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PART I.
Item 1.

FINANCIAL INFORMATION

Financial Statements
NATUS MEDICAL INCORPORATED AND SUBSIDIARIES
CONDENSED CONSOLIDATED BALANCE SHEETS
(in thousands, except share amounts)
September 30,
2002

December 31,
2001(1)

(unaudited)

ASSETS
Current assets:
Cash and cash equivalents
Short-term investments
Accounts receivable, net of allowance for doubtful accounts of $195 in 2002 and $239 in 2001
Inventories
Prepaid expenses and other current assets

$

25,662
22,074
4,233
4,337
840

$

30,351
22,735
5,209
3,598
655

Total current assets

57,146

62,548

Property and equipment, net
Long-term investment
Deposits and other assets

2,219
332
1,249

1,757
327
303

Total assets

$

60,946

$

64,935

$

1,502
2,727
452

$

892
2,702
312

LIABILITIES AND STOCKHOLDERS’ EQUITY
Liabilities:
Accounts payable
Accrued liabilities
Deferred revenues
Total current liabilities

4,681

3,906

86,340
(309)
(29,681)

86,007
(767)
(24,299)

Commitments and contingencies
Stockholders’ equity:
Common stock, $0.001 par value, 120,000,000 shares authorized; shares issued and outstanding:
16,096,804 in 2002 and 15,864,670 in 2001
Deferred stock compensation
Accumulated deficit
Accumulated other comprehensive income (loss)

(85)

Total stockholders’ equity

56,265

Total liabilities and stockholders’ equity

(1)

88

$

60,946

Derived from the consolidated audited financial statements at December 31, 2001.
The accompanying notes are an integral part of these condensed consolidated financial statements.
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NATUS MEDICAL INCORPORATED AND SUBSIDIARIES
CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS
(in thousands, except per share amounts)
(unaudited)
Three Months Ended
September 30,

Revenues
Cost of revenues*

2002

2001

2002

2001

$ 6,781
2,886

$ 6,324
2,432

$19,327
8,322

$19,885
7,570

3,895

3,892

11,005

12,315

3,403
1,344
1,121
61

3,010
1,184
855
238

10,337
3,675
3,100
341

8,981
3,213
2,591
810

5,929

5,287

17,453

15,595

(2,034)
215
(2)
250

(1,395)
499
(14)
217

(6,448)
715
(7)
456

(3,280)
521
(35)
206

(1,571)

(693)

(5,284)

(2,588)

Gross profit
Operating expenses:
Marketing and selling
Research and development
General and administrative
Amortization of deferred stock compensation*
Total operating expenses
Loss from operations
Interest income
Interest expense
Other income, net
Loss before provision for income taxes
Provision for income taxes

30

Net loss
Accretion of redeemable convertible preferred stock
Net loss available to common stockholders
Basic and diluted net loss per share

Nine Months Ended
September 30,

—

98

(1,601)

(693)

(5,382)

—

71

—

1
(2,589)
763

$(1,601)

$ (764)

$ (5,382)

$ (3,352)

$ (0.10)

$ (0.06)

$ (0.34)

$ (0.71)

16,085

12,287

15,966

4,741

Common shares used in computing basic and diluted net loss per share

* Amortization of deferred stock compensation included in:
Cost of revenues
Operating expenses:
Marketing and selling
Research and development
General and administrative
Total

$

32

$

34

$

71

$

117

$

38
(16)
39

$

121
23
94

$

190
9
142

$

420
83
307

$

61

$

238

$

341

$

810

The accompanying notes are an integral part of these condensed consolidated financial statements.
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NATUS MEDICAL INCORPORATED AND SUBSIDIARIES
CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS
(in thousands)
(unaudited)
Nine Months Ended
September 30,

Operating activities:
Net loss
Adjustments to reconcile net loss to net cash used in operating activities:
Depreciation and amortization
Amortization of deferred stock compensation
Changes in operating assets and liabilities:
Accounts receivable
Inventories
Prepaid expenses and other current assets
Accounts payable
Accrued liabilities and deferred revenues

2002

2001

$ (5,382)

$(2,589)

Net cash used in operating activities
Investing activities:
Acquisition of property and equipment
Deposits and other assets
Purchases of short-term investments
Sales of short-term investments
Cash paid for acquisition of business
Net cash used in investing activities
Financing activities:
Issuance of common stock
Borrowings on bank loans
Repayment of borrowings
Deferred offering costs
Net cash provided by financing activities
Exchange rate effect on cash and equivalents

818
412

574
927

916
(768)
(185)
610
165

276
(855)
(339)
468
(284)

(3,414)

(1,822)

(1,239)
(1,005)
(70,784)
71,396
—

(646)
(103)
—
302
(9)

(1,632)

(456)

379
—
—
—

58,928
2,000
(2,000)
(1,383)

379

57,545

(22)

Net increase (decrease) in cash and equivalents
Cash and cash equivalents, beginning of period

(6)

(4,689)
30,351

55,261
681

Cash and cash equivalents, end of period

$ 25,662

$55,942

Non-cash investing and financing activities:
Accretion of redeemable convertible preferred stock

$

—

$

763

Forgiveness of convertible notes receivable and accounts receivable for acquisition of business

$

—

$

189

Reversal of deferred stock compensation relating to cancellation of stock options

$

68

$

—

Stock compensation relating to accelerated vesting of stock options

$

23

$

—

$

7

$

35

$

107

$

59

Supplemental disclosure of cash flow information:
Cash paid for interest
Cash paid for income taxes
The accompanying notes are an integral part of these consolidated financial statements.
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NATUS MEDICAL INCORPORATED
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
(unaudited)
1—Summary of Significant Accounting Policies
Basis of Presentation
The accompanying unaudited condensed consolidated financial statements have been prepared in accordance with the rules and
regulations of the Securities and Exchange Commission. Accordingly, they do not include all of the information and notes required by
accounting principles generally accepted in the United States of America for annual financial statements. The financial statements include
all adjustments (consisting only of normal recurring adjustments) that the management of Natus Medical Incorporated (“Natus,” “we,” “us”
or “the Company”) believes necessary for fair presentation of our financial position, results of operations and cash flows for the periods
presented. These interim financial results are not necessarily indicative of results to be expected for the full fiscal year. The accompanying
condensed consolidated financial statements include the accounts of the Company and its wholly owned subsidiaries and significant
intercompany transactions have been eliminated. These condensed consolidated financial statements should be read in conjunction with the
audited consolidated financial statements and notes thereto for the fiscal year ended December 31, 2001 included in our Annual Report on
Form 10-K.
Use of Estimates
The preparation of financial statements in conformity with generally accepted accounting principles in the United States of America
requires management to make estimates and assumptions that affect the reported amounts of assets and liabilities and disclosure of
contingent assets and liabilities in the consolidated financial statements. Such estimates include allowances for potentially uncollectable
accounts receivable, warranty costs and a valuation allowance for deferred tax assets. Actual results could differ from those estimates.
Revenue Recognition
We recognize revenues, net of discounts, from product sales, including sales to distributors, upon shipment when a purchase order has
been received, the sales price is fixed and determinable and collection of the resulting receivable is probable. Rights of return are generally
not provided. Advance payments from customers are recorded as deferred revenue until shipment of the related product. We provide for
trade-ins of our own or competitive equipment. Trade-ins are recorded as a reduction of revenue at the time of shipping the replaced
equipment. Provisions are made for initial standard warranty obligations of one year, and post-sale training and customer support at the
time the related revenue is recognized. Revenues from extended warranty contracts are recognized ratably over the warranty period.
Recently Issued Accounting Pronouncements
In June 2001, the Financial Accounting Standards Board (FASB) issued Statement of Financial Accounting Standards (SFAS) No.
141, Business Combinations and SFAS No. 142, Goodwill and Other Intangible Assets. SFAS No. 141 requires that all business
combinations initiated after September 30, 2001 be accounted for under the purchase method and addresses the initial recognition and
measurement of goodwill and other intangible assets acquired in a business combination. SFAS No. 142 addresses the initial recognition
and measurement of intangible assets acquired outside of a business combination and the accounting for goodwill and other intangible
assets subsequent to their acquisition. SFAS No. 142 provides that intangible assets with finite useful lives be amortized and that goodwill
and intangible assets with indefinite lives will not be amortized, but will rather be tested at least annually for impairment. Under the
provisions of SFAS No. 142, any impairment loss identified upon adoption of this standard is recognized as a cumulative effect of a change
in accounting principle, which is charged directly to retained earnings. Any impairment loss incurred subsequent to initial adoption of
SFAS No. 142 is recorded as a charge to current period earnings. We adopted SFAS No. 142 on January 1, 2002 and stopped amortizing
immaterial amounts of goodwill that resulted from business combinations completed prior to September 30, 2001. The adoption of SFAS
No. 141 and 142 did not have a material effect on our financial position or results of operations.
In June 2001, the FASB issued SFAS No. 143, Accounting for Asset Retirement Obligations. SFAS No. 143 addresses financial
accounting and reporting for obligations associated with the retirement of tangible long-lived assets and the associated asset retirement
costs, including legal obligations. We are required to adopt SFAS No. 143 January 1, 2003. We currently believe the adoption of SFAS No.
143 will not have a material effect on our financial position or results of operations.
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NATUS MEDICAL INCORPORATED
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS—(Continued)
1—Summary of Significant Accounting Policies (Continued)
Recently Issued Accounting Pronouncements (Continued)
In August 2001, the FASB issued SFAS No. 144, Accounting for the Impairment or Disposal of Long-Lived Assets , effective for
fiscal years beginning after December 31, 2001. Under the new rules, the criteria required for classifying an asset as held-for-sale have
been significantly changed. Assets held-for-sale are stated at the lower of their fair values or carrying amounts, and depreciation is no
longer recognized. In addition, the expected future operating losses from discontinued operations will be displayed in discontinued
operations in the period in which the losses are incurred rather than as of the measurement date. More dispositions will qualify for
discontinued operations treatment in the statement of operations under the new rules. We adopted SFAS No. 144 January 1, 2002. The
adoption of SFAS No. 144 did not have any impact on our financial position, results of operations or cash flows.
In April 2002, the FASB issued SFAS No. 145, which, among other things, changed the presentation of gains and losses on the
extinguishment of debt. Any gain or loss on extinguishment of debt that does not meet the criteria in APB Opinion 30, “Reporting the
Results of Operations — Reporting the Effects of Disposal of a Segment of a Business, and Extraordinary, Unusual and Infrequently
Occurring Events and Transactions”, shall be included in operating earnings and not presented separately as an extraordinary item. We will
adopt SFAS No. 145 January 1, 2003.
In June 2002, the FASB issued SFAS No. 146, Accounting for Costs Associated with Exit or Disposal Activities , which addresses
accounting for restructuring and similar costs. SFAS No. 146 supersedes previous accounting guidance, principally Emerging Issues Task
Force Issue, or EITF, No. 94-3 Liability Recognition for Certain Employee Termination Benefits and Other Costs to Exit on Activity
(including Certain Costs Incurred in a Restructuring). SFAS No. 146 requires that the liability for costs associated with an exit or disposal
activity be recognized when the liability is incurred. Under Issue 94-3, a liability for an exit cost was recognized at the date of the
Company’s commitment to an exit plan. SFAS No. 146 also establishes that the liability should initially be measured and recorded at fair
value. Accordingly, SFAS 146 may affect the timing of recognizing future restructuring costs as well as the amount recognized. We will
adopt the provisions of SFAS 146 for restructuring activities initiated after December 31, 2002.
Comprehensive Loss
In accordance with SFAS No. 130, Reporting Comprehensive Income, we are required to report by major components and as a single
total, the change in our net assets during the period from non-owner sources. The following are the components of comprehensive loss (in
thousands):
Three Months Ended
September 30,

Nine Months Ended
September 30,

2002

2001

2002

2001

Net loss
Unrealized gain (loss) on available-for-sale securities
Foreign currency translation adjustment

$ (1,601)
1
6

$ (693)
—
(28)

$(5,382)
(47)
(127)

$(2,589)
—
(20)

Comprehensive loss

$ (1,594)

$ (721)

$(5,556)

$(2,609)
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NATUS MEDICAL INCORPORATED
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS—(Continued)
2—Inventories
Inventories consisted of (in thousands):
September 30,
2002

Raw materials and subassemblies
Finished goods
Total

December 31,
2001

$

2,675
1,662

$

2,497
1,101

$

4,337

$

3,598

3—Basic and Diluted Net Loss Per Common Share
Basic loss per share is computed by dividing net loss by the weighted average number of common shares outstanding during the
period. Diluted loss per share reflects the potential dilution that could occur if stock options were exercised. As a result of our net losses for
all periods presented, there is no difference between basic and diluted net loss per share. Options to purchase 872,337 and 778,038 shares of
common stock for the three and nine-month periods ended September 30, 2002 respectively, were not included in the computations of
diluted net loss per share because the loss position in both periods would have rendered the additional shares antidilutive.
4—Customer and Geographic Information
We operate in one reportable segment and are engaged in the design, manufacture and marketing of newborn screening products for
the detection and management of common medical disorders that may occur during the critical development period of infants. The nature
of our products and production processes as well as the type of customers and distribution methods are consistent among all of our devices.
Revenues from customers by geographic area were as follows (in thousands):
Three Months Ended

United States
Japan
All other
Total

Nine Months Ended

September 30,
2002

September 30,
2001

September 30,
2002

September 30,
2001

$

5,666
547
568

$

5,563
640
121

$

16,373
1,529
1,425

$

16,593
2,568
724

$

6,781

$

6,324

$

19,327

$

19,885

For both the three and the nine months ended September 30, 2002, and the three months ended September 30, 2001, no sales to a
single customer accounted for greater than 10% of total revenues. Sales to one customer, a distributor, accounted for approximately 10% of
the total revenues for the nine months ended September 30, 2001.
5—Restructuring Charges
For the three months ended September 30, 2002, the Company recorded a restructuring charge of approximately $255,000. This
restructuring relates to an operating cost reduction plan that was initiated during the three months ended September 30, 2002, and resulted in
a reduction of 18 employees and the accrual of associated employee termination-related benefits. The employee reductions were from
production, marketing and sales, research and development, and administrative. Accordingly the related charges were recorded in cost of
revenues, marketing and selling, research and development, and general and administrative expenses. None of the costs accrued were
actually paid during the three months ended September 30, 2002.
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Item 2.

Management’s Discussion and Analysis of Financial Condition and Results of Operations

This Quarterly Report on Form 10-Q contains forward-looking statements within the meaning of Section 27A of the Securities Act of
1933 and Section 21E of the Securities Exchange Act of 1934 about Natus Medical Incorporated (“Natus,” “we,” “us” or “our
Company”). These statements include, among other things, statements concerning our future operations, financial condition and prospects,
and business strategies. The words “may,” “will,” “continue,” “estimate,” “project,” “intend,” “believe,” “expect,” “anticipate” and
other similar expressions generally identify forward-looking statements. Forward-looking statements in this Item 2 include, but are not
limited to, statements regarding the following: the effectiveness and advantages of our products, the factors for acceptance of screening,
incidence of newborn jaundice and hearing loss, bidding and selection processes, future results of clinical trials, our introduction of new
disposable products for hearing screening, our marketing, technology enhancement and product development strategies, including
additional applications for our CO-Stat product, our intention to enter into agreements with group purchasing organizations, future third
party reimbursement for our products, factors relating to demand for and economic advantages of our products, the effect of Medicare
reform legislation, implementation of newborn hearing screening and jaundice management, future manufacturing quality and cost, hiring
of additional personnel, quality of materials from suppliers, future availability of components and materials and related production delays,
the proprietary nature of our products, including infringement and enforcement of proprietary rights, future competition and our ability to
compete, our compliance with regulatory requirements and laws, sufficiency of our facilities, resolution and effect of legal proceedings and
our dividend policy.
Investors in our common stock are cautioned not to place undue reliance on forward-looking statements. Forward-looking statements
are not guarantees of future performance. The forward-looking statements are subject to substantial risks and uncertainties that could
cause our future business, financial condition, or results of operations to differ materially from our historical results or currently
anticipated results. Investors should carefully review the information contained under the caption “Risk Factors,” contained in
“Management’s Discussion and Analysis of Financial Condition and Results of Operations,” and elsewhere in, or incorporated by
reference into, this report. All forward-looking statements are based on information available to us on the date hereof, and we assume no
obligation to update forward-looking statements. These forward-looking statements are made in reliance upon the safe harbor provision of
The Private Securities Litigation Reform Act of 1995.
Overview
We develop, manufacture and market products for the detection and management of common medical disorders in infants. Currently,
we sell our ALGO products for hearing screening and our Natus CO-Stat ™ products for the analysis of hemolysis and management of
jaundice.
Our revenues consist of sales from equipment and disposable supplies. We currently derive substantially all of our revenues from
sales of a limited number of products. Nearly all of our revenues were from sales of our ALGO products in the three and nine months ended
September 30, 2002 and 2001. Although we commercially launched our CO-Stat product in January 2001, we expect that a substantial
majority of our revenues will continue to be generated from sales of our ALGO products for at least the next two years. In Addition, on
September 19, 2002, we received clearance from the U. S. Food and Drug Administration to market our neoBLUE ™ LED Phototherapy
Light for the treatment of newborn jaundice, a condition in which the body produces an excessive amount of a potentially toxic substance
called bilirubin. This product was introduced to the market on October 17, 2002. We do not expect to recognize material revenues from this
product during 2003, if ever.
Historically we have sold our products directly through our sales force in the United States and indirectly through distributors
internationally. We plan to continue to invest in expanding our international operations because we believe international markets represent
a significant growth opportunity. We acquired the distribution operations of our United Kingdom distributor in January 2001 and also
began direct distribution operations in Japan in July 2001, when we acquired the activities of our Japanese distributor. The results of
operations of these acquired businesses have been included in our consolidated results from those dates. If international sales increase, we
may not experience corresponding growth in operating income due to the higher cost of selling outside of the United States. Prior to 2001,
most of our international sales were through distributors and were characterized by lower gross margins due to the discount the distributors
receive from our list prices.
Our Natus Co-Stat ™ End Tidal Breath Analyzer is a point of care non-invasive device that clinicians can use for the management of
neonatal jaundice. In order to adjust our expenses to more accurately reflect our expected near-term revenues from our CO-Stat product,
we have recently reduced marketing and sales expenses associated with our CO-Stat device. We expect to maintain this reduced level of
spending on marketing and educating the pediatric community to help address this common, but treatable, newborn medical condition. We
intend to continue our CO-Stat clinical
9
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study efforts with the expectation that the study outcomes will promote a broader acceptance of clinical use of the CO-Stat for managing
neonatal jaundice.
Our net loss available to common stockholders during 2001 included accretion charges to increase over time the carrying amount of
our redeemable convertible preferred stock to the amount we would be required to pay if the preferred stock were to be redeemed through
the date of our initial public offering in July 2001. Our redeemable convertible preferred stock converted to common stock on a one-for-one
basis upon the closing of our initial public offering in July 2001. We did not pay accrued dividends on the redeemable convertible preferred
stock when it converted, and accrued, but unpaid dividends became additional paid-in capital.
Critical Accounting Policies
Our reserve for bad debts is estimated based in part on our historical results and in part on judgments on our ability to collect current
accounts receivable. To date, bad debt expenses have been substantially in line with projected amounts. Our past bad debt experience may
not be indicative of the bad debt expenses we may experience in the future.
Inventories are stated at the lower of cost, determined by the first-in, first-out method, or market. We evaluate our inventory levels
based on marketing projections and expectations of future product sales among other things. If these projections or estimates change at
some time in the future, we may be required to record charges for the write-down of excess or obsolete inventory.
The initial cost of obtaining patents is capitalized and amortized over their expected future lives. In March 2002, we acquired
technology patents from a third party at a cost of $1 million. We review our intangible assets annually for impairment. We have expressed
our intention to acquire other technologies, patents and new products. We may not be successful in marketing those new products or
products derived from, or protected by, such technologies and patents. In addition, the expected lives of such assets may need to be
adjusted based on future knowledge and events. Claims made in patents may be challenged and refuted. As a result, the value of such
technologies, patents or products may be impaired which could result in reducing the then carrying value or accelerating the rate of
amortizing the assets.
We recognize revenue, net of discounts, from product sales, including sales to distributors, upon shipment when a purchase order has
been received, the sales price is fixed and determinable and collection of the resulting receivable is probable. We generally do not provide
rights of return on our products. However, we do make provision for initial standard warranty obligations of one year and post-sale training
and customer support at the time the related revenue is recognized. Revenue from extended warranty contracts is recognized ratably over
the warranty period. Advance payments from customers are recorded as deferred revenue until shipment of the related product.
Allowances for estimated warranty costs are estimated based on our historical results. To date, warranty and extended warranty costs
have been in line with projected amounts. However, our past product warranty experience may not be indicative of the warranty costs we
may experience in the future. We provide ALGO screening equipment to our customers on loan, without charge, while we repair or service
their screening equipment.
10
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Results of Operations
The following table sets forth, for the periods indicated, selected consolidated statements of operations data as a percentage of total
revenues. Our historical operating results are not necessarily indicative of the results for any future period.
Three Months Ended
September 30,

Nine Months Ended
September 30,

2002

2001

2002

100.0%
42.6

100.0%
38.5

100.0%
43.1

100.0%
38.1

Gross profit

57.4

61.5

56.9

61.9

Operating expenses:
Marketing and selling
Research and development
General and administrative
Amortization of deferred stock compensation*

50.2
19.8
16.5
0.9

47.6
18.7
13.5
3.8

53.5
19.0
16.0
1.8

45.2
16.1
13.0
4.1

87.4

83.6

90.3

78.4

Loss from operations
Other income, net

(30.0)
6.8

(22.1)
11.1

(33.4)
6.1

(16.5)
3.4

Loss before provision for income taxes
Provision for income taxes

(23.2)
0.4

(11.0)
—

(27.3)
0.5

(13.1)
—

Net loss
Accretion of redeemable convertible preferred stock

(23.6)
—

(11.0)
1.1

(27.8)
—

(13.1)
3.8

(23.6)%

(12.1)%

(27.8)%

(16.9)%

Cost of revenues

0.5%

0.5%

0.4%

0.6%

Operating expenses:
Marketing and selling

0.6

1.9

1.0

2.1

(0.3)
0.6

0.4
1.5

0.1
0.7

0.4
1.6

3.8%

1.8%

4.1%

Revenues
Cost of revenues*

Total operating expenses

Net loss available to common stockholders

2001

* Amortization of deferred stock compensation included in:

Research and development
General and administrative
Total

0.9%

Three and Nine Months Ended September 30, 2002 and 2001
Revenues
Our revenues consist almost exclusively of revenues from the sale of ALGO screening equipment and related disposable supplies.
Our revenues increased $457,000, or 7%, to $6.8 million in the three months ended September 30, 2002 from $6.3 million in the same
period in 2001. The increase during the three months ended September 30, 2002 was primarily attributable to stronger demand for our
products in Europe and stronger demand for ALGO supplies domestically. Our revenues decreased $558,000, or 3%, to $19.3 million in the
nine months ended September 30, 2002 from $19.9 million in the same period in 2001. The decrease during the nine months ended
September 30, 2002 was primarily attributable to a reduction in sales in Japan offset by the factors that impacted the three months ended
September 30, 2002. No end customer accounted for more than 10% of our revenues in the three or nine months ended September 30, 2002
and 2001. Sales to our former Japanese distributor accounted for 10% of our revenues in the nine months ended September 30, 2001.
11
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Revenues from ALGO hearing screening equipment decreased by $51,000, or 3%, to $1.6 million in the three months ended
September 30, 2002 from $1.7 million in the same period in 2001. Revenues from screening equipment decreased by $1.5 million, or 24%,
to $4.8 million in the nine months ended September 30, 2002 from $6.3 million in the same period in 2001. Lower sales in Japan were the
primary reason for the declines. In early 2001, we introduced the ALGO Portable hearing screener into the Japanese market. This new
product introduction significantly increased equipment sales in Japan during the first half of 2001. There were no similar product
introductions in Japan in 2002. Additionally, the economy in Japan remains weak and has resulted in a reduced rate of introduction of new
infant hearing screening programs.
Revenues from ALGO disposable supplies increased by $421,000, or 10%, to $4.8 million in the three months ended September 30,
2002 from $4.4 million in the same period in 2001. The increase was due primarily to an increase in domestic sales. Revenues from
disposable supplies increased $683,000, or 5%, to $13.7 million in the nine months ended September 30, 2002 from $13.0 million in the
same period in 2001. The increase was attributable primarily to an increase in international sales resulting from the increase in our
international installed base. However, we continue to encounter delays in bringing our new ALGO 3 Flexicoupler supply into full
production, which limited their availability.
Revenues from sales outside the United States increased by $354,000, or 47%, to $1.1 million in the three months ended September
30, 2002 from $761,000 in the same period in 2001. The increase in revenues for the three months ended September 30, 2002 was
primarily the result of stronger demand in Europe. Revenues from sales outside the United States decreased $338,000, or 10%, to $3.0
million in the nine months ended September 30, 2002 from $3.3 million in the same period in 2001. The decrease during the nine months
ended September 30, 2002 was due to unusually high sales in Japan in early fiscal 2001 when we introduced the ALGO portable to the
Japanese market.
Costs of Revenues and Operating Expenses
Cost of revenues includes material costs, personnel expenses, amortization of deferred stock compensation, packaging and shipping costs,
other manufacturing costs, warranty expenses, and technology license fees. Our cost of revenues increased $454,000, or 19%, to $2.9
million in the three months ended September 30, 2002 from $2.4 million in the same period in 2001. Cost of revenues as a percent of total
revenues was 42.6% in the three months ended September 30, 2002, compared with 38.5% reported in the three months ended September
30, 2001. Cost of revenues as a percentage of total revenues was adversely impacted by higher early production costs associated with the
ALGO 3 product line and increased manufacturing costs. We expect a reduction in the ALGO 3 product costs in the future as we recognize
the benefits of lower cost components and manufacturing process improvements. Cost of revenues was adversely affected by increased
participation by customers buying under group purchasing organization contracts. While providing an opportunity for increased unit sales,
group purchasing organization contracts typically also have the impact of lowering the gross margins on such sales transactions.
Our cost of revenues increased $752,000, or 10%, to $8.3 million in the nine months ended September 30, 2002 from $7.6 million in
the same period in 2001. The increase was due primarily to increases in our manufacturing costs. As a percent of revenues, the cost of
revenues increased to 43.1% in the nine months ended September 30, 2002 from 38.1% in the same period in 2001. The reduction in gross
profits as a percent of revenues in the nine months ended September 30, 2002 was primarily a result of lower unit selling prices for
screening equipment due to increased trade-in allowances, lower unit prices associated with an increased participation by customers buying
under group purchasing organization contracts, and higher initial production costs associated with the ALGO 3 product line.
Marketing and selling expenses consist primarily of salaries, commissions, travel, promotional, and advertising costs. Our marketing
and selling expenses increased $393,000, or 13%, to $3.4 million in the three months ended September 30, 2002 from $3.0 million in the
same period in 2001. Our marketing and selling expenses increased $1.4 million, or 15%, to $10.3 million in the nine months ended
September 30, 2002 from $9.0 million in the same period in 2001. The increases are primarily attributable to increased domestic sales staff
and increased spending for advertising and public relations.
Research and development expenses consist of engineering costs to develop new products, enhance existing products, and validate the
design of our new or enhanced products. Our research and development expenses increased $160,000, or 14%, to $1.3 million in the three
months ended September 30, 2002 from $1.2 million in the same period in 2001. Our research and development expenses increased
$462,000, or 14%, to $3.7 million in the nine months ended September 30, 2002 from $3.2 million in the same period in 2001. Increased
use of outside consultants for new product development was the primary cause of the increases.
General and administrative expenses consist of corporate, finance, human resource, administrative and legal expenses. Our general
and administrative expenses increased $266,000, or 31%, to $1.1 million in the three months
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ended September 30, 2002 from $855,000 in the same period in 2001. Our general and administrative expenses increased $509,000, or
20%, to $3.1 million in the nine months ended September 30, 2002 from $2.6 million in the same period in 2001. The increases in general
and administrative expenses are primarily associated with the additional cost of being a public company, including increased staffing as
well as outside professional services.
For the three months ended September 30, 2002, we recorded a restructuring charge of approximately $255,000. This restructuring
relates to an operating cost reduction plan that was initiated during the three months ended September 30, 2002, and resulted in a reduction
of 18 employees and the accrual of associated employee termination-related benefits. The employee reductions were from production,
marketing and sales, research and development, and administrative. Accordingly, the related charges were recorded in cost of revenues,
marketing and selling, research and development, and general administrative expenses. None of the costs accrued were actually paid during
the three months ended September 30, 2002.
We recorded aggregate amortization of deferred stock compensation of $61,000 and $238,000 in the three months ended September
30, 2002 and 2001, respectively. We recorded aggregate amortization of deferred stock compensation of $341,000 and $810,000 in the nine
months ended September 30, 2002 and 2001, respectively.
Other income and expenses consist of interest income, interest expense, net capital gains and losses from our investment portfolio, net
currency exchange gains and losses and other miscellaneous income and expenses. Other income decreased $239,000, or 34%, to $463,000
in the three months ended September 30, 2002 from $702,000 for the same period in 2001. The decrease in interest income was due to
lower interest rates resulting from current market conditions and our more conservative investment policy. Other income increased
$472,000, or 68%, to $1.2 million in the nine months ended September 30, 2002 from $692,000 for the same period in 2001. The increase
was associated with the investment of the remaining net proceeds of our initial public offering in July 2001.
Foreign exchange gains were $44,000 in the three months ended September 30, 2002 and $251,000 in the nine months ended
September 30, 2002. Exchange gains and losses were insignificant in 2001. The gains resulted primarily from reductions in local currency
equivalents of U.S. dollar obligations associated with the recent weakening of the U.S. dollar against the British pound and the Japanese
yen. Such gains were partially offset by unrealized translation losses that are not included in net income, but that were reported as a
component of other comprehensive income.
Liquidity and Capital Resources
As of September 30, 2002, we had cash, cash equivalents and short-term investments of $47.7 million, stockholders’ equity of $56.3
million and working capital of $52.5 million. We completed an initial public offering of 5,000,000 shares of our common stock at $11.00
per share in July 2001 and raised $51.2 million after underwriting discounts and commissions, but before expenses payable by us. In
August 2001, our managing underwriters exercised their right to purchase an additional 750,000 shares of our common stock at $11.00 per
share for net proceeds of $7.7 million after underwriting discounts and commissions but before any expenses payable by us.
Net cash used in operating activities of $3.4 million for the nine months ended September 30, 2002, resulted primarily from the net
loss during the period and an increase in inventories, offset in part by non-cash items such as deferred stock compensation, and depreciation
and amortization, coupled with a decrease in accounts receivable and an increase in accounts payable. The increase in inventories was due
primarily to having inventory at our Japanese and UK subsidiaries at September 30, 2002, whereas in 2001 these inventories were owned
by our independent distributors. A portion of the increase in inventory was also additional domestic inventory associated with the ALGO 3
product line. Net cash used in operating activities of $1.8 million for same period in 2001 resulted primarily from the net loss during the
period and increases in inventory offset in part by the same factors affecting the nine months ended September 30, 2002.
Net cash used in investing activities of $1.6 million for the nine months ended September 30, 2002 was primarily the result of
acquisition of property and equipment, including a major upgrade to the company’s existing enterprise resource planning system, as well as
increases in deposits and other assets, offset by proceeds from the sales of short-term investments (net of purchases). Net cash used in
investing activities of $456,000 for the same period in 2001 was primarily the result of acquisition of property and equipment, and an
increase in deposits and other assets. Because of our investment policy, the types of investments we may make are limited. Primarily all of
our short-term investments are available-for-sale securities with maturities of less than a year, and fluctuations between cash equivalents
and short-term investments are often attributable to investment decisions. We had no material capital expenditure commitments as of
September 30, 2002, and we currently do not intend to enter into any material capital expenditure commitments for for the remainder of
2002. We have one hold-to-maturity investment, a $332,000 interest-bearing certificate of deposit with
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a bank that matures in April 2004. This investment was assigned to a bank in February 1999 to guarantee a loan on a primary residence of
an officer totaling $250,000 plus accrued interest. The guarantee is collateralized by 26,688 shares of our stock held by the officer.
Net cash provided by financing activities of $379,000 for the nine months ended September 30, 2002, was primarily from the
proceeds of purchases of stock by employees pursuant to our stock option and purchase plans. Net cash provided by financing activities of
$57.5 million for the nine months ended September 30, 2001 resulted primarily from the net proceeds received from our initial public
offering offset by deferred offering costs.
Our future liquidity and capital requirements will depend on numerous factors, including:
•
•
•
•
•
•

the amount and timing of revenues;
the extent to which our existing and new products gain market acceptance;
the extent to which we make acquisitions;
the cost and timing of expansion of product development efforts and the success of these development efforts;
the cost and timing of expansion of marketing and selling activities; and
available borrowings under line of credit arrangements and the availability of other means of financing.

In March 2002, we entered into an agreement to acquire certain intellectual property and technology patents of a private company for
$1.0 million subject to certain conditions to closing and other obligations of the seller. We financed the acquisition with short-term notes
payable that do not bear interest. Payments of $500,000 each were made in April and July 2002, and the notes have been paid in full. We
also entered into a product development agreement with respect to the acquired rights, which we expect will involve additional payments in
the aggregate amount of $500,000 between April 1, 2002 and September 30, 2003. As of September 30, 2002, we have accrued $125,000 of
the costs associated with the product development agreement.
We believe that our current cash and cash equivalent balances and any cash generated from operations and from current or future debt
financing will be sufficient to meet our operating and capital requirements for at least the next 18 months. However, it is possible that we
may require additional financing within this period. We intend to continue to invest in the development of new products, and enhancements
to our existing products, and in both existing and new product distribution domestically and overseas. The factors described above will
affect our future capital requirements and the adequacy of our available funds. In addition, even if our current funds are sufficient to meet
our anticipated cash needs during the next 18 months, we may need to raise additional funds beyond this time, particularly if we invest
significant amounts in the acquisition of businesses and products. We may be required to raise those funds through public or private
financings, strategic relationships or other arrangements. Any additional equity financing may be dilutive to stockholders and debt
financing, if available, may involve restrictive covenants.
Recent Accounting Pronouncements
In June 2001, the Financial Accounting Standards Board (FASB) issued Statement of Financial Accounting Standards (SFAS) No.
141, Business Combinations and SFAS No. 142, Goodwill and Other Intangible Assets. SFAS No. 141 requires that all business
combinations initiated after September 30, 2001 be accounted for under the purchase method and addresses the initial recognition and
measurement of goodwill and other intangible assets acquired in a business combination. SFAS No. 142 addresses the initial recognition
and measurement of intangible assets acquired outside of a business combination and the accounting for goodwill and other intangible
assets subsequent to their acquisition. SFAS No. 142 provides that intangible assets with finite useful lives be amortized and that goodwill
and intangible assets with indefinite lives will not be amortized, but will rather be tested at least annually for impairment. Under the
provisions of SFAS No. 142, any impairment loss identified upon adoption of this standard is recognized as a cumulative effect of a change
in accounting principle, which is charged directly to retained earnings. Any impairment loss incurred subsequent to initial adoption of
SFAS No. 142 is recorded as a charge to current period earnings. We adopted SFAS No. 142 on January 1, 2002 and stopped amortizing
immaterial amounts of goodwill that resulted from business combinations completed prior to September 30, 2001. The adoption of SFAS
No. 141 and 142 did not have a material effect on our financial position or results of operations.
In June 2001, the FASB issued SFAS No. 143, Accounting for Asset Retirement Obligations. SFAS No. 143 addresses financial
accounting and reporting for obligations associated with the retirement of tangible long-lived assets and the associated asset retirement
costs, including legal obligations. We are required to adopt SFAS No. 143 January 1, 2003. We currently believe the adoption of SFAS No.
143 will not have a material effect on our financial position or results of operations.
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In August 2001, the FASB issued SFAS No. 144, Accounting for the Impairment or Disposal of Long-Lived Assets, effective for
fiscal years beginning after December 31, 2001. Under the new rules, the criteria required for classifying an asset as held-for-sale have
been significantly changed. Assets held-for-sale are stated at the lower of their fair values or carrying amounts, and depreciation is no
longer recognized. In addition, the expected future operating losses from discontinued operations will be displayed in discontinued
operations in the period in which the losses are incurred rather than as of the measurement date. More dispositions will qualify for
discontinued operations treatment in the statement of operations under the new rules. We adopted SFAS No. 144 January 1, 2002. The
adoption of SFAS No. 144 did not have any impact on our financial position, results of operations or cash flows.
In April 2002, the FASB issued SFAS No. 145, which, among other things, changed the presentation of gains and losses on the
extinguishment of debt. Any gain or loss on extinguishment of debt that does not meet the criteria in APB Opinion 30, “Reporting the
Results of Operations — Reporting the Effects of Disposal of a Segment of a Business, and Extraordinary, Unusual and Infrequently
Occurring Events and Transactions”, shall be included in operating earnings and not presented separately as an extraordinary item. We will
adopt SFAS No. 145 January 1, 2003.
In June 2002, the FASB issued SFAS No. 146, Accounting for Costs Associated with Exit or Disposal Activities , which addresses
accounting for restructuring and similar costs. SFAS No. 146 supersedes previous accounting guidance, principally Emerging Issues Task
Force Issue, or EITF, No. 94-3 Liability Recognition for Certain Employee Termination Benefits and Other Costs to Exit on Activity
(including Certain Costs Incurred in a Restructuring). SFAS No. 146 requires that the liability for costs associated with an exit or disposal
activity be recognized when the liability is incurred. Under Issue 94-3, a liability for an exit cost was recognized at the date of the
Company’s commitment to an exit plan. SFAS No. 146 also establishes that the liability should initially be measured and recorded at fair
value. Accordingly, SFAS 146 may affect the timing of recognizing future restructuring costs as well as the amount recognized. We will
adopt the provisions of SFAS 146 for restructuring activities initiated after December 31, 2002.
Risk Factors
We have a history of losses and may experience losses in the future, which may result in the market price of our common stock
declining
Since our inception, we have incurred significant net losses and expect to incur net losses in 2002.
We anticipate that our expenses may increase substantially in the foreseeable future as we:
•
•
•
•
•

continue to invest in research and development to enhance our ALGO and CO-Stat products and develop new technologies;
develop additional applications for our current technology, such as the use of our CO-Stat breath analyzer for the detection of preterm labor and pre-eclampsia;
increase our marketing and selling activities, particularly outside the United States;
continue to increase the size and number of locations of our customer support organization, particularly outside the United States;
and
develop additional infrastructure and hire required management and other employees to keep pace with our growth.

As a result of these possible increased expenses, we may need to generate significantly higher revenues to achieve profitability. We
cannot be certain that we will achieve profitability in the future or, if we achieve profitability, sustain it. If we do not achieve and maintain
profitability, the market price of our common stock is likely to decline, perhaps substantially.
We have relied, and expect to continue to rely, on sales of our ALGO product family for substantially all of our revenues, and a
decline in sales of these products could cause our revenues to fall
Historically, we have derived substantially all of our revenues from sales of our ALGO products. We expect that the revenues from
our ALGO product family will continue to account for a substantial majority of our revenues for at least the next two years. To date, our
MiniMuff product, which is a disposable ear cover for newborns, and our CO-Stat Product, which is a jaundice management device for
newborns, have accounted for only a small percentage of our revenues. We introduced our neoBLUE LED Phototherapy Light in October
2002 and do not expect to recognize any material revenues from this product during 2003, if ever. Any factors adversely affecting the
pricing of our ALGO screening equipment and related disposables or demand for our ALGO products, including physician acceptance or
the selection of competing products, could cause our revenues to decline and our business to suffer.
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If more physicians do not adopt our ALGO and CO-Stat products, we will not achieve future sales growth
We acquired the ALGO product technology in 1987, and introduced our CO-Stat product in January 2001. More neonatologists and
pediatricians must adopt these products for our sales to increase. We believe that physicians will not continue to use our products unless
they determine, based on published peer-reviewed journal articles, long-term clinical data and experience, that the products provide an
accurate and cost-effective alternative to other means of testing for hearing impairment or jaundice management. There are currently
alternative hearing screening and jaundice management products, which may be less expensive or may be quicker on a per test basis.
Physicians are traditionally slow to adopt new products, testing practices and treatments, partly because of perceived liability risks and the
uncertainty of third party reimbursement. If more neonatologists and pediatricians do not adopt our products, we may never have
significant revenues or achieve and maintain profitability. Factors that may affect the medical community’s acceptance of our products,
some of which are beyond our control, include:
•
•
•
•
•
•

the changing governmental and physician group guidelines for screening of newborns, particularly with respect to full term
babies;
the performance, quality, price and total cost of ownership of our screening products relative to other screening and jaundice
management products for newborns;
the performance, quality, price and total cost of ownership of our jaundice management products;
our ability to maintain and enhance our existing relationships and to form new relationships with leading physician organizations,
hospitals and third party payors;
changes in state and third party payor reimbursement policies for newborn screening equipment; and
the adoption of state and foreign laws requiring universal newborn screening.

A general economic downturn in the United States or abroad may reduce our revenue and harm our business
The primary customers for our products are neonatologists, physicians, audiologists, hospitals and government agencies. Any
significant downturn in domestic or global economic conditions which results in the reduction of the capital spending budgets of our
customers or a delay in capital equipment purchases would likely result in a decline in demand for our products and could be detrimental to
our business. Economic growth in the United States and other countries has slowed significantly and many commentators believe that the
United States economy is experiencing a recession. Overall, customer spending is getting tighter and spending decisions are being more
closely scrutinized. These conditions have negatively impacted our business and may continue to do so if they persist. Like other
companies, we currently have very limited visibility with respect to our near term quarters and are having difficulty predicting our revenues
and operating results during these periods.
A sluggish economy as a result of recent and future terrorist attacks and the uncertainty of war could have an adverse effect on
our business
The September 11, 2001 terrorist attacks in New York and Washington D.C. contributed to the slowdown in the United States
economy and the economies of other countries. At the time of the attacks, capital investment by businesses, particularly capital investment
in technology, had been experiencing substantial weakness. Continuing economic and political uncertainties, both domestically and abroad,
resulting from these attacks and the uncertainty of war have resulted in declines in new technology investments by our customers, including
investment in our products. We do not know what further effect future terrorist attacks, or resulting military actions by the United States,
could have on our business, revenues or results of operations. If our customers or potential customers defer or cancel purchases of our
products, our revenues will be adversely affected, which would harm our results of operations and financial condition.
If earthquakes and other catastrophic events strike, our business may be negatively affected.
Our corporate headquarters, including a substantial portion of our research and development operations, are located in the Silicon
Valley area of Northern California, a region known for seismic activity. A significant natural disaster such as an earthquake could have a
material adverse impact on our business, operating results, and financial condition.
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Quarterly operating results may fluctuate, which could cause our stock price to fluctuate
Our revenues and operating results have varied significantly from quarter to quarter in the past and may continue to fluctuate in the
future. The following are among the factors that could cause our revenues, operating results and margins to fluctuate significantly from
quarter to quarter:
•
•
•
•
•
•
•
•

the budgeting cycle of our customers;
the size and timing of specific sales, such as large purchases of screening equipment or disposables by government agencies or
hospital systems;
product and price competition;
trade-in allowances or other concessions in connection with the introduction of new products or improvements to existing
products;
the timing and market acceptance of new product introductions and product enhancements by us and our competitors, such as the
expected reduction in demand for and potential inventory obsolescence relating to our existing ALGO screener prior to or after the
announced launch date of our next generation ALGO screener;
the length of our sales cycle;
the loss of key sales personnel or international distributors; and
changes caused by the rapidly evolving market for newborn screening products.

In addition, if a majority of our customers were to implement enterprise-wide evaluation programs or purchase products for the entire
organization at once, our sales cycle could lengthen and our revenues could be erratic from quarter to quarter.
We have limited historical experience selling our CO-Stat products and cannot determine how the sales cycle for the CO-Stat
products will affect our revenues. The sales cycle, however, could be protracted and could result in further unpredictability in our revenues
from quarter to quarter.
Many of these factors are beyond our control, and we believe that you should not rely on our results of operations for interim periods
as an indication of our expected results in any future period.
Historically operating results have been subject to seasonal fluctuations
We experience seasonality in the sale of our screening equipment. For example, our sales typically decline from our fourth fiscal
quarter to our first fiscal quarter. We anticipate that we will continue to experience relatively lower sales in our first fiscal quarter due to
patterns in the capital budgeting and purchasing cycles of our current and prospective customers, many of which are government agencies.
We may also experience declining sales in the third fiscal quarter due to summer holiday and vacation schedules. These seasonal factors
may lead to fluctuations in our quarterly operating results.
Our operating results may be negatively affected if we do not succeed in developing and marketing additional products or
improving our existing products
We intend to develop additional testing products for the diagnosis and monitoring of common medical conditions in infants and
pregnant women. Developing new products and improving our existing products to meet the needs of neonatologists and pediatricians
requires significant investments in research and development. If we fail to successfully develop and market new products and update our
existing products, our operating results may decline as our existing products reach the end of their commercial life cycles.
Future growth will depend on our ability to achieve volume sales of our CO-Stat products
We introduced our CO-Stat product family for clinical research uses in July 1999 and began commercially marketing it in January
2001. To date, CO-Stat products have accounted for only a limited portion of our revenues. Our future growth and profitability will depend
on our ability to commercially sell CO-Stat products. We cannot be certain that our entry into the jaundice management segment of the
newborn testing market with our CO-Stat products will be successful, that the jaundice management market will develop or that physicians,
governments or other third party vendors will accept and adopt these products.
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Physicians may not adopt our CO-Stat products if we cannot show that these products are cost-effective or if long-term clinical
data does not support our early results, which would harm our operating results
While the clinical study has concluded that our CO-Stat product is most cost-effective for jaundice management, we cannot be certain
that additional clinical studies will produce the same results. The commercial acceptance of our CO-Stat products depends in part upon
favorable results from clinical studies.
If clinical studies do not continue to produce satisfactory clinical data supported by the independent efforts of clinicians, our new
products may not be accepted by physicians or government agencies as meeting the standards of care for universal newborn screening. Our
safety, effectiveness, reliability, sensitivity and specificity data for the CO-Stat product is based in part on a study of over 1,300 children
conducted in 1998. We may find that data from longer-term follow-up studies or studies involving a larger number of children is
inconsistent with our relatively short-term data. If longer-term studies or clinical experience indicate that the CO-Stat product does not
provide sensitive, specific and reliable results, our products may not gain commercial acceptance and our revenues could decline. In
addition, we could be subject to significant liability for a test that failed to detect an elevated ETCO leading to jaundice or costs and
emotional distress incurred by families whose children received results indicating elevated hemolysis when none existed. We could have
similar issues with any other products we offer in the future.
If the guidelines for recommended universal newborn screening do not continue to develop in the United States and foreign
countries, and governments do not require testing of all newborns as we anticipate, our revenues may not grow because our
products will not be needed for universal newborn screening
The demand for our screening products depends, in part, upon state and foreign governments’ adoption of universal screening
requirements for the disorders for which our products screen. The guidelines for universal newborn screening for hearing impairment and
jaundice monitoring have been adopted by some physician groups and governments only recently. We cannot predict the outcome or the
impact that statutes and government regulations requiring universal newborn screening will have on our sales. The widespread adoption of
these guidelines will depend on our ability to educate government agencies, neonatologists, pediatricians, third party payors and hospital
administrators about the benefits of universal newborn hearing testing and the benefits of universal newborn hemolysis monitoring, as well
as the use of our products to perform the screening and monitoring.
Revenues may stagnate if densely populated states and foreign countries do not adopt guidelines requiring universal newborn
hearing screening or jaundice monitoring or if those guidelines have a long phase-in period
Revenues may be impeded if the governments in the most densely populated states and foreign countries do not require universal
screening for the disorders for which our products test. As of September 30, 2002, 37 states and the District of Columbia had mandated
universal newborn hearing screening, but the phase-in of these guidelines varies widely from six months to four years. To date in foreign
countries, there has been only limited adoption of newborn hearing screening prior to hospital discharge.
Revenues may be negatively effected if state and foreign governments do not mandate hemolysis monitoring as the standard of
care for newborn jaundice screening
To date, physician groups and federal, state and local governments have not mandated the screening methodology to be used for
newborn jaundice management or established monitoring of hemolysis as the best practice. If these mandates or practice recommendations
are not issued, a market may not develop for our CO-Stat products.
Failure to educate clinician, government and other third party payors could significantly reduce our product sales
It is critical to the success of our sales efforts that we educate a sufficient number of clinicians, hospital administrators and
government agencies about our products and the costs and benefits of universal newborn hearing testing and universal newborn jaundice
management using hemolysis monitoring. We rely on physician, government agency and other third party payor confidence in the benefits
of testing with our products as well as their comfort with the reliability, sensitivity and specificity of our products. The impact of our
products will not be demonstrable unless highly sensitive and specific evaluations are performed on a substantial number of newborns,
including those who do not have risk factors for hearing impairment or who do not display signs of jaundice. If we fail to demonstrate the
effectiveness of our products and the potential long-term benefits to patients and third party payors of universal newborn screening, our
products will not be adopted.
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If health care providers are not adequately reimbursed for the screening procedures or for screening equipment itself, we may not
achieve significant revenues
Physicians, hospitals and state agencies are unlikely to purchase our products if clinicians are not adequately reimbursed for the
screening procedures conducted with our equipment or the disposable products needed to conduct the screenings. Unless a sufficient
amount of positive, peer-reviewed clinical data about our products has been published, third party payors, including insurance companies
and government agencies, may refuse to provide reimbursement for the cost of newborn hearing screening and hemolysis monitoring with
our products. Furthermore, even if reimbursement is provided, it may not be adequate to fully compensate the clinicians or hospitals. Some
third party payors may refuse adequate reimbursement for screening unless the infant has demonstrable risk factors. If health care providers
cannot obtain sufficient reimbursement from third party payors for our products or the screenings conducted with our products, it is
unlikely that our products will ever achieve significant market acceptance.
Acceptance of our products in international markets will be dependent upon the availability of adequate reimbursement or funding, as
the case may be, within prevailing health care payment systems. Reimbursement, funding and health care payment systems vary
significantly by country and include both government-sponsored health care and private insurance. Although we intend to seek international
reimbursement or funding approvals, we may not obtain these approvals in a timely manner or at all.
Adverse changes in reimbursement policies could have a negative impact on our business
We are unable to predict changes in the reimbursement methods used by third party health care payors. For example, some payors are
moving toward a managed care system in which providers contract to provide comprehensive health care for a fixed cost per person. We
cannot assure you that in a managed care system the cost of our products will be incorporated into the overall payment for childbirth and
newborn care or that there will be adequate reimbursement for our screening equipment and disposable products separate from
reimbursement for the procedure. Unless the cost of screening is reimbursed as a standard component of the newborn’s care, universal
screening is unlikely to occur and the number of infants likely to be screened with our products will be substantially reduced.
We have very limited experience selling and marketing products other than our ALGO products, and our failure to build and
manage our sales force or to market and distribute our CO-Stat products or other products effectively will hurt our revenues and
quarterly results
Since we only recently began to market our CO-Stat products, our sales force has little experience selling these products, and we
cannot predict how successful they will be in selling them. In order to successfully introduce and penetrate the market for our CO-Stat
products, we must sell our products to hospital administrators accustomed to the use of laboratory bench equipment rather than portable
point of care screening devices for jaundice management.
We market almost all of our newborn hearing screening products in the United States through a direct sales force. There are
significant risks involved in building and managing our sales force and marketing our products. We may be unable to hire a sufficient
number of qualified sales people with the skills and training to sell our newborn hearing screening and jaundice management products
effectively. Furthermore, we do not have any agreements with distributors for sales of our CO-Stat products.
We may not be successful in generating revenues from our CO-Stat products because we may encounter difficulties in
manufacturing our CO-Stat products in commercial quantities
We do not have experience manufacturing our CO-Stat products in commercial quantities, and we may encounter difficulties in the
manufacturing of these products. We may also increase our manufacturing personnel or increase the volume of products we purchase from
contract manufacturers that produce the CO-Stat products for us. Our inability to achieve the above, we may not be successful in marketing
our CO-Stat products, and our revenues and financial condition may be harmed.
If we lose our relationship with any supplier of key product components or our relationship with a supplier deteriorates or key
components are not available in sufficient quantities, our manufacturing could be delayed and our business could suffer
We contract with third parties for the supply of some of the components used in our products and the production of our disposable
products. Some of our suppliers are not obligated to continue to supply us. For certain of these materials and components, relatively few
alternative sources of supply exist. In addition, the lead-time involved in the manufacturing of some of these components can be lengthy
and unpredictable. During the third quarter of 2002, we experienced delays on the part of a supplier to
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provide us with volume production of our new ALGO 3 Flexicoupler™ supplies. If these suppliers become unwilling or unable to supply us
with our requirements, it might be difficult to establish additional or replacement suppliers in a timely manner or at all. This would cause
our product sales to be disrupted and our revenues and operating results to suffer.
Replacement or alternative sources might not be readily obtainable due to regulatory requirements and other factors applicable to our
manufacturing operations. Incorporation of components from a new supplier into our products may require a new or supplemental filing
with applicable regulatory authorities and clearance or approval of the filing before we could resume product sales. This process may take a
substantial period of time, and we cannot be assured that we would be able to obtain the necessary regulatory clearance or approval. This
could create supply disruptions that would harm our product sales and operating results.
There is only one Natus approved supplier that provides hydrogel, the adhesive used in our disposable products. In addition, we have
relied on a single supplier for the electrochemical sensors used in our CO-Stat analyzer and we have not qualified another vendor for this
component. A disruption in the supply of the adhesive or electrochemical sensors could negatively affect our revenues. If we or our
contract manufacturers were unable to locate another supplier, it could significantly impair our ability to sell our products. In addition, we
may be required to make new or supplemental filings with applicable regulatory authorities prior to our marketing a product containing new
materials or produced in a new facility. If we fail to obtain regulatory approval to use a new material, we may not be able to continue to sell
the affected products and revenues and operating results could suffer.
Group purchasing organizations and sales to high volume purchasers may reduce our average selling prices, which would reduce
our revenues and gross profits.
We have entered, and may in the future enter, into agreements with customers who purchase high volumes of our products. Our
agreements with these customers may contain discounts off of our normal selling prices and other special pricing considerations, which
could cause our revenues and profit margins to decline. In addition, we have entered into agreements to sell our products to members of
group purchasing organizations, which negotiate volume purchase prices for medical devices and supplies for member hospitals, group
practices and other clinics. While we make sales directly to group purchasing organization members, the members of these group
purchasing organizations now receive volume discounts off our normal selling price and may receive other special pricing considerations
from us from time to time. Sales to members of one group purchasing organization, Novation, LLC, accounted for approximately 30% of
our total revenues in the nine months ended September 30, 2002, and approximately 25% and 22% of our total revenues in the twelve
months ended December 31, 2001 and 2000 respectively. Sales to members of group purchasing organizations accounted for approximately
53% of our total revenues in the nine months ended September 30, 2002, and approximately 35% and 23% of our total revenues the twelve
months ended December 31, 2001 and 2000 respectively. Other of our existing customers may be members of group purchasing
organizations with which we do not have agreements. Our sales efforts through group purchasing organizations may conflict with our direct
sales efforts to our existing customers. If we enter into agreements with new group purchasing organizations and some of our existing
customers begin purchasing our products through those group purchasing organizations, our revenues and profit margins could decline.
We rely on sales to existing customers for a majority of our revenues, and if our existing customers do not continue to purchase
products from us, our revenues may decline
We rely on sales of additional screening products to our existing customers for a majority of our revenues. If we fail to sell additional
screening products to our existing customers directly or indirectly, we would experience a material decline in revenues.
Because we rely on distributors or sub-distributors to sell our products in some markets outside of the United States, our revenues
could decline if our existing distributors reduce the volume of purchases from us or if our relationship with any of these
distributors is terminated
We currently rely on our distributors or sub-distributors for a majority of our sales outside the United States. Some distributors also
assist us with regulatory approvals and education of physicians and government agencies. We intend to continue our efforts to increase our
sales in Europe, Japan and other countries with a relatively high level of health care spending on infants. If we fail to sell our products
through our international distributors, we would experience a decline in revenues unless we begin to sell our products directly in those
markets. We cannot be certain that we will be able to attract new international distributors that market our products effectively or provide
timely and cost-effective customer support and service. Even if we are successful in selling our products
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through new distributors, the rate of growth of our revenues could be harmed if our existing distributors do not continue to sell a large
dollar volume of our products.
If we terminate our relationships with distributors for poor performance, as we have done in the past, we may be subject to foreign
laws governing our relationships with our distributors. These laws may require us to make payments to our distributors even if we
terminate our relationship for cause. Some countries require termination payments under common law or legislation that may supercede our
contractual relationship with the distributor. These payments could be equal to a year or more of gross margin on sales of our products that
the distributor would have earned. Any required payments would adversely affect our operating results.
Our plan to expand in international markets will result in increased costs and may not be successful
We must expand the number of distributors who sell our products or increase our direct international sales presence to significantly
penetrate international markets. We have only recently begun to develop a direct sales force outside the United States. For example, we
acquired our United Kingdom distributor in January 2001. Effective in July 2001, we assumed our Japanese distributor’s sales and support
activities, allowing us direct access to redistributors of our products in Japan. As we continue to increase our direct international sales
presence, we will incur higher personnel costs that may not result in additional revenues. A higher percentage of our sales to international
distributors could also impair our revenues due to discounts available to these distributors. We may not realize corresponding growth in
operating results from growth in international sales, due to the higher costs of sales outside of the United States. Even if we are able to
successfully expand our direct and indirect international selling efforts, we cannot be certain that we will be able to create or increase
demand for our products outside of the United States.
Our operating results may suffer because of foreign currency exchange rate fluctuations or strengthening of the United States
dollar relative to local currencies
Prior to January 2001, substantially all of our sales contracts have provided for payment in United States dollars. However, our
subsidiary in Japan assumed the activities of our top-tier distributor in Japan in July 2001 and our United Kingdom subsidiary acquired our
distributor in the United Kingdom in January 2001. Since that time, our revenues and expenses in these countries have increasingly begun
to be denominated in the applicable foreign currency. We also have begun to sell our products in other local currencies as we expand our
direct international sales. To date, we have not undertaken any foreign currency hedging transactions, and as a result, our future revenues
and expense levels from international operations may be unpredictable due to exchange rate fluctuations. Furthermore, a strengthening of
the dollar could make our products less competitive in foreign markets. In addition, fluctuations in currencies could result in foreign
exchange gains and losses associated with the translation of assets denominated in foreign currencies.
We face other risks from foreign operations, which could reduce our operating results and harm our financial condition
Our international operations are subject to other risks, which include:
•

the impact of possible recessions in economies outside the United States;

•

political and economic instability, including instability related to terrorist attacks in the United States and abroad;

•

contractual provisions governed by foreign law, such as common law rights to sales commissions by terminated distributors;

•

the dependence of demand for our products on health care spending by foreign governments;

•

greater difficulty in accounts receivable collection and longer collection periods;

•

difficulties of staffing and managing foreign operations;

•

reduced protection for intellectual property rights in some countries and potentially conflicting intellectual property rights of third
parties under the laws of various foreign jurisdictions; and

•

difficulty in obtaining foreign regulatory approvals.
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Our failure to obtain necessary United States Food and Drug Administration clearances or approvals or to comply with Food and
Drug Administration regulations could hurt our ability to commercially distribute and market our products in the United States,
and this would harm our business and financial condition
Unless an exemption applies, each medical device that we wish to market in the United States must first receive one of the following
types of Food and Drug Administration premarket review authorizations:
•
•

510(k) clearance via Section 510(k) of the federal Food, Drug, and Cosmetics Act of 1938, as amended; or
premarket approval via Section 515 of the Food, Drug, and Cosmetics Act if the Food and Drug Administration has determined
that the medical device in question poses a greater risk of injury.

The Food and Drug Administration’s 510(k) clearance process usually takes from four to 12 months, but can take longer. The process
of obtaining premarket approval is much more costly, lengthy and uncertain. Premarket approval generally takes from one to three years,
but can take even longer. We cannot assure you that the Food and Drug Administration will ever grant either 510(k) clearance or
premarket approval for any product we propose to market. Furthermore, if the Food and Drug Administration concludes that these future
products using our technology do not meet the requirements to obtain 510(k) clearance, we would have to seek premarket approval. We
cannot assure you that the Food and Drug Administration will not impose the more burdensome premarket approval requirement on
modifications to our existing products or future products, which in either case could be costly and cause us to divert our attention and
resources from the development of new products or the enhancement of existing products.
Our business may suffer if we are required to revise our labeling or promotional materials or the Food and Drug Administration
takes an enforcement action against us for off-label uses
We may not promote or advertise the ALGO, MiniMuff or CO-Stat products, or any future cleared or approved devices, for uses not
within the scope of our clearances or approvals or make unsupported promotional claims about the benefits of our products. If the Food and
Drug Administration determines that our claims are outside the scope of our clearances or are unsupported it could require us to revise our
promotional claims or take enforcement action against us. If we were subject to such an action by the Food and Drug Administration, our
sales could be delayed, our revenues could decline and our reputation among clinicians could be harmed.
Our business would be harmed if the Food and Drug Administration determines that we have failed to comply with applicable
regulations or we do not pass an inspection
We are subject to inspection and market surveillance by the Food and Drug Administration concerning compliance with pertinent
regulatory requirements. If the Food and Drug Administration finds that we have failed to comply with these requirements, the agency can
institute a wide variety of enforcement actions, ranging from a public warning letter to more severe sanctions such as:
•
•
•
•
•
•
•

fines, injunctions and civil penalties;
the recall or seizure of our products;
the issuance of public notices or warnings;
the imposition of operating restrictions, partial suspension or total shutdown of production;
the refusal of our requests for 510(k) clearance or premarket approval of new products;
the withdrawal of 510(k) clearance or premarket approvals already granted; and
criminal prosecution.

If we fail to obtain necessary foreign regulatory approvals in order to market and sell our products outside of the United States,
we may not be able to sell our products in other countries
Our products are regulated outside the United States as medical devices by foreign governmental agencies similar to the Food and
Drug Administration and are subject to regulatory requirements similar to the Food and Drug Administration’s regulatory requirements in
foreign countries. The time and cost required to obtain market authorization from other countries and the requirements for licensing a
product in another country may differ significantly from the Food and Drug Administration requirements. We may not be able to obtain
these approvals without incurring significant expenses or at all.
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If we or our suppliers fail to comply with applicable regulations, sales of our products could be delayed and our revenues could be
harmed
Every manufacturer of a finished medical device, including us and some of our contract manufacturers and suppliers, is required to
demonstrate and maintain compliance with the Food and Drug Administration’s quality system regulation and comparable regulations of
states and other countries. The Food and Drug Administration enforces the quality system regulation through periodic inspections.
Although we have passed inspections in the past, we cannot assure you that we or our contract manufacturers will pass any future quality
system regulation inspections. If we or our contract manufacturers fail one of these inspections in the future, our operations could be
disrupted and our manufacturing and sales delayed significantly until we can demonstrate adequate compliance. If we or our contract
manufacturers fail to take adequate corrective action in a timely fashion in response to a quality system regulations inspection, the Food and
Drug Administration could shut down our or our contract manufacturers’ manufacturing operations and require us, among other things, to
recall our products, either of which would harm our business.
We may experience intense competition from other medical device companies, and this competition could adversely affect our
revenues and our business
Our most significant current and potential competitors for the ALGO products include companies that market hearing screening
equipment. For the CO-Stat products, we anticipate that our competitors will be large medical device companies that market laboratory
bench equipment used for blood-based antibody and bilirubin tests and companies that sell devices that analyze the amount of yellow in the
skin to estimate the level of bilirubin.
We believe that Bio-logic Systems Corp., Intelligent Hearing Systems and Sonamed Corp., each of which is also currently marketing
enhanced auditory brainstem response and otoacoustic hearing screening equipment products, could introduce new, lower priced hearing
screening equipment that may not require an audiologist or physician to interpret its results or review its recommendations, similar to our
products. For example, Bio-logic announced that it received FDA approval to sell its disposable products for use with versions of our
ALGO hearing screeners other than the ALGO 3. The sales of these products has adversely impacted our revenues from sales of our
disposable products. We believe that Minolta Co., Ltd. and SpectRx, Inc., each of which is currently marketing skin color analysis products
for bilirubin monitoring, or Johnson & Johnson and F. Hoffman-La Roche Ltd., each of which is currently marketing equipment for bloodbased bilirubin or antibody tests, could also introduce new, lower priced options for the management of newborn jaundice. Some of our
competitors may have greater financial resources and name recognition or are larger, more established distribution channels than we do.
We believe our future success depends on our ability to enhance existing products, develop and introduce new products, satisfy
customer requirements and achieve market acceptance. We cannot be certain that we will successfully identify new product opportunities.
We may not be able to develop and bring new products to market before our competitors or in a more cost-effective manner. Increased
competition may negatively affect our business and future operating results by leading to price reductions, higher selling expenses or a
reduction in our market share.
Our business could be harmed if our competitors establish cooperative relationships with large medical testing equipment
vendors or rapidly acquire market share through industry consolidation or by bundling other products with their hearing
screening or jaundice monitoring products
Large medical testing equipment vendors, such as Johnson & Johnson or F. Hoffman-La Roche Ltd., may acquire or establish
cooperative relationships with our current competitors. We expect that the medical testing equipment industry will continue to consolidate.
New competitors or alliances among competitors may emerge and rapidly acquire significant market share, which would harm our business
and financial prospects.
Other medical device companies may decide to bundle their products with other newborn hearing screening or hemolysis monitoring
products and sell the bundle at lower prices. If this happens, our business and future operating results could suffer if we were no longer able
to offer commercially viable or competitive products.
We may not be successful in integrating the businesses that we acquire, or the businesses may not perform as projected
In March 2002, we acquired intellectual property assets and technology patents from Pemstar, and may have additional acquisitions of
products, technology assets or acquisitions in the future as part of our efforts to increase revenue and expand our product offerings. In
addition to direct costs, the Pemstar assets acquisition and any future acquisitions pose a number of risks, including:
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•
•
•
•
•
•
•

integration of the acquired products into our business;
the failure to realize expected synergies;
the failure of acquired products to achieve projected sales;
the failure of our development agreement with Pemstar or other contract developers to result in the desired product developments;
assumption of unknown liabilities;
failure to understand and compete effectively in markets in which we have limited previous experience; and
write offs of goodwill and associated technologies or costs associated with such failed new products or businesses.

While we make efforts to analyze potential acquisitions carefully and to value assets and their related future lives appropriately, we
cannot be certain that any completed acquisitions will positively impact our business.
We may not be able to preserve the value of our products’ intellectual property because we may not be able to protect access to
our intellectual property or we may lose our intellectual property rights due to expiration of our licenses or patents
If we fail to protect our intellectual property rights or if our intellectual property rights do not adequately cover the technology we
employ, other medical device companies could sell hearing screening or hemolysis monitoring products with features similar to ours, and
this could reduce demand for our products. We protect our intellectual property through a combination of patent, copyright, trade secret and
trademark laws. We have fifteen issued United States patents, eight patent applications pending before the United States Patent and
Trademark Office, two European patents that are registered in ten European communities, one patent granted in Germany, one patent
granted in the United Kingdom and eleven patent applications pending before foreign governmental bodies. We have one patent granted in
Japan, eight patent applications pending in Japan and four patent applications pending in Hong Kong. We attempt to protect our intellectual
property rights by filing patent applications for new features and products we develop. We enter into confidentiality or license agreements
with our employees, consultants and corporate partners and seek to control access to our intellectual property and the distribution of our
hearing screening or hemolysis monitoring products, documentation and other proprietary information. However, we believe that these
measures afford only limited protection. Others may develop technologies that are similar or superior to our technology or design around
the patents, copyrights and trade secrets we own. The original patent for an algorithm for analyzing auditory brainstem responses, which
we licensed on a nonexclusive basis from a third party and upon which we developed our automated auditory brainstem response
technology, expired in late 1999, and that subject matter is in the public domain. In addition, we cannot assure you that the patent
applications we have filed to protect the features of our products that we have subsequently developed will be allowed, or will deter others
from using the auditory brainstem response technology.
Despite our efforts to protect our proprietary rights, others may attempt to copy or otherwise improperly obtain and use our products
or technology. Policing unauthorized use of our technology is difficult and expensive, and we cannot be certain that the steps we have taken
will prevent misappropriation, particularly in foreign countries where the laws may not protect our proprietary rights as fully. Our means of
protecting our proprietary rights may be inadequate. Enforcing our intellectual property rights could be costly and time consuming and may
divert our management’s attention and resources. Enforcing our intellectual property rights could also result in the loss of our intellectual
property rights.
Our operating results would suffer if we were subject to a protracted infringement claim or a significant damage award
Substantial intellectual property litigation and threats of litigation exist in our industry. We expect that medical screening equipment
may become increasingly subject to third party infringement claims as the number of competitors in our industry segment grows and the
functionality of products in different industry segments overlaps. Third parties such as individuals, educational institutions or other medical
device companies may claim that we infringe their intellectual property rights. Any claims, with or without merit, could have any of the
following negative consequences:
•
•
•
•

result in costly litigation and damage awards;
divert our management’s attention and resources;
cause product shipment delays or suspensions; or
require us to seek to enter into royalty or licensing agreements, which may not be available on terms acceptable to us, if at all.
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A successful claim of infringement against us could result in a substantial damage award and materially harm our financial condition.
Our failure or inability to license the infringed or similar technology could prevent us from selling our products and adversely affect our
business and financial results.
Product liability suits against us could result in expensive and time consuming litigation, payment of substantial damages and an
increase in our insurance rates
The sale and use of our medical testing products could lead to the filing of a product liability claim if someone were to be injured
using one of our devices or if one of our devices fails to detect a disorder for which it was being used to screen. A product liability claim
could result in substantial damages and be costly and time consuming to defend, either of which could materially harm our business or
financial condition. We cannot assure you that our product liability insurance would protect our assets from the financial impact of
defending a product liability claim. Any product liability claim brought against us, with or without merit, could increase our product
liability insurance rates or prevent us from securing any coverage in the future.
We may incur significant costs related to a class action lawsuit due to the likely volatility of the public market price of our stock
Our stock price may fluctuate for a number of reasons including:
•

quarterly fluctuations in our results of operations;

•

our ability to successfully commercialize our products;

•

announcements of technological or competitive developments by us or our competitors;

•

announcements regarding patent litigation or the issuance of patents to us or our competitors;

•

announcements regarding state screening mandates or third party payor reimbursement policies;

•

regulatory developments regarding us or our competitors;

•

acquisitions or strategic alliances by us or our competitors;

•

changes in estimates of our financial performance or changes in recommendations by securities analysts; and

•

general market conditions, particularly for companies with a relatively small number of shares available for sale in the public
market.

Securities class action litigation is often brought against a company after a period of volatility of the market price of its stock. If our
future quarterly operating results are below the expectations of securities analysts or investors, the price of our common stock would likely
decline. Stock price fluctuations may be exaggerated if the trading volume of our common stock is low. Any securities litigation claims
brought against us could result in substantial expense and damage awards and divert our management’s attention from running our
business.
Anti-takeover provisions in our charter documents and under Delaware law may affect the price of our common stock, and make
it more difficult to remove our management. Further, these provisions may make it more difficult to acquire a large portion of
our securities, to initiate a tender offer or a proxy contest or to acquire us, even though such events may be beneficial to our
stockholders.
Provisions of our certificate of incorporation and bylaws may affect the price of our common stock, and could make it more difficult
for a third party to remove our management. Further, these provisions may make it more difficult to acquire a large portion of our
securities, to initiate a tender offer or a proxy contest or acquire us, even if doing so would benefit our stockholders. Among other things,
these provisions:
•

authorize the issuance of “blank check” preferred stock that could be issued by our Board of Directors to increase the number of
outstanding shares and thwart a takeover attempt; and

•

limit who may call a special meeting of stockholders.

On September 4, 2002, our Board of Directors adopted a preferred share purchase rights plan, commonly known as a “poison pill.”
The provisions described above, our preferred share purchase rights plan and provisions of the Delaware General Corporation Law relating
to business combinations with interested stockholders may discourage, delay or prevent a third party from removing our management.
Further, they may discourage, delay or prevent a third party from acquiring a large portion of our securities, initiating a tender offer or
proxy contest or acquiring us, even if our stockholders might receive a premium for their shares in the acquisition over then current market
prices.
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We depend upon key employees in a competitive market for skilled personnel, and, without additional employees, we cannot grow
or achieve and maintain profitability
Our products and technologies are complex, and we depend substantially on the continued service of our senior management team.
The loss of any of our key employees could adversely affect our business and slow our product development process.
Our future success also will depend in part on the continued service of our key management personnel, software engineers and other
research and development employees and our ability to identify, hire, and retain additional personnel, including customer service,
marketing and sales staff. Hiring sales, marketing and customer service personnel in our industry is very competitive due to the limited
number of people available with the necessary technical skills and understanding of pediatric audiology and neonatal jaundice management.
We may be unable to attract and retain personnel necessary for the development of our business.
We could lose the ability to use net operating loss carryforwards, which may adversely affect our financial results
We currently have federal and state net operating loss carryforwards available to reduce future taxable income. If not utilized to offset
taxable income in future periods, these net operating loss carryforwards will expire in various amounts beginning in 2003 and continuing
through 2021. If we continue to have net losses, we may not be able to utilize some or all of our net operating loss carryforwards before
they expire.
In addition, United States income tax law imposes limitations on the ability of corporations to use net operating loss carryforwards if
the corporation experiences a more than 50% change in ownership during any three-year period. We cannot assure you that we will not
take actions, such as the issuance of additional stock, that would cause an ownership change to occur. Accordingly, we may be limited to
the amount we can use in any given year, so even if we have substantial net income, we may not be able to use our net operating loss
carryforwards before they expire. In addition, the net operating loss carryforwards are subject to examination by the Internal Revenue
Service, or IRS, and are thus subject to adjustment or disallowance resulting from any such IRS examination.
If we are unable to use our net operating loss carryforwards to offset our taxable income, our future tax payments will be higher and
our financial results may suffer.
Item 3.

Quantitative and Qualitative Disclosures about Market Risk

We develop products in the United States and sell those products primarily in the United States, Japan and Europe. As a result, our
financial results could be affected by factors such as changes in foreign currency exchange rates or weak economic conditions in foreign
markets. Prior to our acquisition of the distribution activities of our top-tier distributor in Japan and our acquisition of our distributor in the
United Kingdom, our sales generally were denominated in United States dollars. Since that time, our expenses and revenues in these
countries have increasingly been denominated in the applicable foreign currency. As our operations in Japan and the United Kingdom
increase, we expect that our exposure to foreign currency fluctuations will increase. Changes in exchange rates also may affect the volume
of our sales or our foreign currency sales prices compared to those of our foreign competitors and could make our products less competitive
in those countries. If the United States dollar uniformly increased or decreased in strength by 10% relative to the currencies in which our
sales were denominated, our net loss would not have changed by a material amount for the nine months ended September 30, 2002. For
purposes of this calculation, we have assumed that the exchange rates would change in the same direction relative to the United States
dollar.
Our interest income is sensitive to changes in the general level of interest rates in the United States, particularly since the majority of
our investments are in short-term instruments. However, as substantially all of our short-term investments carry a fixed rate of interest, a
hypothetical decrease of 10% in market interest rates would not result in a material decrease in interest income earned on investments held
at September 30, 2002 through the date of maturity on those investments.
The fair value of our available-for-sale securities is also sensitive to changes in the general level of interest rates in the United States,
and the fair value of our portfolio will fall if market interest rates increase. However, since we generally have the ability to hold these
investments to maturity, these declines in fair value may never be realized. If market interest rates were to increase by 10% from levels at
September 30, 2002, the fair value of our portfolio would decline by an immaterial amount.
All of the potential changes noted above are based on sensitivity analyses performed on our financial position as of September 30,
2002. Actual results may differ as our analysis of the effects of changes in interest rates does not account for, among other things, sales of
securities prior to maturity and repurchase of replacement securities, the change in mix or quality of the investments in the
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portfolio and changes in the relationship between short-term and long-term interest rates.
Our investment policy permits us to invest funds in excess of current operating requirements in:
•

corporate securities including commercial paper, rated A1, P1 or better, and corporate debt instruments, including medium term
notes and floating rate notes issued by foreign and domestic corporations, that pay in United States dollars and carry a rating of A
or better;

•

bank certificates of deposit and banker’s acceptances that are rated at least A1 or P1;

•

United States treasury bills, notes and bonds and United States AAA-rated agency securities that carry the direct or implied
guarantee of the United States government, including notes, discount notes, medium term notes and floating rate notes;

•

asset-backed securities rated A or better;

•

repurchase agreements with major banks and dealers that are recognized as primary dealers by the Federal Reserve Bank of New
York;

•

money market mutual funds that offer daily purchase and redemption; and

•

tax exempt/tax advantage investments in money market funds, variable rate demand notes, municipal notes or bonds and auction
preferred municipal and corporate securities.

In July and August 2001, we received $58.8 million in aggregate net proceeds in connection with our initial public offering after
deducting underwriting discounts and commissions, but before deducting offering expenses payable by us. We are currently investing net
offering proceeds from the offering pursuant to our investment policy.
Item 4.

Controls and Procedures

Under the supervision and with the participation of our management, including our principal executive officer and principal financial
officer, we conducted an evaluation of our disclosure controls and procedures, as such term is defined under Rule 13a-14(c) promulgated
under the Securities Exchange Act of 1934, as amended (the “Exchange Act”), within 90 days of the filing date of this report. Based on
their evaluation, our principal executive officer and principal accounting officer concluded that our disclosure controls and procedures are
effective.
There have been no significant changes (including corrective actions with regard to significant deficiencies or material weaknesses) in
our internal controls or in other factors that could significantly affect these controls subsequent to the date of the evaluation referenced in
paragraph above.
PART II.
Item 2.

OTHER INFORMATION

Changes in Securities and Use of Proceeds

We used approximately $2.0 million of the proceeds from our initial public offering to repay outstanding amounts on our bank line of
credit. Offering expenses incurred by us were approximately $2.4 million. There were no direct or indirect payments to any of our directors
or officers or any other person or entity. None of the offering proceeds have been used for the construction of plant, building, or facilities,
or for purchases of real estate, or the acquisition of other businesses (other than the acquisition of existing distributorships in the United
Kingdom and Japan as described herein). We have used net proceeds to fund operating losses. We are currently investing the net offering
proceeds for further use as additional working capital. The net proceeds have been invested pursuant to our investment policy.
In March 2002, we entered into an agreement to acquire certain intellectual property and product rights of a private company for $1.0
million subject to certain conditions to closing and other obligations of the seller. We financed the acquisition with a non-interest bearing
short-term note that was due in two equal installments in April and July 2002. The note has been paid in full. We also entered into a
product development agreement with respect to the acquired rights, which we expect will involve payments in the aggregate amount of
$500,000 between April 1, 2002 and approximately September 30, 2003. As of September 30, 2002, we have accrued $125,000 of the costs
associated with the development agreement.
A portion of the net proceeds may be used for other acquisitions of technologies, businesses or products that are complementary to
ours. Other than these amounts and future estimated capital expenditures in the amount of approximately $1.0 million in the next 12
months, we have no specific plan for the proceeds from our initial public offering.
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Item 6.

Exhibits and Reports on Form 8-K

(a) Exhibits
10.21

Severance Agreement and Release dated October 7, 2002 between Registrant and Lucille A. Ferus

10.22

Severance Agreement and Release dated September 19, 2002 between Registrant and Thomas Waugh

99.1

Certification of Chief Executive Officer and Chief Financial Officer pursuant to 18 U.S.C Section 1350 as adopted pursuant
to Section 906 of Sarbanes-Oxley Act of 2002.

(b) Reports on Form 8-K
The Company filed a Current Report on Form 8-K dated September 4, 2002 to report, under Item 5 and Item 7 thereof, that the
Company announced that it has adopted a stockholder rights plan.
The Company filed a Current Report on Form 8-K dated September 30, 2002 to report that the Company announced it had
undertaken a reduction in the Company’s workforce by approximately 14%.
SIGNATURES
Pursuant to the requirements of the Securities Exchange Act of 1934, the registrant has duly caused this report to be signed on its
behalf by the undersigned thereunto duly authorized.
N ATUS M EDICAL INCORPORATED
Dated: November 8, 2002

By:

/s/

T IM C. J OHNSON

Tim C. Johnson
Chief Executive Officer, President,
Chief Operating Officer and Director
(Principal Executive Officer)

Dated: November 8, 2002

By:

/s/

GLENN A. B AUER

Glenn A. Bauer,
Chief Financial Officer
(Principal Financial and
Accounting Officer)

28

Table of Contents

CERTIFICATIONS
I, Tim C. Johnson, certify that:
1.

I have reviewed this quarterly report on Form 10-Q of Natus Medical Incorporated;

2.

Based on my knowledge, this quarterly report does not contain any untrue statement of a material fact or omit to state a material fact
necessary to make the statements made, in light of the circumstances under which such statements were made, not misleading with
respect to the period covered by this quarterly report;

3.

Based on my knowledge, the financial statements, and other financial information included in this quarterly report, fairly present in all
material respects the financial condition, results of operations and cash flows of the registrant as of, and for, the periods presented in
this quarterly report;

4.

The registrant’s other certifying officers and I are responsible for establishing and maintaining disclosure controls and procedures (as
defined in Exchange Act Rules 13a-14 and 15d-14) for the registrant and we have:
a) designed such disclosure controls and procedures to ensure that material information relating to the registrant, including its
consolidated subsidiaries, is made known to us by others within those entities, particularly during the period in which this quarterly
report is being prepared;
b) evaluated the effectiveness of the registrant’s disclosure controls and procedures as of a date within 90 days prior to the filing date
of this quarterly report (the “Evaluation Date”); and
c) presented in this quarterly report our conclusions about the effectiveness of the disclosure controls and procedures based on our
evaluation as of the Evaluation Date;

5.

The registrant’s other certifying officers and I have disclosed, based on our most recent evaluation, to the registrant’s auditors and the
audit committee of registrant’s board of directors (or persons performing the equivalent functions):
a) all significant deficiencies in the design or operation of internal controls which could adversely affect the registrant’s ability to
record, process, summarize and report financial data and have identified for the registrant’s auditors any material weaknesses in
internal controls; and
b) any fraud, whether or not material, that involves management or other employees who have a significant role in the registrant’s
internal controls; and

6.

The registrant’s other certifying officers and I have indicated in this quarterly report whether or not there were significant changes in
internal controls or in other factors that could significantly affect internal controls subsequent to the date of our most recent
evaluation, including any corrective actions with regard to significant deficiencies and material weaknesses.

Date: November 8, 2002
/S /

T IM C. J OHNSON

Tim C. Johnson
President and Chief Executive Officer
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I, Glenn A. Bauer, certify that:
1.

I have reviewed this quarterly report on Form 10-Q of Natus Medical Incorporated;

2.

Based on my knowledge, this quarterly report does not contain any untrue statement of a material fact or omit to state a material fact
necessary to make the statements made, in light of the circumstances under which such statements were made, not misleading with
respect to the period covered by this quarterly report;

3.

Based on my knowledge, the financial statements, and other financial information included in this quarterly report, fairly present in all
material respects the financial condition, results of operations and cash flows of the registrant as of, and for, the periods presented in
this quarterly report;

4.

The registrant’s other certifying officers and I are responsible for establishing and maintaining disclosure controls and procedures (as
defined in Exchange Act Rules 13a-14 and 15d-14) for the registrant and we have:
a) designed such disclosure controls and procedures to ensure that material information relating to the registrant, including its
consolidated subsidiaries, is made known to us by others within those entities, particularly during the period in which this quarterly
report is being prepared;
b) evaluated the effectiveness of the registrant’s disclosure controls and procedures as of a date within 90 days prior to the filing date
of this quarterly report (the “Evaluation Date”); and
c) presented in this quarterly report our conclusions about the effectiveness of the disclosure controls and procedures based on our
evaluation as of the Evaluation Date;

5.

The registrant’s other certifying officers and I have disclosed, based on our most recent evaluation, to the registrant’s auditors and the
audit committee of registrant’s board of directors (or persons performing the equivalent functions):
a) all significant deficiencies in the design or operation of internal controls which could adversely affect the registrant’s ability to
record, process, summarize and report financial data and have identified for the registrant’s auditors any material weaknesses in
internal controls; and
b) any fraud, whether or not material, that involves management or other employees who have a significant role in the registrant’s
internal controls; and

6.

The registrant’s other certifying officers and I have indicated in this quarterly report whether or not there were significant changes in
internal controls or in other factors that could significantly affect internal controls subsequent to the date of our most recent
evaluation, including any corrective actions with regard to significant deficiencies and material weaknesses.

Date: November 8, 2002
/S /

GLENN A. B AUER

Glenn A. Bauer
Chief Financial Officer
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EXHIBIT 10.21
SEVERANCE AGREEMENT AND RELEASE
RECITALS
This Severance Agreement and Release (“Agreement”) is made by and between Lucille A. Ferus (“Employee”) and Natus Medical,
Inc. (“Company”) (collectively referred to as the “Parties”):
WHEREAS, Employee was employed by the Company;
WHEREAS, the Company and Employee entered into a Employee Confidential Information and Invention Assignment Agreement
(the “Confidentiality Agreement”);
WHEREAS, the Company and Employee have entered into Stock Option Agreements dated November 6, 1996, December 17, 1997,
March 4, 1998, October 23, 1998, July 6, 1999 and May 9, 2000 granting Employee the option to purchase shares of the Company’s
common stock subject to the terms and conditions of the Company’s 1991 Stock Option Plan and the Stock Option Agreement (the “Stock
Agreements”);
WHEREAS, the Company has terminated the Employee’s employment due to business necessity as part of a reduction in force on
September 30, 2002 (the “Termination Date”);
WHEREAS, the Parties, and each of them, wish to resolve any and all disputes, claims, complaints, grievances, charges, actions,
petitions and demands that the Employee may have against the Company as defined herein, including, but not limited to, any and all claims
arising or in any way related to Employee’s employment with, or separation from, the Company;
NOW THEREFORE, in consideration of the promises made herein, the Parties hereby agree as follows:
COVENANTS
1.

Consideration.

(a) The Company agrees to pay Employee a lump sum equivalent to six (6) months of Employee’s base salary, less applicable
withholding. This payment will be made to employee within ten (10) business days after the Effective Date.
(b) Stock. The Parties agree that for purposes of determining the number of shares of the Company’s common stock that
Employee is entitled to purchase from the Company, pursuant to the exercise of outstanding options, the Employee will be considered to
have vested only up to the Termination Date. Employee acknowledges that as of the Termination Date, he/she will have vested in 68,301
options and no more. The exercise of any stock options shall continue to be subject to the terms and conditions of the Stock Agreements.
(c) Benefits. Employee’s health insurance benefits will cease January 31, 2003, subject to Employee’s right to continue
his/her health insurance under COBRA. Employee’s participation in all other benefits and incidents of employment ceased on the
Termination Date. Employee ceased accruing employee benefits, including, but not limited to, vacation time and paid time off, as of the
Termination Date.
(d)
equipment:

Business Equipment.

The Company agrees to allow Employee to retain possession of the following Company-provided

(i)

Laptop computer (to be provided)

(ii)

Computer at Employee’s home

(iii) Personal Data Assistant (PDA)
Employee agrees to provide the Company with copies of work data contained on this equipment.
(e) Outplacement Services.

Company will provide $5,000.00 for outplacement services directly billed to the Company.

2. Confidential Information. Employee shall continue to maintain the confidentiality of all confidential and proprietary
information of the Company and shall continue to comply with the terms and conditions of the Confidentiality Agreement between
Employee and the Company. Employee shall return all of the Company’s property and confidential and proprietary information in his/her
possession to the Company on the Effective Date of this Agreement.
3. Payment of Salary. Employee acknowledges and represents that the Company has paid all salary, wages, bonuses, accrued
vacation, commissions and any and all other benefits due to Employee once the above noted payments and benefits are received. In
addition, any outstanding expense reports will be paid within seven (7) days of receipt by the Company.
4. Release of Claims. Employee agrees that the foregoing consideration represents settlement in full of all outstanding obligations
owed to Employee by the Company and its officers, managers, supervisors, agents and employees. Employee, on his/her own behalf, and
on behalf of his/her respective heirs, family members, executors, agents, and assigns, hereby fully and forever releases the Company and its
officers, directors, employees, agents, investors, shareholders, administrators, affiliates, divisions, subsidiaries, predecessor and successor
corporations, and assigns, from, and agree not to sue concerning, any claim, duty, obligation or cause of action relating to any matters of
any kind, whether presently known or unknown, suspected or unsuspected, that Employee may possess arising from any omissions, acts or
facts that have occurred up until and including the Effective Date of this Agreement including, without limitation:
(a) any and all claims relating to or arising from Employee’s employment relationship with the Company and the termination
of that relationship;
(b) any and all claims relating to, or arising from, Employee’s right to purchase, or actual purchase of shares of stock of the
Company, including, without limitation, any claims for fraud, misrepresentation, breach of fiduciary duty, breach of duty under applicable
state corporate law, and securities fraud under any state or federal law;
(c) any and all claims under the law of any jurisdiction including, but not limited to, wrongful discharge of employment;
constructive discharge from employment; termination in violation of public policy; discrimination; breach of contract, both express and
implied; breach of a covenant of good faith and fair dealing, both express and implied; promissory estoppel; negligent or intentional
infliction of emotional distress; negligent or intentional misrepresentation; negligent or intentional interference with contract or prospective
economic advantage; unfair business practices; defamation; libel; slander; negligence; personal injury; assault; battery; invasion of privacy;
false imprisonment; and conversion;
(d) any and all claims for violation of any federal, state or municipal statute, including, but not limited to, Title VII of the Civil
Rights Act of 1964, the Civil Rights Act of 1991, the Age Discrimination in Employment Act of 1967, the Americans with Disabilities Act
of 1990, the Fair Labor Standards Act, the Employee Retirement Income Security Act of 1974, The Worker Adjustment and Retraining
Notification Act, Older Workers Benefit Protection Act; the California Fair Employment and Housing Act, and the California Labor Code.;
(e)

any and all claims for violation of the federal, or any state, constitution;
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(f)

any and all claims arising out of any other laws and regulations relating to employment or employment discrimination;

(g) any claim for any loss, cost, damage, or expense arising out of any dispute over the non-withholding or other tax treatment
of any of the proceeds received by Employee as a result of this Agreement; and
(h)

any and all claims for attorneys’ fees and costs.

The Company and Employee agree that the release set forth in this section shall be and remain in effect in all respects as a complete
general release as to the matters released. This release does not extend to any obligations incurred under this Agreement.
Employee acknowledges and agrees that any breach of any provision of this Agreement shall constitute a material breach of this
Agreement and shall entitle the Company immediately to recover the severance benefits provided to Employee under this Agreement.
5. Acknowledgement of Waiver of Claims Under ADEA. Employee acknowledges that he/she is waiving and releasing any rights
he/she may have under the Age Discrimination in Employment Act of 1967 (“ADEA”) and that this waiver and release is knowing and
voluntary. Employee and the Company agree that this waiver and release does not apply to any rights or claims that may arise under ADEA
after the Effective Date of this Agreement. Employee acknowledges that the consideration given for this waiver and release Agreement is
in addition to anything of value to which Employee was already entitled. Employee further acknowledges that he/she has been advised by
this writing that
(a)

he/she should consult with an attorney prior to executing this Agreement;

(b)

he/she has up to forty-five (45) days within which to consider this Agreement;

(c) he/she has been advised in writing by the Company of the class, unit, or group of individuals affected by the reduction in
force, and the job titles and ages of all individuals who were and were not affected;
(d)

he/she has seven (7) days following his/her execution of this Agreement to revoke the Agreement;

(e)

this ADEA waiver shall not be effective until the revocation period has expired; and

(f) nothing in this Agreement prevents or precludes Employee from challenging or seeking a determination in good faith of the
validity of this waiver under the ADEA, nor does it impose any condition precedent, penalties or costs for doing so, unless specifically
authorized by federal law.
6. Civil Code Section 1542. The Parties represent that they are not aware of any claim by either of them other than the claims that
are released by this Agreement. Employee acknowledges that he/she has the opportunity to seek the advice of legal counsel and is familiar
with the provisions of California Civil Code Section 1542, which provides as follows:
A GENERAL RELEASE DOES NOT EXTEND TO CLAIMS WHICH THE CREDITOR DOES NOT KNOW OR SUSPECT TO
EXIST IN HIS FAVOR AT THE TIME OF EXECUTING THE RELEASE, WHICH IF KNOWN BY HIM MUST HAVE
MATERIALLY AFFECTED HIS SETTLEMENT WITH THE DEBTOR.
Employee, being aware of said code section, agrees to expressly waive any rights he/she may have thereunder, as well as under any
other statute or common law principles of similar effect.
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7. No Pending or Future Lawsuits. Employee represents that he/she has no lawsuits, claims, or actions pending in his/her name, or
on behalf of any other person or entity, against the Company or any other person or entity referred to herein. Employee also represents that
he/she does not intend to bring any claims on his/her own behalf or on behalf of any other person or entity against the Company or any
other person or entity referred to herein.
8. Confidentiality. The Parties acknowledge that Employee’s agreement to keep the terms and conditions of this Agreement
confidential was a material factor on which all parties relied in entering into this Agreement. Employee hereto agrees to use his/her best
efforts to maintain in confidence: (i) the existence of this Agreement, (ii) the contents and terms of this Agreement, (iii) the consideration
for this Agreement, and (iv) any allegations relating to the Company or its officers or employees with respect to Employee’s employment
with the Company, except as otherwise provided for in this Agreement (hereinafter collectively referred to as “Settlement Information”).
Employee agrees to take every reasonable precaution to prevent disclosure of any Settlement Information to third parties, and agrees that
there will be no publicity, directly or indirectly, concerning any Settlement Information. Employee agrees to take every precaution to
disclose Settlement Information only to those attorneys, accountants, governmental entities, and family members who have a reasonable
need to know of such Settlement Information. The Parties agree that if Company proves that Employee breached this Confidentiality
provision, it shall be entitled to an award of its costs spent enforcing this provision, including all reasonable attorneys’ fees associated with
the enforcement action, without regard to whether the Company can establish actual damages from the breach by Employee.
9. No Cooperation. Employee agrees he/she will not act in any manner that might damage the business of the Company.
Employee agrees that he/she will not counsel or assist any attorneys or their clients in the presentation or prosecution of any disputes,
differences, grievances, claims, charges, or complaints by any third party against the Company and/or any officer, director, employee,
agent, representative, shareholder or attorney of the Company, unless under a subpoena or other court order to do so. Employee further
agrees both to immediately notify the Company upon receipt of any court order, subpoena, or any legal discovery device that seeks or
might require the disclosure or production of the existence or terms of this Agreement, and to furnish, within three (3) business days of its
receipt, a copy of such subpoena or legal discovery device to the Company.
10. Non-Disparagement. Employee agrees to refrain from any defamation, libel or slander of the Company or tortious interference
with the contracts and relationships of the Company. All inquiries by potential future employers of Employee will be directed to Human
Resources. Upon inquiry, the Company shall only state the following: Employee’s last position and dates of employment.
11. Non-Solicitation. Employee agrees that for a period of twelve (12) months immediately following the Effective Date of this
Agreement, Employee shall not either directly or indirectly solicit, induce, recruit or encourage any of the Company’s employees to leave
their employment, or take away such employees, or attempt to solicit, induce, recruit, encourage, take away or hire employees of the
Company, either for him/herself or any other person or entity.
12. No Admission of Liability. The Parties understand and acknowledge that this Agreement constitutes a compromise and
settlement of disputed claims. No action taken by the Parties hereto, or either of them, either previously or in connection with this
Agreement shall be deemed or construed to be: (a) an admission of the truth or falsity of any claims heretofore made or (b) an
acknowledgment or admission by either party of any fault or liability whatsoever to the other party or to any third party.
13. No Knowledge of Wrongdoing. Employee represents that he/she has no knowledge of any wrongdoing involving improper or
false claims against a federal or state governmental agency, or any other wrongdoing that involves Employee or other present or former
Company employees.
14. Costs.
Agreement.

The Parties shall each bear their own costs, expert fees, attorneys’ fees and other fees incurred in connection with this

15. Indemnification. Employee agrees to indemnify and hold harmless the Company from and against any and all loss, costs,
damages or expenses, including, without limitation, attorneys’ fees or expenses incurred by the Company arising out of the breach of this
Agreement by Employee, or from any false representation made herein by
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Employee, or from any action or proceeding which may be commenced, prosecuted or threatened by Employee or for Employee’s benefit,
upon Employee’s initiative, or with Employee’s aid or approval, contrary to the provisions of this Agreement. Employee further agrees that
in any such action or proceeding, this Agreement may be pled by the Company as a complete defense, or may be asserted by way of
counterclaim or cross-claim.
16. Arbitration. The Parties agree that any and all disputes arising out of, or relating to, the terms of this Agreement, their
interpretation, and any of the matters herein released, shall be subject to binding arbitration in San Mateo County before the American
Arbitration Association under its National Rules for the Resolution of Employment Disputes. The Parties agree that the prevailing party in
any arbitration shall be entitled to injunctive relief in any court of competent jurisdiction to enforce the arbitration award. The Parties agree
that the prevailing party in any arbitration shall be awarded its reasonable attorneys’ fees and costs. The Parties hereby agree to waive their
right to have any dispute between them resolved in a court of law by a judge or jury. This section will not prevent either party from seeking
injunctive relief (or any other provisional remedy) from any court having jurisdiction over the Parties and the subject matter of their dispute
relating to Employee’s obligations under this Agreement and the agreements incorporated herein by reference.
17. Authority. The Company represents and warrants that the undersigned has the authority to act on behalf of the Company and
to bind the Company and all who may claim through it to the terms and conditions of this Agreement. Employee represents and warrants
that he/she has the capacity to act on his/her own behalf and on behalf of all who might claim through him/her to bind them to the terms
and conditions of this Agreement. Each party warrants and represents that there are no liens or claims of lien or assignments in law or
equity or otherwise of or against any of the claims or causes of action released herein.
18. No Representations. Each party represents that it has had the opportunity to consult with an attorney, and has carefully read
and understands the scope and effect of the provisions of this Agreement. Neither party has relied upon any representations or statements
made by the other party hereto which are not specifically set forth in this Agreement.
19. Severability. In the event that any provision hereof becomes or is declared by a court of competent jurisdiction to be illegal,
unenforceable or void, this Agreement shall continue in full force and effect without said provision so long as the remaining provisions
remain intelligible and continue to reflect the original intent of the Parties.
20. Entire Agreement. This Agreement represents the entire agreement and understanding between the Company and Employee
concerning the subject matter of this Agreement and Employee’s relationship with the Company, and supersedes and replaces any and all
prior agreements and understandings between the Parties concerning the subject matter of this Agreement and Employee’s relationship with
the Company, with the exception of the Confidentiality Agreement.
21. No Waiver. The failure of any party to insist upon the performance of any of the terms and conditions in this Agreement, or
the failure to prosecute any breach of any of the terms and conditions of this Agreement, shall not be construed thereafter as a waiver of any
such terms or conditions. This entire Agreement shall remain in full force and effect as if no such forbearance or failure of performance had
occurred.
22. No Oral Modification. Any modification or amendment of this Agreement, or additional obligation assumed by either party in
connection with this Agreement, shall be effective only if placed in writing and signed by both Parties or by authorized representatives of
each party.
23. Governing Law. This Agreement shall be deemed to have been executed and delivered within the State of California, and it
shall be construed, interpreted, governed, and enforced in accordance with the laws of the State of California, without regard to conflict of
law principles. To the extent that either party seeks injunctive relief in any court having jurisdiction for any claim relating to the alleged
misuse or misappropriation of trade secrets or confidential or proprietary information, each party hereby consents to personal and exclusive
jurisdiction and venue in the state and federal courts of the State of California.
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24. Attorneys’ Fees. In the event that either Party brings an action to enforce or effect its rights under this Agreement, the
prevailing party shall be entitled to recover its costs and expenses, including the costs of mediation, arbitration, litigation, court fees, plus
reasonable attorneys’ fees, incurred in connection with such an action.
25. Effective Date. This Agreement is effective after it has been signed by both parties and after eight (8) days have passed since
Employee has signed the Agreement (the “Effective Date”), unless revoked by Employee within seven (7) days after the date the
Agreement was signed by Employee.
26. Counterparts. This Agreement may be executed in counterparts, and each counterpart shall have the same force and effect as
an original and shall constitute an effective, binding agreement on the part of each of the undersigned.
27. Voluntary Execution of Agreement. This Agreement is executed voluntarily and without any duress or undue influence on the
part or behalf of the Parties hereto, with the full intent of releasing all claims. The Parties acknowledge that:
(a)

They have read this Agreement;

(b) They have been represented in the preparation, negotiation, and execution of this Agreement by legal counsel of their own
choice or that they have voluntarily declined to seek such counsel;
(c)

They understand the terms and consequences of this Agreement and of the releases it contains; and

(d)

They are fully aware of the legal and binding effect of this Agreement.

IN WITNESS WHEREOF, the Parties have executed this Agreement on the respective dates set forth below.
Natus Medical Inc.
Dated October 7, 2002

By /s/ Tim C. Johnson
Tim C. Johnson
President and CEO
LUCILLE A. FERUS, an individual

Dated: October 7, 2002

/s/ Lucille A. Ferus
Lucille A. Ferus
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EXHIBIT 10.22
SEVERANCE AGREEMENT AND RELEASE
RECITALS
This Severance Agreement and Release (“Agreement”) is made by and between Thomas M. Waugh (“Employee”) and Natus Medical
Inc. (“Company”) (collectively referred to as the “Parties”):
WHEREAS, Employee is employed by the Company;
WHEREAS, the Company and Employee entered into a Employment, Confidential Information and Invention Assignment Agreement
(the “Confidentiality Agreement”);
WHEREAS, the Employee has resigned his employment with the Company effective December 11, 2002 (the “Termination Date”);
WHEREAS, the Company and Employee have entered into Stock Option Agreements dated January 1, 2000, February 15, 2000 and
October 23, 2001 granting Employee the option to purchase 100,000 total shares of the Company’s common stock subject to the terms and
conditions of the Company’s 1991 and 2000 Stock Option Plan and the Stock Option Agreements (the “Stock Agreements”);
WHEREAS, the Parties, and each of them, wish to resolve any and all disputes, claims, complaints, grievances, charges, actions,
petitions and demands that the Employee may have against the Company as defined herein, including, but not limited to, any and all claims
arising or in any way related to Employee’s employment with, or separation from, the Company;
NOW THEREFORE, in consideration of the promises made herein, the Parties hereby agree as follows:
COVENANTS
1. Transition Position. Employee agrees that, from October 11, 2002 through December 11, 2002, he will remain employed with
the Company in a transitional role. During this period, Employee shall provide services as directed by the President and CEO. Employee
agrees to officially resign from his Officer status effective October 11, 2002. Employee agrees that from October 11, 2002, Employee shall
be placed on a paid leave of absence through November 11, 2002. Employee agrees that he will use any accrued but unused PTO beginning
on November 11, 2002, and continuing through December 11, 2002. As of this date, Employee’s employment with the Company will
terminate (the “Termination Date”). From November 11, 2002 through the Termination Date, Employee’s PTO will be paid out at his most
recent base salary amount.
2.

Consideration.

(a) Severance. The Company agrees to pay Employee a lump sum equivalent to one (1) month of Employee’s base sala1ry.
Fourteen Thousand, Five Hundred Eighty-Three Dollars and Thirty-Three Cents ($14,583.33), less applicable withholdings. This payment
will be made to employee within ten (10) business days after the Termination Date.
(b) Benefits. Employee’s health insurance benefits will continue on through December 2002 and cease at the end of that
month, subject to Employee’s right to continue his health insurance under COBRA. Employee’s participation in all other benefits and
incidents of employment will cease on the Termination Date. Employee will cease accruing employee benefits as of the Termination Date,
except as otherwise specified herein, including, but not limited to, vacation time and paid time off.
(c) Stock.

The Parties agree that for purposes of determining the number of shares of the

Company’s common stock which Employee is entitled to purchase from the Company, pursuant to the exercise of outstanding options, as of
the Effective Date the Company shall accelerate the vesting of Employee’s options, so that Employee shall have vested in 100,000 options.
The exercise of the options shall continue to be subject to the applicable Stock Agreements.
(d) Outplacement Services.
Outplacement Services.
(e) Executive Coaching.
services provided by Ric Giardina.

Employee will receive Five Thousand Dollars ($5,000) to be utilized towards Executive

The Company will offer continued Executive Coaching through the end of December, 2002,

3. Confidential Information. Employee shall continue to maintain the confidentiality of all confidential and proprietary
information of the Company and shall continue to comply with the terms and conditions of the Confidentiality Agreement between
Employee and the Company. Employee shall return all of the Company’s property and confidential and proprietary information in his/her
possession to the Company on the Termination Date
4. Payment of Salary. Employee acknowledges and represents that the Company has paid all salary, wages, bonuses, personal
time off (PTO), commissions and any and all other benefits due to Employee as of the Termination Date.
5. Release of Claims. Employee agrees that the foregoing consideration represents settlement in full of all outstanding obligations
owed to Employee by the Company and its officers, managers, supervisors, agents and employees. Employee, on his/her own behalf, and
on behalf of his/her respective heirs, family members, executors, agents, and assigns, hereby fully and forever releases the Company and its
officers, directors, employees, agents, investors, shareholders, administrators, affiliates, divisions, subsidiaries, predecessor and successor
corporations, and assigns, from, and agree not to sue concerning, any claim, duty, obligation or cause of action relating to any matters of
any kind, whether presently known or unknown, suspected or unsuspected, that Employee may possess arising from any omissions, acts or
facts that have occurred up until and including the Effective Date of this Agreement including, without limitation:
(a) any and all claims relating to or arising from Employee’s employment relationship with the Company and the termination
of that relationship;
(b) any and all claims relating to, or arising from, Employee’s right to purchase, or actual purchase of shares of stock of the
Company, including, without limitation, any claims for fraud, misrepresentation, breach of fiduciary duty, breach of duty under applicable
state corporate law, and securities fraud under any state or federal law;
(c) any and all claims under the law of any jurisdiction including, but not limited to, wrongful discharge of employment;
constructive discharge from employment; termination in violation of public policy; discrimination; breach of contract, both express and
implied; breach of a covenant of good faith and fair dealing, both express and implied; promissory estoppel; negligent or intentional
infliction of emotional distress; negligent or intentional misrepresentation; negligent or intentional interference with contract or prospective
economic advantage; unfair business practices; defamation; libel; slander; negligence; personal injury; assault; battery; invasion of privacy;
false imprisonment; and conversion;
(d) any and all claims for violation of any federal, state or municipal statute, including, but not limited to, Title VII of the Civil
Rights Act of 1964, the Civil Rights Act of 1991, the Age Discrimination in Employment Act of 1967, the Americans with Disabilities Act
of 1990, the Fair Labor Standards Act, the Employee Retirement Income Security Act of 1974, The Worker Adjustment and Retraining
Notification Act, Older Workers Benefit Protection Act; the California Fair Employment and Housing Act, and the California Labor Code.;
(e)

any and all claims for violation of the federal, or any state, constitution;

(f)

any and all claims arising out of any other laws and regulations relating to employment or employment discrimination;
2

(g) any claim for any loss, cost, damage, or expense arising out of any dispute over the non-withholding or other tax treatment
of any of the proceeds received by Employee as a result of this Agreement; and
(h)

any and all claims for attorneys’ fees and costs.

The Company and Employee agree that the release set forth in this section shall be and remain in effect in all respects as a complete
general release as to the matters released. This release does not extend to any obligations incurred under this Agreement.
Employee acknowledges and agrees that any breach of any provision of this Agreement shall constitute a material breach of this
Agreement and shall entitle the Company immediately to recover the severance benefits provided to Employee under this Agreement.
6. Acknowledgement of Waiver of Claims Under ADEA. Employee acknowledges that he/she is waiving and releasing any rights
he/she may have under the Age Discrimination in Employment Act of 1967 (“ADEA”) and that this waiver and release is knowing and
voluntary. Employee and the Company agree that this waiver and release does not apply to any rights or claims that may arise under ADEA
after the Effective Date of this Agreement. Employee acknowledges that the consideration given for this waiver and release Agreement is
in addition to anything of value to which Employee was already entitled. Employee further acknowledges that he/she has been advised by
this writing that
(a)

he/she should consult with an attorney prior to executing this Agreement;

(b)

he/she has up to twenty-one (21) days within which to consider this Agreement;

(c)

he/she has seven (7) days following his/her execution of this Agreement to revoke the Agreement;

(d)

this ADEA waiver shall not be effective until the revocation period has expired; and

(e) nothing in this Agreement prevents or precludes Employee from challenging or seeking a determination in good faith of
the validity of this waiver under the ADEA, nor does it impose any condition precedent, penalties or costs for doing so, unless specifically
authorized by federal law.
7. Civil Code Section 1542. The Parties represent that they are not aware of any claim by either of them other than the claims that
are released by this Agreement. Employee acknowledges that he has been advised by legal counsel and is familiar with the provisions of
California Civil Code Section 1542, which provides as follows:
A GENERAL RELEASE DOES NOT EXTEND TO CLAIMS WHICH THE CREDITOR DOES NOT KNOW OR SUSPECT TO
EXIST IN HIS FAVOR AT THE TIME OF EXECUTING THE RELEASE, WHICH IF KNOWN BY HIM MUST HAVE
MATERIALLY AFFECTED HIS SETTLEMENT WITH THE DEBTOR.
Employee, being aware of said code section, agrees to expressly waive any rights he may have thereunder, as well as under any other
statute or common law principles of similar effect.
8. No Pending or Future Lawsuits. Employee represents that he/she has no lawsuits, claims, or actions pending in his/her name, or
on behalf of any other person or entity, against the Company or any other person or entity referred to herein. Employee also represents that
she does not intend to bring any claims on his/her own behalf or on behalf of any other person or entity against the Company or any other
person or entity referred to herein.
9. Application for Employment. Employee understands and agrees that, as a condition of this Agreement, he/she shall not be
entitled to any employment with the Company, its subsidiaries, or any successor, and she hereby waives any right, or alleged right, of
employment or re-employment with the Company, its subsidiaries or related
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companies, or any successor.
10. Confidentiality. The Parties acknowledge that Employee’s agreement to keep the terms and conditions of this Agreement
confidential was a material factor on which all parties relied in entering into this Agreement. Employee hereto agrees to use his/her best
efforts to maintain in confidence: (i) the existence of this Agreement, (ii) the contents and terms of this Agreement, (iii) the consideration
for this Agreement, and (iv) any allegations relating to the Company or its officers or employees with respect to Employee’s employment
with the Company, except as otherwise provided for in this Agreement (hereinafter collectively referred to as “Settlement Information”).
Employee agrees to take every reasonable precaution to prevent disclosure of any Settlement Information to third parties, and agrees that
there will be no publicity, directly or indirectly, concerning any Settlement Information. Employee agrees to take every precaution to
disclose Settlement Information only to those attorneys, accountants, governmental entities, and family members who have a reasonable
need to know of such Settlement Information. The Parties agree that if Company proves that Employee breached this Confidentiality
provision, it shall be entitled to an award of its costs spent enforcing this provision, including all reasonable attorneys’ fees associated with
the enforcement action, without regard to whether the Company can establish actual damages from the breach by Employee.
11. No Cooperation. Employee agrees he/she will not act in any manner that might damage the business of the Company.
Employee agrees that she will not counsel or assist any attorneys or their clients in the presentation or prosecution of any disputes,
differences, grievances, claims, charges, or complaints by any third party against the Company and/or any officer, director, employee,
agent, representative, shareholder or attorney of the Company, unless under a subpoena or other court order to do so. Employee further
agrees both to immediately notify the Company upon receipt of any court order, subpoena, or any legal discovery device that seeks or
might require the disclosure or production of the existence or terms of this Agreement, and to furnish, within three (3) business days of its
receipt, a copy of such subpoena or legal discovery device to the Company.
12. Non-Disparagement. Employee and Company agrees to refrain from any defamation, libel or slander of the Company or
tortious interference with the contracts and relationships of the Company or Employee. All inquiries by potential future employers of
Employee will be directed to Human Resources. Upon inquiry, the Company shall only state the following: Employee ‘s last position and
dates of employment.
13. Non-Solicitation. Employee agrees that for a period of twelve (12) months immediately following the Effective Date of this
Agreement, Employee shall not either directly or indirectly solicit, induce, recruit or encourage any of the Company’s employees to leave
their employment, or take away such employees, or attempt to solicit, induce, recruit, encourage, take away or hire employees of the
Company, either for him/herself or any other person or entity.
14. No Admission of Liability. The Parties understand and acknowledge that this Agreement constitutes a compromise and
settlement of disputed claims. No action taken by the Parties hereto, or either of them, either previously or in connection with this
Agreement shall be deemed or construed to be: (a) an admission of the truth or falsity of any claims heretofore made or (b) an
acknowledgment or admission by either party of any fault or liability whatsoever to the other party or to any third party.
15. No Knowledge of Wrongdoing. Employee represents that he/she has no knowledge of any wrongdoing involving improper or
false claims against a federal or state governmental agency, or any other wrongdoing that involves Employee or other present or former
Company employees.
16. Costs.
Agreement.

The Parties shall each bear their own costs, expert fees, attorneys’ fees and other fees incurred in connection with this

17. Indemnification. Employee agreed to indemnify and hold harmless the Company from and against any and all loss, costs,
damages or expenses, including, without limitation, attorneys’ fees or expenses incurred by the Company arising out of the breach of this
Agreement by Employee, or from any false representation made herein by Employee, or from any action or proceeding which may be
commenced, prosecuted or threatened by Employee or for Employee’s benefit, upon Employee’s initiative, or with Employee’s aid or
approval, contrary to the provisions of this Agreement. Employee further agrees that in any such action or proceeding, this Agreement may
be pled by the Company as a complete defense, or may be asserted by way of counterclaim or cross-claim.
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18. Arbitration. The Parties agree that any and all disputes arising out of the terms of this Agreement, their interpretation, and any
of the matters herein released, shall be subject to binding arbitration in San Mateo County before the American Arbitration Association
under its National Rules for the Resolution of Employment Disputes or the California Code of Civil Procedure. The Parties agree that the
prevailing party in any arbitration shall be entitled to injunctive relief in any court of competent jurisdiction to enforce the arbitration
award. The Parties agree that the prevailing party in any arbitration shall be awarded its reasonable attorneys’ fees and costs. The Parties
hereby agree to waive their right to have any dispute between them resolved in a court of law by a judge or jury. This section will not
prevent either party from seeking injunctive relief (or any other provisional remedy) from any court having jurisdiction over the Parties and
the subject matter of their dispute relating to Employee’s obligations under this Agreement and the agreements incorporated herein by
reference.
19. Authority. The Company represents and warrants that the undersigned has the authority to act on behalf of the Company and
to bind the Company and all who may claim through it to the terms and conditions of this Agreement. Employee represents and warrants
that she has the capacity to act on his/her own behalf and on behalf of all who might claim through him/her to bind them to the terms and
conditions of this Agreement. Each party warrants and represents that there are no liens or claims of lien or assignments in law or equity or
otherwise of or against any of the claims or causes of action released herein.
20. No Representations. Each party represents that it has had the opportunity to consult with an attorney, and has carefully read
and understands the scope and effect of the provisions of this Agreement. Neither party has relied upon any representations or statements
made by the other party hereto which are not specifically set forth in this Agreement.
21. Severability. In the event that any provision hereof becomes or is declared by a court of competent jurisdiction to be illegal,
unenforceable or void, this Agreement shall continue in full force and effect without said provision so long as the remaining provisions
remain intelligible and continue to reflect the original intent of the Parties.
22. Entire Agreement. This Agreement represents the entire agreement and understanding between the Company and Employee
concerning the subject matter of this Agreement and Employee’s relationship with the Company, and supersedes and replaces any and all
prior agreements and understandings between the Parties concerning the subject matter of this Agreement and Employee’s relationship with
the Company, with the exception of the Confidentiality Agreement and the Stock Agreements.
23. No Waiver. The failure of any party to insist upon the performance of any of the terms and conditions in this Agreement, or
the failure to prosecute any breach of any of the terms and conditions of this Agreement, shall not be construed thereafter as a waiver of any
such terms or conditions. This entire Agreement shall remain in full force and effect as if no such forbearance or failure of performance had
occurred.
24. No Oral Modification. Any modification or amendment of this Agreement, or additional obligation assumed by either party in
connection with this Agreement, shall be effective only if placed in writing and signed by both Parties or by authorized representatives of
each party.
25. Governing Law. This Agreement shall be deemed to have been executed and delivered within the State of California, and it
shall be construed, interpreted, governed, and enforced in accordance with the laws of the State of California, without regard to choice of
law principles.
26. Attorneys’ Fees. In the event that either Party brings an action to enforce or effect its rights under this Agreement, the
prevailing party shall be entitled to recover its costs and expenses, including the costs of mediation, arbitration, litigation, court fees, plus
reasonable attorneys’ fees, incurred in connection with such an action.
27. Effective Date. This Agreement is effective after it has been signed by both parties and after eight (8) days have passed since
Employee has signed the Agreement (the “Effective Date”), unless revoked by Employee within seven (7) days after the date the
Agreement was signed by Employee.
28. Counterparts. This Agreement may be executed in counterparts, and each counterpart shall have the same force and effect as
an original and shall constitute an effective, binding agreement on the part of each of the
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undersigned.
29. Voluntary Execution of Agreement. This Agreement is executed voluntarily and without any duress or undue influence on the
part or behalf of the Parties hereto, with the full intent of releasing all claims. The Parties acknowledge that:
(a)

They have read this Agreement;

(b) They have been represented in the preparation, negotiation, and execution of this Agreement by legal counsel of their own
choice or that they have voluntarily declined to seek such counsel;
(c)

They understand the terms and consequences of this Agreement and of the releases it contains; and

(d)

They are fully aware of the legal and binding effect of this Agreement.

IN WITNESS WHEREOF, the Parties have executed this Agreement on the respective dates set forth below.
Natus Medical Inc.
Dated: September 19, 2002

By /s/ Tim C. Johnson
Tim C. Johnson
Chief Executive Officer
Thomas M. Waugh, an individual

Dated: September 19, 2002

/s/ Thomas M. Waugh
Thomas M. Waugh
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EXHIBIT 99.1
CERTIFICATIONS OF CHIEF EXECUTIVE OFFICER AND CHIEF FINANCIAL OFFICER
PURSUANT TO TITLE 18, UNITED STATES CODE, SECTION 1350, AS ADOPTED
PURSUANT TO SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002
In connection with the Quarterly Report of Natus Medical Incorporated (the “Company”) on Form 10-Q for the quarterly period
ended September 30, 2002 as filed with the Securities and Exchange Commission on the date hereof (the “Report”), I, Tim C. Johnson,
President and Chief Executive Officer of the Company, certify, pursuant to Title 18, United States Code, Section 1350, as adopted pursuant
to Section 906 of the Sarbanes-Oxley Act of 2002, that, to the best of my knowledge:
(1)

The Report fully complies with the requirements of Section 13(a) or 15(d) of the Securities Exchange Act of 1934; and

(2) The information contained in the Report fairly presents, in all material respects, the financial condition and results of operations
of the Company.
/s/ Tim C. Johnson
Print Name: Tim C. Johnson
Title: President and Chief Executive Officer
Date: November 8, 2002
In connection with the Quarterly Report of Natus Medical Incorporated (the “Company”) on Form 10-Q for the quarterly period
ended September 30, 2002 as filed with the Securities and Exchange Commission on the date hereof (the “Report”), I, Glenn A. Bauer,
Chief Financial Officer of the Company, certify, pursuant to Title 18, United States Code, Section 1350, as adopted pursuant to Section 906
of the Sarbanes-Oxley Act of 2002, that, to the best of my knowledge:
(1)

The Report fully complies with the requirements of Section 13(a) or 15(d) of the Securities Exchange Act of 1934; and

(2) The information contained in the Report fairly presents, in all material respects, the financial condition and results of operations
of the Company.
/s/ Glenn A. Bauer
Print Name: Glenn A. Bauer
Title: Chief Financial Officer
Date: November 8, 2002

