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SECURITIES AND EXCHANGE COMMISSION

Washington, D.C. 20549

Form 10-K/A

Amendment No. 1

ANNUAL REPORT UNDER SECTION 13 OR 15(d) OF
THE SECURITIES EXCHANGE ACT OF 1934

For the fiscal year ended December 31, 2002

Commission File No. 000-22755

Computer Motion, Inc.

(Exact name of Registrant as specified in its charter)

Delaware 77-0458805
State or other jurisdiction (LR.S. Employer
of incorporation or organization) Identification No.)

130-B Cremona Drive

Goleta, CA 93117
(Address of principal executive offices)

(805) 968-9600

(Registrant s telephone number, including area code)

Securities registered pursuant to Section 12(g) of the Act:
Common Stock, $.001 Par Value

(Title of Class)

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; and (2) has been subject to such filing requirements for the past 90 days.  Yes p No o

Indicate by check mark if disclosure of delinquent filers pursuant to Item 405 of Regulation S-K is not contained herein, or will not be
contained, to the best of the Registrant s knowledge, in definitive proxy information statement incorporated by reference in Part III of this
Form 10-K or any amendment to this Form 10-K. b

Indicate by check mark if the Registrant is an accelerated filer (as defined in Exchange Act Rule 12b-2). Yeso Nop

The aggregate market value of the voting stock held by non-affiliates of the registrant, based upon the closing price of Common Stock on
June 28, 2002, as reported by Nasdaq, was approximately $10,675,000. Shares of voting stock held by each officer and director and by each
person who owns 5% or more of the outstanding voting stock have been excluded in that such persons may be deemed to be affiliates. This
assumption regarding affiliate status is not necessarily a conclusive determination for other purposes.
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The number of shares outstanding of the Registrant s Common Stock, $.001 par value, as of March 14, 2003 was 17,921,882 shares.

Table of Contents



Edgar Filing: COMPUTER MOTION INC - Form 10-K/A
TABLE OF CONTENTS

PART 1
Item 1. Business

Item 2. Properties
Item 3. Legal Proceedings
Item 4. Submission of Matters to a Vote of Security Holders

Item 5. Market for Registrant s Common Equity and Related Stockholder Matters
PARTII

Item 6. Selected Financial Data

Item 7. Management s Discussion and Analysis of Financial Condition and Results of Operations
Item 7A. Quantitative and Qualitative Disclosure About Market Risk

Item 8. Financial Statements and Supplementary Data

Item 9. Changes In and Disagreements With Accountants on Accounting and Financial Disclosure
PART III

Item 10. Directors and Executive Officers

Item 11. Executive Compensation
Item 12. Security Ownership of Certain Beneficial Owners and Management

Item 13. Certain Relationships and Related Transactions
Item 14. Controls and Procedures

PART IV
Item 15. Exhibits. Financial Statement Schedules and Reports on Form 8-K

EXHIBIT INDEX

EXHIBIT 16.1

EXHIBIT 21.1

EXHIBIT 23.1

EXHIBIT 23.2

EXHIBIT 99.1

EXHIBIT 99.2

Table of Contents



Edgar Filing: COMPUTER MOTION INC - Form 10-K/A

Table of Contents

PART I

Item 1. Business

This Annual Report on Form 10-K contains forward-looking statements within the meaning of Section 27A of the Securities Act of 1933, as
amended, and Section 21E of the Securities Exchange Act of 1934, as amended. Actual results could differ materially from those projected in
the forward-looking statements as a result of a number of important factors. For a discussion of important factors that could affect the Company s
results, please refer to Risk Factors that May Affect Future Results below.

Company Overview

Computer Motion, Inc. ( Computer Motion or the Company ) is committed to developing, manufacturing and marketing proprietary robotic
and computerized surgical systems that are intended to enhance a surgeon s performance and centralize and simplify the surgeon s control of the
operating room ( OR ).

The Company believes that its products have the potential to revolutionize surgery and the OR by providing surgeons with the precision and
dexterity necessary to perform complex, minimally invasive surgical procedures, and by enabling surgeons to control critical devices in the OR
through simple verbal commands. Computer Motion believes that its products have the potential to broaden the scope and increase the
effectiveness of minimally invasive surgery ( MIS ), improve patient outcomes and create a safer, more efficient and cost effective OR.

Traditionally, the majority of all surgeries have been open, requiring large incisions measuring up to 18 inches to access the operative site.
Although this approach can be highly effective, it often results in significant trauma, pain and complications, as well as significant costs related
to lengthy postoperative convalescent periods for the patient. In an effort to minimize these negative factors, MIS techniques and related
technologies have been developed. MIS has proven to be as effective as traditional open surgery while offering patients substantially reduced
pain and trauma, shortened convalescent periods and decreased overall patient care costs. While these benefits are significant, the minimally
invasive approach presents challenges to surgeons, including the intricate reconstruction of patient tissue by suturing, delicate manipulation of
small anatomical features and constrained access to, and limited visualization of, the operative site.

Computer Motion s vision is to bring the power of computers and robotics to the OR to facilitate a surgeon s ability to perform complex
surgical procedures and enable new, minimally invasive microsurgical procedures that are currently very difficult or impossible to perform. The
Company works with leading practitioners in multiple surgical disciplines to develop new MIS procedures using the Company s products to
provide better visualization and improved dexterity for the surgeon.

The Company has developed four major products and a suite of supporting supplies, accessories and services. The four major products are
the AESOP®Endoscope Postioner, a surgical robot capable of positioning an endoscope in response to a surgeon s commands; the ZEUS®
Surgical System, a robotic platform designed to improve a surgeon s ability to perform complex surgical procedures and enable new, minimally
invasive microsurgical procedures that are currently impossible or very difficult to perform; the HERMES® Control Center, a voice activated
OR control system designed to enable a surgeon to directly control multiple OR devices, including the Company s AESOP system, through
simple verbal commands; and the SOCRATES™ Telementoring System, an interactive telecollaborative system allowing a surgeon to mentor
and collaborate with another surgeon during an operation. SOCRATES also allows a remote surgeon to participate in a surgery by remotely
controlling AESOP, our endoscope-positioning robot.

Robotic Systems

The Company s line of computer and robotic systems enhance a surgeon s ability to perform complex, minimally invasive surgeries. The
Company has developed the EVOLVE surgical continuum to support a gradient learning curve for surgeons to safely and economically develop
the skills required to transition from open to endoscopic surgery. All four of the Company s robotic products are integral to the EVOLVE
process.

Table of Contents 5



Edgar Filing: COMPUTER MOTION INC - Form 10-K/A

Table of Contents

AESOP Platform

The Computer Motion AESOP system is a surgical robot which approximates the form and function of a human arm and allows control of
the endoscope (a specially designed optical tube which, when connected to a medical video camera and light source, is passed into the body to
allow the surgeon to view the operative site on a video monitor) using simple verbal commands. This eliminates the need for a member of a
surgical staff to manually control the camera and provides a more stable endoscopic image and more precise positioning of the endoscope. The
Company estimates that over 175,000 MIS procedures have been successfully assisted by more than 800 AESOP systems in more than
600 hospitals and surgery centers around the world.

The AESOP platform is the world s first Food and Drug Administration ( FDA ) cleared surgical robot and incorporates the world s first
FDA-cleared voice control interface for use in the OR. The AESOP system was introduced in the fourth quarter of 1994. AESOP 2000 with
voice control was introduced in the fourth quarter of 1996. The AESOP 3000 platform, introduced in December 1997, is the world s first
FDA-cleared surgical robot capable of assisting in advanced minimally invasive cardiothoracic procedures. The AESOP 3000 robotic arm
features added flexibility and functionality over its predecessor, adding the range of motion necessary for endoscopic viewing in the thoracic
(chest) cavity. AESOP is cleared for use by the FDA in general surgery, ear nose throat, cardio thorasic, urologic, vascular, bariatric, and
gynecological procedures. The AESOP HR platform allows for control of AESOP through the HERMES Control Center. AESOP HR enables
the operative surgeon to view the status of the AESOP device, save memory positions, and view the AESOP menu structure on a surgical
monitor. The AESOP HR platform also allows the surgeon to adjust AESOP s speed to an optimal setting based on the constraints of the
procedure.

The introduction of the AlphaTM Virtual Port in June 2000 enabled the application of AESOP in open procedures, which is especially useful
when used in conjunction with the EVOLVE education continuum. The Alpha Virtual Port provides a free-space pivot point for the use of
AESOP in sternotomy accessed cardiac procedures as well as open abdominal procedures. The application of the Alpha Virtual Port in
conjunction with AESOP is the first step in the EVOLVE program s step-wise transition from open to closed procedures. The Alpha Virtual Port
allows the operative surgeon in-training to gain experience with the technology prior to advancing to a closed MIS procedure approach.

Computer Motion has leveraged the core technologies underlying the AESOP platform to develop the ZEUS Surgical System, the
HERMES Control Center, and the SOCRATES Telementoring System.

ZEUS Platform

The Computer Motion ZEUS Surgical System is designed to fundamentally improve a surgeon s ability to perform complex, MIS
procedures and to enable new, minimally invasive microsurgical procedures that are currently very difficult or impossible to perform with
conventional surgical methods. The Company believes that these new MIS procedures will result in reduced patient pain and trauma, fewer
complications, lessened cosmetic concerns, shortened convalescent periods and will increase the number of patients qualified for certain surgical
procedures. As a result, the Company believes that an increase in minimally invasive procedures will produce lower overall healthcare costs to
patients, hospitals and healthcare payors.

The ZEUS platform is comprised of three surgeon-controlled robotic arms, one of which positions an endoscope while the other two hold
disposable and reusable surgical instruments. Each arm is individually mounted on the operating room table using the standard table rails.
Because the arms are attached to the table, the table can be adjusted during a surgical procedure without removing the instruments. The surgeon
sits near the operating room table at an open, comfortable, and portable console. The open design of the console provides the surgeon with an
unobstructed view of the patient and allows clear communication with the operating room staff. At the console, the surgeon controls the
instrument handles and views the operative site on a 3D video monitor or a boom mounted 3D binocular display. ZEUS senses the surgeon s
hand movements through the new MicroWrist surgeon interface. It then scales the surgeon s hand movements into precise, tremor-free micro
movements at the operative site.
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The Company received the first in a series of FDA 510(k) clearances for ZEUS in October 2001. This 510(k) clearance allowed ZEUS to be
used with blunt dissectors, retractors, atraumatic graspers and stabilizers during laparoscopic and thorascopic surgery. In September 2002, the
company received an FDA 510(k) clearance for the marketing of ZEUS in general laparoscopic surgery. This clearance allows clinical use of the
ZEUS system for a broad set of general surgery applications such as laparoscopic cholecystectomy and laparoscopic nissen fundoplication. The
Company is also seeking additional FDA clearances for thoracic surgery, laparoscopic radical prostatectomy and cardiac procedures, with
clinical trials ongoing.

The Company believes that the ZEUS platform will provide clinicians with the following significant benefits:

Improved Precision. The ZEUS platform incorporates technology that is designed to enable a surgeon to scale his or her movements,
allowing manipulation of instruments on a microsurgical scale while utilizing normal hand and arm movements. For instance, in
microsurgical procedures which involve extremely small anatomical structures and which utilize sutures ranging from 20 to 40 microns ( 1/3
to 2/3 the width of a human hair), if a surgeon selects a scaling ratio of 4 to 1, each one inch movement by the surgeon would result in a

1/4 inch movement by the robotic surgical instruments. Various useful scaling ratios can be selected by the surgeon intra-operatively.

Improved Dexterity. The ZEUS platform is designed to enhance a surgeon s performance by enabling robotic manipulation of surgical
instruments, as opposed to hand-held instruments, which are very difficult to manipulate manually when performing challenging minimally
invasive surgery. For instance, a surgeon can activate and deactivate the instrument handles to further extend his or her range of motion to
complete a particular movement, such as suturing, without having to physically contort his or her arms. In addition, in order to gain
anatomical access to certain regions of the body in a minimally invasive manner, the robotic instruments can be placed in positions that
would be extremely difficult for a surgeon to manipulate manually using conventional MIS techniques due to the distance between the
instruments and their relative positions to each other.

Elimination of Involuntary Hand Tremor. The ZEUS platform is designed to hold the surgical instruments and the endoscope in a
steady manner, eliminating a surgeon s incidental and unintended hand motions and tremors, which are intensified when holding surgical
instruments for, extended periods of time.

Enhanced Visualization. The ZEUS platform incorporates a robotic arm, which controls the endoscope to produce a steady, magnified
video image displayed directly in front of the surgeon, which facilitates performance of MIS procedures. ZEUS also provides a state of the
art stereo 3D endoscope system attached to the robotic arm.

Improved Minimally Invasive Anatomical Access. The ZEUS platform is designed to provide a surgeon with access to confined areas in
the body and critical anatomical structures that are currently only accessible by means of highly invasive, open surgical procedures or
multiple less invasive incisions. In the case of cardiac surgery, these less invasive approaches can require multiple 3 to 5 inch incisions and
often involve the removal of rib cartilage, rib spreading and nerve trauma. In contrast, the ZEUS system is designed to provide a surgeon
with complete access to the heart through several 3 to 5 millimeter ports.

Minimized Surgeon Fatigue. The ZEUS platform allows a surgeon to operate the surgical instrument handles in a comfortable,
ergonomic position, including sitting down and positioning his or her forearms on armrests. The Company believes this enhanced
ergonomic design can increase the efficiency and effectiveness of demanding and lengthy microsurgical procedures.

The ZEUS system is designed as an open platform system. This allows products from other corporations to integrate into the system. The
Company has entered into alliances with these outside companies to develop complementary products to the ZEUS system, and to often offer
their products as components of the ZEUS system. Included in these are: (i) visualization systems from Karl Storz, GMBH, Vista Medical
Technologies,
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Inc., and Smith and Nephew Endoscopy; (ii) instrumentation from Scanlan International, Inc. and Karl Storz, GMBH, (iii) sutures from W.L.
Gore & Associates and (iv) other specialty instruments from various medical device companies.

Hermes Platform

The modernization of the OR has resulted in numerous medical devices that aid a surgeon, but also increase the complexity and costs of the
OR. In many instances, these devices are manually controlled and monitored by someone other than a surgeon in response to a surgeon s spoken
commands and request for status. The HERMES Control Center is designed to enable a surgeon to directly control multiple OR devices,
including the Company s AESOP system, through simple verbal commands. The HERMES Control Center provides standardized visual and
digitized voice feedback to a surgical team. The Company believes that the enhanced control and feedback provided by the HERMES Control
Center improves safety, increases efficiency, shortens procedure times and reduces cost.

HERMES is a centralized control system that networks multiple HERMES—ReadyTM medical devices and provides the surgeon and OR staff
with direct control using simple verbal commands or an interactive touch screen pendant. The HERMES system provides both visual graphic
feedback and digitized audio feedback to the surgical team. The visual feedback is displayed directly on the endoscopic video monitor and the
digitized audio feedback provides valuable device-specific status information. The 28+ FDA-cleared devices controlled by the HERMES system
include: endoscopic cameras, overhead cameras, light sources, insufflators, arthroscopic shavers, arthroscopic pumps, VCRs, printers, digital
image capture device, OR lights, surgical tables, electrosurgical units, and the Company s telephone, port expander, AESOP and ZEUS systems.
The HERMES-Ready interfaces for these cleared devices were created in collaboration between the Company and various HERMES alliance
partners, such as Stryker Endoscopy, Smith and Nephew Endoscopy, Berchtold, Steris, Skytron, ValleyLab (TYCO), and ConMed. There is
additional HERMES interface projects currently under development with these same HERMES alliance partners for an additional ten devices.
These models are expected to release for commercial sale during the year 2003.

To leverage its proprietary voice recognition technology in the arthroscopic and laparoscopic markets, the Company has partnered with
Stryker Endoscopy, a division of Stryker Corporation, to market and distribute the HERMES system and various associated HERMES-Ready
device interfaces. Stryker is a leading manufacturer of endoscopic medical equipment. Stryker purchases the HERMES system as an original
equipment manufacturer ( OEM ) and markets the HERMES system as an integrated component with several of its laparoscopic and arthroscopic
products.

The Company has also entered into two additional HERMES alliance agreements with Smith & Nephew Endoscopy and Karl Storz
Endoscopy America. Both Smith & Nephew and Karl Storz are leading manufacturers of endoscopic medical equipment. These agreements
define collaboration between the Company and these two medical device companies to create HERMES-Ready interfaces for 40 additional
medical device models. This engineering development work is currently underway, and the Company expects to make additional 510(k)
submissions to the FDA in 2003 to allow some of these devices to be released for sale by Smith & Nephew and Karl Storz during 2003. Smith &
Nephew will market a HERMES system as a component of their integrated digital OR offering. Karl Storz will distribute a HERMES related
product that allows device integration with their integrated OR1 offering.

The Company intends to partner with other medical device manufacturers to expand the number and type of devices to be integrated with
HERMES, including cautery/cutting devices, various imaging systems, devices for the cardiac catheter laboratory, and other equipment for
varying clinical environments.

SOCRATES Platform

The SOCRATES Telementoring System is the latest generation technology platform currently under development by the Company.
SOCRATES enables remote access to HERMES networked devices via proprietary software and standard teleconferencing components. The
SOCRATES system allows an operative surgeon to virtually, cost-effectively, and on an as-needed basis, communicate with a remote surgeon.
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SOCRATES enables the remote surgeon to help direct a surgical procedure thereby augmenting the operative surgeon s prior training experience.

The SOCRATES system enhances the utility of the HERMES Control Center with the AESOP-HR system by providing shared-remote
control capability of the endoscope. The SOCRATES system provides the remote surgeon with an interface to the AESOP-HR system, enabling
the remote surgeon to share control of the endoscope with the operative surgeon. AESOP s precision and stability ensure the remote surgeon s
views are tremor-free and accurately positioned. It is common for surgeons to remotely collaborate; however, without the SOCRATES system, a
remote surgeon is typically only able to view video of a procedure and provide feedback through video overlay and verbal commands. The
SOCRATES system enhances this collaboration by making it more interactive by allowing remote physical control of the endoscope in the
operating room.

In October 2001, the Company received FDA clearance for the Socrates Telementoring System for use as a point-to-point communication
system, under the newly created FDA device category called Telemedicine devices.

Manufacturing and Suppliers

The Company s manufacturing operations are required to comply with the FDA s Quality System Regulation ( QSR ), which addresses the
design, controls, methods, facilities and quality assurance used in manufacturing, packing, storing and installing medical devices. In addition,
certain international markets have quality assurance and manufacturing requirements. Specifically, the Company is subject to the compliance
requirements of ISO 9001, EN46001, the Medical Device Directive and Conformity Europeane ( CE ) mark directives which impose certain
procedural and documentation requirements with respect to device design, development, manufacturing and quality assurance activities. The
Company has obtained such certification and is subject to audit on an annual basis for compliance. The Company assembles all four of its
product lines (AESOP, ZEUS, HERMES and SOCRATES) in its 7,200 square foot manufacturing facility in Goleta, California. Certain
accessories and components are produced by qualified third party vendors. The manufacturing and assembly of the Company s products is a
complex and lengthy process involving a significant number of parts, assemblies and procedures.

The Company purchases both custom made and stock components from a large number of qualified suppliers and subjects them to stringent
incoming quality inspections. As part of the Company s supplier qualification process, the Company periodically conducts quality audits of its
suppliers. The Company relies on independent manufacturers, some of which are single source suppliers for the manufacture of the principal
components of its products. Shortages of raw materials, production capacity constraints or delays on the part of the Company s suppliers could
negatively affect the Company s ability to ship products and derive revenue. In some instances, the Company relies on companies that are sole
suppliers of key components of its products. In the event that these single source suppliers can no longer provide the necessary components,
Computer Motion will have to locate direct alternative suppliers. If one of these sole suppliers goes out of business, the Company could face
significant production delays until an alternate supplier is found, or until the product could be redesigned and revalidated to accommodate a new
supplier s replacement component. In addition, the Company generally submits purchase orders based upon its suppliers current price lists. Since
the Company generally does not have written contracts for future purchase orders with its suppliers, these suppliers may increase the cost of the
parts the Company purchases in the future. Failure to find additional suppliers on a timely basis could result in the delay or cancellation of
customer orders and a corresponding delay or reduction of expected revenue.

Competition

There are four levels of competition for the Company s products; pharmaceutical therapy, traditional methods of surgery, new approaches to
MIS, and direct competition in robotic surgery. All four of the Company s major systems face different levels of competition in each of these
areas.
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Traditional methods of surgery have been in effect for over one hundred years. These methods often involve large incisions in the patient s
body and long recovery times. The challenge for the Company is to convince surgeons and administrators to convert to a minimally invasive
approach to surgery through robotics. This requires the surgeons and hospitals to expend significant amounts of time and money in installation
of the equipment and training on new procedures. The Company also needs to convince potential patients of the safety and benefits of surgery
using the Company s products. Many medical conditions that can be treated by the Company s products can also be treated with pharmaceuticals
or other medical devices and procedures. Many of these alternative treatments are widely accepted in the medical community and have a long
history of use.

The field of MIS is growing rapidly. Several companies have developed new minimally invasive technologies and techniques, which are
alternatives to the techniques and products the Company offers. Many of these companies are well established in the medical industry including
Boston Scientific Corporation, C.R. Bard, Inc., Edwards Life Sciences, Guidant Corporation, Heartport, Inc., St. Jude and Ethicon
Endo-Surgery, Inc., divisions of Johnson & Johnson, Inc., Medtronic Inc., and United States Surgical Corporation, a division of Tyco
International Ltd. These companies offer non-robotic surgical tools and techniques involving hand held instruments and manually controlled
visualization or catheter based therapies such as stenting (mechanical devices which hold a blocked or occluded blood vessel open) and
Percuaneous Transluminal Coronary Angioplasty (often referred to as PTCA, which is the introduction of a small balloon into a vessel to force
open the blocked or occluded vessel).

Direct competition with the Company s products is relatively limited. The Company s AESOP product is fairly unique with only a single
competitor, Armstrong Healthcare Ltd. Besides this single competitor, there is no direct competition other than a person physically holding an
endoscope or the use of a static arm fixed positioner.

There are a limited number of companies that have developed computer assisted and robotic surgical systems that compete to varying
degrees with the Company s ZEUS system. These include EndoVia Medical, Inc. (formerly Brock Rogers Surgical, Inc.) and Intuitive Surgical,
Inc. Several other companies produce computer assisted and robotic surgical devices that do not directly compete with the potential surgical
procedures for ZEUS. These include Integrated Surgical Systems, Inc., Johns Hopkins University Engineering Research Consortium, Maquet
AG, MicroDexterity Systems, Inc, Ross-Hime Designs, Inc and Stereotaxis, Inc.

The Company s SOCRATES system is unique in its ability to remotely control a robotic arm. There are numerous video conferencing
products and companies which could provide remote audio and video feeds from the OR, as well as telestration capabilities.

Marketing

The Company s products are sold throughout the world. Orders are shipped as they are received and, therefore, no material backlog has
existed to date. For the year ended December 31, 2002, no single customer accounted for more than 10% of revenue. As of December 31, 2002,
two customers each accounted for 14% of accounts receivable and two other customers accounted for 11% and 10% of accounts receivable,
respectively. For the year ended December 31, 2001, the Company had one distributor, SIC System SRL of Italy, which accounted for
approximately 6% of the revenue for the year and 17% of the accounts receivable balance. For the year ended December 31, 2000, the Company
had one distributor, Kino Corporation of Japan, which accounted for approximately 21% of the revenue for the year and 18% of accounts
receivable and a second customer, Endoscopic Technologies, Inc., that accounted for approximately 10% of the revenue for the year and 15% of
accounts receivable.

Should the Company cease to use current distributors to distribute products throughout the world, it would have to identify new distributors
to service these markets. While this may cause a delay in revenues in the short term, in the long term, the Company believes that it would be
possible to secure new distributors.
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In the United States, the Company sells directly to hospitals through an employee based sales organization. In Western Europe, the
Company also has an employee based sales organization, which is principally focused on sales in France and Germany. The Company has
co-marketed the ZEUS product line with SIC System, SRL in Italy and Medtronic, Inc. in Europe, the Middle East and Africa. The Company s
agreement with Medtronic expired on December 31, 2001. The Company continues to market the ZEUS product line in Europe, the Middle East
and Africa using a combination of direct sales and other third party distributors. Throughout the rest of the world, the Company uses a
combination of direct sales and independent distributor organizations including Kino Corporation and the Ethicon Endo-Surgery Division of
Johnson & Johnson, Inc. Under the Company s OEM agreement with Stryker Corporation, Stryker may distribute the Company s HERMES
product for control of various Stryker endoscopic devices on a worldwide basis.

In November 2001, the Company entered into a HERMES alliance agreement with Smith and Nephew Endoscopy, and, in February 2002,
with Karl Storz Endoscopy America. Both Smith & Nephew and Karl Storz are leading manufacturers of endoscopic medical equipment. These
agreements define a collaboration between the Company and each of these two medical device companies to create HERMES-Ready interfaces
for 40 additional medical device models.

Research and Development

The Company s research and development function is focused on the development of new procedures, new medical products and
improvements to existing products. In addition, research and development expense reflects the Company s efforts to obtain additional FDA
approval of certain products and processes and to maintain the highest quality standards of existing products. The Company s research and
development expenses were $10,903,000 (45% of revenue), $12,034,000 (47% of revenue), and $11,564,000 (53% of revenue) for the years
ended December 2002, 2001 and 2000, respectively.

Government Regulation

The medical devices manufactured and marketed by the Company are subject to regulation by the FDA and, in most instances, by state and
foreign governmental authorities. Under the Federal Food, Drug an