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PART I. FINANCIAL INFORMATION

ITEM 1. FINANCIAL STATEMENTS

                              COMPUTER MOTION, INC.
                 CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS
                                   (UNAUDITED)
                (Amounts in thousands, except per share amounts)

                                                         Three Months Ended                   Nine Months Ended
                                                            September 30                        September 30
                                                    ---------------------------           ---------------------------
                                                      2001               2000               2001               2000
                                                    --------           --------           --------           --------

Revenue                                             $  7,158           $  6,211           $ 16,877           $ 13,541

Cost of revenue                                        2,939              2,545              7,261              5,616
                                                    --------           --------           --------           --------

Gross profit                                           4,219              3,666              9,616              7,925
                                                    --------           --------           --------           --------

Gross profit %                                            59%                59%                57%                59%

Research & development expense                         2,744              2,983              8,384              8,552
Selling, general & administrative expense              4,390              4,235             13,728             11,504
                                                    --------           --------           --------           --------
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Total operating expense                                7,134              7,218             22,112             20,056
                                                    --------           --------           --------           --------

Loss from operations                                  (2,915)            (3,552)           (12,496)           (12,131)

Interest income                                           11                 26                 87                115
Interest expense                                         (28)               (35)               (78)              (109)
Foreign currency transaction gain (loss)                   1                (22)                87                (47)
Other income/(expense)                                    --                 (8)               (19)               (35)
                                                    --------           --------           --------           --------
                                                         (16)               (39)                77                (76)

Loss before income tax provision                      (2,931)            (3,591)           (12,419)           (12,207)

Income tax provision                                       6                  6                 18                 18
                                                    --------           --------           --------           --------

Net loss                                              (2,937)            (3,597)           (12,437)           (12,225)

Dividend to Series B preferred shareholders              307                 --              3,001                 --
Dividend to warrant holders                               --              1,362                 --              1,362
                                                    --------           --------           --------           --------

Net loss available to common shareholders           $ (3,244)          $ (4,959)          $(15,438)          $(13,587)
                                                    ========           ========           ========           ========

Weighted average common shares outstanding
 used to compute net loss per share - basic
 and diluted                                          10,367              9,509             10,206              9,022
                                                    ========           ========           ========           ========

Net loss available to common
 shareholders per share - basic
 and diluted                                        $  (0.31)          $  (0.52)          $  (1.51)          $  (1.51)
                                                    ========           ========           ========           ========

See notes to condensed consolidated financial statements.
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                              COMPUTER MOTION, INC.

                      CONDENSED CONSOLIDATED BALANCE SHEETS
                    (Amounts in thousands, except par value)

                                                                       September 30, 2001  December 31, 2000
                                                                            Unaudited           (1)
                                                                       ------------------  -----------------

ASSETS
Current assets:

     Cash and cash equivalents                                               $  2,202          $  1,551
     Restricted cash                                                               80                --
     Accounts receivable                                                        7,180            12,117
     Inventories                                                                7,113             4,681
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     Prepaid Expenses                                                             909               440
                                                                             --------          --------
Total current assets                                                           17,484            18,789

Property and equipment, net                                                     4,419             4,232
Other assets                                                                       63                68
                                                                             --------          --------

Total assets                                                                 $ 21,966          $ 23,089
                                                                             ========          ========

LIABILITIES AND SHAREHOLDERS' EQUITY (DEFICIT)
Current liabilities:
     Note payable to shareholder                                             $    900          $  3,000
     Accounts payable                                                           5,252             4,431
     Accrued expenses                                                           3,539             3,486
     Deferred revenue                                                           2,702             2,185
                                                                             --------          --------
Total current liabilities                                                      12,393            13,102

Deferred revenue, net of current portion                                        1,673             1,400
Other liabilities                                                                  48                75
                                                                             --------          --------
Total liabilities                                                              14,114            14,577
                                                                             --------          --------

Mandatorily redeemable Series B convertible preferred stock
     $.001 par value, authorized 5,000,000 shares,
     outstanding at September 30, 2001; 10,024 - at
     December 31, 2000; none (Note 4)                                          11,026                --
                                                                             --------          --------

Shareholders' equity (deficit):
     Mandatorily redeemable Series B convertible
           preferred stock
     Common stock, $.001 par value, authorized 50,000,000
           shares outstanding - at September 30, 2001;
           10,796 - at  December 31, 2000; 10,151 shares                           11                10
     Additional paid-in capital                                                76,972            73,445
     Deferred compensation                                                       (392)             (605)
     Accumulated deficit                                                      (79,723)          (64,284)
     Other comprehensive loss                                                     (42)              (54)
                                                                             --------          --------
Total shareholders' equity (deficit)                                           (3,174)            8,512
                                                                             --------          --------

Total liabilities & equity (deficit)                                         $ 21,966          $ 23,089
                                                                             ========          ========

(1)     Derived from audited financial statements as of December 31, 2000
        See notes to condensed consolidated financial statements.
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                            COMPUTER MOTION, INC.

               CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS
                                 (UNAUDITED)
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                           (Amounts in thousands)

                                                                        Nine Months Ended
                                                                           September 30
                                                                    --------------------------
                                                                      2001              2000
                                                                    --------          --------

Cash flows from operating activities:

    Net loss                                                        $(12,437)         $(12,225)
    Adjustments to reconcile net loss to net cash
     used in operating activities:
      Depreciation and amortization                                    1,243             1,003
      Provision for doubtful accounts and sales allowances               250               660
      Amortization of deferred compensation                              128               103
      Other                                                              (22)              (83)

      Decrease/(increase) in:
        Accounts receivable                                            4,688            (1,736)
        Inventories                                                   (2,432)              242
        Prepaid expenses                                                (469)             (121)

      Increase/(decrease) in:
        Accounts payable                                                 821              (530)
        Accrued expenses                                                  53               803
        Deferred revenue                                                 790             1,470
                                                                    --------          --------
        Net cash used in operating activities                         (7,387)          (10,414)
                                                                    --------          --------

Cash flows from investing activities:

    Purchases of property and equipment                               (1,425)           (2,387)
    Decrease in marketable securities                                     --             3,224
    Increase in restricted deposits                                      (80)               --
                                                                    --------          --------
        Net cash provided by (used in) investing activities           (1,505)              837
                                                                    --------          --------

Cash flows from financing activities:

    Net proceeds from preferred stock issuance                         9,610                --
    Proceeds from note payable to shareholder                            900             1,500
    Repayment of  note payable to shareholder                         (3,000)               --
    Proceeds from common stock and warrant issuance                    2,020             7,978
    Proceeds from stock options                                           --               455
    Comprehensive gain (loss)                                             13              (133)
                                                                    --------          --------
        Net cash provided by financing activities                      9,543             9,800
                                                                    --------          --------

        Increase in cash and cash equivalents                            651               223

Cash and cash equivalents at beginning of period                       1,551             4,297
                                                                    --------          --------

Cash and cash equivalents at end of period                          $  2,202          $  4,520
                                                                    ========          ========
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See notes to condensed consolidated financial statements.
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                              COMPUTER MOTION, INC.
              NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

NOTE 1. BASIS OF PRESENTATION

        The accompanying unaudited condensed consolidated financial statements
have been prepared in accordance with generally accepted accounting principles
for interim financial information and in accordance with the instructions to
Form 10-Q and Article 10 of Regulation S-X. Accordingly, they do not include all
of the financial information and footnotes required by generally accepted
accounting principles for complete financial statements. In the opinion of
management, all adjustments (consisting of normal recurring adjustments)
considered necessary for a fair presentation have been included.

        The operating results of the interim periods presented are not
necessarily indicative of the results expected for the year ending December 31,
2001 or for any other interim period. The accompanying condensed financial
statements should be read in conjunction with the audited financial statements
and notes thereto for the year ended December 31, 2000 included in the Computer
Motion, Inc. ("the Company") Annual Report on Form 10-K/A, filed on August 30,
2001, for the year ended December 31, 2000 as filed with the Securities and
Exchange Commission ("SEC") including all amendments thereto. As shown in the
accompanying financial statements, the Company continues to incur losses and
negative cash from operations. At September 30, 2001 the Company had cash and
cash equivalents of approximately $2.2 million. The Company is currently
consuming cash at a rate of approximately $800,000 per month. Unless the Company
secures additional financing or shows adequate availability under the existing
equity based line of credit prior to March 31, 2002, the Company's auditors have
informed the Company that their report on the December 31, 2001 financial
statements will include a going concern qualification. Currently, the Company
has engaged several investment banking firms to raise additional funds over the
next few months.

        The Company applies the provisions of Staff Accounting Bulleting No. 101
(SAB 101) when recognizing revenue. SAB 101 states that revenue generally is
realized or realizable and earned when all of the following criteria are met: a)
persuasive evidence of an arrangement exists, b) delivery has occurred or the
services have been rendered, c) the seller's price to the buyer is fixed or
determinable, and d) collectibility is reasonably assured.

        The Company recognizes revenue from the sale of products to end-users,
including supplies and accessories, once shipment has occurred , (as the
Company's general terms are FOB shipping point. In those few cases where the
customers terms are FOB their plant, revenue is not recognized until the Company
receives a signed delivery and acceptance certificate), and all of the
conditions of SAB 101 (items a). through d). as identified above) have been met.
Revenue is recognized from the performance of services as the services are
performed.

        The Company recognizes revenue from the sale of products to
distributors, including supplies and accessories, once shipment has occurred,
(as the Company's general terms are FOB shipping point ), and all of the
conditions of SAB 101 have been met. The Company's distributors do not have
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rights of return or cancellation. Revenue from distributors which does not meet
all of the requirements of SAB 101 are deferred and recognized upon the sale of
the product to the end user.

        Revenues from product sales to financing institutions are not recognized
by the Company until a purchase order is received, the product has been shipped
and the funding by the financing institution has been approved.

        The Company defers revenue from the sale of extended warranties, product
upgrades and other contractual items and recognizes them over the life of the
contract or upon shipment to the customer, as applicable.

        Shipments of products to be used for demonstration purposes or prototype
products used in development programs are reflected as consigned inventory and
are included in the property and equipment balance in the accompanying
consolidated balance sheets. Revenue recognized on the rental of this equipment
is recognized as development revenue over the term of the agreement.

        The Company records revenue net of commissions paid to agents in
accordance with Emerging Issues Task Force (EITF) No. 99-19, "Reporting Revenue
Gross as a Principal versus Net as an Agent."

                                       6

        The Company believes that Statement of Position 97-2, "Software Revenue
Recognition" (SOP 97-2), is not applicable to the sale of the Company's products
in accordance with the guidance in paragraphs 2 and 4 of SOP 97-2. The software
sold is considered by the Company to be incidental to the products sold and is
not a significant focus of the marketing efforts of the Company nor is the
software sold separately. In addition, post contract customer support is not
sold by the Company in conjunction with the software. As such, the Company does
not separately account for the sale of the software.

NOTE 2. NET LOSS PER SHARE

        Statement of Financial Accounting Standard ("SFAS") No. 128, "Earnings
Per Share," requires presentation of both basic and diluted net loss per share
in the financial statements. The Company's basic net loss per share is the same
as its diluted net loss per share because inclusion of outstanding stock options
and warrants in the calculation is antidilutive. Basic and diluted loss per
share is calculated by dividing net loss available to common shareholders by the
weighted average number of common shares outstanding for the period.

        The net loss per share for the nine (9) months ended September 30, 2001
has been adjusted to include the fair value of 554,831 additional warrants
provided to the shareholders of the Company's Mandatorily Redeemable Series B
Convertible Preferred Stock of $1,536,000, a beneficial conversion feature of
$1,066,000, a dividend of $153,000, and amortization of $246,000 on a dividend
of $5,030,000 for the additional shares due to reset provisions (see Note 4 of
consolidated condensed financial statements) of the Company's Common Stock based
on the adjusted Series B Preferred Stock conversion price of $3.84. The Company
is required to recognize these items as a dividend in the net loss computation
for loss per share available to common shareholders. The dividend feature of the
Mandatorily Redeemable Series B Convertible Preferred Stock Agreement includes a
cumulative 4.9% dividend which resulted in a $153,000 dividend for the nine (9)
months ended September 30, 2001 (See Note 4 of notes to condensed financial
statements). Loss per share information is as follows:
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                                                                   Nine months ended
                                                                   September 30, 2001
                                                                       (Unaudited)
                                                    Amounts in thousands, except per share amounts
                                                    ----------------------------------------------
                                                              Amount         Per share
                                                            ----------       ---------

Unaudited per share data - basic and diluted:

Net Loss and net loss per share--(Unaudited)                 $(12,437)         $(1.22)

Fair Value of warrants issued in connection with the
     Series B Convertible Preferred Stock                      (1,536)          (0.15)

Cumulative dividend on the Series B Convertible
     Preferred Stock                                             (153)          (0.01)

Additional shares issued due to a reset provision
     of the Series B Convertible Preferred Stock                 (246)          (0.02)

Beneficial Conversion feature of the Series B
     Convertible Preferred Stock                               (1,066)          (0.10)
                                                             --------          ------

Net loss available to common shareholders
     and net loss per share                                  $(15,438)         $(1.51)
                                                             --------          ------

NOTE 3. SHAREHOLDER RIGHTS

        On June 14, 1999, the Board of Directors of the Company approved the
adoption of a Shareholder Rights Plan and declared a dividend distribution of
one (1) right for each outstanding share of the Company's Common Stock to
shareholders of record on the close of business on June 28, 1999. Reference is
made to the Company's registration statement on Form 8-A filed with the SEC on
June 18, 1999.

NOTE 4. MANDATORILY REDEEMABLE SERIES B CONVERTIBLE PREFERRED STOCK

        On February 16, 2001, the Company, sold and issued 10,024 shares of its
Mandatorily Redeemable Series B Convertible Preferred Stock at a purchase price
of $1,000 per share for an aggregate amount of $10,024,000 and concurrently
therewith issued warrants for the purchase of up to 554,831 shares of the
Company's Common Stock, in a private placement with several investors, ($3
million of which was used to repay the note payable to Robert W. Duggan, the
Company's Chairman and Chief Executive Officer). The Preferred Stock has a three
(3) year maturity and was initially convertible into shares of the Company's
Common Stock at $5.77 per share. The initial conversion price is subject to
adjustment on the six (6) month and nine (9) month anniversaries of the closing
date
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of the private placement, whereupon the conversion price shall be subject to
reset to the average of the ten (10) lowest closing prices for the Company's
Common Stock as quoted on the National Association of Stock Dealers Automated
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Quotation ("NASDAQ") National Market during the twenty (20) consecutive dates
immediately prior to each adjustment date if such average is lower than the
initial conversion price; provided, however, that the conversion price shall not
be reset below $2.72 per share. On August 16, 2001 the conversion price was
adjusted to $3.84, which allows the preferred shareholders an additional 871,796
shares under the agreement. On November 16, 2001 the conversion price is subject
to another adjustment which may be above or below $3.84, but subject to the
floor conversion price of $2.72 per share. The investors shall receive a
preferred annual dividend payable in stock or cash, at the Company's option, at
a rate of 4.90%. In addition, the investors were granted five (5) year warrants
to purchase an aggregate of approximately 554,831 shares of the Company's Common
Stock at an exercise price of $8.12 per share the fair of the Warrants was
calculated to be $1,536,000 using the Black-Scholes options pricing model.

        Pursuant to Section 3.1 of the Registration Rights Agreement, the
Company agreed to use its best efforts to effect the registration of the Resale
Shares by May 17, 2001 (the "Effectiveness Deadline") or be subject to penalties
of 2% of the initial purchase price of the Series B Shares for each month delay.
The Company filed a registration statement on Form S-3 (File No. 333-58962)
which was subject to a lengthy review by the Securities and Exchange Commission
(the "SEC"). Due to this extended review process, the registration statement for
the Resale Shares was not declared effective until September 24, 2001. Since
effectiveness of the registration statement exceeded the Effectiveness Deadline
by four months and seven days, the Investors are entitled to receive additional
Series B Convertible Preferred Stock of 8.47% of the face amount of the Series B
Shares purchased by each Investor. The fair value of the penalty shares of
$849,000 has been recorded as a direct cost of the Series B Convertible
Preferred Stock offering.

NOTE 5. EQUITY-BASED LINE OF CREDIT

        On March 30, 2001 the Company entered into the Equity Line Agreement
with Societe Generale, under which the Company may issue and sell, from time to
time, shares of its Common Stock for cash consideration up to an aggregate of
$12 million. Pursuant to the requirements of Equity Line Agreement, the Company
filed a registration statement on Form S-2 with the SEC on September 21, 2001 in
order to permit Societe Generale to resell to the public any shares that it
acquires pursuant to the Equity Line Agreement. Commencing September 21, 2001
the effective date of this registration statement and continuing for twenty-four
(24) months thereafter, the Company may from time to time at its sole
discretion, and subject to certain restrictions set forth in the Equity Line
Agreement, sell, or "draw down", shares of its Common Stock to Societe Generale
at an initial purchase price equal to 91% of the daily volume weighted average
of the price of the Company's Common Stock for each day during the specified
purchase period. A draw down can be made after five trading days have elapsed
from the date of the delivery of the last draw down notice in amounts ranging
from a minimum of $75,000 to a maximum of $250,000, depending on the trading
volume and the market price of the Common Stock at the time of each draw down.

NOTE 6. SEGMENTS OF BUSINESS

        The Company adopted SFAS No. 131, "Disclosures about Segments of an
Enterprise and Related Information". SFAS 131 establishes standards for
reporting information regarding operating segments in annual financial
statements and requires selected information for those segments to be presented
in interim financial reports issued to shareholders. SFAS 131 also establishes
standards for related disclosures about products and services and geographic
areas. Operating segments are identified as components of an enterprise about
which separate discrete financial information is available for evaluation by the
chief operating decision maker, or decision making group, in making decisions
how to allocate resources and assess performance. The Company's chief decision
making group, as defined under SFAS 131 is the Executive Staff. To date, the
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Executive Staff has viewed the Company's operations as principally one (1)
market: proprietary robotic and computerized surgical systems for the medical
device industry. Sales by product lines within this market are as follows:

                                       8

                             Revenue by product line
                           For the three months ended
                             (Amounts in thousands)

                                       Sep. 30, 2001   Jun. 30, 2001   Mar. 30, 2001   Sep. 30, 2000   Jun. 30, 2000   Mar. 30, 2000
                                       -------------   -------------   -------------   -------------   -------------   -------------

ZEUS robotic and surgical systems          $ 2,631         $ 1,359         $ 1,495         $ 3,236         $ 2,779         $   (48)
AESOP robotic and surgical systems           2,414           1,359           1,962           1,730           1,798             696
SOCRATES telementoring systems                 305              88              55              65              --              --
HERMES voice control center                    573             352           1,093             469             588            (113)
Development revenue                            268              69             303             184             373             365
Recurring revenue                              967             776             808             527             424             468
                                           -------         -------         -------         -------         -------         -------
                                           $ 7,158         $ 4,003         $ 5,716         $ 6,211         $ 5,962         $ 1,368

                           Units sold by product line
                           For the three months ended

                                         Sep. 30, 2001   Jun. 30, 2001   Mar. 31, 2001  Sep. 30, 2000   Jun. 30, 2000  Mar. 31, 2000
                                         -------------   -------------   -------------  -------------   -------------  -------------

ZEUS robotic and surgical systems                4               2               2               6               5               0
ZEUS robotic and surgical upgrades               3               0               0              --               0               0
AESOP robotic and surgical systems              34              22              25              28              31              12
SOCRATES telementoring systems                   4               1               1               1               0               0
HERMES voice control center                     75              42             106              40              59               0

Export sales are made by the United States operations to the following
geographic locations:

                           For the three months ended
                             (Amounts in thousands)

                                       Sep. 30, 2001   Jun. 30, 2001   Mar. 31, 2001   Sep. 30, 2000   Jun. 30, 2000   Mar. 31, 2000
                                       -------------   -------------   -------------   -------------   -------------   -------------

Canada                                     $    --         $    --         $    --         $    --         $    --         $    --
Europe and the Middle East                   3,240             449           1,353           2,915             280             348
Asia                                           367              24             195           2,368           2,448              48
South America                                  172              97              --              --              --              --
                                           -------         -------         -------         -------         -------         -------
                                           $ 3,779         $   570         $ 1,548         $ 5,283         $ 2,728         $   396
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NOTE 7. LITIGATION

        On May 10, 2000, the Company filed suit against Intuitive Surgical, Inc.
alleging that the Intuitive Surgical da Vinci surgical robot system infringes on
the Company's United States Patent Nos. 5,878,193; 5,524,180; 5,762,458;
6,001,108; 5,815,640; 5,907,664; 5,855,583. On June 1, 2000, the Company filed
an amended complaint alleging that Intuitive Surgical, Inc. has also infringed
the Company's recently issued United States Patent No. 6,063,095. On November 1,
2000, the Company filed another amended complaint further alleging that
Intuitive Surgical, Inc. is infringing on the Company's recently issued United
States Patent No. 6,102,850. The Company's complaint seeks damages for lost
profits, injunctive relief enjoining any future infringement of its patent
rights, treble damages and attorneys fees.

        On June 30, 2000, Intuitive Surgical, Inc. served its Answer and
Counterclaim alleging non-infringement of each patent-in-suit, patent invalidity
and unenforceability. Other than a request for attorney's fees, Intuitive
Surgical, Inc. has not requested any damages. The Company has served discovery
requests seeking a statement of the facts that support Intuitive Surgical,
Inc.'s defenses. Intuitive Surgical, Inc. has provided partial responses to the

                                       9

Company's discovery. Some of Intuitive Surgical, Inc.'s discovery responses have
been served under seal and the Company is therefore not privy to that
information.

        On or about December 7 and 8, 2000, the United States Patent Office
granted three (3) of Intuitive Surgical, Inc.'s petitions for a declaration of
an interference relating to the Company's 5,878,193, 5,907,664 and 5,855,583
patents.

        On February 13, 2001, the District Court issued an order staying the
infringement action for up to one (1) year pending decision on preliminary
motions that the parties have brought in the interferences.

        On February 21, 2001, Brookhill-Wilk filed suit against the Company
alleging that the Company's ZEUS(TM) Robotic Surgical System ("ZEUS") platform
infringes upon Brookhill-Wilk's United States Patent Nos. 5,217,005 and
5,368,015. Brookhill-Wilk's complaint seeks damages, attorney's fees and
increased damages alleging willful patent infringement. The Company does not
believe that its ZEUS platform currently infringes either patent and that both
patents are invalid. On March 21, 2001, the Company served its Answer and
Counterclaim alleging non-infringement of each patent-in-suit, patent invalidity
and unenforceability.

        On March 30, 2001, Intuitive Surgical, Inc. and IBM Corporation filed
suit alleging that the Company's AESOP(R) robotic endoscope positioning system
("AESOP"), HERMES(TM) Control Center ("HERMES") and ZEUS products infringe upon
United States Patent No. 6,201,984 which was recently issued on March 13, 2001.
The complaint seeks damages, a preliminary injunction, a permanent injunction,
costs and attorneys fees. A preliminary review of the claims of this patent
reveals that each claim is limited to a surgical system employing voice
recognition for control of a surgical instrument. As this patent was only
recently issued and as the Company has not had prior notice of this patent or
the claims of this patent, the Company is currently evaluating the allegations
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of patent infringement and the validity of the patent. The parties have served
discovery requests of each other. Discovery in the case is ongoing and the
Company is continuing to investigate its defenses.

Note 8. Other Comprehensive Income (Loss):

        Other comprehensive income (loss) results from the foreign currency
translation adjustment upon the translation of the accounts of the Company's
wholly-owned French subsidiary, Computer Motion, S.A. Other comprehensive income
for the three months ended September 30, 2001 was $121,000 and for the nine
months ended September 30, 2001 was $13,000.

Note 9. New Accounting Pronouncements:

       The FASB recently approved two pronouncements: SFAS No 141, "Business
Combinations" and SFAS No. 142, "Goodwill and Other Intangible Assets", which
provide guidance on the accounting for business combinations to be accounted for
using the purchase method. Under the new rules, goodwill will no longer be
subject to amortization over its useful life. Rather, goodwill will be subject
to at least an annual impairment assessment. This assessment is a fundamentally
different two-step approach and is based on a comparison between a reporting
unit's fair value and its carrying value. Intangible assets have newly defined
criteria and will be accounted for separately from goodwill and will continue to
be amortized over their useful lives. The Company plans to adopt these
pronouncements on January 1, 2002. The Company does not expect that the adoption
of these standards will have any impact on its results of operations or its
financial position.

       In August 2001, the Financial Accounting Standards Board issued SFAS No.
144, "Accounting for the Impairment or Disposal of Long-Lived Assets, (SFAS
144). SFAS 144 supersedes FASB Statement No. 121, "Accounting for the Impairment
of Long-Lived Assets and for Long-Lived Assets to Be Disposed Of" and the
accounting and reporting provisions of APB Opinion No. 30, "Reporting the
Results of Operations -- Reporting the Effects of Disposal of a Segment of a
Business, and Extraordinary, Unusual and Infrequently Occurring Events and
Transactions" , for the disposal of a segment of a business (as previously
defined in that Opinion). SFAS No. 144 also resolves significant implementation
issues related to Statement 121. The Company does not expect that the adoption
of SFAS No. 144 will have any impact on its results of operations or its
financial position.

Note 10. Subsequent Events:

        On February 16, 2001, the Company issued 10,024 shares of Series B Stock
for an aggregate purchase price of $10,024,000 to certain institutional
investors and Company executives. Under the Certificate of Designations (the
"Certificate of Designations"), setting forth the preferences, rights and
limitations of the Series B Stock, filed with the Delaware Secretary of State on
February 16, 2001, and set forth in Exhibit 4.1 to the Current Report on Form
8-K filed by the Company on March 26, 2001, the Series B Stock had certain
features which could be classified as "redemptive" provisions. As a result, the
value of the Series B Stock was initially classified in the mezzanine section of
the condensed balance sheet in its Quarterly Report on Form 10-Q for the period
ended June 30, 2001. However, in October 2001, the Company took certain
proactive measures to ensure that under accounting rules the Series B Shares are
considered a component of equity in computing the Company's net tangible assets.

        The Company addressed two forms of redemptive rights. First, on February
16, 2004, the Company must redeem all outstanding shares of Series B Stock.
Pursuant to Section 3(b) of the Certificate of Designations, the Company may
satisfy this redemption obligation by either delivering (i) an amount of shares
of Common Stock determined by dividing the stated value for the Series B Stock
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plus any other amounts that may be due from the Company with respect thereto by
the conversion price then in effect or (ii) an amount of cash equal to stated
value for the Series B Stock plus any other amounts that may be due from the
Company with respect thereto pursuant to the Certificate of Designations.
However, on October 2, 2001 the Company's Board of Directors adopted resolutions
to irrevocably obligate the Company to redeem the outstanding shares of Series B
Stock by delivering shares of the Company's Common Stock.

        The Company and the purchasers of the Series B Stock also entered into a
Registration Rights Agreement, dated February 16, 2001 (the "Registration
Statement"), whereby the Company agreed to register its shares of Common Stock
issuable upon conversion of the Series B Stock. This Registration Statement was
filed as Exhibit 4.2 to the Current Report on Form 8-K filed by the Company on
March 26, 2001. Pursuant to Section 2.1(a) of the Registration Rights Agreement,
the holders of Series B Stock were able, by delivery of written notice, to
demand redemption of their Series B Stock at a price equal to the 115% of the
stated value of the Series B Stock plus dividends accumulated thereon because
the Company's registration statement for the shares of Common Stock issuable
upon conversion of the Series B Stock was not declared effective by the
Securities and Exchange Commission within 180 days from the date of the
Registration Agreement, or August 16, 2001. However, the Company solicited a
written waiver of this redemption right effective upon September 24, 2001, the
actual effective date of the registration statement.

        Having taken these steps to remove the "redemption" rights bestowed upon
the Series B Stock, the Company is able to issue the following Pro Forma Balance
Sheet reflecting the reclassification of Mandatorily Redeemable Series B
Convertible Preferred Stock to shareholders' equity.

                                       10

                              COMPUTER MOTION, INC.

                 PRO FORMA CONDENSED CONSOLIDATED BALANCE SHEETS
                    (Amounts in thousands, except par value)

                                                                          Pro forma     September 30, 2001
                                                   September 30, 2001     adjustment        adjusted
                                                        Unaudited         Unaudited         Unaudited
                                                   ------------------     ----------    ------------------

ASSETS
Current assets:

   Cash and cash equivalents                             $  2,202          $     --          $  2,202
   Restricted cash                                             80                --                80
   Accounts receivable                                      7,180                --             7,180
   Production Inventory                                     5,310                --             5,310
   Consigned inventory                                      1,803                --             1,803
   Inventories                                              7,113                --             7,113
   Prepaid Expenses                                           909                --               909
                                                         --------          --------          --------
Total current assets                                       17,484                --            17,484

Property and equipment, net                                 4,419                --             4,419
Other assets                                                   63                --                63
                                                         --------          --------          --------
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Total assets                                             $ 21,966          $     --          $ 21,966
                                                         ========          ========          ========

LIABILITIES AND SHAREHOLDERS' EQUITY (DEFICIT)
Current liabilities:
   Note payable to shareholder                           $    900          $     --          $    900
   Accounts payable                                         5,252                --             5,252
   Accrued expenses                                         3,539                --             3,539
   Deferred revenue                                         2,702                --             2,702
                                                         --------          --------          --------
Total current liabilities                                  12,393                --            12,393

Deferred revenue, net of current portion                    1,673                --             1,673
Other liabilities                                              48                --                48
                                                         --------          --------          --------
Total liabilities                                          14,114                --            14,114
                                                         --------          --------          --------

Mandatorily redeemable Series B convertible
  preferred stock (Note 4)                                 11,026           (11,026)               --
                                                         --------          --------          --------

Shareholders' equity (deficit):
   Mandatorily redeemable Series B convertible
    preferred stock, $.001 par value, authorized
    5,000,000 shares, outstanding at
    September 30, 2001; 10,024 - at December 31, 2000;
    none; at redemption value                                              $ 11,026          $ 11,026
   Common stock, $.001 par value, authorized
    50,000,000 shares, outstanding - at September 30,
    2001; 10,796 - at December 31, 2000; 10,151 shares         11                --                11
   Additional paid-in capital                              76,972                --            76,972
   Deferred compensation                                     (392)               --              (392)
   Accumulated deficit                                    (79,723)               --           (79,723)
   Other comprehensive loss                                   (42)               --               (42)
                                                         --------          --------          --------
Total shareholders' equity (deficit)                       (3,174)           11,026             7,852
                                                         --------          --------          --------

Total liabilities & equity (deficit)                     $ 21,966          $     --          $ 21,966
                                                         ========          ========          ========

            See notes to condensed consolidated financial statements.

                                       11

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

        This report contains forward-looking statements that involve risks and
uncertainties. The Company's actual results may differ materially due to factors
that include, but are not limited to, the risks discussed herein under "Risk
Factors That May Affect Future Results" as well as those discussed in the "Risk
Factors That May Affect Future Results" section of the Company's Annual Report
on Form 10-K/A filed on August 30, 2001 for the year ended December 31, 2000.

OVERVIEW
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        The Company develops and markets proprietary robotic and computerized
surgical systems that are intended to enhance a surgeon's performance and
centralize and simplify a surgeon's control of the operating room ("OR"). The
Company believes that its products will provide surgeons with the precision and
dexterity necessary to perform complex, minimally invasive surgical procedures,
as well as enable surgeons to control critical devices in the OR through simple
verbal commands. The Company believes that its products will broaden the scope
and increase the effectiveness of minimally invasive surgery, improve patient
outcomes, and create a safer, more efficient and cost effective OR.

        The Company's AESOP is Food and Drug Administration ("FDA") cleared.
AESOP allows direct surgeon control of the endoscope through simple verbal
commands, eliminating the need for a member of a surgical staff to manually
control the camera and providing a more stable and sustainable endoscopic image.
The Company believes that AESOP is the world's first FDA-cleared robot and first
voice control interface for a surgical device. Six hundred and thirty-four (634)
AESOP units have been sold worldwide, which the Company believes have been used
to perform over 155,000 procedures.

        The Company's HERMES is designed to enable a surgeon to directly control
multiple OR devices, including various laparoscopic, arthroscopic and video
devices, as well as the Company's robotic devices, through simple verbal
commands. HERMES also provides standardized visual and digitized voice feedback
to a surgical team. The Company believes that the enhanced control and feedback
provided by HERMES has the potential to improve safety, increase efficiency,
shorten procedure times and reduce costs. Ten (10) 510(k) submissions relating
to HERMES have been cleared by the FDA and Stryker Corporation's Endoscopy
Division is currently marketing HERMES under an Original Equipment Manufacturing
("OEM") agreement with the Company. The HERMES technology has been integrated
into the AESOP(R) HERMES-Ready(TM) and is being added to the ZEUS.

        The Company's ZEUS is designed to fundamentally improve a surgeon's
ability to perform complex surgical procedures and enable new, minimally
invasive surgical procedures, including fully endoscopic coronary artery bypass
grafts ("E-CABG(TM)") on a beating heart, which are currently very difficult or
impossible to perform endoscopically. ZEUS is comprised of three (3)
surgeon-controlled robotic arms, one (1) of which positions the endoscope and
two (2) of which manipulate surgical instruments. The Company believes that ZEUS
will improve a surgeon's dexterity and precision and enhance visualization of,
and access to confined operative sites. The Company also believes that new
minimally invasive surgical procedures performed with ZEUS will result in
reduced patient pain and trauma, fewer complications, lessened cosmetic concerns
and shortened convalescent periods and will increase the number of patients
qualified for certain surgical procedures. In addition, the Company believes
that an increase in minimally invasive procedures will ultimately result in
lower overall healthcare costs to providers, payors and patients. The Company
has received the first in a series of FDA 510(k) approvals for ZEUS in October
2001. This 510(k) approval allows ZEUS to be used with blunt dissectors,
retractors, traumatic graspers and stabilizers during laparoscopic and
thorascopic surgery. The Company has completed feasibility clinical trials for
both ZEUS-based tubal reanastomosis procedures and ZEUS-based cardiac procedures
under Investigational Device Exemptions ("IDE") and is currently enrolling
patients. The Company has commenced multi-center randomized control trials for
coronary artery bypass ("CABG"), thorascopic surgery, and general laparoscopic
surgery. The Company is conducting a feasibility clinical trial in which ZEUS is
being used in mitral valve repair and replacement surgery.

        The Company's SOCRATES(TM) ("SOCRATES") Telementoring System received
FDA 510(k) clearance in October 2001 and it enables remote access to HERMES
networked devices via proprietary software and
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teleconferencing components. SOCRATES allows an operative surgeon to virtually,
cost effectively, and on an as-needed basis, communicate with a remote surgeon.
SOCRATES also enables the remote surgeon to help direct a surgical procedure
thereby augmenting the operative surgeon's prior training experience.

        SOCRATES enhances the utility of the HERMES with the AESOP(R)
HERMES-Ready(TM) system by providing shared-remote control capability of the
endoscope. In addition, SOCRATES provides the remote surgeon with an interface
to the HERMES-Ready AESOP(R) system, enabling the remote surgeon to share
control of the endoscope with the operative surgeon. AESOP's precision and
stability ensure the remote surgeon's views are tremor-free and accurately
positioned. It is common for surgeons to remotely collaborate, however, without
SOCRATES a remote surgeon is typically only able to view video of a procedure
and provide feedback through video overlay and verbal commands. SOCRATES
enhances this collaboration by making it more interactive.

        The Company has sustained significant losses since inception and for the
three (3) years ended December 31, 2000 and the nine (9) months ended September
30, 2001, the Company has incurred net losses of $16,349,000, $13,375,000,
$11,545,000 and $12,437,000, respectively. In addition, the Company has incurred
net losses from operations since inception and has an accumulated deficit of
$79,723,000 as of September 30, 2001. We expect to incur additional losses as we
continue spending for research and development efforts, clinical trials,
manufacturing capacity and sales force improvement. As a result, we will need to
generate significant revenues to achieve and maintain profitability. We cannot
assure you that we will ever achieve significant commercial revenues,
particularly from sales of our ZEUS product line, which is still under
development and awaiting additional FDA approvals, or that we will become
profitable. In the first quarter of 2001, we initiated a number of cost
reductions including layoffs, changes in our salary structure, and reductions in
travel, which we believe will eliminate approximately $4,000,000 in expenses in
2001, thus lowering our breakeven point. It is possible that we may encounter
substantial delays or incur unexpected expenses related to the market
introduction and acceptance of the ZEUS platform, or any future products. If the
time required to generate significant revenues and achieve profitability is
longer than anticipated, we may not be able to continue our operations.

RESULTS OF OPERATIONS

        The Company does not believe that there are material seasonal trends.
Since the first quarter of 1998, the Company has had quarter over quarter
increases in revenues in all but four quarters. The Company is penetrating only
a small fraction of the total potential market for its products. The Company
does not encounter direct competition for the AESOP or HERMES products. The
Company only has one competitor for its ZEUS product. Because its AESOP, HERMES,
and ZEUS products are comprised of relatively new technologies, and because the
current customer profiles are made of early adopters that share pioneering
vision for these new technologies. The Company does not believe that there is
any statistical significance to its quarterly increase or decrease variations in
business levels. The Company's challenge in increasing market share today
involve market acceptance and adoption of these new technologies. The Company
believes that statistical significance in any increases or decreases will not
occur until the larger mass market acceptance and adoption of the Company's
products takes place. In addition, the sales cycle for capital medical
equipment, especially innovative equipment such as that offered by the Company,
has at least a three (3) to six (6) month selling cycle. Thus, sales in the
fourth quarter originate in the third quarter, and sales in the first quarter
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originate in the fourth quarter of the prior year. In the fourth quarter,
prospecting for new sales tend to fall off since the focus is on closing sales
for the current calendar year and the fewer working days available due to the
holiday season.

        With the above understanding, the following analysis of the quarterly
changes is as follows: (Data is contained in Note 6 to Condensed Consolidated
Financial Statements).

Three months ended September 30, 2001 compared to the three months ended
September 30, 2000.

        Revenue. Revenue increased $947,000 (15%) to $7,158,000 for the three
(3) months ended September 30, 2001 from $6,211,000 for the same period in 2000.
Except for ZEUS product line, revenue increased on all of the other Company's
product lines over the prior year. ZEUS revenue of $2,631,000 for the quarter
decreased $605,000 over last year's second quarter of $3,236,000 due to fewer
systems shipped. AESOP revenue of $2,414,000 for the quarter increased $684,000
over last year's second quarter of $1,730,000 due to increased systems shipped.
HERMES revenue of $573,000 for the quarter increased $104,000 over last year's
second quarter of $469,000 as our OEM partner, Stryker Corporation, ordered more
units than the previous year. SOCRATES revenue of $305,000 for the quarter
increased $240,000 over last year's second quarter of $65,000 due to increased
units shipped. Development revenues of $268,000 Increased $84,000 over last
year's third quarter of $184,000. During the third quarter, the Company recorded
$250,000 as development revenue from the Lindbergh project which was the first
major trans-Atlantic telesurgical operation. On a continuing basis, these
revenues will decrease over time, as the development agreements begin to expire
through 2001. Recurring revenues of $967,000 for the quarter increased $440,000
over last year's third quarter, as the installed base of robotic systems
increased leading to more sales of parts, accessories, supplies and service.

        Gross Profit. Gross profit increased $553,000 (15%) to $4,219,000 for
the three (3) months ended September 30, 2001 from $3,666,000 for the same
period in 2000. Gross profit percentage remained at 59% in both the third
quarter 2001 and the third quarter 2000.

        Research and Development. Research and development expense decreased
$239,000 (8%) to $2,744,000 for the three (3) months ended September 30, 2001
from $2,983,000 for the same period in 2000, primarily as a result of the
transfer of the clinical development specialists from research and development
to selling expense. This transfer was made in the second quarter of 2001 due to
the fact that the duties of the clinical development specialist
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had changed from a product development role to a clinical support role.
Decreased spending over prior years for initial patent filings and professional
fees account for the remaining decreased expenditures. The Company expects
research and development expenditures to increase over the remaining year as the
increased cost for accelerated clinical trials are only partially offset by the
Company's plan to reduce the other research and development expenses.

        Selling, General and Administrative. Selling general and administrative
expense increased $155,000 (4%) to $4,390,000 for the three (3) months ended
September 30, 2001 from $4,235,000 for the same period 2000. The increase was
due mainly to the addition of sales personnel and commissions as the Company
expanded its worldwide sales, service and training capability, and, includes the
transfer of the clinical development specialists explained above. Professional
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fees increased related to the patent infringement lawsuit the Company has filed
against a competitor and certain claims filed against the Company that are also
related to patent infringement. The Company expects selling, general and
administrative expense to increase slightly over the remainder of the year as a
result of the Company's plan to increase revenue is the last quarter.

        Other Expense (Income). Other expense decreased $23,000 to $16,000 for
the three (3) months ended September 30, 2001, compared to other expense of
$39,000 for the three (3) months ended September 30, 2000. Decreases in interest
expense, foreign currency transaction loss and other expense account for change
over the prior year.

        Income Taxes. Minimal provisions for state franchise taxes have been
recorded on the Company's pre-tax losses to date. As of December 31, 2000, the
Company had federal and state net operating loss ("NOL") carryforwards of
approximately of $52,747,000 and $9,085,000, respectively which are available to
offset future carryforwards for seven (7) years after the year of loss. The
Company has provided a full valuation allowance on the deferred tax asset
because of the uncertainty regarding its realization.

        Net Loss. The net loss for the third quarter 2001 was $2,937,000 ($.39
per share) compared to $3,597,000 ($.52 per share) for the third quarter 2000 as
increased gross profit derived from increased revenue combined with decreased
operating expenses resulted in a reduction of the net loss for the third quarter
2001. Weighted average shares increased from 9,509,000 to 10,367,000 mainly as a
result of issuance of shares of under the Company's employee stock purchase
plan, private placement and warrant.

Nine months ended September 30, 2001 compared to the nine months ended September
30, 2000.

        Revenue. Revenue increased $3,336,000 (25%) to $16,877,000 for the nine
(9) months ended September 30, 2001 from $13,541,000 for the same period in
2000. Except for the decrease in development revenue and the Zeus product line
all of the other Company's product lines had increased revenues over the prior
year. AESOP revenue increased $1,511,000 (36%), HERMES revenue increased
$1,074,000 (114%), recurring revenue increased $1,132,000 (80%) and ZEUS
revenues decreased $482,000 (8%) over the same period in 2000. SOCRATES revenue
increased $383,000 (589%) while development revenues decreased $282,000 (30%),
on a continuing basis, these revenues will decrease over time, as the
development agreements begin to expire through 2001.

        Gross Profit. Gross profit increased $1,691,000 (21%) to $9,616,000 for
the nine (9) months ended September 30, 2001 from $7,925,000 for the same period
in 2000. Gross profit as a percentage of sales decreased slightly to 57% from
59% between the two periods.

        Research and Development. Research and development expense decreased
$168,000 (2%) to $8,384,000 for the nine (9) months ended September 30, 2001
from $8,552,000 for the same period in 2000, primarily due to the transfer of
the clinical development specialists from research and development to selling
expense in the second quarter.

        Selling, General and Administrative. Selling general and administrative
expense increased $2,224,000 (19%) to $13,728,000 for the nine (9) months ended
September 30, 2001 from $11,504,000 for the same period in 2000. The increase
was due mainly to the addition of sales personnel and commissions as the Company
expanded its worldwide sales, service and training capability, and, includes the
transfer of the clinical development specialists.
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Professional fees increased substantially related to the patent infringement
lawsuit the Company has filed against a competitor and certain claims filed
against the Company that are also related to patent infringement.

        Other Expense (Income). Other income increased $153,000 to $77,000 for
the nine (9) months ended September 30, 2001, compared to other expense of
$76,000 for the same period in 2000. The increase is due mainly to foreign
currency transaction income in 2001 versus a foreign currency transaction loss
in the prior year.

        Net Loss. The net loss for the nine (9) months of 2001 was $12,437,000
($1.60 per share) compared to $12,225,000 ($1.51 per share) for the same period
in 2000 as increased gross profit derived from increased revenue was more than
offset by the sum of increased operating expenses. Weighted average shares
increased from 9,022,000 to 10,206,000 mainly as a result of the issuance of
shares of under the Company's employee stock purchase plan and Company's private
placement and warrant exercise.

Revenue for the three months ended September 30, 2001 compared to the three
months ended June 30, 2001.

        Revenue increased $3,155,000 (79%) to $7,158,000 for the three (3)
months ended September 30, 2001 from $4,003,000 for the second quarter 2001. All
of the other Company's product lines had increased revenues over the prior
quarter ZEUS revenue of $2,631,000 for the quarter increased $1,272,000 (94%)
over the previous quarter due to increased demand resulting in four (4) systems
shipped and three (3) upgrades shipped in the quarter. AESOP revenue of
$2,414,000 for the quarter increased $1,055,000 (78%) over the prior quarter
mainly as a result of an increase in systems shipped to a total of 34 units
shipped in the quarter. HERMES revenue of $573,000 for the quarter increased
$221,000 (63%) from prior quarter due to increased demand from our HERMES
alliance partner, Stryker Corporation. During the third quarter the Company
recorded $250,000 as development revenue from the Lindbergh project which was
the first major trans-Atlantic telesurgical operation. On a continuing basis,
these revenues will decrease over time, as the development agreements begin to
expire through 2001. Recurring revenues of $967,000 for the quarter increased
$191,000 (25%) over the prior quarter, as the installed base of robotic systems
increased leading to more demand for parts, accessories, supplies and service.

FINANCIAL CONDITION

        Since its inception, the Company's expenses have exceeded its revenues,
resulting in an accumulated deficit of $79,723,000 as of September 30, 2001.
Other than its initial public offering, the Company had primarily relied on
proceeds from issuance of Preferred and Common Stock and bridge debt financing
to fund its operations.

        At September 30, 2001, the Company's current ratio (current assets
divided by current liabilities) was 1.4 to 1 versus 1.4 to 1 at December 31,
2000, reflecting a minor decrease of approximately $1,300,000 to current assets
as a minor decrease of approximately $700,000 to current liabilities.

        For the nine (9) months ended September 30, 2001, the Company's use of
cash in operating activities of $7,387,000 was primarily attributable to the net
loss, increase in inventories of $2,432,000 offset by the decreases in accounts
receivable of $4,688,000.

        Cash outflow from purchases of plant and equipment was $1,425,000 for
the nine (9) months ended September 30, 2001. The Company currently has no
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material commitments for capital expenditures. For the nine (9) months ended
September 30, 2001, net cash provided by financing activities of $9,543,000 was
primarily the result of the Mandatorily Redeemable Series B Convertible
Preferred Stock issuance, a Common Stock private placement offset by the
repayment of the promissory note payable to Mr. Duggan of $3,000,000 along with
the proceeds of additional borrowing on a promissory note payable to Mr. Duggan
of $900,000 at the end of September, 2001.

The Company's operations to date have consumed substantial amounts of cash, and
the Company expects its capital and operating expenditures to continue to exceed
proceeds from ongoing sales at least through 2001. The Company's need for
additional financing will depend upon numerous factors, including, but not
limited to, the extent and duration of the Company's future operating losses,
the level and timing of future revenues and expenditures, the progress and scope
of clinical trials, the timing and costs required to receive both United States
and international governmental approvals or clearances, market acceptance of new
products, the results and scope
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of ongoing research and development projects, the costs of training physicians
to become proficient in the use of the Company's products and procedures, the
cost of developing appropriate sales and marketing capabilities, and the cost
and outcome of current litigation brought by and brought against the Company. To
the extent that existing resources are insufficient to fund the Company's
activities, the Company will seek to raise additional funds through public or
private financing. As part of this plan in February 2001, the Company raised
$10,024,000, ($3 million of which was used to repay the promissory note payable
to Mr. Duggan) in a private placement transaction (see Note 4). On March 30,
2001, the Company secured an equity-based line of credit from Societe Generale.
Under the terms of this line of credit the Company may draw down as much as
$12,000,000 in exchange for registered shares of the Company's Common Stock (see
Note 5). On July 24, 2001, the Company raised through a private placement
$2,000.000 from the sale of 580,384 shares of Common Stock to its officers to
help fund clinical trials toward FDA approval of the Company's ZEUS product. The
Company believes that its current cash and cash equivalents, together with
available borrowings under its equity line of credit, will be sufficient to meet
its anticipated cash requirements for working capital and capital expenditures
for at least twelve (12) months. If the Company requires further capital to grow
its business, execute its operating plan or obtain FDA approvals at any time in
the future or any other reasons the Company may seek to sell additional equity
or debt securities, which may result in additional dilution to the shareholders.
There is no assurance that adequate funds would be available on acceptable
terms, if at all. As shown in the financial statements previously presented, the
Company continues to incur losses and negative cash from operations. As of
September 30, 2001 the Company had cash and cash equivalents of approximately
$2.2 million. The Company is currently consuming cash at a rate of approximately
$800,000 per month. Unless the Company secures additional financing prior to
March 31, 2002, or shows adequate availability under the existing Equity-Base
Line of Credit, the Company's auditors have informed the Company that their
report on the December 31, 2001 financial statements will include a going
concern qualification. Currently, the Company has engaged several investment
banking firms to raise additional funds over the next few months.

        The Company's financial instruments include cash and short-term
investment grade debt securities. At September 30, 2001, the carrying values of
the Company's financial instruments approximated their fair values based on
current market prices and rates. It is the Company's policy not to enter into
derivative financial instruments. The Company does not currently have material
foreign currency exposure as the majority of its international transactions are
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denominated in U.S. currency. Accordingly, the Company does not have significant
overall currency exposure at September 30, 2001.

RISK FACTORS THAT MAY AFFECT FUTURE RESULTS

        The Company operates in a rapidly changing environment that involves a
number of risks, some of which are beyond its control. A number of these risks
are listed below. These risks could affect actual future results and could cause
them to differ materially from any forward-looking statements the Company has
made.

        1.      The Company has had a history of losses and expects to incur
                losses in the future, so the Company may never achieve
                profitability.

        2.      Since the Company's operating expenditures currently exceed its
                revenues, failure to raise additional capital or generate
                required working capital could reduce the Company's ability to
                compete and prevent the Company from taking advantage of market
                opportunities.

        3.      If the Company's products do not achieve market acceptance, the
                Company will not be able to generate the revenue necessary to
                support its business.

        4.      If the Company does not obtain and maintain necessary domestic
                regulatory approvals, the Company will not be able to market and
                sell its products in the United States.

        5.      International sales of the Company's products account for a
                significant portion of its revenues and the Company's growth may
                be limited if it is unable to successfully manage these
                international activities.

        6.      The Company may never sell enough of its products to be
                profitable because its markets are highly competitive, and
                customers may choose to purchase competitors' products or they
                may not accept the Company's products.
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        7.      If surgeons or institutions are unable to obtain reimbursement
                from third-party payors for procedures using the Company's
                products, or if reimbursement is insufficient to cover the costs
                of purchasing the Company's products, the Company may be unable
                to generate sufficient sales to support its business.

        8.      If the Company is unable to protect the intellectual property
                contained in its products from use by third parties, the
                Company's ability to compete in the market will be harmed.

        9.      The Company is involved in intellectual property litigation with
                Intuitive Surgical, Inc. and Brookhill-Wilk which may hurt the
                Company's competitive position, may be costly to the Company and
                may prevent the Company from selling its products.

        10.     Because the Company's industry is subject to rapid technological
                change and new product development, the Company's future success
                will depend upon its ability to expand the applications of its
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                products.

        11.     The Company may not be able to expand its marketing distribution
                activities in order to market its products competitively.

        12.     Concentration of ownership among the Company's existing
                executive officers, directors and principal stockholders may
                prevent new investors from influencing significant corporate
                decisions.

        13.     If the Company loses key personnel or is unable to attract and
                retain additional personnel, its ability to compete will be
                harmed.

        14.     The Company's future operating results may be below securities
                analysts' or investors' expectations, which could cause its
                stock price to decline and diminish the value of your
                investment.

        15.     The Company may incur substantial costs defending securities
                class action litigation due to its stock price volatility.

        16.     The Company's reliance on sole or single source suppliers could
                harm its ability to meet demand for its products in a timely
                manner or within its projected budget.

        17.     The Company relies on a continuous power supply to conduct its
                business, and California's current energy crisis could disrupt
                its operations and increase its expenses.

        18.     The use of the Company's products could result in product
                liability claims that could be expensive and harm its business.

        19.     The Company's continued growth will significantly strain its
                resources and, if it fails to manage this growth, its ability to
                market, sell and develop its products may be harmed.

        20.     Future sales of the Company's Common Stock could depress the
                market price of its Common Stock.

        21.     Holders of the Company's Mandatorily Redeemable Series B
                Convertible Preferred Stock and the party to its Equity Line
                Financing Agreement could engage in short selling to increase
                the number of shares of its securities issuable upon conversion
                of their shares of Mandatorily Redeemable Series B Convertible
                Preferred Stock or issuable pursuant to the terms of the Equity
                Line Financing Agreement.

        22.     Conversion of the Company's Mandatorily Redeemable Series B
                Convertible Preferred Stock and exercise of certain warrants
                could adversely affect the market price of its Common Stock and
                dilute existing stockholders.

        23.     The Company's ability to successfully conduct business
                operations and operate profitably could be limited if it is
                obligated to redeem a substantial portion of its Mandatorily
                Redeemable Series B Convertible Preferred Stock.
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        A more detailed discussion of factors that could affect the Company's
future results can be found in the "Risk Factors" section of the Company's
Annual Report on Form 10-K/A filed August 30, 2001, for the year ended December
31, 2000. The Company strongly encourages you to review these risk factor
disclosures.

ITEM 3. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK.

        The Company's financial instruments include cash and short-term
investment grade debt securities. At September 30, 2001 the carrying values of
the Company's financial instruments approximated their fair values based on
current market prices and rates.

        It is the Company's policy not to enter into derivative financial
instruments. The Company does not currently have material foreign currency
exposure as the majority of its international transactions are denominated in
U.S. currency. Accordingly, the Company does not have a significant currency
exposure at September 30, 2001.

PART II. OTHER INFORMATION
ITEM 1. LITIGATION

        On May 10, 2000, the Company filed suit against Intuitive Surgical, Inc.
alleging that the Intuitive Surgical da Vinci surgical robot system infringes on
the Company's United States Patent Nos. 5,878,193; 5,524,180; 5,762,458;
6,001,108; 5,815,640; 5,907,664; 5,855,583. On June 1, 2000, the Company filed
an amended complaint alleging that Intuitive Surgical, Inc. has also infringed
the Company's recently issued United States Patent No. 6,063,095. On November 1,
2000, the Company filed another amended complaint further alleging that
Intuitive Surgical, Inc. is infringing on the Company's recently issued United
States Patent No. 6,102,850. The Company's complaint seeks damages for lost
profits, injunctive relief enjoining any future infringement of its patent
rights, treble damages and attorneys fees.

        On June 30, 2000, Intuitive Surgical, Inc. served its Answer and
Counterclaim alleging non-infringement of each patent-in-suit, patent invalidity
and unenforceability. Other than a request for attorney's fees, Intuitive
Surgical, Inc. has not requested any damages. The Company has served discovery
requests seeking a statement of the facts that support Intuitive Surgical,
Inc.'s defenses. Intuitive Surgical, Inc. has provided partial responses to the
Company's discovery. Some of Intuitive Surgical, Inc.'s discovery responses have
been served under seal and the Company is therefore not privy to that
information.

        On or about December 7 and 8, 2000, the United States Patent Office
granted three (3) of Intuitive Surgical, Inc.'s petitions for a declaration of
an interference relating to the Company's 5,878,193, 5,907,664 and 5,855,583
patents.

        On February 13, 2001, the District Court issued an order staying the
infringement action for up to one (1) year pending decision on preliminary
motions that the parties have brought in the interferences.

        On February 21, 2001, Brookhill-Wilk filed suit against the Company
alleging that the Company's ZEUS platform infringes upon Brookhill-Wilk United
States Patent Nos. 5,217,005 and 5,368,015. Brookhill-Wilk's complaint seeks
damages, attorney's fees and increased damages alleging willful patent
infringement. The Company does not believe that its ZEUS platform currently
infringes either patent and that both patents are invalid. On March 21, 2001,
the Company served its Answer and Counterclaim alleging non-infringement of each
patent-in-suit, patent invalidity and unenforceability. On July 13, 2001, the
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Company filed a motion for summary judgement addressing on issue of the patent
validity. At present, the motion has been fully briefed and the Company is
awaiting a hearing on the motion.

        On March 30, 2001, Intuitive Surgical, Inc. and IBM Corporation filed
suit alleging that the Company's AESOP, ZEUS and HERMES products infringe United
States Patent No. 6,201,984 which was recently issued on March 13, 2001. The
complaint seeks damages, a preliminary injunction, a permanent injunction, costs
and attorneys fees. A preliminary review of the claims of this patent reveals
that each claim is limited to a surgical system employing voice recognition for
control of a surgical instrument. As this patent was only recently issued and as
the Company has not had prior notice of this patent or the claims of this
patent, the Company is currently
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evaluating the allegations of patent infringement and the validity of the
patent. The parties have currently served discovery requests of each other.

ITEM 2. CHANGES IN SECURITIES AND USE OF PROCEEDS

Mandatorily Redeemable Series B Convertible Preferred Stock Offering

        On February 16, 2001, the Company, entered into a Securities Purchase
Agreement with Societe Generale, Catalpa Enterprises, Ltd., Baystar Capital,
L.P., Baystar International, Ltd., Robert W. Duggan, the Company's Chairman of
the Board of Directors and Chief Executive Officer, Mahkam Zanganeh, the
Company's Vice President European, Middle East and African Operations, and
Jeffrey O. Henley, a member of the Company's Board of Directors. Under the
Purchase Agreement, the Company sold a total of 1,024 shares of its Preferred
Stock with certain conversion features discussed below and warrants to purchase
557,931 shares of the Company's Common Stock, for total consideration of
$10,024,000. The Mandatorily Redeemable Series B Convertible Preferred Stock has
a three (3) year maturity and is initially convertible into shares of the
Company's Common Stock at $5.77 per share. The initial conversion price is
subject to adjustment on the six (6) month and nine (9) month anniversaries of
the closing date of the private placement, whereupon the conversion price shall
be subject to reset to the average of the ten (10) lowest closing prices for the
Company's Common Stock as quoted on the NASDAQ National Market during the twenty
(20) consecutive dates immediately prior to each adjustment date if such average
is lower than the initial conversion price; provided, however, that the
conversion price shall not be reset below $2.72 per share. On August 16, 2001
the conversion price was adjusted to $3.84 which allows the preferred
shareholders an additional 871,796 shares under the agreement. On November 16,
2001 the conversion price is subject to another adjustment, which may be above
or below $3.84 but subject to the floor conversion price of $2.72 per share. The
investors shall receive a preferred annual dividend payable in stock or cash, at
the Company's option, at a rate of 4.90%. In addition, the investors were
granted five (5) year warrants to purchase an aggregate of approximately 554,831
shares of the Company's Common Stock at an exercise price of $8.12 per share.

        Under the rules of the NASDAQ National Market, the Company is required
to obtain shareholder approval for the sale, issuance or potential issuance of
the Company's Common Stock, or securities convertible into its Common Stock, if
the number of shares to be issued equals or exceeds 20% of its presently
outstanding stock and the purchase price is less than the greater of the book
value or market value of the stock. The Company anticipates the amount of Common
Stock issued upon the conversion of the Mandatorily Redeemable Series B
Convertible Preferred Stock and the exercise of the warrants issued in

Edgar Filing: COMPUTER MOTION INC - Form 10-Q

24



connection with the sale and issuance of the Mandatorily Redeemable Series B
Convertible Preferred Stock may exceed 20% of the number of shares of the
Company's Common Stock outstanding on the closing date of the Mandatorily
Redeemable Series B Convertible Preferred Stock private placement. In addition,
due to the reset provisions contained in the Mandatorily Redeemable Series B
Convertible Preferred Stock, the final conversion price of the Mandatorily
Redeemable Series B Convertible Preferred Stock may be reset to a price below
the market price on the closing date of the Mandatorily Redeemable Series B
Convertible Preferred Stock private placement. Accordingly, the Company has
asked and received approval from its shareholders to authorize the private
placement at the regular shareholders meeting to be held on May 31, 2001.

Equity Line of Credit

        On March 30, 2001 the Company entered into the Equity Line Agreement
with Societe Generale, under which the Company may issue and sell, from time to
time, shares of its Common Stock for cash consideration up to an aggregate of
$12 million. Pursuant to the requirements of the Equity Line Agreement, the
Company must file a registration statement on Form S-2 with SEC in order to
permit Societe Generale to resell to the public any shares that it acquires
pursuant to the Equity Line Agreement. Commencing as of the effective date of
this registration statement and continuing for twenty-four (24) months
thereafter, the Company may from time to time at its sole discretion, and
subject to certain restrictions set forth in the Equity Line Agreement, sell, or
draw down, shares of its Common Stock Societe Generale at an initial purchase
price equal to 91% of the daily volume weighted average of the price of the
Company's Common Stock for each day during the specified purchase period. A draw
down can
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be made after five (5) trading days have elapsed from the date of the delivery
of the last draw down notice in amounts ranging from a minimum of $75,000 to a
maximum of $250,000, depending on the trading volume and the market price of the
Common Stock at the time of each draw down. The maximum draw down amount may be
increased, and the discount to the daily volume weighted average price of the
Company's Common Stock may be decreased, if the trading volume of the Common
Stock exceeds certain minimum thresholds prior to the delivery of the draw down
notice.

ITEM 6. EXHIBITS AND REPORTS ON FORM 8-K

a) Exhibits:
   None

b) No Reports on Form 8-K were filed during the quarter ended September 30,
   2001.

SIGNATURE

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

DATE: November 13, 2001                     COMPUTER MOTION, INC.

                                            By: /s/ Robert W. Duggan
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                                               ---------------------------------
                                               ROBERT W. DUGGAN
                                               Chairman of the Board and Chief
                                               Executive Officer
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