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Treasury stock, at cost, 201,230 shares of common stock .............. .. .....

Total shareholders' equUity ..ottt it ittt ettt ee e et aaeeaaenns

Total liabilities and shareholders' equity .........ciiiiiiiennnnn.. $

The accompanying notes are an integral part of these consolidated
financial statements.

NEOMEDTIA TECHNOLOGIES, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF OPERATIONS
(In thousands, except per share data)

NET SALES:
B IO o= = $
Resale of software and technology equipment and service fees ................

Total NEet SAleS i ittt ittt et ettt ettt et ettt eaeeeeeeeaaeeaeee

COST OF SALES:
I I LD o = T Y
Resale of software and technology equipment and service fees ................

Total COSt Of SALlES it ittt ittt e ettt e et ettt et ettt

GROSS PROE IT (LOSS) ittt ittt ittt ettt et ittt eeete et iee e eeeeeennannnens

Sales and Marketing ERPENSE S v vttt it ittt ittt e e e et eaeeeeeeseeaeeeeeeeenaeeens
General and administrative EXPENSES i it ittt ittt ettt ettt ettt
Research and development CoOST S it ittt ittt ittt ettt et eaeeeeeeeeeaaeeeeenas

LOSS from OpPerations & ittt ittt ettt e et e e e et e e
Interest expense (INCOME), Netl ..ttt ittt ittt ittt et eeeeeeeeeeenaeaaeeeeenns

Loss from continuUing Operations .. ittt ittt ittt et ettt ettt et
Discontinued operations (Note 1):
Loss from operations of discontinued business unit ............ . i

A O $
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NET LOSS PER SHARE FROM CONTINUING OPERATIONS—
BASTIC AND DILUTED .ttt ittt ittt et ettt et ee st aaaeeeessenaaneeesennnnnens $

NET LOSS PER SHARE FROM DISCONTINUED OPERATIONS-

BASIC AND DILUTED .t ittt it ittt ittt it ettt ettt ae e neeeneenneenaeeneeeneeanennes $
NET LOSS PER SHARE—-—BASIC AND DILUTED ..ttt ittt ittt it ittt tetetntnenenenenenens $
Weighted average number of common shares--basic and diluted .................... 29,

The accompanying notes are an integral part of these consolidated
financial statements.

NEOMEDTIA TECHNOLOGIES, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF CASH FLOWS
(In thousands)

CASH FLOWS FROM OPERATING ACTIVITIES:
J O N = = $
Adjustments to reconcile net loss to net cash used in operating activities:
Depreciation and amortization .. ...ttt ittt ittt et et e
Stock options issued L0 AireCtor S & .ttt i ittt ittt et ettt eaeeeeeeeannn
Expense associated with warrant repricCing ..... ..ttt ittt eenneeeenns
Stock options and warrants granted for ServicCes ... ...ttt
Trade accounts receivable .. ...ttt ittt ettt
Prepald — Digital:CONVEeTrgENCE .« v v i ittt e tenneeeeeeenneeeeeeeenneeeeeeeeanns
Costs and estimated earnings in excess of billings on
uncompleted CONELraCh S ittt ittt ittt e e e e ettt e ettt
Other CUrrent assel s ittt ittt ittt ettt ittt eeeennnnan
Accounts payable, amounts due under financing agreements and accrued
L 1 o=
Billings in excess of costs and estimated earnings on
uncompleted CONELraCh S ittt ittt ittt e e ettt te ettt
Deferred FeVENUE ..t ittt ittt ittt ettt ettt nnnseeeeeeeeennnneeeeeeeeennnas
Other current liabilities ...ttt ittt ittt ittt e

Net cash used in operating activities ....... ittt eennnnns
CASH FLOWS FROM INVESTING ACTIVITIES:
Capitalization of software development and purchased intangible assets .........
(Increase) /decrease in value of life insurance pPoliCies ...t ineennnennnennn
Acquisition of property and equipment . ... ...ttt e e et e e e
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Net cash used

in investing activities ....... i i e

CASH FLOWS FROM FINANCING ACTIVITIES:
Net proceeds from issuance of common stock

net of $0 issuance costs in 2002 and $10 in 2000 .. .. iviiniie e eeeennnnnn
Net proceeds from exercise of stock wWarrants ... ...ttt ittt tteeeeeeeeenns
Net proceeds from exercise of stock options .. ...ttt ittt eieeeeennn

Borrowings under notes

payable and long-term debt ..........c.0 it

Repayments on notes payable and long-term debt ........ ...t innnnnnnn.

Net cash provided by financing activities ........i.iiiiiiiiiiiie.,

NET INCREASE (DECREASE)
AND CASH EQUIVALENTS

IN CASH

CASH AND CASH EQUIVALENTS, BEGINNING OF YEAR ...ttt ittt ittt

CASH AND CASH EQUIVALENTS, SEPTEMBER 30, 2001 . ...ttt ttiiinnnnnnneens

SUPPLEMENTAL CASH FLOW

INFORMATION:

Interest paid during the quarter ... ...ttt ittt ittt ettt eaaeeeeenn

Non-cash investing and financing activities:
Net assets acquired as part of Qode purchase agreement
in exchange for common stock and forgiveness of note ........... ... ...
Write-down of Digital Convergence stock receivable against

Deferred Revenue — Digital CONVEIrgENCE . i vi ittt tnneneeeeennnneeenns

Stock issued in exchange for limited recourse promissory notes ..............

Warrants granted for service classified as prepaid assets .......c..oiiiieeon..

Common stock issued

to settle debt ... e e e e e

Cancellation of common stock issued in 2001 to offset stock subscription

receivable ......

The accompanying notes are an integral part of these consolidated

financial statements.

NeoMedia Technologies, Inc. and Subsidiaries
Unaudited Notes to Condensed Consolidated Financial Statements

1. Basis of Presentation and Nature of Business Operations

Basis of Presentation

The condensed
statements of NeoMedia
accompanying unaudited
prepared in accordance
of the information and

consolidated financial statements include the financial
Technologies, Inc. and its wholly-owned subsidiaries. The
condensed consolidated financial statements have been
with the instructions to Form 10-Q and do not include all
footnotes required by generally accepted accounting

principles for complete consolidated financial statements. These condensed

consolidated financial

statements and related notes should be read in

conjunction with the Company's Form 10-K for the fiscal year ended December 31,
2001. In the opinion of management, these condensed consolidated financial



Edgar Filing: NEOMEDIA TECHNOLOGIES INC - Form 10-Q

statements reflect all adjustments which are of a normal recurring nature and
which are necessary to present fairly the consolidated financial position of
NeoMedia as of March 31, 2002, and the results of operations for the three
months ended March 31, 2002 and 2001, and cash flows for the three months ended
March 31, 2002 and 2001. The results of operations for the three months ended
March 31, 2002 are not necessarily indicative of the results which may be
expected for the entire fiscal year. All significant intercompany accounts and
transactions have been eliminated in preparation of the condensed consolidated
financial statements.

Nature of Business Operations

The Company is structured and evaluated by its Board of Directors and
Management as two distinct business units: NeoMedia Internet Switching Service
(NISS) and NeoMedia Consulting and Integration Service (NCIS).

NeoMedia Internet Switching Service (NISS)

NISS (physical world-to-Internet offerings) is the core business and is
based in the United States, with development and operating facilities
in Fort Myers, Florida. NISS develops and supports the Company's
physical world to Internet core technology, including our linking
"switch" and our application platforms. NISS also manages the Company's
valuable intellectual property portfolio, including the identification
and execution of licensing opportunities surrounding the patents.

NeoMedia Consulting and Integration Services (NCIS)

NCIS (systems integration service offerings) is the original business
line upon which the Company was organized. This unit resells
client-server equipment and related software, and general and
specialized consulting services targeted at software driven print
applications, especially at process automation of production print
facilities through its integrated document factory solution. Systems
integration services also identifies prospects for custom applications
based on our products and services. This unit recently moved its
business offerings to a much higher Value-Add called Storage Area
Networks (SAN). The operations are based in Lisle, Illinois.

Reclassifications

Certain amounts in the 2001 condensed consolidated financial statements have
been reclassified to conform to the 2002 presentation.

Recent Accounting Pronouncements

On July 21, 2001, the Financial Accounting Standards Board issued
Statements of Financial Accounting Standards No. 141 (SFAS No. 141), "Business
Combinations", and No. 142 (SFAS No. 142), "Goodwill and Other Intangible
Assets." SFAS No. 141 addresses financial accounting and reporting for goodwill
and other intangible assets acquired in a business combination at acquisition.
SFAS No. 141 requires the purchase method of accounting to be used for all
business combinations initiated after June 30, 2001 and establishes specific
criteria for the recognition of intangible assets separately from goodwill; SFAS
No. 142 addresses financial accounting and reporting for goodwill and other
intangible assets subsequent to their acquisition. SFAS No. 142 provides that
goodwill and intangible assets which have indefinite useful lives will not be
amortized, but rather will be tested at least annually for impairment. It also
provides that intangible assets that have finite useful lives will continue to
be amortized over their useful lives, but those lives will no longer be limited
to forty years. SFAS No. 141 is effective for all business combinations after
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June 30, 2001. The provisions of SFAS No. 142 are effective beginning January 1,
2002. The Company has implemented the provisions of SFAS No. 141 and No. 142 and
has concluded that the adoption does not have a material impact on the financial
statements.

In October 2001, the FASB recently issued SFAS No. 143, "Accounting for
Asset Retirement Obligations," which requires companies to record the fair value
of a liability for asset retirement obligations in the period in which they are
incurred. The statement applies to a company's legal obligations associated with
the retirement of a tangible long-lived asset that results from the acquisition,
construction, and development or through the normal operation of a long-lived
asset. When a liability is initially recorded, the company would capitalize the
cost, thereby increasing the carrying amount of the related asset. The
capitalized asset retirement cost is depreciated over the life of the respective
asset while the liability is accreted to its present value. Upon settlement of
the liability, the obligation is settled at its recorded amount or the company
incurs a gain or loss. The statement is effective for fiscal years beginning
after June 30, 2002. The Company does not expect the adoption to have a material
impact to the Company's financial position or results of operations.

In October 2001, the FASB issued SFAS No. 144, "Accounting for the
Impairment or Disposal of Long-Lived Assets". Statement 144 addresses the
accounting and reporting for the impairment or disposal of long-lived assets.
The statement provides a single accounting model for long-lived assets to be
disposed of. New criteria must be met to classify the asset as an asset
held-for-sale. This statement also focuses on reporting the effects of a
disposal of a segment of a business. This statement is effective for fiscal
years beginning after December 15, 2001. The Company does not expect the
adoption to have a material impact to its financial position or results of
operations.

Purchase and Disposal of Qode.com, Inc.

On March 1, 2001, NeoMedia purchased all of the net assets of Qode.com,

Inc. (Qode), except for cash. Qode is a development stage company, as defined in
Statement of Financial Accounting Standards (SFAS) No. 7, "Accounting and
Reporting By Development Stage Enterprises". In consideration for these assets,

NeoMedia issued 274,699 shares of common stock, valued at $1,359,760.
Additionally, the Company placed in escrow 1,676,500 shares of its common stock
valued at $8,298,675. Stock issued was valued at $4.95 per share, which is the
average closing price for the few days before and after the measurement date of
March 1, 2001. As of December 31, 2001 the Company had released 35,074 shares of
common stock from escrow for performance for the period March 1, 2001 to August
31, 2001. The remaining 1,641,426 shares are being held in held in escrow
pending the results of negotiations between us and Qode with respect to the
performance of the Qode business unit for the period March 1, 2001 through
February 28, 2002. As a result, all such shares may be released to Qode.

The Company accounted for this purchase using the purchase method of
accounting in accordance with Accounting Principles Board Opinion No. 16,
"Business Combinations". The excess fair market value of the net assets acquired
over the purchase price was allocated to reduce proportionately the values
assigned to noncurrent assets. The accompanying consolidated statements of
operations include the operations of Qode from March 1, 2001, through September
30, 2001.
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The purchase price at the original purchase date was calculated and allocated as
follows:

Original Shares: 274,699 issued at $4.95 1,360,000
Contingent shares: 35,074 issued at $0.39 S 13,000
Total purchase price S 1,373,000

Purchase price allocated as follows:
Assets purchased

Trade receivables S 5,000
Inventory 144,000
Prepaid expenses 49,000
Furniture & fixtures 913,000
Capitalized development costs 2,132,000
Capitalized software 83,000
Refundable deposits - non-current 38,000

Liabilities assumed

Accounts payable (981,000)
Forgiveness of note receivable (440,000)
Interest receivable (10,000)
Current portion of long-term debt (117,000)
Note payable (24,000)
Capitalized lease obligation (419,000)

Total purchase price allocated S 1,373,000

During the third quarter of 2001, the Company issued an additional
35,074 shares under the terms of the earn-out with Qode.com, Inc. (see
explanation below). The value of these shares in the amount of $13,000 was
allocated $9,000 to capitalized development costs and $4,000 to furniture and
fixtures.

Contingent consideration

In accordance with the purchase of the assets of Qode.com, Inc.,
NeoMedia has placed 1,676,500 shares of its common stock in escrow for a period
of one year, subject to downward adjustment, based upon the achievement of
certain performance targets over the period of March 1, 2001 to February 28,
2002. As of March 1, 2002, these performance targets were not met and therefore,
the remaining 1,641,426 shares held in escrow were not issued. The criteria used
to determine the number of shares released from escrow is a weighted combination
of revenue, page views, and fully allocated earnings before taxes relating to
the Qode Universal Commerce Solution.

At the end of each of certain interim periods as outlined in the
purchase agreement, the number of cumulative shares earned by Qode.com is
calculated based on revenue and page views and the shares are released. The
resulting financial impact on NeoMedia 1s a proportionate increase in the
long-term assets acquired from Qode, with a corresponding increase in
depreciation expense from that point forward. The amount of the increase in
long-term assets is dependent upon the number of shares released from escrow, as
well as the value of NeoMedia stock at the time of measurement. The first such
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measurement date is July 1, 2001. At the end of the 12-month measurement period
(February 28, 2002), the number of shares issued to Qode under the earn-out was
309,773, allocated as outlined in the table above. The remaining 1,641,426
shares are being held in held in escrow pending the results of negotiations
between us and Qode with respect to the performance of the Qode business unit
for the period March 1, 2001 through February 28, 2002. As a result, all such
shares may be released to Qode.

Intangible assets
Intangible assets acquired from Qode.com include:

i) . Purchased software licenses relating to the development of the Qode
Universal Commerce Solution, amortized on a straight-line basis over
three years.

ii). Capitalized software development costs relating to the
development of the Qode Universal Commerce Solution.

Disposal of Qode Business Unit

On August 31, 2001, the Company signed a non-binding letter of intent
to sell the assets and liabilities of its Ft. Lauderdale-based Qode business
unit, which it acquired in March 2001, to The Finx Group, Inc., a holding
company based in Elmsford, NY. The final contract is contingent upon the
completion of due diligence and definitive terms and conditions stated in the
letter of intent. The Company intends to sell the assets and liabilities of
Qode, which consist of all inventory, equipment and the ownership and operation
of the comprehensive universal internet database along with the corresponding
patents. The Finx Group will assume $620,000 in Qode payables and $800,000 in
long-term leases in exchange for 500,000 shares of the Finx Group, right to use
and sell Qode services, and up to $5 million in affiliate revenues over the next
five years. As of December 31, 2001, the transaction had not been consummated
due to the encumbrance of certain of NeoMedia's Qode-related assets under the
Company's note payable to AirClic, Inc. The Finx group has taken possession of
certain Qode system assets and has taken over ongoing expenses related to the
business unit. Management believes that the sale will be completed immediately
upon resolution of AirClic litigation. During the third and fourth quarters of
2001, the company recorded a $2.6 million expense from the write-down of the
Qode assets/liabilities to the following net realizable value:

March 31, 2002
(Balances in Thousands)

Inventory $ 144
Equipment 282
Intangible Assets 1,096

Assets 1,522
Accounts Payable $ 1,297
Note Payable 15

Liabilities 1,312
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Net Realizable Value S 210

The loss for discontinued operations during the phase-out period from
August 31, 2001 (measurement date) to September 30, 2001 was $439,000. No
further loss is anticipated.

On May 31, 2001, three creditors of Qode.com, Inc. filed in the U.S.
Bankruptcy Court an involuntary bankruptcy petition for Qode.com, Inc. Qode.com,
Inc. has converted the proceedings to Chapter 11, U.S. Code to re-organize its
debts.

Other Events

During January 2002, certain of the Company's shareholders filed a
complaint with the Securities and Exchange Commission, alleging that the
shareholders were not included in the special shareholders meeting of November
25, 2001, to vote on the issuance of 19 million shares of NeoMedia common stock.
On March 11, the Company filed its response claiming that the Company had fully
complied with all of its obligations under the laws and regulations administered
by the Securities and Exchange Commission, as well as with its obligation under
Delaware General Corporation Law.

During January 2002, NeoMedia announced that it had entered into an
agreement with Baniak Pine and Gannon, a law firm specializing in patent
licensing and litigation, under which the firm will represent NeoMedia in
seeking out potential licensees of the Company's patent portfolio

During February 2002, the Company sold 19 million shares of its common
stock at $0.17 per share in exchange for promissory notes maturing at the
earlier of i) 90 days from the date of issuance, or ii) 30 days from
registration of the shares. Proceeds from this transaction will be $3,230,000,
assuming full payment of the notes.

During February 2002, the Company issued 1,646,987 shares of its common
stock to two separate vendors as settlement of past due liabilities and future
payments relating to equipment leases.

During March 2002, the Company requested a hearing before a Nasdag
listing qualifications panel to review a staff determination issued by Nasdag.
The determination indicated that as of December 31, 2001 the Company did not
comply with either the minimum $2 million net tangible assets or the minimum
$2.5 million stockholders' equity requirement for continued listing, and that
the company's shares were therefore subject to delisting. NeoMedia responded by
requesting a hearing before a Nasdag listing panel to review the staff
determination. The hearing was held on April 18, 2002. As of the date of this
filing, the Nasdag listing panel was still deliberating the Company's status.

During March 2002, the Company repriced 1.2 million of its common stock
warrants for a period of six months. During the term of the warrant repricing
program, participating holders are entitled to exercise qualified warrants at an
exercise price per share equal to the greater of (1) $0.12 or (2) 50% of the
last sale price of shares of Common Stock on the NASDAQ Small Cap Market on the
trading date immediately preceding the date of exercise.

On March 20, 2002, IOS Capital, Inc. filed a summons seeking full
payment of approximately $38,700 relating to past due and future payments under

10
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an office equipment lease. The Company returned the equipment settled the
liability for cash payments totaling $29,000.

2. Liquidity and Capital Resources

The accompanying unaudited consolidated financial statements have
been prepared assuming the Company will continue as a going concern.
Accordingly, the consolidated financial statements do not include any
adjustments that might result from the Company's inability to continue as a
going concern. Based on current operating budgets, the Company believes that its
available capital resources, together with anticipated revenues from operations,
will be sufficient to satisfy its capital requirements through at least June 30,
2002. The Company's belief is based on its operating plan, which in turn is
based on assumptions that may prove to be incorrect. As a result, the Company's
financial resources may not be sufficient to satisfy its capital requirements
for this period. If the Company's financial resources are insufficient and, in
any case, after June 30, 2002, the Company may require additional financing in
order to meet its plans for expansion or may be forced to seek protection from
its creditors under the United States Bankruptcy Code or analogous state
statutes unless it is able to engage in a merger or other corporate finance
transaction with a better capitalized entity. The Company cannot predict whether
additional financing will be available, its form, whether equity or debt, or be
in another form, or if the Company will be successful in identifying entities
with which it may consummate a merger or other corporate finance transactions.

3. Going Concern

The accompanying consolidated financial statements have been prepared
on a going concern basis, which contemplates the realization of assets and the
satisfaction of liabilities in the normal course of business.

Through March 31, 2002, the Company has not been able to generate
significant revenues from its operations to cover its costs and operating
expenses. Although the Company has been able to issue its common stock or other
financing for a significant portion of its expenses, it is not known whether the
Company will be able to continue this practice, or if its revenue will increase
significantly to be able to meet its cash operating expenses.

This, in turn, raises substantial doubt about the Company's ability to
continue as a going concern. Management believes that its products will begin to
generate higher revenues beginning the second quarter of 2002 and that the
Company will be able to raise additional funds through an offering of its common
stock or alternative sources of financing. However, no assurances can be given
as to the success of these plans. The consolidated financial statements do not
include any adjustments that might result from the outcome of these
uncertainties.

4. Subsequent Events

During April 2002, the Company repriced 7.4 million of its common stock
options held by employees, consultants and advisors for a period of six months.
During the term of the option repricing program, participating holders are
entitled to exercise subject options at an exercise price per share equal to the
greater of (1) $0.12 or (2) 50% of the last sale price of shares of Common Stock
on the Nasdag SmallCap Market on the trading date immediately preceding the date
of exercise.

11
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During May 2002, the Company entered into a Standby Equity Purchase
Agreement with Cornell Capital Partners LP ("Cornell"). Under the terms of the
agreement, Cornell has agreed to purchase up to $5.0 million of NeoMedia common
stock over the next two years, with the timing of the purchase at the Company's
discretion. Each purchase will be for a maximum of $25,000, with a minimum seven
days between purchases. The shares will be valued at 98% of the lowest closing
bid price during the five-day period following the notice of purchase by
NeoMedia. The Company will pay 5% of the gross proceeds of each purchase to
Cornell as a commission.

10

ITEM 2. MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS
OF OPERATIONS

Overview

During the first quarter of 2002, the Company's continued focus was
aimed toward its Internet Switching Systems (NISS, formerly NAS) business. NISS
consists of the patented PaperClickTM technology that enables users to link
directly from the physical to the digital world. NeoMedia's mission is to
invent, develop, and commercialize technologies and products that effectively
leverage the integration of the physical and electronic to provide clear
functional value for the Company's end-users, competitive advantage for their
business partners and return-on-investment for their investors. Additionally,
the Company has retained the services of the intellectual property law firm of
Baniak Pine & Gannon to pursue license agreements surrounding NeoMedia's
valuable patent portfolio.

NeoMedia's quarterly operating results have been subject to variation
and will continue to be subject to variation, depending upon factors, such as
the mix of business among NeoMedia's services and products, the cost of
material, labor and technology, particularly in connection with the delivery of
business services, the costs associated with initiating new contracts, the
economic condition of NeoMedia's target markets, and the cost of acquiring and
integrating new businesses.

Results of Operations for the Three Months Ended March 31, 2002 as Compared to
the Three Months Ended March 31, 2001

Net sales. Total net sales for the three months ended March 31, 2002
were $1.4 million, which represented a $0.3 million, or 17.6%, decrease from
$1.7 million for the three months ended March 31, 2001. This decrease primarily
resulted from reduced resales of Sun Microsystems equipment due to increased
competition and general economic conditions.

License fees. License fees were $0.1 million for the three months ended
March 31, 2002, a decrease of $0.1 million or 50%, compared with $0.2 million
for the three months ended March 31, 2001. The Company will continue to increase
sales efforts of their internally developed license software in the future.

Resales of software and technology equipment and service fees. Resales
of software and technology equipment and service fees decreased by $0.1 million,
or 7.1%, to $1.3 million for the three months ended March 31, 2002, as compared
to $1.4 million for the three months ended March 31, 2001. This decrease
primarily resulted from fewer sales of Sun Microsystems hardware due to

12
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increased competition and general economic conditions.

Cost of Sales. Cost of resales as a percentage of related resales was
75% in 2002 and 86% in 2001. This decrease is primarily due to the increased
sales of higher margin products during 2002.

Sales and marketing. A portion of the compensation to the sales and
marketing staff constitutes salary and is fixed in nature and the remainder of
this compensation, which is paid as a commission, is directly related to sales
volume. Sales and marketing expenses were $0.2 million for the three months
ended March 31, 2002, compared to $0.9 million for the three months ended March
31, 2001, a decrease of $0.7 million or 77.8%. This decrease resulted from a
reduction in sales and marketing personnel resulting from the Company's
cost-reduction initiative started in 2001.

General and administrative. General and administrative expenses
decreased by $0.5 million, or 33.3%, to $1.0 million for the three months ended
March 31, 2002, compared to $1.5 million for the three months ended March 31,
2001. The decrease is primarily related to a reduction in personnel and overhead
expenses as a result of the Company's cost reduction initiative.

Research and development. During the three months ended March 31, 2002,
NeoMedia charged to expense $0.2 million of research and development costs, an
increase of $0.1 or 100% compared to $0.1 million charged to expense for the
three months ended March 31, 2001. This increase is predominately due to more
capitalization of software development costs, and correspondingly less
development expense, during 2001.
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Interest expense/ (income), net. Interest expense/ (income) consists
primarily of interest paid to creditors as part of financed purchases, notes
payable and NeoMedia's asset-based collateralized line of credit net of interest
earned on cash equivalent investments. Interest expense increased by $62,000 to
$31,000 for the three months ended March 31, 2002 from income of $(31,000)
income for the three months ended March 31, 2001, due to interest on notes
payable incurred during 2001, combined with reduced cash balances during 2002.

Loss from continuing operations. The loss from continuing operations
for the three months ended March 31, 2002 was $1.4 million, which represented a
$1.4 million, or 50.0% decrease from a $2.8 million loss for the three months
ended March 31, 2001. The decrease resulted from increased margin on technology
software and equipment resales, combined with lower expenses as a result of the
Company's cost reduction effort.

Loss from operations of discontinued operations. The Company
discontinued operations of its Qode business unit in 2001, resulting in a loss
from operations of discontinued business units of $0.7 million for the three
months ended March 31, 2001. There was no loss from this business unit during
2002. The business unit's assets were purchased in March 2001 and the
implementation was cancelled during the second quarter of 2001.

Net Loss. The net loss for the three months ended March 31, 2002 was
$1.4 million, which represented a $2.0 million, or 58.8% decrease from a $3.4
million loss for the three months ended March 31, 2001. The decrease resulted
from increased margin on technology software and equipment resales, combined
with lower expenses as a result of the Company's cost reduction effort.
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Financial Condition

As of March 31, 2002, the Company's cash balance was $17,000 compared
to $0.1 million at December 31, 2001.

Net cash used in operating activities for the three months ended March
31, 2002 and 2001, was $0.4 million and $2.2 million, respectively. During 2002,
trade accounts receivable inclusive of costs and estimated earnings in excess of
billings on uncompleted contracts decreased $1.5 million, while accounts payable
inclusive of billings in excess of costs and estimated earnings on uncompleted
contracts, amounts due under financing agreements, accrued expenses and deferred
revenue decreased $1.1 million. During 2001, trade accounts receivable inclusive
of costs and estimated earnings in excess of billings on uncompleted contracts
decreased $0.7 million, while accounts payable inclusive of billings in excess
of costs and estimated earnings on uncompleted contracts, amounts due under
financing agreements, accrued expenses and deferred revenue decreased $0.4
million. NeoMedia's net cash flow used in investing activities for the three
months ended March 31, 2002 and 2001 was $1,000 and $1.8 million, respectively.

Net cash provided by financing activities for the three months ended
March 31, 2002 and 2001, was $0.2 million and $2.0 million, respectively. The
decrease was due to $1.5 million raised during the first quarter of 2001 through
the issuance of common stock, as well as $0.5 million through the exercise of
stock warrants and options. During the three months ended March 31, 2002, the
Company sold 19 million shares of its common stock at $0.17 per share in
exchange for promissory notes maturing at the earlier of i) 90 days from the
date of issuance, or ii) 30 days from registration of the shares. Proceeds from
this transaction will be $3,230,000, $190,000 of which was paid during the first
quarter of 2002, assuming full payment of the notes.
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The accompanying unaudited financial statements have been prepared
assuming the Company will continue as a going concern. Accordingly, the
financial statements do not include any adjustments that might result from the
Company's inability to continue as a going concern. Based on current operating
budgets, the Company believes that its available capital resources, together
with anticipated revenues from operations, will be sufficient to satisfy its
capital requirements through at least June 30, 2002. The Company's belief is
based on its operating plan, which in turn is based on assumptions that may
prove to be incorrect. As a result, the Company's financial resources may not be
sufficient to satisfy its capital requirements for this period. If the Company's
financial resources are insufficient and, in any case, after June 30, 2002, the
Company may require additional financing in order to meet its plans for
expansion or may be forced to seek protection from its creditors under the
United States Bankruptcy Code or analogous state statutes unless it is able to
engage in a merger or other corporate finance transaction with a better
capitalized entity. The Company cannot predict whether additional financing will
be available, its form, whether equity or debt, or be in another form, or if the
Company will be successful in identifying entities with which it may consummate
a merger or other corporate finance transactions.
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SAFE HARBOR PROVISION OF THE PRIVATE SECURITIES LITIGATION ACT OF 1995
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The Company operates in a dynamic and rapidly changing environment that
involves numerous risks and uncertainties. The market for software products is
generally characterized by rapidly changing technology, frequent new product
introductions and changes in customer requirements which can render existing
products obsolete or unmarketable. The statements contained in this document are
not historical facts may be forward-looking statements (as such term is defined
in the rules promulgated pursuant to the Securities Exchange Act of 1934) that
are subject to a variety of risks and uncertainties more fully described in the
Company's filings with the Securities and Exchange Commission. The
forward-looking statements are based on the beliefs of the management of the
Company, as well as assumptions made by, and information currently available to,
the Company's management. Accordingly, these statements are subject to
significant risks, uncertainties and contingencies which could cause the
Company's actual growth, results, performance and business prospects and
opportunities in 2001 and beyond to differ materially from those expressed in or
implied by, any such forward-looking statements. Wherever possible, words such
as "anticipate," "plan," "expect," "believe," "estimate," and similar
expressions have been used to identify these forward-looking statements, but are
not the exclusive means of identifying such statements. These risks,
uncertainties and contingencies include, but are not limited to, the Company's
limited operating history on which expectations regarding its future performance
can be based, competition from, among others, high technology companies that
have greater financial, technical and marketing resources and distribution
capabilities than the Company, the availability of sufficient capital, the
effectiveness of the Company's efforts to control operating expenses, the
Company's ability to sell its products and general economic and business
conditions affecting the Company and its customers in the United States and
other countries in which the Company sells and anticipates to sell its products
and services. The Company is not obligated to update or revise these
forward-looking statements to reflect new events or circumstances.
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PART ITI —-- OTHER INFORMATION
Item 1. Legal Proceedings
On September 6, 2001, AirClic, Inc. ("AirClic") filed suit against the

Company in the Court of Common Pleas, Montgomery County, Pennsylvania, seeking,
among other things, the accelerated repayment of a $500,000 loan it advanced to
the Company under the terms of a letter of intent entered into between AirClic
and the Company. The letter of intent was subsequently abandoned on the basis of
the Company's alleged breach of certain representations made by the Company in
the promissory note issued by the Company to AirClic in respect of such advance.
The note issued by the Company in respect of AirClic's $500,000 advance is
secured by substantially all of the Company's intellectual property, including
its core physical world-to-Internet technologies. If the Company is deemed to
have defaulted under the note, and does not pay the judgment, AirClic, which is
one of the NeoMedia's key competitors, could acquire the Company's core
intellectual property, which would have a material adverse effect on the
Company's business, prospects, financial condition, and results of operations.
The Company 1is vigorously defending this lawsuit and has interposed
counterclaims against AirClic. The lawsuit is in its preliminary stages and, as
such, at this time it is difficult to assess the outcome. Whether or not AirClic
is successful in asserting its claims that the Company breached certain
representations made by the Company in the note, the note became due and payable
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in accordance with its terms on January 11, 2002. Based on the cash currently
available to the Company, payment of the note and related interest would have a
material adverse effect on the Company's financial condition. If the Company
fails to pay such note, AirClic could proceed against the Company's intellectual
property securing the note, which would have a material adverse effect on the
Company's business, prospects, financial condition, and results of operations.
The Company is aggressively seeking bridge financing to enable it to pay the
principal and interest remaining under the note following the resolution of the
counterclaims against AirClic. The Company has not accrued any additional
liability over and above the note payable and related accrued interest.

AirClic has also filed suit against the Company in the United States
District Court for the Eastern District of Pennsylvania. In this second action,
AirClic seeks a declaration that certain core intellectual property securing the
note issued by the Company to AirClic, some of which is patented and others for
which a patent application is pending is invalid and unenforceable. Any
declaration that the Company's core patented or patentable technology is invalid
and unenforceable would have a material adverse effect on the Company's
business, prospects, financial condition, and results of operations. The Company
is vigorously defending against this lawsuit as well. The Company has not
accrued any liability in connection with this matter.

On June 26, 2001, the Company filed a $3 million lawsuit in the U.S.
District Court, Northern District of Texas, Dallas Division, against
Digital:Convergence Corporation for breach of contract regarding a $3 million
promissory note due on June 24, 2001 that was not paid. The Company is seeking
payment of the $3 million note plus interest and attorneys fees. The Company has
not accrued any gain contingency related to this matter.

In April 2001, the former President and director of NeoMedia filed a
lawsuit against the Company and several of its directors. The suit was filed in
the Circuit Court of the Twentieth Judicial Circuit for Sarasota, Florida. The
claim alleges the individual was fraudulently induced into accepting employment
and that the Company breached the employment agreement. The individual's
employment with the Company ended in January 2001. The Company has accrued
approximately $347,000 in severance and incentive payments payable to this
matter, and is currently in the process of negotiating a settlement.

On August 20, 2001, Ripfire, Inc. filed suit against the Company in the
San Francisco County Superior Court seeking payment of $138,000 under a software
license agreement entered into between the Company and Ripfire in May 2001
relating to implementation of the Qode Universal Commerce Solution. The Company
has entered into a letter of intent with the Finx Group, Inc. to sell certain
assets and liabilities relating to Qode. As part of the letter of intent, the
Finx Group will assume all liabilities up to $138,000 relating to the Ripfire
contract. Accordingly, the Company has not accrued a liability in the
accompanying financial statements. The Company, along with the Finx Group, is
currently negotiating settlement of this matter.

On October 3, 2001, Headway Associates, Ltd. filed a complaint for
damages in the Circuit Court of the Seventeenth Judicial Circuit for Broward
County, Florida. Headway Associates, Ltd. is seeking payment of all amounts due
under the terms the lease agreement of the Ft. Lauderdale office of NeoMedia's
Qode business unit. The lease commenced on March 3, 2000 and terminates on March
31, 2005. On February 25, 2002, Headway agreed to accept $100,000 cash payment
over a two-month period for settlement of all past-due and future amounts owed
under the lease. As of March 31, 2002, the Company had made payments totaling
$30,000 and had accrued the remaining $70,000 payments.
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On November 30, 2001, Orsus Solutions USA, Inc., filed a summons
seeking payment in full of approximately $525,000 relating to a software and
services contract associated with implementation of the Qode Universal Commerce
Solution. The Company has entered into a letter of intent with the Finx Group,
Inc. to sell certain assets and liabilities relating to Qode. As part of the
letter of intent, the Finx Group will assume all liabilities up to $530,000
relating to the Orsus contract. Accordingly, the Company has not accrued a
liability in the accompanying financial statements. The Company, along with the
Finx Group, 1is currently negotiating settlement of this matter.

On March 20, 2002, IOS Capital, Inc. filed a summons seeking full
payment of approximately $38,700 relating to past due and future payments under
an office equipment lease. During April 2002, the Company settled this matter
for cash payments totaling $29,000. The Company has accrued $29,000 relating to
this matter as of March 31, 2002.
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RISK FACTORS
Risks Specific To NeoMedia

The Company Had A Retained Deficit; The Company Anticipates Future
Losses.

The Company has incurred substantial losses since our inception, and
anticipates continuing to incur substantial losses for the foreseeable future.
The Company incurred a loss of $1,382,000 in the three months ended March 31,
2002, $25,469,000 in the year ended December 31, 2001, $5,409,000 in the year
ended December 31, 2000, $10,472,000 in the year ended December 31, 1999,
$11,495,000 in the year ended December 31, 1998, and $5,973,000 in the year
ended December 31, 1997. The Company's accumulated losses were approximately
$64,726,000 as of March 31, 2002, and $63,344,000 as of December 31, 2001. As of
March 31, 2002 and December 31, 2001 and 2000, we had a working capital
(deficit) of approximately $(5,161,000), $(5,163,000) and $8,426,000,
respectively. The Company had stockholders' equity of $(629,000), $(263,000) and
$19,110,000 at March 31, 2002, December 31, 2001 and 2000, respectively. The
Company generated revenues of $1,396,000 for the three months ended March 31,
2002 and $8,142,000 and $27,565,000 for the years ended December 31, 2001 and
2000. In addition, during the three months ended March 31, 2002, and years ended
December 31, 2001 and 2000, the Company recorded negative cash flows from
operations of $351,000, $5,202,000 and $6,775,000, respectively. To succeed, the
Company must develop new client and customer relationships and substantially
increase its revenue derived from improved products and additional value-added
services. The Company has expended and will continue to expend substantial
resources to develop and improve its products, increase its value-added services
and to market its products and services. These development and marketing
expenses must be incurred well in advance of the recognition of revenue. As a
result, the Company may not be able to achieve or sustain profitability.

The Company's Auditors Have Qualified Their Report On The Company
Financial Statements With Respect To The Company's Ability To Continue As
A Going Concern.

The report of Stonefield Josephson, Inc., the Company's current
independent auditors, with respect to the Company's financial statements and the
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related notes for the year ended December 31, 2001, indicate that, at the date
of their report, the Company had suffered recurring losses from operations and
the Company's current cash position raised substantial doubt about the Company's
ability to continue as a going concern. The Company's financial statements do
not include any adjustments that might result from this uncertainty. The report
of Arthur Andersen LLP, the Company's former independent auditors, with respect
to the Company's financial statements and the related notes for the years ended
December 31, 2000 and 1999, indicate that, at the date of their report, the
Company had suffered recurring losses from operations and the Company's current
cash position raised substantial doubt about the Company's ability to continue
as a going concern. The Company's financial statements do not include any
adjustments that might result from this uncertainty.

Because The Physical World - to - Internet Market In Which The Company
Operates Has Existed For A Short Period Of Time, There Is Limited
Information Upon Which Investors Can Evaluate the Business.

The physical world-to-Internet market in which the Company operates is
a recently developed market. Further, the Company has conducted operations in
this market only since March 1996. Consequently, the Company may be deemed to
have a relatively limited operating history upon which investors may base an
evaluation of the Company's primary business and determine its prospects for
achieving intended business objectives. To date, the Company has sold our
physical world-to-Internet products to only 12 companies. Further,
Digital:Convergence Corporation, the Company's primary customer for the
Company's physical world-to-Internet products, is facing pressing financial
difficulties and is presently being sued by the Company for default on a
promissory note issued to the Company in lieu of payment. The Company is prone
to all of the risks inherent to the establishment of any new business venture,
including unforeseen changes in its business plan. Investors should consider the
likelihood of the company's future success to be highly speculative in light of
the Company's limited operating history in its primary market, as well as the
limited resources, problems, expenses, risks, and complications frequently
encountered by similarly situated companies in the early stages of development,
particularly companies in new and rapidly evolving markets, such as the physical
world-to-Internet space. To address these risks, the Company must, among other
things,

o Maintain and increase the Company's client base;
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o Implement and successfully execute the Company's business and marketing
strategy;
o Continue to develop and upgrade the Company's products;

o Continually update and improve the Company's service offerings and
features;

o Respond to industry and competitive developments; and
o Attract, retain, and motivate qualified personnel.
The Company may not be successful in addressing these risks. If the
Company were unable to do so, the Company's business, prospects, financial

condition, and results of operations would be materially and adversely affected.

Fluctuations In The Company's Operating Results May Affect The
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Company's Stock Price.

As a result of the emerging and evolving nature of the markets in which
the Company competes, as well as the current nature of the public markets and
the Company's current financial condition, the Company believes its operating
results may fluctuate materially, as a result of which quarter-to-quarter
comparisons of the Company's results of operations may not be meaningful. If in
some future quarter, whether as a result of such a fluctuation or otherwise, the
Company results of operations fall below the expectations of securities analysts
and investors, the trading price of the Company's common stock would likely be
materially and adversely affected. Investors should not rely on the Company's
results of any interim period as an indication of the Company's future
performance. Additionally, the Company's quarterly results of operations may
fluctuate significantly in the future as a result of a variety of factors, many
of which are outside the Company's control. Factors that may cause the Company's
quarterly results to fluctuate include, among others:

o The Company's ability to retain existing clients and customers;

o The Company's ability to attract new clients and customers at a steady
rate;

o The Company's ability to maintain client satisfaction;

o The Company's ability to motivate potential clients and customers to
acquire and implement new technologies;

o The extent to which the Company's products gain market acceptance;
o The timing and size of client and customer purchases;

o Introductions of products and services by competitors;

o Price competition in the markets in which the Company competes;

o The pricing of hardware and software which the Company resells or
integrates into its products;

o The level of use of the Internet and online services and the rate of
market acceptance of physical world-to-Internet marketing;

o The Company's ability to upgrade and develop its systems and
infrastructure in a timely and effective manner;

o The Company's ability to attract, train, and retain skilled management,
strategic, technical, and creative professionals;

o The amount and timing of operating costs and capital expenditures
relating to the expansion of the Company's business, operations, and
infrastructure;

o Unanticipated technical, legal, and regulatory difficulties with
respect to use of the Internet; and

o0 General economic conditions and economic conditions specific to
Internet technology usage and electronic commerce.

The Company Is Uncertain Of The Success Of The Company's Internet Switching
Services Business Unit And The Failure Of This Unit Would Negatively Affect
The Price Of The Company's Stock.

The Company provides products and services that provide a seamless link
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from physical objects, including printed material, to the Internet. The Company
can provide no assurance that:

o This application services business unit will ever achieve
profitability;

o The Company's current product offerings will not be adversely affected
by the focusing of the Company resources on the physical
world-to-Internet space; or

o The products the Company develops will obtain market acceptance.

In the event that the application Services business unit should never achieve
profitability, that the Company's current product offerings should so suffer, or
that the Company's products fail to obtain market acceptance, the Company's
business, prospects, financial condition, and results of operations would be
materially adversely affected.

18

The Company Depends On The Resale Of Software And Equipment For Revenue
And A Reduction In These Sales Would Materially Adversely Affect The
Company's Operations And The Value Of The Company's Stock.

During the three months ended March 31, 2002 and the years ended December
31, 2001, 2000, 1999, 1998, and 1997, we derived 92%, 73%, 66%, 78%, 72%, and
78%, respectively, of the Company's revenues from the resale of computer
software and technology equipment. A loss or a reduction of this revenue would
have a material adverse effect on the Company's business, prospects, financial
condition, and results of operations, as well as the Company's stock price. The
Company can provide no assurance that:

o The market for the Company's products and services will continue;

o The Company will be successful in marketing these products due to
competition and other factors;

o The Company will continue to be able to obtain short-term financing for
the purchase of the products that the Company resells; or

o The Company's relationship with companies whose products and services
it sells will continue, the Company's relationship with Sun
Microsystems Computer Company.

Further, the technology and equipment resale business is becoming a
commodity industry for products undifferentiated by value-added proprietary
elements and services. A large number of companies act as re-marketers of
another party's products, and therefore, the competition in this area is
intense. Resale operations are also being compressed as equipment manufacturers
consolidate their distribution channels. In some instances, the Company, in
acting as a re-marketer, may compete with the original manufacturer. An
inability to effectively compete and generate revenues in this industry would
have a material adverse effect on the Company's business, prospects, financial
condition, and results of operations.

A Large Percentage Of The Company's Assets Are Intangible Assets, Which
Will Have Little Or No Value If The Company's Operations Are Unsuccessful.

At March 31, 2002, approximately 52% of the Company's total assets were
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intangible assets, consisting primarily of rights related to the Company's
patents and other intellectual property. If the Company operations are
unsuccessful, these assets will have little or no value, which will materially
adversely affect the value of the Company's stock and the ability of the
Company's stockholders to recoup their investments in the Company's capital
stock.

The Company's Marketing Strategy Has Not Been Tested And May Not Result In
Success.

To date, the Company has conducted limited-marketing efforts directly. All
of the Company's marketing efforts have been largely untested in the
marketplace, and may not result in sales of the Company's products and services.
To penetrate the markets in which the Company competes, the Company will have to
exert significant efforts to create awareness of, and demand for, the Company's
products and services. With respect to the Company's marketing efforts conducted
directly, the Company intends to expand the Company's sales staff upon receipt
of adequate financing. The Company's failure to further develop its marketing
capabilities and successfully market its products and services would have a
material adverse effect on the Company's business, prospects, financial
condition, and results of operations.

The Company Relies On Internally Developed Systems, Which Are Inefficient,
Which May Put The Company At A Competitive Disadvantage.

The Company uses internally developed technologies for a portion of its
systems integration services, as well as the technologies required to
interconnect its clients' and customers' physical world-to-Internet systems and
hardware with the Company's own. As the Company has developed these systems in
order to integrate disparate systems and hardware on a case-by-case basis, these
systems are inefficient and require a significant amount of customization. Such
client and customer specific customization is time-consuming and costly and may
place the Company at a competitive disadvantage when compared to competitors
with more efficient systems. The Company intends to upgrade and expand its
systems and technologies and to integrate newly-developed and purchased
technologies with its own in order to improve the efficiency of the Company's
systems and technologies, although the Company is unable to predict whether
these upgrades will improve the Company's competitive position when compared to
its competitors.
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The Company Has Limited Human Resources; The Company Needs To Attract And
Retain Highly Skilled Personnel; And The Company May Be Unable To
Effectively Manage Company Growth With the Company's Limited Resources.

The Company's future success will depend in large part on the Company's
ability to attract, train, and retain additional highly skilled executive level
management, creative, technical, and sales personnel. Competition is intense for
these types of personnel from other technology companies and more established
organizations, many of which have significantly larger operations and greater
financial, marketing, human, and other resources than the Company has currently.
The Company may not be successful in attracting and retaining qualified
personnel on a timely basis, on competitive terms, or at all. Due to the
Company's current working capital deficiency, the Company is currently unable to
afford a directors' and officers' liability insurance policy with a term of
greater than six months. The Company's existing policy expires on July 25, 2002.
To the extent that sufficient resources are available, the Company intends to
maintain a directors' and officers' liability insurance policy at all times.
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However, any inability to maintain such liability insurance in the future would
materially adversely affect the Company's ability to attract and retain
qualified director and officer candidates. If the Company is not successful in
attracting and retaining qualified personnel, its business, prospects, financial
condition, and results of operations would be materially adversely affected.

The Company Depends Upon The Company's Senior Management And Their Loss Or
unavailability Could Put The Company At A Competitive Disadvantage.

The Company's success depends largely on the skills of certain key
management and technical personnel. The loss or unavailability of any of these
individuals for any significant period of time could have a material adverse
effect on the Company's business, prospects, financial condition, and results of
operations. None of the Company's key management or technical personnel is
presently subject to employment agreements. The Company has recently awarded
stock options to key members of management. All key management personnel are
required to sign non-solicitation and confidentiality agreements. However, there
is no guarantee that these option incentives or contractual restrictions will
discourage the Company's key management and technical personnel from leaving. If
the Company were not successful in retaining its key personnel, the Company's
business, prospects, financial condition, and results of operations would be
materially adversely affected.

The Company May Be Unable To Protect The Company's Intellectual Property
Rights And The Company May Be Liable For Infringing The Intellectual
Property Rights Of Others.

The Company's success in the physical world-to-Internet and the
value-added systems integration markets is dependent upon the Company's
proprietary technology, including the Company's patents and other intellectual
property, and on the Company's ability to protect the Company's proprietary
technology and other intellectual property rights. In addition, the Company must
conduct the Company's operations without infringing on the proprietary rights of
third parties. The Company also intends to rely upon unpatented trade secrets
and the know-how and expertise of the Company's employees, as well as the
Company's patents. To protect the Company's proprietary technology and other
intellectual property, the Company relies primarily on a combination of the
protections provided by applicable patent, copyright, trademark, and trade
secret laws as well as on confidentiality procedures and licensing arrangements.
The Company has four patents for its physical world-to-Internet technology. The
Company also has several trademarks relating to the Company's proprietary
products. Although the Company believes that the Company has taken appropriate
steps to protect the Company's unpatented proprietary rights, including
requiring that the Company's employees and third parties who are granted access
to the Company's proprietary technology enter into confidentiality agreements
with the Company, the Company can provide no assurance that these measures will
be sufficient to protect the Company's rights against third parties. Others may
independently develop or otherwise acquire patented or unpatented technologies
or products similar or superior to the Company.
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The Company licenses from third parties certain software tools that it
includes in the Company's services and products. If any of these licenses were
terminated, the Company could be required to seek licenses for similar software
from other third parties or develop these tools internally. The Company may not
be able to obtain such licenses or develop such tools in a timely fashion, on
acceptable terms, or at all. Companies participating in the software and
Internet technology industries are frequently involved in disputes relating to

22



Edgar Filing: NEOMEDIA TECHNOLOGIES INC - Form 10-Q

intellectual property. The Company may in the future be required to defend the
Company's intellectual property rights against infringement, duplication,
discovery, and misappropriation by third parties or to defend against
third-party claims of infringement. Likewise, disputes may arise in the future
with respect to ownership of technology developed by employees who were
previously employed by other companies. Any such litigation or disputes could
result in substantial costs to, and a diversion of effort by, the Company. An
adverse determination could subject the Company to significant liabilities to
third parties, require the Company to seek licenses from, or pay royalties to,
third parties, or require the Company to develop appropriate alternative
technology. Some or all of these licenses may not be available to the Company on
acceptable terms or at all, and the Company may be unable to develop alternate
technology at an acceptable price or at all. Any of these events could have a
material adverse effect on the Company's business, prospects, financial
condition, and results of operations. See "Risks Specific To NeoMedia -
Currently Pending Legal Actions Threaten To Divest The Company Of Critical
Intellectual Property."

Currently Pending Legal Actions Threaten To Divest The Company Of Critical
Intellectual Property.

On September 6, 2001, AirClic, Inc. ("AirClic") filed suit against the
Company in the Court of Common Pleas, Montgomery County, Pennsylvania, seeking,
among other things, the accelerated repayment of a $500,000 loan it advanced to
the Company under the terms of a letter of intent entered into between AirClic
and the Company. The letter of intent was subsequently abandoned on the basis of
the Company's alleged breach of certain representations made by the Company in
the promissory note issued by the Company to AirClic in respect of such advance.
The note issued by the Company in respect of AirClic's $500,000 advance is
secured by substantially all of the Company's intellectual property, including
its core physical world-to-Internet technologies. If the Company is deemed to
have defaulted under the note, and does not pay the judgment, AirClic, which is
one of NeoMedia's key competitors, could acquire the Company's core intellectual
property, which would have a material adverse effect on the Company's business,
prospects, financial condition, and results of operations. The Company is
vigorously defending this lawsuit and has interposed counterclaims against
AirClic. The lawsuit is in its preliminary stages and, as such, at this time it
is difficult to assess the outcome. Whether or not AirClic is successful in
asserting its claims that the Company breached certain representations made by
the Company in the note, the note became due and payable in accordance with its
terms on January 11, 2002. Based on the cash currently available to the Company,
payment of the note and related interest would have a material adverse effect on
the Company's financial condition. If the Company fails to pay such note,
AirClic could proceed against the Company's intellectual property securing the
note, which would have a material adverse effect on the Company's business,
prospects, financial condition, and results of operations. The Company is
aggressively seeking bridge financing to enable it to pay the principal and
interest remaining under the note following the resolution of the counterclaims
against AirClic. The Company has not accrued any additional liability over and
above the note payable and related accrued interest.

AirClic has also filed suit against the Company in the United States
District Court for the Eastern District of Pennsylvania. In this second action,
AirClic seeks a declaration that certain core intellectual property securing the
note issued by the Company to AirClic, some of which is patented and others for
which a patent application is pending is invalid and unenforceable. Any
declaration that the Company's core patented or patentable technology is invalid
and unenforceable would have a material adverse effect on the Company's
business, prospects, financial condition, and results of operations. The Company
is vigorously defending against this lawsuit as well. The Company has not
accrued any liability in connection with this matter. See "Risks Specific to
NeoMedia - The Company May Be Unable To Protect Its Intellectual Property Rights
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And The Company May Be Liable For Infringing The Intellectual Property Rights Of
Others".

The Company Is Exposed To Product Liability Claims For Which Insurance
Coverage Is Limited, Potentially Inadequate And In Some Cases Unavailable,
And An Uninsured Claim Could Have A Material Adverse Effect On The
Company's Business, Prospects, Financial Condition, And Results Of
Operations, As Well As The Value Of The Company Stock.

Many of the Company's projects are critical to the operations of the
Company's clients' businesses. Any failure in a client's information system
could result in a claim for substantial damages against the Company, regardless
of the Company's responsibility for such failure. The Company could, therefore,
be subject to claims in connection with the products and services that it sells.
The Company currently maintains product liability and errors and omissions
insurance. There can be no assurance that:
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o The Company has contractually limited our liability for such claims
adequately or at all;

o The Company would have sufficient resources to satisfy any liability
resulting from any such claim;

o The Company coverage, 1if available, will be adequate in term and scope
to protect it against material adverse effects in the event of a
successful claim; or

o The Company insurer will not disclaim coverage as to any future claim.

The successful assertion of one or more large claims against the Company
that exceed available insurance coverage could materially adversely affect the
Company's business, prospects, financial condition, and results of operations.

The Company Cannot Predict its Future Capital Needs And The Company May Not
Be Able To Secure Additional Financing.

The Company expects to receive up to $218,090 attributable to the payment
of the exercise prices of warrants for shares of common stock recently
registered for public resale. The Company also expects to receive up to
$3,040,000, plus interest at a rate of 6% per annum, upon repayment of limited
recourse promissory notes issued to the Company as primary consideration for
19,000,000 shares of NeoMedia common stock, sold at $0.17 per share, offered by
the Company in a private placement and currently in the process of being
registered for public resale, assuming all 19,000,000 of such shares offered in
the private placement are resold and the notes are repaid in full. A price of
$0.01 per share was paid in cash for such shares and the limited recourse
promissory notes are for the balance of the purchase price of $0.16 per share.
The promissory notes become due and payable on the earlier of (1) the date which
is on or about May 11, 2002, or (2) 30 days following the effectiveness of the
S-1/A registration statement in which the shares are included. The promissory
notes are limited recourse in nature. If any portion of the notes are unpaid,
the Company's sole recourse will be to cancel the shares of common stock issued
in respect of such unpaid promissory notes or the proceeds of sales of the
shares of common stock purchased in consideration of such promissory notes.
Therefore, if the issuers of the promissory notes default on their payment
obligations under the notes, substantially less or none of the $3,040,000
subscription price anticipated to be received in connection with the sale of the
promissory notes would be received by the Company, which would have a material
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adverse effect on the Company's business, prospects, financial condition, and
results of operations.

Because The Company Will Not Pay Cash Dividends, Investors May Have To Sell
Their Shares In Order To Realize Their Investment.

The Company has not paid any cash dividends on our common stock and do not
intend to pay cash dividends in the foreseeable future. The Company intends to
retain future earnings, if any, for reinvestment in the development and
marketing of its products and services. Any credit agreements into which the
Company may enter with institutional lenders may restrict the Company's ability
to pay dividends. Whether the Company pays cash dividends in the future will be
at the discretion of the Company's Board of Directors and will be dependent upon
the Company's financial condition, results of operations, capital requirements,
and any other factors that the Board of Directors decides is relevant. As a
result, investors may have to sell their shares of common stock to realize their
investment.

Some Provisions Of The Company's Certificate of Incorporation And By-Laws
May Deter Takeover Attempts, Which May Limit The Opportunity Of The
Company's Stockholders To Sell Their Shares At A Premium To The Then Market
Price.

Some of the provisions of the Company's certificate of incorporation and
by-laws could make it more difficult for a third party to acquire us, even if
doing so might be beneficial to the Company's stockholders by providing them
with the opportunity to sell their shares at a premium to the then market price.
On December 10, 1999, the Company's Board of Directors adopted a stockholders
rights plan and declared a non-taxable dividend of one right to acquire Series A
Preferred Stock of the Company, par value $0.01 per share, on each outstanding
share of the Company's common stock to stockholders of record on December 10,
1999 and each share of common stock issued thereafter until a pre-defined
hostile takeover date. The stockholder rights plan was adopted as an
anti-takeover measure commonly referred to as a "poison pill." The stockholder
rights plan was designed to enable all stockholders not engaged in a hostile
takeover attempt to receive fair and equal treatment in any proposed takeover of
the corporation and to guard against partial or two-tiered tender offers, open
market accumulations and other hostile tactics to gain control of NeoMedia. The
stockholders rights plan, which is similar to plans adopted by many leading
public companies, was not adopted in response to any effort to acquire control
of NeoMedia at the time of adoption. This stockholders rights plan may have the
effect of rendering more difficult, delaying, discouraging, preventing, or
rendering more costly an acquisition of NeoMedia or a change in control of
NeoMedia. Certain of our directors, officers and principal stockholders, Charles
W. Fritz, William E. Fritz and The Fritz Family Limited Partnership were
exempted from triggering the "poison pill" as a result of their significant
holdings at the time of the plan's adoption, which otherwise might have
triggered the "poison pill."
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In addition, the Company's certificate of incorporation authorizes the
Board of Directors to designate and issue preferred stock, in one or more
series, the terms of which may be determined at the time of issuance by the
Board of Directors, without further action by stockholders, and may include
voting rights, including the right to vote as a series on particular matters,
preferences as to dividends and liquidation, conversion, and redemption rights,
and sinking fund provisions.
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The Company is authorized to issue a total of 10,000,000 shares of
Preferred Stock, par value $0.01 per share. The Company's designated Preferred
Stock is comprised of 200,000 shares of Series A Preferred Stock, par value
$0.01 per share, which shares are issuable in connection with the Company's
stockholders rights plan, and 500,000 shares of Series B Convertible Preferred
Stock, par value $0.01 per share, of which 452,289 shares were issued as of
December 31, 2001. The 452,489 Series B shares outstanding as of December 31,
2001 automatically converted into the same number of common shares on January 2,
2002.

The Company's Common Stock Trades Sporadically, The Offering Price Of The
Common Stock Is Arbitrary, The Market Price Of The Securities May Be
Volatile, And The Company Must Satisfy The Applicable Requirements For The
Common Stock To Trade On The Nasdag Small Cap Market.

The Company's common stock currently trades sporadically on the Nasdag
Small Cap Market. The market for the Company's common stock may continue to be
an inactive market. Accordingly, unless and until an active public market
develops, investors may have difficulty selling their shares of common stock
into which the preferred stock offered is automatically convertible at a price
that is attractive to the investor.

The Company's common stock has traded as low as $0.11 and as high as $6.75
between June 30, 2000 and May 3, 2002. From time to time after this filing, the
market price of the common stock may experience significant volatility. The
Company's quarterly results, failure to meet analysts expectations,
announcements by the Company or the Company's competitors regarding acquisitions
or dispositions, loss of existing clients, new procedures or technology, changes
in general conditions in the economy, and general market conditions could cause
the market price of the common stock to fluctuate substantially. In addition,
the stock market has experienced significant price and volume fluctuations that
have particularly affected the trading prices of equity securities of many
technology companies. These price and volume fluctuations often have been
unrelated to the operating performance of the affected companies. In the past,
following periods of volatility in the market price of a company's securities,
securities class action litigation has often been instituted against such a
company. This type of litigation, regardless of the outcome, could result in
substantial costs and a diversion of management's attention and resources, which
could materially adversely affect the Company's business, prospects, financial
condition, and results of operations. The Nasdag Stock Market has net capital
surplus and stock price maintenance criterion for trading on the Nasdag Small
Cap Market. The Company 1is currently below the minimum requirements for Net
Tangible Assets and Stockholder equity. The Company's ability to continue to be
listed on the Nasdag Stock Market will depend on whether the Company is able to
maintain net tangible assets of at least $2,000,000 and maintain a minimum stock
price of $1.00.

If the Company cannot maintain the standards for continued listing, the
Company's common stock could be subject to delisting from the Nasdag Small Cap
Market. Trading, if any, in the common stock would then be conducted in the
over—-the-counter market on the OTC Bulletin Board established for securities
that do not meet the Nasdag Small Cap Market listing requirements, or in what
are commonly referred to as the "pink sheets." As a result, an investor may find
it more difficult to dispose of, or to obtain accurate quotations as to the
price of, the Company's shares.
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Investors May Suffer Significant Additional Dilution If Outstanding
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Options And Warrants Are Exercised.

The Company also has outstanding stock options to purchase
approximately 5.0 million shares of common stock and warrants to purchase
approximately 3.2 million shares of common stock, some of which may in the
future, but do not currently, have exercise prices at or significantly below the
price at which the preferred stock converts into common stock or the price of
the Company's common shares on the public market. To the extent such options or
warrants are exercised, there will be further dilution. In addition, in the
event that any future financing should be in the form of, be convertible into,
or exchangeable for, equity securities, and upon the exercise of options and
warrants, investors may experience additional dilution.

Future Sales Of Common Stock By The Company's Existing Stockholders Could
Adversely Affect The Company's Stock Price.

The market price of the Company's common stock could decline as a result
of sales of a large number of shares of the Company's common stock in the market
as a result of offerings of common stock or securities convertible, exercisable
or exchangeable for common stock, or the perception that these sales could
occur. These sales also might make it more difficult for the Company to sell
equity securities in the future at a time and at a price that the Company deems
appropriate. The Company's officers and directors are not currently subject to
lock-up agreements preventing them from selling their shares. Two of the
Company's officers and directors, Charles W. Fritz and William E. Fritz intend
to sell an aggregate of 3,544,074 shares of common stock in connection with a
registration that we are currently in the process of making effective.
Additionally, shares issued upon the exercise of stock options granted under the
Company's stock option plans will be eligible for resale in the public market
from time to time subject to vesting.

In addition, the Company may offer for sale up to 10,000,000 additional
shares of common stock within six months from the date of this filing, as
necessary to raise capital to sustain Company operations. While applicable law
provides that unregistered securities may not generally be resold within one
year of their purchase, market conditions may require the Company to register
such shares for public sale earlier than such shares would otherwise become
freely tradable, thereby creating the possibility of further dilution to
purchasers of the Company shares.

Risks Relating To The Company's Industry
Internet Security Poses Risks To The Company's Entire Business.

Concerns over the security of the Internet and other electronic
transactions and the privacy of consumers and merchants may inhibit the growth
of the Internet and other online services generally, especially as a means of
conducting commercial transactions, which may have a material adverse effect on
the Company's physical world-to-Internet business.

The Company Will Only Be Able To Execute Its Physical World-To-Internet
Business Plan If Internet Usage and Electronic Commerce Continue To Grow.

The Company's future revenues and any future profits are substantially
dependent upon the widespread acceptance and use of the Internet and other
online services as an effective medium of information and commerce. If use of
the Internet and other online services does not continue to grow or grows more
slowly than the Company expects, if the infrastructure for the Internet and
other online services does not effectively support the growth that may occur, or
if the Internet and other online services do not become a viable commercial
marketplace, the Company's physical world-to-Internet business, and therefore
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the Company's business, prospects, financial condition, and results of
operations, could be materially adversely affected. Rapid growth in the use of,
and interest in, the Internet, the Web, and online services is a recent
phenomenon, and may not continue on a lasting basis. In addition, customers may
not adopt, and continue to use, the Internet and other online services as a
medium of information retrieval or commerce. Demand and market acceptance for
recently introduced services and products over the Internet are subject to a
high level of uncertainty, and few services and products have generated profits.
For the Company to be successful, consumers and businesses must be willing to
accept and use novel and cost efficient ways of conducting business and
exchanging information.
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In addition, the public in general may not accept the Internet and other
online services as a viable commercial or information marketplace for a number
of reasons, including potentially inadequate development of the necessary
network infrastructure or delayed development of enabling technologies and
performance improvements. To the extent that the Internet and other online
networks continue to experience significant growth in the number of users, their
frequency of use, or in their bandwidth requirements, the infrastructure for the
Internet and online networks may be unable to support the demands placed upon
them. In addition, the Internet or other online networks could lose their
viability due to delays in the development or adoption of new standards and
protocols required to handle increased levels of Internet activity, or due to
increased governmental regulation. Significant issues concerning the commercial
and informational use of the Internet and online networks technologies,
including security, reliability, cost, ease of use, and quality of service,
remain unresolved and may inhibit the growth of Internet business solutions that
utilize these technologies. Changes in, or insufficient availability of,
telecommunications services to support the Internet or other online services
also could result in slower response times and adversely affect usage of the
Internet and other online networks generally and the Company's physical
world-to-Internet product and networks in particular.

The Company May Not Be Able To Adapt As The Internet, Physical
World-to-Internet, Equipment Resales, And Systems Integrations Markets,
And Customer Demands, Continue To Evolve.

The Company may not be able to adapt as the Internet, physical
world-to-Internet, equipment resales and systems integration markets, and
consumer demands, continue to evolve. The Company's failure to respond in a
timely manner to changing market conditions or client requirements would have a
material adverse effect on the Company's business, prospects, financial
condition, and results of operations. The Internet, physical world-to-Internet,
equipment resales, and systems integration markets are characterized by:

o Rapid technological change;
o Changes in user and customer requirements and preferences;

o Frequent new product and service introductions embodying new
technologies; and

o The emergence of new industry standards and practices that could render
proprietary technology and hardware and software infrastructure

obsolete.

The Company's success will depend, in part, on its ability to:
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o Enhance and improve the responsiveness and functionality of the
Company's products and services;

o License or develop technologies useful in the Company's business on a
timely basis;

o Enhance the Company's existing services, and develop new services and
technologies that address the increasingly sophisticated and varied
needs of the Company's prospective or current customers; and

o Respond to technological advances and emerging industry standards and
practices on a cost-effective and timely basis.

The Company May Not Be Able To Compete Effectively In The Markets In Which
It Competes.

While the market for physical world-to-Internet technology is
relatively new, it is already highly competitive and characterized by an
increasing number of entrants that have introduced or developed products and
services similar to those offered by the Company. NeoMedia believes that
competition will intensify and increase in the future. The Company's target
market is rapidly evolving and is subject to continuous technological change. As
a result, the Company's competitors may be better positioned to address these
developments or may react more favorably to these changes, which could have a
material adverse effect on the Company's business, prospects, financial
condition, and results of operations.

In addition, the equipment resales and systems integration markets are
increasingly competitive. The Company competes in these industries on the basis
of a number of factors, including the attractiveness of the services offered,
the breadth and quality of these services, creative design and systems
engineering expertise, pricing, technological innovation, and understanding
clients' needs. A number of these factors are beyond the Company's control.
Existing or future competitors may develop or offer products or services that
provide significant technological, creative, performance, price, or other
advantages over the products and services offered by NeoMedia.

25

Many of the Company's competitors have longer operating histories,
larger customer bases, and longer relationships with clients, and significantly
greater financial, technical, marketing, and public relations resources than the
Company does. Based on total assets and annual revenues, the Company is
significantly smaller than its two largest competitors in the physical
world-to-Internet industry, the primary focus of the Company's business.
Similarly, the Company competes against significantly larger and better-financed
companies in the Company's systems integration and resales businesses, including
the manufacturers of the equipment and technologies that the Company integrates
and resells. If NeoMedia competes with its primary competitors for the same
geographical or institutional markets, their financial strength could prevent
the Company from capturing those markets. The Company may not successfully
compete in any market in which it conducts or may conduct operations. In
addition, based on the increasing consolidation, price competition, and
participation of equipment manufacturers in the systems integration and
equipment resales markets, the Company believes that it will not be able to
compete effectively in these markets in the future. It is for this reason, that
the Company has increasingly focused its business plan on competing in the
emerging market for physical world-to-Internet products.
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Regulatory And Legal Uncertainties Could Harm The Company's Business.

The Company is not currently subject to direct regulation by any
government agency other than laws or regulations applicable generally to
electronic commerce. Any new legislation or regulation, the application of laws
and regulations from jurisdictions whose laws do not currently apply to the
Company's business, or the application of existing laws and regulations to the
Internet and other online services, could have a material adverse effect on the
Company's business, prospects, financial condition, and results of operations.
Due to the increasing popularity and use of the Internet and other online
services, federal, state, and local governments may adopt laws and regulations,
or amend existing laws and regulations, with respect to the Internet or other
online services covering issues such as taxation, user privacy, pricing,
content, copyrights, distribution, and characteristics and quality of products
and services. The growth and development of the market for electronic commerce
may prompt calls for more stringent consumer protection laws to impose
additional burdens on companies conducting business online. The adoption of any
additional laws or regulations may decrease the growth of the Internet or other
online services, which could, in turn, decrease the demand for the Company's
services and increase the Company's cost of doing business, or otherwise have a
material adverse effect on its business, prospects, financial condition, and
results of operations. Moreover, the relevant governmental authorities have not
resolved the applicability to the Internet and other online services of existing
laws in various jurisdictions governing issues such as property ownership and
personal privacy and it may take time to resolve these issues definitively.

Certain of the Company's proprietary technology allow for the storage of
demographic data from its users. In 2000, the European Union adopted a directive
addressing data privacy that may limit the collection and use of certain
information regarding Internet users. This directive may limit the Company's
ability to collect and use information collected by the Company's technology in
certain European countries. In addition, the Federal Trade Commission and
several state governments have investigated the use by certain Internet
companies of personal information. The Company could incur significant
additional expenses if new regulations regarding the use of personal information
are introduced or if the Company's privacy practices are investigated.

ITEM 3. QUANTITAVITVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

Market risk is the potential loss arising from adverse changes in market
rates and prices, such as foreign currency exchange, interest rates and a
decline in the stock market. The Company does not enter into derivatives or
other financial instruments for trading or speculative purposes. The Company has
limited exposure to market risks related to changes in interest rates and
foreign currency exchange rates. The Company does not currently invest in equity
instruments of public or private companies for business or strategic purposes.

The Company generally conducts business, including sales to foreign
customers, in U.S. dollars, and as a result, has limited foreign currency
exchange rate risk. The effect of an immediate 10 percent change in foreign
exchange rates would not have a material impact on the Company's financial
condition or results of operations.

Item 2. Changes in Securities and Use of Proceeds

In January 2002, the Company issued 452,489 shares of common stock to
About.com, Inc. The shares were issued upon conversion of 452,489 shares of
Series B Preferred Stock issued to About.com, Inc. as payment for advertising
expense incurred during 2001.
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In January 2002, the Company issued 55,000 shares of its common stock
at a price of $0.13 per share to an individual unrelated party. Cash proceeds to
NeoMedia were $7,150.

In January 2002, the Company issued 1,646,987 shares of common stock to
two unrelated vendors as settlement of past-due accounts payable and future
payments under equipment lease agreements. There were no cash proceeds to
NeoMedia in these transactions.

In February 2002, the Company issued 19,000,000 shares of common stock
at a price of $0.17 per share to five individuals and two institutional
unrelated parties. The shares were issued in exchange for limited recourse
promissory notes maturing at the earlier of i.) 90 days from the date of
issuance, or ii.) 30 days from the date of registration of the shares. The gross
proceeds of such transaction will be approximately $3,040,000 upon maturity of
the notes, as a purchase price of $0.01 per share, or $190,000 in aggregate, was
paid in cash.

In March 2002, NeoMedia issued an aggregate of 228,675 shares of
NeoMedia common stock upon the exercise of outstanding warrants at a price of
$0.12 per share. The gross proceeds of such transaction were approximately
$27,000.

The issuances of the securities were exempt from registration under
Section 4(2) of the Securities Act of 1933, as amended, as a sale not
constituting a public offering.

Item 6. Exhibits and reports on Form 8-K

(a) Exhibits
(None)

(b) Reports on Form 8-K

On April 2, 2002, the Company filed a form 8-K disclosing that it had instituted
a stock warrant repricing program under which certain of its stock warrants
would be repriced to the greater of (1) $0.12 per share, or (2) 50% of the last
sale price of shares of Common Stock on the NASDAQ Small Cap Market on the
trading date immediately preceding the date of exercise.

On April 15, 2002, the Company filed a form 8-K disclosing that it had
instituted a stock option repricing program under which certain of its stock
options would be repriced to the greater of (1) $0.12 per share, or (2) 50% of

the last sale price of shares of Common Stock on the NASDAQ Small Cap Market on
the trading date immediately preceding the date of exercise.
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SIGNATURES

In accordance with the requirements of the Securities Exchange Act of 1934, the
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Registrant has caused this report to be signed on its behalf by the undersigned,
thereunto duly authorized.

NEOMEDIA TECHNOLOGIES, INC.
Registrant

Date May 14, 2002 By: /s/ Charles W. Fritz

Charles W. Fritz, Chief Executive Officer and
Chairman of the Board

Date May 14, 2002 By: /s/ Charles T. Jensen

Charles T. Jensen, Vice President, Chief
Financial Officer, Treasurer and Director

28

32



