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PART I
ITEM 1. BUSINESS

Thisreport containsforward-looking statements within the meaning of

Section 27A of the Securities Act of 1933 and Section 21E of the Securities Exchange Act of 1934. The forward-looking statements involve
risks and uncertainties. Actua results could differ materially from those projected in the forward-looking statements asa result of certain
factors, including those set forth in Item 1, those described elsewhere in this report and those described in other reports under the Securities
Exchange Act of 1934. Readers are referred to the "Sales, Marketing and Support,” "Research and Development,” "Competition," "Intellectual
Property,” "Management's Discussion and Analysis of Financial Condition and Results of Operations' and "Risk Factors' sectionscontained in
this Annual Report on Form 10-K, which identify some of theimportant factorsor events that could cause actual resultsor performances to
differ materially from those contained in theforward-looking statements.

OVERVIEW

We develop hardware and software technologiesthat enable users to interact with computers usingtheir sense of touch. Our patented

technol ogies, which are branded TouchSense(TM), enable devices such as mice, joysticks, knobs, and medical simulation products to deliver
tactile sensations that correspond to on-screen events. We focus on four application areas -- computing and entertainment, medical simulation,
professional and industrial, and three-dimensional capture and interaction. With respect to high volume applications of our technologies, such
as computer peripherals and automotive interfaces, we primarily license our touch-enablingtechnologies to third party manufacturers. We
currently license our technology to market leaders in these areas, including companies such as Logitech and BMW. With respect to emerging
lower volume applications of our technologies, such as medical simulation and three-dimensional computer imaging, wefocus primarily on
product sales. In all application areas, we engage in development projects for third parties. Our objective isto proliferate our TouchSense
technol ogies across markets, platformsand applications so that touch and feel become as common as color, graphics and sound in modern user
interfaces. Immersion and its wholly-owned subsidiaries hold more than 95 issued patents and 230 pending patent applications in the U.S. and
abroad covering various aspects of their hardware and software technol ogies.

INDUSTRY BACKGROUND

Early computers had crude user interfaces that only displayed text and numbers. These machines, commonly known as"green screen”
computers, were effective at processing data but did not communicate information in an engaging and intuitive manner. Asaresult, computing
was used primarily in selected scientific and business applications. In the early 1980s, computers began to use graphics and sound to engage
users perceptual senses more naturally. Graphics technol ogies transformed monochrome screens to color, and brought pictures, charts,
diagrams and animation to the computer screen. Audio technologies enabled sound and music.

By the late 1980s, graphics and audio technologies had spread to consumer markets, initially through computer gaming applications. By the
early 1990s, the penetration of color graphics and sound into consumer marketshad expanded beyond gaming into mainstream productivity
applications, largely due to the introduction of the Windows 3.0 graphical user interface. By thelate 1990s, the proliferation of graphics and
audio content helped transform the Internet into a highly interactive and popular medium for communication, commerce and entertainment.

The evolution from alphanumeric characters to themodern user interface iswidely considered to be one of thegreat advances in computing. By
presenting content in waysthat engage the senses more fully, computers were "humanized," becoming more personal, lessintimidating and
easier to use. These improvements helped expand the audience for computer technologies, encouraging people to use software for business,
home and entertainment applications. Today, color graphics and audio technologies are standard features of most computer systems.

1
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While most modern computers realistically present information to the sensesof sight and sound, most still lack the ability to convey content
through the sense of touch. The absence of touchisa substantial barrier to making computer use more natural and intuitive. Software designers
strive to devel op compelling applications for users to see and hear, but do not provide applicationsthat engage users sense of touch. Asa
result, software is not as engaging and informative as it would be if tactile sensations were conveyed.

The absence of touch andfeel in modern computers also limits user productivity. The Windows interface, for example, is based on a physical
metaphor: users must move the cursor on a screen to drag, drop, stretch and click. However, users must manipulate graphical elementswithout
the benefit of tactilefeedback. As aresult, using a cursor isvisualy taxing. Selecting an icon, clicking on a hyperlink or targeting the edge of a
window are common tasksthat would be easier to performif users could feel the engagement of their cursor with theintended target.

Touch and feel can aso be used to enhance awide variety of applications beyond personal computing. For example, adding touch to medical
simulation equipment allows medical professionals to train to perform surgical proceduresin away never before possible. Adding touchto
automotive controls can help simplify the control of multiple systemswithin a car by alowing thedriver to identify tactiley which systemis
being controlled.

Like sight and sound, touchis critical for interacting with and understanding one's physical surroundings. Technology that brings the sense of
touch to computing hasthe potential to further humanize the computer and increase the ease, usefulness and enjoyment of computing.

OUR SOLUTION

We develop technologiesthat allow users to touch and feel computer content. Indiverse applicationslike computer gaming, business
productivity, medical simulation, automotive controls, and surfing the Web, our technol ogies enable software applications to engage a user's
sense of touch through a widerange of devices, suchas mice, joysticks, medical interface devices, automobile dashboard controls, gloves and
gamepads.

Our hardware and software technol ogies work together to enable peripheral devices to present touch sensations. Our patented designsinclude
specialized hardware elements such asmotors, control e ectronics and mechanisms, which areincorporated intocommon computer peripheral
devices, such asmice and joysticks, or more complex devices, such as endoscopic surgical simulators. Driven by software algorithms, these
hardware elements direct tactile sensations corresponding to on-screen eventsto the user's hand.

Key benefits of our solution include:

Complete Solution. We offer a complete technical solution that allows our licensees to incorporate our touch-enabling technologies into their
computer interface products such as mice, joysticks, knobs, wheels and gamepads at a reasonable cost and in areasonable time frame. Our
technical solution also allows software programmers and Web site developers to add touch-enabling elementsto their applications. Our
software automatically enables usersto feel the basic user interface features of software applications running on Windows 98, Windows 2000
and Windows Me without additional developer support. Our software enables users to feel basic Web page features represented through
standard Hypertext Markup Language (HTML), Javaand ActiveX protocols. Inaddition, we provide authoring tools that permit software
developers to quickly design and incorporate custom touch sensations into their own applications.

Enhances the Effectiveness of Simulation and Training Applications. Some computer applications, suchas medical simulation and product
design, require realismto be effective. Companies and institutions have begun to replace traditional means of surgical training with more
accessible and versatile simulation systems for training doctors to perform surgical procedures. Our medical simulation systems provide tactile
feedback that simulates what a doctor would feel when performing an actual procedure. Our technologies areused in training systemsfor
laparoscopic surgery, endovascular surgery, endoscopic surgery and catheter insertion. In addition, companies use our whole-hand sensing
glove technologiesin order to save time and expensein product design, which together with our software products, allow for real-time,
three-dimensional object manipulation.
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Compatible with Industry Standards. We have designed our consumer hardware and software technologies to be compatible with leading
hardware and software standards. Our consumer technol ogies operate across multiple platforms and comply with such standards asDirectX,
Microsoft's entertainment application programming interface, and USB (Universal Serial Bus), a standard connector interface. Our Visual Basic
tutorial allows developersto add Immersion TouchSense technology to their Microsoft(R) Visual Basic(TM) applications usingthe Immersion
Web ActiveX Control. In addition, our software technology works with the Flash(TM), Shockwave(TM) and Dreamweaver(R) standards from
Macromedia.

Cost-Effective Solution. We have devel oped component technologies that permit peripheral device manufacturersto design and manufacture
peripheral devicesthat incorporate our touch-enabling technologies more cost effectively than would otherwise be possible. We have aso
developed and licensed sophisticated software drivers and firmware that permit our licensees to avoid substantial development costs and
accelerate product introduction.

Presents Information through the Sense of Touch. It isdifficult to communicate physical properties such as texture, compliance, weight and
friction solely through words or pictures. Our technologies allow computer usersto usetheir sense of touch to perceive these physical
properties in away that isinstantly understandable and intuitively accessible. Our technologies significantly improve the ability of softwareto
communicate to users the physical features of a product, the physical properties of a medical procedure or the physical response of anobject in
a simulated gaming environment.

Increases Satisfaction and Enjoyment of the Computing Experience. By engaging the user's sense of touch, our technol ogies have the potential
to make a variety of consumer software applications more interesting, engaging and satisfying. Inthe personal computer gaming market, our
licensees, such asLogitech and Microsoft, are currently manufacturing and selling products incorporating our intellectual property. We believe
that our technologies will increase user satisfaction across many additional applications, including business productivity, engineering, education
and electronic commerce.

STRATEGY

Our objective isto proliferate our TouchSense technologies across markets, platforms and applications so that touch becomes as common as
color graphics and sound in themodern computer interface. Weintend to maintain and enhance our position as the leading provider of
touch-enabling technology by employing thefollowing strategies:

Pursue Royalty-Based Licensing Model for High Volume Applications of our Technologies. We believe that the most effective way to
proliferate our touch-enabling technology across high volume applications of our technologies, such as computer peripherals and automotive
controls, isto license our intellectua property. We have licensed our intellectual property to numerous manufacturers of mice, joysticks and
steering wheels targeted at consumers. In addition, we have licensed our technology to BMW for usein the controls of certain of its upcoming
vehicles. Weintend to expand the number and scope of our licensing relationships in thefuture.

Pursue Direct Product Salesin Lower-Volume Applications of our Technologies. For lower-volume emerging applications of our technologies,
such asmedical simulation systemsand three-dimensional capture and interaction products, our primary strategy isto manufacture and sell
products through direct sales, distributors and value added resellers. We currently sell medical simulation devices that simulate intravenous
catheterization, endovascular interventions and endoscopy procedures. Our three-dimensional capture and interaction products consist primarily
of our line of computer digitizing products, including the MicroScribe-3D(R) and the newly introduced LightScribe-3D(TM), and specialized
whole-hand sensing gloves, such as the CyberGlove(R), CyberGrasp(TM) and CyberForce(TM), that permit simulated interaction with
three-dimensional environments.

Secure Licenseesin New Markets for Touch-Enabling Technology. We believe that our touch-enabling technology can be used invirtually al
areas of computing. We initially focused on computer gaming applicationsfor personal computers, an areain which we have experienced
acceptance of our technologies by
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key licensees. We have broadened our focus to include additional applications, such ascursor control for personal computers, automotive
controls and medical simulation. In the future, we intend to expand our market opportunities by addressing new platforms, such as dedicated
game consoles.

Facilitate Our Licensees Development of Touch-Enabled Products. We will continue to devote significant resources to facilitate the
development of touch-enabled products by our licensees. We offer complete design packages that include sample hardware, software, firmware
and related documentation, and offer our technical expertise on aconsulting basis. To facilitate development of products incorporating our
touch-enabling technologies, we also offer specialized microprocessorsfor controlling themotorsin mice, joysticks and steering wheels. We
will continueto invest in research and devel opment to improve our technologies, with particular emphases on reducing the cost of consumer
touch-enabled products and expanding the breadth of our medical simulation product offerings.

Expand Software Support for Our Touch-Enabling Technology. In addition to licensing our intellectual property to computer peripheral device
manufacturers and supporting their product development efforts, we have focused on expanding software support for our touch-enabling
technology. We have developed software that enables users to automatically feel icons, menus and other objects in softwarerunning in
Windows 98, Windows 2000 and Windows Me applications or on Web pages accessed through Internet Explorer and Netscape Navigator. We
offer specialized authoring tools that simplify adding touch sensationsto software applications and Web pages. Our Visual Basic tutoria allows
developers to add Immersion TouchSense technology to their Microsoft Visual Basic applications using the Immersion Web ActiveX Control.
We also are promoting an efficient file format, called ".ifr," to facilitate the creation and storage of custom touch sensations. In addition, our
software technology works with the Flash, Shockwave and Dreamweaver standards from Macromedia

Expand Market Awareness. We promote adoption of our touch-enabling technology by increasing market awareness among peripheral device
manufacturers, software developers and consumers. We devote significant resources to working directly with our licensees to encourage and
assist their product development efforts. We encourage software devel opers to add touch-enabled content to their applications by providing
them with our authoring tools and technical support. As part of our license agreements, we typically require our licensees to use our trademarks
and logos to create brand awareness among consumers. We also devote significant resources to promote our brands.

Develop and Protect Touch-Enabling Technology. Immersion and its wholly-owned subsidiaries hold more than 95 issued patents and 230
pending patent applications in the U.S. and abroad covering various aspects of their hardware and software technologies, including
touch-enabling technology. Our success depends on our ability to license and commerciaize our intellectual property andto continueto expand
our intellectua property portfolio. We devote substantial resources to research and development and are engaged in projects focused on
expanding the scope and application of our technologies. We have also secured technology by acquisition. We intend to continue to invest in
technology development and potential acquisitions and to protect our intellectual property rights.

RECENT ACQUISITIONS

We completed three acquisitions in 2000. In the first quarter of 2000, we acquired Immersion Canada, formerly Haptic Technologies, a
corporation with approximately 20 employees based in Montreal, Canada. Employeesof Immersion Canadaplay akey role in the development
of our software applications, tools and application program interfaces. This software is used in our computing and entertainment, and
automotive applications.

In thethird quarter of 2000, we completed the acquisition of Immersion Medical, formerly HT Medical Systems, a corporation with
approximately 60 employees based in Gaithersburg, Maryland. Immersion Medical designs, manufactures and sells computer-based medical
simulators that allow medical professionals to practice procedures without using animals or cadavers, or placing patients at risk. Immersion
Medical's products integrate proprietary computer software and tactilefeedback robotics with low-cost and high-power graphics computers to
achieve highly realistic simulation systems. Immersion Medical's three key simulation
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product lines address intravenous catheterization, endovascular interventions and endoscopy. All are comprised of software modules, an
interface device and a hardware platform. Immersion Medical's strategy isto sell hardware systems to customers, followed by sales of multiple
software packages for specific medical procedures.

We also completed the acquisition of Virtual Technologies in thethird quarter of 2000. Virtual Technologies, a corporation with approximately
15 employees based in Palo Alto, California, designs, manufactures and sells hardware and software technologies used in high-end simulation,
mechanical computer-aided design, visualization and motion-capture applications, as well as research. Virtual Technologies whole-hand
sensing gloves, whichinclude CyberGlove, CyberGrasp and CyberForce, are sophisticated hand-measurement devices that accurately measure
the position and orientation of a user'shand and fingers and, when used in conjunction with Virtual Technologies' software, map these
measurements to a graphical hand on a computer screen. This allowsusers to "reach in and grab” digital objects in a software application asif
they were physical objects. Virtual Technologies' current software products include the VirtualHand(R) Suite 2000 and SimStudio(TM).
VirtualHand Suite 2000 is a softwaretoolkit that helps users integrate Virtual Technologies hardware products into their own applications.
SimStudio is a software tool used for verifying, testing and eval uating three-dimensional digital models in real-time.

MARKET APPLICATIONS

While we believe that our technologies are broadly applicable, we are currently focusing our marketing and business development activities on
the followingtarget application aress:

Computing and Entertainment. We initially licensed our intellectual property for touch-enabling technologiesfor consumer gaming peripherals
in 1996, under thel-Force(R) trademark. Whileour licensees continueto market gaming-related goods under thel-Force mark, we are in the
process of transitioning our branding to the TouchSense mark, which extends beyond gaming to all aspects and applications of our
haptics-related products and services. We have licensed our TouchSense intellectual property to over 16 peripheral manufacturers, including
Logitech and Microsoft. According to PC Data, touch-enabled joysticks accounted for approximately 6% of the domestic PC joystick sales by
unit volumein 1998, 10% of the domestic PC joystick sales by unit volumein 1999, and 12% of the domestic PC joystick sales by unit volume
in 2000. In addition, we have developed TouchSense technologies for gaming applications designed specifically for arcade and location-based
entertainment markets. We intend to expand our TouchSense licensing business to include new product categories for the personal computer
platform and to target additional gamingplatforms.

In order to bring touch-enabling technology to every desktop, wehave targeted the general purpose personal computer market. To addressthis
large opportunity, we devel oped a touch-enabling technology designed for cursor control products that enables all the basic functionality of a
traditional mouse but also presents information to the sense of touch. In 1998, we entered intoa license with Logitech under which Logitech
sells computer mice incorporating our touch-enabling technology. Logitech launched the first computer mouse incorporating our touch-enabling
technol ogies, the WingMan(R) Force Feedback Mouse, during thefourth quarter of 1999. In September 2000, Logitech launched two new
lower-cost, touch-enabled mouse products, theiFeel(TM) Mouse and the iFeel(TM) MouseMan(R), each of which istargeted for use with
general-purpose computer applications, such asbusiness productivity and Web applications. The iFeel Mouselists for $39.95 and the iFeel
MouseMan listsfor $59.95. To date, Logitech hassold over 250,000 units of its touch-enabled iFeel mice. In addition to Logitech, we have
also partnered with Kensington, enabling Kensington to sell touch-enabled miceand trackballs under the Kensington and Gravis brand names.
Finally, we have also announced a licensing partnership with Primax Electronics, enabling Primax Electronics to produce touch-enabled
computer mice using Immersion'spatented TouchSense technology.

Medical Simulation. We have devel oped numeroustechnologies that can be used for medical training and simulation. By enabling computers to
deliver touch sensationsto users, our technologiescan support realistic simulationsthat are effective in teaching medical students and doctors
what it feelsliketo perform a given procedure. The useof our simulators allow healthcare providers to practice procedures in an
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environment that poses no risksto patients, where mistakes have no dire consequences and animal or cadaver use is avoided. We partner with
leading medical technology companies, such as Medtronic, to develop applications that closely simulate not only the look, but also the feel of
performing an actual medical procedure, allowing doctors to safely practice and perfect techniques before they start performing operations on
patients.

Professiona and Industrial. In recent years there has been a proliferation of automotive sub-systemswhich aredirectly accessed by drivers and
passengers. These includeradio, CD, navigation, telephone and climate control systems, among others. Asaresult, there hasbeen a
corresponding increase in the number of physical control devices in theautomotive cockpit. This clutter may be hazardous to the extent it
distracts thedriver's attention. Our TouchSense control knob controls multiple systems and has a different feel for each systemto allow the
driver to identify tactilely which systemis being controlled. The resultisa simpler, more easily-accessed control environment. We have
licensed our automotive control knob technology to BMW, which hasindicated that it intends to introduce the TouchSense control knobin
future models. We are also working with several other major automobile manufacturers who have expressed interest in touch-enabled
automobile controls.

In addition to automotive control knobs, we manufacture and sell specialized computer peripherals that are not touch-enabled, but incorporate
related advanced computer peripheral technologies. These specialized peripherals includethe Softmouse, a high performance,
non-touch-enabled mouse optimized for use in geographic information systemsand mapmaking, and PinPoint, a stereotactic arm used to enable
image-guided biopsies and radiation therapy.

Three-Dimensiona Capture and Interaction. A major focus of our effortsin this areais computer peripheralsthat we manufacture and sell and
which are targeted at three-dimensional computer imaging applications. These include the MicroScribe-3D product line and the recently
introduced LightScribe-3D product. Both allow users to capture three-dimensional computer models directly from physical objects. The
MicroScribe-3D products contain sensor and microprocessor technologiesthat allow users to digitize physical objects simply by tracing their
contours with a stylus. A computer records the three-dimensional geometry of the object and reproduces it on the screen asa three-dimensional
computer model. The LightScribe-3D achieves a similar result using a cameraand a hand-held laser to generate high-quality, fully-textured
three-dimensional models of physical objects. The LightScribe-3D simplifies thecreation of three-dimensional interactive content, especially
three-dimensional content intended for display on Web pages. The MicroScribe product line is designed to support the needs of game
developers, engineers, animators, filmmakers, industrial designers and other professionals who need to create redlistic three-dimensional
computer images quickly and easily. The LightScribe product is designed for animators, Web designers and developers.

Another focus of our effortsis our CyberGlove, CyberGrasp and CyberForce line of touch-enabled gloves and our three-dimensional interaction
software products, including VirtualHand Suite 2000 and SimStudio, that simulate the manipulation of objects in three-dimensional
environments. Our CyberGlove line of whole-hand sensing gloves and three-dimensional software products are used in research applications
and in high-end simulation, mechanical computer-aided design, visualization and motion-capture applications to improve the product

devel opment process.

TECHNOLOGIES AND PRODUCTS

Technology Licensing. We currently license our intellectual property to manufacturers which produce peripheral devices incorporating our
touch-enabling technologies. In general, our licenses permit manufacturersto produce only a particular category of product withina specified
field of use. Our basic licensing model includes a per unit royalty paid by the manufacturer that is a percentage of the wholesale selling price of
the touch-enabled product. In addition, thelicensee generally must abide by a branding obligation. The prominent display of the TouchSense
logo on retail packaging generates customer awareness for our technologies.

Computing and Entertainment Products. We license our intellectual property to manufacturers which incorporate our touch-enabling
technologies into variouscomputer peripheral devicestargeted at the personal computer platform. Currently, there are anumber of consumer
joysticks sold using TouchSense technology,
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including the Wingman Force 3D from Logitech, the Sidewinder Force Feedback 2 from Microsoft, the Force Feedback Joystick from
Guillemot and the TopShot Force Feedback from AVB. There are also a number of steering wheel gaming peripheraslicensed under the
TouchSense brand, including the Wingman Formula Force GP from Logitech, the Force Feedback Racing Wheel from Guillemot and the
Sidewinder Force Feedback Whed from Microsoft. Logitech began selling its latest line of touch-enabled computer mice, the iFeel Mouse and
the iFeel MouseMan, in September 2000. These products automatically allow usersto feel many of the basic desktop controls in Windows 98,
Windows 2000 and Windows Me and standard interface elements of Web pages accessed through Internet Explorer and Netscape Navigator.

Demand for computer peripheral devices incorporating our touch-enabling technol ogies depends on the existence of software applications and
Web pages that take advantage of these devices. The development of such softwarelikewise depends on the existence of an installed base of
touch-enabled hardware devices. We have addressed this interdependency of hardware and software solutionsin two ways. First, we have
developed end-user software that isincluded with Logitech's touch-enabled mice at no additional cost, and which automatically adds touch to
many of the basic Windows 98, Windows 2000 and Windows Me controls. Second, we have developed and provided to developersand end
users software authoring tools that help programmers add touch-enabled content to software applications and Web pages.

To improvethe performance and to help reduce the cost of gaming and periphera products manufactured by our licensees, we have developed
our custom Immersion Processors. Our microprocessors contain circuitry to work with low cost sensorsused in touch-enabled gaming and
peripheral products, and have been designed to streamline processing of information sent between a personal computer and a touch-enabled
computer periphera product. We believe that these microprocessors are cost-effective componentsthat allow our licenseesto reduce their costs
of goods and the amount of custom development that they must perform to bring a product to market, speeding their devel opment cycle.
Immersion Processors are manufactured for us solely by Kawasaki LSI, with whichwe have entered into an ASIC Design and Development
Agreement that remains in effect until cancelled by either party. We purchase the Immersion Processors from Kawasaki LS| and sell themto
those licensees that want to use the microprocessors in their gaming products. We generally warrant our microprocessors to conform to our
specifications and to be free from defects in materials and workmanship for a period of one year from delivery, and Kawasaki LS| extendsa
similar warranty to us.

Medica Products. We have three medical simulation product lines: our CathSim(R) Vascular Access Simulator, which simulates intravenous
catheterization; our AccuTouch Endoscopy(R) Simulator, which simulates endovascular interventions; and our AccuTouch(R) Endovascular
Simulator, which simulatesendoscopy. These devices are used for training purposes and enable clinicians to feel simulations of sensations
experienced during medical procedures, such asencountering an unexpected obstruction in an artery. All are comprised of software modules, an
interface device and a hardware platform. We sell hardware systemsranging from $6,000 to $30,000, which may be followed by additional
sales of software. We design each product line to maximize the number of procedures that can be simulated. The relatively low price of our
software modules provides an opportunity for repeat sales.

Automoative Controls. We have devel oped TouchSense technology appropriate for usein automobile dashboards. We have begun effortsto
license this technology to automaobile manufacturers and automobile component suppliers. BMW has taken a license to our TouchSense knob
technology for usein the dashboard controls of certain of its upcoming automobiles. We have also formed a strategic partnership with ALPS
Electronics, aleading automotive component supplier, as part of a strategy to speed adoption of our TouchSense technologies acrossthe
automotive industry. We are also working withseveral other major automobile manufacturers who have expressed interest in touch-enabled
automobile controls.

Whole-Hand Interfaces. We manufacture and sell the CyberGlove, a glove that accurately measures the movement of a user's hand and, used in
conjunction withour software, maps it to a graphical hand on the computer screen. Users can "reach in and grab” digital objects similar to
physical objects. CyberTouch(TM) isa CyberGlove with a vibro-tactile feedback option that provides users with tactile cues when they
manipulate digital objects. CyberGrasp is an option for the CyberGlove that adds force-feedback to the fingertips. With CyberGrasp users can
feel the three-dimensional graphical objects being manipulated on the screen.
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CyberForce isan enhanced, grounded force-feedback product, which wasintroduced in thefourth quarter of 2000. Incorporating our
TouchSense technologies, CyberForce alows users to better sense immovable objects, as well asinertia, by restricting arm movement.

Our software products for our whole-hand interfaces include the VirtualHand Suite 2000 and SimStudio. Virtual Hand Suite 2000 is a software
toolkit that helps users integrate our whole-hand interface products into specific applications. Besides incorporating algorithms for real-time,
three-dimensional object manipulation, thetoolkit provides collision-detection capabilities that are essential for assembly tasks. The toolkit also
computes theinformation required for directing forces to the user. Our recently released, SimStudio is a software tool used for verifying, testing
and evaluating three-dimensional digital modelsin real-time. It allows for thedirect import of three-dimensional data from multiple sources,
such as SolidWorks(R) and 3D Studio(R), to construct functional digital prototypes.

HAPTICS -- THE SCIENCE OF TOUCH SIMULATION

Touch or feel smulation, also known as force feedback, haptic feedback or force reflection, refersto thetechnique of adding touch sensations
to computer hardware and software by imparting physical forces upon the user's hand. These forces are imparted by actuators, usually motors,
that are incorporated into consumer peripheral devices such as mice, joysticks, steeringwheels or gamepads, or into more sophisticated
interfaces designed for industrial, medical or scientific applications. Touch-enabled peripheral devices canimpart to usersphysical sensations
like rough textures, smooth surfaces, viscous liquids, compliant springs, jarring vibrations, heavy massesand rumbling engines.

Asauser manipulates atouch-enabled device, such as ajoystick, motors withinthe device apply computer-modulated forces that resist, assist
or otherwise enhance the manipulations. These forces are generated based on mathematical models that simulate the desired sensations. For
example, whensimulating the feel of arigid wall with aforce feedback joystick, motors withinthe joystick apply forces that ssimulate thefed of
encountering the wall. Asthe user movesthe joystick to penetrate the wall, the motors apply aforce that resists the penetration. The harder the
user pushes, the harder the motors push back. The endresult is a sensation that feelslike a physical encounter withan obstacle.

The mathematical models that control the motors may be simple modulating forces based on a function of time, such asjolts and vibrations, or
may be more complex modulating forces based on user manipulations such as surfaces, textures, springs and liquids. Complex sensations can be
created by combining a number of simpler sensations. For example, a series of simulated surfaces can be combined to give the seamlessfeel of
acomplex object like a sports car. Textures can be added to these complex surfaces so that thewindshield of the sportscar feels smooth and its
tires feel rubbery.

Most computer interface devices, such as miceand joysticks, areinput-only devices, meaning that they track a user's physical manipulations but
provide no manual feedback. As aresult, information flowsin only one direction, fromthe peripheral to the computer. Touch-enabled devices
are input-output devices, meaning that they track a user'sphysical manipulations (input) and provide realistic physical sensations coordinated
with on-screen events (output).

SALES, MARKETING AND SUPPORT

With respect to certain high-volume applications for our technologies, we establish licensing relationships. In other lower-volume applications,
we sell our products through our direct sales efforts or indirectly through distributors and value-added resellers. Aspart of our strategy to
increase our visibility and promote our touch-enabling technology, our license agreementsgenerally require our licensees to display the
TouchSense logos on licensed products they distribute.

With respect to intellectual property licensing, we have focused our marketing activities on developing relationships with potential licensees
and on participating with existing licenseesin their marketing and sales efforts. To generate awareness of our technologies and our licensees
products, we participate in industry trade shows, maintain ongoing contact withindustry press and provide product information over our Web
site.
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With respect to medical simulation, we employ adirect salesforce that markets simulation systemsto hospitals, health management
organizations, nursing schools, medical schools, emergency medical technician training programs, the military and other organizations involved
in procedural medicine. We have approximately ten sales representatives in the United States and two sales representatives in Europe. In Asia,
we also work with a network of distributors. We have distributors in most major Asian markets, including those in Japan, South Korea,
Malaysia and Singapore. Our sales force is aso augmented through co-marketing arrangements with strategic partners.

A focus of our marketing effortsisto promote the adoption of our touch-enabling technology by software and Web developers to facilitate the
implementation of touch sensations into software applications. We have developed the Immersion TouchSense Developer Toolkit, which
contains our software authoring tools, as well as documentation, tutorials and software files containing sample touch sensations. We currently
distribute this software to software developers at no cost. Our software support staff also works closely with devel opers to assist them in
developing compelling touch-enabled applications.

We believe that it isimportant to increase awareness of our touch-enabling technology among potential end users. To this end, we have engaged
inaseries of public relations, marketing and promotional campaigns. The goal of these efforts isto create consumer awareness of the benefits
of touch-enabling technologies. Our sales and marketing expenses were$11.0 million in 2000, $3.5 million in 1999, and $1.6 million in 1998.

RESEARCH AND DEVELOPMENT

Our success depends on our ability to improve, and reduce the costs of, our technologies in atimely manner. We have assembled a team of
highly skilled engineerswho possess experience in thedisciplines required for touch-enabling technology development, including mechanical
engineering, electrical engineering and computer science.

Our research and devel opment expenses were $7.3 million in 2000, $5.5 millionin 1999, and $5.2 million in 1998. Our research and
development efforts have been focused on technology development, including hardware, software and designs. We have entered into numerous
contracts with government agencies and corporations that help fund advanced research and development. Our government contracts permit us
to retain ownership of the technology developed under the contracts, provided that we provide the applicable government agency alicense to
use thetechnology for non-commercial purposes.

COMPETITION

With respect to touch-enabled consumer products, we are aware of several companies that claim to possess force feedback technology
applicable to the consumer market, but we are not aware that any of these companies or their licensees have introduced touch-enabled products.
Several companies also currently market force feedback products to non-consumer markets and could shift their focus to the consumer market.
In addition, our licensees may develop products that compete with products employing our touch-enabling technology but are based on
alternative technologies. Many of our licensees, including Microsoft and Logitech, and other potential competitors have greater financial and
technical resources upon whichto draw in attempting to develop computer peripheral technologiesthat do not make use of our touch-enabling
technol ogy.

Our competitive position is partially dependent on the competitive positions of our licenseesthat pay a per-unit royalty. Our licensees markets
are highly competitive. We believe that the principal competitive factors in our licensees markets include price, performance, user-centric
design, ease of use, quality andtimeliness of products, as well as the manufacturer's responsiveness, capacity, technical abilities, established
customer relationships, retail shelf space, advertising, promotion programs and brand recognition. Touch-related benefits in such marketsmay
be viewed simply as enhancements and compete with non-touch-enabled technol ogies.

There are several companies that currently sell high-end simulation products that compete withour professional and industrial, and medical
products, including Simbionics. The principal bases for competition in
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these markets aretechnological sophistication and price. We believe we compete favorably on these bases. With respect to our whole-hand
sensing gloves, we have several competitorsincluding Fifth Dimension Technologies and Nissho Electronics.

Our microprocessors have been optimized to work with low cost sensorsused in touch-enabled gaming and periphera products and to
streamline processing of information sent between a personal computer and a touch-enabled gaming or computer peripheral product. Currently,
semiconductor companies, including Mitsubishi and ST Microel ectronics, manufacture products that compete with the Immersion Processors.

INTELLECTUAL PROPERTY

Werely on a combination of patents, copyrights, trade secrets, trademarks, employee and third-party nondisclosure agreements and licensing
arrangements to protect our intellectual property. We consider our ability to protect our intellectual property to be critical to our success.

Immersion and its wholly-owned subsidiaries hold more than 95 issued patentsand 230 pending patent applications in the U.S. and abroad
covering various aspects of their hardware and software technologies. Our current U.S. patents expire between theyears 2011 and 2018. Our
faillureto obtain or maintain adequate protection for our intellectual property rights for any reason could hurt our competitive position. Patents
may not issue from the patent applications that we have filed or may file. Our issued patentsmay be challenged, invalidated or circumvented,
and clamsof our patents may not be of sufficient scope or strength, or issued in the proper geographic regions, to provide meaningful
protection or any commercial advantage.

In addition, othersmay attempt to develop technologies that are similar or superior to our technologies, duplicate our technologiesor design
around our patents. Effective intellectual property protection may be unavailable or limitedin some foreign countries. Despite our efforts to
protect our proprietary rights, unauthorized parties may attempt to copy or otherwise use aspects of our methods and devices that it regards as
proprietary. From timeto time, we will need to litigate in order to protect or enforce our intellectual property rights. Litigation may be costly,
time-consuming and a distraction to management, and could result in the impairment or loss of portions of our intellectual property. If our
intellectual property protection isinsufficient to protect our intellectual property rights, we could face increased competition in the market for
our technologies or be unable to persuade or require companies to enter into royalty-bearing license arrangements.

We have acquired patentsfrom third parties and also license some technologies from third parties. We must rely upon the owners of the patents
or the technologiesfor information on the origin and ownership of the acquired or licensed technologies. As aresult, our exposure to
infringement claims may increase. We generally obtain representations as to theorigin and ownership of acquired or licensed technology and
indemnification to cover any breach of these representations. However, representations may not be accurate andindemnification may not
provide adequate compensation for breach of the representations.

From time to time, we have received claims fromthird parties that our technologies, or those of our licensees, infringe theintellectual property
rights of these third parties. After examination of these claimsand consultation with counsel, we believe that these claims are without merit. To
date, none of these companies has filed a legal action against us. However, these or other mattersmight lead to litigation costsin the future.
Intellectual property claims, whether or not they have merit, could be time-consumingto defend, cause product shipment delays, require us to
pay damages, or require usto cease utilizing the technology unless we can enter into royalty or licensing agreements. Royalty or licensing
agreements might not be available on terms acceptableto usor at all. Furthermore, claims could also result in claims from our licensees under
the indemnification provisions of their agreements with us.

EMPLOYEES

Asof December 31, 2000, we had 162 full-time and 6 part-time employees, including 59 in research and development, 58 in sales and
marketing and 51 in finance, administration and operations. Asof that date, we also had 1 independent contractor. None of our employeesis
represented by alabor union, andwe consider our employee relationsto be good. Competition for qualified personnel in our industry is
extremely intense, particularly for engineers and technical staff. Our future success will depend in part on our continued ability to attract, hire
and retain quaified personnel.
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EXECUTIVE OFFICERS

The following table sets forth information regarding our executive officers as of March 1, 2001:

NANVE POSI TION W TH THE COVPANY ACE

Robert O Malley........ ... ... .. ... ....... Presi dent and Chief Executive O ficer, Director 55
Louis Rosenberg, Ph.D. ................... Chairman, Director 31
Victor Miegas. ... ..., Vice President, Finance and Chief Financial

O ficer 43
J. Stuart Mtchell........................ Executive Vice President, Business G oups 47
Bruce Schena.......... ... .. .. .. ... .. ... ... Vice President, Chief Technology Oficer 36
Kenneth Martin........... ... .. .. .. ........ Vi ce President, Engineering 35
Bhartendu Parekh.......................... Vice President and CGeneral Manager, Conputing and

Ent ert ai nnent G oup 41
Craig Factor......... ... i General Counsel and Secretary 32

Mr. Robert O'Malley hasserved as our President and Chief Executive Officer since October 2000. From June 1999 to July 2000, he served as
president of Intermec Technologies Corporation, a supply chain management company, a subsidiary of Unova, Inc, an industrial technologies
company. From May 1995 to June 1999, Mr. O'Malley held severa executive positions at MicroAge, aninformation technol ogies company,
and its wholly-owned subsidiary Pinacor, a distributor of communications product solutions, including serving as its chief executive officer
from March 1998 until June 1999 and President of MicroAge from November 1996 until February 1998. From 1976 to 1995, Mr. O'Malley
held a variety of management positions at IBM, an information systems company, including general manager of desktop systemsfrom
September 1994 to February 1995. Mr. O'Malley holds abachelor of science degreein aeronautical engineering fromthe University of
Minnesota, and a master of business administrationfrom Arizona State University. Mr. O'Malley is a board member of the University of North
Dakota Aerospace Foundation, serves on the board of regents of Brophy College Preparatory, and isa member of the Global Advisory Council
for Thunderbird Graduate School of International Management. Mr. O'Malley served as a captain in the United States Air Force from 1967 to
1973.

Dr. Louis Rosenberg isafounder of Immersion and has served as Chairman since May 1993. Dr. Rosenberg also served as our President and
Chief Executive Officer from May 1993 until October 2000. Since April 1997, Dr. Rosenberg has also served as a manager of MicroScribe
LLC, alicensing company in whichwe hold a membership interest. Dr. Rosenberg holds bachelor of science, master of science and doctorate
degrees in mechanical engineering from Stanford University. Dr. Rosenberg currently servesas a director of the Humane Society of Silicon
Valley.

Mr. Victor Viegas has served asour Chief Financia Officer and Vice President, Finance since August 1999. From June 1996 to August 1999,
he served as vice president, finance and administration and chief financia officer of Macrovision Corporation, a developer and licensor of
video and software copy protection technologies. From October 1986 to June 1996, he served as vice president of finance and chief financial
officer of Balco Incorporated, a manufacturer of advanced automotive service equipment. He holds a bachelor of science degree in accounting

and a master of business administration degree from Santa Clara University. Mr. Viegasis aso acertified public accountant in the State of
Cdifornia.

Mr. J. Stuart Mitchell hasserved as our Executive Vice President, Business Groups since August 2000. From August 1999 to August 2000, Mr.
Mitchell, served as our Vice President, Business Development. From February 1987 to February 1999, Mr. Mitchell served asvice president of
sales and marketing, systemsproducts division and vice president of worldwide technology licensing business for Adobe Systems, Inc., a
technology licensing desktop publishing and graphics software company. From May 1982 to January 1987, Mr. Mitchell served in various sales
and marketing management positions for Zentec Corporation, a computer systemsand display terminal company and, from April 1977 to April
1982, Mr. Mitchell servedin various sales and marketing positions for Xerox Corporation, an information technology and document systems
company. Mr. Mitchell holds a bachelor of sciencedegree in engineering physics with a minor in business from the University of Colorado,
Boulder.
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Mr. Bruce Schenahasserved as our Vice President, Chief Technology Officer since January 1995. From January 1995 to February 2000, Mr.
Schena served as amember of our board of directors. From January 1995 to October 2000, Mr. Schenaalso served as our Secretary. Since
April 1997, Mr. Schena has also served as a manager of MicroScribe LLC, alicensing company in which we hold a membership interest. From
June 1993 to December 1994, Mr. Schena consulted for Pandemonium Product Development, a product design company owned by Mr. Schena.
Mr. Schena holds bachelor of science and master of science degrees in mechanical engineering from Massachusetts I nstitute of Technology and
a degree of engineer in mechanical engineering from Stanford University.

Mr. Kenneth Martin has served as our Vice President of Engineering since February 2000. From April 1996 to February 2000, Mr. Martin
served asour Director of Product Development. From June 1994 to April 1996, Mr. Martin served as a design engineer at IDEO Product
Development Inc., a product design company. From 1994 to 1998, he also served as a lecturer in the design division of the mechanical
engineering department of Stanford University. Mr. Martin holds a bachelor of applied science degree from the University of Toronto and a
master of science degree in manufacturing systemsengineering from Stanford University.

Mr. Bhartendu Parekh has served asour Vice President and General Manager of our Computing and Entertainment Group since February 2001.
From December 1998 to January 2001, Mr. Parekh served in several marketing positions at Gateway, apersonal computer company, including
marketing director for Asia. FromJanuary 1996 to November 1998, Mr. Parekh was with Fujitsu PC Corporation, a personal computer
corporation and a division of Fujitsu Limited. During Mr. Parekh's tenure at Fujitsu PC, he served as a director of product marketing and
director of marketing & strategic planning. Mr. Parekh holds a master of science in computer science from Wayne State University and a
bachelor of science in electrical engineering from Sardar Patel University, India.

Mr. Craig Factor has served as our General Counsel since September 1997 and Secretary since October 2000. From January 1995 to January
1997, Mr. Factor wasan associate at the law firm of Wilson Sonsini Goodrich & Rosati. From September 1993 to January 1995, Mr. Factor
was an associate at thelaw firm of Wiley, Rein & Fielding. Mr. Factor holds a bachelor of arts degreein social studies from Harvard University
and ajuris doctorate degree from the Duke University School of Law.

RISK FACTORS

THE MARKET FOR TOUCH-ENABLING TECHNOLOGIES AND TOUCH-ENABLED PRODUCTSIS AT AN EARLY STAGEAND IF
MARKET DEMAND DOESNOT DEVELOP, WE MAY NOT ACHIEVE OR SUSTAIN REVENUE GROWTH.

The market for our touch-enabling technologies, and our and our licensees' touch-enabled products is at an early stage. If we and our licensees
are unable to devel op demand for touch-enabling technologies and touch-enabled products, we may not achieve or sustain revenue growth. We
cannot accurately predict the growth of the markets for these technologies and products, the timing of product introductions or thetiming of
commercial acceptance of these products. We are currently working to increase the demand for these technologies and products in the following
five principal application aress:

- cursor control peripherals, such as touch-enabled miceand trackballs, for use with personal computers;

- touch-enabled medical simulatorsthat can be used for training and skills assessment for procedures such as catheterization, bronchoscopy and
sigmoidoscopy;

- touch-enabled peripherals for computer gaming on personal computersand dedicated gaming consoles, such as Sony's PlayStation(R) 2;
- touch-enabled automotive interfaces; and
- touch-enabled, whole-hand sensing gloves, such as our CyberForce product.

Even if our touch-enabling technologies and our and our licensees touch-enabled products are ultimately widely adopted, widespread adoption
may take a long time to occur. The timing and amount of royalties and
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product sales that we receive will depend on whether the products marketed achieve widespread adoption and, if so, how rapidly that adoption
occurs. We expect that we will need to pursue extensive and expensive marketing and sales effortsto educate prospective licensees and end
users about the uses and benefits of our technologies and to persuade software developers to create software that utilizes our technologies.

WE HAD AN ACCUMULATED DEFICIT OF $37.7 MILLION AS OF DECEMBER 31, 2000, WILL EXPERIENCE LOSSESIN
THE FUTURE AND MAY NOT ACHIEVE OR MAINTAIN PROFITABILITY.

Since 1997, we haveincurred lossesin every fiscal quarter, and we expect losses through at least the third quarter of 2001. Wewill need to
generate significant revenue to achieveand maintain profitability. We may not achieve, sustain or increase profitability in the future. We
anticipate that our expenses will increase substantially in the foreseeable future as we:

- attempt to expand the market for touch-enabled products;

- increase our sales efforts;

- incur additional expensesrelated to the operation of businesses we have acquired or will acquire;
- continueto develop our technologies;

- pursue strategic relationships; and

- protect and enforce our intellectual property.

If our revenues grow more slowly than we anticipate or if our operating expenses exceed our expectations, we may not achieveor maintain
profitability.

THE RECENT SLOWDOWN IN PERSONAL COMPUTER SALES MAY LEAD TO A REDUCTION IN SALES OF OUR LICENSEES
TOUCH-ENABLED PERIPHERAL PRODUCTS, SUCH AS TOUCH-ENABLED MICE AND JOY STICKS, WHICH MAY ADVERSELY
AFFECT OURROYALTY REVENUE.

In the past several months, large personal computer manufacturers have announced slower than anticipated sales of personal computers. This
slowdown in personal computer salesmay adversely affect sales of our licensees royalty-bearing, touch-enabled peripheral products, such as
touch-enabled mice and joysticks, that are used with personal computers. The slowdown affecting personal computer companies may also make
it more difficult to convince such companies to incorporate a touch-enabled mice product into their product lines. The impact of this downturn
on our royalty revenue may be more pronounced if a significant cause of thistrend is areduction in theamount that individualsand companies
have budgeted for personal computer-related devices, such as touch-enabled mice, rather than saturation of the market for personal computers
generaly.

WE MAY BE UNABLE TO INCREASE SALES OF OURMEDICAL SIMULATION DEVICESIF, ASA RESULT OF THE CURRENT
ECONOMIC SLOWDOWN OR OTHER FACTORS, WE ARE UNABLE TO PERSUADEHOSPITALS TO PROVIDEIN THEIR
BUDGETS FOR PURCHASES OF THESE NEW MEDICAL SIMULATION DEVICES.

Our medical simulation products, such as our AccuTouch Endoscopy Simulator and our AccuTouch Endovascular Simulator, have only
recently begun to be used by hospitalsand medical schools to train healthcare professionals. Asaresult, there is often no alocation in the
existing budgets of these training facilities for such simulation devices. To increase sales of our simulation devices, we must, in addition to
convincing training facility personnel of the utility of thedevices, persuade them to include a significant expenditure in their budgets. If these
training facilities are unwilling to budget for simulation devices or reduce their budgets asaresult of current economic slowdown,
cost-containment pressures or other factors, we may not be able to increase sales of medical simulators at asatisfactory rate.
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REDUCED SPENDING BY CORPORATE RESEARCH AND DEVELOPMENT DEPARTMENTS MAY ADVERSELY AFFECT
SALES OF OUR THREE-DIMENSIONAL CAPTURE AND INTERACTION PRODUCTS.

We believe that the current economic downturn has lead to a reduction in corporations budgets for research and development in severa sectors,
including the automotive and aerospace sectors, that use our three-dimensional capture and interaction products. Salesof our three-dimensional
capture and interaction products, including our CyberGlove line of whole-hand sensing gloves and our MicroScribe line of three-dimensional
digitizers, may be adversely affected by these cutsin corporate research and devel opment budgets.

AUTOMOBILES INCORPORATING OUR TOUCH-ENABLING TECHNOLOGIES ARE SUBJECT TO LENGTHY PRODUCT
DEVELOPMENT PERIODS, MAKING IT DIFFICULT TO PREDICT WHEN AND WHETHER WE WILL RECEIVE PER UNIT
AUTOMOTIVE ROYALTIES.

The product development process for automobiles is very lengthy. We do not earn per unit royalty revenue on our automotive technologies
unless, and until, automobiles featuring our technologies are shipped to customers, which can be several years after we enter into an agreement
with an automobile manufacturer. During the entire product development process, we face the risk that an automobile manufacture may delay
the incorporation or choose not to incorporate our technologiesinto its automobiles, making it difficult for usto predict the per unit automotive
royalties we may receive.

THE MARKET FOR OUR LIGHTSCRIBE-3D PRODUCT, AN OPTICALLY-BASED, THREE-DIMENSIONAL DIGITIZER, ISAT AN
EARLY STAGE, AND OUR PRODUCT REVENUES MAY NOT GROW IF MARKET DEMAND DOESNOT DEVELOP.

We recently introduced our LightScribe-3D product, which usesa video camera, hand-held laser stylus, and specialized image processing
software to allow users to create three-dimensional images of objects. The LightScribe-3D is being marketed for the creation of high-quality,
fully-textured, three-dimensional models that can be displayed and manipulated on Web pages. The market for digitizers to facilitate the
creation of such three-dimensional Web contentis at an early stage and has been adversely affected by the economic downturn affecting
Web-based retailers. If demand does not develop we may not be able to grow our product revenues.

THE INTEGRATION OF IMMERSION MEDICAL AND VIRTUAL TECHNOLOGIES MAY BE DIFFICULT TO ACHIEVE,
WHICH MAY ADVERSELY AFFECT OPERATIONS.

In thethird quarter of 2000, we completed the acquisition of Immersion Medical, a corporation with approximately 60 employees based in
Gaithersburg, Maryland and Virtual Technologies, a corporation with approximately 15 employees based in Palo Alto, California. Immersion,
Immersion Medical and Virtual Technologies have operated independently in the past. The combination of these three businesses may be
difficult. If wefail to integrate the businesses successfully the operating results of the combined company could be adversely affected and the
combined company may not achieve the benefits or operating efficiencies that we hope to obtain fromthe acquisitions. Moreover, we do not
know whether the products, systemsand personnel of the three companies will be fully compatible.

WE HAVE LIMITED EXPERIENCE MARKETING AND SELLING THE PRODUCTS OF OUR RECENTLY ACQUIRED
SUBSIDIARIES, AND IF WE ARE UNSUCCESSFUL IN MARKETING AND SELLING THESE PRODUCTSWE MAY NOT ACHIEVE
OR SUSTAIN PRODUCT REVENUE GROWTH.

Immersion has limited experience marketing and selling medical simulation or high-end simulation products either directly or through
distributors. The success of our efforts to sell Immersion Medical's medical simulation products and Virtual Technologies' glove-based
simulation products will depend upon our ability to establish a qualified sales force and establish relationships with distributors. Our current
sales and marketing staff is very limited, and we must attract and retain qualified personnel to direct the sales and marketing of our ssimulation
products. We may not be successful in attracting and retaining the personnel necessary to sell and market our simulation products successfully.
There is no assurance that our direct selling effortswill be effective, distributors will market our products successfully or, if our relationships
with distributors terminate,
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we will be able to establish relationships with other distributors on satisfactory terms, if at all. Any disruption in thedistribution, sales or
marketing network for our simulation productscould have a material adverse effect on our product revenues.

WE HAVE IN THE PAST, AND MAY IN THE FUTURE, ENGAGE IN ACQUISITIONS THAT DILUTE STOCKHOLDERS
INTERESTS, DIVERT MANAGEMENT ATTENTION OR CAUSE INTEGRATION PROBLEMS.

Aspart of our business strategy, wehave in thepast acquired, and may in thefuture acquire, businesses or intellectual property that wefeel
could complement our business, enhance our technical capabilities or increase our intellectual property portfolio. We recently completed the
acquisitions of Immersion Medical and Virtual Technologies. If we consummate acquisitions through an exchange of our securities, our
stockholders could suffer significant dilution. Acquisitions could also create risksfor us, including:

- unanticipated costs associated with the acquisitions;

- useof substantial portions of our available cash to consummate the acquisitions;

- diversion of management's attention from other business concerns;

- difficultiesin assimilation of acquired personnel or operations; and

- potential intellectual property infringement claimsrelated to newly acquired product lines.

Any acquisitions, even if successfully completed, might not generate significant additional revenue or provide any benefit to our business.

WE MIGHT BE UNABLE TO RETAIN OR RECRUIT NECESSARY PERSONNEL, WHICH COULD SLOW THE
DEVELOPMENT AND DEPLOYMENT OF OUR TECHNOLOGIES.

Our ahility to develop and deploy our technologiesand to sustain our revenue growth depends upon the continued service of our executive
officers and other key personnel and upon hiring additional key personnel. Moreover, uncertainties asto whether Immersion Medical and
Virtual Technologies employees will remainwith Immersion Medical, Virtual Technologies, Immersion and/or the combined company during
the integration process may affect the business operations of each company. A number of employees of these subsidiaries have departed since
the acquisitions werecompleted. It may not be possible to retain enough key employees of Immersion Medical and Virtual Technologies to
operate our businesses effectively.

Weintend to hire additional sales, support, marketing and research and development personnel. Competition for these individualsisintense,
and we may not be able to attract, assimilate or retain additional highly qualified personnel in the future. Our executive officers and key
employees hold stock options withexercise prices considerably above the current market price of our common stock, which may impair our
ability to retain the services of such employees. In addition, our technologiesare complex and we rely upon the continued service of our
existing engineering personnel to support licensees, enhance existing technology and develop new technol ogies.

WE MAY NEED ADDITIONAL CAPITAL TO FUND OUR BUSINESSOPERATIONS, AND WE CANNOT BE SURE THAT
ADDITIONAL FINANCING WILL BE AVAILABLE.

Since 1997, we have experienced negative cash flow from operations and expect to experience significant negative cash flow from operations at
least until the fourth quarter of 2001. If our operations do not result in positive cash flow, we may require additional financingfor working
capital to fund our operations. We cannot be certain that additional financing will be available to us on favorable termswhen required, or at al.
Changes in equity markets in fiscal 2000 and 2001 have adversely affected theability to raise equity financing and have adversely affected the
markets for financing for companies with a history of losses such as ours. Additional financing may involve our issuing additional shares of our
common or preferred stock and our stockholders may experience substantial dilution.
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WE DO NOT CONTROL OR INFLUENCE OUR LICENSEES MANUFACTURING, PROMOTION, DISTRIBUTION OR PRICING OF
THEIR PRODUCTS INCORPORATING OUR TOUCH-ENABLING TECHNOLOGIES, UPON WHICH WE ARE DEPENDENT TO
GENERATE ROYALTY REVENUE.

A key part of our business strategy isto license our intellectual property to companies that manufacture and sell products incorporating our
touch-enabling technologies. Sales of those products generate royalty revenue for us. Royalty revenue as a percentage of our tota revenue for
the yearsended December 31, 2000, 1999 and 1998 was 21%, 20% and 4%, respectively. However, we do not control or influence the
manufacture, promotion, distribution or pricing of products that are manufactured and sold by our licensees. In addition, we generally do not
have commitments from our licenseesthat they will continueto useour technology in future products. As a result, products incorporating our
technol ogies may not be brought to market, achieve commercia acceptance or generate meaningful royalty revenue for us. For usto generate
royalty revenue, licenseesthat pay us per-unit royaltiesmust manufacture and distribute products incorporating our touch-enabling technologies
in atimely fashion and generate consumer demand through marketing and other promotional activities. Products incorporating our
touch-enabling technologies are generally difficult to design and manufacture which may cause product introduction delays. If our licenseesfail
to stimulate and capitalize upon market demand for products that generate royaltiesfor us, our revenues will not grow.

Peak demand for products that incorporate our technologies, especialy in the computer gaming peripherals market, typically occursin thethird
and fourth calendar quarters asaresult of increased demand during the year-end holiday season. If our licensees do not ship licensed products
inatimely fashionor fail to achieve strong sales in the second half of the calendar year, we may not receive related royalty revenue.

THE HIGHER COST OF PRODUCTS INCORPORATING OUR TOUCH-ENABLING TECHNOLOGIES MAY INHIBIT OR PREVENT
THE WIDESPREAD ADOPTION AND SALE OF PRODUCTS INCORPORATING OUR TECHNOLOGIES.

Personal computer gaming peripherals, computer mice and automotive controls incorporating our touch-enabling technologies are more
expensive than similar competitive products that are not touch-enabled. Although major manufacturers, such as Logitech, Microsoft and BMW,
have licensed our technology, the greater expense of products containing our touch-enabling technol ogies as compared to non-touch-enabled
products may be a significant barrier to the widespread adoption and sale of touch-enabled products.

COMPETITION WITH OUR PRODUCTSAND OUR LICENSEES PRODUCTSMAY REDUCE OUR REVENUE.

The markets in which weand our licensees compete are characterized by rapid technological change, short product life cycles, cyclical market
patterns, declining average selling prices and increasing foreign and domestic competition. We believe that competition in these markets will
continue to be intense, and that competitive pressureswill drive the price of our products and our licensees products downward. These price
reductions, if not offset by increases in unit salesor productivity, will cause our revenues to decline.

Weface competition from unlicensed products as well. Our licensees or other third parties may seek to develop productswhich they believe do
not require alicense under our intellectual property. These potential competitors may have significantly greater financial, technical and
marketing resources than we do, and the costs associated with asserting our intellectual property against such products and such potential
competitors could be significant. Moreover, if such aternative designs were determined by a court not to require alicense under our intellectual
property, competition from such unlicensed products could limit or reduce our revenues.

IFWE ARE UNABLE TO ENTERINTO NEW LICENSING ARRANGEMENTSWITH OUR EXISTING LICENSEES AND WITH
ADDITIONAL THIRD-PARTY MANUFACTURERS FOR OUR TOUCH-ENABLING TECHNOLOGY, OUR ROYALTY REVENUE
MAY NOT GROW.

Our revenue growth is significantly dependent on our ability to enter into new licensing arrangements. Our failureto enter into new licensing
arrangements will cause our operating results to suffer. Weface
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numerousrisks in obtaining new licenses on terms consistent with our business objectives andin maintaining, expanding and supporting our
relationships with our current licensees. These risksinclude:

- thelengthy and expensive process of building a relationship with potential licensees;
- thefact that we may compete withthe internal design teams of existingand potential licensees;

- difficultiesin persuading consumer product manufacturers to work with us, to rely on usfor critical technology and to disclose to us
proprietary product development and other strategies; and

- difficultiesin persuading existing and potential licenseesto bear the development costs necessary to incorporate our technologies into their
products.

A substantial majority of our royalty revenue hasbeen derived from thelicensing of our portfolio of touch-enabling technology for personal
computer gaming peripherals, such as joysticks and steeringwheels. The market for joysticks and steering wheelsfor usewith personal
computers is a substantially smaller market than either the mouse market or the dedicated gaming console market and is characterized by
declining average selling prices. If we areunable to gain market acceptance beyond the personal computer gaming peripherals market, wemay
not achieve royalty revenuegrowth.

IFWE ARE UNABLE TO CONTINUALLY IMPROVE, AND REDUCE THE COST OF, OUR TECHNOLOGIES, COMPANIES MAY
NOT INCORPORATE OUR TECHNOLOGIES INTO THEIR PRODUCTS, WHICH COULD IMPAIR OUR REVENUE GROWTH.

Our ahility to achieve revenue growth depends on our continuing ability to improve, and reduce the cost of, our technologies and to introduce
these technol ogies to the marketplace in atimely manner. If our development efforts are not successful or are significantly delayed, companies
may not incorporate our technologies into their products and our revenue growth may be impaired.

IFWE FAIL TO DEVELOP NEW OR ENHANCED TECHNOLOGIES FOR NEW APPLICATIONS AND PLATFORMS, WE MAY NOT
BE ABLE TO CREATE A MARKET FOR OUR TECHNOLOGIES OR OUR TECHNOLOGIES MAY BECOME OBSOLETE AND OUR
ABILITY TO GROW AND OUR RESULTS OF OPERATIONS MIGHT BE HARMED.

Our initiatives to develop new and enhanced technologies andto commercialize these technologiesfor new applications and new platforms may
not be successful. Any new or enhanced technologies may not be favorably received by consumers and could damage our reputation or our
brand. Expanding our technology could also require significant additional expenses and strain our management, financial and operational
resources. Moreover, technology products generally have relatively short product lifecycles and our current products may become obsolete in
the future. Our ability to generate revenues will be harmed if we:

- fail to develop new technologies,

- our new technologies fail to gain market acceptance; or

- our current products become obsolete.

LOGITECH ACCOUNTS FORA LARGE PORTION OF OURROYALTY REVENUE AND THE FAILURE OF LOGITECH TO
ACHIEVE SALESVOLUMESFOR ITS GAMING AND CURSOR CONTROL PERIPHERAL PRODUCTS THAT INCORPORATE OUR
TOUCH-ENABLING TECHNOLOGIES MAY REDUCE OUR ROYALTY REVENUE.

For the year ended December 31, 2000, we derived 9% of our total revenues and 41% of our royalty revenue from Logitech. We expect that a
significant portion of our total revenues will continue to be derived from Logitech. If Logitech fails to achieve anticipated sales volumesfor its

computer peripheral products that incorporate our technologies, our royalty revenue would be reduced.
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BECAUSE PERSONAL COMPUTER PERIPHERAL PRODUCTS THAT INCORPORATE OUR TOUCH-ENABLING TECHNOLOGIES
CURRENTLY MUST WORK WITH MICROSOFT'S OPERATING SYSTEM SOFTWARE, OUR COSTS COULD INCREASE AND OUR
REVENUES COULD DECLINE IF MICROSOFT MODIFIES ITSOPERATING SYSTEM SOFTWARE.

Our hardware and software technology for personal computer peripheral products that incorporate our touch-enabling technologies is currently
compatible with Microsoft's Windows 98, Windows 2000 and Windows Me operating systems software, including DirectX, Microsoft's
entertainment applications programming interface. If Microsoft modifiesits operating system, including DirectX, we may need to modify our
technologies and thiscould cause delays in therelease of products by our licensees. If Microsoft modifies itssoftware products in ways that
limit the use of our other licensees products, our costs could be increased and our revenues could decline.

LITIGATION REGARDING INTELLECTUAL PROPERTY RIGHTS COULD BE EXPENSIVE, DISRUPTIVE, AND TIME
CONSUMING; COULD RESULT IN THE IMPAIRMENT OR LOSSOF PORTIONS OF OUR INTELLECTUAL PROPERTY; AND
COULD ADVERSELY AFFECT OUR BUSINESS.

Intellectual property litigation, whether brought by us or by others, could result in the expenditure of significant financial resources and the
diversion of management's time and efforts. From time to time, we initiate claims against third parties that we believe infringe our intellectual
property rights. To date, most of these claims have not led to any litigation. However, on June 18, 2000, we filed an action for patent
infringement in the United States District Court for the Northern District of California against InterAct Accessories, Inc., one of our existing
licensees, based on certain unlicensed gamepad and steeringwheel products currently being marketed by InterAct. On January 2, 2001, the
action was broadened to add STD Manufacturing Limited, the manufacturer of InterAct's products, asa defendant. Thislitigation, like any
litigation brought to protect and enforce our intellectual property rights, could be costly, time-consuming and distracting to management and
could result in the impairment or loss of portions of our intellectual property. In addition, any litigation in whichwe are accused of infringement
may cause product shipment delays, require usto develop non-infringing technology or require usto enter into royalty or license agreements
even before the issue of infringement has been decided on themerits. If any litigation were not resolved in our favor, we could become subject
to substantial damage claims from third parties and indemnification claimsfrom our licensees. We and our licensees could be enjoined from the
continued use of the technology at issuewithout aroyalty or license agreement. Royalty or license agreements, if required, might not be
available on acceptable terms, or at dl. If athird party claiming infringement against us prevailed and we could not develop non-infringing
technology or license theinfringed or similar technology on atimely and cost-effective basis, our expenses would increase and our revenues
could decresse.

We attempt to avoid infringing known proprietary rights of third parties. However, third parties may hold, or may in thefuture be issued,
patents that could be infringed by our products or technologies. Any of these third parties might makea claim of infringement against uswith
respect to the products that we manufacture and the technologies that we license. From time to time, we have received letters from companies,
several of which have significantly greater financial resources than we do, asserting that some of our technologies, or those of our licensees,
infringe their intellectual property rights. Certain of our licensees have received similar letters from these or other companies. Such letters may
influence our licensees' decisions whether to ship products incorporating our technologies. Althoughnone of these matters hasresulted in
litigation to date, any of these notices, or additional notices that we could receivein the future from these or other companies, could lead to
litigation.

Intellectual property claimsagainst us or our licensees, whether or not they have merit, could be time-consumingto defend, cause product
shipment delays, require usto pay damages, or require usor our licenseesto cease utilizing the technology unlesswe can enter into royalty or
licensing agreements. Royalty or licensing agreements might not be available on terms acceptableto usor at all. Furthermore, claims could also
result in claimsfrom our licensees under the indemnification provisions of their agreements with us.

18

meres o SO irssss 2003, EDGAR Online, I nc.




IFWE FAIL TO PROTECT AND ENFORCE OUR INTELLECTUAL PROPERTY RIGHTS, OURABILITY TO LICENSE OUR
TECHNOLOGIES AND TO GENERATE REVENUES WOULD BE IMPAIRED.

Our business depends on generating revenues by licensing our intellectua property rights and by selling products that incorporate our
technologies. If we are not able to protect and enforce those rights, our ability to obtain future licenses and royalty revenue could be impaired.
In addition, if a court were to limit the scope of, declare unenforceable or invalidate any of our patents, current licensees may refuse to make
royalty payments or may themselves choose to challenge one or more of our patents. Also it is possible that:

- our pending patent applications may not result in theissuance of patents;
- our patentsmay not be broad enough to protect our proprietary rights; and
- effective patent protection may not be available in every country in which our licensees do business.

Wealso rely onlicenses, confidentiality agreements and copyright, trademark and trade secret lawsto establish and protect our proprietary
rights. Itispossible that:

- lawsand contractual restrictions may not be sufficient to prevent misappropriation of our technologies or deter others from developing similar
technologies; and

- policing unauthorized use of our products and trademarks would be difficult, expensive and time-consuming, particularly overseas.

PRODUCT LIABILITY CLAIMSCOULD BE TIME-CONSUMING AND COSTLY TO DEFEND, AND COULD EXPOSEUSTO
LOSS.

Claimsthat our products or our licensees products have flawsor other defects that lead to persona or other injury are common in the computer
peripherals industry and medical field. If products that we or our licensees sell cause personal injury, financial loss or other injury to our or our
licensees' customers, the customers or our licensees may seek damages or other recovery fromus. Any claims against uswould be
time-consuming, expensive to defend and distracting to management and could result in damages and injure our reputation or the reputation of
our licensees or their products. This damage could limit the market for our and our licensees' products and harm our results of operations.

In the past, manufacturers of peripheral products, suchas computer mice, have been subject to claims alleging that use of their products has
caused or contributed to various types of repetitive stress injuries, including carpal tunnel syndrome. We have not experienced any product
liability claims to date. Although our license agreements typically contain provisions designed to limit our exposureto product liability claims,
existing or future lawsor unfavorable judicial decisionscould limit or invalidate the provisions.

WE COULD LOSE SOME OR ALL OF THE INVESTMENT THAT WE HAVE MADEIN SEVERAL EARLY STAGE TECHNOLOGY
COMPANIES SHOULD THOSE COMPANIES NOT BE SUCCESSFUL IN DEVELOPING THEIR TECHNOLOGIES OR NOT BE ABLE
TO OBTAIN ADDITIONAL FINANCING IF AND WHEN NEEDED.

From time to time we have made strategic investmentsin early stage technology companies that are developing technologies that we believe
could complement or enhance our own technologies, if successful. We have made these investments to provide funding for the devel opment of
these companies technologies primarily because of the anticipated benefits to Immersion of the availability of these technologies. The prospect
of realizing a substantial return on these investmentswas a secondary, though important, consideration. One or more of these companies may
not succeed in devel oping its technology, might be unsuccessful in marketing its technology or products based on its technology or might fail
for any number of other reasons, including an inability to obtain additional capital if required to fund operations, including the completion of
the development of its technology. In theevent that any of the companies in whichwe have invested fails or doesnot achieve alevel of success
that permits usto realize the value of our investments, wecould experience a complete or partial loss on some or al of theinvestments. If we
experience a complete or partial 1oss on someor al of our investments, wewill be forced to writeoff some or all of that investment as an
extraordinary loss, whichwould decrease our assets and increase our losses.
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FAILURE TO QUALIFY FOR POOLING-OF-INTERESTS ACCOUNTING TREATMENT WITH RESPECT TO OUR RECENT
ACQUISITION OF IMMERSION MEDICAL MAY HARM OUR FUTURE OPERATING RESULTS.

We have accounted for our recent acquisition of Immersion Medical as a pooling-of-interests business combination. Under the
pooling-of-interests method of accounting, each of Immersion and Immersion Medical's historical recorded assetsand liabilities have been
carried forward to the combined company at their recorded amounts. In addition, the operating results of the combined company include
Immersion's and Immersion Medical's operating resultsfor al of fiscal 2000, and Immersion's and Immersion Medical's historical reported
operating results for prior periods have been combined and restated asthe operating results of the combined company.

Eventsmay occur that causethe Immersion Medical merger to no longer qualify for pooling-of-interests accounting treatment. Inthat case, we
would be required to account for the acquisition under the purchase method of accounting. Under that method, we would record the estimated
fair value of Immersion common stock issued in the merger asthe cost of acquiring the business of Immersion Medical. That cost would be
allocated to the net assets acquired, with the excess of the estimated fair value of Immersion common stock over the fair value of net assets
acquired recorded asgoodwill or other intangible assets. To the extent goodwill and other intangibles are recorded on Immersion's financial
statements, |mmersion would be required to take a noncash charge to earnings every year for periods of upto 5yearsuntil the full values of this
goodwill and other intangibles have been fully amortized. The fair value of Immersion common stock issued in the merger is much greater than
the historical net book value at which Immersion Medical carried its assets in its accounts. Therefore, purchase accounting treatment would
result in charges to operations of the combined company for several years compared to pooling-of-interests accounting treatment.

OUR REPORTED RESULTSMAY BE ADVERSELY AFFECTED BY CHANGES IN ACCOUNTING PRINCIPLESGENERALLY
ACCEPTED IN THE UNITED STATES OF AMERICA.

We prepare our financial statementsin conformity with generally accepted accounting principles (GAAP). GAAP is subject to interpretation by
the American Ingtitute of Certified Public Accountants, the Securities and Exchange Commission and various bodies formed to interpret and
create appropriate accounting policies. A change in these policies or interpretations can have a significant effect on our reported results, and
may even affect thereporting of transactions completed prior to the announcement of a change.

IF OUR SAN JOSE FACILITIESWERE TO EXPERIENCE CATASTROPHIC LOSS, OUR OPERATIONSWOULD BE
SERIOUSLY HARMED.

Our facilities could be subject to acatastrophic loss such asfire, flood, earthquake or power outage. California has recently experienced
problems withits power supply. As aresult, wehave experienced utility cost increases and may experience unexpected interruptions in our
power supply that could have amateria adverse effect on our sales, results of operations andfinancial condition. In addition, a substantial
portion of our research and development activities, manufacturing, our corporate headquarters and other critical business operations are located
near major earthquake faultsin San Jose, California, an areawith a history of seismic events. Any suchloss at our facilitiescould disrupt our
operations, delay production, shipments and revenue and result in large expenses to repair and replace the facility. While we have obtained
insurance to cover most potential losses at our facilities, our existing insurance may not be adequate for all possible losses.

ROBERT O'MALLEY, OUR CHIEF EXECUTIVE OFFICER AND PRESIDENT, RECENTLY JOINED USAND IF THERE ARE
DIFFICULTIESWITH THIS LEADERSHIP TRANSITION IT COULD IMPEDE THE EXECUTION OF OUR BUSINESS STRATEGY.

Rabert O'Malley, our Chief Executive Officer and President, joined usin October 2000. Our success will depend to a significant extent on Mr.
O'Malley's ahility to implement a successful strategy, to successfully lead and motivate our employees, and to work effectively withour
executive staff. If this leadership transition is not successful, our ability to execute our business strategy would be impeded.
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WE HAVE EXPERIENCED RAPID GROWTH AND CHANGE IN OUR BUSINESS, AND OUR FAILURE TO MANAGE THIS
AND ANY FUTURE GROWTH COULD HARM OUR BUSINESS.

In addition to the employees of Immersion Medical and Virtual Technologies that we are currently integrating, we have rapidly increased the
number of our employeesin our San Jose headquarters. Our business may be harmed if we do not integrate and train our new employees
quickly and effectively. We aso cannot be sure that our revenueswill continue to grow at a rate sufficient to support the costs associated with
an increasing number of employees. Any future periods of rapid growth may place significant strainson our managerial, financial, engineering
and other resources. The rate of any future expansion, in combination with our complex technologies, may demand an unusually high level of
managerial effectivenessin anticipating, planning, coordinating and meeting our operational needs as well as the needs of our licensees.

BECAUSE WE HAVE A FIXED PAYMENT LICENSE WITH MICROSOFT, OURROYALTY REVENUE FROM LICENSING
JOYSTICKS AND STEERING WHEELS IN THE GAMING MARKET MIGHT DECLINE IF MICROSOFT INCREASES MICROSOFT'S
VOLUME OF SALES OF TOUCH-ENABLED JOY STICKS AND STEERING WHEELS AT THE EXPENSE OF OUR OTHER
LICENSEES.

Under the terms of our present agreement with Microsoft, Microsoft receives a perpetual, worldwide, irrevocable, non-exclusive license under
our patents for Microsoft's SideWinder Force Feedback Pro Joystick and its SideWinder Force Feedback Wheel, and for a future replacement
version of thesespecific SideWinder products having essentially similar functional features. Instead of an ongoing royalty on Microsoft's sales
of licensed products, the agreement provides for a payment of $2.35 million, whichwe recognized in equal monthly increments over a one-year
period that ended in mid-July 2000. We will not receive any further revenuesor royalties from Microsoft under our current agreement with
Microsoft. We derived 10% of our total revenues and 48% of our royalty revenue for thetwelve months ended December 31, 1999 from
Microsoft. In addition, we derived 8% of our total revenues and 40% of our royalty revenuesfor theyear ended December 31, 2000 from
Microsoft. At the present time, we do not have a license agreement with Microsoft for products other than the SideWinder joystick and steering
wheedl. Microsoft has a significant share of the market for touch-enabled joysticks and steering wheels for personal computers. Microsoft has
significantly greater financial, salesand marketing resources, aswell as greater name recognition and a larger customer base, than our other
licensees. In theevent that Microsoft increases its share of thismarket, our royalty revenue from other licenseesin this market segment might
decline.

BECAUSE WE NO LONGER RECEIVEROYALTY REVENUE UNDER OUR CURRENT AGREEMENT WITH MICROSOFT,
OUR ROYALTY REVENUES INFUTURE PERIODSMAY DECLINE.

Asdescribed above, revenue recognized under our current agreement with Microsoft ended in mid-July 2000. Because the agreement with
Microsoft accounted for a substantial portion of our royalty revenues, our royalty revenues in future periods will declineif we do not either

enter into agreements with additional licensees of our touch-enabling technologies or receive larger royalty payments from our existing
licensees.

WE DEPEND ON A SINGLE SUPPLIER TO PRODUCE OUR IMMERSION PROCESSORS AND MAY LOSE CUSTOMERS IF
THISSUPPLIER DOES NOT MEET OUR REQUIREMENTS.

We have one supplier of our custom Immersion Processors, which wedevelop, license and sell to improvethe performance and to help reduce
the cost of computer peripheral products, such as joysticks and mice, incorporating our touch-enabling technology. We have limited control
over delivery schedules, quality assurance, manufacturing capacity, yields, costs and misappropriation of our intellectual property. Although our
supplier warrantsthat microprocessors it supplies to usor to our customers will conform to our specifications and be free from defectsin
materials and workmanship for a period of one year from delivery, any delays in delivery of the processor, quality problems or cost increases
could cause us to lose customers and could damage our relationships with our licensees.
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MEDICAL LICENSING AND CERTIFICATION AUTHORITIES MAY NOT ENDORSE OR REQUIRE USE OF OUR TECHNOLOGIES
FOR TRAINING PURPOSES, SIGNIFICANTLY SLOWING OR INHIBITING THE MARKET PENETRATION OF OUR MEDICAL
SIMULATION TECHNOLOGIES.

Several key medical certification bodies, including the American Board of Internal Medicine (ABIM) and the American College of Cardiology
(ACC), have great influencein endorsing particular medical methodologies, including medica training methodologies, for useby medical
professionals. Inthe event that the ABIM and the ACC, as well as other, similar bodies, do not endorse our medical simulation training
products as a training vehicle, market penetration for our products could be significantly and adversely affected.

OUR RELATIONSHIP WITH MEDTRONIC, INC., A LEADING MEDICAL DEVICE COMPANY, MAY INTERFERE WITH OUR
ABILITY TO ENTER INTO DEVELOPMENT AND LICENSING RELATIONSHIPS WITH MEDTRONIC'S COMPETITORS.

In August 1999, we entered into an agreement with Medtronic, Inc., aleading medical device company, in which Medtronic was given aright
of first offer for additional development agreements. Under the termsof the right of first offer, we must notify Medtronic if we have received a
written offer, or if we are seeking to find athird party to enter a development agreement to devel op a simulation system within afieldin which
Medtronic is active. If Medtronic isinterested in participating in a development agreement with respect to such new simulation system then for
aperiod of thirty dayswe will negotiate exclusively with Medtronic. If an agreement is not reached withinthis period, we may enter into an
agreement with athird party, provided that theterms of the agreement are more favorable to usthan the offer presented by Medtronic. Although
the right of first offer has not impeded our ability to interest other medical device companiesin our technologiesto date, our relationship with
Medtronic may impede our