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UNITED STATES
SECURITIES AND EXCHANGE COMMISSION

Washington, D.C.  20549

SCHEDULE 13D
Under the Securities Exchange Act of 1934

(Amendment No. )

ROSETTA STONE INC.
(Name of Issuer)

Common Stock
(Title of Class of Securities)

777780107
(CUSIP Number)

David Nierenberg
The D3 Family Funds
19605 NE 8th Street
Camas, WA  98607

(360) 604-8600

With a copy to:

Christopher P. Davis
Kleinberg, Kaplan, Wolff & Cohen, P.C.

551 Fifth Avenue
New York, NY 10176

(212) 986-6000

(Name, Address and Telephone Number of Person
Authorized to Receive Notices and Communications)

June 6, 2014
(Date of Event which Requires Filing of this Statement)

If the filing person has previously filed a statement on Schedule 13G to report the acquisition that is the subject of this
Schedule 13D and is filing this schedule because of §§ 240.13d-1(e), 240.13d-1(f) or 240.13d-1(g), check the
following box [x].
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1 NAME OF REPORTING PERSONS

The D3 Family Fund, L.P.

2 CHECK THE APPROPRIATE BOX IF A MEMBER OF A GROUP (See Instructions)   (a) [X]
                                                                                                                                                       (b) [   ]

3 SEC USE ONLY

4 SOURCE OF FUNDS (See Instructions)
WC

5 CHECK BOX IF DISCLOSURE OF LEGAL PROCEEDINGS IS REQUIRED PURSUANT TO ITEMS
2(d) or 2(e) [   ]

6 CITIZENSHIP OR PLACE OF ORGANIZATION
Washington

NUMBER OF SHARES
BENEFICIALLY

7 SOLE VOTING POWER
0

OWNED BY
EACH

REPORTING

8 SHARED VOTING POWER
321,177 Common shares (1.5%)

PERSON
WITH

9 SOLE DISPOSITIVE POWER
0

10 SHARED DISPOSITIVE POWER
321,177

11 AGGREGATE AMOUNT BENEFICIALLY OWNED BY EACH REPORTING PERSON
For the reporting person listed on this page, 321,177; for all reporting persons as a group, 1,689,887 shares
(8.0%)

12 CHECK BOX IF THE AGGREGATE AMOUNT IN ROW (11) EXCLUDES CERTAIN SHARES (See
Instructions)   [   ]

13 PERCENT OF CLASS REPRESENTED BY AMOUNT IN ROW (11)
For the reporting person listed on this page, 1.5%; for all reporting persons as a group, 8.0%.

14 TYPE OF REPORTING PERSON (See Instructions)
PN
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1 NAME OF REPORTING PERSONS

The D3 Family Bulldog Fund, L.P.

2 CHECK THE APPROPRIATE BOX IF A MEMBER OF A GROUP (See Instructions)   (a) [X]
                                                                                                                                                       (b) [   ]

3 SEC USE ONLY

4 SOURCE OF FUNDS (See Instructions)
WC

5 CHECK BOX IF DISCLOSURE OF LEGAL PROCEEDINGS IS REQUIRED PURSUANT TO ITEMS
2(d) or 2(e) [   ]

6 CITIZENSHIP OR PLACE OF ORGANIZATION
Washington

NUMBER OF SHARES
BENEFICIALLY

7 SOLE VOTING POWER
0

OWNED BY
EACH

REPORTING

8 SHARED VOTING POWER
1,104,620 common shares (5.2%)

PERSON
WITH

9 SOLE DISPOSITIVE POWER
0

10 SHARED DISPOSITIVE POWER
1,104,620

11 AGGREGATE AMOUNT BENEFICIALLY OWNED BY EACH REPORTING PERSON
For the reporting person listed on this page, 1,104,620 shares; for all reporting persons as a group, 1,689,887
shares (8.0%)

12 CHECK BOX IF THE AGGREGATE AMOUNT IN ROW (11) EXCLUDES CERTAIN SHARES (See
Instructions)   [   ]

13 PERCENT OF CLASS REPRESENTED BY AMOUNT IN ROW (11)
For the reporting person listed on this page, 5.2%; for all reporting persons as a group, 8.0%.

14 TYPE OF REPORTING PERSON
PN
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1
NAME OF REPORTING PERSONS

The DIII Offshore Fund, L.P.

2 CHECK THE APPROPRIATE BOX IF A MEMBER OF A GROUP (See Instructions)   (a) [X]
                                                                                                                                                       (b) [   ]

3 SEC USE ONLY

4 SOURCE OF FUNDS (See Instructions)
WC

5 CHECK BOX IF DISCLOSURE OF LEGAL PROCEEDINGS IS REQUIRED PURSUANT TO ITEMS
2(d) or 2(e) [   ]

6 CITIZENSHIP OR PLACE OF ORGANIZATION
Bahamas

NUMBER OF SHARES
BENEFICIALLY

7 SOLE VOTING POWER
0

OWNED BY
EACH

REPORTING

8 SHARED VOTING POWER
264,090 common shares (1.2%)

PERSON
WITH

9 SOLE DISPOSITIVE POWER
0

10 SHARED DISPOSITIVE POWER
264,090

11 AGGREGATE AMOUNT BENEFICIALLY OWNED BY EACH REPORTING PERSON
For the reporting person listed on this page, 264,090 shares; for all reporting persons as a group, 1,689,887
shares (8.0%)

12 CHECK BOX IF THE AGGREGATE AMOUNT IN ROW (11) EXCLUDES CERTAIN SHARES (See
Instructions)   [   ]

13 PERCENT OF CLASS REPRESENTED BY AMOUNT IN ROW (11)
For the reporting person listed on this page, 1.2%; for all reporting persons as a group, 8.0%.

14 TYPE OF REPORTING PERSON
PN
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1 NAME OF REPORTING PERSONS

Nierenberg Investment Management Company, Inc.

2 CHECK THE APPROPRIATE BOX IF A MEMBER OF A GROUP (See Instructions)   (a) [X]
                                                                                                                                                       (b) [   ]

3 SEC USE ONLY

4 SOURCE OF FUNDS (See Instructions)
AF

5 CHECK BOX IF DISCLOSURE OF LEGAL PROCEEDINGS IS REQUIRED PURSUANT TO ITEMS
2(d) or 2(e) [   ]

6 CITIZENSHIP OR PLACE OF ORGANIZATION
Washington

NUMBER OF SHARES
BENEFICIALLY

7 SOLE VOTING POWER
0

OWNED BY
EACH

REPORTING

8 SHARED VOTING POWER
1,689,887 shares (8.0%)

PERSON
WITH

9 SOLE DISPOSITIVE POWER
0

10 SHARED DISPOSITIVE POWER
1,689,887 shares

11 AGGREGATE AMOUNT BENEFICIALLY OWNED BY EACH REPORTING PERSON
For the reporting person listed on this page, 1,689,887; for all reporting persons as a group, 1,689,887 shares
(8.0 %)

12 CHECK BOX IF THE AGGREGATE AMOUNT IN ROW (11) EXCLUDES CERTAIN SHARES (See
Instructions)   [   ]

13 PERCENT OF CLASS REPRESENTED BY AMOUNT IN ROW (11)
For the reporting person listed on this page, 8.0%; for all reporting persons as a group, 8.0%.

14 TYPE OF REPORTING PERSON
CO
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1 NAME OF REPORTING PERSONS

Nierenberg Investment Management Offshore, Inc.

2 CHECK THE APPROPRIATE BOX IF A MEMBER OF A GROUP (See Instructions)   (a) [X]
                                                                                                                                                       (b) [   ]

3 SEC USE ONLY

4 SOURCE OF FUNDS (See Instructions)
AF

5 CHECK BOX IF DISCLOSURE OF LEGAL PROCEEDINGS IS REQUIRED PURSUANT TO ITEMS
2(d) or 2(e) [   ]

6 CITIZENSHIP OR PLACE OF ORGANIZATION
Bahamas

NUMBER OF SHARES
BENEFICIALLY

7 SOLE VOTING POWER
0

OWNED BY
EACH

REPORTING

8 SHARED VOTING POWER
264,090 common shares (1.2%)

PERSON
WITH

9 SOLE DISPOSITIVE POWER
0

10 SHARED DISPOSITIVE POWER
264,090 common shares

11 AGGREGATE AMOUNT BENEFICIALLY OWNED BY EACH REPORTING PERSON
For the reporting person listed on this page, 264,090 shares; for all reporting persons as a group, 1,689,887
shares (8.0%)

12 CHECK BOX IF THE AGGREGATE AMOUNT IN ROW (11) EXCLUDES CERTAIN SHARES (See
Instructions)   [   ]

13 PERCENT OF CLASS REPRESENTED BY AMOUNT IN ROW (11)
For the reporting person listed on this page, 1.2%; for all reporting persons as a group, 8.0%.

14 TYPE OF REPORTING PERSON
CO
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1 NAME OF REPORTING PERSONS

David Nierenberg

2 CHECK THE APPROPRIATE BOX IF A MEMBER OF A GROUP (See Instructions)   (a) [X]
                                                                                                                                                       (b) [   ]

3 SEC USE ONLY

4 SOURCE OF FUNDS (See Instructions)
AF

5 CHECK BOX IF DISCLOSURE OF LEGAL PROCEEDINGS IS REQUIRED PURSUANT TO ITEMS
2(d) or 2(e) [   ]

6 CITIZENSHIP OR PLACE OF ORGANIZATION
United States of America

NUMBER OF SHARES
BENEFICIALLY

7 SOLE VOTING POWER
0

OWNED BY
EACH

REPORTING

8 SHARED VOTING POWER
1,689,887 common shares (8.0%)

PERSON
WITH

9 SOLE DISPOSITIVE POWER
0

10 SHARED DISPOSITIVE POWER
1,689,887

11 AGGREGATE AMOUNT BENEFICIALLY OWNED BY EACH REPORTING PERSON
For the reporting person listed on this page, 1,689,887; for all reporting persons as a group, 1,689,887 shares
(8.0%)

12 CHECK BOX IF THE AGGREGATE AMOUNT IN ROW (11) EXCLUDES CERTAIN SHARES (See
Instructions)   [   ]

13 PERCENT OF CLASS REPRESENTED BY AMOUNT IN ROW (11)
For the reporting person listed on this page, 8.0%; for all reporting persons as a group, 8.0%

14 TYPE OF REPORTING PERSON
IN
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Item 1.  Security and Issuer.

This Schedule 13D (the “Schedule 13D”) is being filed with respect to the shares of common stock (the “Shares”) of
Rosetta Stone, Inc. a Delaware corporation (the “Company” or “RST”).

Item 2.  Identity and Background.

This Schedule 13D is being filed by the following three limited partnerships (the “D3 Family Funds”), the following two
corporations which are the sole general partners of the D3 Family Fund(s) indicated below and the following
individual who is the President of each of the two general partners (collectively, the “Reporting Persons” or “D3”).

(a) The Reporting Persons are: The D3 Family Fund, L.P., a Washington limited partnership; The DIII Offshore Fund,
L.P., a Bahamas limited partnership; The D3 Family Bulldog Fund, L.P. a Washington limited partnership;
Nierenberg Investment Management Company, Inc., a Washington corporation (“NIMCO”) which is the sole general
partner of those D3 Family Funds organized under the law of the State of Washington; Nierenberg Investment
Management Offshore, Inc., which is a wholly-owned subsidiary of NIMCO and is the sole general partner of the D3
Family Fund organized under the law of The Bahamas; and David Nierenberg, a United States citizen, who is the
President of each of the two general partners.

(b) The business address of each of the Reporting Persons is 19605 N.E. 8th Street, Camas, Washington 98607.

(c) The D3 Family Funds are private investment partnerships, the principal business of which is investing in the
equities of public micro-cap issuers. The principal business of the corporate Reporting Persons is to serve as the
general partner of the applicable D3 Family Fund(s). Mr. Nierenberg’s principal occupation is President of each of the
two corporate Reporting Persons.

(d, e) During the past five years, no Reporting Person has been convicted in a criminal proceeding, or been a party to a
civil proceeding, required to be disclosed pursuant to Items 2(d) or (e) of Schedule 13D.

(f) The citizenship of each of the Reporting Persons is set forth in paragraph (a) of this Item 2.

Item 3.  Source and Amount of Funds or Other Consideration.

The total amount of funds used by the Reporting Persons to make all purchases of Shares beneficially owned by the
Reporting Persons, as reported in Item 5(a,b) was $18,043,460. The source of funds for purchases of Shares by each of
the Reporting Persons is the working capital of the applicable D3 Family Fund (which may, at any given time, include
margin loans made by brokerage firms in the ordinary course of business).

Item 4.  Purpose of Transaction

The Reporting Persons purchased the Shares reported herein based on the Reporting Persons’ belief that the Shares,
when purchased, were undervalued and represented an attractive investment opportunity. Depending upon overall
market conditions, other investment opportunities available to the Reporting Persons, and the availability of Shares at
prices that would make the purchase or sale of Shares desirable, the Reporting Persons may endeavor to increase or
decrease their position in the Issuer through, among other things, the purchase or sale of Shares on the open market or
in private transactions or otherwise, on such terms and at such times as the Reporting Persons may deem advisable.

Today D3 is changing its filing status from 13G to 13D because we have been in frequent contact with RST
management, and are now advocating actions which we believe could help tighten the company’s strategic focus and
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substantially improve its free cash flow. Recently our discussions with management have evolved from general to
specific.

RST management has made several bold moves which D3 fully supports:

--closure of the kiosk distribution channel

--withdrawal from money-losing Japanese and Korean operations

--injecting new management and fresh ideas into RST’s product development group

--reducing “low calorie” consumer marketing expenditures

--buying four companies which have broadened RST’s software-as-a-service (SAAS) enterprise and education segment
(E&E) offerings, brought RST cloud technology infrastructure, and extended the consumer business into the adjacent
brain fitness mobile app space.

These accomplishments notwithstanding, D3 believes that RST shareholders want to see material improvement in the
organic top line growth rate of RST’s SAAS business and in the entire company’s free cash flow. Investor urgency
about this is increasing because recently:

--RST has missed guidance and street expectations in two of the past three quarters

--RST has reduced previous guidance for long term revenue and earnings

--Cash expended on the four acquisitions has not been sufficiently replenished by operating cash flow and/or
divestitures, which has reduced the company’s net cash per share from a peak of $6.80 to $2.65.

We at D3 are very strong believers in the value of analytically determining the sharpest possible strategic focus for a
company and then executing that focused strategy. We see four generic benefits flowing from tight focus: 1) better
execution of strategy, 2) better allocation of scarce resources, such as cash and executive and board time, 3) better
board oversight, with fewer moving parts to watch, and 4) better investor understanding of the company’s strategy,
prospects, and performance. The best proof of what a CEO with a maniacal focus can accomplish is what Steve Jobs
did at Apple.

We do not think that the focus at RST is tight enough. We believe, instead, that the company is undertaking too many
initiatives simultaneously. In the most recent quarterly conference call, for example, one analyst asked: “[T]here is a
little bit of information overload here, so I was hoping you can…prioritize and recap the top three initiatives that you
feel are going to have the biggest impact…turning around the business.”
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We have shared the following concerns with RST’s management and board:

--We fear that RST’s “initiative overload” may be causing sub-optimal execution and impairing free cash flow. We find
it difficult to believe, for example, that all of the many product, pricing, distribution, and channel initiatives being
pursued in RST’s North American consumer (NAC) business are equally worthy. We urge management to identify the
single most powerful thing it can do to maximize NAC free cash flow, so that RST could then devote the vast bulk of
its attention to identifying and driving the one or two most important things which could accelerate the growth of and
boost the profitability of RST’s fast-growing SAAS E&E business.

--Our experience has taught us that far too often companies spend desperately and indiscriminately to reignite growth
in a legacy business which has stopped growing—at the risk of impairing their profitability, balance sheets, and their
ability to focus on growing other more promising businesses. Our hope for RST is that, with a much tighter focus on
the valuable assets it owns today, the company could double EBITDA in 2015 compared with current 2014 guidance,
accelerate the growth of its SAAS E&E business to a rate materially faster than it has guided, and rebuild cash per
share back towards $5. We urge RST not to make any further acquisitions until it first digests what it has swallowed
and focuses the company’s strategy much more tightly.

--RST also needs to communicate its focused strategy in a much simpler and more compelling manner to the
investment community.

--The composition of RST’s board should evolve into a “post-venture” board which possesses relevant digital marketing
expertise and customer/end-user domain experience consistent with RST’s tightened strategic focus. Currently we
believe that the board is too small. Also, we fear that its composition more reflects where the company comes from
than where it is going. We at D3 have suggested a number of director candidates for the board’s consideration.

We suspect that many of our substantive views about the company are shared by other investors.

RST’s current share price reflects investor concern that the company is a wasting asset. We believe, however, that the
company, focused and executing well in the right direction, has enormous potential. We believe that focused strategy,
execution, and messaging could significantly increase the company’s market value in a relatively short period of time,
and that more appreciation could follow. We know that management has heard D3’s message and we urge them to
move quickly and decisively to complete RST’s turnaround.

No Reporting Person has any present plan or proposal which would relate to or result in any of the matters set forth in
subparagraphs (a) - (j) of Item 4 of Schedule 13D except as set forth herein or such as would occur upon completion
of any of the actions discussed herein. The Reporting Persons intend to review their investment in the Issuer on a
periodic basis and may from time to time engage in discussions with management and the Board of Directors of the
Issuer (the “Board”) concerning, among other things, the business, operations and future plans of the Issuer. Depending
on various factors including, without limitation, the Issuer’s financial position and investment strategy, the price levels
of the Shares of the Issuer, conditions in the securities markets and general economic and industry conditions, the
Reporting Persons may in the future take such actions with respect to their investment in the Issuer as they deem
appropriate including, without limitation, making proposals concerning changes to the capitalization, ownership
structure, Board composition or operations of the Issuer, nominating directors, purchasing additional Shares, selling
some or all of their Shares, or changing their intention with respect to any and all matters referred to in this Item 4.

Item 5.  Interest in Securities of the Issuer.

(a) The aggregate percentage of Shares reported owned by each person named herein is based upon 21,227,264 Shares
outstanding as of April 25, 2014, which is the total number of Shares outstanding as reported in the Issuer’s Quarterly
Report on Form 10-Q filed with the Securities and Exchange Commission on May 8, 2014.
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As of the close of business on June 13, 2014, the Family Fund individually beneficially owned 321,177 Shares,
constituting approximately 1.5% of all of the outstanding Shares.

As of the close of business on June 13, 2014, the Bulldog Fund individually beneficially owned 1,104,620 Shares,
constituting approximately 5.2% of all of the outstanding Shares.

As of the close of business on June 13, 2014, the Offshore Fund individually beneficially owned 264,090 Shares,
constituting approximately 1.2% of all of the outstanding Shares.

By virtue of its relationships with each of the Family Fund, the Bulldog Fund and the Offshore Fund discussed in
further detail in Item 2, NIMCO may be deemed to be the beneficial owner of the 1,689,887 Shares, beneficially
owned in the aggregate by the Family Fund, the Bulldog Fund and the Offshore Fund, constituting approximately
8.0% of all of the outstanding Shares.

By virtue of its relationship with the Offshore Fund discussed in further detail in Item 2, NIMO may be deemed to be
the beneficial owner of the 264,090 Shares owned by the Offshore Fund, constituting approximately 1.2% of all of the
outstanding Shares.

By virtue of his relationship with NIMCO and NIMO discussed in further detail in Item 2, Mr. Nierenberg may be
deemed to be the beneficial owner of the 1,689,887 Shares beneficially owned by NIMCO and NIMO, constituting
approximately 8.0% of all of the outstanding Shares.

The Reporting Persons, in the aggregate, beneficially own 1,689,887 Shares, constituting approximately 8.0% of the
outstanding Shares.

(b) The Family Fund, NIMCO and Mr. Nierenberg have shared power (i) to vote or direct the vote of, and (ii) to
dispose or direct the disposition of, the 321,177 Shares held by the Family Fund.

The Bulldog Fund, NIMCO and Mr. Nierenberg have shared power (i) to vote or direct the vote of, and (ii) to dispose
or direct the disposition of, the 1,104,620 Shares held by the Bulldog Fund.

The Offshore Fund, NIMO, NIMCO and Mr. Nierenberg have shared power (i) to vote or direct the vote of, and (ii) to
dispose or direct the disposition of, the 264,090 Shares held by the Offshore Fund.

339,607 
Selling
  52,373   87,540   114,172   138,959 
General and administrative
  216,537   726,365   449,506   919,086 
Total operating expenses
  333,341   1,038,221   732,099   1,397,652                  
Loss from operations
  (333,392)  (1,026,260)  (742,019)  (1,396,442)                 
Other income (expense)

Gain on sale of equipment
  -   -   -   300 
Interest expense
  (284)  (191)  (459)  (14,443)
Interest income
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  102   53   295   72 
Total other income (expense)
  (182)  (138)  (164)  (14,071)                 
Net loss
 $(333,574) $(1,026,398) $(742,183) $(1,410,513)                 
Net loss per share - basic and diluted
 $(0.02) $(0.06) $(0.04) $(0.09)                 
Weighted average shares outstanding used to

calculate basic and diluted net loss per share
  18,471,051   16,685,043   18,317,909   16,467,296                                                                                                                                                                           

(The accompanying ntoes are an integral part of these financial statements)

4
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PROFILE TECHNOLOGIES, INC.

STATEMENTS OF STOCKHOLDERS' DEFICIT
FOR THE SIX MONTHS ENDED DECEMBER 31, 2010 AND THE YEAR ENDED JUNE 30, 2010

(Unaudited)

Additional Total

Common Stock
Common Stock

Issuable Paid-in Accumulated Stockholders'
Shares Amount Shares Amount Capital Deficit Deficit

Balance at June
30, 2009 15,961,012 $ 15,961 68,618 $ 69 $ 17,474,622 $ (18,450,171) $ (959,519 )

Issuance of
common stock
previously
reported as
"issuable" 68,618 69 (68,618 ) (69 ) - - -
Issuance of
common stock
for services to
consultants 623 - 679 1 1,806 - 1,807
Issuance of stock
options for
services to
consultants - - - - 147,000 - 147,000
Issuance of stock
options for
services to
employees and
Board of
Directors - - - - 589,300 - 589,300
Stock
compensation
amortization
expense - - - - 55,251 - 55,251
Issuance of
common stock
related to the
2009 Offering 1,300,969 1,301 - - 1,169,583 - 1,170,884
Common stock
issuance costs
related to the
2009 Offering - - - - (112,588 ) - (112,588 )

70,000 70 - - 34,930 - 35,000
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Issuance of
common stock
upon conversion
of convertible
debt to equity
Exercise of
warrants 425,000 425 20,000 20 333,305 - 333,750
Net loss for the
year ended June
30, 2010 - - - - - (2,142,312 ) (2,142,312)

Balance at June
30, 2010 17,826,222 $ 17,826 20,679 $ 21 $ 19,693,209 $ (20,592,483) $ (881,427 )

Issuance of
common stock
previously
reported as
"issuable" 20,679 21 (20,679 ) (21 ) - - -
Stock
compensation
amortization
expense - - - - 11,125 - 11,125
Exercise of
warrants 818,719 819 - - 613,220 - 614,039
Net loss for the
six months
ended December
31, 2010 - - - - - (742,183 ) (742,183 )

Balance at
December 31,
2010 18,665,620 $ 18,666 - $ - $ 20,317,554 $ (21,334,666) $ (998,446 )

(The accompanying ntoes are an integral part of these financial statements)

5
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PROFILE TECHNOLOGIES, INC.

STATEMENTS OF CASH FLOWS
FOR THE SIX MONTHS ENDED DECEMBER 31, 2010 AND 2009

(Unaudited)

Six Months Ended
December 31,

2010 2009

Cash flows from operating activities
 Net loss $ (742,183 ) $ (1,410,513 )
Adjustments to reconcile net loss to net cash used in
operating activities:
Depreciation and amortization 2,710 1,933
Gain on sale of equipment - (300 )
Accreted discount on convertible debt - 9,951
Amortization of convertible debt discount included
in interest expense - 3,690
Equity issued for services to consultants - 180,210
Equity issued for services to employees and board
of directors - 589,300
Stock compensation amortization expense 11,125 11,126
Changes in operating assets and liabilities:
Increase in accounts receivable (4,569 ) (88,335 )
Increase in inventory (1,218 ) (606 )
Increase in prepaid expenses and other current
assets (1,517 ) (3,032 )
Decrease in other assets - 6,509
Decrease in accounts payable (50,118 ) (23,294 )
Increase in deferred wages 12,918 16,469
Increase in accrued professional fees 30,000 22,240
Decrease in accrued interest - (436 )
Net cash used in operating activities (742,852 ) (685,088 )

Cash flows from investing activities
Purchase of equipment (13,945 )
Proceeds from sale of equipment - 300
Net cash provided by (used in) investing activities - (13,645 )

Cash flows from financing activities
Proceeds from issuance of common stock - 722,810
Common stock issuance costs - (72,281 )
Proceeds from exercise of warrants 614,039 -
Net cash provided by financing activities 614,039 650,529

Decrease in cash and cash equivalents (128,813 ) (48,204 )
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Cash and cash equivalents at beginning of period 377,127 270,906

Cash and cash equivalents at end of period $ 248,314 $ 222,702

Supplemental disclosure of cash flow information:
Cash paid for interest $ 458 $ 1,239
Convertible debt converted into 70,000 shares
of common stock during the six months ended
December 31, 2009 $ - $ 35,000

(The accompanying ntoes are an integral part of these financial statements)

6
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PROFILE TECHNOLOGIES, INC.

NOTES TO FINANCIAL STATEMENTS

December 31, 2010
(Unaudited)

Note 1.   Organization and Description of Business

Profile Technologies, Inc. (the “Company”) was incorporated in 1986 and commenced operations in fiscal year
1988.  The Company is in the business of providing pipeline inspection services to locate corrosion and other
anomalies that require assessment to verify pipeline integrity.  The Company has developed a patented,
non-destructive and non-invasive, high speed scanning process that uses electromagnetic waves to inspect remotely
buried and above ground, cased and insulated pipelines for corrosion and other anomalies.   The Company’s inspection
services are available to owners and operators of natural gas and oil pipelines, power plants, refineries, utilities, and
other facilities which have cased or insulated pipe. The Company is actively marketing to these sectors.  In
conjunction with providing inspection services, the Company continues its research and development of new
applications for its patented technology, including inspecting pipes for internal corrosion and other anomalies and
direct buried pipes for external corrosion and other anomalies.

Note 2.   Going Concern Uncertainties

The accompanying financial statements have been prepared assuming the Company will continue as a going
concern.  The Company has not generated positive cash flows from operations and has an accumulated deficit of
$21,334,666 and negative working capital of $1,016,572 as of December 31, 2010.  The Company faces all of the
risks common to companies that are actively marketing to customers utilizing a relatively new technology, including
under capitalization and uncertainty of funding sources, high expenditure levels, uncertain revenue streams, and
difficulties managing growth.  Additionally, the Company has expended a significant amount of cash in developing its
technology and patented processes.  These conditions raise substantial doubt about the Company’s ability to continue
as a going concern.  Management recognizes that in order to meet the Company’s capital requirements, and continue to
operate, additional financing, including seeking industry-partner investment through joint ventures or other possible
arrangements, will be necessary.  The Company is evaluating alternative sources of financing to improve its cash
position and is undertaking efforts to raise capital.  If the Company is unable to raise additional capital or secure
revenue contracts and generate positive cash flow, it is unlikely that the Company will be able to continue as a going
concern.  These financial statements do not give effect to any adjustments which will be necessary should the
Company be unable to continue as a going concern and therefore be required to realize its assets and discharge its
liabilities in other than the normal course of business and at amounts different from those reflected in the
accompanying financial statements.

Note 3.   Presentation of Interim Information

The accompanying unaudited interim financial statements have been prepared in accordance with accounting
principles accepted in the United States of America for interim financial information and with the instructions to Form
10-Q and Article 10 of Regulation S-X.  Accordingly, they do not include all of the information and footnotes
required by accounting principles generally accepted in the United States of America for complete financial
statements.  In the opinion of management, all adjustments (of a normal recurring nature) considered necessary for a
fair presentation of the financial statements have been included. Operating results for the three and six months ended
December 31, 2010 are not necessarily indicative of the results that may be expected for the year ended June 30, 2011
or any other interim period.  For further information, refer to the financial statements and notes thereto included in the
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Company’s 2010 Annual Report on Form 10-K for the year ended June 30, 2010 filed with the Securities and
Exchange Commission.
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Note 4.  Summary of Significant Accounting Policies

Estimates

The preparation of the Company’s financial statements requires management to make estimates and use assumptions
that affect the reported amounts of assets, liabilities, revenues, and expenses.  These estimates and assumptions are
affected by management’s application of accounting policies.   Critical accounting policies for the Company include
service contract revenue and cost recognition, accounting for research and development costs, and accounting for
stock-based compensation. On an on-going basis, the Company evaluates its estimates.  Actual results and outcomes
may differ materially from these estimates and assumptions.

Fair Value of Financial Instruments

Fair value estimates of financial instruments are made at a specific point in time, based on relevant information about
financial markets and specific financial instruments. As these estimates are subjective in nature, involving
uncertainties and matters of significant judgment, they cannot be determined with precision.  Changes in assumptions
can significantly affect estimated fair value.

The Company measures fair value as the price that would be received to sell an asset or paid to transfer a liability (an
exit price) in an orderly transaction between market participants at the reporting date. The Company utilizes a
three-tier hierarchy, which prioritizes the inputs used in the valuation methodologies in measuring fair value:

Level 1. Valuations based on quoted prices in active markets for identical assets or liabilities that an entity has the
ability to access.  The Company has no assets or liabilities valued with Level 1 inputs.

Level 2. Valuations based on quoted prices for similar assets or liabilities, quoted prices for identical assets or
liabilities in markets that are not active, or other inputs that are observable or can be corroborated by observable data
for substantially the full term of the assets or liabilities.  The Company has no assets or liabilities valued with Level 2
inputs. 

Level 3. Valuations based on inputs that are supported by little or no market activity and that are significant to the fair
value of the assets or liabilities. The Company has no assets or liabilities valued with Level 3 inputs. 

The carrying value of cash and cash equivalents, accounts receivable, inventory, accounts payable, and note payable to
stockholder approximate their fair value because of the short-term nature of these instruments and their liquidity.
Management is of the opinion that the Company is not exposed to significant interest or credit risks arising from these
financial instruments.

Service Contract Revenue and Cost Recognition

Pursuant to the Company’s service contracts, it has two outputs, inspection of the pipelines (service) and delivery of
the final inspection report (product).  The Company offers both a service and a product in a single transaction in which
the product (final inspection report) is incidental to the rendering of the inspection services.  The service transaction is
based on a pre-determined fixed fee, consisting of:

• the pipeline inspection fee,
•reimbursement of costs incurred to mobilize and demobilize field crews and inspection equipment to and from the

inspection site,
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• proceeds from the sale of permanent connectors, and
• other travel related costs.

The final act (delivery of the inspection report) is not so significant to the entire transaction taken as a whole that
performance cannot be considered to have taken place until delivery.  The customer is obligated to fulfill their
contractual obligation (via payment) based on the performance of the inspection services.

Accordingly, the Company recognizes revenue from its service contracts (i.e. pipeline inspections) using the
proportional performance method of accounting because performance determines the extent to which the earnings
process is complete or virtually complete.  Contract revenue earned is measured based on the number of measurable
units of pipelines inspected to the total number of units contracted to be inspected.  Revenue is recognized based on
the completion of such measurable units.  The proportional performance method is used to recognize revenue because
management considers measurable units of completion to be the best available measure of progress towards the
completion of service contracts.  Changes in estimated revenue on service contracts are recognized during the period
in which the change in estimate becomes known.

8

Edgar Filing: ROSETTA STONE INC - Form SC 13D

21



Cost of revenue includes time incurred and materials used to plan the pipeline inspections, mobilize and demobilize
field crews, perform the inspection services, analyze the resulting data and prepare the final inspection report.  Cost of
revenue also includes any idle time incurred by personnel scheduled to work on customer contracts. Costs are
recognized as incurred as they are not an indicator of the progress towards completion of the pipeline inspection
services.

Revenue from the sale of permanent connectors is recognized when the permanent connector is both delivered and
installed on the pipeline. Cost of revenue related to permanent connectors represents the cost of the parts and
components required to build the permanent connectors and the time incurred to build and install the permanent
connectors.

Anticipated losses on service contracts, if any, are charged to earnings in their entirety as soon as such losses can be
estimated.

Research and Development

Research and development costs represent costs incurred to develop the Company’s technology, including employee
and consultant time and material and equipment expense.  Research and development costs are expensed when
incurred, except for nonrefundable advance payments for future research and development activities which are
capitalized and recognized as expense as the related services are performed.

During the three months ended December 31, 2010 and 2009, the Company incurred $64,431 and $224,316 in
research and development activities.  During the six months ended December 31, 2010 and 2009, the Company
incurred $168,421 and $339,607 in research and development activities.

Stock-based Compensation

The Company measures all employee stock-based compensation awards using a fair value method on the date of grant
and recognizes such expense in its financial statements over the requisite service period.  The Company uses the
Black-Scholes pricing model to determine the fair value of stock-based compensation awards on the date of
grant.  The Black-Scholes pricing model requires management to make assumptions regarding the warrant and option
lives, expected volatility, risk free interest rates, and forfeitures. See “Note 5. Stock Based Compensation, Stock
Options and Warrants” for additional information on the Company’s stock-based compensation plans.

Vendor Concentration

Consultant Scientist Fees

The Company relies on the expertise of two consultant scientists to facilitate the development and testing of the
Company’s hardware and software.  These scientists are also instrumental in compiling and assisting in interpreting the
data captured during the use of the hardware and software. The loss of the specialized knowledge provided by the
scientists could have an adverse effect on the ability of the Company to successfully market its hardware and
software.  During the three months ended December 31, 2010 and 2009, the Company incurred fees for work
performed by the scientists of $34,211 and $40,545. During the six months ended December 31, 2010 and 2009, the
Company incurred fees for work performed by the scientists of $100,364 and $130,605.

In addition to the cash fees incurred for work performed by the scientists, on November 19, 2009, the Company
granted the scientists stock options to purchase a total of 50,000 shares of common stock at an exercise price of $1.34
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per share, expiring November 18, 2014.  The 50,000 stock options had a fair value at the date of grant of $42,000,
which is included in research and development expense in the Company’s Statements of Operations for the three and
six months ended December 31, 2009.
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At December 31, 2010 and June 30, 2010, the Company owed the consultant scientists a total of $67,772 and $81,417,
respectively, which is included in accounts payable.

Recently Adopted Accounting Pronouncements

The Company reviews new accounting standards as issued.  Although some of these accounting standards issued or
effective after the end of the Company’s previous fiscal year may be applicable to the Company, it has not identified
any standards that it believes merit further discussion.  The Company believes that none of the new standards will
have a significant impact on its financial statements.

Note 5.  Stock Based Compensation, Stock Options, and Warrants

Stock Option Plans

1999 Stock Plan

On November 16, 1998, the stockholders of the Company (“Stockholders”) approved and adopted the 1999 Stock Plan
(the “1999 Stock Plan”),, which expired upon adoption of the 2008 Stock Plan (as defined and discussed below).  The
1999 Stock Plan originally provided for the granting of options to purchase a maximum of 500,000 shares of common
stock with expiration dates of a maximum of five years from the date of grant.  In November 2006, the Board of
Directors (the “Board”) amended, and the Stockholders approved, an increase in the maximum number of shares of
common stock available for grant to 3,500,000 and an increase in the period of time for which stock options may be
exercisable to ten years from the date of grant.

Since the inception of the 1999 Stock Plan, and prior to the amendment approved in November 2006, the Company
made various stock option grants that had expiration dates exceeding five years from the date of grant.  These stock
option grants were deemed to be granted outside of the 1999 Stock Plan.

2008 Stock Plan

On July 10, 2008, the Board approved and adopted the 2008 Stock Ownership Incentive Plan (“2008 Stock Plan”) and
received Stockholder approval on November 17, 2008. Upon adoption of the 2008 Stock Plan by the Stockholders, the
Company cannot grant stock options under the 1999 Stock Plan.

The 2008 Stock Plan is intended to attract and retain the best available personnel for positions of substantial
responsibility, to provide additional incentive to employees and consultants, and to promote the success of the
Company’s business. In accordance with the 2008 Stock Plan, the Company may grant stock options to purchase up to
3,500,000 shares of common stock.  The 2008 Plan allows incentive stock options to be granted with an expiration
date of a maximum of five years and nonqualified stock options to be granted with an expiration date of a maximum
of ten years from the date of grant.

The Company measures all stock-based compensation awards using a fair value method on the date of grant and
recognizes such expense in its financial statements over the requisite service period.  In determining the grant date fair
value of stock options, the Company uses the Black-Scholes option pricing model which requires management to
make assumptions regarding the option lives, expected volatility, risk free interest rates, and forfeitures, all of which
impact the fair value of the option and, ultimately, the expense that will be recognized over the life of the option.

The risk-free interest rate is based on the U.S. Treasury yield curve in effect at the time of grant for a bond with a
similar term.  The Company does not anticipate declaring dividends in the foreseeable future.  Volatility is calculated
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based on the historical weekly closing stock prices for the same period as the expected life of the option.  The
Company uses the “simplified” method for determining the expected term of its “plain vanilla” stock options.  The
Company recognizes compensation expense for only the portion of stock options that are expected to vest.  Therefore,
the Company applies an estimated forfeiture rate that is derived from historical employee termination data and
adjusted for expected future employee turnover rates.  To date, the Company has not experienced any forfeitures.  If
the actual number of forfeitures differs from those estimated by the Company, additional adjustments to compensation
expense may be required in future periods.  The Company’s stock price volatility, option lives and expected forfeiture
rates involve management’s best estimates at the time of such determination, all of which impact the fair value of the
option calculated under the Black-Scholes methodology and, ultimately, the expense that will be recognized over the
life of the option.
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The following table sets forth the share-based compensation cost resulting from stock option grants, including those
previously granted and vesting over time, which was recorded in the Company’s Statements of Operations for the three
and six months ended December 31, 2010 and 2009:

Three Months Ended Six Months Ended
December 31, December 31,

2010 2009 2010 2009

Research and development $ 5,563 $ 178,763 $ 11,125 $ 184,326
Selling - 49,333 - 75,000
General and administrative - 521,100 - 521,100
Total $ 5,563 $ 749,196 $ 11,125 $ 780,426

A summary of the Company’s stock option activity for the six months ended December 31, 2010 and related
information follows:

Weighted
Weighted Average

Number Average Remaining Aggregate
Of Stock Exercise Contractual Intrinsic

Options (1) Price Term Value
Outstanding at June 30, 2010 4,725,000 $ 1.23
     Expirations (85,000 ) 1.12
Outstanding at December 31, 2010 4,640,000 $ 1.23 5.4 years $ 1,371,200

Exercisable at December 31, 2010 4,602,500 $ 1.23 5.4 years $ 1,345,075

Available for grant at December 31, 2010 (2) 2,150,000

(1)Consists of stock options outstanding under the 1999 Stock Plan, 2008 Stock Plan, and stock options outstanding
that were granted outside of the 1999 Stock Plan and the 2008 Stock Plan.

(2)Shares available for future stock option grants to employees, officers, directors and consultants of the Company
under the 2008 Stock Plan.

The aggregate intrinsic value of the table above represents the total pretax intrinsic value for all “in-the-money” options
(i.e., the difference between the Company’s closing stock price on the last trading day of its second quarter of fiscal
year 2011 and the exercise price, multiplied by the number of shares) that would have been received by the option
holders had all option holders exercised their options on December 31, 2010.  The intrinsic value changes based on the
fair market value of the Company’s common stock.

As of December 31, 2010, the Company had $16,747 of total unrecognized compensation cost related to unvested
stock options, which is expected to be recognized over a weighted average period of 0.8 years.
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The following table summarizes information about stock options outstanding and exercisable at December 31, 2010:

Stock
Options

Outstanding

Stock
Options

Exercisable
Weighted Weighted
Average Weighted Average Weighted

Number of Remaining Average Number of Remaining Average
Options Contractual Exercise Options Contractual Exercise

Exercise Prices Outstanding Life (Years) Price Exercisable Life (Years) Price
$ 0.86 435,000 5.9 $ 0.86 435,000 5.9 $ 0.86

0.95 140,000 5.9 0.95 140,000 5.9 0.95
1.05 150,000 0.9 1.05 137,500 0.8 1.05
1.12 200,000 5.0 1.12 200,000 5.0 1.12
1.13 50,000 2.2 1.13 25,000 2.2 1.13
1.16 1,600,000 4.1 1.16 1,600,000 4.1 1.16
1.20 350,000 5.3 1.20 350,000 5.3 1.20
1.21 150,000 5.0 1.21 150,000 5.0 1.21
1.26 35,000 7.9 1.26 35,000 7.9 1.26
1.30 50,000 3.5 1.30 50,000 3.5 1.30
1.32 200,000 6.9 1.32 200,000 6.9 1.32
1.34 590,000 7.2 1.34 590,000 7.2 1.34
1.47 150,000 8.9 1.47 150,000 8.9 1.47
1.50 15,000 6.7 1.50 15,000 6.7 1.50
1.70 390,000 6.5 1.70 390,000 6.5 1.70
1.87 135,000 7.9 1.87 135,000 7.9 1.87

$ 0.86 – $ 1.87 4,640,000 5.4 $ 1.23 4,602,500 5.4 $ 1.23

Warrants

The Company has granted warrants to compensate key employees, consultants, and board members for past and future
services and as incentives during placements of stock and convertible debt.

A summary of the Company’s warrant-related activity for the six months ended December 31, 2010 and related
information follows:

Weighted
Number Average

Of Warrants Exercise
Outstanding Price

Outstanding at June 30, 2010 7,666,028 $ 0.75
     Exercises (818,719 ) 0.75
     Expirations (2,179,281) 0.75
Outstanding at December 31, 2010 4,668,028 $ 0.75
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Exercisable at December 31, 2010 4,668,028 $ 0.75
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The following table summarizes information about warrants outstanding, all of which were exercisable at December
31, 2010:

Weighted
Average

Number of Remaining Weighted

Exercise Warrants
Contractual

Life Average

Prices Outstanding (Years)
Exercise

Price
$ 0.60 439,600 0.6 $ 0.60

0.75 3,657,000 0.9 0.75
0.86 450,000 5.9 0.86
1.00 50,000 1.3 1.00
1.05 71,428 1.4 1.05

$ 0.60-1.05 4,668,028 1.4 $ 0.75

Cash received from warrants exercised during the six months ended December 31, 2010 was $614,039. No warrants
were exercised during the six months ended December 31, 2009.

Note 6.  Net Loss Per Share

Basic net loss per share is computed by dividing the net loss by the weighted average number of common shares
outstanding during the period. Diluted net loss per share is computed by dividing the net loss by the weighted average
number of common and dilutive common equivalent shares outstanding during the period. As the Company had a net
loss attributable to common stockholders in each of the periods presented, basic and diluted net loss per share are the
same.

Excluded from the computation of diluted net loss per share for the three and six months ended December 31, 2010,
because their effect would be antidilutive, are stock options and warrants to acquire 9,308,028 shares of common
stock with a weighted-average exercise price of $0.99 per share.

Excluded from the computation of diluted net loss per share for the three and six months ended December 31, 2009,
because their effect would be antidilutive, are stock options and warrants to acquire 13,086,028 shares of common
stock with a weighted-average exercise price of $0.93 per share.

For all of the periods during the three and six months ended December 31, 2010 and 2009, additional potential dilutive
securities that were excluded from the diluted net loss per share computation are the exchange rights discussed in “Note
9. Deferred Wages and Accrued Professional Fees” that could result in options to acquire up to 223,000 shares of
common stock with an exercise price of $1.00 per share at December 31, 2010 and 2009.

For purposes of earnings per share computations, shares of common stock that are issuable at the end of a reporting
period are included as outstanding.

Following is the computation of basic and diluted net loss per share for the three and six months ended December 31,
2010 and 2009:
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Three Months Ended Six Months Ended
December 31, December 31,

2010 2009 2010 2009

Numerator - net loss $ (333,574 ) $ (1,026,398 ) $ (742,183 ) $ (1,410,513 )

Denominator - weighted average
number
of common shares outstanding 18,471,051 16,685,043 18,317,909 16,467,296

Basic and diluted net loss per share $ (0.02 ) $ (0.06 ) $ (0.04 ) $ (0.09 )

Note 7.  Note Payable to Stockholder

In April 2002, the Company issued a non-interest bearing bridge note payable to a former officer of the Company in
the amount of $7,500.  The note is payable in full when the Company determines it has sufficient working capital to
do so.

Note 8.  Convertible Debt

On June 19, 2003, the Board of Directors approved the offering (the “2003 Offering”) of $1,000,000 in convertible
debentures (the “Debentures”).  The Debentures were convertible into that number of shares of the Company’s common
stock equal to the amount of the converted indebtedness divided by $0.50 per share.  The Debentures bear interest at a
rate of 5% per annum, payable quarterly.  Delinquent interest payments bear interest at a rate of 12% per annum. The
Company was required to redeem each Debenture on the 5th anniversary of the date of the Debenture.  The Company
may, in its discretion, redeem any Debenture at any time prior to the mandatory redemption date of the Debenture by
providing no less than 60 days’ prior written notice to the holder of the Debenture. Certain events of default will result
in the Debentures being redeemable by the Company upon demand of the holder.

Upon the purchase of, and for each $0.50 of the Debenture’s principal amount, the Company issued to each investor a
warrant (the “Warrant”) to purchase one (1) share of the Company’s common stock at an exercise price of $0.75 per
share.  The Warrants are exercisable at any time prior to the 5th anniversary date of the redemption of the Debenture.

Warrants issued in connection with the 2003 Offering were recorded based on their relative fair value as compared to
the fair value of the debt at issuance. The relative fair value of the warrants was recorded as paid-in capital.  The
intrinsic value of the Debentures resulted in a beneficial conversion feature, recorded as a discount against the
Debentures, which reduced the book value of the convertible debt to not less than zero.  The Company amortized the
discount using the effective interest method over the five-year life of the Debentures.

During the quarter ended March 31, 2005, the Board of Directors terminated the 2003 Offering.  As of the closing date
of the 2003 Offering, the Company had raised $503,000 from the 2003 Offering.

During the three and six months ended December 31, 2009, one and two investors, respectively, exercised their
conversion right and converted their Debenture in the aggregate principal amounts of $25,000 and $35,000,
respectively, pursuant to the terms of the 2003 Offering.  Accordingly, during the three and six months ended
December 31, 2009 the investors were issued an aggregate of 50,000 and 70,000 shares of common stock,
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respectively.  The carrying value of the convertible debt was reclassified as equity upon conversion.  Since the
Debentures included a beneficial conversion feature at issuance the remaining unamortized discount of $3,690 at the
conversion date was recognized as interest expense during both the three and six months ended December 31, 2009.

The Company recorded interest expense related to the accretion of the discount on the Debentures and amortization of
the convertible debt discount as a result of the conversions discussed above of $0 and $13,641 for the three and six
months ended December 31, 2009.
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As of June 30, 2010, all Debentures had been converted to equity.

Note 9.  Deferred Wages and Accrued Professional Fees

To reduce cash outflows, certain of the Company’s employees, officers, consultants, and directors have agreed to defer
a portion of their salaries and professional fees until the Company has sufficient resources to pay the amounts owed or
to exchange such amounts into options as described below.  At December 31, 2010, the Company has accrued
$1,189,679 related to the deferred payment of salaries and professional fees of which $853,029 is included under
deferred wages and $336,650 in accrued professional fees.  At June 30, 2010, the Company had accrued $1,146,761
related to the deferred payment of salaries and professional fees of which $840,111 is included under deferred wages
and $306,650 in accrued professional fees.  On March 18, 2002, the Board approved a conversion right on all deferred
wages and accrued professional fees deferred as of March 18, 2002 (the “Conversion Right”).  Pursuant to the
Conversion Right, employees, officers, consultants, and directors may elect to convert $1.00 of fees owed to them as
of March 18, 2002 for an option to purchase two shares of the Company’s common stock, at an exercise price of $1.00
per share for a term of five years.   Of the total $1,189,679 and $1,146,761 deferred salaries and accrued professional
fees at December 31, 2010 and June 30, 2010, respectively, the amount subject to the Conversion Right is $111,500,
resulting in the potential issuance of 223,000 options under the terms mentioned above.  No conversions have
occurred to date.  At March 18, 2002, there was no intrinsic value associated with these Conversion Rights.  As such,
no additional compensation cost was recorded.

Note 10.  2009 Private Placement Equity Offering

On April 2, 2009, the Company entered into a private placement offering (the “2009 Offering”) of 1,500,000 shares of
common stock at $0.90 per share to accredited investors for a total offering price of $1,350,000.  On January 29, 2010,
the Board determined that it was in the best interests of the Company to extend the termination date of the 2009
Offering and voted to extend the expiration date to April 1, 2010.

During the three and six months ended December 31, 2009, the Company raised gross proceeds of $393,008 and
$722,810 under the terms of the 2009 Offering.  Accordingly, the Company issued 436,673 and 803,118 shares of
common stock pursuant to the terms of the 2009 Offering.

The Company engaged two brokerage firms to help in the fund raising efforts of the 2009 Offering.  Pursuant to the
terms of the agreements with the brokerage firms, the Company owed the brokerage firms a ten percent cash
commission on all funds that the brokerage firm helped raise.  Accordingly, during the three and six months ended
December 31, 2009, the Company incurred total fees payable to the brokerage firms of $39,301 and $72,281.

The 2009 Offering was closed on April 1, 2010.  As of the closing date, the Company had raised gross proceeds of
$1,349,564 and issued 1,499,502 shares of common stock pursuant to the terms of the 2009 Offering.

Note 11.  2010 Private Placement Equity Offering

On December 21, 2010, the Company entered into a private placement offering (the “2010 Offering”) of 2,000,000
shares of its common stock at $1.00 per share to accredited investors for a total offering price of $2,000,000.  The
2010 Offering will terminate on February 21, 2011, provided that the termination date may be extended by the
Company for a reasonable period thereafter.

The Company did not receive any proceeds pursuant to the 2010 Offering during the quarter ended December 31,
2010.  Subsequent to December 31, 2010, the Company has received gross proceeds of $120,000 and issued 120,000
shares of its common stock pursuant to the terms of the 2010 Offering.
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The Company engaged two brokerage firms to help in the fund raising efforts of the 2010 Offering.  Pursuant to the
terms of the agreements with the brokerage firms, the Company owes the brokerage firms a ten percent cash
commission on all funds that the brokerage firms help raise.  Accordingly, subsequent to December 31, 2010, the
Company incurred total fees payable to the brokerage firms of $12,000.
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Note 12.  Subsequent Events

Subsequent to December 31, 2010, the Company received gross proceeds of $120,000 and issued 120,000 shares of its
common stock pursuant to the terms of the 2010 Offering. The Company also incurred total fees payable to brokerage
firms of $12,000 for commission on these funds that they helped raise. Please see “Note 11. 2010 Private Placement
Equity Offering.”

Subsequent to December 31, 2010, the Company issued 55,000 shares of its common stock to various stockholders
upon the exercise of warrants which were granted pursuant to a private placement offering the Company completed in
2005. As a result of these exercises, the Company received aggregate proceeds of $41,250.
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Item 2.    Management's Discussion and Analysis of Financial Condition and Results of Operations

Forward-Looking Statements

This Report on Form 10-Q contains forward-looking statements which involve assumptions and describe our future
plans, strategies, and expectations, and are generally identifiable by use of words such as “may,” “will,” “should,” “expect,”
“anticipate,” “estimate,” “believe,” “intend,” or “project” or the negative of these words or other variations on these words or
comparable terminology. These statements are expressed in good faith and based upon a reasonable basis when made,
but there can be no assurance that these expectations will be achieved or accomplished.

Such forward-looking statements include statements regarding, among other things, (a) the potential markets for our
technologies, our potential profitability, and cash flows, (b) our growth strategies, (c) expectations from our ongoing
research and development activities, (d) anticipated trends in the technology industry, (e) our future financing plans,
and (f) our anticipated needs for working capital. This information may involve known and unknown risks,
uncertainties, and other factors that may cause our actual results, performance, or achievements to be materially
different from the future results, performance, or achievements expressed or implied by any forward-looking
statements. These statements may be found under “Management’s Discussion and Analysis of Financial Condition and
Results of Operations” as well as in this Form 10-Q generally. Actual events or results may differ materially from those
discussed in forward-looking statements as a result of various factors, including, without limitation, the matters
described in this Form 10-Q generally. In light of these risks and uncertainties, there can be no assurance that the
forward-looking statements contained in this filing will in fact occur. In addition to the information expressly required
to be included in this filing, we will provide such further material information, if any, as may be necessary to make the
required statements, in light of the circumstances under which they are made, not misleading.

Although forward-looking statements in this report reflect the good faith judgment of our management,
forward-looking statements are inherently subject to known and unknown risks, business, economic and other risks
and uncertainties that may cause actual results to be materially different from those discussed in these forward-looking
statements. Readers are urged not to place undue reliance on these forward-looking statements, which speak only as of
the date of this report. We assume no obligation to update any forward-looking statements in order to reflect any event
or circumstance that may arise after the date of this report, other than as may be required by applicable law or
regulation. Readers are urged to carefully review and consider the various disclosures made by us in our reports filed
with the Securities and Exchange Commission which attempt to advise interested parties of the risks and factors that
may affect our business, financial condition, results of operation and cash flows. If one or more of these risks or
uncertainties materialize, or if the underlying assumptions prove incorrect our actual results may vary materially from
those expected or projected.

Overview

The following Management’s Discussion and Analysis (“MD&A”) is intended to help the reader understand our results
of operations and financial condition. The MD&A is provided as a supplement to, and should be read in conjunction
with our financial statements and the accompanying notes to the financial statements included in this Form 10-Q.

The MD&A is based on our financial statements, which have been prepared in accordance with accounting principles
generally accepted in the United States of America. The preparation of these financial statements requires us to make
estimates and judgments that affect the reported amounts of assets, liabilities and expenses and related disclosure of
contingent assets and liabilities. Management bases its estimates on historical experience and on various other
assumptions that are believed to be reasonable under the circumstances, the results of which form the basis for making
judgments about the carrying values of assets and liabilities that are not readily apparent from other sources. Actual
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results may differ from these estimates under different assumptions or conditions.
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Background

We were incorporated in 1986 under the name “Profile Technologies, Inc.” and commenced operations in fiscal year
1988.  We are in the business of providing pipeline inspection services to locate corrosion and other anomalies that
require assessment to verify pipeline integrity.  We have developed a patented, non-destructive and non-invasive, high
speed scanning process that uses electromagnetic waves to inspect remotely buried and above ground, cased and
insulated pipelines for corrosion and other anomalies.   Our inspection services are available to owners and operators
of natural gas and oil pipelines, power plants, refineries, utilities, and other facilities which have cased or insulated
pipe. We are actively marketing to these sectors.  In conjunction with providing inspection services, we continue our
research and development of new applications for our patented technology, including inspecting pipes for internal
corrosion and other anomalies and direct buried pipes for external corrosion and other anomalies.

As disclosed in our 8-K filed with the Securities and Exchange Commission on November 19, 2010, we held our 2010
Annual Meeting (the “Annual Meeting”) of Stockholders on November 16, 2010 whereby the six nominees for election
to the Board that were listed in our proxy statement for the Annual Meeting were all re-elected.

In November 2010, Dr. Charles Christenson, who served on our Board since 1999, passed away unexpectedly. We
have begun the process of identifying and interviewing qualified candidates to fill the vacancy created by Dr.
Christenson’s departure. We extend our condolences to Dr. Christenson’s family.

EMW-C™ External Inspection Process

Our core business is based on the technologies that we have developed and patented for defect inspection of pipelines
using electromagnetic waves.  Born from these technologies, we have researched and developed inspection methods
that have become commercial or near commercial products and services.

The EMW-C™ inspection process is a non-destructive corrosion inspection method that we patented, for long-range
external assessment of cased and insulated pipelines. The technique uses electromagnetic waves to locate and identify
corrosion and other anomalous conditions at distances down the length of the pipeline. This non-intrusive and
non-destructive method can be performed without disturbing the pipeline casing or removing the protective insulation.
After the initial inspection is performed, permanent connectors may be left on the pipeline to allow for repeat and
periodic inspections or monitoring. In addition, the EMW-C™ inspection process provides corrosion inspection over
long lengths of cased or insulated pipe sections from a single location, as opposed to most other inspection methods,
which may only provide for point or localized inspections.

Correlating pipeline corrosion information using our technology requires a combination of state-of-the-art
instrumentation plus an understanding of the physical phenomena that are being measured. Management believes that
the EMW-C™ measurement and analysis are on the leading edge of inspection technology.

Installation of Permanent Connectors, Inspection of Wax-Filled Cased Pipelines, and Internal Inspection Process

During the beginning of fiscal year 2010, we began selling two additional options with the EMW-C™ inspection
service: permanent connectors for recurring inspection and dielectric fill analysis. Adding these two features increases
the appeal of the EMW-C™ to the customer.  The permanent connectors are a relatively low cost option which allow for
quick re-inspection of the pipeline section at later times without the need for repeat excavation or preparation by the
customer.

We also now offer a modification to the EMW-C™ which inspects the condition of wax or dielectric fill in cased
pipelines.  The filling of the void between the casing and the pipe with wax as a means of additional corrosion
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protection (the “wax-fill technology”) has become popular in the oil and gas pipeline industry with the onset of new
Federal regulations allowing its use. We have worked closely with key participants in this technology to refine and
demonstrate our capability to perform the initial inspection and long-term monitoring of wax-filled pipeline crossings
in combination with EMW-C™ permanent connectors.
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Capital will be expended to support operations until we can generate sufficient cash flows from operations. In order to
do so, we must obtain additional revenue generating contracts for the use of our commercially available EMW-C™
service.

As revenue is generated, we will continue to manufacture our EMW-C™ inspection equipment.  We expect that as
additional revenue contracts are secured, working capital requirements will increase. We will incur additional
expenses as we hire and train field crews and support personnel related to the successful receipt of commercial
contracts. Additionally, we anticipate that cash will be used to meet capital expenditure requirements necessary to
develop infrastructure to support future growth. In time, and if sales increase, we may consider our position as a
service provider and alternatively sell or lease our service to pipeline operators and/or inspection service providers
while maintaining the intellectual rights to our technology and equipment.

Results of Operations

Revenue

Pursuant to our service contracts, we have two outputs, inspection of the pipelines (service) and delivery of the final
inspection report (product).  We offer both a service and a product in a single transaction in which the product (final
inspection report) is incidental to the rendering of the inspection services.  The service transaction is based on a
pre-determined fixed fee, consisting of:

• the pipeline inspection fee,
•reimbursement of costs incurred to mobilize and demobilize field crews and inspection equipment to and from the

inspection site,
•proceeds from the sale of permanent connectors, and
•other travel related costs.

The final act (delivery of the inspection report) is not so significant to the entire transaction taken as a whole that
performance cannot be considered to have taken place until delivery.  The customer is obligated to fulfill their
contractual obligation (via payment) based on the performance of the inspection services.

Accordingly, we recognize revenue from our service contracts (i.e. pipeline inspections) using the proportional
performance method of accounting because performance determines the extent to which the earnings process is
complete or virtually complete.  Contract revenue earned is measured based on the number of measurable units of
pipelines inspected to the total number of units contracted to be inspected.  Revenue is recognized based on the
completion of such measurable units.  The proportional performance method is used to recognize revenue because
management considers measurable units of completion to be the best available measure of progress towards the
completion of service contracts.  Changes in estimated revenue on service contracts are recognized during the period
in which the change in estimate becomes known.   Anticipated losses on service contracts, if any, are charged to
earnings in their entirety as soon as such losses can be estimated.

Revenue also includes the sale of permanent connectors to the customer for recurring inspections.

Revenue for the three months ended December 31, 2010 and 2009 was $20,890 and $72,176, respectively.  Revenue
for the six months ended December 31, 2010 and 2009 was $40,647 and $114,593, respectively.  There is a direct
correlation between the number of pipelines for which inspection is completed and the amount of revenue recognized.

Cost of revenue
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Cost of revenue includes time incurred and materials used to plan the pipeline inspections, mobilize and demobilize
field crews, perform the inspection services, analyze the resulting data and prepare the final inspection report.  Cost of
revenue also includes the cost of the materials and the time incurred to build and install the permanent connectors as
well as any idle time incurred by personnel scheduled to work on customer contracts. Costs are recognized as incurred
as they are not an indicator of the progress towards completion of the pipeline inspection services.
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Cost of revenue for the three and six months ended December 31, 2010 was $20,941 and $50,567, respectively,
resulting in negative gross margins of 0.2% and 24.4%, respectively.  Cost of revenue for the three and six months
ended December 31, 2009 was $60,215 and $113,383, respectively, resulting in gross margins of 16.6% and 1.1%,
respectively.  Fluctuations in gross margin are caused by the unique requirements of each inspection, including
location of each pipeline inspection site and time and resources required to prepare the field crews for the inspection,
in addition to the cost of mobilizing and demobilizing field crews and equipment to the inspection site.

Operating Expenses

A summary of our operating expenses for the three and six months ended December 31, 2010 and 2009 was as
follows:

Three Months Ended
December 31, Increase / Percentage

2010 2009 (Decrease) Change

Operating expenses
Research and development $ 64,431 $ 224,316 $ (159,885 ) (71.3 ) %
Selling 52,373 87,540 (35,167 ) (40.2 )
General and administrative 216,537 726,365 (509,828 ) (70.2 )
Total operating expenses $ 333,341 $ 1,038,221 $ (704,880 ) (67.9 ) %

Six Months Ended
December 31, Increase / Percentage

2010 2009 (Decrease) Change

Operating expenses
Research and development $ 168,421 $ 339,607 $ (171,186 ) (50.4 ) %
Selling 114,172 138,959 (24,787 ) (17.8 )
General and administrative 449,506 919,086 (469,580 ) (51.1 )
Total operating expenses $ 732,099 $ 1,397,652 $ (665,553 ) (47.6 ) %

Research and Development

Research and development expense consists of fees paid to consulting scientists to develop our inspection
technologies and related hardware, salary and benefit costs for employees, including stock compensation, supplies and
testing equipment utilized for the development of the EMW inspection technologies and other supply and travel
expenses incurred pursuant to performing research and development related activities.

Research and development expense for the three months ended December 31, 2010 was $64,431, a decrease of
$159,885, compared to $224,316 for the same period in 2009.  The decrease is substantially attributable to stock
options granted to our consulting scientists and two employees during the prior year to purchase a total of 180,000
shares of common stock at an exercise price of $1.34 per share.  The fair value at the date of grant was $173,200,
which is included in research and development expense for the three and six months ended December 31,
2009.  Offsetting this decrease is an increase of approximately $12,000 for fees paid to the consulting scientists during
the three months ended December 31, 2010.
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Research and development expense for the six months ended December 31, 2010 was $168,421, a decrease of
$171,186, compared to $339,607 for the same period in 2009.  The decrease is substantially attributable to the stock
options granted to our consulting scientists and two employees during the prior period (as discussed in the preceding
paragraph).  Offsetting this decrease is an increase of approximately $7,900 for fees paid to the consulting scientists
during the six months ended December 31, 2010.
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Selling Expense

Selling expense is primarily comprised of salary and benefit expense for employees who spend time meeting with
prospective customers, costs that we incur to provide field demonstrations to prospective customers, including costs
incurred by our consulting scientists and other third party consultants, and costs incurred to attend conferences and
trade shows.

Selling expense for the three months ended December 31, 2010 was $52,373, a decrease of $35,167, compared to
$87,540 for the same period in 2009.  On June 23, 2009, we retained the services of an independent consultant (the
“Consultant”) to assist us in seeking new customer opportunities, managing existing customer relationships, and
publicizing our EMW inspection technologies.  During the three months ended December 31, 2010, we incurred
approximately $20,700 in fees for services rendered by the Consultant (compared to $16,500 in the prior year).
Additionally, as a result of a direct marketing approach that we enacted last year, we continue to utilize the aid of the
Consultant to target specific new and existing customers in an effort to further develop sales leads and to secure
additional inspection contracts.  Several meetings were held at various customer offices and conferences across the
country during the three and six months ended December 31, 2010.  As a result of these meetings, our travel related
expenses increased approximately $9,700 during the three months ended December 31, 2010 compared to the three
months ended December 31, 2009.

Offsetting the increases in fees paid to the Consultant and travel related expenses, was a decrease in stock based
compensation of approximately $42,000 for the fair value of a stock option granted the Consultant on November 19,
2009 to purchase 50,000 shares of our common stock at an exercise price of $1.34 per share and stock based
compensation of $7,333 for the amortization of a stock option granted the Consultant on June 23, 2009 and vesting
over time.

Selling expense for the six months ended December 31, 2010 was $114,172, a decrease of $24,787, compared to
$138,959 for the same period in 2009.  During the prior year, we recognized $75,000 of stock based compensation
related to the stock options granted to the Consultant on November 19, 2009 and June 23, 2009 (as discussed in the
preceding paragraph). Offsetting this decrease in selling expense is an increase in fees we paid for services rendered
by the Consultant ($47,000 during the six months ended December 31, 2010 compared to $27,250 in the prior year)
and an increase in travel related expenses of approximately $27,400.

General and Administrative

General and administrative expense consists of costs incurred for professional fees, wages and benefits for the
executive team, travel and entertainment, patent filing and maintenance fees, shareholder relations, rent, and other
administrative fees such as office supplies, postage and printing costs.

General and administrative expense for the three months ended December 31, 2010 was $216,537, a decrease of
$509,828, compared to $726,365 for the same period in 2009.  During the quarter ended December 31, 2009, we
granted stock options to directors, officers and consultants to purchase up to 510,000 shares of our common stock,
resulting in recognition of stock based compensation expense of $521,100.  Also contributing to the decrease in
general and administrative expense was a decrease in patent filing and maintenance fees of approximately
$18,200.  Offsetting these decreases in general and administrative expense are increases in legal fees of approximately
$23,800 and shareholder relations expense of $7,500.

Legal fees increased substantially as a result of costs incurred related to the exercise of warrants and the change in
SEC legal counsel during the fourth quarter of fiscal year 2010. The change in SEC legal counsel was not the result of
any disagreement between management and our former law firm, rather, the managing partner on our account
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transferred to another law firm and we determined that it was in our best interest to continue that relationship. We also
incurred additional legal fees, including those in connection with the review and preparation of our Private Placement
Memorandum dated December 21, 2010 (“2010 Offering”). Please refer to “Note 11. 2010 Private Placement Equity
Offering” in the notes to the financial statements contained in this Form 10-Q.
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Shareholder relations expense increased substantially as a result of fees incurred with regard to the exercise of certain
warrants issued in connection with the 2003 Offering and a private placement offering we completed in 2005 (the
“Warrants”).  In March 2010, we entered into an agreement with a brokerage firm, whereby the brokerage firm receives
5% of the total value of each investor’s conversion of Warrants exercised as a direct result of the brokerage firm’s
contact with such investor.  During the three months ended December 31, 2010, we received proceeds of $185,467
from the exercise of warrants, of which $150,000 was subject to the aforementioned agreement with the brokerage
firm resulting in $7,500 paid to such firm.

General and administrative expense for the six months ended December 31, 2010 was $449,506, a decrease of
$469,580, compared to $919,086 for the same period in 2009.  During the quarter ended December 31, 2009, we
granted stock options to directors, officers and consultants to purchase up to 510,000 shares of our common stock,
resulting in recognition of stock based compensation expense of $521,100.  Also contributing to the decrease in
general and administrative expense was a decrease in patent filing and maintenance fees of approximately
$19,900.  Offsetting these decreases in general and administrative expense are increases in legal fees of approximately
$42,300 and shareholder relations expense of $25,500.  Legal fees increased as a result of the change in our SEC legal
counsel and additional costs incurred pursuant to our 2010 Offering as previously discussed.  During the six months
ended December 31, 2010, we received proceeds of $614,039 from the exercise of warrants, of which $495,875 was
subject to the aforementioned agreement with the brokerage firm resulting in $24,974 paid to such firm and included
in shareholder relations expense.

Other Income (Expense)

A summary of our other income (expense) for the three and six months ended December 31, 2010 and 2009 was as
follows:

Three Months Ended
December 31, Percentage

2010 2009 Change Change

Other income (expense)
Interest expense $ (284 ) $ (191 ) $ (93 ) 48.7 %
Interest income 102 53 49 92.5
Total other income (expense) $ (182 ) $ (138 ) $ (44 )

Six Months Ended
December 31, Percentage

2010 2009 Change Change

Other income (expense)
Gain on sale of equipment $ - $ 300 $ (300 ) * %
Interest expense (459 ) (14,443 ) 13,984 (96.8 )
Interest income 295 72 223 309.7
Total other income (expense) $ (164 ) $ (14,071 ) $ 13,907
* Not meaningful

Interest Expense
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Interest expense for the six months ended December 31, 2010 was $459, a decrease of $13,984, compared to $14,443
for the same period in 2009.  Interest expense during the six months ended December 31, 2009 includes $9,951 for the
accretion of the discount on the Debentures and $3,690 recorded for the remaining unamortized discount on a
Debenture that an investor converted to equity pursuant to the terms of the Debentures.
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Liquidity and Capital Resources

The accompanying financial statements have been prepared assuming we will continue as a going concern.  We have
incurred cumulative losses of $21,334,666 through December 31, 2010, do not have positive cash flows from
operating activities, and had negative working capital of $1,016,572 as of December 31, 2010.  We face all of the risks
common to companies that are actively marketing to customers utilizing a relatively new technology, including under
capitalization and uncertainty of funding sources, high expenditure levels, uncertain revenue streams, and difficulties
managing growth.  Additionally, we have expended a significant amount of cash in developing our technology and
patented processes.  These conditions raise substantial doubt about our ability to continue as a going
concern.  Management recognizes that in order to meet our capital requirements, and continue to operate, additional
financing, including seeking industry-partner investment through joint ventures or other possible arrangements, will
be necessary.  We are evaluating alternative sources of financing to improve our cash position and are undertaking
efforts to raise capital.  If we are unable to raise additional capital or secure revenue contracts and generate positive
cash flow, it is unlikely that we will be able to continue as a going concern.  The financial statements do not include
any adjustments that might result from the outcome of this uncertainty.

Our principal source of liquidity is cash in the bank.  At December 31, 2010, we had cash and cash equivalents of
$248,314. We have financed our operations primarily from funds received pursuant to the 2007 private placement
equity offering completed on August 15, 2008, raising net proceeds of $2,065,864, funds received pursuant to the
2009 Offering (as further described below) completed on April 1, 2010, raising net proceeds of $1,219,108, and
proceeds received from the exercise of stock options and warrants.

Net cash used in operating activities was $742,852 for the six months ended December 31, 2010, compared to net cash
used in operating activities of $685,088 for the same period in 2009.  The increase of $57,764 in cash used in
operating activities is mainly attributable to increases in fees paid to the Consultant (see “Selling Expense” above) and
increases in amounts paid for general and administrative expenses, specifically travel and entertainment, legal fees,
and shareholder relations (see “General and Administrative Expense” above).

Net cash provided by investing activities was $0 for the six months ended December 31, 2010, compared to net cash
used in investing activities of $13,645 for the same period in 2009.  We recorded a gain on sale of equipment of $300
during the six months ended December 31, 2009 as a result of proceeds received from the sale of a truck that was
previously being utilized on the North Slope of Alaska.  Additionally, during the six months ended December 31,
2009, we purchased contract related equipment of $13,945 for use in the testing of our EMW-C technology and for
use in the field during pipeline inspections.

Net cash provided by financing activities was $614,039 for the six months ended December 31, 2010 compared to net
cash provided by financing activities of $650,529 for the same period in 2009.   During the six months ended
December 31, 2010, we received proceeds of $614,039 from the exercise of warrants.  During the six months ended
December 31, 2009, we raised net proceeds of $650,529 pursuant to the terms of the 2009 Offering.

Deferred Wages and Accrued Professional Fees

To reduce cash outflows, certain of our employees, officers, consultants, and directors have agreed to defer a portion
of their salaries and professional fees until we have sufficient resources to pay the amounts owed or to exchange such
amounts into options as described below.  At December 31, 2010, we have accrued $1,189,679 related to the deferred
payment of salaries and professional fees of which $853,029 is included under deferred wages and $336,650 in
accrued professional fees.  At June 30, 2010, we have accrued $1,146,761 related to the deferred payment of salaries
and professional fees of which $840,111 is included under deferred wages and $306,650 in accrued professional
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fees.  On March 18, 2002, the Board approved a conversion right on all deferred wages and accrued professional fees
deferred as of March 18, 2002 (the “Conversion Right”).  Pursuant to the Conversion Right, employees, officers,
consultants, and directors may elect to convert $1.00 of fees owed to them as of March 18, 2002 for an option to
purchase two shares of our common stock, at an exercise price of $1.00 per share for a term of five years.   Of the total
$1,189,679 and $1,146,761 deferred salaries and accrued professional fees at December 31, 2010 and June 30, 2010,
respectively, the amount subject to the Conversion Right is $111,500, resulting in the potential issuance of 223,000
options under the terms mentioned above.  No conversions have occurred to date.  At March 18, 2002, there was no
intrinsic value associated with these Conversion Rights.  As such, no additional compensation cost was recorded.
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2009 Private Placement Equity Offering

On April 2, 2009, we entered into a private placement offering (the “2009 Offering”) of 1,500,000 shares of our
common stock at $0.90 per share to accredited investors for a total offering price of $1,350,000.  On January 29, 2010,
the Board determined that it was in our best interests to extend the termination date of the 2009 Offering and voted to
extend the expiration date to April 1, 2010.

During the three and six months ended December 31, 2009, we raised gross proceeds of $393,008 and $722,810 under
the terms of the 2009 Offering.  Accordingly, we issued 436,673 and 803,118 shares of our common stock pursuant to
the terms of the 2009 Offering.

We engaged two brokerage firms to help in the fund raising efforts of the 2009 Offering.  Pursuant to the terms of the
agreements with the brokerage firms, we owe the brokerage firms a ten percent cash commission on all funds that the
brokerage firm helps raise.  Accordingly, during the three and six months ended December 31, 2009, we incurred total
fees payable to the brokerage firms of $39,301 and $72,281.

The 2009 Offering was closed on April 1, 2010.  As of the closing date, we had raised gross proceeds of $1,349,564
and issued 1,499,502 shares of common stock pursuant to the terms of the 2009 Offering.

2010 Private Placement Equity Offering

On December 21, 2010, we entered into a private placement offering (the “2010 Offering”) of 2,000,000 shares of our
common stock at $1.00 per share to accredited investors for a total offering price of $2,000,000.  The 2010 Offering
will terminate on February 21, 2011, provided that we may extend the termination date for a reasonable period
thereafter.

We did not receive any proceeds pursuant to the 2010 Offering during the quarter ended December 31,
2010.  Subsequent to December 31, 2010, we have received gross proceeds of $120,000 and issued 120,000 shares of
our common stock pursuant to the terms of the 2010 Offering.

We engaged two brokerage firms to help in the fund raising efforts of the 2010 Offering.  Pursuant to the terms of the
agreements with the brokerage firms, we owe the brokerage firms a ten percent cash commission on all funds that the
brokerage firms help raise.  Accordingly, subsequent to December 31, 2010, we incurred total fees payable to the
brokerage firms of $12,000.

Other Contractual Obligations

Our other contractual obligations consist of commitments under operating leases and repayment of a loan payable to a
stockholder.

As of December 31, 2010, we have an outstanding loan payable to a stockholder with a principal amount of
$7,500.  The terms of the stockholder note are described under “Note 7.  Note Payable to Stockholder” in the notes to
the financial statements contained in this Form 10-Q.

As of December 31, 2010, we have future minimum lease payments of approximately $14,900 under our operating
leases which will be incurred through May 31, 2011.

Off-Balance Sheet Arrangements
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We have no off-balance sheet arrangements.

Recently Issued Accounting Pronouncements

See “Note 4. Summary of Significant Accounting Policies” to the financial statements in this Form 10-Q.
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Item 4.     Controls and Procedures.

Disclosure Controls and Procedures

Under the supervision and with the participation of our management, including our Chief Executive Officer and Chief
Financial Officer, we conducted an evaluation of the effectiveness of the design and operation of our disclosure
controls and procedures, as defined in Rules 13a-15(e) and 15d-15(e) under the Securities Exchange Act of 1934 (the
“Exchange Act”), as of the end of the period covered by this quarterly report. Based on this evaluation, our Chief
Executive Officer and Chief Financial Officer concluded that as of December 31, 2010 that our disclosure controls
and procedures were effective such that the information required to be disclosed in our United States Securities and
Exchange Commission (the “SEC”) reports is recorded, processed, summarized and reported within the time periods
specified in SEC rules and forms, and is accumulated and communicated to our management, including our Chief
Executive Officer and Chief Financial Officer, as appropriate to allow timely decisions regarding required disclosure.

Internal Control over Financial Reporting

There were no changes in our internal control over financial reporting (as defined in Rules 13a-15(f) and 15d-15(f)
under the Exchange Act) that occurred during the period covered by this report that has materially affected, or is
reasonably likely to materially affect, our internal control over financial reporting.
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PART II — OTHER INFORMATION

Item 1.    Legal Proceedings

None.

Item 2.    Unregistered Sales of Equity Securities and Use of Proceeds

Warrant Exercises

On June 19, 2003, our Board of Directors approved the offering (the “2003 Offering”) of $1,000,000 in convertible
debentures (the “Debentures”).  The Debentures were convertible into that number of shares of our common stock equal
to the amount of the converted indebtedness divided by $0.50 per share.  The Debentures bore interest at a rate of 5%
per annum, payable quarterly.

Upon the purchase of, and for each $0.50 of the Debenture’s principal amount, we issued to each investor a warrant
(the “Warrant”) to purchase one (1) share of our common stock at an exercise price of $0.75 per share.  The Warrants
are exercisable at any time prior to the 5th anniversary date of the redemption of the Debenture (as further described in
“Note 8. Convertible Debt” in the notes to the financial statements included in this Form 10-Q).

Set forth in the table below are the dates on which participants exercised warrants granted pursuant to the 2003
Offering and the number of shares of our common stock issued thereon during the quarter ended December 31, 2010.

Warrant
Exercise Date

Number of Shares of Common Stock
Issued

October 8,
2010 10,000

December 9,
2010 7,718

December 13,
2010 10,000

December 15,
2010 119,571

December 16,
2010 100,000

Total                                                      
247,289

We received proceeds of $185,467 as a result of the exercise of these warrants.

The issuance of the common stock pursuant to the above transactions is exempt from registration pursuant to Section
4(2) of the Securities Act, and the stock certificates contained an appropriate legend stating that such securities have
not been registered under the Securities Act and may not be offered or sold absent registration or an exemption
therefrom.
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Item 3.   Defaults Upon Senior Securities

None.
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Item 5.   Other Information

None.

Item 6. Exhibits

E x h i b i t
No.

Description of Exhibit

E x h i b i t
3.1

Articles of Incorporation (incorporated by reference to Exhibit 3.1 to the
Company’s Registration Statement on Form SB-2 filed with the Commission on
May 10, 1996).

E x h i b i t
3.2

Amendment to Certificate of Incorporation (incorporated by reference to Exhibit
A to the Company’s Definitive Proxy Statement filed with the Commission on
October 28, 2002).

E x h i b i t
3.3

Amendment to Certificate of Incorporation (incorporated by reference to
Appendix A to the Company’s Definitive Proxy Statement filed with the
Commission on October 6, 2006).

E x h i b i t
3.4

Amendment to Certificate of Incorporation (incorporated by reference to
Appendix A to the Company’s Definitive Proxy Statement filed with the
Commission on October 20, 2008).

E x h i b i t
3.5

Bylaws of the Company (incorporated by reference to Exhibit 3.3 to the
Company’s Registration Statement on Form SB-2 filed with the Commission on
May 10, 1996).

E x h i b i t
10.1

Royalty Agreement (incorporated by reference to Exhibit 10.1 to the Company’s
Registration Statement on Form SB-2 filed with the Commission on May 10,
1996).

E x h i b i t
10.2

Assignment of Patent Rights (incorporated by reference to Exhibit 10.2 to the
Company’s Registration Statement on Form SB-2 filed with the Commission on
May 10, 1996).

E x h i b i t
10.3

1999 Stock Option Plan (incorporated by reference to Exhibit 10.9 to the
Company’s Annual Report on Form 10-KSB filed with the Commission on
October 12, 2004).

.
E x h i b i t
10.4

First Amendment to the 1999 Stock Option Plan (incorporated by reference to
Appendix B to the Company’s Definitive Proxy Statement filed with the
Commission on October 6, 2006).

E x h i b i t
10.5

2008 Stock Ownership Incentive Plan. (incorporated by reference to Appendix
B to the Company’s Definitive Proxy Statement filed with the Commission on
October 20, 2008).
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E x h i b i t
10.6

Amendment No. 1 to the Consulting Agreement dated April 1, 2009, by and
between Profile Technologies, Inc. and R.F. Lafferty & Co., Inc. (incorporated
by reference to Exhibit 3.7 to the Company’s Quarterly Report on Form 10-Q
filed with the Commission on May 14, 2009).

E x h i b i t
10.7

Form of Subscription Agreement by and between Profile Technologies, Inc. and
investors in the 2009 Offering (incorporated by reference to Exhibit 3.8 to the
Company’s Quarterly Report on Form 10-Q filed with the Commission on May
14, 2009).
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E x h i b i t
31.1

Certification of Principal Executive Officer and Principal Financial Officer
Pursuant to Rule 13(a)-14 of the Securities Exchange Act of 1934, As Adopted
Pursuant to Section 302 of the Sarbanes-Oxley Act of 2002. *

E x h i b i t
32.1

Certification of Principal Executive Officer and Principal Financial Officer
Pursuant to 18 USC. Section 1350, As Adopted Pursuant to Section 906 of the
Sarbanes-Oxley Act of 2002 . *

 ___________________
*  Filed herewith.
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SIGNATURE

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.

Profile Technologies, Inc.
            (Registrant) 

February 10, 2011 By: /s/ Henry E. Gemino
Henry E. Gemino 
Chief Executive Officer, Chief Financial Officer, Director
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