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NIfEIWorks®

Where Doctors Get Connected ®

Fellow Investors,

2001 was a significant, indeed pivotal, year in the history of VitalWorks. About a year and a half ago, we
instituted a plan designed to address the immediate challenges that the company faced at that time, and to lay
a foundation for strong future growth and profits. The greater part of this plan was fulfilled in 2001, and today I
am pleased to report that our plan continues to be executed with precision, producing the fiscal results we
expect. We have greatly improved our balance sheet, our expenses are controlled, our consolidated structure
has allowed us to react quickly and provide better customer service, we’ve stepped-up our investment in
research and product development, and we have established strategic partner relationships with Siemens
Medical Solutions and FUJIFILM Medical Systems. Our results for 2001 reflect a company that is able to
quickly and effectively execute a business plan, achieve its goals, and generate consistent, quality earnings.

Among our many accomplishments in 2001 we are most pleased with is our improvement in EBITDA, as
adjusted (that is, our operating results before interest, income taxes, depreciation and amortization, and
impairment, restructuring and other nonrecurring charges and credits). We moved from a prior year EBITDA
loss, as adjusted, of $(11.6) million to EBITDA, as adjusted, for 2001 of $16.1 million. Likewise, our balance
sheet improved; after paying down $9.2 million or 24% of our long-term debt in 2001, we ended the year with
cash and cash equivalents of $13 million, up 117% from $6 million at December 31, 2000. We also managed to
post a 5% increase in revenues despite being in the midst of a transition year. Moreover, we exceeded our
projections for each quarter of the year, a significant achievement in an industry where many companies fell
short of their expectations.

As a shareholder and manager, I am extremely pleased by our operational and financial accomplish-
ments. [ think of 2001 as the year we turned VitalWorks around; we are fiscally strong, we are intensely
focused, and we have a solid foundation and a visionary outlook.

Last year, when I wrote to you, I referred to rapid development initiatives that we had begun. Today, 1
am pleased to report that we have commercially released two next-generation radiology products that were
part of these development initiatives, RadConnect™ RIS and RadConnect™ Results. Both products are
based on server-side Java technology allowing them to run on a variety of platforms in either an ASP or
practice-hosted environment. We believe that these products will be very attractive to our considerable
radiology customer base as well as to the entire ambulatory radiology market. Looking forward, we plan to
turn our attention to developing the industry’s next generation of core billing and clinical products. We have
already begun several major R&D initiatives, which will continue throughout 2002 and beyond. With our solid
financial foundation, our existing client base of over 70,000 physicians, and our leadership position in several
medical specialties, I believe that VitalWorks is uniquely poised to create industry-leading software products,
and bring them quickly to market.



I expect that our recent strategic partnerships will provide us with expanded reach into key markets, as
well as new competitive advantages, strengthening the value proposition we offer and advancing the market
leadership position of our company. We will continue to explore strategic relationships that will add value to
the solutions we offer our customers.

I would like to thank you for your continued support and confidence. I believe that 2002 will be another
very exciting year for VitalWorks; we’re already off to a good start. Our management team and staff have
demonstrated their ability to achieve remarkable accomplishments in a short period of time, and they are
driven to bring VitalWorks to the next level of success, delivering revenue and profit growth, and shareholder
value.

Sincerely,

Wﬂ,.ﬂ/@%

Joseph M. Walsh
Chairman of the Board, President & CEO

May 6, 2002

Please see Part I, Item 1 of our Annual Report on Form 10-K for 2001
for a discussion about forward-looking statements and risk factors.
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PART I

Item 1. Business

General

VitalWorks Inc., formerly known as InfoCure Corporation (“VitalWorks” or the “Company”), is a
leading, nationwide provider of information management technology and services targeted to healthcare
practices and organizations. The Company provides IT-based solutions for general medical practices and has
specialty-specific products and services for practices such as radiology, anesthesiology, ophthalmology,
emergency medicine, plastic surgery, and dermatology. VitalWorks also offers enterprise-level systems
designed for large physician groups and networks. The Company’s range of software solutions, which include
workflow features related to patient encounters, automate the administrative, financial, and clinical informa-
tion management functions for physicians and other healthcare providers. VitalWorks provides its clients with
ongoing software support, training, electronic data interchange (“EDI”’) services for patient billing and claims
processing, and a variety of Web-based services.

The Company was incorporated in Delaware in November 1996. Prior to July 10, 1997, the Company
conducted no significant operations and generated no revenue. On July 10, 1997, the Company completed its
initial public offering and the acquisitions of two medical companies. During the remainder of 1997 and 1998,
the Company completed acquisitions of seven additional medical companies. In 1999, the Company acquired
seven additional medical businesses, as well as technology assets in connection with the acquisition of PhyNet
EDI Solutions, L.L.C. In addition, during the period July 10, 1997 through the end of 2000, the Company
acquired 19 companies that made up its former dental business.

On March 5, 2001, the Company spun-off its dental business through a pro rata distribution to its
shareholders of all the outstanding common stock (the “Distribution”) of PracticeWorks, Inc. (“Prac-
ticeWorks”), previously a wholly-owned subsidiary of VitalWorks. As a result of the Distribution, Prac-
ticeWorks became an independent public company operating what was formerly VitalWorks’ dental business,
which included the dental, orthodontic, and oral and maxillofacial surgery business lines. Accordingly,
PracticeWorks has been accounted for as discontinued operations. All information contained in this report,
unless otherwise indicated, has been restated to reflect the Distribution. The Company relocated its executive
offices to Connecticut and began doing business as “VitalWorks” in Connecticut following the Distribution.
The material terms of the Distribution are described herein.

Industry Background

Healthcare costs in the United States have risen dramatically over the past two decades, amounting to
approximately $1.3 trillion in 2000, according to the Centers for Medicare and Medicaid Services, and are
expected to grow to $2.2 trillion in 2008. Federal and state governments, insurance carriers and other third-
party payors have taken actions to control these rising costs. As a result, physicians are under increasing
pressure to reduce costs and operate their practices more efficiently. One of the ways in which third-party
payors have managed rising costs has been to employ alternative reimbursement models to replace the fee-for-
service reimbursement model, which has been the traditional basis for payment for healthcare services. Such
alternative reimbursement models include managed care, fixed-fee, and capitated models of reimbursement.
The result of these generally more restrictive reimbursement models has been a dramatic increase in the
complexity of accounting, billing, and payment collection for healthcare services.

To address these challenges, healthcare providers are increasingly utilizing information technology,
including practice management systems. Practice management systems include a range of software products
and services for physicians and other providers of healthcare services. Most practice management systems
provide several common functions, including practice administration functions such as patient scheduling and
financial functions such as patient billing and receivables management, and may include clinical functions
such as patient charting and treatment planning.



The continued evolution of information and telecommunication technologies has led to the development
of a variety of electronic tools that can be integrated with practice management systems, helping to improve
healthcare practices’ cash flow. Among these is EDI which expedites the submission of healthcare insurance
claims to third-party payors and expedites the receipt of reimbursement. Paper claims require more time and
are significantly more expensive to prepare, file, and process than electronically submitted claims. According
to American Health Consultants, a publisher of healthcare newsletters, the combined costs to payors and
providers of processing a manual claim total approximately 15% of the average claim amount. EDI
transactions, on the other hand, can be processed directly with third-party payors or channeled through
processing clearinghouses at significantly lower costs to the provider and the payor. Because of these
significant cost savings, some payors are beginning to require practitioners to submit reimbursement claims
electronically. In addition, new regulations mandated by the Health Insurance Portability and Accountability
Act of 1996 (“HIPAA”) require the industry to move to a single electronic format accepted by all payors.
This will simplify the process of electronically exchanging information and thereby enhance the utilization of
electronic claim submission and open the doors to many other types of burgeoning EDI services, such as
electronic remittance advice, eligibility checks, claim status checks, and referral authorizations, that offer
extraordinary potential but have also been relatively slow to gain widespread acceptance and usage.

The application service provider (‘““ASP”’) delivery model is also beginning to gain some traction in the
industry. By accessing an application over the Internet through a common Web browser, ASP applications
frequently require less in-office hardware, minimize system administration and provide greater scalability.
With the rapid expansion of reliable broadband Internet services and the technologies that support these
services, ASP will likely become an increasingly more popular option for healthcare information systems.

Products and Services

VitalWorks offers a wide range of practice management software products to healthcare providers in
targeted specialty markets. These products are designed to automate the administrative, financial, and clinical
information management functions of office-based physician practices, hospital-based physician practices, and
large healthcare enterprises, clinics, and organizations.

Types of Products

Each VitalWorks’ product addresses the management of healthcare data in one or more of several
different areas. These areas include:

 Financial management, including patient billing, insurance processing, receivables and collections
management.

¢ Administrative management, including appointment scheduling, patient registration, patient correspon-
dence, and referral analysis.

 Clinical data management, including complete documentation of patient visits, prescription writing,
patient medical history, and treatment planning.

« EDI, including electronic processing of claims and patient statements.

Targeted Specialties

In addition to addressing the needs of primary care and general medical practices and clinics, many of the
Company’s software products have been designed to address the specific needs of specialty practices, providing
competitive advantages over “general medical” products. For example, anesthesiologists are required to bill



their services on the basis of time units, and radiologists require specialized scheduling, film tracking, and
image delivery capabilities. VitalWorks’ targeted specialties include:

Office-based physician specialties:

* Ophthalmology

» Dermatology

e Plastic Surgery

* Oncology

 Podiatry

Hospital-based physician specialties:
» Radiology

¢ Anesthesiology

e Emergency Medicine
 Pathology

Enterprise-level groups:

» Large physician groups

* Physician networks

* Clinics

» Service bureaus

» Management Service Organizations

 Independent Physician Associations

Principal Products

The Company’s principal products are the main practice management products used by its clients. Each
principal product falls into one of two categories: “core” products or “classic” products. VitalWorks’ core
products offer advanced functionality and operate with the latest generation of operating systems and hardware
platforms offered by the Company. In addition, core products are the primary products offered to the
Company’s targeted practice areas. Classic products, while continuing to offer adequate functionality, typically
lack advanced practice management features and are not designed for the latest generation of operating
systems. The Company actively markets seven core products and supports 22 classic products. VitalWorks
believes that there is a significant opportunity to provide system upgrades to those clients using classic and
other non-core products by providing a migration path to VitalWorks’ core products. While VitalWorks
primarily markets its core products, it will continue to provide customer support for its classic products until it
determines that it is no longer cost effective or practically possible to do so. In addition, approximately 15% of
VitalWorks’ clients are currently using products that were written for operating systems or hardware platforms
that are no longer supported by their respective vendors. The Company is actively promoting the migration of
these clients to newer products and intends to retire these products at the earliest possible opportunity.

The Company believes that while desktop systems will continue to be based primarily on some version of
the Microsoft Windows family of operating systems, a significant number of physician, patient, and office
functions will require Internet connectivity and demand a more platform-neutral approach. Consequently, the
Company’s research and development efforts for new products are centered around building platform
independent applications using proven technologies.



Auxiliary Products

In addition to its principal practice management products, VitalWorks offers a variety of auxiliary
products. While some of these products may operate on a stand-alone basis, these are typically add-on
modules to the Company’s principal products. Auxiliary products allow the Company to leverage its large
client base for additional sales revenue, as well as generate interest and competitive advantage for its core
products. These auxiliary products include:

Decision support tools — VitalWorks offers several different decision support tools designed to
supplement the analytical features of the Company’s practice management software products. They
enable physicians to access, sort, and display data according to user-selected criteria, including payor,
referral source, reimbursement rate, time interval, and/or many other variables.

Wireless data entry — Physicians using wireless data entry can enter and review data from a handheld
computing device, via wireless transmission.

Palm integration — Palm integration allows physicians to download data to Palm-compatible handheld
computing devices, for easy data access while away from the office.

Web-based services — Web-based services include radiology image and report distribution, patient and
office staff communication, appointment and prescription refill requests, and patient account inquiry.

Product interfaces — The Company provides connectivity between its principal products and a variety
of third-party products, such as hospital information systems, lab information systems, coding systems,
picture archive and communication systems (“PACS”), and image and scanning systems.

EDI Services

The Company’s core software products offer transaction-based EDI functions, including patient billing
and insurance claims submission and remittance. The use of EDI can improve a healthcare practice’s cash
flow by enabling more accurate and rapid submission of claims to third-party payors and more rapid receipt of
corresponding reimbursements. VitalWorks generates revenues by facilitating EDI transactions, currently
processing more than five million EDI transactions each month. EDI remains a key element of the Company’s
recurring revenue and the Company intends to continue expanding its overall EDI product offering to
capitalize on growth opportunities in the EDI market. Current EDI services include:

RapidBill™ electronic patient billing — Provides comprehensive, automated patient statement
processing services.

RapidClaims™ electronic claims submission — Provides electronic submission of insurance claims
from client offices to payors, either directly or through independent national clearinghouses.

RapidRemit™ electronic claims remittance — Provides electronic remittance of insurance payments
and automatically posts explanation of benefits data into the practice management system.

RapidCheck™ electronic eligibility verification — Provides electronic access to insurance and managed
care plans to determine a patient’s eligibility and covered benefits.

Future Products

In addition to the development of a number of auxiliary products in 2001, the Company’s research and
development efforts focused largely on three primary products: RadConnect™ RIS, RadConnect™ Results,
and a Web-based patient/practice communication product.

RadConnect™ RIS is the Company’s next generation radiology information system. Radiology
information systems (commonly referred to as RIS) are the primary systems used by imaging centers
and radiology practices to manage patient processing, staff and resource scheduling, and workflow. By
employing a familiar browser-based graphical user interface, platform-independent operation, and the
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flexibility of ASP or practice-hosted deployment, RadConnect™ RIS will provide technology and
benefits, which the Company believes are unavailable with other systems in VitalWorks’ market.

« RadConnect™ Results is a Web-based image and report distribution system. By delivering images and
reports via the Internet, time-consuming administration and delays are avoided, as well as the costs
associated with duplicating films and delivery services. The Company believes this service can provide
a significant benefit to referring physicians and enhance the level of care delivered to patients.

* Finally, the Company’s Web-based patient/practice communication product will offer a wide variety of
Web-based patient services, including online registration, account review, bill payment, appointment
inquiries, and prescription refill requests. This package can be integrated with the physician’s
VitalWorks application, and may be securely accessed directly through the practice’s Web site. The
Company believes this new offering can provide valuable services to the patients, while simplifying
administrative tasks and saving staff time.

All three of these products are expected to be commercially available in the second half of 2002.

In addition to these three products, VitalWorks has also begun the planning and development of the next
generation of its billing and clinical products, which the Company believes will bring its core product offerings
to the forefront of technology, and provide a common technology platform for all its core products.

Services

VitalWorks believes that a high level of customer service is important to the successful marketing and
sale of its products. The Company provides a comprehensive suite of training, consulting, and technical
support services to implement and support its products.

o Software Maintenance — Under the terms of the Company’s standard license agreement, customers
pay a periodic maintenance fee (i.e., monthly, quarterly, annually). The fee charged to a customer is
generally a fixed percentage of the then-current list price (at time of contract signing) of the licensed
software used by the customer. This fee entitles customers to technical support and to any updates and
enhancements for their software, if and when they are commercially released.

e Hardware Maintenance — Similar to software maintenance, customers can contract with the Com-
pany for maintenance of their hardware. In return for periodic maintenance fees, the customer is
provided comprehensive telephone diagnostic support and on site field service support. The Company
subcontracts with various third party hardware experts to provide a significant amount of its on site
field service support.

o Consulting and Training Services — The Company offers consulting, training, and implementation
services on a time and materials basis. Based on a customer’s technical and application knowledge, the
customer can customize a program with the Company that provides them with the appropriate level of
upfront and ongoing consulting and training support. Typically customers who purchase new or add-on
systems will utilize the Company’s implementation services.

o Enhanced Technical Support — Customers also have the option of paying a higher fee to receive
preferred status for phone support along with packaged consulting and training services for the duration
of their enhanced support contract.

The customer’s ability to select and customize the level of consulting, training, and technical support
services to their needs permits the Company to provide high quality services on a profitable basis. VitalWorks’
services and support organization consisted of 357 employees as of December 31, 2001.

Research and Development

The Company’s development efforts are focused on new products including its Internet-enabled products,
as well as maintaining the stability and competitiveness of its current product offerings. Historically,
VitalWorks” research and development efforts have principally involved the incorporation of the best
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technologies from each acquired product into its core practice management systems. While the Company
continues to incorporate the best functionality from its acquired products, this is only one of the tasks that the
development staff is charged with. The Company’s research and development department is also responsible
for coordinating the activities of developers and product managers on all cross-specialty development efforts.
These activities include researching emerging technologies in both the healthcare and technology sectors,
carefully evaluating each for their ability to enable physicians to deliver better healthcare to their patients
more efficiently, and establishing best practices for the Company’s development efforts. The Company’s
research and development organization was composed of 138 employees as of December 31, 2001 and are
currently co-located with support staff primarily in three locations: Daytona, Florida; Birmingham, Alabama,;
and Minneapolis, Minnesota. This co-location of staff helps to keep staff focused on industry specific
applications and provide cross communication between the support staff, which are in constant communica-
tion with the customer thus providing the best quality products for the Company’s customer’s needs.

In 2001, 2000 and 1999, the Company’s research and development expenses, which are net of capitalized
software development costs in 2001, were $10.9 million, $13.8 million and $11.5 million, or 10.2%, 13.7% and
7.7% of total revenues, respectively. In 2001, the Company capitalized $4.6 million of third-party software
developer fees in accordance with Statement of Financial Accounting Standards No. 86, “Accounting for
Costs of Computer Software to be Sold, Leased or Otherwise Marketed.”

Sales and Marketing

VitalWorks markets and sells its products in the United States through a direct sales force, composed of
64 sales and marketing personnel as of December 31, 2001. The Company has sales offices at its headquarters
in Ridgefield, Connecticut and in other U.S. locations, including Birmingham, Alabama; Daytona, Florida;
Minneapolis, Minnesota; Portland, Oregon; and Cincinnati, Ohio. In addition, many of the Company’s sales
staff are based from home offices throughout the United States. Product support and training are available as
well through many of these locations. The Company organizes its sales force by specialty practice area and
hardware platform. The sales force is trained to understand the specialty-specific needs of its customers.

Within its existing customer base, the Company promotes and sells system upgrades, maintenance
services, and EDI services. In addition, VitalWorks targets new customers principally through direct mail
campaigns, telemarketing, seminars, trade shows and advertisements in various publications. In addition,
senior personnel and members of management assist in sales and marketing initiatives to larger and more
technically advanced potential customers. Sales cycles generally average three to four months for small office-
based systems to as much as six to 12 months for clinical and large scale systems.

In the past three fiscal years, no one customer has accounted for more than 10% of total revenues.

Intellectual Property

The Company relies primarily on a combination of copyright and trademark laws, trade secrets,
confidentiality procedures and contractual provisions to protect its intellectual property and proprietary rights.
The Company also believes that various factors, including the skills of its personnel, new product develop-
ments, product enhancements, name recognition and reliable support services, are necessary to become and
remain an industry leader. The Company seeks to protect its software by various methods, including trade
secret and copyright laws, which afford only limited protection.

Despite the Company’s efforts to protect its proprietary rights, unauthorized parties may attempt to copy
aspects of the Company’s products or to obtain and use information that the Company regards as proprietary.
Policing unauthorized use of the Company’s products is difficult, and such problems may persist. There can be
no assurance that the Company’s means of protecting its proprietary rights will be adequate or that
competitors will not independently develop similar technology.

The Company has entered into source code escrow agreements with a limited number of its customers
requiring release of source code under certain limited conditions, including any bankruptcy proceeding by or
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against the Company, cessation of the Company’s business or the Company’s failure to meet its contractual
obligations.

The Company relies upon certain software that is licensed from third parties, including software that is
integrated with some of the Company’s internally developed software and/or is used with some of the
Company’s products to perform certain functions. There can be no assurance that these third party software
licenses will continue to be available to the Company on commercially reasonable terms and therefore could
adversely affect the Company’s business, operating results and financial condition. In addition, there can be no
assurance that third parties will not claim infringement by the Company with respect to the Company’s
products or enhancements thereto.

The Company distributes its software under software license agreements that grant customers a
nonexclusive, nontransferable license to the Company’s products and contain terms and conditions prohibiting
the unauthorized reproduction or transfer of the Company’s products.

Competition

VitalWorks’ principal competitors include both national and regional practice management systems
vendors. Currently, the practice management systems industry in the United States is characterized by a large
number of relatively small, regionally focused companies, comprising a highly fragmented industry with only a
few national vendors. Until recently, larger, national vendors have targeted primarily large healthcare
providers. The Company believes that the larger, national vendors may broaden their markets to include both
small and large healthcare providers. In addition, VitalWorks competes with national and regional providers of
computerized billing, insurance processing and record management services to healthcare practices. As the
market for the Company’s products and services expands, additional competitors are likely to enter this
market. The Company believes that the primary competitive factors in its markets are:

¢ product features and functionality;

* customer service, support and satisfaction;
e price;

 ongoing product enhancements; and

« the reputation and stability of the vendor.

VitalWorks has experienced, and it is anticipated that it will continue to experience, increased
competition from current and potential competitors, many of whom have significantly greater financial,
technical, marketing and other resources than the Company. Such competitors may be able to respond more
quickly to new or emerging technologies and changes in customer requirements or devote greater resources to
the development, promotion and sale of their products than the Company. Also, certain current and potential
competitors have greater name recognition or more extensive customer bases that could be leveraged, thereby
gaining market share to the Company’s detriment. VitalWorks expects additional competition as other
established and emerging companies enter into the practice management software market and new products
and technologies are introduced. Increased competition could result in price reductions, fewer customer
orders, reduced gross margins and loss of market share, any of which would materially adversely affect the
Company’s business, operating results and financial condition.

Current and potential competitors may make strategic acquisitions or establish cooperative relationships
among themselves or with third parties, thereby increasing the ability of their products to address the needs of
VitalWorks’ existing and prospective customers. Further competitive pressures, such as those resulting from
competitors’ discounting of their products, may require the Company to reduce the price of its software and
complementary products, which would materially adversely affect the Company’s business, operating results
and financial condition. There can be no assurance that VitalWorks will be able to compete successfully
against current and future competitors, and the failure to do so would have a material adverse effect upon the
Company’s business, operating results and financial condition.
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Privacy Issues

Because VitalWorks’” applications and services are utilized to transmit and manage highly sensitive and
confidential health information, the Company must address the security and confidentiality concerns of its
customers and their patients. To enable the use of its applications and services for the transmission of sensitive
and confidential medical information, the Company utilizes advanced technology designed to ensure a high
degree of security. This technology generally includes:

* security that requires both user IDs and passwords to access the Company’s systems locally or
remotely, with the potential of requiring digital certificates for remote, Internet-based access, should
such measures be required;

* encryption of data relating to the Company’s ASP applications transmitted over the Internet;

 use of a mechanism for preventing outsiders from improperly accessing private data resources on the
Company’s internal network and its ASP applications, commonly referred to as a “firewall.”

The level of data encryption utilized by VitalWorks’ products is in compliance with the encryption
guidelines set forth in the proposed rule regarding security and electronic signature standards in connection
with HIPAA. VitalWorks also encourages each of its customers to implement their own firewall and security
procedures to protect the confidentiality of information being transferred into and out of their computer
network.

Internally, the Company works to ensure the safe handling of confidential data by employees in its
electronic services department by:

« using individual user names and passwords for each employee handling electronic data; and

* requiring each employee to sign an agreement to comply with all Company policies, including its policy
regarding handling of confidential information.

VitalWorks monitors proposed regulations that might affect its applications and services to ensure that
the Company is in compliance with such regulations when and if they are effected.

Healthcare Regulation

The healthcare industry is highly regulated and is subject to changing political, regulatory and other
influences. As a participant in the healthcare industry, the Company’s operations and relationships are subject
to regulation by federal and state laws and regulations and enforcement by federal and state governmental
agencies. Sanctions may be imposed for violation of these laws. The Company reviews its practices in an effort
to determine compliance with applicable laws. However, laws governing healthcare are both broad and, in
some respects, vague and it is often difficult or impossible to determine precisely how the laws will be applied,
particularly to new products or services similar to VitalWorks’. Any determination by a state or federal
regulatory agency that any of the Company’s practices violate any of these laws could subject the Company to
civil or criminal penalties, require the Company to change or terminate some portions of its business and have
a material adverse effect on the Company’s business.

The relevant healthcare laws are:

HIPAA. The administrative simplification provisions of HIPAA and the various regulations which have
been proposed and enacted to implement the administrative simplification provisions include five healthcare-
related standards governing, among other things:

« electronic transactions involving healthcare information,

« privacy of individually identifiable health information, and

« security of healthcare information and electronic signatures.

The regulations governing the electronic exchange of information establish a standard format for the most

common healthcare transactions, including health claims, enrollment, payment and eligibility. The regulations
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require compliance by October 16, 2002 unless a covered entity submits a compliance plan by such date
requesting an extension for compliance until October 16, 2003. The Company intends to ensure its compliance
with the regulations, as applicable. Many of the Company’s customers are subject to the transaction standards
and the standards will affect the Company’s processing of healthcare transactions among physicians, payors,
patients and other healthcare industry participants.

The regulations promulgated pursuant to HIPAA establish national privacy standards for the protection
of individually identifiable health information by certain healthcare organizations. Most healthcare entities
covered by the rule must comply by April 14, 2003. A substantial part of the Company’s activities involves the
receipt or delivery of confidential health information concerning patients of its customers in connection with
the processing of healthcare transactions and the provision of technical services to participants in the
healthcare industry. The regulations may restrict the manner in which the Company transmits and uses
certain information.

The proposed security regulations enacted pursuant to HIPAA establishing security and electronic
HIPAA signature standards have not been finalized yet. When effective, the security regulations will require
certain healthcare organizations to implement administrative safeguards, physical safeguards, technical
security services and technical security mechanisms with respect to information that is electronically
maintained or transmitted in order to protect the confidentiality, integrity and availability of individually
identifiable health information. The security standards may require the Company to enter into agreements
with certain of its customers and business partners restricting the dissemination of health information and
requiring implementation of specified security measures.

Overall, HIPAA may require substantial changes to many of the Company’s applications, services,
policies and procedures that could require the Company to make significant financial investments, may require
the Company to charge higher prices to its customers and may also affect the Company’s customers’
purchasing practices.

See further discussion regarding HIPAA below in “Forward-Looking Statements and Risk Factors.”

Other Privacy Requirements. In addition to the privacy rule under HIPAA, most states have enacted or
are considering patient confidentiality laws, which would further prohibit the disclosure of confidential medical
information. HIPAA establishes minimum standards and preempts conflicting state laws, which are less
restrictive than HIPAA regarding health information privacy, but does not preempt conflicting state laws that
are more restrictive than HIPAA. The Federal Trade Commission and various state attorneys general are
applying federal and state consumer protection laws to privacy issues.

FDA. The Food and Drug Administration (“FDA”) is responsible for assuring the safety and
effectiveness of medical devices under the 1976 Medical Device Amendments to the Food, Drug and
Cosmetic Act. Computer applications and software are generally subject to regulation as medical devices
requiring registration with the FDA, application of detailed record-keeping and manufacturing standards, and
FDA approval or clearance prior to marketing when such products are intended to be used in the diagnosis,
cure, mitigation, treatment or prevention of disease. If the FDA decided that the Company’s products and
services should be subject to FDA regulation or if in the future, the Company expanded its application and
service offerings into areas that may subject the Company to FDA regulation, the costs of complying with
FDA requirements could be substantial. Application of the approval or clearance requirements could create
delays in marketing, and the FDA could require supplemental filings or object to certain of these products.
The Company’s compliance efforts could prove to be time consuming, burdensome and expensive on the basis
of the novel application of the FDA to us, and this could have a material adverse effect on the Company’s
ability to introduce new applications or services in a timely manner and may require the Company to charge
higher prices.

The Federal Anti-Kickback Law. The federal Anti-Kickback Law includes a prohibition against the
direct or indirect payment or receipt of any remuneration in order to induce the referral of business or patients
reimbursable under Medicare, Medicaid and certain other federal healthcare programs. Violations of the
federal Anti-Kickback Law may result in criminal liability, a felony conviction punishable by a maximum fine
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of $125,000, imprisonment up to five years, or both, exclusion from the government programs, and civil
monetary sanctions. Many states also have similar anti-kickback laws that are not limited to items or services
for which payment is made by a federal or state healthcare program, such as Medicare and Medicaid. The
Federal Anti-Kickback Law has been in existence since 1977 and applies broadly to all kinds of providers and
suppliers. If the activities of a customer of the Company or other entity with which the Company has a
business relationship were found to constitute a violation of the Federal Anti-Kickback Law or other similar
anti-kickback or anti-referral laws, and the Company, as a result of the provision of products or services to
such customer or entity, were found to have knowingly and willfully participated in such activities, the
Company could be subject to sanction or liability under such laws.

Stark Law. The federal Stark Law restricts referrals by physicians of Medicare, Medicaid, and other
government-program patients to providers of a broad range of designated health services with which they have
ownership or certain other financial arrangements. Many states have adopted or are considering similar
legislative proposals to prohibit the payment or receipt of remuneration for the referral of patients and
physician self-referrals regardless of the source of the payment for the care. These laws and regulations are
extremely complex, and little judicial or regulatory interpretation exists. If the activities of a customer of the
Company or other entity with which the Company has a business relationship were found to constitute a
violation of anti-referral laws, and the Company was found to have knowingly participated in such activities,
the Company could be subject to sanction or liability under such law.

The Federal Civil False Claims Act and the Medicare/Medicaid Civil Money Penalties. Federal
regulations prohibit, among other things, the filing of claims for services that were not provided as claimed,
were not medically necessary, or which were otherwise false or fraudulent. Violations of these laws may result
in civil penalties, including treble damages. In addition, Medicare, Medicaid and other federal statutes provide
for criminal penalties for such false claims. If, during the course of providing services to the Company’s
customers, the Company provides assistance with the filing of such claims, and the Company was found to
have knowingly participated, or participated with reckless disregard, in such activities, the Company could be
subject to sanction or liability under such laws.

Employees

As of December 31, 2001, the Company employed 662 persons, including 64 in sales and marketing, 357
in customer support and services, 138 in research and development and 103 in administration, human
resources, information technology, finance and management. None of the Company’s employees is subject to a
collective bargaining arrangement. The Company considers its relations with its employees to be satisfactory.

The executive officers of the Company are as follows:

Joseph M. Walsh

Joseph M. Walsh, age 42, has served as President and Chief Executive Officer and as a director of
VitalWorks since March 2001 and Chairman since June 2001. From April 2000 until March 2001, Mr. Walsh
served as president of the Company’s medical software division. From 1987 until April 2000, Mr. Walsh
served as president and chief executive officer of Micro-Designs Software Corporation, a healthcare practice
management company specializing in oral and maxillofacial, and plastic surgery practices. VitalWorks
acquired Micro-Designs in 1998.

Stephen N. Kahane

Stephen N. Kahane, M.D., M.S., age 44, has served as Vice Chairman and Chief Strategy Officer and as
a director of VitalWorks since March 2001. From November 1999 until March 2001, Dr. Kahane served as
President of E-Health and then as Chief Strategy Officer, of the Company’s medical software division. From
October 1996 until November 1999, he served as president and chief executive officer of Datamedic Holding
Corp., a practice management and clinical software company specializing in ophthalmology and general
medical practices. Datamedic was acquired by VitalWorks in 1999. Prior to joining Datamedic, Dr. Kahane
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was a co-founder and senior executive at a clinical software company, Clinical Information Advantages, Inc.
Dr. Kahane also trained and served on the faculty at The Johns Hopkins Medical Center.

Michael A. Manto

Michael A. Manto, age 43, has served as Executive Vice President and as a director of VitalWorks since
March 2001 and as Chief Financial Officer since April 2001. From July 2000 until March 2001, he served as
Executive Vice President of the Company’s medical software division. From 1991 until 2000, Mr. Manto was
with Hyperion Solutions Corporation, a multinational business software company, where he served as vice
president and corporate controller. Mr. Manto also served as interim chief financial officer of Hyperion
Software Corporation. Prior to joining Hyperion, Mr. Manto, a certified public accountant, was with Ernst &
Young.

Kevin M. Silk

Kevin M. Silk, age 38, has served as Vice President of Finance and Business Development of VitalWorks
since March 2001, and was Vice President of Finance of the Company’s medical software division between
October 2000 and March 2001. From 1995 to 2000, Mr. Silk was with Hyperion Solutions Corporation, a
multinational business software company, where he served in the capacities of Director of Business
Development and Senior Director of Financial Planning and Analysis. Prior to joining Hyperion, Mr. Silk, a
certified public accountant, was with Seavex LTD and Ernst & Young.

C. Daren McCormick

C. Daren McCormick, age 40, has served as Chief Operations Officer of VitalWorks since March 2001.
He was Chief Operations Officer of the Company’s medical software division between April 2000 and March
2001. From July 1999 until April 2000, he served as Vice President of Systems Engineering and from October
1998 until July 1999, he served as Vice President of Business Development. From 1995 until October 1998, he
served as Senior Manager of Research and Development of the Healthcare Systems Division of Reynolds and
Reynolds, a healthcare practice management company. The Company acquired the Healthcare Systems
Division of Reynolds and Reynolds in October 1998.

Stephen Hicks

Stephen Hicks, age 43, has served as Vice President and General Counsel of VitalWorks since March
2001. He was Vice President of the Company’s medical software division between August 2000 and March
2001. Prior to joining VitalWorks, he was First Deputy Commissioner at the New York State Division of
Housing from January 1999, and worked from February 1995 to December 1998 on the executive staff of
Dennis C. Vacco, the New York State Attorney General. From 1983 until 1995, Mr. Hicks worked for
McCullough, Goldberger and Staudt, a New York law firm.

The Distribution

On March 5, 2001 (the “Distribution Date”), VitalWorks completed the distribution of the common
stock of its PracticeWorks, Inc. subsidiary (“PracticeWorks” or “Division”), a provider of practice manage-
ment software for dental and oral surgery practices, to the Company’s stockholders in a tax-free distribution.
The spin-off of PracticeWorks was affected by way of a pro rata dividend (the “Distribution” or “Spin-Off”")
of all of the issued and outstanding shares of PracticeWorks common stock to VitalWorks’ stockholders of
record as of February 21, 2001 (the “Record Date) resulting in PracticeWorks becoming an independent,
publicly traded company. Immediately prior to the Distribution, VitalWorks effectively transferred to
PracticeWorks the Division’s assets and liabilities and, thereby, distributed $28.9 million of net assets, as
adjusted, in connection with the Spin-Off. VitalWorks’ stockholders received one share of PracticeWorks
common stock for every four shares of VitalWorks common stock owned as of the Record Date. No proceeds
were received by VitalWorks in connection with the Distribution.
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In connection with the Distribution of PracticeWorks in March 2001, VitalWorks and PracticeWorks
entered into an Employee Benefits and Compensation Allocation Agreement, which contains provisions
relating to employee compensation, benefits and labor matters including the treatment of options to purchase
VitalWorks common stock as a result of the Distribution (see Note C of the accompanying financial
statements for further discussion). PracticeWorks employees exchanged approximately 7.4 million
VitalWorks stock options with a weighted average exercise price of $7.74 for PracticeWorks stock options,
thereby canceling the VitalWorks stock options. Stock options of approximately 8.4 million with a weighted
average exercise price of approximately $7.20 held by VitalWorks employees prior to the Distribution, who did
not become PracticeWorks employees subsequent to the Distribution, were converted to approximately
17.7 million options with an average price of approximately $3.40 in order to preserve the intrinsic value of the
options.

For purposes of governing certain of the ongoing relationships between PracticeWorks and the Company
and to provide for an orderly transition to the status of two independent companies, PracticeWorks and the
Company entered into various agreements. Among other things, these agreements define the ongoing
relationship between the parties after the Distribution. Because these agreements were negotiated while
PracticeWorks was a wholly-owned subsidiary of the Company, they are not the result of negotiations between
independent parties, although the Company and PracticeWorks set pricing terms for interim services believed
to be comparable to what would have been achieved through arm’s-length negotiations. Following the
Distribution, additional or modified agreements, arrangements and transactions were entered into between the
Company and PracticeWorks and such agreements and transactions were determined through arm’s-length
negotiations. In connection with the Distribution, either company has indemnified the other and/or may
become obligated with respect to certain representations, warranties, commitments and/or contingencies of
the other entered into on or prior to the Distribution Date. A brief description of certain of the material
agreements follows:

Distribution Agreement

Prior to the Distribution Date, the Company and PracticeWorks entered into the Distribution Agree-
ment, which provided for, among other things, the principal corporate transactions required to effect the
Distribution and other agreements relating to the continuing relationship between PracticeWorks and the
Company after the Distribution. Pursuant to the Distribution Agreement, the Company transferred to
PracticeWorks all of the assets and liabilities relating to the Company’s information management technology
business for dentists, orthodontists and oral and maxillofacial surgeons.

Pursuant to the Distribution Agreement and effective as of the Distribution Date, PracticeWorks
assumed, and agreed to indemnify the Company against, all liabilities, litigation and claims, including related
insurance costs, arising out of PracticeWorks’ business, and the Company retained, and agreed to indemnify
PracticeWorks against, all liabilities, litigation and claims, including related insurance costs, arising out of the
Company’s business. The foregoing obligations do not entitle an indemnified party to recovery to the extent
any such liability is covered by proceeds received by such party from any third party insurance policies.

The Distribution Agreement provides that each of the Company and PracticeWorks will be granted
access to certain records and information in the possession of the other, and will require the retention by each
of the Company and PracticeWorks for a period of eight years following the Distribution Date of all of this
information in its possession. Also, the Distribution Agreement provides for a three-year period during which
neither the Company nor PracticeWorks may solicit pre-existing customers or employees of the other party.

Transition Services Agreement

The Company and PracticeWorks entered into the Transition Services Agreement on the Distribution
Date. Pursuant to this agreement, in exchange for specified fees, the Company provided to PracticeWorks
services including insurance-related services and employee benefit services, and PracticeWorks provided to the
Company services including the preparation of tax returns, maintenance of the general ledger, preparation of
financial statements, corporate record-keeping and payroll for a fee of $.4 million in 2001. The fees paid
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pursuant to the Transition Services Agreement were agreed upon between the parties. This agreement
terminated on December 31, 2001. Management believes that the terms and conditions were as favorable to
the Company as those available from unrelated parties for a comparable arrangement.

Tax Disaffiliation Agreement

The Company and PracticeWorks entered into the Tax Disaffiliation Agreement on the Distribution Date
which identifies each party’s rights and obligations with respect to deficiencies and refunds, if any, of federal,
state, local or foreign taxes for periods before and after the Distribution and related matters such as the filing
of tax returns and the handling of Internal Revenue Service matters and other audits. Under the Tax
Disaffiliation Agreement, PracticeWorks will indemnify the Company for any tax liability attributable to
PracticeWorks or its affiliates for any period. PracticeWorks will also indemnify the Company for all taxes and
liabilities incurred solely because (i) PracticeWorks breaches a representation or covenant given to the law
firm King & Spalding in connection with rendering its tax opinion in the Distribution, which breach
contributes to an Internal Revenue Service determination that the Distribution was not tax-free or (ii) a post-
Distribution action or omission by PracticeWorks or any affiliate of PracticeWorks contributes to an Internal
Revenue Service determination that the Distribution was not tax-free. The Company will indemnify
PracticeWorks for all taxes and liabilities incurred solely because (i) the Company breaches a representation
or covenant given to King & Spalding in connection with rendering its tax opinion in the Distribution, which
breach contributes to an Internal Revenue Service determination that the Distribution was not tax-free, or
(ii) a post-Distribution action or omission by the Company or any affiliate contributes to an Internal Revenue
Service determination that the Distribution was not tax-free. If the Internal Revenue Service determines that
the Distribution was not tax-free for any other reason, the Company and PracticeWorks will indemnify each
other against 50% of all taxes and liabilities.

PracticeWorks will also indemnify the Company for any taxes resulting from any internal realignment
undertaken to facilitate the Distribution on or before the Distribution Date.

Employee Benefits and Compensation Allocation Agreement

VitalWorks and PracticeWorks entered into the Employee Benefits and Compensation Allocation
Agreement on the Distribution Date, which contains provisions relating to employee compensation, benefits
and labor matters and the treatment of options to purchase VitalWorks common stock held by VitalWorks
employees who became PracticeWorks employees. This agreement provides that VitalWorks options held by
VitalWorks employees who became PracticeWorks employees immediately following the Distribution may be
replaced by PracticeWorks options. PracticeWorks employees whose VitalWorks options were fully vested as
of the Distribution Date had the right to surrender their vested VitalWorks options for options to purchase
PracticeWorks common stock for a period of 30 days following the Distribution Date, or April 4, 2001. Any
VitalWorks employees who became PracticeWorks employees who chose not to surrender their vested
VitalWorks options during this time period continued to hold VitalWorks options which expired generally
within 30 to 90 days from the Distribution Date (June 3, 2001). PracticeWorks employees who were not fully
vested in VitalWorks options as of the Distribution Date had their VitalWorks options exchanged for
PracticeWorks options as of the Distribution Date (see Note J of the accompanying financial statements for
further discussion).

Forward-Looking Statements and Risks Factors

Except for the historical information contained in this Annual Report on Form 10-K, the matters
discussed herein contain “forward-looking statements” within the meaning of the federal securities laws.
Statements regarding future events and developments and the Company’s future performance, as well as
management’s expectations, beliefs, intentions, plans, estimates or projections relating to the future, are
forward-looking statements within the meaning of these laws. These forward-looking statements are subject to
a number of risks and uncertainties, and thus actual results may vary materially from those described herein.
Among the important factors that could cause actual results to differ materially from those indicated by such
forward-looking statements are that generally, the Company operates with a minimal amount of software
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licensing and system sales backlog. Therefore, quarterly revenues and operating results are highly dependent
on the volume and timing of the signing of licensing agreements and product deliveries during the quarter,
which are difficult to forecast. The Company’s future operating results may fluctuate due to these and other
factors, such as customer buying patterns, the availability of specified hardware systems for resale, the deferral
and/or realization of deferred software license and system revenues according to contract terms, the timing of
new product introductions and product upgrade releases, the Company’s ability or inability to attract and
retain qualified personnel, the scheduling of sales and marketing programs, new product development by the
Company or its competitors, risks inherent in operating VitalWorks and PracticeWorks (spun-off in March
2001) as independent public companies, uncertainties concerning VitalWorks’ future capital needs and the
ability to obtain capital, changes of accounting estimates used to prepare the prior period’s financial
statements, and changing economic, political and regulatory influences generally, and specifically, on the
healthcare industry. A significant portion of the Company’s quarterly sales of software product licenses and
computer hardware is concluded in the last month of the fiscal quarter, generally with a concentration of such
revenues earned in the final ten business days of that month. In any case, due to the relatively fixed nature of
certain costs, including personnel and facilities expenses, a decline or shortfall in quarterly and/or annual
revenues typically results in losses or in lower profitability. Management believes that these forward-looking
statements are reasonable and that the projections contained in this report are based on reasonable
assumptions and forecasts; however, you should not place undue reliance on such statements that speak only
as of the date hereof.

The following are some of the factors that could cause VitalWorks’ actual results to differ materially from
the expected results described in its forward-looking statements.

VitalWorks’ quarterly operating results may vary because of the timing of sales and expenses. In addition,
the Company has experienced losses in the past.

VitalWorks’ operating results may vary significantly from quarter to quarter. In addition, VitalWorks has
experienced historical losses. VitalWorks’ operating results may be influenced by such factors as:

» Release of new products and services and the rate of adoption of these products and services by new
and existing customers;

» Timing of and costs related to development of its new products;

e Length of sales and delivery cycles;

* Size and timing of orders for the Company’s products;

» Changes in customer purchasing patterns;

e Competition, including product offerings, price, and service;

e Timing of and charges associated with completed acquisitions or other events; and
* Levels of advertising and promotional expenditures.

In addition, the Company tends to operate with a minimal amount of software licensing and system sales
backlog, and a significant portion of its quarterly sales of software product licenses and computer hardware is
concluded in the last month of the fiscal quarter, generally with a concentration of such revenues earned in the
final ten business days of that month. Due to these and other factors, the Company’s revenues will be difficult
to forecast. A major portion of the Company’s expenses, such as personnel and facilities, are of a fixed nature,
and a shortfall or decline in quarterly revenues would typically result in lower profitability or losses. As a result,
comparison of the Company’s quarter-to-quarter financial performance is not necessarily meaningful and
should not be relied upon as an indicator of future performance. Due to the many variables in forecasting the
operating results of the Company, it is likely at some point in the future that the Company’s results will not
meet the expectations of public market analysts or investors. A deviation from such expectations would likely
have an adverse effect upon the price of the Company’s stock.
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VitalWorks’ growth could be limited if it is unable to attract and retain qualified personnel.

VitalWorks believes its success depends largely on its ability to attract and retain highly skilled technical,
managerial and marketing personnel to develop its products and services. Individuals with the information
technology skills VitalWorks needs to further develop its products and services are in short supply and
competition for qualified personnel is particularly intense. VitalWorks may not be able to hire the necessary
personnel to implement its business strategy, or it may need to pay higher compensation for employees than it
currently expects. There can be no assurance that the Company will succeed in attracting and retaining the
personnel it needs to continue to grow and to implement its business strategy. In addition, VitalWorks depends
on the performance of its executive officers and other key employees. The loss of any member of VitalWorks’
senior management team could negatively impact its ability to execute its corporate strategy.

If VitalWorks fails to protect its intellectual property rights from third party challenges, it may
significantly impair VitalWorks’ competitive position.

VitalWorks relies on a combination of copyright, trademark and trade secret laws and restrictions on
disclosure to protect the intellectual property rights related to VitalWorks’ software applications. VitalWorks’
software technology is not patented and existing copyright laws offer only limited practical protection. In
addition, in the past VitalWorks had not generally entered into confidentiality agreements with its employees.
Although current practices require all new employees to sign confidentiality agreements, not all existing
employees have signed agreements. VitalWorks cannot guarantee that the legal protections that it relies on
will be adequate to prevent misappropriation of its technology.

Further, these protections do not prevent independent third-party development of competitive products or
services. Unauthorized parties may attempt to copy or otherwise obtain and use VitalWorks’ products or
technology. Monitoring use of VitalWorks’ products is difficult, and VitalWorks cannot assure you that the
steps it has taken will prevent unauthorized use of its technology, particularly in foreign countries where the
laws may not protect its proprietary rights as fully as in the United States.

Intellectual property infringement claims against VitalWorks could be costly to defend and could divert
management’s attention away from VitalWorks’ business.

As the number of software products in VitalWorks’ target markets increases and as the functionality of
these products overlaps, VitalWorks may become increasingly subject to the threat of infringement claims.
VitalWorks cannot guarantee that third parties will not assert infringement claims against it in the future. Any
infringement claims alleged against VitalWorks, even if without merit, can be time-consuming and expensive
to defend. Any infringement claims may divert management’s attention and resources and could also cause
delays in the delivery of VitalWorks’ applications to its customers. Settlement of any infringement claims
could require VitalWorks to enter into costly royalty or licensing agreements. If a claim of product
infringement against VitalWorks were successful and VitalWorks were unable to license the infringing or
similar technology, its business, financial condition and results of operations could be harmed.

VitalWorks may undertake acquisitions, which can increase costs, divert management resources from core
business activities, or fail to realize anticipated benefits of such acquisitions.

VitalWorks may undertake acquisitions if it identifies companies with complementary applications,
services, businesses or technologies. VitalWorks may not achieve any of the anticipated synergies and other
benefits expected to be realized from these acquisitions. In addition, software companies are very dependent
on their employees to maintain the quality of their software offerings. If VitalWorks were unable to retain the
acquired companies’ personnel or integrate them into the Company, the value of the acquired products and
technology could be compromised. VitalWorks’ profitability may suffer because of acquisition-related costs or
amortization of intangible assets. Similarly, the time and expense associated with finding suitable and
compatible companies to enhance VitalWorks’ product offering could disrupt VitalWorks’ ongoing business
and divert its management’s focus.
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Technology solutions may change faster than VitalWorks is able to update its technology, which could
cause a loss of customers.

The information management technology market in which VitalWorks competes is characterized by
rapidly changing technology, evolving industry standards, emerging competition and the frequent introduction
of new services, software and other products. VitalWorks’ success depends partly on its ability to:

 develop new or enhanced existing applications, software and services to meet its customers’ changing
needs in a timely and cost-effective way; and

« respond effectively to technological changes and new product offerings of its competitors.

VitalWorks cannot be sure it will be able to accomplish these goals. Many of VitalWorks’ competitors
may develop products or technologies that are better or more attractive than VitalWorks’ or that may render
VitalWorks’ technology or applications obsolete. If VitalWorks does not succeed in adapting its technology, its
business could be harmed.

VitalWorks is subject to government regulation and legal uncertainties, the compliance with which could
have a material adverse effect on its business.

HIPAA. As outlined above in “— Healthcare Regulation”, Federal regulations have been adopted, and
others proposed, that will impact the manner in which VitalWorks conducts its business. HIPAA regulations
may require VitalWorks to expend significant resources to comply with applicable requirements. Because
these regulations are new, there is uncertainty as to how they will be interpreted and enforced. In addition, the
delay in adopting final security regulations creates uncertainties as to what security requirements ultimately
will be imposed, to what extent it will be required to comply with those requirements, and what the deadline
for compliance will be.

Although VitalWorks will make a good faith effort to ensure that it complies with, and that its products
enable compliance with, applicable HIPAA requirements, it may not be able to conform its operations and
products to such requirements in a timely manner, or at all. The failure to do so could subject VitalWorks to
civil liability when it is the business associate of a covered entity, and could subject it to civil liability and
criminal sanctions to the extent it is regulated directly as a covered entity. In addition, delay in developing or
failure to develop products that would enable HIPAA compliance for its current and prospective customers
could put VitalWorks at a significant disadvantage in the marketplace. Accordingly, the sale of its products
and its business could be harmed by the implementation of HIPAA regulations.

Other E-Commerce Regulation. VitalWorks may be subject to additional federal and state statutes and
regulations in connection with offering Internet services and products. On an increasingly frequent basis,
federal and state legislators are proposing laws and regulations that apply to Internet commerce and
communications. Areas being affected by this regulation include user privacy, pricing, content, taxation,
copyright protection, distribution, and quality of products and services. To the extent that VitalWorks’
products and services are subject to these laws and regulations, the sale of its products and services could be
harmed.

Changes in state and federal laws relating to confidentiality of patient medical records could limit
VitalWorks’ customers’ ability to use its services.

There can be no assurance that changes to state or federal laws will not materially affect or restrict the
ability of healthcare providers to submit information from patient records using its products and services. Any
such restrictions would inevitably decrease the value of its applications to its customers, which could
materially harm VitalWorks’ business. The confidentiality of patient records and the circumstances under
which records may be released are already subject to substantial regulation by state governments. Although
compliance with these laws and regulations is principally the responsibility of the healthcare provider under
these current laws, statutes and regulations governing patient confidentiality rights are evolving rapidly. In
addition to the obligations being imposed at a state level, legislation governing the dissemination of medical
information is being passed at the federal level. The legislation may require holders of this information to
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implement security measures, which could entail substantial expenditures on the part of VitalWorks.
Consequently, the sale of its products and its business could be harmed.

Changes in the regulatory and economic environment in the healthcare industry could cause the Company
to lose revenue and incur substantial costs to comply with new regulations.

The healthcare industry is highly regulated and is subject to changing political, economic and regulatory
influences. These factors affect the purchasing practices and operation of healthcare organizations. Changes in
current healthcare financing and reimbursement systems could require VitalWorks to make unplanned
enhancements of applications or services, or result in delays or cancellations of orders or in the revocation of
endorsement of VitalWorks’ services by its strategic partners and others. Federal and state legislatures have
periodically considered programs to reform or amend the U.S. healthcare system at both the federal and state
level. These programs may contain proposals to increase governmental involvement in healthcare, lower
reimbursement rates or otherwise change the environment in which healthcare industry participants operate.
Healthcare industry participants may respond by reducing their investments or postponing investment
decisions, including investments in VitalWorks’ applications and services.

Larger competitors and consolidation of competitors could cause the Company to lower its prices or to lose
customers.

VitalWorks’ principal competitors include both national and regional practice management systems
vendors. Currently, the practice management systems industry in the United States is characterized by a large
number of relatively small, regionally focused companies, comprising a highly fragmented industry with only a
few national vendors. Until recently, larger, national vendors have targeted primarily large healthcare
providers. The Company believes that the larger, national vendors may broaden their markets to include both
small and large healthcare providers. In addition, VitalWorks competes with national and regional providers of
computerized billing, insurance processing and record management services to healthcare practices. As the
market for the Company’s products and services expands, additional competitors are likely to enter this
market. The Company believes that the primary competitive factors in its markets are:

 product features and functionality;

e customer service, support and satisfaction;
* price;

 ongoing product enhancements; and

« the reputation and stability of the vendor.

VitalWorks has experienced, and it is anticipated that it will continue to experience, increased
competition from current and potential competitors, many of whom have significantly greater financial,
technical, marketing and other resources than the Company. Such competitors may be able to respond more
quickly to new or emerging technologies and changes in customer requirements or devote greater resources to
the development, promotion and sale of their products than the Company. Also, certain current and potential
competitors have greater name recognition or more extensive customer bases that could be leveraged, thereby
gaining market share to the Company’s detriment. VitalWorks expects additional competition as other
established and emerging companies enter into the practice management software market and new products
and technologies are introduced. Increased competition could result in price reductions, fewer customer
orders, reduced gross margins and loss of market share, any of which would materially adversely affect the
Company’s business, operating results and financial condition.
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VitalWorks is dependent on partners/suppliers for delivery of EDI and hardware maintenance services; any
inability of these suppliers to perform these services could negatively impact customer satisfaction and
revenie.

VitalWorks utilizes various third party suppliers to provide its customers with EDI transactions and on-
site hardware maintenance. EDI revenue would be particularly vulnerable to a supplier failure because EDI
revenues are earned on a daily basis. Although other vendors are available in the marketplace to provide these
services, it would take time to switch suppliers. If these suppliers were unable to perform such services or the
quality of these services declined, it could have a negative impact on customer satisfaction and ultimately
result in a decrease in the Company’s revenues.

VitalWorks’ systems may be vulnerable to security breaches and viruses.

The success of VitalWorks’ strategy to offer its EDI services and Internet solutions depends on the
confidence of its customers in VitalWorks’ ability to securely transmit confidential information. VitalWorks’
EDI services and Internet solutions rely on encryption, authentication and other security technology licensed
from third parties to achieve secure transmission of confidential information. VitalWorks may not be able to
stop unauthorized attempts to gain access to or disrupt the transmission of communications by VitalWorks’
customers. Anyone who is able to circumvent VitalWorks’ security measures could misappropriate confiden-
tial user information or interrupt VitalWorks’, or VitalWorks’ customers’, operations. In addition, VitalWorks’
EDI and Internet services may be vulnerable to viruses, physical or electronic break-ins, and similar
disruptions. Any failure to provide secure electronic communication services could result in a lack of trust by
its customers causing them to seek out other vendors, and/or, damage the Company’s reputation in the market
making it difficult to obtain new customers.

If the marketplace demands subscription pricing and/or ASP-delivered offerings, VitalWorks’ revenues may
be adversely impacted.

Even though VitalWorks is positioned to deliver its products and services under the subscription pricing
model and ASP-delivered offerings, it currently derives substantially all of its revenues from traditional
software license, maintenance and service fees, as well as the resale of hardware. Under this system, customers
pay an initial license fee for the use of its products, in addition to a periodic maintenance fee. If the
marketplace demands subscription pricing and/or ASP-delivered offerings, VitalWorks may be forced to
adjust its strategy accordingly, by offering a higher percentage of its products and services through these
means. Shifting to subscription pricing and/or ASP-delivered offerings could adversely impact VitalWorks’
quarterly and annual results of operations, as its revenues would initially decrease substantially. VitalWorks
cannot assure you that the marketplace will not embrace subscription pricing and/or ASP offerings.

Item 2. Properties

VitalWorks currently occupies and leases eight facilities and owns one facility. These facilities are located
in: Atlanta, Georgia; Beaverton, Oregon; Birmingham, Alabama; Minneapolis and Rochester, Minnesota;
Daytona Beach, Florida; Carlsbad, California; Ridgefield, Connecticut; and Fairfield, Ohio. VitalWorks
believes that its existing facilities are adequate for its current needs; however, if additional space is needed in
the future, VitalWorks believes that suitable additional or alternative space will be available on commercially
reasonable terms as needed.

VitalWorks purchased one building in August 1999 and another building in January 2000. Prior to
March 2001, the office buildings, located in Atlanta, Georgia, served as the Company’s headquarters. One
building was sold in January 2002 and the other is expected to be sold by December 2002. The Company’s
long-term debt with Foothill Capital Corporation, a wholly-owned subsidiary of Wells Fargo & Company, is
collateralized by substantially all of the Company’s assets and intellectual property rights.
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Item 3. Legal Proceedings

In March 2002, the Company settled the following shareholder lawsuits filed during the period June 2000
through January 2001 against InfoCure Corporation, several of its former officers and directors, and the law
firm of Morris, Manning and Martin: Weiner, et al. v. InfoCure Corporation; Habermeier v. InfoCure
Corporation; Runde v. InfoCure Corporation; Weintraub v. InfoCure Corporation; Memminger v. InfoCure
Corporation; and Hafner v. InfoCure Corporation. These lawsuits, which were disclosed in previous filings
with the Securities and Exchange Commission, related to matters alleged to have occurred in 1999 and early
2000 in connection with the sale of the plaintiffs’ companies to InfoCure Corporation, now known as
VitalWorks Inc. Under the terms of the settlement, which includes a settlement bar order signed by the
Honorable Thomas Thrash, Federal District Court judge in the United States District Court for the Northern
District of Georgia, all claims against VitalWorks and the individual defendants have been dismissed with
prejudice and without admission of liability or wrongdoing. In addition, as part of the settlement, VitalWorks
assigned certain claims it may have against third parties to plaintiffs, and VitalWorks is entitled to a portion of
any recovery plaintiffs obtain from the third parties. This may result in a future reimbursement to the
Company of a portion of the settlement amount/legal fees paid. The settlement costs, including legal fees,
have been primarily borne by the Company’s insurance carriers. The portion of the settlement amount,
including legal fees, being paid by VitalWorks was accrued for in 2001 and is included in selling, general and
administrative expenses of the accompanying statement of operations included in Item 8. Financial State-
ments and Supplementary Data.

On March 8, 2001, the Company filed a lawsuit in the Superior Court of the County of Fulton in the
State of Georgia against WebMD Corporation, (“WebMD”) and its subsidiary, Envoy Corporation (“En-
voy”), alleging breach of contract, tortious interference with business relations, and related commercial
claims, arising from WebMD’s alleged failure and refusal to pay the Company rebates owed under the parties’
agreement for certain electronic data interchange, or EDI, transactions performed by Envoy; the alleged
improper solicitation by WebMD’s sales representatives of practice management software customers of the
Company; and allegedly false and damaging statements made by WebMD representatives about the
Company, among other alleged wrongful conduct. On July 19, 2001, the Company settled the litigation
pending with WebMD and Envoy and entered into a new three-year agreement that will allow the Company to
continue offering WebMD’s transaction processing services to the physicians who utilize the Company’s
practice management solutions. Under this new agreement, the Company may continue to offer to its
customers WebMD’s transaction processing services, as well as WebMD’s ExpressBill patient statement
services. The litigation, which the companies resolved without admission of liability by either party, included
claims relating to prior contractual arrangements between the parties. Pursuant to the settlement agreement,
WebMD paid $2.6 million to the Company in July 2001, which settles all claims and amounts due under the
parties’ prior agreements, and the Company delivered to WebMD the stock certificate evidencing the
1,929,012 shares of the Company common stock that was issued by the Company in 2001 under the prior
agreements.

From time to time, in the normal course of business, various claims are made against the Company.
Except for proceedings described below, there are no material proceedings to which the Company is a party,
and management is unaware of any material contemplated actions against the Company.

On April 19, 2001, a lawsuit styled David and Susan Jones v. InfoCure Corporation, et al., was filed in
Boone County Superior Court in Indiana. The Company removed the case to the United States District Court
for the Southern District of Indiana, where it is now pending. The complaint alleges state securities law
violations, breach of contract, and fraud claims against the Company and certain former directors and officers.
The complaint does not specify the amount of damages sought by plaintiffs, but seeks rescission of a
transaction plaintiffs valued at $5 million, as well as punitive damages and reimbursement for the plaintiffs’
attorney’s fees and associated costs and expenses of the lawsuit. In a decision from the Court dated
October 15, 2001, the plaintiffs request for a preliminary injunction to preserve their remedy of rescission was
denied, the Company’s request to transfer the case to the Northern District Court of Georgia was granted, and
the Company’s motion to dismiss plaintiffs’ complaint in its entirety was granted in part. On October 26, 2001,
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the plaintiffs filed a notice of appeal with the Seventh Circuit Court of Appeals, which appeal has not yet been
decided.

The Company has been named as a defendant as successor to CDL Healthcare Systems, Inc. (“CDL”),
a company acquired by VitalWorks in December 1999, in a complaint filed in the Circuit Court of the
Eleventh Judicial Circuit in Dade County, Florida on February 27, 2001 by Sonia Abutog, individually,
Angelo Abutog, individually, and Sonia and Angelo Abutog, as parents and next best friends to Aaron Abutog,
a minor. Gary Weiner, former President of CDL, and his daughter, Elisha Weiner, are also named as
defendants. Plaintiffs allege that they were injured at a time, prior to the merger between the Company and
CDL, when a motor vehicle operated by Elisha Weiner collided with Plaintiff Sonia Abutog, a pedestrian.
Title to the vehicle and lease rights is being determined. The plaintiff contends that she and her unborn child
suffered severe personal injuries as a result of the accident and seeks to recover damages in an unspecified
amount in excess of $15,000, plus interest and costs. The Company is exploring the issue of liability, and the
existence and limits of insurance coverage that may be available to indemnify against any judgment.

While management believes that the Company has meritorious defenses in each of the foregoing matters
and the Company intends to pursue its positions vigorously, litigation is inherently subject to many
uncertainties. Thus the outcome of these matters is uncertain and could be adverse to the Company. However,
even if the outcome of these cases is adverse, management does not believe that the outcome of these cases,
individually or in the aggregate, will have a material adverse effect on the financial position of the Company.
However, depending on the amount and timing of an unfavorable resolution(s) of the contingencies, it is
possible that the Company’s future results of operations or cash flows could be materially affected in a
particular reporting period(s).

Item 4. Submission Of Matters To A Vote Of Security Holders

In the fourth quarter of the year covered by this report, no matter was submitted to a vote of security
holders through the solicitation of proxies or otherwise.
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PART II

Item 5. Market for the Registrant’s Common Equity and Related Stockholder Matters

On March 6, 2001, the Company changed its trading symbol on the Nasdaq National Market to
“VWKS.” From January 29, 1999 until March 5, 2001, the Company’s common stock was traded on the
Nasdaq National Market under the trading symbol “INCX.” From July 10, 1997 until January 29, 1999, the
Company’s common stock was traded on the American Stock Exchange under the symbol “INC.” On
March 25, 2002, the last reported sale price of the Company’s common stock on the Nasdaq National Market
was $5.60, and there were 1,535 record holders of the Company’s common stock. The following table sets
forth the high and low sales price per share of the Company’s common stock for the periods indicated, as
reported on the Nasdaq National Market.

_High  Low
Year Ended December 31, 2000
First QUATter . .. .ottt $37.38  $14.75
Second QuUarter. ... ..ot 18.38 4.00
Third QUATtEr .. ... e e 6.44 3.50
Fourth Quarter ........... . 6.75 3.69
_High Low
Year Ended December 31, 2001
First QUAarter . .. ... ..ot $488 §$§ .94
Second QUATter . . . ..ottt 2.50 1.10
Third QUArter . ... ...t 3.40 2.00
Fourth Quarter ....... ... . i e 5.97 2.20
2002
First quarter (through March 25) ........... ... ... iiiieeieinnn.. $ 580 $ 425

Dividend Policies. VitalWorks has never declared or paid any cash dividends on its common stock.
VitalWorks currently intends to retain all available funds and any future earnings for use in the operation and
expansion of its business and does not anticipate declaring or paying any cash dividends in the foreseeable
future. Any future determination as to the declaration and payment of dividends will be at the discretion of the
Company’s board of directors and will depend on then existing conditions, including its financial condition,
results of operations, contractual restrictions, capital requirements, business prospects and other factors that its
board of directors considers relevant. In addition, the Company’s credit agreement with Foothill Capital
Corporation, a wholly-owned subsidiary of Wells Fargo & Company, prohibits payment of dividends.

Sales of Unregistered Shares. At various times during the year, the Company issued 2,440,824
unregistered shares of its common stock, including 1,929,012 to WebMD Corporation in connection with
preferred stock conversion rights. The Company also issued warrants to a lender and institutional investors to
purchase 715,000 shares of the Company’s common stock at exercise prices ranging from $4.80 to $6.90 per
share. The unregistered shares and warrants were issued in reliance upon the exemption from registration
under Section 4(2) of the Securities Act of 1933, as amended.
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Item 6. Selected Consolidated Financial Data

Eleven
Months
For the Year Ended December 31, DecEllrll(:)?: 31,
2001 2000 1999 1998 1997
(In thousands, except per share data)
Statements of Operations Data
Revenues
Maintenance and services............... $ 83961 $ 78871 $ 87,127  $46,575 $ 30,704
Software licenses and system sales ....... 22,425 22,186 61,916 39,783 23,041
Total revenues . ........ ... ... 106,386 101,057 149,043 86,358 53,745
Costs and expenses
Cost of revenues 19,255 15,533
Maintenance and services. .............. 18,734 19,252 16,799
Software licenses and system sales ....... 6,267 8,886 23,160
Selling, general and administrative ......... 54,371 70,688 76,104 42,586 38,161
Research and development................ 10,871 13,833 11,470 13,861 10,652
Depreciation and amortization............. 26,207 27,966 11,206 4,110 3,850
Loss on headquarters building held for sale . . 1,375
Impairment charges and other nonrecurring
COSES L vt 8,252 6,632 4,743
Restructuring costs (credits) .............. (425) 9,338 4,124 843 6,589
Merger Costs .. ...t 3,105 54
Purchased research and development . ... ... 9,000
Compensatory stock awards ............... 1,003 64
125,652 156,595 151,714 89,709 74,849
Operating loss . ......................... (19,266) (55,538) (2,671) (3,351) (21,104)
Interest expense, net . .................... (3,170) (2,978) (2,178)  (2,863) (375)
Loss from continuing operations, before
income taxes and extraordinary item . .. .. (22,436)  (58,516) (4,849)  (6,214) (21,479)
Income tax benefit ...................... (9,843) (1,610)  (1,910) (7,033)
Loss from continuing operations .......... (22,436)  (48,673) (3,239)  (4,304) (14,446)
(Loss) income from discontinued operations,
net of income tax (benefit) provision .. ... (5,384)  (29,440) 2,308 (2,495) (4,263)
Extraordinary item, net of income taxes. . ... (2,863)
Netloss .............. .. $(27,820) $(78,113) $ (3,794) $(6,799) $(18,709)
Earnings (loss) per share — basic and
diluted
Continuing operations, before extraordinary
tem. ... o $ (0.60) $ (1.45) $ (0.12) $ (0.22) $ (0.93)
Discontinued operations ................ (0.14) (0.88) 0.08 (0.13) (0.28)
Extraordinary item .................... (0.10)
Netloss .......... ... i, $ (0.74) $ (233) $ (0.14) $ (035 § (L.21)
Cash Provided by (Used in) Operating
Activities. . ........ ... ... ... . $ 182230 $ 12,756 $ 3,421 $ 5,101 $ (4,514)
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December 31,
2001 2000 1999 1998 1997
(In thousands)

Balance Sheet Data

Cash and cash equivalents . ................. $12,988 § 5,969 §$ 14,309 $ 8,669 $ 6,054
Working capital (deficit) ................... (914) (11,144) 25,993 (2,564) (3,138)
Total assets .............ccviiniinain.... 92,949 145,994 196,271 196,940 133,834
Total long-term debt. ...................... 30,553 37,784 32,142 69,961 10,745
Convertible, redeemable preferred stock

issuable. . ... ... 10,000 8,501
Stockholders’ equity ....................... 26,060 58,450 135,339 22,772 11,615

Item 7. Management’s Discussion and Analysis of Financial Condition and Results of Operations.
Forward-Looking Statements and Factors That May Affect Future Results

Except for the historical information contained in this Annual Report on Form 10-K, the matters
discussed herein are ‘““forward-looking statements” within the meaning of the federal securities laws.
Statements regarding future events and developments and the Company’s future performance, as well as
management’s expectations, beliefs, intentions, plans, estimates or projections relating to the future, are
forward-looking statements within the meaning of these laws. These forward-looking statements are subject to
a number of risks and uncertainties, and thus actual results may vary materially from those described herein.
Among the important factors that could cause actual results to differ materially from those indicated by such
forward-looking statements are that generally, the Company operates with a minimal amount of software
licensing and system sales backlog. Therefore, quarterly revenues and operating results are highly dependent
on the volume and timing of the signing of licensing agreements and product deliveries during the quarter,
which are difficult to forecast. The Company’s future operating results may fluctuate due to these and other
factors, such as customer buying patterns, the availability of specified hardware systems for resale, the deferral
and/or realization of deferred software license and system revenues according to contract terms, the timing of
new product introductions and product upgrade releases, the Company’s ability or inability to attract and
retain qualified personnel, the scheduling of sales and marketing programs, new product development by the
Company or its competitors, risks inherent in operating VitalWorks and PracticeWorks (spun-off in March
2001) as independent public companies, uncertainties concerning VitalWorks’ future capital needs and the
ability to obtain capital, changes of accounting estimates used to prepare the prior period’s financial
statements, and changing economic, political and regulatory influences generally, and specifically, on the
healthcare industry. A significant portion of the Company’s quarterly sales of software product licenses and
computer hardware is concluded in the last month of the fiscal quarter, generally with a concentration of such
revenues earned in the final ten business days of that month. In any case, due to the relatively fixed nature of
certain costs, including personnel and facilities expenses, a decline or shortfall in quarterly and/or annual
revenues typically results in losses or in lower profitability. Management believes that these forward-looking
statements are reasonable and that the projections contained in this report are based on reasonable
assumptions and forecasts; however, you should not place undue reliance on such statements that speak only
as of the date hereof. Any forward-looking statements should be considered in light of these factors, as well as
other risks as outlined above in Item 1. Business — Forward-Looking Statements and Risks Factors.

Overview

VitalWorks Inc. is a leading, nationwide provider of information management technology and services
targeted to healthcare practices and organizations. The Company provides IT-based solutions for general
medical practices and has specialty-specific products and services for practices such as radiology, anesthesiol-
ogy, ophthalmology, emergency medicine, plastic surgery, and dermatology. VitalWorks also offers enterprise-
level systems designed for large physician groups and networks. The Company’s range of software solutions,
which include workflow features related to patient encounters, automate the administrative, financial, and
clinical information management functions for physicians and other healthcare providers. VitalWorks provides
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its clients with ongoing software support, training, electronic data interchange (“EDI”) services for patient
billing and claims processing, and a variety of Web-based services.

Software license fees and system revenues are derived from the sale of software product licenses and
computer hardware. Maintenance and services revenues come from providing ongoing product support,
training and transaction processing services. Approximately 70% of the Company’s total revenues are of a
recurring nature.

The Company markets its products and services to three types of physician practices: hospital-based
practices, including radiology and anesthesiology; large general and emergency medicine practices, such as
physician networks, clinics and management service organizations that include ten or more doctors; and small
group practices of fewer than ten doctors that serve a local community, including ophthalmology, dermatology
and general medicine practices. Approximately an equal amount of revenues was derived from each of these
three markets in 2001, with revenues from the small group market skewed more towards maintenance and
services.

RESULTS OF OPERATIONS

Revenues
Year Ended December 31,
2001 Change 2000 Change 1999
(dollars in thousands)

Maintenance and SEIviCes ................ouiurn... $83,961 6.