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ý QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES
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(State or other jurisdiction of
incorporation or organization)

(I.R.S. Employer Identification No.)

3300 Fernbrook Lane N., Suite 200
Plymouth, Minnesota 55447
(Address of principal
executive offices)

(Zip Code)

(763) 852-4100

(Registrant�s telephone number, including area code)

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the Securities Exchange Act
of 1934 during the preceding 12 months (or for such shorter period that the registrant was required to file such reports), and (2) has been subject
to such filing requirements for the past 90 days.  Yes   ý   No   o

Indicate by check mark whether the registrant is an accelerated filer (as defined in Rule 12b-2 of the Exchange Act).Yes   ý   No   o

On August 2, 2004, there were 11,685,689 shares of the Registrant�s common stock, par value $.01 per share, outstanding.
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PART I.  FINANCIAL INFORMATION

ITEM 1. FINANCIAL STATEMENTS

VITAL IMAGES, INC.
CONSOLIDATED BALANCE SHEETS

AS OF JUNE 30, 2004 AND DECEMBER 31, 2003

June 30,
2004

December 31,
2003

(Unaudited)
ASSETS
Current assets:
Cash and cash equivalents $ 18,690,824 $ 30,111,613
Marketable securities 11,314,446 4,078,587
Accounts receivable, net of allowance for doubtful accounts of $743,000 and $235,000 as of
June 30, 2004 and December 31, 2003, respectively 5,364,264 4,982,362
Deferred income taxes 275,000 275,000
Prepaid expenses and other current assets 792,597 672,072
Total current assets 36,437,131 40,119,634

Property and equipment, net 2,891,010 3,043,239
Deferred income taxes 8,039,000 9,500,000
Licensed technology, net 390,000 450,000
Intangible assets, net 6,610,000 �
Goodwill 6,815,244 �
Other assets � 144,346
TOTAL ASSETS $ 61,182,385 $ 53,257,219

LIABILITIES AND SHAREHOLDERS� EQUITY
Current liabilities:
Accounts payable $ 1,246,501 $ 1,485,451
Accrued payroll 1,533,150 1,347,464
Deferred revenue 7,141,104 5,054,804
Accrued royalties 644,006 556,494
Other current liabilities 309,440 285,121
Total current liabilities 10,874,201 8,729,334
Deferred revenue 181,957 264,691
Total liabilities 11,056,158 8,994,025

Shareholders� equity:
Preferred stock: $.01 par value; 5,000,000 shares authorized; none issued or outstanding as of
June 30, 2004 and December 31, 2003 � �
Common stock: $.01 par value; 20,000,000 shares authorized; 11,685,689 and 11,140,380
shares issued and outstanding as of June 30, 2004 and December 31, 2003, respectively 116,857 111,404
Additional paid-in capital 63,312,730 56,108,590
Accumulated other comprehensive loss (48,836) �
Accumulated deficit (13,254,524) (11,956,800)
Total shareholders� equity 50,126,227 44,263,194
TOTAL LIABILITIES AND SHAREHOLDERS� EQUITY $ 61,182,385 $ 53,257,219

Edgar Filing: VITAL IMAGES INC - Form 10-Q

42-1321776 5



(The accompanying Notes to Consolidated Financial Statements are an integral part of these statements.)
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VITAL IMAGES, INC.
CONSOLIDATED STATEMENTS OF OPERATIONS

FOR THE THREE AND SIX MONTHS ENDED JUNE 30, 2004 AND 2003

For the Three
Months Ended

June 30,

For the Six
Months Ended

June 30,
2004 2003 2004 2003

(Unaudited) (Unaudited)
Revenue:
License fees $ 5,172,080 $ 5,325,207 $ 10,712,692 $ 9,978,271
Maintenance and services 2,179,676 1,383,687 4,102,158 3,050,662
Hardware 635,642 820,821 922,470 1,291,758
Total revenue 7,987,398 7,529,715 15,737,320 14,320,691

Cost of revenue:
License fees 984,384 520,205 1,988,011 901,951
Maintenance and services 1,109,810 975,835 2,200,013 1,909,040
Hardware 467,073 537,559 710,313 837,990
Total cost of revenue 2,561,267 2,033,599 4,898,337 3,648,981

Gross margin 5,426,131 5,496,116 10,838,983 10,671,710

Operating expenses:
Sales and marketing 2,797,649 2,453,986 5,499,226 4,573,543
Research and development 1,475,930 1,312,886 4,158,253 2,694,378
General and administrative 1,073,958 1,073,652 2,810,734 2,099,770
Total operating expenses 5,347,537 4,840,524 12,468,213 9,367,691

Operating income (loss) 78,594 655,592 (1,629,230) 1,304,019

Interest income 76,294 45,514 141,506 75,613

Income (loss) before income taxes 154,888 701,106 (1,487,724) 1,379,632
Provision (benefit) for income taxes, net 60,000 35,000 (190,000) 60,000

Net income (loss) $ 94,888 $ 666,106 $ (1,297,724) $ 1,319,632

Net income (loss) per share � basic $ 0.01 $ 0.07 $ (0.11) $ 0.14

Weighted average common shares outstanding -
basic 11,653,295 9,634,331 11,496,062 9,327,214

Net income (loss) per share � diluted $ 0.01 $ 0.06 $ (0.11) $ 0.12

Weighted average common shares outstanding -
diluted 12,417,248 11,333,444 11,496,062 10,872,495

(The accompanying Notes to Consolidated Financial Statements are an integral part of these statements.)
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VITAL IMAGES, INC.
CONSOLIDATED STATEMENTS OF CASH FLOWS

FOR THE SIX MONTHS ENDED JUNE 30, 2004 AND 2003
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For the Six
Months Ended June 30,

2004 2003
(Unaudited)

CASH FLOWS FROM OPERATING ACTIVITIES:
Net income (loss) $ (1,297,724) $ 1,319,632
Adjustments to reconcile net income (loss) to net cash provided by operating activities:
Depreciation 759,273 567,785
Write-off of in-process research and development 1,000,000 �
Provision for uncollectible accounts receivable 508,000 24,000
Tax benefit from stock option transactions 244,000 �
Deferred income taxes (464,000) �
Amortization of intangibles 550,000 60,000
Non-employee stock-based compensation (2,475) 114,178
Changes in operating assets and liabilities, net of effect from acquisition:
Accounts receivable (889,902) (759,611)
Prepaid expenses and other current assets (117,798) (312,273)
Other assets 144,346 �
Accounts payable (172,210) 314,666
Deferred revenue 1,696,067 1,133,296
Accrued expenses and other liabilities 203,961 (78,980)
Net cash provided by operating activities 2,161,538 2,382,693

CASH FLOWS FROM INVESTING ACTIVITIES:
Purchases of property and equipment (658,050) (1,042,807)
Acquisition of HInnovation, net of cash acquired (6,498,096) �
Purchases of marketable securities (13,629,433) (4,888,032)
Sales of marketable securities 6,344,738 2,621,174
Net cash used in investing activities (14,440,841) (3,309,665)

CASH FLOWS FROM FINANCING ACTIVITIES:
Proceeds from sales of common stock under stock plans 858,514 1,319,361
Net proceeds from private placement � 18,990,515
Net cash provided by financing activities 858,514 20,309,876

NET (DECREASE) INCREASE IN CASH AND CASH EQUIVALENTS (11,420,789) 19,382,904

CASH AND CASH EQUIVALENTS, BEGINNING OF PERIOD 30,111,613 8,122,547

CASH AND CASH EQUIVALENTS, END OF PERIOD $ 18,690,824 $ 27,505,451

SUPPLEMENTAL CASH FLOW INFORMATION:
Cash paid during the period for income taxes $ 4,950 $ 46,826
Purchases of property plant and equipment with accounts payable $ 128,009 $ �

NONCASH INVESTING AND FINANCING ACTIVITIES:
Common stock issued for acquisition of HInnovation, Inc. $ 6,109,554 $ �

(The accompanying Notes to Consolidated Financial Statements are an integral part of these statements.)
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VITAL IMAGES, INC.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (UNAUDITED)

(1) BASIS OF PRESENTATION:

The accompanying unaudited financial statements of Vital Images, Inc. (�Vital Images� or the �Company�) have been prepared in accordance with
generally accepted accounting principles for interim financial information and with the instructions to Form 10-Q and Rule 10-01 of Regulation
S-X.  Accordingly, they do not include all of the information and notes required by accounting principles generally accepted in the United States
of America.  In the opinion of management, all adjustments, consisting only of normal recurring adjustments, for a fair presentation have been
included. Operating results for the six months ended June 30, 2004 are not necessarily indicative of the results that may be expected for the year
ending December 31, 2004. These financial statements should be read in conjunction with the financial statements and notes thereto included in
the Company�s Annual Report on Form 10-K for the year ended December 31, 2003.

(2) MAJOR CUSTOMER AND GEOGRAPHIC DATA:

The following customer accounted for more than 10% of the Company�s total revenue for the periods indicated:

Significant
Customer Revenue

Percentage of
Total Revenue

Six months ended
June 30, 2004 Toshiba Medical Systems Corporation $ 9,065,000 58%

Six months ended
June 30, 2003 Toshiba Medical Systems Corporation $ 5,652,000 39%

The Company�s accounts receivable are generally concentrated with a small base of customers.  As of June 30, 2004, Toshiba Medical Systems
Corporation accounted for 30% of accounts receivable, and as of December 31, 2003, no single customer accounted for more than 10% of
accounts receivable.

Export revenue amounted to 15% and 10% of total revenue for the six months ended June 30, 2004 and 2003, respectively.  Substantially all of
the Company�s export revenue is negotiated, invoiced and paid in U.S. dollars.  Gross export revenue by geographic area is summarized as
follows:

Six Months Ended
June 30,

2004 2003
Europe $ 1,517,000 $ 962,000
Asia and Pacific Region 445,000 342,000
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Canada 292,000 21,000
Mexico and other foreign countries 38,000 100,000
Totals $ 2,292,000 $ 1,425,000
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(3) NET INCOME (LOSS) PER SHARE:

Net income (loss) per share - basic is computed using the weighted average common shares outstanding during the period.  Net income (loss) per
share � diluted is computed using the weighted average common shares outstanding and common share equivalents shares outstanding during the
period.  Common share equivalents are not included in the net income (loss) per share calculations if they are anti-dilutive.  Common share
equivalents consist of warrants and options.

The computations for basic and diluted net income (loss) per share for each period are as follows:

For the Three Months Ended
June 30,

For the Six Months Ended
June 30,

2004 2003 2004 2003

Numerator:
Net income (loss) $ 94,888 $ 666,106 $ (1,297,724) $ 1,319,632

Denominator:
Denominator for weighted average common
shares outstanding � basic 11,653,295 9,634,331 11,496,062 9,327,214

Dilution associated with common stock warrants 6,615 76,189 � 73,836

Dilution associated with the company�s
stock-based compensation plans 757,338 1,622,924 � 1,471,445

Denominator for weighted average common
shares outstanding � diluted 12,417,248 11,333,444 11,496,062 10,872,495

Net income (loss) per share � basic $ 0.01 $ 0.07 $ (0.11) $ 0.14

Net income (loss) per share � diluted $ 0.01 $ 0.06 $ (0.11) $ 0.12

For the three and six months ended June 30, 2004, options and warrants to purchase 575,674 and 2,167,775 shares, respectively, were not
included in the computation of earnings per share because their effect on earnings would have been anti-dilutive. For the three and six months
ended June 30, 2003, options and warrants to purchase 39,412 and 25,804 shares, respectively, were not included. All common share equivalents
are anti-dilutive in periods where the Company generates a net loss.
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(4) COMPREHENSIVE INCOME (LOSS):

The components of comprehensive income (loss) were as follows:

For the Three Months Ended
June 30,

For the Six Months Ended
June 30,

2004 2003 2004 2003
Net income (loss) $ 94,888 $ 666,106 $ (1,297,724) $ 1,319,632

Other comprehensive gain (loss):
Net unrealized gain (loss) on available-for-sale
investments (40,615) 711 (48,836) 641

Comprehensive income (loss) $ 54,273 $ 666,817 $ (1,346,560) $ 1,320,273

Accumulated other comprehensive loss at June 30, 2004 and December 31, 2003 was $48,836 and $0, respectively.

(5) STOCK-BASED COMPENSATION:

The Company has stock-based employee and director compensation plans, which the Company accounts for under the recognition and
measurement principles of Accounting Principles Board (�APB�) Opinion No. 25, �Accounting for Stock Issued to
Employees,� and related Interpretations.  The Company has adopted the disclosure requirements of Statement of
Financial Accounting Standards (�SFAS�) No. 148, �Accounting for Stock-Based Compensation �Transition and
Disclosure � an amendment of SFAS No. 123.� The Company continues to apply the recognition and measurement
principles as prescribed by APB Opinion No. 25, �Accounting for Stock Issued to Employees.�  No stock-based
employee and director compensation cost is reflected in net income (loss), as all options granted under those plans had
an exercise price equal to the market value of the underlying common stock on the date of grant. The following table
illustrates the effect on net income (loss) and net income (loss) per share if the Company had applied the fair value
recognition provisions of FASB Statement No. 123, �Accounting for Stock-Based Compensation,� to stock-based
employee and director compensation.

For the Three Months Ended
June 30,

For the Six Months Ended
June 30,

2004 2003 2004 2003

Net income (loss), as reported $ 94,888 $ 666,106 $ (1,297,724) $ 1,319,632

Deduct: Total stock-based employee compensation
expense determined under fair value method for all
awards, net of related tax effects (871,888) (552,106) (1,302,276) (1,070,632)

Pro forma net income (loss) $ (777,000) $ 114,000 $ (2,600,000) $ 249,000
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Net income (loss) per share �
basic

As reported
$ 0.01 $ 0.07 $ (0.11) $ 0.14

Pro forma $ (0.07) $ 0.01 $ (0.23) $ 0.03

Net income (loss) per share �
diluted

As reported
$ 0.01 $ 0.06 $ (0.11) $ 0.12

Pro forma $ (0.07) $ 0.01 $ (0.23) $ 0.02
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The pro forma effects on the net income (loss) for the six months ended June 30, 2004 and 2003 may not be indicative of the future results for
the full fiscal year due to continuing option activity and other factors.

(6) HINNOVATION, INC. ACQUISITION:

The following acquisition was accounted for under the purchase method of accounting and, accordingly, the assets and liabilities acquired were
recorded at their estimated fair values at the effective date of the acquisition and the results of operations have been included in the unaudited
consolidated statements of operations since the acquisition date.  In accordance with SFAS No. 142, �Goodwill and Other Intangible Assets,�
goodwill recorded as a result of the acquisition will be subject to an annual impairment test and will not be amortized. The acquisition of
HInnovation was made to acquire products and technology that will enable the Company to more effectively compete
in the distributed computing market for 2D/3D/4D visualization and analysis software.

On February 18, 2004, the Company completed the acquisition of HInnovation, Inc. (�HInnovation�) in accordance with the terms and conditions
of an Acquisition Agreement and Plan of Reorganization (the �Acquisition Agreement�) dated as of January 8, 2004.  HInnovation is a provider of
software solutions that allow physicians to use PCs or notebook computers to access 2D, 3D and 4D medical imaging applications securely over
the Internet.  The results of operations of HInnovation are included in the consolidated statement of operations for the period from February 18,
2004 through June 30, 2004.

The total purchase price of the HInnovation acquisition is currently estimated to be approximately $12.6 million and has been accounted for as
the purchase of a business under Statement of Financial Accounting Standards No. 141, �Business Combinations.�  The Company acquired all of
the outstanding common stock of HInnovation in exchange for $6.0 million in cash paid and 376,262 newly issued shares of common stock
issued to the shareholders of HInnovation. The common stock was valued at $6.1 million for accounting purposes.  Vital Images� stock was
valued at $16.2375 per share, which was equal to the average of the closing sale prices of one share of Vital Images� stock as reported on the
NASDAQ National Market for the two consecutive trading days occurring before the first public announcement of the signing of the Acquisition
Agreement, and the two consecutive trading days occurring immediately after such public announcement date. The Company incurred
approximately $0.5 million in direct costs of the acquisition.  In addition, the transaction includes a maximum of $6.0 million of contingent
milestone payments comprised of $3.0 million in common stock and $3.0 million in cash.  The contingent milestone payments are based on the
achievement of certain revenue targets resulting from the sale of products containing HInnovation technology during the twelve-month period
following the closing date; the porting of Vital Images� product to HInnovation�s product platform and the commercial launch thereof; and
licensing of the HInnovation patented technology within 24 months after the closing date.  The number of shares issued under the contingent
milestone payments will be determined based on the average closing price of the Company�s common stock during the 10 trading days before
completion of the milestone objective.  However, the Acquisition Agreement provides that the number of shares of Vital Images common stock
comprising the contingent consideration cannot exceed 300,000 shares.  If, at the time of its issuance, the value of such stock is less than $3
million due to this limitation on the number of shares, Vital Images will pay the shortfall in cash.  Any contingent payments made by the
Company will result in an increase in goodwill. The Company did not assume any stock options or warrants.  As of June 30, 2004, no contingent
payments had been earned and the Company does not expect that any such payments will be earned in 2004.

The estimated purchase price was allocated to the identified assets of HInnovation.  A third-party appraisal firm assisted the Company with the
valuation of the identified intangible assets and has issued a draft report thereon.  The valuation resulted in the allocation of $7.1 million to
identifiable intangibles, which will be amortized over periods ranging from three to seven years.  The valuation also resulted in the identification
of
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$1.0 million of in-process research and development costs (�R&D�), which were immediately expensed on the closing date as a non-deductible
charge for income tax purposes.  In addition, the Company is finalizing the tax attributes acquired from HInnovation.  If successful, there could
be a reduction in Vital Images� net deferred tax liability and a reduction of goodwill of up to approximately $1.1 million.  The final purchase
price allocation will be based on the closing date balance sheet of HInnovation and is also subject to adjustment for payments of contingent
consideration in future periods.  There is also the possibility that a contractual service obligation of $0.3 million may be reduced.  This
obligation is reflected at its present fair value in deferred revenue.  If the maximum amount of reduction occurs, it will not have a material
impact on goodwill, but any reduction of the obligation will be reflected as a reduction of goodwill and deferred revenue.  Until these matters are
completed, the purchase price is preliminary and subject to adjustment.

At the time of acquisition, HInnovation had development projects in process, including the collaboration module of its Web-based product (the
�Collaboration Module Project�). The Collaboration Module Project involves the design and development of innovative features for Web-based
consultation meetings with interactive and synchronized viewing of full-quality images, annotation and mouse movement.  The Collaboration
Module Project includes significant and innovative advancements to the HInnovation software platform in the areas of network synchronization
of high quality images and user privilege management for online collaboration. The design, verification and other processes involved in the
Collaboration Module Project require tools and skills that are new to HInnovation.  The appraisal referenced to above estimated that $1.0 million
of the purchase price represents the fair value of purchased in-process R&D related to the Collaboration Module Project, that it has not yet
reached technological feasibility and that it has no alternative future uses. This amount was expensed as a non-recurring, non-tax-deductible
charge upon consummation of the acquisition.

The appraisal firm applied the income valuation approach to assist the Company in determining the estimated fair value of the purchased
in-process R&D.  These estimates were based on the following assumptions:

�  The estimated revenue was based upon HInnovation�s estimate of revenue growth over the next seven years
from the revenue growth of primarily the Collaboration Module.

�  The estimated gross margin of 65% to 78% was based upon gross margin for comparable products.

�  The estimated selling, general and administrative expenses were based on consideration of historical
operating expenses as a percentage of revenue and HInnovation�s projected operating expenses.

�  The cost to complete each project was based on estimated remaining labor hours and a fully-burdened labor
cost and other direct expenses.

�  The discount rate used in the alternative income valuation approach was based on the weighted average cost
of capital (WACC). The WACC calculation produces the average required rate of return of an investment in an
operating enterprise, based on various required rates of return from investments in various areas of that enterprise. The
discount rate used in the alternative valuation approach was 35%.  Premiums were added to the WACC to account for
the inherent risks in the development of the products, the risks of the products being completed on schedule, and the
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The Company expects, if successfully developed, that the first phase of the Collaboration Module will be available for general market release in
the third quarter of 2004.  The first phase provides basic collaboration between users allowing one user to present to another user.  The second,
and more sophisticated, phase of the Collaboration Module will provide two-way collaboration between users allowing both users to interact
with the data and is expected to be available for general market release in the first quarter of 2005.  Through June 30, 2004, the Company has
incurred approximately $50,000 in costs to develop the Collaboration Module.  The Company estimates that it will incur another $250,000 to
complete the development of the both the first and second phases of the Collaboration Module.  Given the uncertainties of the development
process, these estimates are subject to change, and deviations from these estimates may occur.

The total purchase price is as follows:

Fair value of common stock issued (376,262 shares) $ 6,109,554
Cash paid to HInnovation shareholders 6,000,126
Direct acquisition costs 502,759
Estimated liabilities assumed 434,061

$ 13,046,500

The allocation of the total purchase price, which has not been finalized, is as follows:

Estimated existing software technology, subject to amortization � 5 year life $ 3,400,000
Estimated patent and patent applications, subject to amortization � 7 year life 3,200,000
Estimated non-compete/employment agreements, subject to amortization � 3 year life 500,000
Estimated goodwill, not subject to amortization 6,815,244
Estimated in-process research and development costs 1,000,000
Estimated deferred tax liabilities, net (1,925,000)
Estimated fair value of assets acquired 51,467
Estimated fair value of cash acquired 4,789

$ 13,046,500

Identified Intangible Assets

Identified intangible assets subject to amortization were as follows:

June 30, 2004 December 31, 2003
Gross

Carrying
Value

Accumulated
Amortization

Net
Carrying
Value

Gross
Carrying
Value

Accumulated
Amortization

Net
Carrying
Value

Existing software
technology $ 3,400,000 $ 256,000 $ 3,144,000 $ � $ � $ �

Patents and patent
applications $ 3,200,000 $ 171,000 $ 3,029,000 $ � $ � $ �

$ 500,000 $ 63,000 $ 437,000 $ � $ � $ �
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Non-compete/employment
agreements

Total intangible assets
subject to amortization $ 7,100,000 $ 490,000 $ 6,610,000 $ � $ � $ �
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The amortization periods of the intangible assets subject to amortization are all straight-line, and amortization expense was $327,000 and
$490,000 for the three-and six-month periods ended June 30, 2004.   The estimated future annual amortization expense for identified intangible
assets is as follows:

Remainder of 2004 $ 654,000
2005 $ 1,308,000
2006 $ 1,308,000
2007 $ 1,157,000
2008 $ 1,140,000
2009 through 2011 $ 1,043,000

The following factors contributed to a purchase price that resulted in the recognition of goodwill:

�  HInnovation had the first Web-based product in the Company�s market.

�  HInnovation had a patent and patent applications that cover certain important aspects of the underlying
technology.

�  HInnovation also had unique technology under development that was included as part of the in-process R&D.

The following unaudited pro forma condensed consolidated results of operations have been prepared as if the acquisition of HInnovation had
occurred as of the beginning of 2003.  Pro forma adjustments relate to amortization of identified intangible assets and acquired in-process R&D.

For the Three Months Ended
June 30,

For the Six Months Ended
June 30,

2004 2003 2004 2003
Revenue $ 7,987,398 $ 7,529,715 $ 15,765,320 $ 14,320,691

Net income (loss) $ 94,888 $ (74,201) $ (421,330) $ (160,982)

Net income (loss) per share � diluted $ 0.01 $ (0.01) $ (0.04) $ (0.02)

The unaudited pro forma condensed consolidated results of operations are not necessarily indicative of results that would have occurred had the
acquisition occurred as of the beginning of 2003, nor are they necessarily indicative of future results.
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(7)  NEW ACCOUNTING PRONOUNCEMENTS:

In December 2003, the Securities and Exchange Commission issued Staff Accounting Bulletin No. 104 (�SAB 104�), �Revenue Recognition.� SAB
104 supercedes SAB 101, �Revenue Recognition in Financial Statements.� SAB 104�s primary purpose is to rescind accounting guidance contained
in SAB 101 related to multiple element revenue arrangements, superceded as a result of the issuance of Emerging Issues Task Force (�EITF
00-21�), �Accounting for Revenue Arrangements with Multiple Deliverables.� Additionally, SAB 104 rescinds the SEC�s Revenue Recognition in
Financial Statements Frequently Asked Questions and Answers (�the FAQ�) issued with SAB 101 that had been codified in Securities and
Exchange Commission SAB Topic 13, �Revenue Recognition.� Selected portions of the FAQ have been incorporated into SAB 104. While the
wording of SAB 104 has changed to reflect the issuance of EITF 00-21, the revenue recognition principles of SAB 101 remain largely
unchanged by the issuance of SAB 104. Because the Company�s revenue recognition practices previously conformed to the interpretations
codified by SAB No. 104, adoption did not have a material effect on the Company�s consolidated financial position, results of operations or cash
flows.
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ITEM 2.  MANAGEMENT�S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND
RESULTS OF

                        OPERATIONS

Executive Summary

After a significant revenue shortfall in the fourth quarter of 2003, the first six months of 2004 was a period of revenue recovery that also saw the
closing of a key strategic acquisition for the Company.  The Company reported revenue of $15.7 million for the six-month period ended June 30,
2004, a 10% increase over revenue of $14.3 million for the six-month period ended June 30, 2003.  Revenue for the quarter ended June 30,
2004, increased 6% compared to the same period in 2003, growing from $7.5 million in 2003 to $8.0 million in 2004.  Most of the Company�s
revenue was generated from the U.S. CT market, with 69% of the Company�s 2004 first-quarter revenue generated through its distribution
agreement with Toshiba Medical Systems Corporation.  Toshiba�s contribution to revenue declined to 47% of 2004 second-quarter revenue, as
the Company increased its mix of revenue through its direct sales channel.  The Company recorded its first sale from its McKesson Information
Solutions relationship in the picture archiving and communication systems (�PACS�) market in the first quarter of 2004.  The Company anticipates
that it will achieve 5% to 10% of its 2004 revenue from the PACS market and sales of ViTALConnect, the Company�s Web-based advanced
visualization product.

Vital Images recorded a net loss of $1.3 million, or $0.11 per share, for the first six months of 2004.  For the same period in 2003, the Company
reported net earnings of $1.3 million, or $0.12 per diluted share.  All of the 2004 net loss occurred during the first quarter as the Company
earned a profit of $95,000, or $0.01 per diluted share, in the second quarter.  On a comparative basis, the Company earned $666,000, or $0.06
per diluted share, in the second quarter of 2003.

In February 2004, the Company completed the acquisition of HInnovation, Inc., a privately-held provider of software solutions that allow
physicians to use PCs or notebook computers to access 2D, 3D and 4D medical imaging applications securely over the Internet.  This acquisition
will enable the Company to take a significant step towards expanding its presence in the PACS and Web-based markets.

The acquisition of HInnovation resulted in the expenditure of $6.5 million in cash (including $0.5 million in acquisition costs) and the issuance
of $6.1 million in common stock.  In addition, the acquisition also impacted the Company�s results of operations from February 18, 2004, the
date of closing of the acquisition, through June 30, 2004.  Results of operations were primarily affected by a one-time, non-deductible write-off
of in-process research and development costs of $1.0 million, which was charged to research and development expense.  From the date of
closing through June 30, 2004, the Company recorded amortization expense related to purchased intangible assets totaling $490,000, $427,000
of which was charged to cost of revenue, and other incremental expenses associated with operating HInnovation of approximately $260,000.

In addition to the HInnovation acquisition, results of operations were also impacted by higher operating expenses of $1.8 million for the former
Vital Images-only business for the first six months of 2004 compared with the same period in 2003.  These costs were offset by higher gross
margin and interest income, as well as the net tax benefit of the operating loss totaling $0.9 for the six months ended June 30, 2004.
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Overview

Vital Images develops, markets and supports 3D medical imaging software for use primarily in clinical diagnosis, disease screening and therapy
planning.  The Company�s software applies proprietary computer graphics and image processing technologies to a wide variety of data supplied
by computed tomography (�CT�) and magnetic resonance (�MR�) scanners.  Vital Images� products allow clinicians to create 2D, 3D and 4D views
of human anatomy and to non-invasively navigate within these images to better visualize and understand internal structures and pathologies. 
The Company believes that its high-speed visualization technology and customized protocols cost-effectively bring 3D visualization and
analysis into the routine, day-to-day practice of medicine.  The Company, which operates in a single business segment, markets its products to
healthcare providers and to manufacturers of PACS and diagnostic imaging systems through a direct sales force in the United States and
independent distributors in international markets.

Critical Accounting Policies and Estimates

Management�s discussion and analysis of its financial position and results of operations is based upon the Company�s financial statements, which
have been prepared in accordance with accounting principles generally accepted in the United States of America. The preparation of these
financial statements requires management to make estimates and assumptions that affect the reported amounts of assets and liabilities and
disclosure of contingent assets and liabilities as of the date of the financial statements and the reported amounts of revenue and expenses during
the reporting periods.  Actual results could differ from those estimates.  The following represents those critical accounting policies and estimates
where materially different amounts could be reported under different conditions or using different assumptions.

Allowance for doubtful accounts.  The Company maintains an allowance for doubtful accounts that reflects the Company�s
estimate of losses that may result from the uncollectibility of accounts receivable.  The allowance for doubtful
accounts is based on an analysis of individual accounts for which the Company has information indicating the
customer may not be able to pay amounts owed to the Company.  In these cases, based on the available facts and
circumstances, the Company estimates the amount that will be collected from such customers.  The Company also
evaluates the collectibility of its accounts receivable in the aggregate based on factors such as the aging of receivable
amounts, customer concentrations, historical experience, current economic trends and conditions and specific
customer facts.  The allowance for doubtful accounts is adjusted when additional information is received that impacts
the amount reserved. If circumstances change, the Company�s estimates of the recoverability of accounts receivable
could be reduced or increased by a material amount.  Such a change in estimated recoverability would be accounted
for in the period in which the facts that give rise to the change become known.

Deferred tax asset.  The Company records a valuation allowance to reduce its deferred tax assets to the amount that is
more likely than not to be realized.  During 2003, the Company concluded that it was more likely than not that
substantially all of its net deferred tax assets would be realized and the Company reversed substantially all of its
valuation allowance for net deferred tax assets, which resulted in the recording of a net tax benefit in 2003.  The
reversal of the deferred tax assets valuation allowance was based upon the Company�s historical operating performance
and management�s expectation that the Company would generate taxable income of at least $25 million in future
periods to allow it to realize its deferred tax assets resulting from the tax benefits associated with its net operating loss
carryforwards and a significant portion of its research and development tax credit carryforwards, as well as certain
other tax benefits related to book and tax income timing differences. As a result of the acquisition of HInnovation, the
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Company reassessed its views on the realizability of the slightly increased amount of deferred tax assets and reached a
similar conclusion that these deferred tax assets remained realizable.  Should the Company determine that it would not
be able to realize all or part of its net deferred tax asset in the future, an adjustment to record a valuation allowance to
reduce the deferred tax assets would be charged to income in the period such a determination was made.
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Goodwill and Long-Lived Assets. Goodwill is the excess of cost of an acquired entity over the amounts assigned to assets
acquired and liabilities assumed in a business combination.  Based on the adoption of Statement of Financial
Accounting Standard (�SFAS�) No. 142, �Goodwill and Other Intangible Assets,� goodwill is not amortized.  Goodwill
will be tested for impairment annually, and will be tested for impairment between annual tests if an event occurs or
circumstances change that would indicate the carrying amount may be impaired.  Impairment testing for goodwill is
done at a reporting unit level. Reporting units are one level below the business segment level. Under the criteria set
forth by SFAS No. 142, the Company currently has one reporting unit.  An impairment loss generally would be
recognized when the carrying amount of the reporting unit�s net assets exceeds the estimated fair value of the reporting
unit.

Intangible assets include existing software technology, patents and patent applications, and non-competition and employment agreements
acquired from the HInnovation acquisition.  Intangible assets with a definite life are amortized on a straight-line basis with estimated useful lives
ranging from three to seven years.  Intangible assets with a definite life will be tested for impairment whenever events or circumstances indicate
that a carrying amount of an asset may not be recoverable. An impairment loss would be recognized when the carrying amount of an asset
exceeds the estimated discounted cash flows used in determining the fair value of the asset. The amount of the impairment loss to be recorded is
calculated by determining the excess of the asset�s carrying value over its fair value. Fair value is generally determined using a discounted cash
flow analysis.

The Company periodically reviews the carrying amounts of property and equipment assets purchased in the normal course of business to
determine whether current events or circumstances, as defined in SFAS No. 144, �Accounting for the Impairment or Disposal of Long-Lived
Assets,� warrant adjustments to such carrying amounts.  In reviewing the carrying values of property and equipment and intangible assets
purchased in the normal course of business, the Company considers, among other things, the future undiscounted cash flows expected from the
use of the asset. To the extent these future estimated undiscounted cash flows significantly change, an impairment could be identified.

Revenue Recognition.  The Company licenses its software and sells products and services to end-users and also indirectly
through OEMs and independent distributors. Terms offered by the Company do not generally differ based on whether
the customer is an end-user, OEM or independent distributor.  The Company offers terms that require payment within
30 to 90 days after product delivery.  The Company does not offer rights of return, acceptance clauses or price
protection to its customers.

License fees revenue is derived from the licensing of computer software.  Hardware revenue is derived from the sale of system hardware,
including peripheral equipment.  Maintenance and service revenue is derived from hardware and software maintenance and from services
consisting of telephone support, installation, training and engineering services. The Company�s software licenses are always sold as part of an
arrangement that includes maintenance and support and often installation and training services.  Engineering services consist of software
modification or development services that are sold separately to OEMs.  The Company generally sells hardware as part of a system sale, but it
occasionally sells hardware as part of a system upgrade or additional product sale.

The Company recognizes revenue in accordance with AICPA Statement of Position (�SOP�) 97-2,  Software Revenue Recognition,  as amended
by SOP 98-4 and SOP 98-9, as well as Technical Practice Aids issued from time to time by the American Institute of Certified Public
Accountants and Staff Accounting Bulletin No. 104. The Company recognizes revenue when it is realized or realizable and earned.  The
Company considers revenue realized or realizable and earned when it has persuasive evidence of an arrangement, the product has been shipped
or the services have been provided to the customer, the sales price is fixed or determinable, and collectibility is probable.
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The Company evaluates the credit worthiness of all customers.  In circumstances where the Company does not have experience selling to a
customer and lacks adequate credit information to conclude that collection is probable, revenue is deferred until the arrangement fees are
collected and all other revenue recognition criteria in the arrangement have been met.

In addition to the aforementioned general policy, the following are the specific revenue recognition policies for services and multiple-element
arrangements.

Software and Hardware

Revenue from license fees and hardware is recognized when shipment of the product has occurred, no significant Company obligations with
regard to implementation remain and the Company�s services are not considered essential to the functionality of other elements of the
arrangement.  See also �� Multiple Element Arrangements� below for further information.

Services

Revenue from maintenance and support arrangements is deferred and recognized ratably over the term of the maintenance and support
arrangements.

Revenue from training and installation services is recognized as the services are provided to customers.

Revenue from engineering services, where the Company is performing significant customization or modification of software, is recognized
using contract accounting on a percentage-of-completion basis.  The Company records revenue by reference to actual hours incurred to date and
the estimated hours remaining to complete the services.

Multiple-Element Arrangements

The Company enters into arrangements with customers that include a combination of software products, system hardware, specified upgrades,
maintenance and support, or installation and training services.  For such arrangements, the Company recognizes revenue using the residual value
method.  The Company allocates the total arrangement fee among the various elements of the arrangement based on the relative fair value of
each of the undelivered elements determined by vendor-specific objective evidence. The fair value of maintenance and support services is based
upon the renewal rate for continued service arrangements.  The fair value of installation and training services is established based upon separate
pricing for the services. In software arrangements for which the Company does not have vendor-specific objective evidence of fair value for all
elements, revenue is deferred until the earlier of when vendor-specific objective evidence is determined for the undelivered elements (residual
method) or when all elements have been delivered.

Excess and obsolete inventory

Under an existing purchase commitment described in �Liquidity and Capital Resources� below, it is possible the Company may build some
inventory of software licenses for the lung nodule product beginning in the fourth quarter of 2004.  Therefore, a new critical accounting policy
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was added in 2004 given that the Company�s total purchase commitment is $5.6 million of product over a three-year period.

The Company values inventory at the lower of the actual cost or the current estimated net realizable value of the inventory. Management
regularly reviews inventory quantities on hand and records a provision for excess and obsolete inventory based primarily on current orders and
its near-term revenue outlook. Management�s estimates of future revenue for the lung nodule product may prove to be inaccurate, in which case
inventory may be overstated. In the future, if the carrying value of the inventory is not realizable, the Company would be required to recognize
write-downs to net realizable value as additional cost of revenue for license fees at the time of such determination. Although management makes
every effort to ensure the accuracy of its forecast of
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future requirements, any unanticipated changes in technological developments could have a significant impact on the value of its inventory and
its reported operating results.

The following table sets forth information from the Company�s Statements of Operations, expressed as a percentage of total revenue.

For the Three
Months Ended

June 30,

For the Six
Months Ended

June 30,
2004 2003 2004 2003

(Unaudited) (Unaudited)
Revenue:
License fees 64.8% 70.7% 68.0% 69.7%
Maintenance and services 27.2 18.4 26.1 21.3
Hardware 8.0 10.9 5.9 9.0
Total revenue 100.0 100.0 100.0 100.0

Cost of revenue:
License fees 12.3 6.9 12.6 6.3
Maintenance and services 13.9 13.0 14.0 13.3
Hardware 5.9 7.1 4.5 5.9
Total cost of revenue 32.1 27.0 31.1 25.5

Gross margin 67.9 73.0 68.9 74.5

Operating expenses:
Sales and marketing 35.0 32.6 34.9 31.9
Research and development 18.5 17.4 26.5 18.8
General and administrative 13.4 14.3 17.9 14.7
Total operating expenses 66.9 64.3 79.3 65.4

Operating income (loss) 1.0 8.7 (10.4) 9.1

Interest income 1.0 0.6 1.0 0.5
Income (loss) before income taxes 2.0 9.3 (9.4) 9.6

Provision (benefit) for income taxes,net 0.8 0.5 (1.2) 0.4

Net income (loss) 1.2% 8.8% (8.2)% 9.2%

(The accompanying Notes to Consolidated Financial Statements are an integral part of these statements.)
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Revenue

Total revenue increased 6% to $7,987,000 for the three months ended June 30, 2004 compared with $7,530,000 for the three months ended June
30, 2003.  For the six months ended June 30, 2004, revenue increased 10% to $15,737,000 compared with $14,321,000 for the same period in
2003.  The revenue growth was driven by the increase in the Company�s maintenance and services revenue, which is discussed below.

For the three months ended June 30, 2004, license fee revenue was $5,172,000, compared with $5,325,000 for the same period in 2003, a
decrease of 3%.  For the six months ended June 30, 2004, license fee revenue was $10,713,000 compared with $9,978,000 in 2003, an increase
of 7%.

Total software license fee revenue reflects sales from the Company�s distribution agreement with Toshiba Medical Systems Corporation
(�Toshiba�), including sales of optional software modules.  For the six months ended June 30, 2004, revenue from sales to Toshiba totaled
$9,065,000, or 58% of 2004 total revenue, compared with $5,652,000, or 39% of total revenue for the six months ended June 30, 2003.  For the
three months ended June 30, 2004, revenue from sales to Toshiba totaled $3,719,000, or 47% of revenue, compared with revenue of $2,624,000,
or 35% of revenue for the three months ended June 30, 2003.  Toshiba�s increasing percentage of the Company�s total revenue reflects Toshiba�s
increasing share of the CT market.  Due to the timing of Toshiba�s fiscal year, revenue from the Company�s sales to Toshiba is generally stronger
in the Company�s first and third quarters and lower as a percentage of total revenue in the Company�s second and fourth quarters.

Sales of options sold with Vitrea 2, including sales of third party products, increased 29% from $2,543,000 for the quarter ended June 30, 2003
to $3,277,000 for the quarter ended June 30, 2004.  For the six months ended June 30, 2003, sales of options sold with Vitrea 2 rose 38% from
$4,900,000 to $6,741,000 for the same period in 2004.  Leading options sold with Vitrea 2 for the first six months of 2004 include the CT
cardiac and CT colon options.  The Company�s recently released CT vessel probe option was the second leading revenue generator among the
optional software modules for the second quarter of 2004.

Maintenance and services revenue increased 58% to $2,180,000 for the three months ended June 30, 2004 compared with $1,384,000 for the
three months ended June 30, 2003.    Maintenance and services revenue increased 34% to $4,102,000 for the six months ended June 30, 2004,
compared with $3,051,000 for the six months ended June 30, 2003.  Accounting for the overall increase of $1,051,000 for the six month period
ended June 30, 2004 compared with the period ended June 30, 2003 was an increase of $1,113,000 in maintenance revenue and an increase of
$451,000 in training revenue.  These increases were partially offset by a decrease in installation revenue of $132,000 and a decrease in
engineering services revenue of $380,000.  For the three months ended June 30, 2004 compared with the same period in 2003, there was an
increase of $697,000 in maintenance revenue and an increase of $211,000 in training revenue, with decreases of $62,000 in installation services
and $50,000 in engineering services.  The increases in maintenance revenue were due to the Company adding new customers to the installed
base and adding customers whose maintenance had previously lapsed.  The installed base of Vitrea customers increased from approximately
1,100 at June 30, 2003 to approximately 1,600 at June 30, 2004.  The increases in training revenue were due to an overall increase in the number
of training sessions sold with the customers� initial purchases of software as well as the initiation of regional training seminars in 2004. 
Installation services revenue has declined in 2004 due to Toshiba assuming more responsibility for the installation the Vitrea 2 software sold by
it.  Under this arrangement, the Company�s installation effort is limited to telephone assistance during the installation process.  The Company
provides engineering services infrequently and did not provide any such services during the first half of 2004.  During the first six months of
2003, the Company rendered engineering services under product development agreements with Medtronic Surgical Navigation Technologies
(�MSNT�), E-Z-EM, Inc. and Toshiba.  The Company generated $50,000 and $380,000 of revenue under these agreements for the three months
and six months ended June 30, 2003.

19

Edgar Filing: VITAL IMAGES INC - Form 10-Q

42-1321776 32



Edgar Filing: VITAL IMAGES INC - Form 10-Q

42-1321776 33



Hardware revenue decreased 23% to $636,000 for the second quarter of 2004 from $821,000 in the second quarter of 2003.  For the six months
ended June 30, 2004, hardware revenue decreased 29% to $922,000 from $1,292,000 for the six months ended June 30, 2003.  The decrease in
hardware revenue is related to declining prices for hardware and an increase in the number of software-only sales to end users in 2004.

Gross Margin

The gross margin percentage decreased to 68% and 69% for the three-and six-month periods ended June 30, 2004, respectively, compared with
73% and 75%, respectively, for the same periods last year.  As expected, the gross margin rate for 2004 is lower than the gross margin rate for
2003 due to the amortization of intangible assets related to the HInnovation acquisition and the cost of third party products sold by the Company,
principally the lung visualization module from R2 Technology, Inc. (�R2�).  During the three and six months ended June 30, 2004, the Company
charged $285,000 and $427,000, respectively, to cost of revenue for the amortization of intangible assets purchased in the HInnovation
acquisition.

The Vitrea 2 system, consisting of Vitrea 2 software and third-party hardware, is designed to offer end-users an integrated 2D/3D/4D medical
imaging system.  The Company receives a nominal discount when purchasing the third-party hardware for the Vitrea 2 system, and the
Company�s gross margin on the resale of this hardware approximates its discount.  During 2004, the Company began selling more third party
software products, including lung visualization products from R2.  In addition, the Company will begin selling a fusion technology product from
Mirada Solutions, Limited later in 2004.  The Company will receive a discount when purchasing these third-party software products, but such
discounts will be considerably less than the gross margins the Company earns on its own internally-developed software products.  Accordingly,
the Company anticipates that its gross margin on software license fee revenue, as well as the overall gross margin for total revenue, could
decrease in future periods if the revenue generated by the sale of these third party products is significant.

Sales and Marketing
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Sales and marketing expenses increased to $2,798,000 for the three months ended June 30, 2004 from $2,454,000 for the three months ended
June 30, 2003, a 14% increase.  For the six months ended June 30, 2004, sales and marketing expenses increased 20%, growing from $4,574,000
for the six months ended June 30, 2003 to $5,499,000 for the same period in 2004.  The increases were due to increases in compensation costs as
a result of adding sales personnel and an increase in advertising and promotion costs for Vitrea 2.  Salaries and wages increased $197,000 and
$489,000 for the three- and six-month periods ended June 30, 2004, respectively, compared with the same periods in 2003.  The number of sales
and marketing personnel increased from 36 at June 30, 2003 to 42 at June 30, 2004.  Due to this increase, travel and entertainment expenses
increased $58,000 and $163,000 for the three-and six-month periods ended June 30, 2004, compared with the same periods in 2003.  During the
three months ended June 30, 2004, the Company increased its spending on advertising and promotion for Vitrea 2 by $145,000, with most of the
increase used for advertising and marketing materials.  In addition, there were also increased costs of $48,000 and $78,000 for the three- and
six-month periods ended June 30, 2004 as compared with the three- and six-month period ended June 30, 2003 for translation services to create
interfaces and other materials to promote and use Vitrea 2 in foreign markets.  These increases were offset by decreases in costs of $145,000 and
$258,000 for the three- and six-month periods ended June 30, 2004 compared with the same periods in 2003 for outside consultants that assisted
the Company with developing a new brand strategy that was launched in November 2003.  The Company expects sales and marketing costs to
increase in future periods as a result of the cost of additional sales and marketing personnel and increased marketing activities for its products.

During the second quarter of 2004, the Company signed a new agreement with existing partner E-Z-EM, Inc.  Since 2001, E-Z-EM has
distributed Vital Images' CT colon option under the name InnerviewGI�, and Vital Images has sold the same product as an option to Vitrea 2.
Under the new agreement, E-Z-EM will continue to market the InnerviewGI brand to its core customer base and to host educational seminars
training physicians for virtual colonoscopies using InnerviewGI.  Now E-Z-EM will refer all sales leads to the Company, which will rebrand its
CT colon option as InnerviewGI.  Under the terms of the agreement, E-Z-EM will receive a royalty from future sales of InnerviewGI and will
continue to share development costs for the product.  The new agreement will have effect of increasing sales and marketing costs for the cost of
the royalty and reducing cost of revenue, where past royalties had been charged under the prior agreement.
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Research and Development

Research and development expenses increased 12% to $1,476,000 for the three months ended June 30, 2004, compared with $1,313,000 for the
same period last year.  For the six-month period ended June 30, 2004, research and development expenses were $4,158,000 compared with
$2,694,000 for the same period in 2003, an increase of $1,464,000, or 54%.  The increase in expenses for the three months ended June 30, 2004
over the three months ended June 30, 2003 was due to increased salaries and wages from the addition of personnel, the majority of which came
from the HInnovation acquisition.  Of the $1,464,000 expense increase for the six months ended June 30, 2004 over the same period in 2003,
$1,000,000 was due to the write-off of in-process research and development costs from the HInnovation acquisition, $184,000 was from
additional salaries and wages due to the addition of more personnel, including those who joined the Company from the HInnovation acquisition,
and $82,000 was from contractor workers hired to assist the Company in testing its software before commercial release.  Research and
development expenses for the six months ended June 30,
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