prior to NCS, Mr. Smith was a
senior executive with McGraw Hill Corporation’s Training Systems and College Divisions which publish professional,
technical and scholarly books and materials. Mr. Smith serves on the Boards of Directors of Capella Education
Company, Inscape Publishing, and Plato Learning. Mr. Smith holds an MBA from the University of lowa, as well as a
BA and MA from Southern lllinois University.
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Dr. Paula A. Tallal is one of our founders. She has served as a director since inception. She also served as our
Executive Vice President from January 1996 until December 2000 and as Chairman of the Board of Directors from
January 1996 until November 2000. During 1997, Dr. Tallal worked full-time with us during a sabbatical from her faculty
position at Rutgers; she continues to consult with us pursuant to a consulting agreement. Dr. Tallal also consults for
Posit Science Corporation, which has licensed certain technology from us. Since 1988, Dr. Tallal has served as
co-director of the Center for Molecular and Behavioral Neuroscience at Rutgers. In 2001, Dr. Tallal was named a Board
of Governors Professor in Neuroscience by Rutgers University. Dr. Tallal is an active participant in many scientific
advisory boards and governmental committees for both developmental language disorders and learning disabilities.

Dr. Tallal has over 25 years experience managing multi-site, multi-disciplinary federally funded contracts and grants that
have resulted in over 150 publications, as well as national and international honors. Dr. Tallal holds a BA in Art History
from New York University and a PhD in Experimental Psychology from Cambridge University with additional training from
The Johns Hopkins University.

Our officers are appointed by our board of directors and serve until their successors have been duly elected and
qualified. There are no family relationships among any of our directors or executive officers.
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Principal and selling stockholders

The following table sets forth certain information with respect to the beneficial ownership of our common stock as of
July 25, 2007, as adjusted to reflect the sale of common stock offered by the selling stockholders in this offering, for:

> each person who we know bengficially owns more than five percent of our common stock;
> each of our directors;

> each of our named executive officers;

> all of our directors and executive officers as a group; and

> the selling stockholders.

We have determined beneficial ownership in accordance with the rules of the SEC. Except as indicated by the footnotes
below, we believe, based on the information furnished to us, that the persons and entities named in the table below
have sole voting and investment power with respect to all shares of common stock that they beneficially own, subject to
applicable community property laws.

Applicable percentage ownership is based on 17,212,576 shares of common stock outstanding as of July 25, 2007. For
purposes of the table below, we have assumed that 17,212,576 shares of common stock will be outstanding upon
completion of this offering. In computing the number of shares of common stock beneficially owned by a person and the
percentage ownership of that person, we deemed to be outstanding all shares of common stock subject to options,
warrants or other convertible securities held by that person or entity that are currently exercisable or exercisable within
60 days of July 25, 2007. We did not deem these shares outstanding, however, for the purpose of computing the
percentage ownership of any other person. Beneficial ownership representing less than one percent is denoted with

an “*’

Unless otherwise indicated, the address of each beneficial owner listed in the table below is c/o Scientific Learning
Corporation, 300 Frank H. Ogawa Plaza, Suite 600, Oakland, CA 94612-2040.

Shares beneficially Shares beneficially Shares beneficially

: : p Number of
owned prior to this owned after this h owned after over-
offering(1) sr';l:g:%reicﬁg offering(2) sl:)af;:rsegeiwg allotment

Name of beneficial owner Number Percent (%) offered(2)  Number Percent (%) over-allotment Number Percent (%)
Warburg, Pincus Ventures, LP(3) . .. ... 9,036,638 48.6% 7,661,638 1,375,000 74% — 1,375,000 7.4%
Trigran Investments, Inc.(4) .. ....... 1,789,016 10.4% — 1,789,016 10.4% - 1,789,016 10.4%

3201 Old Glenview Road,

Suite 235

Wilmette, lllinois 60091
Robert C. Bowen(5) . . . . .......... 1,089,040 6.2% — 1,089,040 6.2% — 1,089,040 6.2%
Edward Vermont Blanchard, Jr.(6) . . . . .. 199,024 1.2% — 199,024 1.2% — 199,024 1.2%
Ajit M. Dalvi(7) . . .. .. ... 45,000 * — 45,000 * — 45,000 *
Carleton A. Holstrom(8) . . . .. ... .... 329,171 1.9% — 329,171 1.9% — 329,171 1.9%
Dr. Joseph B. Martin(9) . . .. ........ 68,366 * — 68,366 * — 68,366 *
Dr. Michael M. Merzenich(10) . ... .. .. 491,305 2.8% — 491,305 2.8% 100,000 391,305 2.3%
Rodman W. Moorhead Ill . . . .. ... ...
Michael A. Moses(17) . . . ... ....... 5,000 * — 5,000 . - 5,000 *
Lance R. Odden(18) . .. .......... 50,000 * — 50,000 * — 50,000 *
David W. Smith(11) . . .. .......... 35,428 * — 35,428 * — 35,428 *
Dr. Paula A. Tallal(12) . . . .. .. ...... 613,590 3.6% — 613,590 3.6% 100,000 513,590 3.0%
Linda L. Carloni(13) . . .. .......... 147,594 * — 147,594 * — 147,594 *
Glenn G. Chapin(14) .. ........... 162,090 * — 162,090 * — 162,090 *
Jane A. Freeman(15) . ... ......... 274,243 1.6% — 274,243 1.6% — 274,243 1.6%
Dr. William M. Jenkins(16) . . .. ...... 213,170 1.2% — 213,170 1.2% — 213,170 1.2%
All directors and executive officers as a

group (17 persons)(19) . .. ....... 3,801,943 20.6% — 3,801,943 20.6% — 3,601,943 19.5%

"Less than one percent.
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") This table is based upon information supplied by officers and directors and Schedules 13G filed with the SEC. Unless
otherwise indicated in the footnotes to this table and subject to community property laws where applicable, we believe
that each of the stockholders named in this table has sole voting and investment power with respect to the shares
indicated as beneficially owned. Applicable percentages are based on 17,212,576 shares outstanding on July 25, 2007,
adjusted as required by rules promulgated by the SEC.

2 Assumes that the underwriters do not exercise their over-allotment option.

% Includes 7,661,638 shares owned and 1,375,000 shares issuable upon the exercise of immediately exercisable
warrants. The stockholder is Warburg, Pincus Ventures, L.P. (“WPV”). Warburg Pincus Partners, LLC (“WP Partners”), a
subsidiary of Warburg Pincus & Co. (“WP”) is the sole general partner of WPV. WPV is managed by Warburg Pincus
LLC (WP LLC”). The address of the Warburg Pincus entities is 466 Lexington Avenue, New York, New York 10017.
Charles R. Kaye and Joseph P. Landy are Managing General Partners of WP and Managing Members and
Co-Presidents of WP LLC and may be deemed to control the Warburg Pincus entities. Messrs. Kaye and Landy
disclaim beneficial ownership of all shares held by the Warburg Pincus entities.

# Includes 1,221,980 shares held by Trigran Investments, L.P. and 567,036 shares held by Trigran Investments, L.P. II.
Trigran Investments, Inc. is the general partner of both these partnerships. Douglas Granat and Laurence Oberman are
the controlling shareholders and sole directors of Trigran Investments, Inc.

% Includes 807,790 shares owned by Mr. Bowen and 281,250 shares subject to stock options that are or will be
exercisable by August 23, 2007. Certain of Mr. Bowen’s options have vesting that accelerates on the achievement of
certain stock price targets, none of which have yet been met. These options are not included in this table. See
Employment Agreement below.

® Includes 146,024 shares held by Mr. Blanchard; 2,000 shares held in trusts for his children, of which Mr. Blanchard is
a trustee; 1,000 shares held in an UGMA account for Mr. Blanchard’s minor child; and 15,000 shares held by the
Edward V. Blanchard Insurance Trust UAD 12/20/93, of which Mr. Blanchard’s children are beneficiaries. Also includes
35,000 shares subject to exercisable stock options.

" Includes 10,000 shares held by Mr. Dalvi. Also includes 35,000 shares subject to exercisable stock options.

% Includes 124,856 shares held directly by Mr. Holstrom and 154,315 shares held by the Holstrom Family Partnership.
Also includes 15,000 shares held by the Edward V. Blanchard Insurance Trust UAD 12/20/93, of which Mr. Holstrom is
a trustee. Mr. Holstrom disclaims beneficial ownership of the securities held in this trust. Includes 35,000 shares subject
to exercisable stock options. 109,856 of the directly-held shares are held in a brokerage margin account and therefore
are pledged as security for any loans from that brokerage firm.

% Includes 33,366 shares held by the Martin Living Trust or the Martin Family Trust, Community Property. Dr. Martin is a
trustee of both trusts. Also includes 35,000 shares subject to exercisable stock options.

19 Includes 394,992 shares held directly or in a living trust, 61,313 shares held by the Merzenich Charitable Remainder
Trust, and 35,000 shares subject to exercisable stock options. Dr. Merzenich is a member of the board of directors of
our company.

" Includes 5,428 shares held by Mr. Smith and 30,000 shares subject to exercisable stock options.
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12) Includes 445,257 shares held directly by Dr. Tallal, 133,333 shares held by the Colleen Osburn Trust, for which
Dr. Tallal serves as trustee, and 35,000 shares subject to exercisable stock options. Dr. Tallal disclaims beneficial
ownership of the shares held by the trust. Dr. Tallal is a member of the board of directors of our company.

13) Includes 11,553 shares held by Ms. Carloni and 136,041 shares subject to stock options that are or will be
exercisable or restricted stock units that will have vested as of August 23, 2007.

9 Includes 34,174 shares held by Mr. Chapin and 127,916 shares subject to stock options that are or will be
exercisable or restricted stock units that will have vested as of August 23, 2007.

19) Includes 36,953 shares held by Ms. Freeman and 237,290 shares subject to stock options that are or will be
exercisable or restricted stock units that will have vested as of August 23, 2007.

19) Includes 110,254 shares held by Dr. Jenkins and 102,916 shares subject to stock options that are or will be
exercisable or restricted stock units that will have vested as of August 23, 2007.

17 Includes 5,000 shares subject to exercisable stock options.
18) Includes 50,000 shares subject to exercisable stock options.
19 Includes the information in notes (1) through (16), as applicable. Also includes for the other executive officers

included in the group: 6,631 shares held by such officers and 72,291 shares subject to stock options that are or will be
exercisable or restricted stock units that will have vested as of August 23, 2007.
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Description of capital stock

General

The following is a summary of the rights of our common stock and preferred stock and certain provisions of our
certificate of incorporation and bylaws. For more detailed information, please see our certificate of incorporation and
bylaws, which are filed as exhibits to the registration statement of which this prospectus is part.

Our authorized capital stock consists of 41,000,000 shares, with a par value of $0.001 per share, of which:
> 40,000,000 shares are designated as common stock; and
> 1,000,000 shares are designated as preferred stock.

At June 30, 2007, we had outstanding 17,178,660 shares of common stock, held of record by 110 stockholders, and no
shares of preferred stock outstanding.

Common Stock

The holders of our common stock are entitled to one vote per share on all matters to be voted on by the stockholders.
Subject to preferences that may be applicable to any outstanding shares of preferred stock, holders of common stock
are entitled to receive ratably such dividends as may be declared by the board of directors out of funds legally available
therefor. In the event we liquidate, dissolve or wind up, holders of common stock are entitled to share ratably in all
assets remaining after payment of liabilities and the liquidation preferences of any outstanding shares of preferred stock.
Holders of common stock have no preemptive, conversion or subscription rights. There are no redemption or sinking
fund provisions applicable to the common stock. All outstanding shares of common stock are, and all shares of common
stock to be outstanding upon completion of this offering will be, fully paid and nonassessable.

Preferred Stock

Our board of directors has the authority, without further action by our stockholders, to issue up to 1,000,000 shares of
preferred stock in one or more series, to fix the number of shares of any such series and the designation thereof and
to fix the rights, preferences, privileges and restrictions granted to or imposed upon such preferred stock, including
dividend rights, dividend rate, conversion rights, voting rights, rights and terms of redemption, redemption prices,
liquidation preference and sinking fund terms, any or all of which may be greater than or senior to the rights of the
common stock. The issuance of preferred stock could adversely affect the voting power of holders of common stock and
reduce the likelihood that such holders will receive dividend payments and payments upon liquidation. Such issuance
could have the effect of decreasing the market price of the common stock. The issuance of preferred stock or even the
ability to issue preferred stock could also have the effect of delaying, deterring or preventing a change in control. We
have no present plans to issue any shares of preferred stock.

Common Stock Warrant

In 2001, we issued a fully vested warrant to purchase 1,375,000 shares of our common stock at an exercise price of
$8.00 per share. The warrant was issued to WPV, Inc., an affiliate of Warburg Pincus, the principal selling stockholder
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in this offering, in connection with the guarantee of a line of credit to us. Warburg Pincus is selling all of its shares in
this offering. The entire warrant is currently outstanding and will expire if unexercised by March 9, 2008. The exercise of
this warrant may be on a cash basis or a net exercise basis for fewer shares. The shares subject to the warrant will
not be covered by the lock-up agreement described in the “Underwriting” section below. In addition, WPV, Inc. may
transfer the warrant.

Registration Rights

Our company and Warburg Pincus (and its affiliates) are parties to an Amended and Restated Registration Rights
Agreement, dated December 30, 1998, as amended, with respect to the 7,661,638 shares of our common stock offered
by this prospectus and an additional 1,375,000 shares of our common stock issuable upon exercise of a warrant to
purchase shares of our common stock that it beneficially owns. We refer to these shares collectively as registrable
securities.

Registration of shares of common stock in response to exercise of the these registration rights would result in Warburg
Pincus (and its affiliates) being able to sell these shares without restriction under the Securities Act when the applicable
registration statement is declared effective. We generally must pay all expenses, other than underwriting discounts and

commissions, related to any registration effected pursuant to the exercise of these registration rights.

The registration rights terminate when Warburg Pincus (and its affiliates): (1) beneficially own less than one percent of
our outstanding common stock and (2) can sell all of such holder’s registrable securities in any three-month period
without registration, in compliance with Rule 144 of the Securities Act or another similar exemption.

Demand Registration Rights

If, at any time, Warburg Pincus (and its affiliates) request in writing that an amount of securities having a proposed
aggregate offering price of at least $5,000,000 be registered, we may be required to register their shares. Following this
offering, we will continue to be obligated to effect up to two registrations in response to these demand registration rights
by Warburg Pincus (and its affiliates). Depending on certain conditions, however, we may defer such registration for up
to 90 days. The underwriters of any underwritten offering have the right to limit the number of shares registered
pursuant to such an offering for marketing reasons.

Piggyback Registration Rights

If at any time we propose to register any shares of our common stock under the Securities Act, subject to certain
exceptions, Warburg Pincus (and its affiliates) will be entitled to notice of the registration and to include their registrable
securities in the registration. The underwriters of any underwritten offering have the right to limit the number of shares
registered pursuant to such an offering for marketing reasons, subject to certain limitations.

Anti-Takeover Effects of Delaware Law and Our Certificate of Incorporation and
Bylaws

Certain provisions of Delaware law, our certificate of incorporation and our bylaws contain provisions that could have the
effect of delaying, deferring or discouraging another party from acquiring control of us. These provisions, which are
summarized below, are expected to discourage coercive takeover practices and inadequate takeover bids. These
provisions are also designed, in part, to encourage persons seeking to acquire control of us to first negotiate with our
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board of directors. We believe that the benefits of increased protection of our potential ability to negotiate with an
unfriendly or unsolicited acquirer outweigh the disadvantages of discouraging a proposal to acquire us because
negotiation of these proposals could result in an improvement of their terms.

Undesignated Preferred Stock

As discussed above, our board of directors has the ability to issue preferred stock with voting or other rights or
preferences that could impede the success of any attempt to change control of us. These and other provisions may
have the effect of deferring hostile takeovers or delaying changes in control or management of our company.

Limits on Ability of Stockholders to Act by Written Consent or Call a Special Meeting

We have provided in our certificate of incorporation that our stockholders may not act by written consent. This limit on
the ability of our stockholders to act by written consent may lengthen the amount of time required to take stockholder
actions. As a result, a holder controlling a majority of our capital stock would not be able to amend our bylaws or
remove directors without holding a meeting of our stockholders called in accordance with our bylaws.

In addition, our bylaws provide that special meetings of the stockholders may be called only by the chairperson of the
board, the chief executive officer or the board of directors. A stockholder may not call a special meeting, which may
delay the ability of our stockholders to force consideration of a proposal or for holders controlling a majority of our
capital stock to take any action, including the removal of directors.

Requirements for Advance Notification of Stockholder Nominations and Proposals

Our bylaws establish advance notice procedures with respect to stockholder proposals and the nomination of candidates
for election as directors, other than nominations made by or at the direction of the board of directors or a committee of
the board of directors. However, our bylaws may have the effect of precluding the conduct of certain business at a
meeting if the proper procedures are not followed. These provisions may also discourage or deter a potential acquirer
from conducting a solicitation of proxies to elect the acquirer's own slate of directors or otherwise attempting to obtain
control of our company.

Board Vacancies Filled Only by Majority of Directors Then in Office

Vacancies and newly created seats on our board may be filled only by our board of directors. Only our board of
directors may determine the number of directors on our board. The inability of stockholders to determine the number of
directors or to fill vacancies or newly created seats on the board makes it more difficult to change the composition of
our board of directors, but these provisions promote a continuity of existing management.

Board Classification

Our board of directors has historically been divided into three classes. The directors in each class served for a
three-year term, one class being elected each year by our stockholders. This system of electing and removing directors
may tend to discourage a third party from making a tender offer or otherwise attempting to obtain control of us,
because it generally makes it more difficult for stockholders to replace a majority of the directors. At our Annual
Stockholder meeting on June 1, 2007, our stockholders approved an amendment to our certificate of incorporation and
bylaws in order to declassify our board. Over the next two years, the declassification will be phased in. At the current
time, the board has two remaining classes of directors to be declassified.
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No Cumulative Voting

The Delaware General Corporation Law provides that stockholders are not entitled to the right to cumulate votes in the
election of directors unless our certificate of incorporation provides otherwise. Our certificate of incorporation and bylaws
do not expressly provide for cumulative voting.

Board Removal

Our certificate of incorporation provides that directors may be removed by stockholders without cause only upon the
affirmative vote of two-thirds of the then outstanding voting power of the Company and may be removed with cause
only upon the affirmative vote of a majority of the then outstanding voting power of the Company.

Delaware Anti-Takeover Statute

We are subject to the provisions of Section 203 of the Delaware General Corporation Law regulating corporate
takeovers. In general, Section 203 prohibits a publicly-held Delaware corporation from engaging, under certain
circumstances, in a business combination with an interested stockholder for a period of three years following the date
the person became an interested stockholder unless:

> Prior to the date of the transaction, the board of directors of the corporation approved either the business
combination or the transaction which resulted in the stockholder becoming an interested stockholder;

> Upon completion of the transaction that resulted in the stockholder becoming an interested stockholder,
the interested stockholder owned at least 85% of the voting stock of the corporation outstanding at the
time the transaction commenced, excluding for purposes of determining the voting stock outstanding, but
not the outstanding voting stock owned by the interested stockholder, (1) shares owned by persons who
are directors and also officers and (2) shares owned by employee stock plans in which employee
participants do not have the right to determine confidentially whether shares held subject to the plan will
be tendered in a tender or exchange offer; or

> At or subsequent to the date of the transaction, the business combination is approved by the board and
authorized at an annual or special meeting of stockholders, and not by written consent, by the affirmative
vote of at least 66%% of the outstanding voting stock which is not owned by the interested stockholder.

Generally, a business combination includes a merger, asset or stock sale, or other transaction resulting in a financial
benefit to the interested stockholder. An interested stockholder is a person who, together with affiliates and associates,
owns or, within three years prior to the determination of interested stockholder status, did own 15% or more of a
corporation’s outstanding voting stock. We expect the existence of this provision to have an anti-takeover effect with
respect to transactions our board of directors does not approve in advance. We also anticipate that Section 203 may
also discourage attempts that might result in a premium over the market price for the shares of common stock held by
stockholders.

The provisions of Delaware law, our certificate of incorporation and our bylaws could have the effect of discouraging
others from attempting hostile takeovers and, as a consequence, they may also inhibit temporary fluctuations in the
market price of our common stock that often result from actual or rumored hostile takeover attempts. These provisions
may also have the effect of preventing changes in our management. It is possible that these provisions could make it
more difficult to accomplish transactions that stockholders may otherwise deem to be in their best interests.
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Transfer Agent and Registrar

The transfer agent and registrar for our common stock is Continental Stock Transfer & Trust Company. The transfer
agent's address is 17 Battery Place, New York, New York 10004, and its telephone number is (212) 509-4000.

Nasdaq Global Market Listing

Our common stock is listed on the Nasdaq Global Market under the symbol “SCIL.”
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Material U.S. federal tax considerations
for non-U.S. holders of common stock

The following is a general discussion of material U.S. federal income and estate tax considerations with respect to the
acquisition, ownership and disposition of shares of our common stock applicable to non-U.S. holders. In general, a
“non-U.S. holder” is any holder other than:

> a citizen or resident of the United States;

> a corporation created or organized in or under the laws of the United States or any political subdivision
thereof;

> an estate, the income of which is includible in gross income for U.S. federal income tax purposes
regardless of its source; or

> atrust if (a) a court within the United States is able to exercise primary supervision over the
administration of the trust and one or more U.S. persons have the authority to control all substantial
decisions of the trust or (b) it has a valid election in effect under applicable Treasury regulations to be
treated as a U.S. person.

Generally, an individual may be treated as a resident of the United States in any calendar year for U.S. federal income
tax purposes by, among other ways, being present in the United States for at least 31 days in that calendar year and
for an aggregate of at least 183 days during a three-year period ending in the current calendar year. For purposes of
this calculation, such individual would count all of the days in which he or she was present in the current year, one-third
of the days present in the immediately preceding year, and one-sixth of the days present in the second preceding year.
Residents are taxed for U.S. federal income tax purposes as if they were citizens of the United States.

This discussion is based on current provisions of the Internal Revenue Code of 1986, as amended, final, temporary or
proposed Treasury regulations promulgated thereunder, judicial opinions, published positions of the Internal Revenue
Service and all other applicable authorities, all of which are subject to change (possibly with retroactive effect). We
assume in this discussion that a non-U.S. holder holds shares of our common stock as a capital asset (generally
property held for investment).

This discussion does not address all aspects of U.S. federal income and estate taxation that may be important to a
particular non-U.S. holder in light of that non-U.S. holder’s individual circumstances, nor does it address any aspects of
U.S. state, local or non-U.S. taxes. This discussion also does not consider any specific facts or circumstances that may
apply to a non-U.S. holder subject to special treatment under the U.S. federal income tax laws, including without
limitation:

> banks, insurance companies or other financial institutions;

> partnerships;

> tax-exempt organizations;
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> tax-qualified retirement plans;

> dealers in securities or currencies;

> traders in securities that elect to use a mark-to-market method of accounting for their securities holdings;
> certain U.S. expatriates; and

> persons that will hold common stock as a position in a hedging transaction, “straddle” or “conversion
transaction” for tax purposes.

Accordingly, we urge prospective investors to consult with their own tax advisors regarding the U.S. federal, state, local
and non-U.S. income and other tax considerations of acquiring, holding and disposing of shares of our common stock.

If a partnership holds shares of our common stock, the tax treatment of a partner will generally depend upon the status
of the partner and the activities of the partnership. Any partner in a partnership holding shares of our common stock
should consult its own tax advisors.

Dividends

In general, dividends we pay, if any, to a non-U.S. holder will be subject to U.S. withholding tax at a rate of 30% of the
gross amount. The withholding tax might not apply or might apply at a reduced rate under the terms of an applicable
income tax treaty between the United States and the non-U.S. holder’s country of residence. A non-U.S. holder must
demonstrate its entitlement to treaty benefits by certifying, among other things, its nonresident status. A non-U.S. holder
generally can meet this certification requirement by providing an Internal Revenue Service Form W-8BEN or appropriate
substitute form to us or our paying agent. Also, special rules apply if the dividends are effectively connected with a
trade or business carried on by the non-U.S. holder within the United States and, if a treaty applies, are attributable to
a permanent establishment of the non-U.S. holder within the United States. Dividends effectively connected with this
U.S. trade or business, and, if a treaty applies, attributable to such a permanent establishment of a non-U.S. holder,
generally will not be subject to U.S. withholding tax if the non-U.S. holder files certain forms, including Internal Revenue
Service Form W-8ECI (or any successor form), with the payor of the dividend, and generally will be subject to U.S.
federal income tax on a net income basis, in the same manner as if the non-U.S. holder were a resident of the United
States. A non-U.S. holder that is a corporation may be subject to an additional “branch profits tax” at a rate of 30% (or
a reduced rate as may be specified by an applicable income tax treaty) on the repatriation from the United States of its
“effectively connected earnings and profits,” subject to certain adjustments. A non-U.S. holder of shares of our common
stock eligible for a reduced rate of U.S. withholding tax pursuant to an income tax treaty may obtain a refund of any
excess amounts withheld by filing an appropriate claim for refund with the Internal Revenue Service.

Gain on Sale or Other Disposition of Common Stock

In general, a non-U.S. holder will not be subject to U.S. federal income tax on any gain realized upon the sale or other
disposition of the holder's shares of our common stock unless:

> the gain is effectively connected with a trade or business carried on by the non-U.S. holder within the
United States and, if required by an applicable income tax treaty as a condition to subjecting a non-U.S.
holder to U.S. income tax on a net basis, the gain is attributable to a permanent establishment of the
non-U.S. holder maintained in the United States, in which case a non-U.S. holder will be subject to U.S.
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federal income tax on any gain realized upon the sale or other disposition on a net income basis, in the
same manner as if the non-U.S. holder were a resident of the United States. Furthermore, the branch
profits tax discussed above may also apply if the non-U.S. holder is a corporation;

> the non-U.S. holder is an individual and is present in the United States for 183 days or more in the
taxable year of disposition and certain other tests are met, in which case a non-U.S. holder will be
subject to a flat 30% tax on any gain realized upon the sale or other disposition, which tax may be offset
by U.S. source capital losses (even though the individual is not considered a resident of the United
States);

> the non-U.S. holder is subject to tax pursuant to the provisions of the Internal Revenue Code regarding
the taxation of U.S. expatriates; or

> Wwe are or have been a U.S. real property holding corporation, or a USRPHC, for U.S. federal income tax
purposes at any time within the shorter of the five-year period preceding the disposition and the non-U.S.
holder’s holding period. We do not believe that we are or have been a USRPHC, and we do not
anticipate becoming a USRPHC. If we have been in the past or were to become a USRPHC at any time
during this period, generally gains realized upon a disposition of shares of our common stock by a
non-U.S. holder that did not directly or indirectly own more than 5% of our common stock during this
period would not be subject to U.S. federal income tax, provided that our common stock is “regularly
traded on an established securities market” (within the meaning of Section 897(c)(3) of the Internal
Revenue Code). Our common stock will be treated as regularly traded on an established securities
market during any period in which it is listed on a registered national securities exchange or any
over-the-counter market, including the Nasdaq National Market.

U.S. Federal Estate Tax

Shares of our common stock that are owned or treated as owned by an individual who is not a citizen or resident (as
defined for U.S. federal estate tax purposes) of the United States at the time of death will be includible in the
individual's gross estate for U.S. federal estate tax purposes, unless an applicable estate tax treaty provides otherwise,
and therefore may be subject to U.S. federal estate tax.

Backup Withholding, Information Reporting and Other Reporting Requirements

Generally, we must report annually to the Internal Revenue Service and to each non-U.S. holder the amount of
dividends paid to, and the tax withheld with respect to, each non-U.S. holder. These reporting requirements apply
regardless of whether withholding was reduced or eliminated by an applicable tax treaty. Copies of this information also
may be made available under the provisions of a specific treaty or agreement with the tax authorities in the country in
which the non-U.S. holder resides or is established.

U.S. backup withholding tax is imposed (at a current rate of 28%) on certain payments to persons that fail to furnish
the information required under the U.S. information reporting requirements. A non-U.S. holder of shares of our common
stock will be subject to this backup withholding tax on dividends we pay unless the holder certifies, under penalties of
perjury, among other things, its status as a non-U.S. holder (and we or our paying agent do not have actual knowledge
or reason to know the holder is a U.S. person) or otherwise establishes an exemption.

71



Under the Treasury regulations, the payment of proceeds from the disposition of shares of our common stock by a
non-U.S. holder made to or through a U.S. office of a broker generally will be subject to information reporting and
backup withholding unless the beneficial owner certifies, under penalties of perjury, among other things, its status as a
non-U.S. holder (and we or our paying agent do not have actual knowledge or reason to know the holder is a U.S.
person) or otherwise establishes an exemption. The payment of proceeds from the disposition of shares of our common
stock by a non-U.S. holder made to or through a non-U.S. office of a broker generally will not be subject to backup
withholding and information reporting, except as noted below. In the case of proceeds from a disposition of shares of
our common stock by a non-U.S. holder made to or through a non-U.S. office of a broker that is:

> a U.S. person;
> a “controlled foreign corporation” for U.S. federal income tax purposes;

> a foreign person 50% or more of whose gross income from certain periods is effectively connected with a
U.S. trade or business; or

> a foreign partnership if at any time during its tax year (a) one or more of its partners are U.S. persons
who, in the aggregate, hold more than 50% of the income or capital interests of the partnership or (b) the
foreign partnership is engaged in a U.S. trade or business;

information reporting (but not backup withholding) will apply unless the broker has documentary evidence in its files that
the owner is a non-U.S. holder and certain other conditions are satisfied, or the beneficial owner otherwise establishes
an exemption (and the broker has no actual knowledge or reason to know to the contrary).

Backup withholding is not an additional tax. Any amounts withheld under the backup withholding rules from a payment
to a non-U.S. holder can be refunded or credited against the non-U.S. holder's U.S. federal income tax liability, if any,
provided that the required information is furnished to the Internal Revenue Service in a timely manner.

THE FOREGOING DISCUSSION OF CERTAIN U.S. FEDERAL INCOME TAX CONSIDERATIONS IS FOR GENERAL
INFORMATION ONLY AND IS NOT TAX ADVICE. ACCORDINGLY, EACH PROSPECTIVE HOLDER OF SHARES OF
OUR COMMON STOCK SHOULD CONSULT HIS, HER OR ITS OWN TAX ADVISER WITH RESPECT TO THE
FEDERAL, STATE, LOCAL AND FOREIGN TAX CONSEQUENCES OF THE ACQUISITION, OWNERSHIP AND
DISPOSITION OF OUR COMMON STOCK.
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Underwriting

ThinkEquity Partners LLC is acting as bookrunning lead manager of this offering, and together with BMO Capital
Markets Corp. and Signal Hill Capital Group LLC, are acting as representatives of the underwriters named below.
Subject to the terms and conditions stated in the underwriting agreement, each underwriter named below has agreed to
purchase, and the principal selling stockholder, Warburg Pincus, has agreed to sell to that underwriter, the number of
shares of common stock set forth opposite the underwriter's name.

Underwriter Number of shares
ThinkEquity Partners LLC . . . . ... . o 5,746,228
BMO Capital Markets Corp. . . .. .o 1,149,246
Signal Hill Capital Group LLC . . . . . .. 766,164
Total L 7,661,638

The underwriting agreement provides that the obligations of the underwriters to purchase the shares included in this
offering are subject to approval of legal matters by counsel and to other conditions. The underwriters are obligated to
purchase all of the shares (other than those covered by the over-allotment option described below) if they purchase any
of the shares.

The underwriters propose to offer some of the shares directly to the public at the public offering price set forth on the
cover page of this prospectus and some of the shares to dealers at the public offering price less a concession not to
exceed $0.1575 per share. If all of the shares are not sold at the initial offering price, the representatives may change
the public offering price and the other selling terms.

Certain other stockholders have granted to the underwriters an option, exercisable for 30 days from the date of this
prospectus, to purchase up to an aggregate of 200,000 additional shares of common stock at the public offering price
less the underwriting discount. The underwriters may exercise the option solely for the purpose of covering
over-allotments, if any, in connection with this offering. To the extent the option is exercised, each underwriter must
purchase a number of additional shares approximately proportionate to that underwriter’s initial purchase commitment.

Subject to certain exceptions, we and each of our officers and directors have agreed not to offer to sell, sell, pledge or
otherwise dispose of (or enter into any transaction or device that is designed to, or could be expected to, result in the
disposition by any person at any time in the future of), directly or indirectly, any shares of our common stock or any
securities convertible into or exchangeable for our common stock, or enter into any swap or other derivatives transaction
that transfers to another, in whole or in part, any of the economic consequences of ownership of our common stock,
whether any transaction is to be settled by delivery of common stock or other securities, in cash or otherwise, without
the prior written consent of ThinkEquity Partners LLC for a period of 90 days after the date of this prospectus, provided
that Robert C. Bowen, our Chief Executive Officer, has agreed to a lock-up for 180 days after the date of this
prospectus, and we have agreed to a lock-up for 120 days after the date of this prospectus. Notwithstanding the
foregoing, for the purpose of allowing the underwriters to comply with NASD Rule 2711(f)(4), if (1) during the last

17 days of the initial 90-day (or 180-day or 120-day, as applicable) lock-up period, we release earnings results or
material news or a material event relating to us occurs or (2) prior to the expiration of the initial 90-day (or 180-day or
120-day, as applicable) lock-up period, we announce that we will release earnings results during the 16-day period
beginning on the last day of the initial 90-day (or 180-day or 120-day, as applicable) lock-up period, then in each case
the initial 90-day (or 180-day or 120-day, as applicable) lock-up period will be extended until the expiration of the 18-day
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period beginning on the date of release of the earnings results or the occurrence of the material news or material
event, as applicable.

Our common stock trades on the Nasdaq Global Market under the symbol “SCIL.”

The following table shows the underwriting discounts and commissions that Warburg Pincus is to pay to the
underwriters in connection with this offering and the underwriting discounts and commissions that certain other
stockholders are to pay to the underwriters in connection with the offering assuming full exercise of the underwriters’
option to purchase additional shares of common stock.

Paid by other selling
Paid by Warburg Pincus stockholders*

Pershare . . ... ... . . . . . $ 0.2625 $0.2625
Total .. $2,011,180 $52,500

* Assuming full exercise of the over-allotment option

In connection with the offering, the underwriters may purchase and sell shares of our common stock in the open
market. These transactions may include short sales, syndicate covering transactions and stabilizing transactions. Short
sales involve syndicate sales of shares of our common stock in excess of the number of shares to be purchased by the
underwriters in this offering, which creates a syndicate short position. “Covered” short sales are sales of shares made
in an amount up to the number of shares represented by the underwriters’ over-allotment option. In determining the
source of shares to close out the covered syndicate short position, the underwriters will consider, among other things,
the price of shares available for purchase in the open market as compared to the price at which they may purchase
shares through the over-allotment option. Transactions to close out the covered syndicate short positions involve either
purchases of the common stock in the open market after the distribution has been completed or the exercise of the
over-allotment option. The underwriters may also make “naked” short sales of shares in excess of the over-allotment
option. The underwriters must close out any naked short position by purchasing shares of our common stock in the
open market. A naked short position is more likely to be created if the underwriters are concerned that there may be
downward pressure on the price of the shares in the open market after pricing that could adversely affect investors who
purchase in this offering. Stabilizing transactions consist of bids for or purchases of shares in the open market while the
offering is in progress.

The underwriters also may impose a penalty bid. Penalty bids permit the underwriters to reclaim a selling concession
from a syndicate member when the underwriters repurchase shares originally sold by that syndicate member in order to
cover syndicate short positions or make stabilizing purchases.

Any of these activities may have the effect of preventing or retarding a decline in the market price of the common
stock. They may also cause the price of the common stock to be higher than the price that would otherwise exist in the
open market in the absence of these transactions. The underwriters may conduct these transactions on the Nasdaq
Global Market or in the over-the-counter market, or otherwise. If the underwriters commence any of these transactions,
they may discontinue them at any time.

In connection with the offering, the underwriters and selling group members may engage in passive market making
transactions in the common stock on the Nasdaq Global Market in accordance with Rule 103 of Regulation M under the
Securities Exchange Act of 1934, as amended, during the period before the commencement of offers or sales of
common stock and extending through the completion of distribution. A passive market maker must display its bids at a
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price not in excess of the highest independent bid of the security. However, if all independent bids are lowered below
the passive market maker’s bid, that bid must be lowered when specified purchase limits are exceeded.

We estimate that our portion of the total expenses of this offering will be approximately $800,000.

The underwriters have performed investment banking and advisory services for us and Warburg Pincus from time to
time for which they have received customary fees and expenses. The underwriters may, from time to time in the future,
engage in transactions with and perform services for us and Warburg Pincus in the ordinary course of their business.

A prospectus in electronic format may be made available by one or more of the underwriters on a website maintained
by a third party vendor or by one or more of the underwriters. The representatives of the underwriters may agree to
allocate a number of shares to underwriters for sale to their online brokerage account holders. The representatives will
allocate shares to underwriters that may make Internet distributions on the same basis as other allocations. In addition,
shares may be sold by the underwriters to securities dealers who resell shares to online brokerage account holders.
Other than the prospectus in electronic format, the information on such website is not part of the prospectus.

We and Warburg Pincus have agreed to indemnify the underwriters against certain liabilities, including liabilities under
the Securities Act of 1933, or to contribute to payments the underwriters may be required to make because of any of
those liabilities.

Notice to Prospective Investors in the European Economic Area

In relation to each member state of the European Economic Area that has implemented the Prospectus Directive (each,
a relevant member state), with effect from and including the date on which the Prospectus Directive is implemented in
that relevant member state (the relevant implementation date), an offer of shares of our common stock described in this
prospectus may not be made to the public in that relevant member state prior to the publication of a prospectus in
relation to our common stock that has been approved by the competent authority in that relevant member state or,
where appropriate, approved in another relevant member state and notified to the competent authority in that relevant
member state, all in accordance with the Prospectus Directive, except that, with effect from and including the relevant
implementation date, an offer of securities may be made to the public in that relevant member state at any time:

> to any legal entity that is authorized or regulated to operate in the financial markets or, if not so
authorized or regulated, whose corporate purpose is solely to invest in securities or

> to any legal entity that has two or more of (1) an average of at least 250 employees during the last
financial year; (2) a total balance sheet of more than €43,000,000 and (3) an annual net turnover of
more than €50,000,000, as shown in its last annual or consolidated accounts or

> in any other circumstances that do not require the publication of a prospectus pursuant to Article 3 of the
Prospectus Directive.

For purposes of this provision, the expression an “offer to the public” in any relevant member state means the
communication to 100 or more persons, other than qualified investors, in any form and by any means of sufficient
information on the terms of the offer and the securities to be offered so as to enable an investor to decide to purchase
or subscribe to the securities, as the expression may be varied in that member state by any measure implementing the
Prospectus Directive in that member state, and the expression “Prospectus Directive” means Directive 2003/71/EC and
includes any relevant implementing measure in each relevant member state.
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Each purchaser of shares of our common stock described in this prospectus located within a relevant member state will
be deemed to have represented, acknowledged and agreed that it is a “qualified investor” within the meaning of
Article 2(1)(e) of the Prospectus Directive.

The sellers of shares of our common stock have not authorized and do not authorize the making of any offer of shares
of our common stock through any financial intermediary on their behalf, other than offers made by the underwriters with
a view to the final placement of shares of our common stock as contemplated in this prospectus. Accordingly, no
purchaser of shares of our common stock, other than the underwriters, is authorized to make any further offer of shares
of our common stock on behalf of the sellers or the underwriters.

Notice to Prospective Investors in the United Kingdom

This prospectus is only being distributed to, and is only directed at, persons in the United Kingdom that are qualified
investors (as defined above) that are also (i) investment professionals falling within Article 19(5) of the Financial
Services and Markets Act 2000 (Financial Promotion) Order 2005 (the “Order”), (i) high net worth entities falling within
Article 49(2) of the Order, or (iii) other persons to whom it may lawfully be communicated (all such persons together
being referred to as “relevant persons”). This prospectus and its contents are confidential and should not be distributed,
published or reproduced (in whole or in part) or disclosed by recipients to any other persons in the United Kingdom.
Any person in the United Kingdom that is not a relevant person should not act or rely on this document or any of its
contents.

Legal matters

The validity of the shares of common stock offered hereby will be passed upon for us by Wilson Sonsini Goodrich &
Rosati, Professional Corporation, Palo Alto, California. Various legal matters related to the offering will be passed upon
for the underwriters by DLA Piper US LLP, New York, New York.

Experts

Ernst & Young LLP, independent registered public accounting firm, has audited our financial statements and schedule at
December 31, 2006 and 2005, and for each of the three years in the period ended December 31, 2006, as set forth in
their report. We've included our financial statements and schedule in the prospectus and elsewhere in the registration
statement in reliance on Ernst & Young LLP’s report, given on their authority as experts in accounting and auditing.

Where you can find additional information

We have filed with the SEC a registration statement on Form S-1 under the Securities Act with respect to the shares of
common stock offered hereby. This prospectus, which constitutes a part of the registration statement, does not contain
all of the information set forth in the registration statement or the exhibits and schedules filed therewith. For further
information about us and the common stock offered hereby, we refer you to the registration statement and the exhibits
and schedules filed thereto. Statements contained in this prospectus regarding the contents of any contract or any other
document that is filed as an exhibit to the registration statement are not necessarily complete, and each such statement
is qualified in all respects by reference to the full text of such contract or other document filed as an exhibit to the
registration statement. We are required to file periodic reports, proxy statements, and other information with the SEC
pursuant to the Securities Exchange Act of 1934. You may read and copy this information at the Public Reference

76



Room of the SEC, 100 F. Street, N.E., Room 1580, Washington, D.C. 20549. You may obtain information on the
operation of the public reference rooms by calling the SEC at 1-800-SEC-0330. The SEC also maintains a website that
contains reports, proxy statements and other information about issuers, like us, that file electronically with the SEC. The
address of that site is www.sec.gov.

Incorporation of certain information by reference

We may ‘“incorporate by reference” into this prospectus the information we file with the SEC, which means that we can
disclose important information to you by referring you to those documents already on file with the SEC. The information
incorporated by reference is an important part of this prospectus. Some information contained in this prospectus
updates the information incorporated by reference into this prospectus. We incorporate by reference the following
documents:

> The portions of the Definitive Proxy Statement on Schedule 14A relating to our 2007 Annual Stockholders
Meeting, filed with the SEC on April 10, 2007 that are incorporated by reference in the Annual Report on
Form 10-K for the year ended December 31, 2006.

We will provide to each person, including any beneficial owner, to whom a prospectus is delivered, a copy of the
reports and documents that have been incorporated by reference in this prospectus, at no cost. Any such request may
be made by writing or telephoning us at the following address or phone number:

General Counsel

Scientific Learning Corporation

300 Frank H. Ogawa Plaza, Suite 600
Oakland, CA 94612-2040

(510) 444-3500

These documents may also be accessed through our website at www.scilearn.com or as described under “Where You
Can Find Additional Information” above. The information and other content contained on or linked from our website are
not part of this prospectus.
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Report of Ernst & Young LLP, independent registered
public accounting firm

The Board of Directors and Stockholders
Scientific Learning Corporation

We have audited the accompanying balance sheets of Scientific Learning Corporation as of December 31, 2006 and
2005 and the related statements of operations, stockholders equity (deficit), and cash flows for each of the three years
in the period ended December 31, 2006. Our audits also included the financial statement schedule listed in the index at
ltem 16b. These financial statements and schedule are the responsibility of the Company’s management. Our
responsibility is to express an opinion on these financial statements and schedule based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board (United
States). Those standards require that we plan and perform the audit to obtain reasonable assurance about whether the
financial statements are free of material misstatement. We were not engaged to perform an audit of the Company’s
internal control over financial reporting. Our audits included consideration of internal control over financial reporting as a
basis for designing audit procedures that are appropriate in the circumstances, but not for the purpose of expressing an
opinion on the effectiveness of the Company’s internal control over financial reporting. Accordingly, we express no such
opinion. An audit also includes examining, on a test basis, evidence supporting the amounts and disclosures in the
financial statements, assessing the accounting principles used and significant estimates made by management, and
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis for our
opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the financial position of
Scientific Learning Corporation as of December 31, 2006 and 2005, and the results of its operations and its cash flows
for each of the three years in the period ended December 31, 2006, in conformity with U.S. generally accepted
accounting principles. Also, in our opinion, the related financial statement schedule, when considered in relation to the
basic financial statements taken as a whole, presents fairly in all material respects the information set forth therein.

As discussed in Note 1 to the financial statements, in 2006 Scientific Learning Corporation changed its method of