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UNITED STATES
SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

FORM 10-Q
(Mark One)

b QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES
EXCHANGE ACT OF 1934
For the quarterly period ended September 30, 2011
OR

0 TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES
EXCHANGE ACT OF 1934
For the transition period from to
Commission File Number 000-19627

BIOLASE TECHNOLOGY, INC.
(Exact name of registrant as specified in its charter)

Delaware 87-0442441
(State or other jurisdiction (LLR.S. Employer
of incorporation or organization) Identification No.)

4 Cromwell
Irvine, California 92618
(Address of principal executive offices, including zip code)
(949) 361-1200
(Registrant s telephone number, including area code)
Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the
Securities Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the registrant was
required to file such reports), and (2) has been subject to such filing requirements for the past 90 days. Yes p No o
Indicate by check mark whether the registrant has submitted electronically and posted on its corporate Web site, if
any, every Interactive Data File required to be submitted and posted pursuant to Rule 405 of Regulation S-T (§
232.405 of this chapter) during the preceding 12 months (or for such shorter period that the registrant was required to
submit and post such files). Yes p No o
Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, a non-accelerated filer or
a smaller reporting company. See the definition of large accelerated filer, accelerated filer and smaller reporting
company in Rule 12b-2 of the Exchange Act. (Check one):

Large Accelerated Non-accelerated filer o Smaller Reporting Company p
accelerated filer filer o
0

(Do not check if a smaller reporting company)
Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange Act.): Yes
oNop
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The number of shares of the issuer s common stock, $0.001 par value per share, outstanding as of November 8, 2011
was 30,311,007 shares.
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PART I. FINANCIAL INFORMATION
ITEM 1. FINANCIAL STATEMENTS

BIOLASE TECHNOLOGY, INC.
CONSOLIDATED BALANCE SHEETS (Unaudited)
(in thousands, except per share data)

ASSETS
Current assets:
Cash and cash equivalents

Accounts receivable, less allowance of $242 and $311 in 2011 and

2010, respectively
Inventory, net
Prepaid expenses and other current assets

Total current assets

Property, plant and equipment, net
Intangible assets, net

Goodwill

Deferred tax asset

Other assets

Total assets

LIABILITIES AND STOCKHOLDERS
Current liabilities:
Term loan payable, current portion
Accounts payable
Accrued liabilities
Customer deposits
Deferred revenue, current portion

Total current liabilities
Deferred tax liabilities
Warranty accrual, long-term
Deferred revenue, long-term
Other liabilities, long-term

Total liabilities

Stockholders equity (deficit):

EQUITY (DEFICIT)

Preferred stock, par value $0.001, 1,000 shares authorized, no shares

issued and outstanding

Common stock, par value $0.001, 50,000 shares authorized; 32,264 and
27,424 shares issued and 30,300 and 25,460 shares outstanding in 2011

Table of Contents

September 30,

5,757

8,074
9,823
1,199

24,853

1,168
244
2,926
13
186

29,390

5,859
5,759

180
1,905

13,703
598
385

33
387

15,106

33

December 31,
2010

$ 1,694

3,331
6,987
1,355

13,367

1,331
342
2,926
11
170

$ 18,147

$ 2,622
4,029
5,482
5,877
1,650

19,660
544
424
433
133

21,194

27
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and 2010, respectively

Additional paid-in capital 138,115 118,375
Accumulated other comprehensive loss (283) (324)
Accumulated deficit (107,182) (104,726)

30,683 13,352
Treasury stock (cost of 1,964 shares repurchased) (16,399) (16,399)
Total stockholders equity (deficit) 14,284 (3,047)
Total liabilities and stockholders equity (deficit) $ 29,390 18,147

See accompanying notes to consolidated financial statements.
3
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BIOLASE TECHNOLOGY, INC.

CONSOLIDATED STATEMENTS OF OPERATIONS (Unaudited)

(in thousands, except per share data)

Three Months Ended
September 30,

2011 2010
Products and services revenue $ 13,047 $ 6,002 $
License fees and royalty revenue 14 218
Net revenue 13,061 6,220
Cost of revenue 7,743 4,429
Gross profit 5,318 1,791
Operating expenses:
Sales and marketing 3,217 2,110
General and administrative 1,987 1,330
Engineering and development 1,052 775
Total operating expenses 6,256 4,215
Loss from operations (938) (2,424)
Gain (loss) on foreign currency transactions 44 (118)
Interest income 1
Interest expense 2) (157)
Non-operating gain (loss), net 42 (274)
Loss before income tax provision (896) (2,698)
Income tax provision 57 28
Net loss $ 953) % 22,726) $
Net loss per share:
Basic $ 0.03) $ 0.10) $
Diluted $ 0.03) $ 0.10) $
Shares used in the calculation of net loss per share:
Basic 30,227 25,287
Diluted 30,227 25,287

See accompanying notes to consolidated financial statements.
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Nine Months Ended
September 30,
2011 2010
35,282 $ 15,085
419 1,422
35,701 16,507
19,931 12,515
15,770 3,992
8,680 7,825
5,913 5,031
3,238 2,990
17,831 15,846
(2,061) (11,854)
(10) (75)
2
(306) (216)
(316) (289)
(2,377) (12,143)
79 52
2,456) $ (12,195
0.09 $ (0.48)
0.09 $ (0.48)
28,514 25,262
28,514 25,262
7
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BIOLASE TECHNOLOGY, INC.

CONSOLIDATED STATEMENTS OF CASH FLOWS (Unaudited)

(in thousands)

Cash Flows From Operating Activities:
Net loss

Adjustments to reconcile net loss to net cash and cash equivalents used in operating

activities:

Depreciation and amortization

Loss on disposal of assets, net

Impairment of property, plant and equipment
Provision (recovery) for bad debts

Provision for inventory excess and obsolescence
Amortization of discounts on term loan payable
Amortization of debt issuance costs
Stock-based compensation

Other equity instruments compensation

Other non-cash compensation

Deferred income taxes

Changes in operating assets and liabilities:
Accounts receivable

Inventory

Prepaid expenses and other assets

Customer deposits

Accounts payable and accrued liabilities
Deferred revenue

Net cash and cash equivalents used in operating activities

Cash Flows From Investing Activities:
Additions to property, plant and equipment

Net cash and cash equivalents used in investing activities

Cash Flows From Financing Activities:
Proceeds from term loan payable

Payments under term loan payable

Payment of debt issuance costs

Proceeds from exercise of warrants

Payment to repurchase equity warrants
Proceeds from equity offering, net of expenses
Proceeds from exercise of stock options

Net cash and cash equivalents provided by financing activities

Effect of exchange rate changes

Table of Contents

Nine Months Ended
September 30,
2011 2010
2,456) $ (12,195
562 830
8 3
35
27 @7
118
78 17
99 39
1,000 499
226
187 24
2) 43
4,770) 1,415
(2,954) (571)
58 407
(5,697) 8,418
2,359 (1,206)
(145) (1,278)
(11,302) (3,567)
(294) (220)
(294) (220)
3,000
(2,700)
(85)
8
(130)
17,237
1,218 148
15,633 3,063
26 (25)
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Increase (decrease) in cash and cash equivalents 4,063 (749)
Cash and cash equivalents, beginning of year 1,694 2,975

Cash and cash equivalents, end of period $ 5,757 2,226

Supplemental cash flow disclosure:

Cash paid during the period for:

Interest $ 81 113
Income taxes $ 8 (95)
See accompanying notes to consolidated financial statements.
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BIOLASE TECHNOLOGY, INC.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Unaudited)
NOTE 1 BASIS OF PRESENTATION
The Company
BIOLASE Technology Inc. (the Company ), incorporated in Delaware in 1987, is a medical technology company
operating in one business segment that develops, manufactures and markets lasers, and markets and distributes dental
imaging equipment and other products designed to improve technologies for applications and procedures in dentistry
and medicine.
Basis of Presentation
The unaudited consolidated financial statements include the accounts of BIOLASE Technology, Inc. and its
consolidated subsidiaries and have been prepared on a basis consistent with the December 31, 2010 audited
consolidated financial statements and include all material adjustments, consisting of normal recurring adjustments and
the elimination of all material intercompany transactions and balances, necessary to fairly present the information set
forth therein. These unaudited, interim, consolidated financial statements do not include all the footnotes,
presentations and disclosures normally required by accounting principles generally accepted in the United States of
America ( GAAP ) for complete consolidated financial statements. Certain amounts have been reclassified to conform
to current period presentations.
Use of Estimates
The preparation of these consolidated financial statements in conformity with GAAP requires us to make estimates
and assumptions that affect amounts reported in the consolidated financial statements and the accompanying notes.
Significant estimates in these consolidated financial statements include allowances on accounts receivable, inventory
and deferred taxes, as well as estimates for accrued warranty expenses, indefinite-lived intangible assets and the
ability of goodwill to be realized, revenue deferrals for multiple element arrangements, effects of stock-based
compensation and warrants, contingent liabilities and the provision or benefit for income taxes. Due to the inherent
uncertainty involved in making estimates, actual results reported in future periods may differ materially from those
estimates.
Critical Accounting Policies
Information with respect to our critical accounting policies which we believe could have the most significant effect on
our reported results and require subjective or complex judgments by management is contained on pages 41 to 43 in
Item 7, Management s Discussion and Analysis of Financial Condition and Results of Operations, of the Company s
Annual Report on Form 10-K for the Year Ended December 31, 2010 (the 2010 Form 10-K ). Management believes
that there have been no significant changes during the nine months ended September 30, 2011 in our critical
accounting policies from those disclosed in Item 7 of the 2010 Form 10-K, except as noted below.
Revenue Recognition. Through August 2010, the Company sold its products in North America through an exclusive
distribution relationship with Henry Schein, Inc. ( HSIC ). Effective August 30, 2010, the Company began selling its
products in North America directly to customers through its direct sales force and through non-exclusive distributors,
including HSIC. The Company sells its products internationally through exclusive and non-exclusive distributors as
well as to direct customers in certain countries. Sales are recorded upon shipment from the Company s facility and
payment of the Company s invoices is generally due within 30 days or less. Internationally, the Company sells
products through independent distributors, including HSIC in certain countries. The Company records revenue based
on four basic criteria that must be met before revenue can be recognized: (i) persuasive evidence of an arrangement
exists; (ii) delivery has occurred and title and the risks and rewards of ownership have been transferred to our
customer, or services have been rendered; (iii) the price is fixed or determinable; and (iv) collectability is reasonably
assured.
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Sales of the Company s laser systems include separate deliverables consisting of the product, disposables used with the
laser systems, installation and training. For these sales, effective January 1, 2011, the Company applies the relative
selling price method, which requires that arrangement consideration be allocated at the inception of an arrangement to
all deliverables using the relative selling price method. This requires the Company to use (estimated) selling prices of
each of the deliverables in the total arrangement. The sum of those prices is then compared to the arrangement, and
any difference is applied to the separate deliverable ratably. This method also establishes a selling price hierarchy for
determining the selling price of a deliverable, which includes: (1) vendor-specific objective evidence ( VSOE ) if
available, (2) third-party evidence if vendor-specific objective evidence is not available, and (3) estimated selling
price if neither vendor-specific nor third-party evidence is available. VSOE is determined based on the value the
Company sells the undelivered element to a customer as a stand-alone product. Revenue attributable to the
undelivered elements is included in deferred revenue when the product is shipped and is recognized when the related
service is performed. Disposables not shipped at time of sale and installation services are typically shipped or installed
within 30 days. Training is included in deferred revenue when the product is shipped and is recognized when the
related service is performed or upon expiration of time offered under the agreement, typically within six months from
date of sale. The adoption of the relative selling price method does not significantly change the value of revenue
recognized.

The key judgments related to revenue recognition include the collectability of payment from the customer, the
satisfaction of all elements of the arrangement having been delivered, and that no additional customer credits and
discounts are needed. The Company evaluates a customer s credit worthiness prior to the shipment of the product.
Based on the Company s assessment of the available credit information, the Company may determine the credit risk is
higher than normally acceptable, and will either decline the purchase or defer the revenue until payment is reasonably
assured. Future obligations required at the time of sale may also cause the Company to defer the revenue until the
obligation is satisfied.

Although all sales are final, the Company accepts returns of products in certain, limited circumstances and record a
provision for sales returns based on historical experience concurrent with the recognition of revenue. The sales returns
allowance is recorded as a reduction of accounts receivable and revenue.

Extended warranty contracts, which are sold to non-distributor customers, are recorded as revenue on a straight-line
basis over the period of the contracts, which is typically one year.

For sales transactions involving used laser trade-ins, the Company recognizes revenue for the entire transaction when
the cash consideration is in excess of 25% of the total transaction. The Company values used lasers received at their
estimated fair market value at the date of receipt.

The Company recognizes revenue for royalties under licensing agreements for our patented technology when the
product using our technology is sold. The Company estimates and recognizes the amount earned based on historical
performance and current knowledge about the business operations of our licensees. Historically, the Company s
estimates generally have been consistent with amounts reported by the licensees. Licensing revenue related to
exclusive licensing arrangements is recognized concurrent with the related exclusivity period.

From time to time, the Company may offer sales incentives and promotions on its products. The cost of sales
incentives are recorded at the date at which the related revenue is recognized as a reduction in revenue, increase in
cost of revenue or as a selling expense, as applicable, or later, in the case of incentives offered after the initial sale has
occurred.

Fair Value of Financial Instruments

The Company s financial instruments, consisting of cash, accounts receivable, accounts payable and other accrued
expenses, approximate fair value because of the short maturity of these items. Financial instruments consisting of
short term debt approximate fair value since the interest rate approximates the market rate for debt securities with
similar terms and risk characteristics.

Fair value is defined as the price that would be received to sell an asset or paid to transfer a liability in an orderly
transaction between market participants in the principal market or, if none exists, the most advantageous market, for
the specific asset or liability at the measurement date (referred to as the exit price ). The fair value should be based on
assumptions that market participants would use, including a consideration of nonperformance risk. Level 1

Table of Contents 12
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measurement of fair value is quoted prices in active markets for identical assets or liabilities. All of the Company s
investments at September 30, 2011 are valued as Level 1 investments.

Money market securities. Money market securities are cash equivalents, which are included in cash and cash
equivalents, and consist of highly liquid investments with original maturities of three months or less. The Company
uses quoted active market prices for identical assets to measure fair value. The Company held $774,000 in money
market securities at September 30, 2011. The Company had no investments at December 31, 2010.

Table of Contents
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Liquidity and Management s Plans

The Company has suffered recurring losses from operations and had declining revenues during the three years ended
December 31, 2010. As of December 31, 2010, the Company had a working capital deficit. Although the Company s
revenues increased for the three and nine months ended September 30, 2011, compared to the comparable periods in
2010, the Company still incurred a loss from operations and a net loss.

The Company s need for additional capital and the uncertainties surrounding its ability to obtain such funding at
December 31, 2010, raised substantial doubt about its ability to continue as a going concern, which contemplates that
the Company will realize its assets and satisfy its liabilities and commitments in the ordinary course of business. The
Company s financial statements do not include adjustments relating to the recoverability of recorded asset amounts or
the amounts or classification of liabilities that might be necessary should the Company be unable to continue as a
going concern. In order for the Company to discharge its liabilities and commitments in the normal course of business,
the Company must sell its products directly to end-users and through distributors; establish profitable operations
through increased sales and a reduction of operating expenses; and potentially raise additional funds, principally
through the additional sales of securities or debt financings to meet its working capital needs.

The Company intends to increase sales by increasing its product offerings, expanding its direct sales force and
expanding its distributor relationships both domestically and internationally. However, the Company cannot guarantee
that it will be able to increase sales, reduce expenses or obtain additional funds when needed or that such funds, if
available, will be obtainable on terms satisfactory to the Company. If the Company is unable to increase sales, reduce
expenses or raise sufficient additional funds it may be unable to continue to fund its operations, develop its products
or realize value from its assets and discharge its liabilities in the normal course of business.

At September 30, 2011, the Company had approximately $11.2 million in working capital. The Company s principal
sources of liquidity at September 30, 2011 consisted of approximately $5.8 million in cash and cash equivalents and
$8.1 million of net accounts receivable.

On April 16, 2010, the Company filed a shelf registration statement (the 2010 Shelf Registration Statement ) with the
Securities and Exchange Commission (the SEC ) to enable the Company to offer for sale, from time to time, in one or
more offerings, an unspecified amount of common stock, preferred stock or warrants up to an aggregate public
offering price of $9.5 million. The 2010 Shelf Registration Statement (File No. 333-166145) was declared effective by
the SEC on April 29, 2010.

In accordance with the terms of a Controlled Equity Offering Agreement (the Offering Agreement ) entered into with
Ascendiant Securities, LLC ( Ascendiant ), as sales agent, on December 23, 2010, the Company was entitled to issue
and sell up to 3,000,000 shares of Common Stock pursuant to the 2010 Shelf Registration Statement. Sales of shares
of the Company s common stock, could be made in a series of transactions over time as the Company may direct
Ascendiant in privately negotiated transactions and/or any other method permitted by law, including sales deemed to
be an at the market offering as defined in Rule 415 under the Securities Act of 1993, as amended (the 1933 Act ). At
the market sales include sales made directly on the NASDAQ Capital Market, the existing trading market for our
common stock, or sales made to or through a market maker other than on an exchange.

Pursuant to the Offering Agreement, Ascendiant agreed to make all sales using its commercially reasonable best
efforts consistent with its normal trading and sales practices, and on terms on which we and Ascendiant mutually
agree. Unless the Company and Ascendiant agree to a lesser amount with respect to certain persons or classes of
persons, the compensation to Ascendiant for sales of common stock sold pursuant to the Offering Agreement will be
3.75% of the gross proceeds of the sales price per share.

During the quarter ended March 31, 2011, the Company sold approximately 2.2 million shares of common stock with
gross proceeds of approximately $7.5 million and net proceeds of approximately $7.1 million, net of commission and
direct costs, through the Offering Agreement with Ascendiant. No additional sales under the Offering Agreement have
been made since the quarter ended March 31, 2011 and no additional sales will be made under the Offering
Agreement.

On April 7, 2011, the Company entered into an agreement with Rodman & Renshaw, LLC ( Rodman & Renshaw ),
pursuant to which Rodman & Renshaw agreed to arrange for the sale of shares of the Company s common stock in a
registered direct placement (the April 2011 Registered Direct Placement ) pursuant to the 2010 Shelf Registration
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Statement with a fee of 4.5% of the aggregate gross proceeds. In addition, on April 7, 2011, the Company and certain
institutional investors entered into a securities purchase agreement arranged by Rodman & Renshaw, pursuant to
which the Company agreed to sell in the April 2011 Registered Direct Placement an aggregate of 320,000 shares of its
common stock with a purchase price of $5.60 per share for gross proceeds of approximately $1.8 million. The net
proceeds to the Company from the April 2011 Registered Direct Placement totaled approximately $1.7 million. The
costs associated with the April 2011 Registered Direct Placement totaled approximately $124,000 and were paid in
April 2011 upon the closing of the transaction. The shares of common stock sold in connection with the April 2011
Registered Direct Placement were issued pursuant to a prospectus supplement dated April 11, 2011 to the 2010 Shelf
Registration Statement, which was filed with the SEC.
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The transactions described above exhausted the securities available for sale under the Company s 2010 Shelf
Registration Statement.

On June 24, 2011, the Company entered into a securities purchase agreement (the June 2011 Securities Purchase
Agreement ) with certain institutional investors (the June 2011 Purchasers ) whereby the Company agreed to sell, and
on June 29, 2011 the Company sold, an aggregate of 1,625,947 shares of the Company s common stock at a price of
$5.55 per share, together with five-year warrants to purchase 812,974 shares of the Company s common stock having
an exercise price of $6.50 per share (the June 2011 Warrants ). The June 2011 Warrants are not exercisable for six
months following their issuance. Gross proceeds from the offering totaled approximately $9 million, and net proceeds
to the Company, after commissions and other offering expenses of approximately $610,000, totaled approximately
$8.4 million. The Company will use the proceeds for working capital and general corporate purposes. In connection
with the June 2011 Securities Purchase Agreement, the Company entered into an agreement on June 22, 2011 with
Rodman & Renshaw in which Rodman & Renshaw agreed to act as the Company s exclusive placement agent for the
offering and the Company agreed to pay Rodman & Renshaw commissions in the amount of 5.0% of the gross
proceeds of the offering, or approximately $451,000, and reimburse Rodman & Renshaw s expenses up to a maximum
amount of $50,000. Commissions and expenses paid to Rodman and Renshaw are included in the $610,000 of
offering expenses noted above.

The common stock and the June 2011 Warrants were offered and sold, and the common stock issuable upon exercise
of the June 2011 Warrants were offered, pursuant to exemptions from registration set forth in section 4(2) of the 1933
Act and Rule 506 of Regulation D promulgated under the 1933 Act. The common stock, the June 2011 Warrants and
the common stock issuable upon exercise of the June 2011 Warrants may not be re-offered or resold absent either
registration under the 1933 Act or the availability of an exemption from the registration requirements.

In connection with the June 2011 Securities Purchase Agreement, the Company entered into a registration rights
agreement with the June 2011 Purchasers pursuant to which the Company undertook to file a resale registration
statement, on behalf of the June 2011 Purchasers with respect to the resale of the common stock and the common
stock issuable upon the exercise of the June 2011 Warrants (collectively, the Registerable Securities ), no later than
July 19, 2011 and to use its reasonable best efforts to cause such registration statement to be declared effective by the
SEC not later than September 7, 2011 (or October 7, 2011, if the SEC comments upon the registration statement). If
the Company were unable to timely satisfy such deadlines, it could incur penalties of up to 3.0% of the offering
proceeds for such non-compliance.

On July 19, 2011, the Company filed a registration statement on Form S-3 (the Selling Stockholders Registration
Statement ) with the SEC to register the Registerable Securities. The Selling Stockholders Registration Statement (File
No. 333-175664) was declared effective by the SEC on August 25, 2011.

On August 2, 2011, the Company repurchased 90,000 of the June 2011 Warrants for $99,900 or $1.11 per underlying
share, plus non-accountable expenses of $30,000.

On February 8, 2011, the Company repaid all outstanding balances under a Loan and Security Agreement dated

May 27, 2010, as amended, (the Loan and Security Agreement ) with MidCap Financial, LLC (whose interests were
later assigned to its affiliate MidCap Funding III, LLC) and Silicon Valley Bank, which included $2.6 million in
principal, $30,000 of accrued interest and $169,000 of loan related expenses. In connection with the repayment,
MidCap Funding III, LLC and Silicon Valley Bank released their security interest in the Company s assets.
Unamortized costs totaling approximately $225,000, excluding interest, associated with the term loan payable were
expensed in February 2011. MidCap Financial, LLC and Silicon Valley Bank also exercised all of their warrants on a
cashless basis during February 2011 for 78,172 shares of common stock.

On September 23, 2010, the Company entered into a Distribution and Supply Agreement (the D&S Agreement ) with
HSIC, effective August 30, 2010. In connection with the D&S Agreement, as amended, HSIC placed two irrevocable
purchase orders for the Company s products totaling $9 million. The first purchase order, totaling $6 million, was for
the iLase system and was required to be fulfilled by June 30, 2011. The first purchase order was fully satisfied during
the first quarter of 2011. The second purchase order, totaling $3 million, required that the products ordered there under
be delivered by August 25, 2011, and was also for the iLase system, but could be modified without charge and applied
to other laser products. During April 2011, HSIC modified the type of laser systems ordered on the second purchase
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order. The second purchase order was fully satisfied during the third quarter of 2011.

Table of Contents

17



Edgar Filing: BIOLASE TECHNOLOGY INC - Form 10-Q

Table of Contents

NOTE 2 RECENT ACCOUNTING PRONOUNCEMENTS

Changes to U.S. GAAP are established by the Financial Accounting Standards Board (the FASB ) in the form of
accounting standards updates ( ASU s ) to the FASB s Accounting Standards Codification ( ASC ).

The Company considers the applicability and impact of all ASU s. ASU s not listed below were assessed and
determined to not be applicable or are expected to have minimal impact on our consolidated financial position and
results of operations.

Newly Adopted Accounting Standards

In October 2009, the FASB issued an update to existing guidance on accounting for arrangements with multiple
deliverables. This update allows companies to allocate consideration received for qualified separate deliverables using
estimated selling price for both delivered and undelivered items when vendor-specific objective evidence or
third-party evidence is unavailable. Additional disclosures discussing the nature of multiple element arrangements, the
types of deliverables under the arrangements, the general timing of their delivery and significant factors and estimates
used to determine estimated selling prices is required. This guidance is effective prospectively for interim and annual
periods ending after June 15, 2010. The Company adopted this guidance effective January 1, 2011. The adoption did
not have a material impact on the Company s consolidated financial statements.

In December 2010, the FASB issued an update to existing guidance on the calculation of impairment of goodwill.
This update modifies Step 1 of the goodwill impairment test for reporting units with zero or negative carrying
amounts. For these reporting units, an entity is required to perform Step 2 of the goodwill impairment test if it is more
likely than not that a goodwill impairment exists. The Company adopted this guidance on January 1, 2011, and will
evaluate the impact, if any, on its consolidated financial statements if events occur or circumstances change that would
more likely than not reduce the fair value of the Company or its assets below their carrying amounts. No events have
occurred since June 30, 2011, the Company s testing date that would trigger further impairment testing of the
Company s intangible assets with finite lives subject to amortization.

New Accounting Standards Not Yet Adopted

In September 2011, the FASB issued guidance for the impairment testing of goodwill. The guidance permits an entity
to first assess qualitative factors to determine whether it is more-likely-than-not that the fair value of a reporting unit is
less than its carrying amount as a basis for determining whether it is necessary to perform the two-step goodwill
impairment test. This guidance is effective for annual and interim goodwill impairment tests performed for fiscal years
beginning after December 15, 2011. Management believes that the adoption will not have a material impact on the
Company s consolidated financial statements.

In June 2011, the FASB updated the accounting guidance relating to presentation of comprehensive income. This
guidance requires companies to present total comprehensive income, the components of net income and the
components of other comprehensive income ( OCI ) either in a single continuous statement of comprehensive income
or in two, but consecutive, statements. Additionally, companies are required to present on the face of the consolidated
financial statements the reclassification adjustments that are reclassified from OCI to net income, where the
components of net income and the components of OCI are presented. This guidance is effective beginning for the year
ending December 31, 2012. The adoption of this guidance is not expected to have a material impact on the Company s
consolidated financial position or results of operations.

NOTE 3 STOCK-BASED AWARDS AND PER SHARE INFORMATION

Stock-Based Compensation

The Company currently has one stock-based compensation plan, the 2002 Stock Incentive Plan (the 2002 Plan ).
Eligible persons under the 2002 Plan include certain officers and employees of the Company and directors of the
Company. Under the 2002 Plan, 6,950,000 shares of common stock have been authorized for issuance. As of
September 30, 2011, 2,269,000 shares of common stock have been issued pursuant to options that were exercised,
3,803,000 shares of common stock has been reserved for options that are outstanding, and 878,000 shares of common
stock remain available for future grant.
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Compensation cost related to stock options recognized in operating results during the three months ended

September 30, 2011 and 2010 was $324,000 and $113,000, respectively. The net impact to earnings for those periods
was $(0.01) and $(0.00) per basic and diluted share, respectively. Compensation cost related to stock options
recognized in operating results during the nine months ended September 30, 2011 and 2010, was $1.0 million and
$499,000, respectively. The net impact to earnings for those periods was $(0.04) and $(0.02) per basic and diluted
share, respectively. At September 30, 2011, the Company had $2.3 million of total unrecognized compensation cost,
net of estimated forfeitures, related to unvested share-based compensation arrangements granted under our existing
plans. The Company expects that cost to be recognized over a weighted-average period of 1.2 years.

The following table summarizes the income statement classification of compensation expense associated with
share-based payments (in thousands):

Three Months Ended September Nine Months Ended September

30, 30,
2011 2010 2011 2010
Cost of revenue $ 45 $ 7 $ 111 $ 26
Sales and marketing 75 40 259 146
General and administrative 177 47 536 259
Engineering and development 27 19 94 68
$ 324 $ 113 3 1,000 $ 499

The Black-Scholes option valuation model is used in estimating the fair value of traded options. This option pricing
model requires the Company to make several assumptions regarding the key variables used to calculate the fair value
of its stock options. The risk-free interest rate used is based on the U.S. Treasury yield curve in effect for the expected
lives of the options at their dates of grant. Since July 1, 2005, the Company has used a dividend yield of zero as it does
not intend to pay cash dividends on its common stock in the foreseeable future. The most critical assumption used in
calculating the fair value of stock options is the expected volatility of the common stock. Management believes that
the historic volatility of the common stock is a reliable indicator of future volatility, and accordingly, a stock volatility
factor based on the historical volatility of the common stock over a period of time is used in approximating the
estimated lives of new stock options. The expected term is estimated by analyzing the Company s historical share
option exercise experience over a five year period. Compensation expense is recognized using the straight-line method
for all stock-based awards. Compensation expense is recognized only for those options expected to vest, with
forfeitures estimated at the date of grant based on historical experience and future expectations. Forfeitures are
estimated at the time of the grant and revised as necessary in subsequent periods if actual forfeitures differ from those
estimates.

The stock option fair values were estimated using the Black-Scholes option-pricing model with the following
assumptions:

Three Months Ended September Nine Months Ended September

30, 30,
2011 2010 2011 2010
Expected term (years) 4.30 4.60 4.08 4.75
Volatility 105% 91% 106% 86%
Annual dividend per share $ 0.00 $ 0.00 $ 0.00 $ 0.00
Risk-free interest rate 1.23% 1.76% 1.70% 2.18%
11
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A summary of option activity under our stock option plans for the nine months ended September 30, 2011 is as
follows:

Weighted
average
Weighted remaining
contractual
average term Aggregate
exercise intrinsic
Shares price (years) value(1)
Options outstanding at December 31, 2010 4,130,000 $ 3.60
Plus: Options granted 893,000 $ 4.50
Less: Options exercised (642,0000 $ 2.09
Options canceled or expired (578,000) $ 5.52
Options outstanding at September 30, 2011 3,803,000 $ 3.78 4.74 $ 2,297,000
Options exercisable at September 30, 2011 1,875,000 $ 4.66 4.79 $ 1,059,000
Options expired during the nine months
ended September 30, 2011 304,000 $ 7.94

(1) The intrinsic value calculation does not include negative values. This can occur when the fair market value on the
reporting date is less than the exercise price of the grant.

Cash proceeds along with fair value disclosures related to grants, exercises and vesting options are provided in the

following table (in thousands, except per share amounts):

Three Months Ended September Nine Months Ended September

30, 30,

2011 2010 2011 2010
Proceeds from stock options exercised $ 254 $ 106 $ 1,218 $ 148
Tax benefit related to stock options exercised
(1) N/A N/A N/A N/A
Intrinsic value of stock options exercised (2)  $ 167 $ 45 3 1,308 $ 75
Weighted-average fair value of options
granted during period $ 2.84 $ 085 $ 3.25 $ 1.11
Total fair value of shares vested during the
period $ 311 $ 135 $ 874 $ 494

(1) Excess tax benefits received related to stock option exercises are presented as financing cash inflows. We
currently do not receive a tax benefit related to the exercise of stock options due to our net operating losses.

(2) The intrinsic value of stock options exercised is the amount by which the market price of the stock on the date of
exercise exceeded the market price of the stock on the date of grant.

Warrants

In May 2010, the Company granted warrants to purchase an aggregate of 101,694 shares of its common stock to

MidCap Financial, LLC, and Silicon Valley Bank (the Finance Warrants ) at a price per share of $1.77. The exer