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Item 1. DESCRIPTION OF BUSINESS

Overview

Merge Technologies Incorporated, a Wisconsin corporation dba Merge
eFilm, and its subsidiaries or affiliates (the "Company" or "Merge eFilm"),
is in the business of integrating digital radiology images and information
into healthcare enterprise networks, and providing software solutions that
manage diagnostic imaging workflow processes. Merge eFilm solutions and
services improve radiology workflow efficiencies, reduce healthcare operating
costs and improve clinical decision making processes. The Company delivers
this tangible value to healthcare facilities of all sizes, but it specifically
targets small to medium size hospitals, multi-hospital groups, clinics and
diagnostic imaging centers. The Company offers modular, cost effective
software solutions that improve its customers' image and information
management and radiology workflow. The Company's product and service
offerings are commonly categorized as Picture Archiving and Communication
Systems ("PACS") and Radiology Information Systems ("RIS"). The Company
believes the combination of PACS and RIS define the breadth and depth of
integrated radiology workflow, with the added value of enterprise image and
information access. This broader definition is the Company's focus and the
manner in which our solutions are positioned to our target market.

The Company, which was founded in 1987 and known as Merge Technologies
Incorporated ("Merge") prior to its acquisition of eFilm Medical Inc. ("eFilm")
in 2002. The Company has historically been viewed as a leading provider of
medical diagnostic imaging and information connectivity technologies and
professional consulting services for original equipment manufacturers
("OEMs"), value added resellers ("VARs") and healthcare facilities worldwide.
Now doing business as Merge eFilm, the Company believes it is at the forefront
of integrated radiology workflow research and development, bringing modular
software applications to the marketplace that will enable the seamless
integration of images, information, technology and people across the
electronic healthcare enterprise.

Through its founder and Chairman, William C. Mortimore, the Company
has been a key contributor to the development of the industry's standard
network communications protocol known as Digital Imaging Communications in
Medicine ("DICOM"), open medical standards such as HL-7, and the Integrated
Healthcare Enterprise ("IHE") framework that has been created through an
initiative co-sponsored by the Radiological Society of North America ("RSNA")
and the Healthcare Information and Management Systems Society ("HIMSS"). The
IHE initiative represents a consortium of more than 30 companies in the
Radiology and Healthcare Information Systems fields. This set of requirements
has paved the way for healthcare organizations to begin in earnest to
integrate the complex workflow systems of the radiology department with the
entire healthcare system by using equipment and software applications that
connect the various image and communication components. Merge eFilm has
incorporated these standards in all its radiology workflow technologies and
software applications establishing the basis for seamless integration of
images and healthcare information across an organization's intranet or over
the Internet.

Radiology departments, diagnostic imaging centers and their patients
benefit from the Company's solutions in a variety of ways including: (1)
networking of multiple image-producing and image-using devices to eliminate
duplication and reduce the need for capital equipment expenditures to build
digital image and information networks; (ii) creating permanent electronic
archives of diagnostic-quality images to enable the retrieval of these images
and reports at any time in the future; (iii) accessing the Company's modular
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architecture of software products that allow radiology departments, clinics
and diagnostic imaging centers to build their electronic image and information
management systems in a modular, flexible and cost-effective way; (iv)
delivering the capability to integrate diagnostic radiology images into the
radiologist's report to make it a permanent part of the patient's electronic
medical record; and (v) providing the means to view images and reports from
any number of remote locations.

Business Strategy

The Company is building on its global leadership position through its
market leading eFilm Workstation (Trademark) ("eFilm Workstation"), its
reputation for exceptional customer service, its expertise in radiology
workflow integration and its technically innovative products, by offering
modular software solutions that complete the implementation of a full
radiology workflow solution. This fully integrated, standards-based workflow
solution enables radiology to integrate with the rest of the healthcare
enterprise. To accomplish this goal, the Company is exercising the financial
and operational discipline necessary to attain the right combination of
resources, products and strategic partnerships. Those efforts will accelerate
its ability to deploy and service a fully integrated radiology workflow
solution to the healthcare and OEM/VAR marketplace.

In the last year, the Company has focused on completing its fully
integrated PACS, teleradiology and web distribution solution, strengthening
its financial foundation, enhancing its sales and distribution channels,
leveraging the global brand associated with the Merge and eFilm names, and
moving steadily towards being recognized as a comprehensive radiology workflow
solution provider. 1In line with this tightly focused operational plan, the
Company :

* Reached its financial goals, as is described in this report;

* Acquired and integrated two businesses, eFilm and Aurora
Technologies, Inc. ("Aurora"). eFilm, in particular, vaulted the
Company forward by providing the breadth and depth of product, brand
recognition and staff skill to offer an integrated product line

called FUSION Service (Trademark) ("FUSION") and move rapidly into the full

PACS, teleradiology and web distribution solution marketplace;

* Expanded sales and marketing resources to provide broader coverage
in the United States of America;

* Formed several new value-—-added reseller ("VAR") partnerships
globally to expand our distribution and service capabilities;

* Integrated the technologies of Merge and eFilm, and announced a
number of new products designed around the FUSION platform - an
integrated PACS, teleradiology and web distribution software
solution ideally designed for the needs of our target market; and

* Expanded its line of credit to $5 million, with improved terms and
broader usage provisions.

The disciplined management of the Company's resources, strong
financial foundation and comprehensive product offering with our FUSION
product line has created momentum within the Company that it believes will
increase throughout 2003. Future growth will be driven by a continued
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concentration on the core aspects of the business: targeted sales/marketing
activities with broader geographic coverage, modular software product
innovation, exceptional professional services and expanded strategic
partnerships that complement our internal efforts.

Core to our business strategy are partnerships that contribute to our
product innovation efforts or expand the distribution of our products and
professional services. Tactics were launched in 2002 to formalize a VAR
partnership program that entailed a selection, vetting, contracting and
training process. The goal is to have partners in certain target markets
focused on distributing and servicing the FUSION products. Additionally,
several technology partnerships were formed in 2002 designed to expand our
product offering or enhance our existing products to appeal to a specific
market. An example of such a partnership was the VAR and localization
agreement with Infocom Corporation of Japan. Under this agreement, Infocom
Corporation will localize eFilm Workstation and provide distribution and
support services for eFilm in the Japanese market. This relationship builds
on over ten years of working with Infocom Corporation and expands the reach
of the most widely used diagnostic software desktop product in the world -
eFilm Workstation.

Merge eFilm continues to benefit from long-term and growing OEM/VAR
partnerships that have been in existence for over 15 years. Building on
these relationships is important to the Company's future development. Merge

eFilm anticipates expanding key OEM/VAR relationships with existing customers
to include a broader offering of our FUSION radiology workflow products, well
beyond our traditional connectivity and development toolkits. These
important long-term partnerships represent an endorsement of the value of

the Company's technologies and overall customer satisfaction, as well as
opportunity for continued revenue growth.

In 2002, the Company completed important strategic acquisitions of
eFilm and Aurora. Merge and eFilm entered into a co-development and
distribution agreement in 2001. Based on the success of that partnership,
Merge completed the acquisitions of eFilm on June 28, 2002, and Aurora on May
22, 2002, for several reasons.

* The combination of the Company's backend connectivity and server
technologies with eFilm's desktop diagnostic workstation
applications created a complete PACS solutions, called FUSION.
FUSION was launched in the latter half of 2002 through the
integration and porting of respective technologies from both Merge
and eFilm.

* eFilm has extensive radiology workflow and RIS experience through
their multi-year service and software licensing agreements with key
Toronto hospitals.

* eFilm enjoys a market leading position in desktop diagnostic
imaging software with over 20,000 users worldwide.

* The global presence of eFilm Workstation represents an ideal
target market for upselling integrated PACS and RIS solutions such
as our FUSION product, as these customers contemplate the next
steps in evolving towards a filmless workflow operation and fully
electronic patient record.
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* Aurora added several new customers and VAR distribution
relationships designed to accelerate our market presence and enhance
future revenue generating capabilities.

The strong operating leverage of eFilm's software licensing and
service business model led to reaching earnings per share accretion from the
transaction within one quarter following the close of the acquisition.

Products and Services

The Company, which has 130 employees, 126 who are full time, is a
recognized leader in the engineering of radiology workflow solutions. It has
assembled a staff with deep expertise, global presence and a thorough
understanding of radiology workflow processes. It also has allocated
resources to the design and development of IHE concepts, which are gaining
acceptance as the standard for interoperability between imaging and healthcare
information systems throughout the healthcare enterprise.

Focusing product innovation around the functions related to radiology
image and information management is a hallmark of the Company's product
development strategy. It views its expertise as developing technologies that
fit into the customer's workflow to achieve processing and communications
efficiencies. Products in place and those in development are applied to all
aspects of the complex continuum of radiology image studies and the associated
information that touch the patient, integrating them to create a broad data
set around a single patient experience. The results are increased efficiency
and productivity, more time devoted to accurate analysis and diagnosis and
improved patient care because all pertinent information is provided to the
primary care giver from radiology in a single report.

The Company's global presence and immersion into the creation of
radiology communications and open medical standards place it in a strong
position to monitor healthcare and technological forces that impact both
equipment and software application innovations for the radiology industry.

In addition, the Company's established OEM/VAR relationships allow it to work
with leading modality manufacturers as they develop plans for new product
introductions. The product planning cycle is such that the Company can build
on this knowledge and be prepared to meet market demand at the appropriate
time. This strategy is allowing the Company to move its resources and
attention to the development of software applications that can be integrated
into the broader continuum of radiology workflow.

The Company's products fall into three distinct categories:
connectivity products; radiology workflow software applications; and
professional services. The Company's connectivity products continue to be a
core competency of the Company to maintain its market-leading position and
long-term OEM/VAR relationships. The Company continues its product innovation
in this area in order to provide flexible, state-of-the-art solutions to its
OEM/VAR partners who incorporate these products directly into their PACS
solutions and/or new modality equipment offerings. While the OEM/VAR
relationships are central to the distribution of these products, there is an
equal interest from healthcare organizations to purchase radiology workflow
solutions, including connectivity products, directly from the Company to
complete their individual image management strategies.

A shift in product mix occurred in 2002 as the Company completed
development on the first version of its fully integrated PACS, teleradiology
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and web distribution solution, FUSION. The software modules within FUSION are
designed to complete the Company's fully integrated radiology workflow system
product line and are sold as individual modules or a fully integrated
solution, depending on the needs of the customer. These software modules
consist of the following:

* FUSION Server Base Module. Provides database management, security
services, performance monitoring, scalability and load balancing.

* FUSION Archive Module. Provides image and information storage
management and archiving through a variety of storage devices such
as RAID, NAS, SAN, tape, DVD and CD.

* FUSION Image Visualization and Distribution Module. Distributes
images on-demand through wavelet streaming technology, and provides
desktop Visualization Tools with unlimited access via network or the
World Wide Web ("web").

* FUSION HIS/RIS Interface Module. Provides an HL7 message interface
between FUSION and the hospital, imaging center or radiology
information system. This interface drives the workflow for
technologists and radiologists by integrating the patient's prior
radiology reports, demographic and scheduled procedure information
with their medical images. This alleviates redundant data entry
and assures information accuracy.

* FUSION Radiologist Workspace Module. Provides an integrated,
worklist-driven workspace for the radiologist including their
customized "to do" list and diagnostic image viewing and reading
tools.

* FUSION Order Entry & Patient Registration Module. Provides
customers without an automated RIS with the ability to enter new
patient information, and schedule procedures. This information
drives the worklist activities for radiologists and technicians.
Additionally, this module in combination with Image Visualization,
can be used by referring physicians to request orders, view images
and report results.

The Company continues to innovate its FUSION product line with both
new software modules and module upgrades scheduled for regular releases
throughout the year, consistent with historical practice of accelerating the
product innovation cycle and shortening the time from design to revenue
event.

Professional services consists of consultants, service engineers and
project managers who provide training, advisory services, solution design
consulting, solution installation, project management, on-going help desk and
on-site service and medical standards validation to healthcare organizations,
healthcare professionals and medical equipment manufacturers. Proprietary
training materials are used to complement project planning, management tools
and diagnostic testing products. Annual customer service packages are offered
to meet the unique needs and configuration requirements of each client. These
service packages are priced according to service intensity required and are
reviewed annually to assure all customer needs are met. The Company offers
this suite of professional services on a global basis, with twenty-four hours
per day, seven days per week ("24/7") coverage, and through a combination of
remote and on-site delivery. Growing the revenues from the sale of
professional services continues to be an important focal point for the
Company as it embraces an integrated customer service model and enhances
product offerings with the completion of its radiology workflow applications.
Additionally, in 2002 the Company launched on-line technology designed to
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proactively monitor the status of deployed FUSION solutions. ViewCheck
(Trademark) is designed to proactively monitor key elements of the FUSION
product, capture statistics and route alarms to the Company's service division
for prompt attention. This service 1s core to our ability to provide a level
of assurance and 24/7 coverage to our full FUSION solution customers as they
rely on our products and services to run their operations.

Markets and Customers

Healthcare providers continue to recover from the managed care
strategies and government reimbursement pressures resulting from the Balanced
Budget Act put in place through the 1990s, and have returned their focus to
the operations of their healthcare delivery organizations. Key areas of
emphasis are high quality diagnostic and treatment protocols for the care of
the patients in their communities and operational efficiencies to increase
patient satisfaction, address patient safety concerns and mitigate rising
costs. The expenditures to re-tool the infrastructure of healthcare are
significant and are directed at making more comprehensive use of the advances
in medical technology and telecommunications. This is seen as a cost
effective means to reach optimum efficiency and market their services to the
broadest population. Radiology image and information management (PACS and
RIS solutions) plays a central role in the revamping of the healthcare
delivery system.

* PACS is an image storage, retrieval, and viewing system for X-ray,
CT, MRI, nuclear medicine and ultrasound. Users are linked with
display workstations over a high speed network to an image server,
archives and printers. Customers use the PACS to store, view,
manage, and distribute images and reports.

* RIS 1is a specialized system that supports radiology charge capture
and billing, storage of patient data, scheduling and reporting.

* The combined PACS/RIS, when integrated with the hospital's Hospital
Information System ("HIS") provides all the information and images
necessary for complete digital workflow, both clinical and
operational. This integrated PACS/RIS/HIS combination is the
comprehensive solution that the Company provides to its customers.

The Merge eFilm Market

Within the United States of America, the Company is focusing its
direct sales efforts on the small to middle market healthcare organizations:
hospitals with less than 400 beds; radiology imaging centers with more than
10,000 studies per year; and orthopedic practice clinics with more than 6
physicians. It is estimated less than 25% of those markets are currently
using a PACS.

This market represents a segment of healthcare providers that desires
imaging modality connectivity and the integration of radiology workflow,
particularly as it relates to communicating throughout the healthcare
enterprise and over long distances. This market has traditionally been
underserved by image management and radiology systems companies due to the
high cost of a traditional hardware centric and proprietary PACS and RIS
solutions. To capitalize on this under served market, the Company's focus
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is on providing flexible radiology workflow solutions with modular software,
with a phased-in approach that allows for meeting short-term needs quickly
and offering additional products to complete the film-less radiology workflow
solution over time. Currently, 75% of the Company's existing customers are
part of the small to medium sized hospital market segment. Overall the
Company provides products and services directly to approximately 15% of the
hospital target market. The Company believes there is substantial room for
growing market share and for additional product sales to existing customers,
especially the over 20,000 clinical users of eFilm Workstation, a low-cost,
desktop application for viewing and interpreting medical images.

eFilm Workstation is used by more clinicians to view and diagnose
digital images than any other single diagnostic quality workstation. The
eFilm Workstation market presence and install base is a primary target for
our direct sales activities, with the focus being the introduction of FUSION
as the next logical step in deploying an integrated film-less workflow
solution. Merge eFilm accelerated the distribution of eFilm Workstation as
both a revenue annuity product offering and a marketing tool to further
expand Merge eFilm's presence in 2002. Leads and revenues generated by this

strategy exceeded our expectations in 2002 and will continue to be a core
component of our marketing and sales activities in 2003.

The Company places a strong emphasis on sustaining its reputation for
high quality services and well engineered products. The Company maintains
strict compliance with the tenets of ISO 9001 and EN 46001, both in its North
American and European operations. The certification covers its product
development activities, manufacturing and worldwide service operations. These
ongoing certifications to the ISO standard are a reflection of its commitment
to maintaining service and product quality for its customers. The Company
recently completed its ISO 9001 and EN 46001 re-certification in January 2003,
further demonstrating its ongoing commitment to quality processes that
translate into internal efficiencies and quality products for our customers.

Sales, Marketing and Distribution

Several market studies have been conducted, which results supported
the significant market opportunity in PACS, teleradiology and web distribution
solutions. A recent study by Frost & Sullivan estimates that within the
decade annual expenditures for electronic image and information management
systems, or PACS will be approximately $1.1 Billion. The Concord Consulting
Group has released data which indicates that with service and upgrades the
total PACS and teleradiology market will exceed $2.7 Billion annually. 1In
addition, the Technology Marketing Group study estimated that expenditures for
RIS were approximately $220 Million in 2001, growing at over 20% annually. Of
this RIS market, more than 60% of the Company's target market segment
indicated they would acquire new systems. Driving these expenditures is the
realization that approximately 15% to 18% of the diagnostic imaging procedures
are processed digitally, with the remaining portion still produced on film.
Market studies indicate an acceleration in converting the healthcare
diagnostic imaging setting to digital workflow now that modular, integrated
and cost effective solutions like those offered by the Company are now
available.

Additional studies indicate that the money being spent by healthcare
organizations for these technologies is increasing 18% to 20% annually, with
European data suggesting an annual growth rate of 20% to 25%. The Company's
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strategy 1is to provide a full suite of radiology workflow solutions to its
target market and the Company's existing domestic client base of over 400
healthcare facilities, and to deliver functionality and value that taps into
this combined PACS/RIS $1.3 Billion annual market.

The Company uses a multi-channel approach to reach its target
customers. Over the last three years the Company has invested in building
an international sales force to increase its market presence among both its
OEM/VAR and healthcare end-user customers, with particular emphasis on small
to medium sized hospitals and imaging centers. This Company's sales staff has
extensive experience in radiology and diagnostic imaging services and has the
ability to work in a consultative manner to design and customize the right
solution for each customer.

Expanding its OEM/VAR partnerships is an important strategy to the
Company's sales success. During 2002, sales through this channel represent
approximately 52% of the Company's annual revenue, and are expected to grow
in dollar volume. This is down from 65% of annual revenues in 2001 as planned
given our growth in direct sales and services, along with are increasing
emphasis on complete software solutions bundled with services. The Company's
direct sales force continues to focus on healthcare customers in the small to
medium size hospital market and imaging centers, where the Company's modular,
software-centric solutions create compelling value propositions. The
Company's professional services group was expanded this year with the
acquisition of eFilm to provide pre-sale assistance as well as post-sale
project management. The contribution to total revenue from direct sales and
professional services activities increased substantially in 2002 to nearly
48% and is expected to increase its contribution again in 2003.

Continued visibility in the marketplace is also important to the
Company's overall marketing strategy. The Company expanded its marketing
activities in 2002 to coincide with the acquisition of eFilm, positioning of
the Company as a full solution provider under the corporate brand of Merge
eFilm. This allowed the company to leverage the extensive installation base
of Merge and eFilm products, and launch our new FUSION flagship product. The
Company successfully touched thousands of current and prospective customers
through a core strategy of proactive electronic marketing. This form of
creating market awareness, generating leads and following up on our historical
customer base 1s expected to continue in 2003. In addition, the Company
regularly participates in major radiology and healthcare information system
industry trade shows. RSNA 2002 was a highly visible launch for the new

Company name, our new product offering and our value proposition for VAR
partners and direct end-user customers. The Company was very pleased with
the reception at the trade show and generated a 100% increase in inquiries

and leads compared to 2001. Finally, the Company's ongoing participation in
the IHE initiative and radiology industry panels regarding open communications
and medical standards is an added opportunity to maintain the Company's
thought-leader position, which is recognized by the healthcare industry and
enables the Company to demonstrate its value on many levels.

The value proposition to the Merge eFilm customer is aimed at
improving the organization's efficiency and quality of patient care while
reducing cost. The Company emphasizes how the implementation of various
radiology workflow strategies reduces operational costs. Cost savings are
attributed to a reduction of the cycle of time involved in acquiring,
interpreting and distributing diagnostic studies. This time efficiency
improves patient care through increasing the speed with which the radiologist

10
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and primary caregiver can discuss diagnostic findings and institute
appropriate treatment. Additionally, the Company's systems can enhance
revenue due to increased referral activity from primary care physicians and
increased accuracy of radiology billing and coding.

Competition

The markets for the Company's products are highly competitive. Many
customers purchase products from Merge eFilm and from its competitors as well.
Competition is present from film vendors who offer certain components of the
radiology workflow application and from current OEM partners who can offer
products similar to Merge eFilm solutions. Analyzing the competitive
environment by product line is illustrative of the Company's perspective and
its strategies to mitigate the impact of competition on the Company's sales or
market penetration.

The historical connectivity solutions product line has been the
mainstay of the Company, which pioneered its development. The competitive
danger to this product today is that it is readily available and largely
incorporated into most imaging modalities. The Company views its value added
services, global operations, recognized brand and engineering strength as the
way to protect its market share in this area. 1In addition, it has adopted an
approach to engineering these products into the OEM's medical device through
proprietary Application Program Interface ("API") that protects its
intellectual capital. Upgrades to its products are continuous as changes are
made by the radiology industry in the DICOM and HL-7 standards. The Company's
customers can receive full benefit of these upgrades through annual service
contracts.

In the developing area of radiology workflow applications, there are
many newly emerging competitors who offer portions of the integrated radiology
solution through their RIS and PACS to the market targeted by the Company.
Additionally, certain competitors are integrating RIS and PACS technologies
through development, partnership and acquisition activities. An integrated
RIS/PACS offering from a single vendor is a growing desire among the Company's
target market and will be an important offering by the Company in the future
in order to remain competitive.

Merge eFilm relies on its 15 years experience in working in all
aspects of the radiology industry, its strong customer relations and its
growing healthcare customer base as barriers to losing its market potential
for its fully integrated solution. Merge eFilm also relies on its global
brand and historical installation base as the market leader in connectivity
products (Merge Boxes) and desktop software image viewing applications,
eFilm Workstation. This install base, reputation for clinical and technical
quality and long term service is a key differentiator among the competition.
In addition, the FUSION software modular approach to implementing a
customized, fully-integrated solution is appealing to the Company's target
market and is the foundation of the Company's approach to this emerging area.

Many of the current and potential competitors have greater resources
than those that exist at the Company, including financial wherewithal,
research and development, intellectual property and marketing. Many of these
competitors may also have broader product lines and longer standing
relationships with customers. The Company's ability to compete successfully
depends on a number of factors both within and outside its control,
including: product innovation; product quality and performance; price;
experienced sales, marketing and service professionals; rapid development
of new products and features; continued active involvement in the development
of DICOM and other medical communication standards; and product and policy
decisions announced by competitors. There can be no assurance that the Company

11
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will be able to compete successfully.

Intellectual Property Rights

The Company has received and maintains United States Patent No.
5,740,428 dated April 14, 1998, United States Patent No. 5,950,207 dated
September 7, 1999, New Zealand Patent No. 306009 dated February 7, 1996 and
Australia Patent No. 704804 dated August 12, 1999. However, the Company
generally does not rely solely on patent protection with respect to its
products. Instead, it relies on a combination of copyright and trade secret
laws, employee and third party confidentiality agreements and other measures
to protect intellectual property rights pertaining to its systems and
technology.

Medical, Regulatory and Government Standards and Reforms

The healthcare industry is subject to changing political, economic
and regulatory influences that may affect the procurement practices and
operation of the entire healthcare industry. Proposals to reform the United
States of America healthcare system have been, and will continue to be,
considered by the United States Congress. The Company embraces the general
philosophy that it will accept and utilize all appropriate industry standards
in the development of its product and service offerings. Merge eFilm has
positioned itself to assist its customers in the utilization, implementation,
and adherence to most major radiology standards and regulations. The Company,
however, cannot predict with any certainty what impact, if any, new proposals,
healthcare reforms or standards might have on the business, its financial
condition and its results of operations.

The following are examples of some of the environmental issues,
standards and regulations that Merge eFilm monitors and prepares itself to
address to protect its enterprise and that of its customers.

* The Health Insurance Portability and Accountability Act of 1996
("HIPAA") has mandated the use of standard transactions and
identifiers, prescribed security measures and other provisions
designed to simplify and secure the exchange of medical information.
The compliance date for implementation of security and
confidentiality measures will go into effect on April 14, 2003.
Merge eFilm has taken the necessary measures to help enable its
customers to meet HIPAA guidelines for data management;

* The United States Food and Drug Administration, which is responsible
for assuring the safety and effectiveness of medical devices under
the Federal Food, Drug and Cosmetic Act, has regulatory jurisdiction
over computer software applications when they are labeled or
intended to be used in the diagnosis of disease or other conditions;

* International sales of products outside the United States of America
are subject to foreign regulatory requirements that can vary from
country to country.

* Laws and regulations may be adopted to address internet commerce
such as online content, user privacy, pricing and characteristics

and quality of applications and services; and

* The tax treatment of the internet and e-commerce is currently
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unsettled.

The Company continues to allocate internal resources to industry
standards committees and working groups who are tasked with setting and
promoting both technology and functionality standards within the diagnostic
imaging and healthcare information systems markets. Participating in IHE and
a variety of DICOM working groups specializing in HIPAA, HL7 and other
standards helps to ensure that the Company's products and services align with
the efforts of these committees and meets the evolving interoperability needs
of healthcare technologies.

Item 2. DESCRIPTION OF PROPERTIES

The Company's principal facilities are located in Milwaukee,
Wisconsin, in an approximately 27,000 square foot office leased through June
2005 at a rate of approximately $300,000 per year. The Company also leases a
sales, administrative and service support office in Nuenen, the Netherlands,
a sales and engineering facility in Toronto, Canada and a sales office in
Tokyo, Japan.

Item 3. LEGAL PROCEEDINGS

The Company is not involved in any material legal proceedings.

Item 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS

The Company did not submit any matters to its shareholders for their
vote during the fourth quarter of 2002.

PART II

The Company's common stock commenced trading on the Nasdag SmallCap
Market on January 29, 1998, under the symbol MRGE.

The following table sets forth for the periods indicated, the high and low

closing sale prices of our common stock as reported by Nasdaqg:

Common Stock Market Prices

2002 4th Quarter 3rd Quarter 2nd Quarter 1st Quarter
High........ $7.920 $6.650 $9.080 $7.250
LOW. e v veenen. $3.670 $3.840 $5.791 $3.740
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2001
High........ $5.550 $2.000 $1.450 $1.410
Low......... $1.500 $1.250 $0.750 $0.660

According to the transfer agent's records, the Company has 186
stockholders of record of common stock as of March 28, 2003. As of the same
date, the Company estimates that there are in excess of 3,500 beneficial
holders of its common stock.

Dividend Policy

The Company has not paid any cash dividends on its common stock since
formation. The Company currently does not intend to declare or pay any cash
dividends on its common stock in the foreseeable future.

The Company's revolving line of credit with Lincoln State Bank
restricts payment of dividends if it is not in compliance with the loan
covenant of its borrowing document to maintain a funded debt to equity ratio
of 0.4 to 1.

Securities Authorized for Issuance under Equity Compensation Plans

The Company has no equity compensation plans that issue securities
other than employee benefit plans intended to meet the qualification
requirements of Section 401 (a) of the Internal Revenue Code.

Recent Sales of Unregistered Securities During 2002

During the fourth quarter of 2002 the Company sold no shares of its
common stock in transactions not registered under the Securities Act of 1933,
as amended (the "Securities Act").

Item 6. MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION
AND RESULTS OF OPERATION

Special Note on Forward-Looking Statements

Certain statements in this report that are not historical facts
constitute forward-looking statements within the meaning of the Private
Securities Litigation Reform Act of 1995, Section 27A of the Securities Act,
and Section 21E of the Securities Exchange Act of 1934, as amended (the
"Exchange Act"). Discussions containing such forward-looking statements may
be included herein in the material set forth under Management's Discussion and
Analysis of Financial Condition and Results of Operations, as well as within

this report generally. In addition, when used in this report, the words:
believes, intends, anticipates, expects, and similar expressions are intended
to identify forward-looking statements. These statements are subject to a

number of risks and uncertainties, including, among others, the Company's
lack of consistent profitability, fluctuations in operating results, credit
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and payment risks associated with end-user sales, involvement with rapidly
developing technology in highly competitive markets, acquisition and
development of new technologies, dependence on major customers, expansion of
the Company's international sales effort, broad discretion of management and
dependence on key personnel, risks associated with product liability and
product defects, costs of complying with government regulation, changes in
external competitive market factors which might impact trends in the Company's
results of operation, unanticipated working capital and other cash
requirements, general changes in the industries in which the Company
competes, and various other competitive factors that may prevent the Company
from competing successfully in the marketplace. Actual results could differ
materially from those projected in the forward-looking statements. The
Company undertakes no obligation to publicly release the result of any
revisions to these forward-looking statements that may be made to reflect
any future events or circumstances.

Overview

Merge eFilm is in the business of integrating digital radiology images
and information into healthcare enterprise networks, and providing software
solutions that manage diagnostic imaging workflow processes. Merge eFilm
solutions and services improve radiology workflow efficiencies, reduce
healthcare operating costs and improve clinical decision making processes.

The Company delivers this tangible value to healthcare facilities of all
sizes, but it specifically targets small to medium size hospitals,
multi-hospital groups, clinics and diagnostic imaging centers. The Company
offers modular, cost effective software solutions that improve its customers'
image and information management and radiology workflow. The Company's
product and service offerings are commonly categorized as PACS and RIS. The
Company believes the combination of PACS and RIS define the breadth and depth
of integrated radiology workflow, with the added value of enterprise image and
information access. This broader definition is the Company's focus and the
manner in which our solutions are positioned to our target market.

The Company, which was founded in 1987, has historically been viewed
as a leading provider of medical diagnostic imaging and information
connectivity technologies and professional consulting services for OEMs,
VARs, and healthcare facilities worldwide. Now doing business as Merge
eFilm, the Company believes it is at the forefront of integrated radiology
workflow research and development, bringing modular software applications to
the marketplace that will enable the seamless integration of images,
information, technology and people across the electronic healthcare
enterprise.

Through its founder and Chairman, William C. Mortimore, the Company
has been a key contributor to the development of the industry's standard
network communications protocol known as Digital Imaging Communications in
Medicine ("DICOM"), open medical standards such as HL-7, and the Integrated
Healthcare Enterprise ("IHE") framework that has been created through an
initiative co-sponsored by the Radiological Society of North America ("RSNA")
and the Healthcare Information and Management Systems Society ("HIMSS"). The
IHE initiative represents a consortium of more than 30 companies in the
Radiology and Healthcare Information Systems fields. This set of
requirements has paved the way for healthcare organizations to begin in
earnest to integrate the complex workflow systems of the radiology department
with the entire healthcare system by using equipment and software applications
that connect the various image and communication components. Merge eFilm has
incorporated these standards in all its radiology workflow technologies and
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software applications establishing the basis for seamless integration of
images and healthcare information across an organization's intranet or over
the internet.

Radiology departments, diagnostic imaging centers and their patients
benefit from the Company's solutions in a variety of ways including: (1)
networking of multiple image-producing and image-using devices to eliminate
duplication and reduce the need for capital equipment expenditures to build
digital image and information networks; (ii) creating permanent electronic
archives of diagnostic-quality images to enable the retrieval of these images
and reports at any time in the future; (iii) accessing the Company's modular
architecture of software products that allow radiology departments, clinics
and diagnostic imaging centers to build their electronic image and information
management systems in a modular, flexible and cost-effective way; (iv)
delivering the capability to integrate diagnostic radiology images into the
radiologist's report to make it a permanent part of the patient's electronic
medical record; and (v) providing the means to view images and reports from
any number of remote locations.

Results of Operations

Year Ended December 31, 2002, Compared to Year Ended December 31, 2001

Net Sales. Net sales increased 32% to $20,786,000 in 2002 from
$15,741,000 in 2001. ©Net sales of products and software made directly to
healthcare facilities increased 114% to $6,264,000 in 2002 from $2,922,000 in
2001. The Company 1is continuing its strategic objective that it began in
late 2000, to further growth of sales made directly to healthcare facilities
and imaging centers. The Company intends to accomplish this by hiring
additional sales staff in this area and continuing its established marketing
programs to highlight to potential customers the technological and economic
benefits of our product and service offerings. Net sales to OEM/VARs and
dealers increased 2% to $10,787,000 in 2002 from $10,534,000 in 2001. The
Company anticipates continued growth in the OEM/VAR group, although at a
lower percentage than sales to direct channels and the professional services
group. Net sales from the professional services group increased 63% to
$3,735,000 in 2002 from $2,285,000 in 2001. The net sales growth from the
professional services group has been tied to the growth in sales made directly
to healthcare facilities and imaging centers, where such sales are accompanied
by installation services and service contracts, and to the added value of the
acquisition of eFilm completed in June of 2002. The Company anticipates net
sales from the professional services group to continue to grow as part of the
overall growth in the sales made directly to healthcare facilities and imaging
centers. Given our sales growth during 2002 and our assessment of the
market, the Company believes information technology spending on new
technologies by our targeted customer base will continue to grow. Based upon
this expected demand and customer receptiveness to the Merge eFilm suite of
products, the Company anticipates sales in 2003 to continue to increase,
largely driven by sales made directly to healthcare facilities and imaging
centers and the services to be provided related to these customers.

Cost of Sales. Cost of sales consists of purchased components,
service costs associated with revenues, amortization of purchased and
developed software and amortization of customer contracts. The cost of
purchased components decreased as a percentage of net sales to 24% in 2002
from 28% in 2001. This decrease in the cost of purchased components as a
percentage of net sales, is primarily due to the Company's sales mix, which
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consists of a greater percentage of higher margin products and services and
reduced component costs. Service costs associated with revenues increased to
$1,768,000 in 2002 from $1,208,000 in 2001. The increase is due to the
Company's acquisition of eFilm and additional service department staff.
Amortization of purchased and developed software increased to $1,344,000 or
6% of net sales in 2002 from $773,000 or 5% of net sales in 2001. The
increase is due to the commencement of amortization on software available
for general release and the amortization of the intellectual property and
customer contracts acquired in the acquisition of eFilm.

As a result of the eFilm acquisition on June 28, 2002, the Company
has presented costs associated with service revenues as a component of cost
of sales. All periods compared have been reclassified to conform to the
current year presentation.

Gross Profit. Gross profit increased 35% to $12,788,000 in 2002
from $9,480,000 in 2001. As a percentage of net sales, gross profit
increased to 62% of net sales in 2002 compared to 60% in 2001. The Company
implemented a number of initiatives to improve gross profit in 2002,
including the acquisition of eFilm, increasing sales made directly to
healthcare facilities, targeted price increases, reductions in component
costs and a gradual shift in product mix to higher margin software
applications. The Company anticipates these initiatives will continue to
slightly increase overall margins in 2003.

Sales and Marketing. Sales and marketing expense increased 33% to
$4,305,000 in 2002 from $3,227,000 in 2001. The increase is the result of
the Company's objective to invest in sales and marketing activities and staff
count in order to grow net sales.

Product Research and Development. Research and development expense
decreased 13% to $1,620,000 in 2002 from $1,870,000 in 2001. The Company
anticipates research and development costs will increase in 2003 as the
Company increases its new product development and finishes its efforts to
commercialize products acquired in the eFilm acquisition. The decrease is
due primarily to an increase in capitalization of costs related to software
development. Capitalization of software development costs increased $414,000
to $1,850,000 in 2002 from $1,436,000 in 2001. The increase in capitalized
software development is a direct result of focusing engineering resources on
modular software development designed to accelerate the development cycle,
commercialization of technologies acquired in the eFilm acquisition and the
release of new product for revenue generation.

General and Administrative. General and administrative expense
increased 12% to $2,553,000 in 2002 from $2,286,000 in 2001. The majority
of the increase is due to an increase in allowance for bad debts of $116,000.
General and administrative expense includes costs for information systems,
accounting, administrative support, management personnel, bad debt expenses
and general corporate matters.

Depreciation and Amortization. Depreciation and amortization expense
decreased 32% or $247,000 to $518,000 in 2002 from $765,000 in 2001. The
decrease is due primarily to certain assets becoming fully depreciated and
the discontinuation of amortization of goodwill. Depreciation and
amortization is assessed on capital equipment and intangible assets with
estimable useful lives. This is net of amortization of capitalized software
of $1,344,000 and $773,000 in 2002 and 2001, respectively.
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Restructuring and Related Items. The Company recorded an expense of
$36,000 in 2001 for restructuring and related items. The restructuring
expense was an additional expense that related to the restructuring the
Company underwent in the fourth quarter of 2000.

Acquired In-process Technology and Software Write-off. Acquired
in-process research and development was $148,000 in 2002. The write-off was
due to the eFilm acquisition the Company completed on June 28, 2002.

Other Income, Expense. During 2002, the Company had no amounts
outstanding on the line of credit which resulted in a decrease in interest
expense to $22,000 from $119,000 in 2001, and interest income was $50,000
compared to interest income of $45,000 in 2001. The increase in interest
income was relatively small compared to the increase in the Company's cash
balance due to declining interest rates. Other income, net, was $36,000 in
2002 compared to other income, net in 2001 of $137,000. Other income, net
for 2001 includes a gain of $197,000 for settlement of accounts payable
obligations for less than recorded book value.

Income Taxes. The Company recorded income tax expense of $79,000 in
2002 and $87,000 in 2001, primarily representing Japanese income tax
withholding on software royalties. The Company anticipates becoming a

taxpayer in 2003 and has begun utilizing its remaining net operating loss
carryforwards to offset income tax liabilities.

Year Ended December 31, 2001, Compared to Year Ended December 31, 2000

Net Sales. Net sales increased by 25% to $15,741,000 in 2001 from
$12,613,000 in 2000. ©Net sales of products and software made directly to
healthcare facilities increased 167% to $2,922,000 from $1,095,000 in 2000.
Increasing sales made directly to healthcare facilities is the continuation
of our strategic objectives that began in late 2000 so the Company could take
advantage of a perceived market opportunity. To increase sales made directly
to healthcare facilities, the Company has hired additional sales staff in this
area and established marketing programs to highlight to potential customers
the technological and economic benefits or our product and service offerings.
The Company expects to continue hiring sales staff in this area to support
further growth. Net sales to OEM/VARs and dealers increased 4% to $10,534,000
from $10,141,000 in 2000. The Company anticipates continued growth in the
OEM/VAR group, although at a lower percentage than sales to direct channels
and the professional services group. Net sales from the professional services
group increased 30% to $1,430,000 in 2001 from $1,104,000 in 2000. The net
sales growth from the professional services group has been tied to the growth
in the sales made directly to healthcare facilities, where such sales are
accompanied by installation services and service contracts. The Company
anticipates net sales from the professional services group to grow as part
of the overall growth in the sales made directly to healthcare facilities.

Net sales from the products sold through our service group, including
upgrades, hardware replacement and service parts, increased 213% to $855,000
in 2001 from $273,000 in 2000. This growth is attributable to growth in the
Company's installation base and an effort to sell updated versions of the
Company's products to the installed base. Given our sales growth during
2001 and our assessment of the market, the Company believes information
technology spending on new technologies by our targeted customer base will
continue to grow.
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Cost of Sales. Cost of sales consists of purchased components,
service costs associated with revenues and amortization of purchased and
developed software. The cost of purchased components decreased as a
percentage of net sales to 28% in 2001 from 32% in 2000. The decrease in the
cost of purchased components as a percentage of net sales is due primarily to
the Company's sales mix, which consists of a greater percentage of higher
margin products and services and reduced component costs. Service costs
associated with revenues increased to $1,208,000 in 2001 from $1,194,000 in
2001. Also, cost of sales as a percentage of net sales was higher in 2000 in
part due to inventory provisions of $390,000 for obsolescence related to
inventory parts that were determined to have no future value due to technology
upgrades in the Company's products and a variance to physical count in both

the Unites States and European offices. Amortization of purchased and developed

software decreased to $773,000 or 5% of net sales in 2001 from $992,000 or
8% of net sales in 2000, due primarily to the write-down of the carrying
value of developed software to its estimated net realizable value in the
third quarter of 2000.

Gross Profit. Gross profit increased by 54% to $9,480,000 in 2001
from $6,140,000 in 2000. As a percentage of net sales, gross profit increased
to 60% of net sales in 2001 compared to 49% in 2000 due to sales of higher
margin products and to an increase in net sales from the professional services
group. The Company implemented a number of initiatives to improve gross
profit in 2001, including targeted price increases, reductions in component
costs and a gradual shift in product mix to higher margin software
applications.

Sales and Marketing. Sales and marketing expense decreased by 25% to
$3,227,000 in 2001 from $4,326,000 in 2000, due primarily to the reallocation
of certain marketing resources to other departments as part of the Company's
reduction in workforce and job redefinition plans to improve the Company's
financial performance.

Product Research and Development. Research and development expense
decreased by 22% to $1,870,000 in 2001 from $2,411,000 in 2000 due primarily
to a decrease in personnel costs effective with the Company's October 2000
reduction in workforce. Capitalization of software development costs
decreased to $1,436,000 in 2001 from $1,584,000 in 2000. However,
engineering costs included in capitalization of software increased as a
percentage of total engineering costs to 43% in 2001 from 40% in 2000.

This increase was the result of engineering management's focus on near-term
software development deliverables and a more efficient allocation of
engineering resources to the design and construction of new software
products.

General and Administrative. General and administrative expense
decreased by 14% to $2,286,000 in 2001 from $2,663,000 in 2000, due primarily
to decreases in personnel and external consultant expenses and a gain of
$225,000 from derecognition of a liability relating to a change in the
Company's vacation policy in which the maximum payment to terminated employees
for unused vacation time was reduced.

Depreciation and Amortization. Depreciation and amortization expense
decreased by 11% or $95,000 to $765,000 in 2001 from $860,000 in 2000. The
decrease was due in part to a write-down of certain non-performing intangible
assets in the fourth quarter of 2000. Depreciation and amortization was
recognized on capital equipment, goodwill, and other intangible assets.

19



Edgar Filing: MERGE TECHNOLOGIES INC - Form 10KSB

Restructuring and Related Items. The Company recorded an expense of
$36,000 in 2001 and $255,000 in 2000 for restructuring and related items. 1In
2000, the restructuring expenses were $88,000 and reflected severance charges
for eighteen positions eliminated in a workforce reduction in October 2000.
Related expenses were $167,000 and primarily reflect the write-down of the
assembled workforce capitalized as part of the 1999 acquisition of Interpra
Medical Imaging Network Ltd., now know as Merge Technologies Canada Ltd.
("Interpra".)

Acquired In-process Technology and Software Write-off. In September
2000, the Company recorded a charge of $975,000 for technologies replaced by
the Merge WorkFlow platform. The Company also wrote down a $155,000 prepaid
software license for which future product delivery from its vendor was at
risk.

Other income, Expense. In 2001, interest expense was $119,000 and
interest income was $45,000 compared to interest expense of $74,000 and
interest income of $24,000 in 2000. Other income, net, which was $137,000
in 2001, includes a gain of $197,000 for settlement of accounts payable

obligations. Other expense, net in 2000 was $89,000, which included $115,000
in charges for impairment of non-operating assets.

Income Taxes. The Company recorded income tax expense of $87,000 in
2001, which reflects Japanese income tax withholding on software royalties
and an anticipated alternative minimum tax obligation. The Company recognized

income tax expense in 2000 of $63,000, despite incurring losses for financial
reporting purposes, due primarily to Japanese income tax withholding on
software royalties.

Liquidity and Capital Resources.

Operating Cash Flows. Cash provided by operating activities was
$3,805,000 in 2002. The Company's positive operating cash flow in 2002 was
due primarily to its net income of $3,629,000, depreciation and amortization
expense of $1,862,000, an increase of $759,000 in accounts payable, a
$1,015,000 increase in deferred revenue, offset by an increase of $3,988,000
in accounts receivable. Accounts payable increased due to the timing of
purchases to fulfill orders. Accounts receivable and deferred revenue
increases are a direct result of the increase in net sales.

The total days sales outstanding for the year ended December 31,
2002, is 130 days, compared to 76 days for the year ended December 31,
2001. The increase in days sales outstanding is attributed to the change
in business mix to sales made directly to healthcare facilities, in which
payment terms are offered over greater periods of time, as compared to sales
in the OEM/VAR channel.

Investing Cash Flows. Cash used in investing activities was
$2,651,000 in 2002, due primarily to cash outflows for capitalized software
development costs of $1,850,000, purchases of capital equipment and leasehold
improvements of $558,000 and acquisition costs, net of cash acquired of
$243,000. The Company expects to continue to invest in software development
projects that will continue to accelerate sales.

Financing Cash Flows. Cash provided by financing activities was
$2,216,000 in 2002. The Company received net proceeds of $1,036,000 from
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employee and director stock option exercises and $76,000 from purchases of
common stock under its employee stock purchase plan. The Company also
received net proceeds of $1,118,000 in cash as a result of the exercise of
722,943 warrants during the quarter ended June 30, 2002.

Total outstanding commitments at December 31, 2002, were as follows:

Contractual Less than 1 -3
Obligations Total 1 Year Years
Long Term Debt........ $ 190,803 S - $ 190,803
Capital Lease

Obligations......... 7,717 7,717 -
Operating Leases...... 1,021,509 402,558 618, 951

Total Contractual
Cash Obligations.... $1,220,029 $ 410,276 $ 809,754

The Company also has a liability recorded of $1,038,282 for put
options on the remaining 265,172 of 420,000 Interpra exchangeable shares,
which may be exercised for a price of $4.50 per share during the period from
August 31, 2004, until September 30, 2004.

In December 2002, the Company negotiated a new revolving line of
credit agreement with its bank, increasing its line to $5,000,000, effective
December 30, 2002, and maturing December 30, 2005. The interest rate on the
line of credit is at a variable rate that is equal to the prime rate as
published in the Wall Street Journal, less 0.75 percentage points and is
collateralized by the Company's assets. At December 31, 2002, the loan's
interest rate was 3.50%. Availability under the new line of credit is
subject to a borrowing base consisting of 50% of inventory balances under
$2,000,000, 80% of gualified accounts receivable under 90 days and 100%
of the Company's depository cash balances held at the bank if borrowings
exceed the existing base of inventory and qualified accounts receivable.
Under the formula, $5,000,000 was calculated to be available at December 31,
2002. No amounts were outstanding on the line of credit as of December 31,
2002.

The Company does not have any other significant long-term
obligations, contractual obligations, lines of credit, standby letters of
credit, guarantees, standby repurchase obligations or other commercial
commitments.

The Company believes that existing cash, together with the
availability under its revolving credit agreement and future cash flows from

operations will be sufficient to execute the business plan in 2003. However,
any projections of future cash inflows and outflows are subject to
uncertainty. In 2003, it may be necessary to raise additional capital for

activities necessary to meet the Company's business objectives or its
long-term liquidity needs. If it is determined that additional capital is
needed, it may be raised by selling additional equity or raising debt from
third party sources. The sale of additional equity or convertible debt
securities could result in dilution to current stockholders. In addition,
debt financing, if available, could involve restrictive covenants, which
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could adversely affect operations. There can be no assurance that any of
these financing alternatives, including raising additional capital, will be
available in amounts or on terms acceptable to the Company.

Critical Accounting Policies

The Company's consolidated financial statements are impacted by the
accounting policies used and the estimates and assumptions made by management
during their preparation. Critical accounting policies in which management
makes significant estimates are revenue recognition, accounts receivable,
software capitalization, goodwill valuation, other long-lived assets and
income taxes.

Revenue Recognition. Revenues are derived primarily from the
sublicensing and licensing of computer software, installations, training,
consulting, software maintenance and sales of PACS solutions. Inherent in
the revenue recognition process are significant management estimates and
judgements, which influence the timing and amount of revenue recognition.

For sales of software arrangements, the Company recognizes revenue
according to the American Institute of Certified Public Accountants Statement
of Position 97-2 (SOP 97-2), Software Revenue Recognition, and related
amendments. SOP 97-2, as amended, generally requires revenue earned on
software arrangements involving multiple elements to be allocated to each
element based on the relative fair values of those elements. Revenue from
multiple-element software arrangements 1is recognized using the residual
method. Under the residual method, revenue is recognized in a multiple
element arrangement when Company-specific objective evidence of fair wvalue
exists for all of the undelivered elements in the arrangement, but does not
exist for one or more of the delivered elements in the arrangement. The
Company allocates revenue to each undelivered element in a multiple element
arrangement based on its respective fair value, with the fair value
determined by the price charged when that element is sold separately.
Specifically, the Company determines the fair value of the maintenance
portion of the arrangement based on the renewal price of the maintenance
offered to clients, which is stated in the contract and fair value of the
installation based upon the price charged when the services are sold
separately. If evidence of the fair value cannot be established for an
undelivered element of a software sale, the entire amount of revenue under
the arrangement is deferred until these elements have been delivered or
vendor-specific objective evidence of fair value can be established.

Revenue from the sale of sublicenses sold on an individual basis and
computer software licenses is recognized upon shipment provided that evidence
of an arrangement exists, title and risk of loss have passed to the customer,
fees are fixed or determinable and collection of the related receivable is
reasonably assured.

Revenue from software usage sublicenses sold through annual contracts
and software maintenance is deferred and recognized ratably over the contract
period. Revenue from installation, training, and consulting services is
recognized as services are performed.

Revenue from sales of PACS solutions sold directly to healthcare
institutions where installation services are considered essential to the
functionality of the solution sold is recognized on a percentage-of-completion
method, as prescribed by the American Institute of Certified Public
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Accountants Statement of Position 81-1, Accounting for Performance on
Construction-Type and Certain Production-Type Contracts.
Percentage-of-completion is determined by the output method based upon the
achievement of delivery milestones.

The Company's policy is to allow returns when the Company has
preauthorized the return. Based on the Company's historical experience of
very limited returns and the Company's expectation that returns, if any, will
be insignificant, the Company has not provided for an allowance for potential
items to be returned.

Accounts Receivable. The Company's accounts receivable balance is
reported net of an allowance for bad debt. The Company's management
("Management") determines collection risk and records allowances for bad
debt based on the aging of accounts and past transaction history with
customers. If the financial condition of the Company's customers were to
deteriorate, resulting in an impairment of their ability to make payments,
additional allowances would be required.

Software Capitalization. Software capitalization commences when
management determines that projects have achieved technological feasibility.
Management's determination that a project has achieved technical feasibility
does not ensure that the project can be commercially salable. Amounts
capitalized include estimates of overhead attributable to the projects. The
useful lives of capitalized software projects are assigned by Management,
based upon the expected life of the software. Management also estimates the
realizability of capitalized values based on projections of future net
operating cash flows through the sale of products related to each capitalized
project. If the Company determines in the future that the value of
capitalized software cannot be recovered, a write-down of the value of the
capitalized software to its recoverable value may be required. If the actual
achieved revenues are lower than our estimates or the useful life of a
project 1s shorter than the estimated useful life, the asset may be deemed to
be impaired and, accordingly, a write-down of the value of the asset may be
required. The Company recorded a write down of $1,130,000 in 2000.

Other Long-Lived Assets. Other long-term assets, including property

and equipment, and other intangibles, are amortized over their expected

lives, which are estimated by management. Management also makes estimates of
the impairment of long-term assets whenever events or changes in circumstances
indicate that the carrying amount of an asset may not be recoverable. If the
actual useful life of a long-term asset is shorter than the useful life
estimated by the Company, the assets may be deemed to be impaired and,
accordingly, a write-down of the value of the assets may be required.

Goodwill and Other Intangible Assets. Effective January 1, 2002, the
Company adopted Statement of Financial Accounting Standards ("SFAS") No. 142,
goodwill and Other Intangible Assets ("SFAS No. 142"). SFAS No. 142 requires
that goodwill and indefinite lived intangible assets be reviewed for
impairment annually, or more frequently if impairment indicators arise. Our
policy provides that goodwill and indefinite lived intangible assets will be
reviewed for impairment on December 31 of each year. 1In calculating our
impairment losses, the Company evaluated the fair value by estimating the
expected present value of their future cash flows.

Income Taxes. As part of the process of preparing our consolidated
financial statements, the Company is required to estimate income taxes in
each of the countries in which we operate. This process involves estimating
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our current tax exposure together with assessing temporary differences
resulting from differing treatment of items for tax and accounting purposes.
These differences result in deferred tax assets and liabilities. The Company
must then assess the likelihood that our deferred tax assets will be
recovered from future taxable income, and, to the extent we believe that
recovery 1is not likely, the Company must establish a valuation allowance.

To the extent the Company establish a valuation allowance or increase this
allowance in a period, the Company must include an expense within the tax
provision in the statement of operations. Significant management judgment
is required in determining our provision for income taxes, deferred tax
assets and liabilities and any valuation allowance recorded against our net
deferred tax assets. The Company provided full valuation allowances on
deferred tax assets in 2000, 2001 and 2002 because of our uncertainty
regarding their realizability based on our estimates.

Recently Issued Accounting Standards

In December 2002, the Financial Accounting Standards Board ("FASB")
issued SFAS No. 148, Accounting for Stock-Based Compensation - Transition and
Disclosure, an amendment of FASB Statement No. 123. This Statement amends
FASB Statement No. 123, Accounting for Stock-Based Compensation ("FASB
Statement No. 123"), to provide alternative methods of transition for a
voluntary change to the fair value method of accounting for stock-based
employee compensation. In addition, this statement amends the disclosure
requirements of FASB Statement No. 123 to require prominent disclosures in
both annual and interim financial statements. Certain of the disclosure
modifications are required for fiscal years ending after December 15, 2002,
and are included in the notes to these consolidated financial statements.

In January 2003, the FASB issued EITF No. 00-21, Revenue Arrangements
with Multiple Deliverables ("EITF 00-21"). EITF 00-21 provides guidance on
how to determine whether an arrangement involving multiple deliverables
contains more than one unit of accounting and how arrangement consideration
should be measured and allocated to the separate units of accounting in the
arrangement. EITF 00-21 will be effective for arrangements entered into in
fiscal periods beginning after June 15, 2003. The Company does not expect
that the provisions of EITF 00-21 will have a material impact on the
Company's results of operations or financial position.

Item 7. FINANCIAL STATEMENTS

INDEPENDENT AUDITORS' REPORT

The Board of Directors and Shareholders
Merge Technologies Incorporated:

We have audited the accompanying consolidated balance sheets of Merge
Technologies Incorporated and subsidiaries as of December 31, 2002 and 2001,
and the related consolidated statements of operations, shareholders' equity,
cash flows, and comprehensive income (loss) for each of the years in the
three-year period ended December 31, 2002. These consolidated financial
statements are the responsibility of the Company's management. Our
responsibility is to express an opinion on these consolidated financial
statements based on our audits.
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We conducted our audits in accordance with auditing standards
generally accepted in the United States of America. Those standards require
that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An
audit includes examining, on a test basis, evidence supporting the amounts
and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by
management, as well as evaluating the overall financial statement
presentation. We believe that our audits provide a reasonable basis for
our opinion.

In our opinion, the consolidated financial statements referred to
above present fairly, in all material respects, the financial position of
Merge Technologies Incorporated and subsidiaries as of December 31, 2002
and 2001, and the results of their operations and their cash flows for each
of the years in the three-year period ended December 31, 2002, in
conformity with accounting principles generally accepted in the United
States of America.

As discussed in Note 1 to the consolidated financial statements,
the Company adopted the provisions of Statement of Financial Accounting
Standards Board No. 142, Goodwill and Other Intangible Assets, on January
1, 2002.

/s/ KPMG LLP

Chicago, Illinois
March 28, 2003

MERGE TECHNOLOGIES INCORPORATED AND SUBSIDIARIES
CONSOLIDATED BALANCE SHEETS

Years Ended December 31,

ASSETS
2002
Current assets:
(7= o $ 4,410,939
Accounts receivable, net of allowance for doubtful accounts..
of $292,645 and $170,572 at December 31, 2002 and
2001, resSpPeChively . i i u it ittt ittt ettt ettt e 7,069,163
Unbilled accounts receivable. ... ..ttt ittt teeenneanns 79,109
I 0 Y o w3 O 452,978
Prepaid EXPENSE S . vt ittt ettt ettt 175,673
Other cUrrent assSel S . . .u it ittt ittt ettt eeeeeeeneeaens 25,526

$ 1,042,893

2,669,408
472,912
542,136

93,831
30,906
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Total cuUrrent asSSetsS. ..ttt ittt ettt e et eeee e et eaeeaeennn

Computer equipment . ...ttt ittt et tte e eaeeeaeees
Office equipment . ...ttt ittt et e e ettt eeeeeeeeeennn
Leasehold improvVemMENT S . @ v v i ittt ittt ittt ettt et e eaeeeaeeees

Less accumulated depreciation........oi ittt enneneennn

Net property and equUipment . . ... ...t iiiiii ittt eeeeeeeeeennenns
Long-term receivable. ...ttt ittt e e e et e

Purchased and developed software, net of accumulated
amortization of $5,522,307 and $4,342,779 at December 31,
2002 and 2001 respeCtively . @ u ittt ittt teeeeeeeeeeneenns

Intangibles - customer contract, net of accumulated
amortization of $96,613 at December 31, 2002........c0uuu...
(€T T LA

(O ol o TS = i O

[ wi= T A =

12,213,388

3,725,264
500,609
146,855

4,372,728
3,530,715

842,013
143, 654

5,703,247

869,519
7,405,650
68,536

4,852,086

3,410,170
416,216

3,826,386
3,101,960

724,426
193,475

3,824,483

354,999
106,127

LIABILITIES AND SHAREHOLDERS' EQUITY

Current liabilities:

Current portion of obligations under capital leases..........
AccoUunts pPavable. @ittt e e e e e e e e e e e e e e
ACCTUEA WATES et v v o e e e e e et eeaeeeeeseeneeeeeeeeaeeeeeesenaeeens
Other accrued liabilities. ...ttt eeeeeeeeneenns
Deferred FeVeNUE. . v i ittt ittt ettt ettt eaeeeeeeeenaeeeeeeeenns

Total current liabilities.......iiiiiiiii it enneneenns

Notes payvable. .. it it i e e e e e e e e e e e e e e e
Redemption value related to exchangeable common stock........
Obligations under capital leases, excluding current portion..
Other liabilities. ...ttt ittt i

Total liabilities. ..ttt it ittt ettt e et e aeeeeeennn

Shareholders' equity:

Special Voting Preferred Stock, $0.01 par value: 4,000,000
shares authorized; one share issued and outstanding at
December 31, 2002 and 2001 . ...t it ittt it tteteeeeeeeneenneens

Series A Preferred Stock, $0.01 par value: 1,000,000 shares
authorized; zero and 637,236 shares issued and outstanding
at December 31, 2002 and 2001, respectively..........ccoo....

Series 2 Special Voting Preferred Stock, $0.01 par value:
1,000,000 shares authorized; one share and zero shares issued
and outstanding at December 31, 2002 and 2001, respectively.

Common stock, $0.01 par value: 30,000,000 shares authorized;
9,481,683 and 7,019,493 shares issued and outstanding at
December 31, 2002 and 2001, respectively........ciuieuiee...

Common stock subscribed; 3,542 shares and 22,173 shares at
December 31, 2002 and 2001, respectively........ciuieuiee...

Additional paid-in capital. ... ...ttt ittt

7,254
1,492,736
685,014
264,122
1,892,001

166,911
1,038,282

94,817

15,656
28,035,152

23,384
815,177
645,588
258,989
480,446

152,141
1,504,230
7,131

6,372

70,195

17,082
16,182,483
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Common stock subscription receivable, due from related party. (25,000) (35,000)
Accumulated deficit . v vttt et e e e e e e e e e e e e e e e (6,295,160) (9,924,055)
Accumulated other comprehensive income (loss) -

cumulative translation adjustment.............cciiiieeeenn. (142,324) (148,567)
Total shareholders' Uity ...ttt ittt ittt eeeeeeenns 21,683,141 6,168,510
Total liabilities and shareholders' equity...........cc...o.... $ 27,246,007 $ 10,055,596

See accompanying notes to consolidated financial statements.

MERGE TECHNOLOGIES INCORPORATED AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF OPERATIONS

Years Ended December 31,

2002 2001 2000

NEel SAlES . ittt ittt ettt eeeeeeeeeeeeeannaeeenns $ 20,786,369 $ 15,741,059 $ 12,612,575
Cost Of SAlEeS . i ittt ittt ittt ieeeeeeneeennn 7,998,190 6,261,109 6,472,460
Gross Profit .ttt it ittt it e 12,788,179 9,479,950 6,140,115
Operating costs and expenses:

Sales and marketing.......c.ooiii i, 4,305,427 3,226,719 4,326,178
Product research and development.............. 1,619,778 1,869,809 2,411,386
General and administrative.................... 2,553,016 2,286,217 2,662,906
Depreciation and amortization................. 517,618 765,494 859,805
Restructuring and related items............... - 35,825 254,970
Software write-off.... ... .. . ... i i i - - 1,129,871
Acquired in-process research and development.. 148,050 - -
Total operating costs and expensesS............. 9,143,889 8,184,064 11,645,116
Operating income (lOSS) cvvv vttt tmneeeeeeennnnn 3,644,290 1,295,886 (5,505,001)
Other income (expense):

Interest EXPeNSE . it ittt ittt ittt eeeneeeens (21,979) (118, 929) (73,670)
Interest INCOME. ... ittt ittt eeneeenns 49,662 44,567 23,617
Other, Net....i ittt ittt ettt eeenneeeeenn 35,851 136,520 (89,061)
Total other income (eXpPense) ........eeeeeeeennn. 63,534 62,158 (139,114)
Income (loss) before income taxes.............. 3,707,824 1,358,044 (5,644,115)
INCOME LAX EXPENSE .t i v vt vttt eeeeee e eaneeeeeeens 78,929 87,286 63,279
Net income (L1OSS) ¢ttt veeneeeeeeeeeeeeenneeeenns 3,628,895 1,270,758 (5,707,394)
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Net income (loss) per share - basic............ S 0.38 S 0.17 S (1.01)
Weighted average number of common shares

outstanding — basic......cciiiiiiiiiiiiii.. 8,840,059 6,178,821 5,792,945
Net income (loss) per share - diluted.......... S 0.33 S 0.15 S (1.01)
Weighted average number of common shares

outstanding - diluted......... ... ... .. 10,383,651 7,310,731 5,792,945

See accompanying notes to consolidated financial statements.

MERGE TECHNOLOGIES INCORPORATED AND SUBSIDARIES

CONSOLIDATED STATEMENT OF SHAREHOLDERS'
For Years Ended December 31,

Special Voting
Preferred Stock

Issued
amount

Shares
issued

1999 1 8

Balance at December 31,

Accretion of put value.........
Issuance of options for service
Issuance of common stock.......
Exchange of share rights into
common stock.........iiinnn..
Shares to be issued for
services rendered............
Stock purchased under ESPP.....
Common stock subscriptions.....
Series A Preferred Stock
subscriptions................
Issuance of common stock
WALFantsS. o v e i it ittt e e
Net income.........ccoiiieeee.o..
Foreign currency cumulative
translation adjustment.......

2000... 1

Balance at December 31,

EQUITY

2000, 2001 and 2002

Series A
Preferred Stock

Subscribed
amount

Shares
issued

Shares
subscribed

613,236 467,316

Accretion of put value.........
Issuance of common stock.......
Issuance of preferred stock....
Issuance of common stock
WALrantsS. ov vt it ittt enennn
Stock purchased under ESPP

(613,236)

(467,316)

622,236
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Exchange of share rights into
common stock...........in.n.n
Shares issued for services
rendered. . ...ttt it
Exercise of stock options......
Exercise of stock warrants.....
Preferred stock dividends
declared. ...
Issuance of preferred stock
dividend.........ooiiii..
Reduction of stock subscription
receivable from related party
Net income.........ccoiiiveee...
Foreign currency cumulative
translation adjustment.......

Balance at December 31, 2001...

Accretion of put value.........
Issuance of common stock.......
Shares issued for acquisitions.
Exchange of share rights into
common stock.................
Stock purchased under ESPP.....
Exercise of stock options......
Exercise of stock warrants.....
Preferred stock dividends
declared......ciiiiiiiinn
Issuance of preferred stock
dividend........ i
Reduction of stock subscription
receivable from related party
Net income..........oiiii
Foreign currency cumulative
translation adjustment.......

Balance at December 31, 2002...

MERGE TECHNOLOGIES INCORPORATED AND SUBSIDARIES
CONSOLIDATED STATEMENT OF SHAREHOLDERS' EQUITY
For Years Ended December 31, 2000, 2001 and 2002

Balance at December 31, 1999

Accretion of put value.........
Issuance of options for service
Issuance of common stock.......
Exchange of share rights into

common stock..........iinnn.
Shares to be issued for

Series 2
Special Voting
Preferred stock

shares
issued

issued
amount
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services rendered............
Stock purchased under ESPP.....
Common stock subscriptions.....
Series A Preferred Stock
subscriptions................
Issuance of common stock
WArrantsS. .o ew i i ittt en e
Net income.........ccoiiiueee.o..
Foreign currency cumulative
translation adjustment.......

Balance at December 31, 2000...

Accretion of put value.........
Issuance of common stock.......
Issuance of preferred stock....
Issuance of common stock
WArrantsS. .o o et i it ittt en e
Stock purchased under ESPP.....
Exchange of share rights into
common stock..........iinnn.n
Shares issued for services
rendered. . ...ttt i e
Exercise of stock options......
Exercise of stock warrants.....
Preferred stock dividends
declared. ... ..o iinnnnnn.
Issuance of preferred stock
dividend.........ciiii..
Reduction of stock subscriptio