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PART I FINANCIAL INFORMATION

Item 1. Financial Statements

Current assets:

Cash and cash equivalents
Accounts receivable, net

Inventories

Receivables subject to a sales agreement

Prepaid expenses and other current assets

Total current assets

Property and equipment, net

Long-term receivables subject to a sales agreement
Purchased intangibles

Goodwill

Long-term notes receivable

Other assets
Total assets

Current liabilities:
Accounts payable
Accrued liabilities

Deferred service revenue

Deferred gross profit

Obligation resulting from sale of receivables

Total current liabilities

Long-term obligation resulting from sale of receivables
Long-term deferred service revenue

Other long-term liabilities

Stockholders equity

Total liabilities and stockholders equity
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OMNICELL, INC.
CONDENSED CONSOLIDATED BALANCE SHEETS

(In thousands)

LIABILITIES AND STOCKHOLDERS EQUITY:

September 30,
2006
(Unaudited)

$ 50,081
32,667
21,883

1,017

11,954
117,602
4,742

1,131

1,672

3,127

8,167

2,063

$ 138,504

$ 11,874
12,457
7,600

14,241

1,017
47,189

1,131

10,350

125

79,709

$ 138,504

December 31,
2005(1)

$ 29,536
29,456
13,763

2,551

10,286
85,592

4,727

1,292

2,504

3,127

325

2,861

$ 100,428

$ 6,901
9,822
6,526

7,981

2,551
33,781
1,292
9,867

250

55,238

$ 100,428

(1) Information derived from our December 31, 2005 audited Consolidated Financial Statements. The accompanying

notes are an integral part of these condensed consolidated financial statements.
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OMNICELL, INC.
CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS

(in thousands, except per share amounts)

(unaudited)

Three months ended

September 30,

2006 2005
Revenues:
Product $ 32938 $ 24,194
Services and other revenues 7,992 6,494
Total revenue 40,930 30,688
Cost of revenues:
Cost of product revenues 15,383 10,572
Cost of services and other revenues 3,317 2,226
Total cost of revenues 18,700 12,798
Gross profits 22,230 17,890
Operating expenses:
Research and development 2,878 2,143
Selling, general, and administrative 16,736 14,446
Restructuring, facility, severance charges and disposition of assets
Total operating expenses 19,614 16,589
Income (loss) from operations 2,616 1,301
Other income and expense 583 150
Income (loss) before provision for income taxes 3,199 1,451
Provision for income taxes 384 36
Net income (loss) $ 23815 $ 1415
Net income (loss) per share:
Basic $ 0.10 $ 0.05
Diluted $ 0.10 $ 0.05
Shares used in computing net income per share:
Basic 27,775 26,101
Diluted 29,450 27,297

The accompanying notes are an integral part of these condensed consolidated financial statements.
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Nine months ended

September 30,
2006

$ 87,393
23,422
110,815

40,511
9,714
50,225

60,590

7,858
48,031

55,889
4,701
1,277
5,978

522
$ 5456

$ 020
$ 0.19

27,336
28,795

2005

$ 68,688
19,349
88,037

32,157
7,349
39,506

48,531

7,584
45,152

406

53,142
@611 )
369

4242 )

69
$ 4311)

$ (0.17 )
$ (0.17 )

25,792
25,792
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CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS

Operating activities:
Net income (loss)

OMNICELL, INC.

(In thousands, unaudited)

Adjustments to reconcile net income (loss) to net cash used in operating activities:

Depreciation and amortization

Provision for doubtful accounts

Loss on disposal of property and equipment
Share-based stock compensation

Provision for excess and obsolete inventories
Changes in operating assets and liabilities:
Accounts receivable, net

Inventories

Prepaid expenses and other current assets
Other assets

Accounts payable

Accrued liabilities

Deferred service revenue

Deferred gross profit

Other long-term liabilities

Net cash provided by (used in) operating activities

Investing activities:

Acquisition of intangible and intellectual property
Purchases of short-term investments

Proceeds of short-term investments

Purchases of property and equipment

Proceeds from sale of property and equipment
Net cash (used in) provided by investing activities

Financing activities:

Tax benefit from employee stock options
Proceeds from issuance of common stock

Net cash provided by financing activities

Net increase in cash and cash equivalents

Cash and cash equivalents at beginning of period
Cash and cash equivalents at end of period

Nine months ended September 30,

2006
$ 5,456

2,813
283
60
6,116
2,074

(3,494
(10,053
(1,668
(7,044
4,971
3,315
1,537
6,260
(106
10,520

(677
(12

(2,056

(2,745

(106

12,876
12,770
20,545
29,536

$ 50,081

The accompanying notes are an integral part of these condensed consolidated financial statements.
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2005
$ 4311
3,185

3

(8,237
(342
(817
4917
500
(594
2,703
4,333
(1,840
(500

(323

(1,564
10,701
(1,645

7,173

3,345

3,345

10,018

19,482

$ 29,500

)
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OMNICELL, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
(Unaudited)
Note 1. Organization and Summary of Significant Accounting Policies
Description of the Company

Omnicell, Inc. ( Omnicell, our, us, we, orthe Company ) was incorporated in California in 1992 under the name Omnicell Technologies, Inc.
reincorporated in Delaware in 2001 as Omnicell, Inc. Our solutions for the healthcare industry are designed for many clinical areas of the

healthcare facility the central pharmacy, nursing units, operating room, cardiac catheterization lab and the patient s bedside. Our solutions enable
healthcare facilities to acquire, manage, dispense and administer medications and medical-surgical supplies, and are intended to enhance patient

safety, reduce medication errors, improve workflow and increase operational efficiency. Our medication and supply dispensing systems facilitate

the distribution of medications and medical-surgical supplies at the point of care. Our physician order management system streamlines

communication between nursing and pharmacy staff. Each of these systems interfaces with healthcare facilities existing information systems to
accurately capture and display critical patient data.

In 2002, we acquired two products, a central pharmacy storage and retrieval solution, now marketed as Omnicell PharmacyCentral, and
SafetyMed, a mobile workflow and patient safety platform. In August 2003, we acquired BCX Technology, Inc., a provider of open bar code
supply management systems now branded as OptiFlex open and integrated systems, to complement our cabinet-based supply solutions. In
March 2004, we acquired Ariel Distributing, Inc. s closed-loop, controlled substance inventory management software for healthcare system

pharmacies, marketed by Omnicell under the product name SecureVault . When used in combination, our products and services
offer a comprehensive solution to enable healthcare facilities to enhance patient safety while improving operational
efficiency. In August 2005, we opened a research and development facility in India.

As a result of our product development efforts and acquisitions, we offer end-to-end solutions for both the medication-use process and the
medical-surgical supply chain, providing additional market opportunities in areas beyond our solutions traditional location in the healthcare
facility the nursing unit. For the medication-use process, we provide the central pharmacy with a physician order management system,

OmniLinkRxTM, Omnicell PharmacyCentral, SafetyPak, an automated medication packaging system, and SecureVault, a
controlled substance inventory management system and OmniRxT™, our medication dispensing control system. In
addition, we offer SafetyMed RN, a mobile nursing workflow automation solution for use at the patient bedside. For
the medical-surgical supply chain, we provide Omnibuyer, our purchase requisition system, Omnisupplier, our
controlled dispensing system, and Optiflex, our open shelf dispensing control system.

Basis of Presentation

The accompanying unaudited condensed consolidated financial information has been prepared by management, in accordance with accounting
principles generally accepted in the United States pursuant to instructions to Form 10-Q and Article 10 of Regulation S-X related to interim
financial information. Certain information and footnote disclosures normally included in consolidated financial statements prepared in
accordance with accounting principles generally accepted in the United States have been condensed or omitted pursuant to the Securities and
Exchange Commission s rules and regulations. The consolidated financial statements include the Company and its wholly-owned subsidiaries,
APRS, Inc., Omnicell HealthCare Canada, Inc., BCX Technology, Inc., and Omnicell Corporation (India) Private Limited. All significant
inter-company accounts and transactions are eliminated in consolidation. In the opinion of management, all adjustments (which would include
nomal recurring adjustments) necessary to present fairly our financial position as of September 30, 2006 and the results of operations and cash
flows for all periods presented have been made. The condensed consolidated balance sheet as of December 31, 2005 has been derived from the
audited financial statements as of that date.

The condensed consolidated financial statements should be read in conjunction with our December 31, 2005 audited consolidated financial
statements included in our Annual Report on Form 10-K as filed with the Securities and Exchange Commission. The results of operations for the
three months and nine months ended September 30, 2006 are not necessarily indicative of the results to be expected for any subsequent quarter
or for the entire fiscal year ending December 31, 2006.

Use of Estimates in Preparation of Financial Statements
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The preparation of financial statements in conformity with generally accepted accounting principles in the United States requires management to
make estimates and assumptions that affect the reported amounts of assets and liabilities and the disclosure of
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contingent assets and liabilities at the date of the financial statements, and the reported amounts of revenue and expenses during the period
reported. Actual results could differ from those estimates. Estimates are used in accounting for, but not limited to, the allowance for doubtful
accounts, inventory valuation, purchased residual interests, asset and goodwill impairments, sales commissions, accrued liabilities, share-based
compensation and taxes. Estimates and assumptions are reviewed periodically and the effects of revisions are reflected in the consolidated
financial statements in the period they are determined.

Foreign Currency Translation

The functional currency of our foreign subsidiary is the U.S. Dollar. Monetary assets and liabilities denominated in foreign currency are
translated using the exchange rate on the balance sheet dates. Non-monetary assets and liabilities denominated in foreign currency are translated
at historical exchange rates. Expenses are translated using monthly average exchange rates during the year. Translation adjustments resulting
from this process are included as a component of other income (expense). Foreign currency transaction gains and losses are included in the
determination of net income.

Concentration of Credit Risk

Financial instruments that potentially subject us to concentrations of credit risk consist principally of investments in a money market account and
trade receivables, including receivables with multi-year payment terms. Our products are sold primarily to customers and to distributors. We
perform ongoing credit evaluations of our customers and maintain reserves for credit losses. Credit is extended based on such evaluations and
collateral is generally not required. Credit losses have not traditionally been material and such losses have been within management s
expectations. The majority of our receivables with multi-year payment terms are sold to a financing company. We maintain a reserve for
potentially uncollectible accounts receivable based on our assessment of collectability. We assess collectability based on a number of factors,
including past history, the number of days an amount is past due, credit ratings of our customers, current events and circumstances regarding the
business of our customers and other factors that we believe are relevant.

Substantially all revenues for the three and nine months ended September 30, 2005 and 2006 were generated from customers in North America.
No single customer accounted for more than 10% of total revenues for the three and nine months ended September 30, 2006 and 2005. Leasing
companies did not account for any portion of accounts receivable at September 30, 2006; one leasing company accounted for 3% of accounts
receivable at December 31, 2005.

Goodwill and Purchased Intangible Assets

We measure goodwill and other indefinite life intangible assets for impairment when indicators of impairment exist and at least on an annual
basis. The intangible asset with an indefinite life consists of the trade name acquired as part of the BCX Technology, Inc. acquisition. No
impairment of goodwill or intangible assets with an indefinite life was recognized during the three and nine months ended September 30, 2006
or 2005. We had goodwill of $3.1 million and an other indefinite life intangible asset of $0.2 million at September 30, 2006.

Purchased intangible assets with finite lives include acquired developed software technology, service contracts, customer relationships and
backlog acquired in a business combination. Purchased intangible assets with finite lives are amortized on a straight-line basis over their useful
lives of three to six years. Additionally, purchased intangible assets with finite lives are tested for impairment whenever events or changes in
circumstances indicate the carrying amount of the assets may not be recoverable from future undiscounted cash flows. No impairment of
purchased intangibles was recognized for the three and nine months ended September 30, 2006 and 2005.

Revenue Recognition

Our revenue recognition policy significantly impacts our results of operations because it determines the timing of when revenue is recognized. It
also impacts the timing of certain expenses, such as commissions, as they are determined by the timing of the recognition of corresponding
revenues. We follow specific and detailed policies on recognizing revenue. Revenue results are difficult to predict and any shortfall in revenue
or delay in recognizing revenue could cause our operating results to vary significantly from quarter to quarter and could result in future operating
losses.

Revenues are derived primarily from sales of medication and supply dispensing systems and subsequent service agreements. We generally
market these systems for sale with 30 day terms. Sales of accounts receivable to third-party leasing companies are marketed with multi-year
payment terms. Medication dispensing and supply automation system sales, which are accounted for in accordance with American Institute of
Certified Public Accountant s Statement of Position 97-2, Software Revenue Recognition, ( SOP 97-2 ), as amended, are recognized when
persuasive evidence of an arrangement exists; delivery has occurred or services have been rendered and installations are complete; Omnicell s
price to the customer is fixed or determinable; and collectability is reasonably assured.
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The majority of our product revenue is derived from the sale and installation of medication and supply dispensing systems. We ship our systems
based on customer requested installation dates. Our field operations employees generally perform system installations. The installations are
considered complete and revenue is recognizable when the database files are complete, the systems are configured and labeled, our software is
installed and deemed functional, the basic interfaces are complete, the systems are in the customer-designated locations and the systems have
been tested.

We further require our customers to confirm that we have completed our installation obligations by providing to us a customer certification form
indicating the date Omnicell s installation obligations were completed. Delays at a customer site due to construction or other causes could result
in our inability to install our systems, and therefore recognize revenue for those systems. We also sell our medication dispensing and supply
automation systems through distributors in Asia, Australia, Europe, the Middle East and South America, and through a sales agent in Canada.
We recognize revenue upon shipment of our systems to distributors. Sales made to distributors are under agreements requiring distributors to
have firm binding customer commitments or customer purchase orders from identified end-users; except for our agreement with one distributor
which allows no right of return, and therefore the sales and related costs of these transactions are also recognized upon shipment.

Revenues from multi-year payment arrangements are recognized upon completion of Omnicell s installation obligation, if any, and at the
beginning of the non-cancelable payment term. Most of our multi-year payment receivables are sold to third-party leasing finance companies.
We record revenue at the net present value of the payment stream utilizing an implicit interest rate comparable to those charged by a third-party
leasing company.

We exclude from revenues any amount paid to us for a new sale that relates to the termination of an existing payment stream. Generally, we sell
multi-year payment stream contracts to leasing companies and we have no obligation to those leasing companies once the receivable is sold. At
September 30, 2006 and December 31, 2005, accounts receivable included approximately $0 and $1.6 million, respectively, due from finance
companies for lease receivables sold. U.S. government customers sign five-year non-cancelable payment terms but are subject to one-year
government budget funding cycles. In our judgment and based on our history with these accounts, we believe these receivables are collectible.
However, in the future, if any of Omnicell s U.S. government customers do not receive their annual funding, our ability to collect payments on
unsold leases could be impaired and may result in a write down of our unsold leases to U.S. government customers. Further, it could impair our
ability to make additional sales to U.S. government customers and impair our ability to sell these receivables to third-party leasing companies.
As of September 30, 2006 and December 31, 2005, the balance of our unsold leases to U.S. government customers was $9.1 million and $3.6
million, respectively.

Post-installation technical support, such as phone support, on-site service, parts and access to software upgrades, when and if available, is
provided by Omnicell under separate support services terms. When support services are sold under multiple element arrangements, we allocate
revenue to support services based on its fair value. We recognize revenue for support services ratably over the related support services contract
period. In addition, we enter into professional services and training arrangements. We recognize revenue for these arrangements upon
performance of such services. Deferred service revenue represents amounts received under service agreements for which the services have not
yet been performed. Revenues from our Web-based procurement application are recognized ratably over the subscription period.

Sales of Accounts Receivable

We offer our customers multi-year, non-cancelable payment terms. We typically sell our customers multi-year payment agreements to a
third-party leasing company. In these sales, we generally transfer customer accounts receivable to the leasing company on a non-recourse basis
at the Company s book value so no gain is recorded on the transfer. In these non-recourse transfers, we remove the sold receivable from our
assets as we have assessed that the sales should be accounted for as true sales in accordance with Statement of Financial Accounting Standard
( SFAS ) No. 140 Accounting for Transfers and Servicing of Financial Assets and Extinguishments of Liabilities.

Research and Development Expenses

Our policy is to expense research and development costs as incurred, other than certain software development costs. Our research and
development expenses include engineering and development salaries, wages and benefits, prototyping and laboratory expenses, consulting
expenses and engineering-related facilities and overhead charges. Most of the research and development expenses are personnel or
facilities-related and are relatively fixed. Prototyping and consulting expenses vary depending on the stage of completion of various engineering
and development projects.

Software Development Costs

Development costs related to software implemented in our medication and supply dispensing systems and incurred subsequent to the
establishment of technological feasibility are capitalized and amortized over the estimated lives of the related products ranging from three to five
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Technological feasibility is established upon completion of a working model, which is a matter of judgment using the guidelines of SFAS No.

86, Accounting for the Costs of Computer Software to be Sold, Leased or Otherwise Marketed. All such development costs incurred prior to the
completion of a working model are recognized as research and development expense. As of September 30, 2006 and December 31, 2005, the
balance of capitalized software development costs was approximately $1.2 million and $1.7 million, respectively. These costs are reported as a
component of other assets. Amortization of capitalized software development costs was $0.2 million and $0.3 million for the three months ended
September 30, 2006 and 2005, respectively; $0.8 million and $0.9 million for the nine months ended September 30, 2006 and 2005, respectively.

Segment Information

Omnicell manages its business on the basis of one reportable segment. The Company s products and technologies share similar distribution
channels and customers and are sold primarily to hospitals and healthcare facilities to improve patient safety and care and enhance operational
efficiency.

We have one operating segment, medication and supply dispensing systems. Substantially all of our long-lived assets are located in the United
States. For the three and nine months ended September 30, 2006 and 2005, substantially all of our total revenues and gross profits were
generated by the medication and supply dispensing systems operating segment.

Share Based Compensation

We account for our employee stock option plans and our employee stock purchase plan based on the estimated fair value for all share-based

payment awards as required by SFAS No. 123(R) (revised 2004), Share-Based Payment ( SFAS No. 123(R) ), and accordingly expense has been
recognized in our consolidated income statements for awards granted to employees or directors under our stock option and employee purchase

plans. We adopted the provisions of SFAS No. 123(R) using the modified prospective transition method beginning on January 1, 2006 and have
selected the Black-Scholes-Merton option pricing model as the most appropriate method for determining the estimated fair value of all our

awards.

Income Taxes

For the nine months ended September 30, 2006, we recorded an income tax provision of $522,000 as compared with $69,000 for the
corresponding period in 2005. These tax provisions were recorded for taxes due on regular, minimum and alternative minimum state taxes and
alternative minimum federal taxes. We currently have provided a full valuation allowance on our U.S. deferred tax assets. We intend to maintain
this valuation allowance until sufficient positive evidence exists to support reversal of the valuation allowance. Our income tax expense recorded
in the future will be reduced or increased to the extent of offsetting decreases or increases to our valuation allowance.

Other Comprehensive Income
Other comprehensive income is the same as net income for the three and nine months ended September 30, 2006.
Recent Accounting Pronouncements

In July 2006, the Financial Accounting Standards Board (FASB) issued FASB Interpretation No. 48 (FIN 48), Accounting for Uncertainty in
Income Taxes ; an interpretation of FASB Statement No. 109 clarifying accounting for uncertainty in tax positions. FIN 48 requires that the
Company recognize the impact of a tax position in our financial statements if that position is more likely than not of being sustained on audit,
based on the technical merits of the position. The provisions of FIN 48 are effective as of the beginning of our 2007 fiscal year, with the
cumulative effect of the change in accounting principle recorded as an adjustment to opening retained earnings. We are currently evaluating the
impact of adopting FIN 48 on our results of operations, financial condition and liquidity.

In September 2006, the FASB issued Financial Accounting Standard No. 157, Fair Value Measurements. SFAS No. 157 provides guidance for
using fair value to measure assets and liabilities and only applies when other standards require or permit the fair value measurement of assets

and liabilities. It does not expand the use of fair value measurement. SFAS No. 157 is effective for fiscal years beginning after November 15,
2007. We will adopt SFAS No. 157 as required and management is currently assessing the effect SFAS No. 157 will have on our results of
operations, financial condition and liquidity.
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Note 2. Compensation Expense Related to Share-Based Awards

In December 2004, the FASB issued SFAS No.123(R) (revised 2004), which requires the measurement and recognition of compensation

expense based on estimated fair value for all share-based payment awards including stock options, employee stock purchases under employee

stock purchase plans, non-vested share awards (restricted stock) and stock appreciation rights. SFAS No. 123(R) supersedes our previous
accounting under Accounting Principles Board Opinion No. 25, Accounting for Stock Issued to Employees ( APB No. 25 ). In March 2005, the
SEC issued SAB No. 107, which provides the Staff s views regarding implementation issues related to SFAS No. 123(R).

We adopted the provisions of SFAS No. 123(R) using the modified prospective transition method beginning on January 1, 2006. In accordance
with that transition method, we have not restated prior periods for the effect of compensation expense calculated under SFAS No. 123(R). We
have selected the Black-Scholes-Merton option-pricing model as the most appropriate method for determining the estimated fair value of all our
awards. As required by SFAS No. 123(R), compensation expense is recorded for all share-based equity awards issued, granted or modified after
the adoption of the provisions of SFAS No. 123(R) and also includes compensation expense on awards granted prior to but not vested as of the
effective date.

Stock Option Plans

Our 1999 Equity Incentive Plan (the 1999 Plan ) was adopted in September 1999 for the granting of incentive and nonqualified stock options and
rights to purchase common stock and common stock units to employees, directors and consultants. Under the 1999 Plan, 4,262,745 shares of
common stock were initially authorized for issuance. Further, all unissued shares under the Company s 1992 Stock Plan and 1995 Management
Stock Option Plan were added to the 4,262,745 shares reserved under the 1999 Plan. Under all of the option plans, incentive and nonqualified
stock options or rights to purchase common stock may be granted to employees, directors and consultants. Incentive options, nonqualified

options and stock purchase rights must be priced to be at least 100%, 85% and 85%, respectively, of the common stock s fair market value at the
date of grant. Options shall become exercisable as determined by our Board of Directors. Sales of stock under stock purchase rights are made
pursuant to restricted stock purchase agreements.

On January 1 of each year, the number of shares reserved for issuance under the 1999 Plan increases automatically by the lesser of (i) 5.5% of
the total number of shares of our common stock outstanding, or (ii) 3,000,000 shares. After applying the formula, the total number of shares
available for future issuance under the 1999 Plan on January 1, 2006 was 1,444,897.

In April 2003, our Board adopted the 2003 Equity Incentive Plan (the 2003 Plan ). A total of 500,000 shares of common stock has been reserved
for issuance under the 2003 Plan. The 2003 Plan provides for the issuance of non-qualified options, stock bonuses and rights to acquire restricted
stock to our employees, directors and consultants. Options granted under the 2003 Plan shall have an exercise price not less than the fair market
value of the stock on the date of grant and are generally intended to become exercisable over periods of up to four years, generally with

one-fourth of the shares vesting one year from the vesting commencement date with respect to initial grants, and the remaining shares vesting in
36 equal monthly installments thereafter, however our Board of Directors may impose different vesting at its discretion on any award. Options
granted under the 2003 Plan will expire ten years from the date of grant.

In February 2004, our Board adopted the 2004 Equity Incentive Plan (the 2004 Plan and, together with the 1999 Plan and the 2003 Plan, the

Plans ). A total of 200,000 shares of common stock has been reserved for issuance under the 2004 Plan. No options are currently issued or
outstanding under the 2004 Plan. The 2004 Plan provides for the issuance of non-qualified options to new employees as an inducement material
to the individual s entering into employment with Omnicell. Options granted under the 2004 Plan have an exercise price not less than the fair
market value of the stock on the date of grant and generally become exercisable over periods of up to four years, generally with one-fourth of the
shares vesting one year from the vesting commencement date with respect to initial grants, and the remaining shares vesting in 36 equal monthly
installments thereafter, however our Board may impose vesting at its discretion to any award. Options under the 2004 Plan generally expire ten
years from the date of grant.
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The Board shall administer the Plans unless and until the Board delegates administration to a committee. The Board may suspend or terminate
the Plans at any time. The Board may also amend any of the Plans at any time or from time to time. However, no amendment will be effective
unless approved by our stockholders after its adoption by the Board to the extent stockholder approval is necessary to satisfy the requirements of
any Nasdagq listing requirements.

If we sell, lease or dispose of all or substantially all assets or we are acquired pursuant to a merger or consolidation, then the surviving entity
may assume or substitute all outstanding awards under the Plans. If the surviving entity does not assume or substitute these awards, then
generally the vesting and exercisability of the stock awards will accelerate.

As of September 30, 2006, there were 1,274,636 shares available for future issuance under the Plans, and an aggregate of 15,312,810 shares
were authorized for issuance under the Plans.

1997 Employee Stock Purchase Plan

We have an Employee Stock Purchase Plan under which employees can purchase shares of our common stock based on a percentage of their
compensation, but not greater than 15% of their earnings, up to a maximum of $25,000 of fair value per year. The purchase price per share must
be equal to the lower of 85% of the fair value of the common stock at the beginning of a 24-month offering period or the end of each six-month
purchasing period. As of September 30, 2006, 1,635,548 shares had been issued under this plan and a total of 647,682 shares of common stock
are reserved for future issuance under the plan. Pursuant to the plan, on January 1, 2006, an additional 394,063 shares were added to the plan and
became available for issuance following our filing of a registration statement on Form S-8 covering such shares.

Share-Based Payment Award Activity

A summary of option activity under the Plans as of September 30, 2006 is presented below:

Weighted- Weighted-

Average Average Aggregate

Remaining Exercise Intrinsic
Options: Contractual Life  Price Value

(000 s) (in years) (000 s)

Outstanding at December 31, 2005 6,579 $ 8.93
Granted 707 $ 12.30
Exercised (1,502 ) $ 7.50
Expired (131 ) $ 10.73
Forfeited (71 ) $ 14.70
Outstanding at September 30, 2006 5,582 9.6 $ 9.63 $ 53,738
Exercisable at September 30, 2006 (1) 3,291 5.8 $ 9.32 $ 30,671

(1) Exercisable options are fully vested as of September 30, 2006.

As of September 30, 2006, there was $13.5 million of total unrecognized compensation cost related to non-vested stock options. The cost is
expected to be recognized over a weighted-average period of 2.2 years. The total intrinsic value of options exercised in the first nine months of
fiscal 2006 was $11.3 million. The total fair value of shares vested during the first nine months 2006 was $6.0 million.

Compensation expense for all share-based equity awards is being recognized on a straight-line basis over the vesting period of the award for new
grants beginning this fiscal year and any unvested grants prior to the adoption of SFAS No. 123(R). As SFAS No. 123(R) requires that
share-based compensation expense be based on awards that are ultimately expected to vest, estimated share-based compensation for the third
quarter of 2006 has been reduced for estimated forfeitures when calculating compensation costs instead of accounting for forfeitures as incurred,
which was our previous method. The impact on our results of continuing operations of recording share-based compensation for the three and
nine months ended September 30, 2006 was as follows (in thousands):

11
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Three months ended Nine months ended
September 30, 2006 September 30, 2006
Cost of product and services $ 304 $ 828
Research and development 153 512
Selling, general and administrative 1,593 4,776
Total share-based compensation expense $ 2,050 $ 6,116
Negative impact on net income per share:
Basic $ 0.07 $ 0.22
Diluted $ 0.07 $ 0.21

Valuation Assumptions

The fair value of each option grant is estimated on the date of grant using the Black-Scholes-Merton option-pricing model. The fair value of
shares issued under the employee stock purchase plans is estimated on the date of issuance using the Black-Scholes-Merton model. The
following are weighted-average assumptions for stock option grants plans issuances made during the three and nine month periods ended
September 30, 2006 and 2005, respectively:

Stock Option Plans

Three months ended Nine months ended

September 30, September 30,

2006 2005 2006 2005
Risk-free interest rate (1) 4.86 % 4.00 % 4.54 % 3.64 %
Dividend yield 0 % 0 % 0 % 0 %o
Weighted-average volatility (2) 61.1 % 97.5 % 62.1 % 97.5 %
Expected option life (3) 4.1 yrs 2.9 yrs 3.8 yrs 2.9 yrs
Weighted average fair value of options granted $ 16.34 $ 570 $ 625 $ 5.00

Employee Stock Purchase Plan

Three months ended Nine months ended

September 30, September 30,

2006 2005 2006 2005
Risk-free interest rate (1) 4.65 % 2.86 % 4.60 % 2.64 %
Weighted-average volatility (2) 65.6 % 69.0 % 65.8 % 69.0 %
Expected option life 0.5-2 yrs 0.5-2 yrs 0.5-2 yrs 0.5-2 yrs
Weighted average fair value of employee stock purchases $ 324 $ 212 $ 7.66 $ 249

(1) Represents the Treasury bill rate for expected term of the options in effect at the time of grant.

(2) Based on historical volatility of the our common stock. For options granted prior to January 1, 2006, and valued in accordance with SFAS

No. 123 Accounting for Stock-Based Compensation, ( SFAS 123 ), the expected volatility used to estimate the fair value of the options was based
solely on the historical volatility on our stock and we recognized option forfeitures as they occurred as allowed by SFAS No. 123. For options
granted after December 31, 2005, and valued in accordance with SFAS No. 123(R), we estimate forfeitures and only recognize expense for

those shares expected to vest. Our estimated forfeiture rate in the third quarter of 2006 is based on our historical forfeiture experience, of
approximately 6%.

(3) Represents the period of time that options granted are expected to be outstanding, which is derived from historical data on employee exercise
and post-vesting employment termination behavior.

The Black-Scholes-Merton option valuation model requires the input of highly subjective assumptions, including the expected life of the
stock-based award and stock price volatility. The assumptions listed above represent management s best estimates, but these estimates involve
inherent uncertainties and the application of management judgment. As a result, if other assumptions had been used, our recorded and pro forma
stock-based compensation expense could have been materially different from that depicted above and below. In addition, we are required to
estimate the expected forfeiture rate and only recognize expense for those shares expected to vest. If our actual forfeiture rate is materially
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different from our estimate, the share-based compensation expense could be materially different.

The table below reflects net income (loss) and basic and diluted net income (loss) per share for the three months and nine months September 30,
2005 as follows (in thousands, except per-share amounts):

12
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Net income (loss) as reported for prior periods(1)

Stock-based compensation expense related to employee stock options and employee stock
purchases(2)

Net income (loss), including the effect of stock-based compensation expense(3)

Basic and diluted net income (loss) per share as reported for prior periods(1)

Basic loss per share, including the effect of stock-based compensation expense(3)

Diluted loss per share, including the effect of stock-based compensation expense(3)

Three months
ended

September 30,
2005

$ 1,415
1,958

$ (543

$ 0.05

$ (0.02
$ 0.02

Nine months

ended

September 30,

2005

$ 4,311 )

6,067
) $ (10,378 )

$ 0.17 )
) $ (0.40 )
) $ (0.40 )

(1) Net income (loss) and diluted net income (loss) per share for 2005 did not include stock-based compensation expense for employee stock
options and employee stock purchases under SFAS No. 123(R) because the Company did not adopt the recognition provisions of SFAS No.

123(R) until January 1, 2006.

(2) Stock-based compensation expense for 2005 is calculated based on the pro forma application of SFAS No. 123.

(3) Net loss and net loss per share for 2005 represents pro forma information based on SFAS No. 123.

Note 3. Net Income (Loss) per Share

Basic net income (loss) per share is computed by dividing net income (loss) for the period by the weighted average number of shares outstanding
during the period, less shares subject to repurchase. Diluted net income (loss) per share is computed by dividing net income (loss) for the period
by the weighted average number of shares and, if dilutive, common stock equivalent shares outstanding during the period. Common stock
equivalents include the effect of outstanding dilutive stock options and warrants, computed using the treasury stock method. All potentially
dilutive securities have been excluded from the computation of diluted net loss per share for the nine months ended September 30, 2005, as their
inclusion would be anti-dilutive. The total number of shares excluded from the calculations of diluted net loss per share for the nine months

ended September 30, 2005 was 3,894,832.

The calculation of basic and diluted net income (loss) per share is as follows (in thousands, except per share amounts):

Three months ended

September 30,

2006 2005
Basic:
Net income (loss) $ 23815 $ 1415
Weighted average shares outstanding-basic 27,775 26,101
Net income (loss) per share $ 0.10 $ 0.05
Diluted:
Net income (loss) $ 23815 $ 1415
Weighted average shares of common stock outstanding 27,775 26,101
Add: Dilutive effect of employee stock options and warrants 1,675 1,196
Weighted average shares outstanding diluted 29,450 27,297
Net income (loss) per share $ 0.10 $ 005

Nine months ended
September 30,
2006 2005

$ 5,456 $ @4311)
27,336 25,792

$ 020 $ (017 )

$ 5,456 $ @“4311)

27,336 25,792
1,459
28,795 25,792

$ 0.19 $ (017 )
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Note 4. Acquisitions
Secure Vault

On March 11, 2004, we acquired Ariel Distributing, Inc. s closed-loop, controlled substance inventory management software for healthcare
system pharmacies, used and marketed by Omnicell as Secure Vault. The total purchase price was $0.7 million, which included $0.5 million
paid at the date of purchase, $0.1 million paid in May 2004 after completion of certain obligations by Ariel Distributing, Inc., and up to a
maximum of $0.1 million in guaranteed minimum royalty payments, due quarterly and calculated as a percentage of license fees recognized by
Omnicell for up to a maximum of two years. The total purchase price of $0.7 million is being amortized over five years using the straight-line
method.

BCX Technology, Inc.

On August 15, 2003, we acquired 100% of the outstanding common shares of BCX Technology, Inc. The financial results of BCX
Technology, Inc. have been included in the consolidated financial statements since the date of acquisition.

In January, 2004, we accounted for the acquisition as a business combination with a total purchase price of $4.0 million, which was inclusive of
$3.0 million paid at the time of purchase and $1.0 million paid in January 2004 of which, $0.5 million related to the achievement of performance
milestones in 2003. In connection with the acquisition, we assumed certain liabilities of BCX Technology, Inc. totaling $0.1 million and
incurred approximately $60,000 of acquisition related costs. Subsequently, we paid milestone performance payments of $0.3 million in

January 2005 relating to the achievement of performance milestones met in 2004, and $0.7 million in January 2006 relating to the achievement
of performance milestones met in 2005.

We allocated the purchase price to the tangible assets acquired based on management s estimate of their fair values. The fair values of the
intangible assets, including the acquired current technology and trade name, were based upon the income approach to valuation. Under the
income approach, we assumed a cash flow period of five years, revenue growth rates of 5% to 25% on an annual basis and a discount rate of
20%. The purchase price allocation was as follows (in thousands):

Current assets $ 593
Property, plant and equipment 38
Intangible assets (1) 1,820
Goodwill 1,745

Total assets acquired 4,196
Current liabilities assumed (134 )
Net assets acquired $ 4,062

(1) Includes trade name of $0.2 million.
Medisafe

On December 6, 2002, we purchased substantially all of the intellectual property assets of Medisafe. The total purchase price was $3.0 million,
which included $1.5 million paid at the date of purchase, $1.0 million paid in June 2003 after completion of certain obligations by Medisafe, and
$0.5 million in guaranteed minimum royalties due in equal annual installments of $125,000 beginning in 2005. In addition, we incurred
approximately $20,000 of acquisition related costs. We allocated the purchase price to the acquired intangible assets and purchased in-process
research and development based on the income approach to valuation. Under the income approach, we assumed a cash flow period of five years,
revenue growth rates of 33% to 210% on an annual basis and discount rates of 25% to 35%. The purchase price allocation was as follows (in
thousands):

Intangible assets $ 2,354
Contracted services 79
Purchased in-process research and development 588

Total Purchase Price $ 3,021
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As part of the purchase, we agreed to a royalty fee of 10% of related Medisafe product net revenues with a maximum limit of $2.5 million over a
five-year period from the date of purchase. Payments made under the royalty arrangement that exceed the guaranteed minimum royalties would
be expensed as incurred. We paid $125,000 in guaranteed minimum royalty in January, 2006 and 2005.

APRS, Inc.

On August 30, 2002, we acquired 100% of the outstanding common shares of APRS, Inc. The financial results of APRS, Inc. have been
included in the consolidated financial statements since the date of acquisition. In connection with the acquisition, We paid
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cash of $1.1 million, assumed certain liabilities of APRS, Inc. totaling $0.5 million and incurred approximately $20,000 of acquisition related
costs.

We allocated the purchase price to the tangible assets acquired based on management s estimate of their fair values. The fair values of the
acquired intangible assets and purchased in-process research and development were based on the income approach to valuation. Under the
income approach, we assumed a cash flow period of five years, revenue growth rates of 13% to 21% on an annual basis and a discount rate of
30%. The purchase price allocation was as follows (in thousands):

Current assets $ 294
Property, plant and equipment 43

Other assets 2
Intangible assets 716
Goodwill 382

Total assets acquired 1,437
Current liabilities assumed (500 )
Net assets acquired 937
Purchased in-process research and development 128

Total Purchase Price $ 1,065

Intangible Assets from Secure Vault, BCX Technology, Inc., Medisafe, and APRS, Inc.

Intangible assets resulting from the Secure Vault, BCX Technology, Inc., Medisafe, and APRS, Inc. acquisitions are included in other assets and
consist of the following (in thousands):

September 30, December 31, Amortization
2006 2005 life
Customer base $ 244 $ 244 5 years
Service contracts 268 268 5 years
Acquired technology 4,684 4,684 3-6 years
Total purchased intangible assets with finite lives 5,196 5,196
Accumulated amortization (3,755 ) (2,923 )
Net purchased intangible assets 1,441 2,273
Trade name 231 231 Indefinite
Net purchase intangible asset with indefinite lives 231 231
Net total purchased intangible assets $ 1,672 $ 2,504

Estimated future amortization expense of the purchased intangible assets at September 30, 2006 is as follows (in thousands):

2006 (remaining amount) $ 196
2007 763
2008 449
2009 33

Total Amortization $ 1,441

Note 5. Sales of Accounts Receivable

We offer customers multi-year, non-cancelable payment terms. For the three and nine months ended September 30, 2006, sales of medication
and supply dispensing systems sold with multi-year payment terms totaled approximately $8.7 million and $31.5 million, respectively. Sales of
medication and supply dispensing systems sold with multi-year payment terms totaled approximately $11.7 million and $32.3 million,
respectively, for comparable periods in 2005. We typically sell the customers multi-year payment agreements to a third-party leasing company.

For the three and nine months ended September 30, 2006, customer multi-year payment term agreements sold to third-party leasing companies
totaled approximately $7.8 million and $25.9 million, respectively. Sales of customer multi-year payment term agreements sold to third-party
leasing companies totaled approximately $10.6 million and $31.2 million, respectively, for comparable periods in 2005. The balance of
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receivable classified as subject to a sales agreement and as an obligation resulting from the sales of receivables were $2.1 million and $3.4
million at September 30, 2006 and 2005, respectively. We have no obligation under a multi-year payment agreement once it is sold to the
finance company other than our existing obligation for receivables classified as subject to a sales agreement. Revenue is recognized upon
completion of our installation obligation, if any, and commencement of the non-cancelable
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multi-year payment term. At September 30, 2006 and December 31, 2005, accounts receivable included $0 and $1.6 million, respectively, from
the finance companies for multi-year payment term agreements sold.

Note 6. Inventories

Inventories consist of the following (in thousands):

September 30, December 31,
2006 2005
Raw materials $ 15,121 $ 8,177
Finished goods 6,762 5,586
Total Inventories $ 21,883 $ 13,763

During the three and nine months ended September 30, 2006, we increased our provision for excess and obsolete inventories by $1.3 million and
$2.1million, respectively. The increase in the provision was due primarily to charges taken with respect to end of life products.

Note 7. Purchased Residuals

Although we had no contractual obligation to do so, in July 2002, we executed an agreement to purchase from Americorp Financial, Inc. ( AFI )
all residual interests in our equipment covered by multi-year payment agreements financed by AFI. The total purchase price was $3.1 million.
The purchase price was assigned to the acquired payment residuals based on the original implied payment residual value, equipment type, and
our assessment of the customers likelihood of renewal at the end of the payment term. As equipment is renewed or upgraded, we charge the
assigned value to cost of product revenues. When equipment is not renewed or upgraded at the end of the lease contract or when we believe a
renewal is unlikely, the assigned value is written off. The payment streams associated with the purchased residuals expire at various dates within
four years from the date of the purchase agreement. The value of purchased residuals as of September 30, 2006 and December 31, 2005 was $0
and $0.3 million, respectively. The value of purchased residuals was recorded in other assets.

Note 8. Deferred Gross Profit

Deferred gross profit consists of the following (in thousands):

September 30, December 31,
2006 2005
Sales of medication and supply dispensing systems, which have been accepted but not yet
installed $ 18,836 $ 10,036
Cost of sales, excluding installation costs 4,595 ) (2,055 )
Total Deferred Gross Profit $ 14,241 $ 7,981

Note 9. Indemnification Arrangements and Guarantees

As permitted under Delaware law and our bylaws and certificate of incorporation, we have agreements whereby we indemnify our officers and
directors for certain events or occurrences while the officer or director is, or was serving, at Omnicell s request in such capacity. The term of the
indemnification period is for the officer s or director s lifetime. The maximum potential amount of future payments we could be required to make
under these indemnification agreements is unlimited. However, we have a directors and officers insurance policy that may enable us to recover a
portion of any future amounts paid. Assuming the applicability of coverage and the willingness of the insurer to assume coverage and subject to
certain retention, loss limits and other policy provisions, we believe it is unlikely that we will be required to pay any material amounts pursuant

to this indemnification obligation. However, no assurances can be given that the insurers will not attempt to dispute the validity, applicability or
amount of coverage without expensive and time-consuming litigation against the insurers.

Additionally, we undertake indemnification obligations in our ordinary course of business in connection with, among other things, the licensing
of our products and the provision by Omnicell of technical services. Pursuant to these agreements, we may indemnify the other party for certain
losses suffered or incurred by the indemnified party, generally our business partners or customers, in connection with various types of claims,

which may include, without limitation, claims of intellectual property infringement, certain tax liabilities, negligence and intentional acts in the
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performance of services and violations of laws. The term of these indemnification obligations is
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generally perpetual. In general, we attempt to limit the maximum potential amount of future payments we could be required to make under these
indemnification obligations to the purchase price paid, but in some cases the obligation may not be so limited. In addition, in certain situations,
we warrant that, for a certain period of time from the date of delivery, our products will be free from material defects and substantially conform
to our published specifications. In these cases we routinely limit our customers remedies to the repair or replacement of such products. From
time to time, we may also warrant that our professional services will be performed in a good and workman-like manner. In addition, it is our
standard policy to seek to disclaim most warranties, including any implied or statutory warranties such as warranties of merchantability, fitness
for a particular purpose, quality and non-infringement, as well as any liability with respect to incidental, consequential, special, exemplary,
punitive or similar damages. In some states and for many state and local government-run hospitals, such disclaimers may not be enforceable. If
necessary, we would provide for the estimated cost of product and service warranties based on specific warranty claims and claim history.
However, in the recent past, we have not been subject to any significant claims for such losses and have not incurred any material costs in
defending or settling claims related to these indemnification obligations. Accordingly, we believe it is unlikely that we will be required to pay
any material amounts pursuant to this indemnification obligation.

Acquisition commitments

As part of the December 2002 acquisition of substantially all of the intellectual properties of Medisafe, we agreed to pay $0.5 million in
guaranteed minimum royalties due over four years in equal annual installments of $125,000 beginning in 2005. We paid installments of
$125,000 in January 2006 and 2005, and will make two additional future payments in 2007 and 2008.

Item 2. MANAGEMENT S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS
Forward-Looking Statements

This Quarterly Report on Form 10-Q contains forward-looking statements. These statements involve known and unknown risks, uncertainties
and other factors which may cause our actual results, performance or achievements to be materially different from any future results,
performances or achievements expressed or implied by the forward-looking statements. Forward-looking statements include, but are not limited
to, statements about:

e the extent and timing of future revenues;

e the size and/or growth of our market or market-share;

e the opportunity presented by new products or emerging markets;
e the operating margins or earnings per share goals we may set;

e our ability to manage our growth;

e our ability to protect our intellectual property and operate our business without infringing upon the intellectual
property rights of others; and

e our estimates regarding the sufficiency of our cash resources.

In some cases, you can identify forward-looking statements by terms such as anticipates, believes, could, estimates, expects, intends, m:
potential,  predicts, projects, should, will, would, and similar expressions intended to identify forward-looking statements. Forward-lookir

statements reflect our current views with respect to future events, are based on assumptions, and are subject to risks and uncertainties. We

discuss many of these risks in this Quarterly Report on Form 10-Q in greater detail in Part I Section 1A. Risk Factors below. Given these

uncertainties, you should not place undue reliance on these forward-looking statements. Also, forward-looking statements represent our

estimates and assumptions only as of the date of this Quarterly Report on Form 10-Q.

You should also read our Annual Report on Form 10-K and the documents that we reference in the Annual Report on Form 10-K and have filed
as exhibits, completely and with the understanding that our actual future results may be materially different from what we expect.
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Except as required by law, we assume no obligation to update any forward-looking statements publicly, or to update the reasons actual results
could differ materially from those anticipated in any forward-looking statements, even if new information becomes
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available in the future. The following discussion should be read in conjunction with the unaudited condensed consolidated financial statements
and notes included elsewhere in this report.

Executive Summary

Omnicell, Inc. was incorporated in California in 1992 under the name Omnicell Technologies, Inc. and reincorporated in Delaware in 2001 as
Omnicell, Inc. We are a leading provider of systems and software solutions targeting patient safety and operational efficiency in healthcare
facilities. We have worked with healthcare facilities to enhance patient safety and allow clinicians to spend more time with their patients. Our
medication-use product line includes solutions for the central pharmacy, nursing unit, operating room, and patient bedside. Solutions range from
large central pharmacy smart inventory carousels to small handheld devices. From the point at which a medication arrives at the receiving dock
to the time it is administered, our systems store it, package it, bar code it, order it, issue it, and provide information and controls on its use and
reorder. Our supply product lines provide a healthcare institution with the ability to quickly and effectively control costs, capture of charges for
payor reimbursement, and timely reorder of supplies. Products range from high-security closed-cabinet systems and software to open-shelf and
combination solutions in the nursing unit, cath lab and operating room.

Our mission is to provide the best customer experience in healthcare, helping hospitals reduce medication errors, operate more efficiently, and
decrease costs. Our website is located at www.omnicell.com.

We sell our medication and supply dispensing systems primarily in the United States. We have a direct sales force organized into six geographic
regions in the United States. We sell through distributors in Asia, Australia, Europe, the Middle East, and South America and through a sales
agent in Canada. We manufacture the majority of our systems in our production facility in Mountain View, California, with refurbishment and
spare parts activities conducted in our Waukegan, Illinois facility. In August of 2005, we opened a facility in Bangalore, India and established a
wholly owned subsidiary, Omnicell Corporation (India) Private Limited. The subsidiary is staffed by a workforce of approximately 50 engineers
and other professionals who transferred to Omnicell from the third party contractor that had been supplying these development resources in the
past. We believe that our India operation gives us access to an excellent talent base and, in conjunction with our domestic team, will enable us to
scale our research and development and service investments most efficiently for the foreseeable future.

We recognize revenue when our medication and supply dispensing systems are installed. In the three and nine months ended September 30,
2006, our backlog grew and expanded to include more orders from customers with longer installation cycles and more orders from customers
who had not previously used automated systems. As a result, our installation time-frame changed from approximately three to six months in
prior fiscal years, to generally three to nine months beginning in the current fiscal year. Installation now generally takes place three to nine
months after our systems are ordered. The installation process at our customers sites includes internal procedures associated with large capital
expenditures and the time associated with adopting new technologies. Given the length of time necessary for our customers to plan for and
complete their acceptance of the installation of Omnicell systems, our focus is on shipping products based on the installation dates requested by
our customers and working at the customer s pace. This has resulted in Omnicell s growing product backlog which has the benefit of enabling
Omnicell to operate more efficiently and predictably.

In 2006, we adopted SFAS No. 123(R) to record share-based awards compensation costs. Total share-based compensation expense for the three
and nine months ended September 30, 2006 was $2.1 million and $6.1 million, respectively. The impact on net income per-share for the third
quarter of 2006 was $0.08 per-share basic and $0.07 per-share diluted. The impact on net income per-share was $0.22 per-share basic and $0.21
per share-diluted for first nine months of 2006.

During the third quarter of 2006, we have continued our focus on the goal of providing the best customer experience in the healthcare industry.
We have made steady improvements over the past year in running our business more efficiently, which has resulted in lower operation costs as a
percentage of revenue, and has also resulted in an enhanced ability to operate in a manner that meets and exceeds our customers installation and
support needs. We plan to continue to make investments to optimize our business model to best meet the needs of our customers.

Trends in Our Business

Our business has grown rapidly, and we anticipate that our business will continue to grow. This growth has substantially increased our revenues.
We expect, however, that our revenue growth rate will slow in the future as our revenues increase to higher levels. Our revenue growth is
dependent on our ability to continue to receive orders from customers, the volume of installations we are able to complete, our ability to access
customer installation sites on a timely bases, and our flexibility in manpower allocations among customers to complete installations on a timely
basis.

Our gross margin was greater in the three and nine months ended September 30, 2006 compared comparable periods in 2005. However we
believe that our gross margin could decline in 2007 as compared to 2006 as a result of market price reductions, additional
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costs to expand our business and expenses from share-based compensation expenses. This decrease in our gross margin may be wholly or
partially offset by revenue growth in 2007 as compared to 2006. The expected increase in costs and expenses, as a percentage of revenues, is
primarily a result of servicing our installed customer base, and adding necessary employees, and adding systems infrastructure required to
manage our anticipated growth.

We have experienced and expect to continue to experience substantial growth in our operations as we seek to expand our customer base and
continue to expand our presence in domestic and international markets. This growth has required the substantial expansion of our inventory base,
a continued investment in human resources, growth of accounts payable due to higher levels of purchases of inventory, and increases in
accounts and notes receivables due from our customers . Our full-time employee headcount has grown 11% from 514 at December 31, 2005 to
573 at September 30, 2006. We anticipate that the growth rate of our cost of product revenue and expenses from stock-based compensation, may
exceed future the growth rate of our revenues. Management of this growth will continue to require the devotion of significant time and attention
of employee and other resources.

Critical Accounting Policies and Estimates

Management s Discussion and Analysis of our Financial Condition and Results of Operations are based on our consolidated financial statements,
which have been prepared in conformity with accounting principles generally accepted in the United States for interim financial reporting. In
most cases, the accounting treatment of a particular transaction is specifically dictated by GAAP and does not require management s judgment in
its application. However, certain of our accounting policies require the application of significant judgment by management in selecting the
appropriate assumptions for calculating financial estimates. By their nature, these judgments are subject to an inherent degree of uncertainty.
These judgments reflect practices, information provided by our customers and other assumptions that we believe are reasonable under the
circumstances. Our estimates and assumptions are reviewed periodically and the effects of revisions are reflected in the condensed consolidated
financial statements in the period in which they are determined to be necessary. Actual results may differ from these estimates under different
assumptions or conditions. Our critical accounting policies and estimates include:

. revenue recognition,

. estimating allowances for doubtful accounts,

. estimating sales receivables,

. inventory valuation and obsolecense,

. goodwill and intangible assets, and

. estimating liabilities and costs to fulfill upgrade obligations,
. share-based compensation, and

. impact of foreign currency.

Share-Based Compensation

In the first quarter of 2006, we adopted SFAS No. 123(R) and selected a modified prospective transition method using the
Black-Scholes-Merton option-price method for determining and for recording the fair value of share-based awards compensation costs We
estimate the fair value of our employee stock awards at the date of grant using the Black-Scholes-Merton option-pricing model, which requires
the use of certain subjective assumptions, such as expected volatility which is based on the historical market price of our stock, and the expected
term of the awards which is based on our historical experience of employee stock option exercises including forfeitures. Our valuation
assumptions used in estimating the fair value of employee stock-based awards may change in future periods. SFAS No. 123(R) requires that
employee stock-based compensation costs are recognized over the vesting period or the requisite service period in a similar manner which all
other forms of compensation are paid to our employees. In the third quarter of 2006, we recorded share-based compensation expense of $0.3
million to cost of products and services sold, $0.2 million to research and development expense and $1.6 million to selling, general and
administrative expense. In the first nine months of 2006, we recorded share-based compensation expense of $0.8 million to cost of products and
services sold, $0.5 million to research and development expense and $4.8 million to selling, general and administrative expense. We did not
recognize a related tax impact due to the adoption of SFAS No. 123(R) due to our full valuation allowance position.
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As of September 30, 2006, there was $13.5 million of total unrecognized compensation cost related to non-vested stock options. This cost is
expected to be recognized over a weighted-average period of 2.2 years.
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Total share-based compensation expense for the three and nine months ended September 30, 2006 was $2.1 million and $6.1 million,
respectively, of which $0.1 million is capitalized in inventory at September 30, 2006.

Impact of Currency Exchange Rates

We do not expect that future exchange rate fluctuations in foreign currency will have a material effect on our business, financial condition and
results of operations in 2006. Our foreign currency transaction and translation adjustments were not material in 2005. Our foreign currency
transactions are denominated in Indian Rupees with respect to operations of our India subsidiary. Refer to the Notes to the unaudited Condensed
Consolidated Financial Statements, which contain additional information regarding our accounting policies and other disclosures required by
GAAP.

Results of Operations

The following table sets forth certain items included in our results of operations for the three and nine months ended September 30, 2006 and
2005, respectively, expressed as a percentage of total revenues for these periods:

Three months ended Nine months ended

September 30, September 30,

2006 2005 2006 2005
Revenues:
Product revenues 80.5 %o 78.8 % 78.9 % 78.0 %
Service and other revenues 19.5 21.2 21.1 22.0
Total revenues 100.0 100.0 100.0 100.0
Cost of revenues:
Cost of product revenues 37.6 34.4 36.6 36.5
Cost of service and other revenues 8.1 7.3 8.7 8.3
Total cost of revenues 45.7 41.7 45.3 44.8
Gross profit 54.3 58.3 54.7 55.2
Operating expenses:
Research and development 7.0 7.0 7.2 8.6
Selling, general and administrative 40.9 47.1 433 51.3
Restructuring, facility, severance charges and disposition of assets 0.0 0.5
Total operating expenses 47.9 54.1 50.5 60.4
Income (loss) from operations 6.4 4.2 4.2 5.2 )
Interest income 1.8 0.5 1.5 0.4
Other income and (expense) 0.4 ) 0.0 0.3 ) 0.0

1.4 0.5 1.2 0.4
Income (loss) before provision for income taxes 7.8 4.7 5.4 4.8 )
Provision for income taxes 0.9 0.1 0.5 0.1
Net income (loss) 6.9 % 4.6 % 4.9 % 4.9 )%

Revenues for the three and nine months ended September 30, 2006 were $40.9 million and $110.8 million, respectively, up $10.2 million or 33%
from the third quarter of 2005 and $22.8 million or 26% from the first nine months of fiscal 2005. The increase in revenues for the three and
nine months ended September 30, 2006 compared to the same periods in the prior year was primarily due to increasing customer demand for our
products as a result of new product features, regulatory compliance and increased adoption of automation in hospitals. We expect revenues to
increase sequentially in the fourth quarter of 2006 and first quarter of 2007, and further we expect to meet the required installation capability
requirements given our inventory build-up and our continued investment in human resources to meet these projected increases in our customer
base.

Opverall, for the three and nine months ended September 30, 2006, net income improved to $2.8 million and $5.5 million, respectively, from net
income of $1.4 million and a net loss of $4.3 million in the comparable periods in 2005.

Product Revenue, Cost of Product Revenues, and Gross Profit
Comparison for the three and nine months ended September 30, 2006 and 2005, respectively (in thousands):
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Three months ended Nine months ended

September 30, September 30,

2006 2005 2006 2005
Product:
Product revenues $ 32938 $ 24,194 $ 87,393 $ 68,688
Cost of product revenues 15,383 10,572 40,511 32,157
Gross Profit on product revenues $ 17,555 $ 13,622 $ 46,382 $ 36.531

Product Revenues. Our product revenues were $32.9 million in the three months ended September 30, 2006, compared to
$24.2 million in the same period of 2005. Product revenues for the nine months ended September 30, 2006 and 2005
were $87.4 million and $68.7 million, respectively. The increase in product revenue in the three and nine months
ended September 30, 2006 as compared to the same periods in 2005, was primarily due to increased unit volume sales
of medication and supply automation systems and central pharmacy products and increases in unit volume sales across
our entire product line. These increases in unit volumes have been a result of new product features included in our
products, the overall regulatory environment in hospitals, and an increased interest in automation products in
hospitals.

Cost of Product Revenues. Cost of product revenues consists primarily of direct material, labor and overhead required to
manufacture medication and supply dispensing systems and also includes costs required to install our systems and
interfaces with our customers information systems. For the three months ended September 30, 2006, cost of product
revenues was $15.4 million, compared to $10.6 million in the same period of 2005, or 47% and 44% of product
revenues, respectively. For the nine months ended September 30, 2006, cost of product revenues was $40.5 million or
46% of product revenues compared to $32.2 million or 47% in the same period of 2005. The increase in cost of
product revenues for the three months ended September 30, 2006 compared to the same period in 2005 is primarily
due to a $2.5 million increase in direct material cost and manufacturing costs associated with the increasing volume
unit sales and changes in our product mix, a $0.3 million share-based compensation charge associated with SFAS
No. 123(R), $0.7 million increase in employee costs, a $0.6 million increase in temporary labor costs, a $0.8 million
increase in overhead expenses and a $0.4 million increase in the cost of product revenues associated with the current
quarter shift of service installation staff costs previously associated with general and administrative departmental
expenses. These costs were partially offset by a reduction in capitalized overhead of $0.8 million.

The increase in the cost of product revenues for the nine months ended September 30, 2006 as compared to the same period in 2005 is primarily
due to a $4.5 million increase in direct material cost and manufacturing variances associated with increasing volume unit sales, a $0.7 million
increase each in stock compensation charge associated with SFAS No. 123(R) and in temporary labor costs, $1.2 million increase in employee
costs, a $0.6 million increase in overhead expenses and a $2.5 million increase in the cost of product revenues associated with the current quarter
shift of installation staff costs previously associated with general and administrative departmental expenses. These increases are offset by a $1.1
million decrease in prior year costs associated with the expenses of a write-off of excess inventory and a $1.2 million increase in capitalized
overhead. The increases in cost of product revenue due to a shift in installation staff costs reflects expenses which were previously associated
with general and administrative departmental expenses, and are indicative of the change in our installation team s historical responsibilities from
a primarily pre-sales focus of facilitating sales to primarily a post-sales focus in installation of products sold. This shift in installation staff costs
was prospective beginning in fiscal 2006.

Gross Profit on Product Revenues. For the three months ended September 30, 2006, gross profits on product revenues were
$17.6 million, or 53% of product revenues as compared to $15.3 million, or 56% of product revenues in the prior
quarter and $13.6 million or 56% of product revenues in the same period of 2005. For the nine months ended
September 30, 2006 gross profits on product revenues were $46.9 million or 54% of product revenues compared to
$36.5 million or 53% of product revenue in the same period of 2005. The absolute increase in the product gross
margins for the three and nine months ended September 30, 2006 as compared to the same periods in 2005 was due to
increases in product revenues offset by increases in the cost of materials used in manufacturing and installation and
shipping of our products, stock based compensation charges associated with SFAS No. 123(R), and increases in the
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cost of product revenues associated with a shift of service staff costs previously associated with general and
administrative departmental expenses in same periods of 2005. The absolute increase in product margins in the first
nine months of 2006 were partially offset by ex