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PART I. FINANCIAL INFORMATION

Item 1. Condensed Consolidated Financial Statements (Unaudited)

KRONOS INCORPORATED
CONDENSED CONSOLIDATED STATEMENTS OF INCOME

(In thousands, except share and per share amounts)
UNAUDITED

Three Months Ended Six Months Ended

April 2,
2005

April 3,
2004

April 2,
2005

April 3,
2004

Net revenues:
      Product $ 46,317 $ 44,966 $ 99,583 $ 84,106
      Maintenance 42,451 35,802 81,119 71,148
      Professional services 31,853 27,211 58,195 52,398

120,621 107,979 238,897 207,652
Cost of sales:
      Costs of product 11,651 10,512 23,024 20,212
      Costs of maintenance and professional services 37,102 33,303 71,794 65,348

48,753 43,815 94,818 85,560

          Gross profit 71,868 64,164 144,079 122,092
Operating expenses and other income:
      Sales and marketing 34,616 32,344 70,478 63,364
      Engineering, research and development 12,027 10,773 24,816 20,448
      General and administrative 8,546 8,053 16,992 14,412
      Amortization of intangible assets 1,194 1,001 2,290 2,008
      Other income, net (1,611) (1,853) (3,313) (3,371)

54,772 50,318 111,263 96,861
          Income before income taxes 17,096 13,846 32,816 25,231
Provision for income taxes 5,873 4,226 10,935 8,199

          Net income $ 11,223 $ 9,620 $ 21,881 $ 17,032

Net income per common share:
          Basic $ 0.35 $ 0.31 $ 0.69 $ 0.55

          Diluted $ 0.34 $ 0.30 $ 0.67 $ 0.53

Weighted-average common shares outstanding:
          Basic 31,910,961 30,992,982 31,741,255 30,841,312

          Diluted 32,835,874 32,025,582 32,716,724 31,954,350

See accompanying notes to condensed consolidated financial statements.
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KRONOS INCORPORATED
CONDENSED CONSOLIDATED BALANCE SHEETS
(In thousands, except share and per share amounts)

UNAUDITED

April 2,
2005

September 30,
2004

ASSETS
Current assets:
      Cash and equivalents $ 33,617 $ 45,877
      Marketable securities 44,171 45,260
      Accounts receivable, less allowances of $8,584
          at April 2, 2005 and $9,143 at September 30, 2004 96,024 93,317
      Deferred income taxes 8,729 8,951
      Other current assets 28,952 21,434

              Total current assets 211,493 214,839

Marketable securities 81,965 98,005
Property, plant and equipment, net 54,311 43,832
Intangible assets 37,146 20,697
Goodwill 121,906 81,154
Capitalized software, net 23,284 22,871
Other assets 23,374 24,432

              Total assets $ 553,479 $ 505,830

LIABILITIES AND SHAREHOLDERS' EQUITY
Current liabilities:
      Accounts payable $ 10,342 $ 9,988
      Accrued compensation 35,418 39,788
      Accrued expenses and other current liabilities 15,231 17,550
      Deferred product revenues 6,397 9,844
      Deferred professional service revenues 39,910 40,525
      Deferred maintenance revenues 94,169 87,000

              Total current liabilities 201,467 204,695

Deferred maintenance revenues 7,403 7,251
Deferred income taxes 18,908 12,000
Other liabilities 5,943 2,824
Shareholders' equity:
      Preferred Stock, par value $1.00 per share: authorized 1,000,000 shares,
          no shares issued and outstanding -- --
      Common Stock, par value $.01 per share: authorized 50,000,000 shares, 32,145,188 and
          31,335,340 shares issued at April 2, 2005 and September 30, 2004, respectively 321 312
      Additional paid-in capital 73,529 54,113
      Retained earnings 245,972 224,091
      Accumulated other comprehensive income:
          Foreign currency translation 853 653
          Net unrealized (loss) on available-for-sale investments (917) (109)

(64) 544

              Total shareholders' equity 319,758 279,060

              Total liabilities and shareholders' equity $ 553,479 $ 505,830
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See accompanying notes to condensed consolidated financial statements.

KRONOS INCORPORATED
CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS

(In thousands)
UNAUDITED

Six Months Ended

April 2,
2005

April 3,
2004

Operating activities:
      Net income $ 21,881 $ 17,032
      Adjustments to reconcile net income to net cash and cash equivalents
         provided by operating activities:
            Depreciation 6,245 5,825
            Amortization of intangible assets 2,290 2,008
            Amortization of capitalized software 6,825 6,491
            Provision for deferred income taxes 1,727 (613)
            Changes in certain operating assets and liabilities:
                Accounts receivable, net 7,394 7,125
                Deferred product revenues (4,163) 774
                Deferred professional service revenues (4,039) (3,405)
                Deferred maintenance revenues 2,638 (1,785)
                Accounts payable, accrued compensation
                and other liabilities (7,416) (8,588)
                Taxes payable (4,936) (4,349)
                Other (3,525) 53
            Tax benefit from exercise of stock options 11,126 6,174

                Net cash and equivalents provided by operating activities 36,047 26,742
Investing activities:
      Purchase of property, plant and equipment (14,853) (6,031)
      Capitalized internal software development costs (7,238) (6,468)
      Decrease (increase) in marketable securities 17,129 (24,601)
      Acquisitions of businesses and assets, net of cash acquired (52,488) (3,144)

                Net cash and equivalents used in investing activities (57,450) (40,244)
Financing activities:
      Net proceeds from exercise of stock options and
         employee purchase plans 18,584 13,440
      Repurchase of common stock (10,398) (6,028)

                Net cash and equivalents provided by financing activities 8,186 7,412
Effect of exchange rate changes on cash and equivalents 957 974

Increase in cash and equivalents (12,260) (5,116)
Cash and equivalents at the beginning of the period 45,877 42,509

Cash and equivalents at the end of the period $ 33,617 $ 37,393

See accompanying notes to condensed consolidated financial statements.

KRONOS INCORPORATED
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NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

(UNAUDITED)

NOTE A - General

The accompanying unaudited condensed consolidated financial statements include all adjustments, consisting of normal recurring accruals that
management of Kronos Incorporated (�the Company� or �Kronos�) considers necessary for a fair presentation of the Company�s financial position
and results of operations as of and for the interim periods presented pursuant to the rules and regulations of the Securities and Exchange
Commission. Certain footnote disclosures normally included in financial statements prepared in accordance with generally accepted accounting
principles have been condensed or omitted pursuant to such rules and regulations, although the Company believes the disclosures in these
financial statements are adequate to make the information presented not misleading. These condensed consolidated financial statements should
be read in conjunction with the Company�s audited financial statements for the fiscal year ended September 30, 2004. The results of operations
for the six months ended April 2, 2005 are not necessarily indicative of the results for a full fiscal year. The Company has reclassified certain
support services that are billed on a time and materials basis out of professional services revenues and into maintenance services revenues. These
reclassified support services relate to support services charged on a time and materials basis for customers not on maintenance support contracts.
This resulted in a reclassification of approximately $1.2 million and $2.4 million for the three and six month periods ended April 3, 2004,
respectively.

NOTE B - Fiscal Quarters

The Company utilizes a system of fiscal quarters. Under this system, the first three quarters of each fiscal year end on a Saturday. However, the
fourth quarter of each fiscal year will always end on September 30. Because of this, the number of days in the first quarter (93 days in fiscal
2005 and 95 days in fiscal 2004) and fourth quarter (90 days in fiscal 2005 and 89 days in fiscal 2004) of each fiscal year varies from year to
year. The second and third quarters of each fiscal year will be exactly thirteen weeks long. This policy does not have a material effect on the
comparability of results of operations between quarters.

NOTE C - Stock-Based Compensation

The Company accounts for its stock-based compensation plan under the recognition and measurement principles of APB Opinion No. 25,
�Accounting for Stock Issued to Employees� and related Interpretations. The Company has adopted the disclosure-only provisions of Statement of
Financial Accounting Standards No. 148, �Accounting for Stock-Based Compensation Transition and Disclosure,� an amendment of Statement of
Financial Accounting Standards No. 123, �Accounting for Stock-Based Compensation,� (�Statement No. 123�). Therefore, no stock-based employee
compensation cost is reflected in net income, as all options granted under those plans had an exercise price equal to the market value of the
underlying common stock on the date of grant. The following table illustrates the effect on net income and earnings per share if the Company
had applied the fair value recognition provisions of Statement No. 123 to stock-based employee compensation (in thousands, except per share
data).

4

Edgar Filing: KRONOS INC - Form 10-Q

KRONOS INCORPORATED CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS (In thousands)UNAUDITED8



Edgar Filing: KRONOS INC - Form 10-Q

KRONOS INCORPORATED CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS (In thousands)UNAUDITED9



Three Months Ended Six Months Ended
April 2,

2005

April 3,

2004

April 2,

2005

April 3,

2004

Net income, as reported $11,223 $9,620 $21,881 $17,032

Deduct: Total stock-based employee compensation
expense determined under fair value based method
for all awards, net of related tax effects

(3,053) (2,577) (5,598) (4,593)

Pro forma net income $8,170 $7,043 $16,283 $12,439

Earnings per share:
Basic � as reported $0.35 $0.31 $0.69 $0.55
Basic � pro forma $0.26 $0.23 $0.51 $0.40

Diluted � as reported $0.34 $0.30 $0.67 $0.53
Diluted � pro forma $0.25 $0.22 $0.50 $0.39

On December 16, 2004, the Financial Accounting Standards Board issued Statement No. 123 (revised 2004), �Share-Based Payment�, which is a
revision of Statement No. 123. Please refer to Note I for additional information.

NOTE D - Other Current Assets

Other current assets consists of the following (in thousands):

April 2,

2005

September 30,

2004

Inventory $7,205 $6,199
Prepaid expenses 21,747 15,235
Total $28,952 $21,434

5
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NOTE E - Intangible Assets

Acquired intangible assets subject to amortization are presented in the following table (in thousands). Due to the relative size and timing of
recent acquisitions, the Company has not finalized the allocation of the purchase price on certain acquisitions and the amounts shown below for
intangible assets and goodwill are estimates.

Weighted
Average Life
in Years

Gross Carrying
Value

Accumulated
Amortization Net Book Value

As of April 2, 2005:

Intangible assets:
Customer related 10.0 $32,000 $12,813 $19,187

Maintenance relationships 12.0 11,380 2,354 9,026

Technology 10.0 7,701 288 7,413

Non-compete agreements 3.9 4,968 3,448 1,520

Total intangible assets $56,049 $18,903 $37,146

As of September 30, 2004:

Intangible assets:
Customer related 9.9 $23,212 $11,531 $11,681

Maintenance relationships 12.0 9,492 1,941 7,551

Non-compete agreements 3.9 4,403 2,938 1,465

Total intangible assets $37,107 $16,410 $20,697

For the three months ended April 2, 2005 and April 3, 2004, the amount of goodwill acquired is $13.2 million and $.2 million, respectively. The
amount of goodwill acquired during the six months ended April 2, 2005 and April 3, 2004 is $40.8 million and $2.4 million respectively.

For the three months ended April 2, 2005 and April 3, 2004, the Company recorded amortization expense for intangible assets of $1.2 million
and $1.0 million, respectively. The Company recorded $2.3 million and $2.0 million of amortization expense for intangible assets for the six
months ended April 2, 2005 and April 3, 2004, respectively. The estimated annual amortization expense for intangible assets for the current and
next five fiscal years is as follows (in thousands):
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Fiscal Year Ending

September 30,

Estimated Annual

Amortization Expense

2005 $4,978
2006 4,926
2007 4,346
2008 4,150
2009 3,859
2010 3,338

NOTE F - Acquisitions

On November 18, 2004, the Company acquired through Kronos Acquisition Inc., a Canadian corporation and the Company�s wholly-owned
subsidiary, approximately 10.5 million common shares of AD OPT Technologies Inc. (�AD OPT�), a Canadian corporation, representing
approximately 95.6% of the outstanding common shares, for an aggregate purchase price of approximately $39.1 million, net of cash and
short-term investments acquired of approximately $16.0 million. On December 16, 2004, the Company acquired the remaining 4.4% outstanding
common shares through the compulsory acquisition provisions of the Canada Business Corporations Act, for an additional purchase price of
approximately $2.5 million. The results of AD OPT�s operations have been included in the consolidated financial statements since November 18,
2004. AD OPT was a provider of advanced workforce planning and scheduling solutions.

The transaction was accounted for under the purchase method of accounting and accordingly, the assets and liabilities acquired were recorded at
their estimated fair values at the effective date of the acquisition. The goodwill recognized is deductible for income tax purposes. The following
table summarizes the estimated fair values of the assets acquired and liabilities assumed (in thousands):

Accounts receivable $4,936
Fixed assets 1,817
Deferred taxes 2,924
Other assets 2,793
Identifiable intangible assets 13,672
Goodwill 32,194
Total assets acquired 58,336

Accounts payable 4,742
Deferred product revenues 732
Deferred maintenance revenues 3,344
Deferred professional services 963
Deferred tax liabilities 5,291
Other liabilities 180
Total liabilities assumed 15,252

Net assets acquired $43,084
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The preceding table reflects the payment of approximately $1.5 million in transaction costs related to the AD OPT acquisition.

The deferred revenue included in the table above, which was recorded at estimated fair value of the Company�s remaining performance
obligation, was recorded as the Company had assumed a legal performance obligation as described in EITF 01-03, �Accounting in a Business
Combination for Deferred Revenue of an Acquiree.�
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Due to the timing of the acquisition, the Company has not finalized the allocation of the purchase price. The Company anticipates that the
allocation of the purchase price will be completed by July 2, 2005.

The following table presents the consolidated results of operations on an unaudited pro forma basis as if the acquisition of AD OPT had taken
place at the beginning of the periods presented. The following table has been prepared on the basis of estimates and assumptions available at the
time of this filing that the Company and AD OPT believe are reasonable (in thousands, except per share data).

Three Months Ended Six Months Ended
Unaudited April 2, 2005 April 3, 2004 April 2, 2005 April 3, 2004

Total revenues $120,621 $113,402 $242,751 $220,652
Net income 11,223 8,583 22,692 17,845
Earnings per share � basic 0.35 0.28 0.71 0.58
Earnings per share � diluted 0.34 0.27 0.69 0.56

The unaudited pro forma results of operations are for comparative purposes only and do not necessarily reflect the results that would have
occurred had the acquisitions occurred at the beginning of the periods presented or the results which may occur in the future.

During the three month period ended April 2, 2005, the Company completed the acquisition of certain assets of Nextime, Inc. (�Nextime�), the
former Tennessee-based Kronos reseller. The aggregate consideration paid, including the liabilities assumed, was approximately $15.7 million.
The amounts allocated to identifiable intangible assets and goodwill are approximately $5.2 million and $9.1 million, respectively. Due to the
timing of the acquisition, the Company has not finalized the allocation of the purchase price. The Company anticipates that the allocation of the
purchase price will be completed by September 30, 2005. The results of Nextime�s operations, which are not material to the Company�s results of
operations, have been included in the consolidated financial statements since that date. Nextime was engaged in the sale and service of employee
time and attendance, employee scheduling, data collection and labor management hardware and software systems, including the resale of the
Company�s products through a reseller relationship. As a result of the acquisition, the Company gained access to direct sales and service
organizations, as well as access to the entire existing maintenance revenue stream from their customers. The deferred revenue related to the
maintenance and professional services revenue streams, which was recorded at fair value of the Company�s remaining performance obligation,
was recognized as the Company had assumed a legal performance obligation as described in EITF 01-03, �Accounting in a Business Combination
for Deferred Revenue of an Acquiree.�

As a result of the AD OPT and 3i Systems acquisitions, the Company has begun to provide customized software solutions to its customers.
Revenue related to the sale of customized software solutions is recognized on a contract accounting basis in accordance with the provisions of
Statement of Position 81-1, �Accounting for Performance of Construction-Type and Certain Production-Type Contracts.� The contract accounting
is applied based on a percentage-of-completion basis generally representing labor costs incurred relative to total estimated labor costs.
Provisions for estimated losses on contracts are recorded when identified. Deferred revenues are recorded when invoicing exceeds recognized
revenues. Revenue derived from the development and delivery of customized software solutions are included in product revenues.

Certain acquisition agreements which were previously entered into contain provisions that require the Company to make a guaranteed payment
and/or contingent payments based upon profitability of the business unit or if specified minimum revenue requirements are met. These
provisions expire during fiscal 2005 through 2009. Guaranteed payments are accrued at the time of the acquisition and are included in the
purchase price allocation. As of April 2, 2005, the Company has the obligation to pay $3.5 million in guaranteed payments. These payments will
be made at various dates through fiscal 2006. Amounts due to be paid within twelve months of the balance sheet date are included in accrued
expenses and amounts due to be paid in excess of twelve months of the balance sheet date are included in other liabilities. Contingent payments
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due under the terms of the agreements are recognized when earned and are principally recorded as goodwill. However, under certain
circumstances, a portion of the contingent payment may be recorded as compensation expense. During the three months ended April 2, 2005,
there were $80,000 of contingent payments earned, all of which was recorded as compensation expense. During the six months ended April 2,
2005 there were $207,000 of contingent payments earned of which $108,000 were recorded as goodwill.
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The remainder was recorded as compensation expense. There were $38,000 of contingent payments earned during the three months ended April
3, 2004, all of which was recorded as compensation expense. During the six months ended April 3, 2004, there were $76,000 of contingent
payments earned, all of which was recorded as compensation expense.

NOTE G - Comprehensive Income

For the three and six months ended April 2, 2005 and April 3, 2004, comprehensive income consisted of the following (in thousands):

Three Months Ended Six Months Ended
April 2,
2005

April 3,
2004

April 2,
2005

April 3,
2004

Comprehensive income:

Net income $11,223 $9,620 $21,881 $17,032

Cumulative translation adjustment (541) (8) 200 991

Unrealized loss on available-for-sale

securities (416) (27) (808) (246)

Total comprehensive income $10,266 $9,585 $21,273 $17,777

NOTE H - Earnings Per Share

The following table sets forth the computation of basic and diluted earnings per share (in thousands, except share and per share data):

Three Months Ended Six Months Ended
April 2,

2005

April 3,

2004

April 2,

2005

April 3,

2004

Net income $11,223 $9,620 $21,881 $17,032

Weighted-average shares 31,910,961 30,992,982 31,741,255 30,841,312

Effect of dilutive securities:

Employee stock options 924,913 1,032,600 975,469 1,113,038

Adjusted weighted-average shares

And assumed conversions 32,835,874 32,025,582 32,716,724 31,954,350
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Basic earnings per share $0.35 $0.31 $0.69 $0.55

Diluted earnings per share $0.34 $0.30 $0.67 $0.53
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NOTE I - New Accounting Pronouncements

On December 16, 2004, the Financial Accounting Standards Board (�FASB�) issued FASB Statement No. 123 (revised 2004), �Share-Based
Payment�, which is a revision of FASB Statement No. 123, �Accounting for Stock-Based Compensation�. Statement 123(R) supersedes APB
Opinion No. 25, �Accounting for Stock Issued to Employees�, and amends FASB Statement No. 95, �Statement of Cash Flows�. Generally, the
approach in Statement 123(R) is similar to the approach described in Statement 123. However, Statement 123(R) requires all share-based
payments to employees, including the grants of employee stock options, to be recognized in the income statement based on their fair values. Pro
forma disclosure will no longer be an alternative.

Statement 123(R) must be adopted for annual periods beginning after June 15, 2005. Early adoption will be permitted in periods in which
financial statements have not been issued. The Company will adopt Statement 123(R) on October 1, 2005, the beginning of its 2006 fiscal year.

As permitted by Statement 123, the Company currently accounts for share-based payments to employees using Opinion 25�s intrinsic value
method and, as such, generally recognizes no compensation cost for employee stock options. Accordingly, the adoption of Statement 123(R)�s
fair value method will have a significant impact on the Company�s results of operations, although it will have no impact on its overall financial
position. The impact of adoption of Statement 123(R) cannot be predicted at this time because it will depend on levels of share-based payments
granted in the future. However, had the Company adopted Statement 123(R) in prior periods, the impact of that standard would have
approximated the impact of Statement 123 as described in the disclosure of pro forma net income and earnings per share in Note C to the
consolidated financial statements. The Company currently uses the Black-Scholes option pricing model for the valuation of options under
Statement 123. The Company is currently assessing valuation model options to be used under Statement 123(R) and has not yet determined
which valuation model to apply to new option grants after the adoption of Statement 123(R). Statement 123(R) also requires the benefits of tax
deductions in excess of recognized compensation cost to be reported as a financing cash flow, rather than as an operating cash flow as required
under current literature. This requirement will reduce net operating cash flows and increase net financing cash flows in periods after adoption.
While the Company cannot estimate what those amounts will be in the future (because they depend on, among other things, when employees
exercise stock options), the amount of operating cash flows recognized in prior periods for such excess tax deductions were $10.7 million, $9.1
million, and $9.2 million in fiscal 2004, 2003 and 2002, respectively.
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Item 2. Management's Discussion and Analysis of Financial Condition and Results of Operations

Forward-Looking Statements

This discussion includes certain forward-looking statements about our business and our expectations, including statements relating to product
and service revenues, revenue growth rates, gross margin, operating expenses, earnings per share, future acquisitions, capital expenditures,
customer purchase patterns, income tax rates, available cash, investments and operating cash flow, and the current economic climate. Any such
statements are subject to risk that could cause the actual results to vary materially from expectations. For a further discussion of the various risks
that may affect our business and expectations, see �Certain Factors That May Affect Future Operating Results� at the end of Management�s
Discussion and Analysis of Financial Condition and Results of Operations and in our Annual Report on Form 10-K for the fiscal year ended
September 30, 2004. The risks and uncertainties discussed herein do not reflect the potential future impact of any mergers, acquisitions or
dispositions. In addition, any forward-looking statements represent our estimates only as of the day this Quarterly Report was filed with the
Securities and Exchange Commission and should not be relied upon as representing our estimates as of any subsequent date. While we may elect
to update forward-looking statements at some point in the future, we specifically disclaim any obligation to do so, even if our estimates change.

Overview

We provide a suite of solutions that automate employee-centric processes and provide tools to optimize the workforce. Our solutions, which
include human resources, payroll, scheduling, and time and labor applications, are designed for a wide range of businesses from single-site to
large multi-site enterprises. We derive revenues from the licensing of our software solutions, sales of our hardware solutions and by providing
professional services as well as ongoing customer support and maintenance.

We were successful in increasing our revenues in the three month period ended April 2, 2005, as compared to the same period in the prior year.
While we believe that the current economic environment is improving, certain factors such as the continuing lag in job creation in the current
economic recovery, the sustainability of the economic recovery, as well as the diversion of resources towards compliance with new regulatory
requirements on internal controls may result in many customers deferring or reducing their technology purchases in the future.

Total revenue for the three and six month periods ended April 2, 2005 increased 12% and 15%, respectively, over the comparable periods of the
prior year. Growth in our maintenance and professional services revenues (19% and 17%, respectively in the three month period and 14% and
11% in the six month period) were significant factors in the revenue growth, as was continued growth in our product revenue (3% in the three
month period and 18% in the six month period).
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Net income for the three month period ended April 2, 2005 increased 17% to $11.2 million from $9.6 million for the same period last year, with
earnings per share increasing to $0.34 from $0.30 per diluted share as compared to the same period last year. Net income for the six month
period ended April 2, 2005 increased 28% to $21.9 million from $17.0 million for the same period last year. Net income growth for the three and
six month periods ended April 2, 2005 was primarily the result of continued growth in revenues, as well as continued corporate-wide efforts to
contain costs. We currently anticipate operating expenses to increase as a percentage of total revenues for the remainder of the fiscal year, due to
anticipated increased spending related to the April go-live of our new information systems (related to a decrease in capitalization of certain costs
associated with the project, as well as the commencement of amortization expense related to the previously capitalized software costs), as well
as costs related to the next phase of the implementation of the new systems.

Regarding expectations for the remainder of the current fiscal year, we presently anticipate that year-over-year revenue growth for the third
quarter and for the entire fiscal 2005, including revenues from customers obtained in the acquisition of businesses, will range between 11% -
15% and 14% - 16%, respectively, with earnings per diluted share in the range of $0.36 - $0.38 for the third quarter and $1.56 - $1.64 for the
entire fiscal 2005.

The SEC recently concluded that the Financial Accounting Standards Board Statement 123R, �Share-Based Payment,� which will require all
companies to measure compensation cost for all share-based payments (including employee stock options) at fair value, would be effective for
public companies for annual periods beginning after June 15, 2005. The new accounting pronouncement will be effective for Kronos in the first
quarter of fiscal 2006. The impact of adopting Statement 123R will reduce our net income. We have not yet determined the magnitude of the
impact of adopting Statement 123R.

Critical Accounting Policies and Estimates

Management�s Discussion and Analysis of Financial Condition and Results of Operations are based upon our consolidated financial statements,
which have been prepared in accordance with accounting principles generally accepted in the United States of America. The preparation of these
financial statements requires us to make estimates and assumptions that affect the reported amounts of assets and liabilities, revenue and
expenses, and related disclosures of contingent assets and liabilities. We base estimates on historical experience and various other assumptions
that we believe to be reasonable under the circumstances. Actual results could differ from these estimates under different assumptions or
conditions.

We have identified the following critical accounting policies that affect the more significant judgments and estimates used in the preparation of
consolidated financial statements. This listing is not a comprehensive list of all of our accounting policies. Please refer to Note A in the Notes to
Consolidated Financial Statements in this Quarterly Report on Form 10-Q and in Item 15 of our Annual Report on Form 10-K for the fiscal year
ended September 30, 2004 for further information.
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Revenue Recognition � We license software and sell data collection hardware and related ancillary products to end-user customers through our
direct sales force as well as indirect channel customers, which include Automatic Data Processing, Inc., or ADP, and other independent resellers.
Substantially all of our software license revenue is earned from perpetual licenses of off-the-shelf software requiring no modification or
customization. The software license, data collection hardware and related ancillary product revenues from our end-user customers and indirect
channel customers are generally recognized using the residual method when:

� Persuasive evidence of an arrangement exists, which is typically when a non-cancelable sales and software license agreement has been
signed;

� Delivery, which is typically FOB shipping point, is complete for the software (either physically or electronically), data collection hardware
and related ancillary products;

� The customer�s fee is deemed to be fixed or determinable and free of contingencies or significant uncertainties;

� Collectibility is probable; and

� Vendor-specific objective evidence of fair value exists for all undelivered elements, typically maintenance and
professional services.

Under the residual method, the fair value of the undelivered elements is deferred and the remaining portion of the arrangement fee is allocated to
the delivered elements and is recognized as revenue, assuming all other conditions for revenue recognition have been satisfied. Substantially all
of our product revenue is recognized in this manner. If we cannot determine the fair value of any undelivered element included in an
arrangement, we will defer revenue until all elements are delivered, services are performed or until fair value can be objectively determined.

As part of an arrangement, end-user customers typically purchase maintenance contracts as well as professional services from us. Maintenance
services include telephone and Web-based support as well as rights to unspecified upgrades and enhancements, when and if we make them
generally available. Professional services are deemed to be non-essential to the functionality of the software and typically are for implementation
planning, loading of software, installation of the data collection hardware, training, building simple interfaces, running test data, and assisting in
the development and documentation of pay rules and best practices consulting.

Revenues from maintenance services are recognized ratably over the term of the maintenance contract period based on vendor-specific objective
evidence of fair value. Vendor-specific objective evidence of fair value is based upon the amount charged when purchased separately, which is
typically the contract�s renewal rate. Maintenance services are typically stated separately in an arrangement. We have classified the allocated fair
value of revenues pertaining to the contractual maintenance obligations that exist for the 12-month period subsequent to the balance sheet date as
a current liability, and the contractual obligations with a term beyond 12 months as a non-current liability. Revenues from time and material
customer support services are recognized as the services are delivered.

Revenues from professional services are generally recognized based on vendor-specific objective evidence of fair value when:
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� A non-cancelable agreement for the services has been signed or a customer�s purchase order has been
received;

� The professional services have been delivered;

� The customer�s fee is deemed to be fixed or determinable and free of contingencies or significant uncertainties; and

� Collectibility is probable.

Vendor-specific objective evidence of fair value is based upon the price charged when these services are sold separately and are typically an
hourly rate for professional services and a per-class rate for training. Based upon our experience in completing product implementations, we
have determined that these services are typically delivered within a 12-month period subsequent to the contract signing and therefore have
classified deferred professional services as a current liability.

Our arrangements with end-user customers and indirect channel customers do not include any rights of return or price protection, nor do
arrangements with indirect channel customers include any acceptance provisions. Our arrangements with end-user customers generally include
our standard acceptance provision. Our standard acceptance provision provides the end-user customer with a right to a refund if the arrangement
is terminated because the product did not meet our published technical specifications. Generally, we determine that these acceptance provisions
are not substantive and therefore should be accounted for as a warranty in accordance with SFAS No. 5.

At the time we enter into an arrangement, we assess the probability of collection of the fee and the terms granted to the customer. For end-user
customers, our typical payment terms include a deposit and subsequent payments, based on specific due dates, such that all payments for the
software license, data collection hardware and related ancillary products, as well as services included in the original arrangement, are ordinarily
due within one year of contract signing. Our payment terms for indirect channel customers are less than 90 days and payments are typically due
within 30 days of the invoice date.

If the arrangement includes a substantive acceptance provision, we defer revenue not meeting the criterion for recognition under Statement of
Position 97-2, �Software Revenue Recognition,� and classify this revenue as deferred revenue, including deferred product revenue. This revenue is
recognized, assuming all other conditions for revenue recognition have been satisfied, when the uncertainty regarding acceptance is resolved as
generally evidenced by written acceptance or payment of the arrangement fee. If the payment terms for the arrangement are considered
extended, other than those arrangements that are financing arrangements as discussed below, we defer revenue on the arrangement until the
payment of the arrangement fee becomes due. The deferred amounts related to arrangements with extended payment terms are removed from
deferred revenue and accounts receivable, as we have determined that these amounts do not represent either a receivable or deferred revenue
until the payment becomes due. We report the allocated fair value of revenues related to the product element of arrangements as a current
liability because of the expectation that these revenues will be recognized within 12 months of the balance sheet date.
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Since fiscal 1996, we have had a standard practice of providing creditworthy end-user customers the option of financing arrangements beyond
one year. Our policy for recognizing revenue and the timing of the recognition for arrangements that are financed is the same as our
non-financed arrangements. The financed arrangements, which encompass separate fees for software license, data collection hardware and
ancillary products, maintenance and support contracts, and professional services, are evidenced by distinct standard sales, license and
maintenance agreements and typically require equal monthly payments. The terms of these arrangements typically range between 18 and 48
months. At the time we enter into an arrangement, we assess the probability of collection and whether the arrangement fee is fixed or
determinable. We consider our history of collection without concessions as well as whether each new transaction involves similar customers,
products and arrangement economics to ensure that the history developed under previous arrangements remains relevant to current
arrangements. If the fee is not determined to be collectible, fixed or determinable, we will initially defer the revenue and recognize it when
collection becomes probable, which typically is when payment is due, assuming all other conditions for revenue recognition have been satisfied.
As a financing arrangement, we apply a present value factor using annual interest rates ranging from 5% to 8%. These rates may vary depending
upon when the financing arrangement is entered into and the length of the financing arrangement.

As a result of the AD OPT and 3i Systems acquisitions, we have begun to provide customized software solutions to our customers. Revenue
related to the sale of customized software solutions is recognized on a contract accounting basis in accordance with the provisions of Statement
of Position 81-1, �Accounting for Performance of Construction-Type and Certain Production-Type Contracts.� The contract accounting is applied
based on a percentage-of-completion basis generally representing labor costs incurred relative to total estimated labor costs. Provisions for
estimated losses on contracts are recorded when identified. Deferred revenues are recorded when invoicing exceeds recognized revenues.
Revenue derived from the development and delivery of customized software solutions are included in product revenues.

Allowance for Doubtful Accounts and Sales Returns Allowance � We maintain an allowance for doubtful accounts to reflect estimated losses
resulting from the inability of customers to make required payments. This allowance is based on estimates made by us after consideration of
factors such as the composition of the accounts receivable aging and bad debt history. If the financial condition of customers were to deteriorate,
resulting in an impairment of their ability to make payments, additional allowances and bad debt expense may be required. In addition, we
maintain a sales returns allowance to reflect estimated losses for sales returns and adjustments. Sales returns and adjustments are generally due
to incorrect ordering of product, general customer satisfaction issues or incorrect billing. This allowance is established by us using estimates
based on historical experience. If we experience an increase in sales returns and adjustments, additional allowances and charges against revenue
may be required.

Valuation of Intangible Assets and Goodwill � In assessing the recoverability of goodwill and other intangible assets, we must make
assumptions regarding the estimated future cash flows and other factors to determine the fair value of these assets. If these estimates or their
related assumptions change in the future, we may be required to record impairment charges against these
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assets in the reporting period in which the impairment is determined. For intangible assets, this evaluation includes an analysis of estimated
future undiscounted net cash flows expected to be generated by the assets over their estimated useful lives. If the estimated future undiscounted
net cash flows are insufficient to recover the carrying value of the assets over their estimated useful lives, we will record an impairment charge
in the amount by which the carrying value of the assets exceeds their fair value. For goodwill, the impairment evaluation includes a comparison
of the carrying value of the reporting unit that houses goodwill to that reporting unit�s fair value. We have only one reporting unit. The fair value
of the reporting unit is based upon the net present value of future cash flows, including a terminal value calculation. If the reporting unit�s
estimated fair value exceeds the reporting unit�s carrying value, no impairment of goodwill exists. If the fair value of the reporting unit does not
exceed its carrying value, then further analysis would be required to determine the amount of the impairment, if any. If we determine that there
is an impairment in either an intangible asset or goodwill, we will be required to record an impairment charge in the reporting period in which
the impairment is determined. During fiscal 2004 we completed the annual testing of the impairment of goodwill, and as a result of these tests,
we concluded that no impairment of goodwill existed as of July 4, 2004, the annual goodwill impairment measurement date for fiscal 2004.  In
addition, we have determined that no events or circumstances currently exist that would indicate that either the fair value of the reporting unit
has been reduced, or the carrying value of the intangible assets is no longer recoverable.  Therefore, no impairment charges have been recorded
in the six months ended April 2, 2005.

Capitalization of Software Development Costs - Costs incurred in the research, design and development of software for sale to others are
charged to expense until technological feasibility is established. Thereafter, software development costs are capitalized and amortized to product
cost of sales on a straight-line basis over the lesser of three years or the estimated economic lives of the respective products. Costs incurred in
the development of software for internal use are charged to expense until it becomes probable that future economic benefits will be realized.
Thereafter, certain costs are capitalized and amortized to operating expense on a straight-line basis over the lesser of three years or the estimated
economic life of the software. We have capitalized approximately $12.9 million in costs associated with the replacement of information
technology systems since the start of the project.

Income Taxes � We account for income taxes under the liability method. Under this method, deferred tax assets and liabilities are determined
based on differences between financial reporting and the tax basis of assets and liabilities, and are measured using the enacted tax rates and laws
that will be in effect when the differences are expected to reverse. We record a valuation allowance in accordance with generally accepted
accounting principles to reduce our deferred tax assets to the amount of future tax benefit that is more likely than not to be realized. While we
have considered future taxable income and ongoing prudent and feasible tax planning strategies in assessing the need for the valuation
allowance, there is no assurance that the valuation allowance will not need to be increased to cover additional deferred tax assets that may not be
realizable. Any increase in the valuation allowance could have a material adverse impact on our income tax provision and net income in the
period in which such determination is made.
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Results of Operations

Revenues. We derive revenues from the licensing of our software solutions, sales of our hardware solutions and by providing professional
services as well as ongoing customer support and maintenance.

Total Revenues (dollars in thousands):  

Three Months Ended Six Months Ended

April 2, 2005

April 3, 2004 Percent
Change

April 2,

2005 April 3, 2004

Percent

Change

Total revenues $120,621 $107,979 12% $238,897 $207,652 15%

The principal factors driving revenue growth in the three month period ended April 2, 2005 were increased demand for our maintenance and
professional services solutions, and to a lesser extent, increase in demand for our software products from new and existing customers, as well as
revenues from acquired businesses. Revenue growth in the three month period ended April 2, 2005 was impacted by a decrease in revenues
generated by our core business. This decrease is primarily the result of delayed orders from our reseller channels. Also contributing to the
decrease was the effect of the reorganization of our sales force announced during the three month period ended September 30, 2004, and
completed during the three month period ended January 1, 2005. The principal factors driving revenue growth in the six month period ended
April 2, 2005 were increased demand for our software and hardware products and an increased demand for our professional and maintenance
services. Also contributing to overall growth in revenues, to a lesser extent, were revenues from acquired businesses.

Three Months Ended Six Months Ended

April 2,

2005

April 3,

2004

April 2,

2005

April 3,

2004

Revenues from acquired
businesses* $6,644 $2,812 $9,375 $5,119

Percentage of total
revenues 5.5% 2.6% 3.9% 2.5%

* Revenues from acquired businesses are revenues generated from customers that have been part of an acquired business transaction over the
preceding four fiscal quarters.
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Product Revenues (dollars in thousands):

Three Months Ended Six Months Ended

April 2,

2005

April 3,

2004

Percent

Change

April 2,

2005

April 3,

2004

Percent

Change

Product revenues $46,317 $44,966 3% $99,583 $84,106 18%

Product revenues as a
percent of total
revenues 38% 42% --- 42% 41% ---

The product revenue growth in the three month period ended April 2, 2005 was primarily the result of an increase in product revenues
attributable to acquired businesses. Product revenues in the three month period ended April 2, 2005 from our core business decreased as
compared to the same period in the prior year. This decrease was primarily the result of delayed orders from our reseller channels. Also
contributing to the decrease was the effect of the reorganization of our sales force announced during the three month period ended September 30,
2004, and completed during the three month period ended January 1, 2005. Although product revenues from core business decreased as a result
of those factors discussed above, we continue to see strong demand for our products and expect product revenues to increase, as compared to the
same periods in the prior year, during the remainder of the fiscal year. The product revenue growth in the six month period ended April 2, 2005
was primarily the result of an increase in demand for our Workforce Central® suite and related software modules, as well as our Kronos 4500�
Terminal. Also contributing to the growth in product revenues, to a lesser extent, are product revenues attributable to acquired businesses. These
increases in both the three and six month periods, were partially offset by decreases in sales volume associated with our legacy software
solutions and data collection terminals.

Three Months Ended Six Months Ended

April 2,

2005

April 3,

2004

April 2,

2005

April 3,

2004

Product revenues from
acquired businesses $3,215 $271 $4,794 $316

Percentage of product
revenues 6.9% 0.6% 4.8% 0.4%
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Maintenance Revenues (dollars in thousands):

Three Months Ended Six Months Ended

April 2,

2005

April 3,

2004

Percent

Change

April 2,

2005

April 3,

2004

Percent Change

Maintenance revenues $42,451 $35,802 19% $81,119 $71,148 14%

Maintenance revenues as
a percent of total
revenues 35% 33% --- 34% 34% ---

The increase in maintenance revenues in the three and six month periods ended April 2, 2005 was principally the result of expansion of our
installed base of software solutions, and an increase in the value of maintenance contracts. The increase in the value of the maintenance contracts
was principally attributable to the sales of capacity upgrade licenses and add-on modules to existing customers. Capacity upgrade and add-on
module sales typically result in an increased value of maintenance contracts due to the increased value in the product resulting from the
additional capacity or modules. The maintenance value is typically based on the related product�s value. Maintenance revenues in the three month
period ended April 2, 2005 were also positively impacted, although to a lesser extent, by an increase in maintenance revenues associated with
acquired businesses. The higher proportion of maintenance revenues to total revenues in the three month period ended April 2, 2005 was
primarily due to the decreased proportion of product revenue.

Three Months Ended Six Months Ended

April 2,

2005

April 3,

2004

April 2,

2005

April 3,

2004

Maintenance revenues from
acquired businesses $2,420 $1,489 $3,072 $3,018

Percentage of maintenance
revenues 5.7% 4.2% 3.8% 4.2%
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Professional Services Revenues (dollars in thousands):

Three Months Ended Six Months Ended

April 2,

2005

April 3,

2004

Percent

Change

April 2,

2005

April 3,

2004

Percent

Change

Professional services
revenues $31,853 $27,211 17% $58,195 $52,398 11%

Professional services
revenues as a percent
of total revenues 26% 25% --- 24% 25% ---

There has been an increase in customer demand for professional services in the three and six month periods ended April 2, 2005, as compared to
the same period in the prior year, primarily due to an increase in the level of professional services accompanying sales to our customers. The
increase in demand is primarily due to an expansion of our complementary product offerings, as well as an expansion of our professional
consulting and value-added professional services offerings. The growth in professional services in the three and six month periods ended April 2,
2005 was principally due to an increase in the capacity to deliver professional services, as well as an increase in the utilization rate experienced
by the services organization

Three Months Ended Six Months Ended

April 2,

2005

April 3,

2004

April 2,

2005

April 3,

2004
Professional services
revenues from acquired
businesses $1,009 $1,052 $1,509 $1,785

Percentage of professional
services revenues 3.2% 3.9% 2.6% 3.4%
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Gross Profit.  Gross profit is the net result of revenues, less cost of sales. Product cost of sales primarily consists of salaries, facilities and
related expenses for manufacturing personnel and personnel developing and delivering customized software solutions, costs of materials for the
manufacturing of certain hardware products, amortization of capitalized software costs, as well as the cost of royalties paid to third-parties for
certain products. Service cost of sales primarily consists of salaries, facilities and related expenses for service personnel, as well as the cost of
maintenance contracts paid to third-parties for certain products.
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Gross Profit/Gross Margin (dollars in thousands):

Three Months Ended Six Months Ended
April 2,

2005

April 3,

2004

Percent
Change

April 2,

2005

April 3,

2004

Percent
Change

Product gross profit $34,666 $34,454 1% $76,559 $63,894 20%

Service gross profit 37,202 29,710 25% 67,520 58,198 16%

Total gross profit $71,868 $64,164 12% $144,079 $122,092 18%

Product gross margin 75% 77% --- 77% 76% ---

Service gross margin 50% 47% --- 48% 47% ---

Total gross margin 60% 59% --- 60% 59% ---

Total gross margin for the three and six month periods ended April 2, 2005 increased to 60% from 59% in the comparable periods in the prior
year. The increase in total gross margin for the three month period was the result of an increase in the services gross margin during that period as
compared to the same period in the prior year, partially offset by a decrease in product gross margin. The increase in total gross margin for the
six month period ended April 2, 2005 was the result of a higher content of product revenues, which typically generate higher gross margins than
service revenues, and an increase in both product gross margin and service gross margin. We anticipate total gross margin to increase in the third
quarter and the remainder of fiscal 2005 as compared to the prior year principally as a result of our expectation of a favorable mix of product
revenues, resulting in a higher proportion of product revenues as compared to services revenues.

Product gross margin decreased in the three month period ended April 2, 2005 principally due to an unfavorable product mix during the period,
which resulted in a higher proportion of product revenues from our customized and HRMS software products which generate lower gross
margins than other software products. Product gross margin increased in the six month period ended April 2, 2005 primarily due to a favorable
product mix during the period, which resulted in a higher proportion of product revenues from hardware and software as compared to revenues
generated by sales of third party products for resale. Product revenues from hardware and software, which typically generate a higher gross
margin than sales of third-party product for resale, were a greater proportion of total product revenues in the six month period ended April 2,
2005 as compared to the comparable period in the prior year (94.2% and 93.0% for the six month periods ended April 2, 2005 and April 3, 2004,
respectively). This was partially offset by the unfavorable product mix during the period, which resulted in a higher proportion of product
revenues from certain software products which generate lower gross margins than other software products.

Service gross margin in the three and six month periods ended April 2, 2005 increased as compared to service gross margin in the same period in
the prior year. The primary factors for this increase are an increase in the utilization rate and productivity experienced by the services
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organization in the three and six month periods ended April 2, 2005 resulting from more effective management of the services organization as
well as our expanding use of more efficient implementation methodologies, such as remote services. Although we expect to see a higher
proportion of professional services revenues as compared to maintenance revenues for the remainder of the fiscal year, the resulting impact on
services gross margin (professional services result in a lower gross margin than maintenance services) will be offset by an increase in
productivity that results from more effective management of the workforce and our expanding use of more efficient implementation
methodologies, such as remote services.

Net Operating Expenses. Net operating expenses includes sales and marketing expenses, engineering, research and development expenses,
general and administrative expenses, amortization of intangible assets and other income, net.

Total Net Operating Expenses (dollars in thousands):

Three Months Ended Six Months Ended

April 2,

2005

April 3, 2004 Percent

Change

April 2,

2005

April 3, 2004 Percent

Change

Net operating expenses $54,772 $50,318 9% $111,263 $96,861 15%

Net operating expenses as a % of total
revenues 45% 47% --- 47% 47% ---

The increase in total net operating expenses for the three and six month periods ended April 2, 2005 was principally attributable to investments
in personnel and related compensation and overhead costs in response to increased customer demand and to support the development of new
products (approximately $5.1 million and $13.6 million for the three and six month periods respectively). The increase in personnel and related
compensation and overhead costs in the three month period was partially offset by a decrease in spending related to consulting services, training
and other costs associated with the replacement of information technology systems (approximately $0.3 million) and a decrease in certain
professional services fees (approximately $0.6 million). The increase in total net operating expenses for the six month period ended April 2,
2005 was also due to an increase in professional services fees (approximately $0.5 million).

Sales and Marketing Expenses: Sales and marketing expenses primarily consist of personnel and overhead-related expenses for sales and
marketing functions, as well as costs associated with advertising, promotions, tradeshows, seminars, training and other sales and marketing
programs (dollars in thousands).
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Three Months Ended Six Months Ended

April 2,

2005

April 3,

2004

Percent ChangeApril 2,

2005

April 3,

2004

Percent Change

Sales and marketing expenses $34,616 $32,344 7% $70,478 $63,364 11%

Sales and marketing expenses as a
% of total revenues 29% 30% --- 30% 31% ---

The increase in sales and marketing expense for the three and six month periods ended April 2, 2005 was primarily attributable to personnel and
related compensation and overhead costs associated with higher sales volume and support costs to add new customers and to maximize the
penetration of existing customer accounts (approximately $2.2 million and $6.4 million in the three and six month periods, respectively). In
addition, an increase in professional services and consulting fees also contributed to the increase in the six month period ended April 2, 2005
(approximately $0.9 million). The decrease in sales and marketing expense as a percentage of total revenues for the three and six month periods
ended April 2, 2005 was primarily attributable to leveraging the investments in infrastructure to generate higher sales volumes.

23

Edgar Filing: KRONOS INC - Form 10-Q

KRONOS INCORPORATED CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS (In thousands)UNAUDITED38



Engineering, Research and Development Expenses: Engineering, research and development expenses primarily consist of personnel and
overhead-related expenses for engineering functions, as well as costs associated with training and third-party consulting (dollars in thousands).

Three Month Ended Six Months Ended
April 2,

2005

April 3,

2004

Percent

Change

April 2,

2005

April 3,

2004

Percent

Change

Total Engineering, research and
development spending $16,001 $14,126 13% $32,054 $26,916 19%

Capitalized software development
costs (3,974) (3,353) 19% (7,238) (6,468) 12%

Engineering, research and
development expenses $12,027 $10,773 12% $24,816 $20,448 21%

Engineering, research and
development expenses as a % of total
revenues

10% 10% --- 10% 10% ---

The increase in engineering, research and development spending for the three and six month periods ended April 2, 2005 was primarily
attributable to continued investment in engineering personnel and their compensation-related expenses (approximately $1.3 million and $4.3
million in the three and six month periods, respectively). This increase is the result of the continued development and support of new products.
The significant product development efforts in the first three and six months of fiscal 2005 were principally related to further development and
enhancement of the Workforce Central suite, including scheduling, activities and workflow modules as well as Workforce HR�, Workforce
Payroll� and the Kronos 4500 terminal.
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General and Administrative Expenses: General and administrative expenses primarily consist of personnel and overhead-related expenses for
administrative, information technology, finance, legal and human resources support functions (dollars in thousands).

Three Months Ended Six Months Ended

April 2,

2005

April 3,

2004

Percent

Change

April 2,

2005

April 3,

2004

Percent

Change

General and administrative
expenses $8,546 $8,053 6% $16,992 $14,412 18%

General and administrative
expenses as a % of total
revenues 7% 7% --- 7% 7% ---

The increase in general and administrative expenses in the three and six month periods ended April 2, 2005 was primarily due to investment in
personnel and related compensation and support costs required for the continued support of our growing operations (approximately $1.6 million
and $2.9 million for the three and six month periods respectively). These increases in the three month period ended April 2, 2005 in personnel
related costs were partially offset by a decrease in expenses related to consulting services, training and other costs associated with the
replacement of information technology systems (approximately $0.3 million) and a decrease in professional services fees (approximately $0.6
million). The increases in the six month period were partially offset by a decrease in professional services fees (approximately $0.4 million). We
expect general and administrative expenses to increase significantly in the third quarter of fiscal 2005 due to increased expenses related to the
completion of the first phase of the implementation of our new information technology systems in April 2005, as well as expenses related to
commencement of the second phase of the implementation during the third quarter of fiscal 2005. These increases are specifically related to a
decrease in capitalization of certain costs associated with the project, as well as the commencement of amortization expense related to the
previously capitalized software costs.
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Amortization of Intangible Assets and Other Income, Net: Amortization of intangible assets includes the amortization expense related to certain
identified intangible assets recorded by us related to acquisitions of businesses. Other income, net is principally interest income earned from cash
as well as investments in our marketable securities and financing arrangements (dollars in thousands).

Three Months Ended Six Months Ended

April 2,

2005

April 3,

2004

Percent

Change

April 2,

2005

April 3,

2004

Percent

Change

Amortization of intangible assets $1,194 $1,001 19% $2,290 $2,008 14%

Amortization of intangible assets as
a % of total revenues 1% 1% --- 1% 1% ---

Other income, net $1,611 $1,853 (13%) $3,313 $3,371 (2%)

Other income, net as a % of total
revenues 1% 2% --- 1% 2%
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