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PART I

THIS DOCUMENT, INCLUDING, BUT NOT LIMITED TO, CERTAIN STATEMENTS
CONTAINED IN ITEM 1, "DESCRIPTION OF BUSINESS" AND ITEM 6, "MANAGEMENT'S
DISCUSSION AND ANALYSIS OR PLAN OF OPERATIONS," CONTAINS FORWARD-LOOKING
STATEMENTS WITHIN THE MEANING OF THE SECURITIES ACT OF 1933, AS AMENDED (THE
"SECURITIES ACT"), AND SECURITIES EXCHANGE ACT OF 1934, AS AMENDED.
FORWARD-LOOKING STATEMENTS INVOLVE KNOWN AND UNKNOWN RISKS, UNCERTAINTIES AND
OTHER FACTORS WHICH MAY CAUSE OUR ACTUAL RESULTS, PERFORMANCE OR ACHIEVEMENTS TO
BE MATERIALLY DIFFERENT FROM ANY FUTURE RESULTS, PERFORMANCE OR ACHIEVEMENTS
EXPRESSED OR IMPLIED. WHEN USED IN THIS DOCUMENT THE WORDS "EXPECTS,"
"ANTICIPATES," "INTENDS," "PLANS," "MAY," "BELIEVES," "SEEKS," "ESTIMATES" AND
SIMILAR EXPRESSIONS GENERALLY IDENTIFY FORWARD-LOOKING STATEMENTS. ALL
FORWARD-LOOKING STATEMENTS INCLUDED IN THIS DOCUMENT ARE BASED ON INFORMATION
AVAILABLE TO US ON THE DATE HEREOF, AND WE ASSUME NO OBLIGATION TO UPDATE ANY
FORWARD-LOOKING STATEMENT, EXCEPT AS OTHERWISE REQUIRED UNDER APPLICABLE LAWS
AND REGULATIONS.

THIS DOCUMENT SHOULD BE READ IN CONJUNCTION WITH OUR AUDITED FINANCIAL
STATEMENTS INCLUDED IN PART II BELOW AND "RISK FACTORS" NOTED BELOW.

ITEM 1. BUSINESS
INTRODUCTION

Computerized Thermal Imaging, Inc. ("WE," "US," "CTI," or the
"COMPANY") designs, manufactures and markets thermal imaging and infrared
devices and services used for clinical diagnosis, pain management and
non-destructive testing of industrial products and materials. We have
historically developed, manufactured and marketed the following principal
products:

o BREAST IMAGING: We are seeking pre-market approval from the U.S. Food
and Drug Administration (the "FDA") of our breast imaging system,
called the BCS 2100(TM), which, if approved and marketed, we believe
will assist radiologists in their efforts to distinguish between
benign and malignant breast masses. On January 23, 2003, the FDA
declined to grant pre-market approval for the BCS 2100 and recommended
additional data analysis, clinical trials and other steps that we
might take to obtain FDA approval. As explained in greater detail in
"Government Regulation--Pre-market Approval of the BCS 2100" beginning
on page [15] below, we do not currently have the resources necessary
to conduct the additional clinical studies requested by the FDA, but
we are seeking to persuade the FDA to grant pre-market approval based
on our existing data. Unless and until we receive final or conditional



Edgar Filing: COMPUTERIZED THERMAL IMAGING INC - Form 10KSB

approval of the BCS 2100, we cannot sell, market or distribute the BCS
2100 in the United States, and lack of FDA approval significantly
hinders marketing of this product in international markets. In April
2004, we received a Medical Device License from Health Canada to
market the BCS 2100 in Canada. In late August 2004, we shipped a BCS
2100 to Ville Marie in Montreal, Canada for a short term evaluation.
The BCS did not fit into Ville Marie's procedures and protocol. The
BCS has been returned to the our plant. We are also pursuing other
potential customers in Canada.

[e) PAIN MANAGEMENT--PHOTONIC STIMULATOR: Our Photonic Stimulator emits
infrared light that penetrates the skin in an effort to promote
increased blood flow and circulation in order to provide temporary
relief of minor aches and pains where heat is indicated.

[¢) PAIN MANAGEMENT--THERMAL IMAGE PROCESSORS: Our Thermal Image Processor
(or "TIP,") uses the same infrared camera as the BCS 2100 to measure
body heat naturally radiated by the patient as he/she stands (or sits)
before the camera. The heat-measuring capabilities of the TIP are
generally used to develop a physiological profile of a patient to
assist in the diagnosis and treatment of a wide range of physiological
and circulatory abnormalities, principally soft-tissue related
injuries and pain. The TIP may also have application as a
pre-screening device to identify persons with increased skin
temperature at international ports of entry and other public

facilities.
o TURBINE BLADE INSPECTION SYSTEM: Our Turbine Blade Inspection System
(the "TBIS") is a quality assurance tool which, using techniques

similar to our BCS 2100, meets industrial requirements for
non-destructive testing and examination of turbine blades used in
aircraft and power generation, and other industrial components,
composite materials and metals.

We manufacture our products internally at our Ogden, Utah facility. Our
Ogden facilities are certified to ISO 9000 quality standards. Our common stock
is quoted on the Over-the-Counter Bulletin Board or "OTCBB" under the symbol
"CIOB." As of October 1, 2005, we had approximately 114 million shares of common
stock outstanding held by approximately 1,562 shareholders of record. In
addition to the outstanding shares of our common stock, there are outstanding
exercisable warrants and options to acquire approximately 4.5 million shares of
our common stock at exercise prices ranging from $0.10 to $2.27. Of the
approximately 119 million fully-diluted shares of our common stock outstanding,
14 million shares are beneficially owned by insiders and affiliates. Other than
our wholly-owned subsidiary, Bales Scientific, Inc., we have no interest in any
other entity.

We are a development stage company and, to date, we have funded our
business activities with funds raised through the private placement of common
stock, debt and warrants, the exercise of warrants and options and limited
revenues from product sales and licenses. We currently face substantial
financial challenges. For each of the past four years, our auditors have issued
their report with a going concern qualification, reflecting their assessment
that we do not possess the resources necessary to continue as a going concern
through the end of the applicable fiscal year. We have substantially reduced our
operations, and will not be able to continue our limited operations without a
substantial capital infusion. Therefore we are seeking cash from either a
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INDUSTRY OVERVIEW & TRENDS

The American Cancer Society estimated in 2003 that 211,300 new cases of
invasive breast cancer would be diagnosed among women and an estimated 39,800
women in the United States would die from the disease during 2003. Except for
skin cancer, breast cancer is the most commonly diagnosed cancer among American
women, accounting for nearly one of every three new cancers diagnosed, and is
the second leading cause of cancer death (after lung cancer). According to
information compiled by Atairgin, a biotechnology company dedicated to improving
the quality of care in women's health, each year more than 20 million women in
the United States have a mammogram to screen for breast cancer. Approximately
two million of those mammograms require additional follow-up due to a suspicious
finding, and approximately 1.3 million abnormal mammograms require a breast
biopsy to characterize the suspicious tissue as benign or malignant. The
statistics compiled by Atairgin also indicate that approximately 20% of the
suspicious tissues that are subjected to biopsies will turn out to be cancerous.
In other words, more than 80% of these breast biopsies performed during 2002
were expected to yield benign results.

According to Atairgin's statistics, of the 1.3 million breast biopsies
performed in the United States each year, approximately 800,000 are open
surgical procedures where the patient is anesthetized or heavily sedated and a
surgeon extracts the mass through an incision. The remaining approximately
500,000 biopsies are less invasive "core" biopsies, where a needle is guided to
the region of interest and a sample is obtained without having to perform open
surgery. We believe the trend is toward less invasive biopsy methods in an
effort to reduce scaring, cost and emotional trauma.

If we receive pre-market approval from the FDA for our BCS 2100, we
believe that, under prescribed circumstances, radiologists and surgeons will be
able to use the physiological profile of the suspicious tissue produced by our
BCS 2100 to determine whether breast masses are benign, without performing a
biopsy. The target users of the BCS 2100 are the more than 10,000 certified
mammography centers in the United States and more than 10,000 mammography
centers throughout the rest of the world.

The primary target markets for our pain management products consist of
over 50,000 chiropractors, pain management practitioners, occupational
therapists, physical therapists and major sports teams in the United States
looking for ways to diagnose and treat injuries and pain conditions effectively
and quickly. Various reports estimate the number of Americans suffering from
chronic pain at between 50 million and 80 million, and estimate that an
additional 25 million Americans suffer acute injury-related pain, costing the
United States economy between $50 billion and $100 billion annually in missed
work days, emergency room visits, medications and other costs.

The primary target market for our industrial products is manufacturers
of complex castings, particularly in the aerospace and power generation markets.

OUR PRODUCTS AND SERVICES

We have developed six significant proprietary technologies, four of
which relate to the BCS 2100: 1) a climate-controlled examination unit to
provide patient comfort and facilitate reproducible tests for the BCS 2100; 2)
an imaging protocol designed to produce consistent results for the BCS 2100; 3)
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a statistical model that detects physiological irregularities for the BCS 2100;
4) infrared imaging and analysis hardware, including our proprietary
heat-sensing camera, which is used in the BCS 2100 as well as our pain
management and industrial systems (collectively, we refer to items 2-4 as our
"Thermal Imaging Process"); 5) a system to treat pain and other symptoms of
diseases that restrict blood flow, which is used in the Photonic Stimulator; and
6) the TBIS.

Medical Products - BCS 2100

Our BCS 2100 provides a non-invasive, painless method to collect
information that could supplement the information provided by mammograms for the
evaluation of suspicious breast lesions. To receive a breast scan on the BCS
2100, a patient would lie face down on our device and expose one breast at a
time to the flow of cold air. The breast is then observed by our infrared imager
as it cools. Because malignant tissue is more vascular and less likely to
constrict upon contact with cool air than benign tissue, malignancies are
measurably warmer than benign tissue. The BCS 2100 captures 103 dynamic images
of each breast and analyzes over 8.3 million temperature values per breast to
measure minute changes in physiological and metabolic activity. From these
measurements, the BCS 2100 is able to compute a mathematical probability and
indicate the likelihood that a suspicious breast lesion is benign or malignant.
We believe that this data, when combined with diagnostic information from
mammograms, will provide radiologists with additional information that can be
useful in determining more precisely when a surgical biopsy is needed.

Mammography and related imaging methods capture a snapshot of
anatomical structure at a moment in time, but do not provide information about
the behavior of the structures exposed. While mammography may detect the
presence of an abnormality in the breast, a biopsy is required to determine
whether the abnormality is benign or malignant. We believe our technology
produces images that expose the physiology and function of breast tissue. If we
receive FDA approval for the BCS 2100, we believe this physiological information
can provide health professionals with a tool for more accurately discriminating
between those cases that require invasive biopsy and those that do not;
furthermore, we believe our BCS 2100 will be able to provide physiological data
that can lead to fewer biopsies, 80% of which have benign findings.

We believe the BCS 2100 provides a tool that could detect cancer in
almost all types of abnormal breast lesions: masses, micro-calcifications and
architectural distortions. In our clinical trials, where BCS 2100 findings were
confirmed by biopsy, we detected malignancy 96.4% of the time when cancer was
present, and we believe we can improve this overall sensitivity with additional
clinical research studies and statistical software development.

Our best sensitivity is with lesions classified as masses. According to
our clinical trials, where BCS 2100 results were confirmed by biopsies, our BCS
2100 detected cancer in lesions described as masses 99.3% of the time when
cancer was present. This means the BCS 2100 has a false negative rate of less
than 1%. Our pre-market approval application addresses efficacy for all breast
lesions, but later amendments and panel presentations focused on lesions
described as "masses," which represent about half of all anomalies noted on
mammograms referred for biopsy, and where the BCS 2100 had the best clinical
sensitivity. If utilized as a decision tool, excluding all other factors,
procedures and tests, we believe the BCS 2100 would have resulted in the
deferral or avoidance of 19.2% of biopsies in women who had masses detected on
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their mammograms. The efficacy data presented shows a false positive rate (cases
where results from the BCS 2100 indicated the possible presence of cancer when
none existed) approximately 80% of the time when cancer was not present. We
believe that ongoing clinical research and future developments in the software
algorithms (statistical models), as part of the product maturation process and
under FDA-approved procedures, will enable the BCS 2100 to safely achieve
significantly lower false positive rates, thereby leading to higher biopsy
avoidance rates.

We view biopsy as the direct competition for the BCS 2100. According to
the American College of Radiology, the average breast biopsy costs between
$1,000 and $3,000 per patient. We believe that a breast scan on the BCS 2100
would cost a fraction of the cost of a biopsy and avoid the pain, risk of
infection and other complications arising from an invasive surgical procedure.

We have not received FDA pre-market approval for the BCS 2100 and,
accordingly, are not presently permitted to market, sell or distribute the BCS
2100 in the United States. Medical device marketing and distribution efforts
rely upon building relationships with other manufacturers (strategic alliances),
equipment dealers, physicians and clinical investigators. Local distributors
tend to have the essential relationships with hospitals that are difficult to
duplicate with a captive sales force. In the hope of possibly obtaining FDA
approval, we have initiated relationships with distributors who have established
relationships in the radiology and medical imaging communities. Such persons
have not, however, initiated efforts to market or sell the BCS 2100. We
presently anticipate that unless and until we obtain FDA pre-market approval of
the BCS2100, our marketing activities in the United States will be limited to
our attendance at industry trade shows and professional conferences where we can
present product information in an educational format to radiologists. The lack
of FDA approval, and our resulting inability to market, sell or distribute the
BCS 2100, among other factors, have limited our ability to generate revenues at
a level that would sustain our business operations. Due to our financial
difficulties, we have substantially curtained our operations, including
substantially all of our manufacturing, research and development, sales and
marketing and regulatory compliance activities..

Medical Products - Pain Management

We market two pain management devices used for diagnostic imaging and
therapeutic treatment, the TIP and the Photonic Stimulator.

The TIP falls into a class of devices that the FDA permits to be
marketed within the limitations of the following identification:

A telethermographic system for adjunctive diagnostic screening for
detection of breast cancer or other uses in an electrically powered
device with a detector that is intended to measure, without touching
the patient's skin, the self-emanating infrared radiation that reveals
the temperature variations of the surface of the body. This generic
type of device may include signal analysis and display equipment,
patient and equipment supports, component parts, and accessories.

The TIP uses the same infrared camera as the BCS 2100 to measure body
heat naturally radiated by the patient as he/she stands (or sits) before the
camera. The heat-measuring capabilities of the TIP are generally used by our
customers to develop a physiological profile of a patient to assist in the
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diagnosis and treatment of a wide range of physiological and circulatory
abnormalities, principally soft-tissue related injuries and pain. We have not
conducted clinical studies confirming the effectiveness of the TIP for any
specific uses.

The TIP system competes indirectly with x-ray, computed tomography,
ultrasound and magnetic resonance imaging ("MRI"). Medical practitioners
typically view imaging technologies as elements of a toolkit, each uniquely
suited for the diagnosis of a specific problem or problems. The TIP also
competes against infrared cameras available in the aftermarket and marketed by
several direct competitors.

The outbreak of Sudden Acute Respiratory Syndrome ("SARS") in recent
years provided a new opportunity for employing the TIP as a pre-screening device
at international ports of entry and other public facilities; e.g., train
stations and airports. The TIP is not designed or calibrated to screen for SARS;
however, the TIP is designed to provide an accurate reading of surface skin
temperature. One of the outward symptoms of SARS (along with the common cold,
flu and numerous other ailments) is elevated skin temperatures. The TIP can be
used to identify persons with increased skin temperature, who would then be
identified for further, more accurate and invasive testing procedures that could
determine if the person is infected with SARS.

We have not marketed or sold any TIPs in the United States to entities
that have expressed their intent to use the TIP as a pre-screening device for
SARS. Because we have not sought or received pre-marketing approval of the TIP
as a SARS screening device, we are not permitted to make claims that the TIP is
effective as a SARS screening device. We may, however, make claims that the TIP
is effective in reading surface skin temperatures. As described above, certain
government authorities may find the ability of the TIP to detect elevated skin
temperature useful in identifying symptoms that are consistent with (but not
definitively indicative of) SARS or other diseases.

We have sold TIPs for pre-screening use into the People's Republic of
China, and we are participating in a Canadian program to evaluate the use of
infrared imaging for airport passenger screening. While these activities appear
positive, we are uncertain whether SARS screening procedures using the TIP, or a
competing thermal imaging device, will be adopted on a widespread basis. If
adopted, we are uncertain that the TIP would be selected over alternative
devices, which may be more suitable for such purpose.

The current suggested retail price for the TIP is $55,000. Our average
selling price for new equipment during fiscal 2004 was $31,250 and during fiscal
2003 was $43,800. Our average selling price for reconditioned TIP is $28,000.
Although we believe our TIP system competes favorably with aftermarket and other
direct offerings in terms of capability and price, we expect TIP system prices
to decline over time as a result of increased competition. This past fiscal year
we did not sell any new or used TIP systems, much due to the reduced sales force
and our financial status.

A complementary infrared light therapy device, our Photonic Stimulator,
is a hand-held device that emits infrared energy which penetrates the skin to
stimulate blood flow and promote circulation. The Photonic Stimulator falls into
a class of devices that the FDA permits to be marketed within the limitations of
the following identification:

An infrared lamp is a device intended for medical purposes that emits
energy at infrared frequencies (approximately 700 nanometers to 50,000
nanometers) to provide topical heating.

In addition to its general classification, an approval statement of
specifications attached to the authorization received from the FDA states: "The
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Photonic Stimulator emits infrared light that penetrates the skin to promote
increased blood flow and circulation, thereby providing safe, temporary relief
of minor aches and pains where heat is indicated."

We believe the infrared light-focusing capabilities of the Photonic
Stimulator are generally used by our customers to treat general aches and pains.
Published reports written by practitioners who use the Photonic Stimulator
indicate that infrared light therapy is also used in an attempt to promote
circulation and speed healing. We have not conducted clinical studies confirming
the effectiveness of the Photonic Stimulator for any specific uses.

The Photonic Stimulator competes with therapeutic ultrasound,
electrical stimulation and newly-approved laser light therapy devices. The
current suggested retail price of our Photonic Stimulator is $4,995. Our average
selling price during 2005 was $3,593, during 2004 the average was $2,600, and
during 2003 it was $2,130. We expect Photonic Stimulator resale prices to remain
at current levels for the foreseeable future as we continue our efforts to
expand unit volume and compete with other light therapy devices as light therapy
becomes more accepted.

In order for us to expand our pain management segment, there must be
increased market adoption of both the TIP and the Photonic Stimulator based on
customer referrals, testimonials, and published third-party research in order to
build credibility of products and earn expanded indications for use of the
devices from the FDA. The adoption of new products may be adversely affected by
general economic conditions, changes in insurance coverage offered by private
insurers in response to the general economy and new competitive offerings. We
cannot guarantee that customers will accept our products, or that we will be
able to profitably manufacture and sell these products.

Until recently, pain management product marketing has relied upon trade
advertising, word-of-mouth recommendations, public relations and media outreach,
trade show attendance, direct and channel sales, and educational seminars, where
products are demonstrated to groups of potential customers. Due to the company's
financial condition this past year, we have relied on word-of-mouth
recommendations and our website for marketing. We have held user group meetings
and worked with our current customer base to place articles and provide
testimonials about how our pain management devices have impacted their practices
and improved the condition of their patients.

In an effort to develop credibility in the marketplace, and to obtain
additional market exposure, we have developed relationships with pain management
dealers in California, Texas, Florida, New England and Asia who have established
relationships and reputations in these markets.

Industrial - Non-Destructive Testing Products

Bales Scientific, Inc. ("Bales Scientific"), our wholly-owned
subsidiary, provided industrial test services and has, for many years, designed
and sold industrial test systems to customers who desire to perform their own
testing. Our industrial non-destructive testing product focus has been the
analysis of turbine blade defects. Turbine blades are very complex cast parts
used in aircraft, power generation, pumps and compressors. Using techniques
similar to those employed by our BCS 2100 and the infrared camera used in the
BCS 2100 and TIP products, our TBIS creates thermal stress by rapidly heating a
component, collecting a series of images as the component returns to ambient
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temperature, and then analyzing these images to determine the presence or
absence of characteristics determined to correlate with certain manufacturing
and usage-induced defects. The analysis identifies defects, abnormalities and
flaws in the test material. This system can identify blockages in cooling holes
as small as the diameter of a human hair. We believe that this technology is
uniquely capable of testing turbine blades automatically, quickly, inexpensively
and without destroying or compromising the blade part. During the third quarter
of fiscal 2003, to reduce cash outlays, we relocated this activity to our Ogden,
Utah facility and closed the operations formerly conducted by Bales Scientific
in Walnut Creek, California.

The turbine blades tested using our TBIS include aircraft turbines
employed in military aircraft, and electrical power turbines. TBIS sales have
long lead times and require significant integration into the customer's
production systems. TBIS sales have been infrequent, are dependent upon the
health of the aerospace industry and general economic conditions, and there may
be relatively few customers for this device.

TBIS base systems are generally priced in a range between $350,000 and
$450,000 and compete with industrial x-ray, ultrasound and other technological
approaches. The TBIS provides a safe, effective and hygienic approach to
locating product defects, and requires no disposable supplies; i.e., x-ray film.
We also market smaller, less expensive systems utilizing our TIP and an
alternative thermal stimulus device with a suggested retail price of
approximately $130,000. We market these products directly to engine and power
system manufacturers and other industrial customers. These products typically
have long sales cycles, and demand is directly impacted by general economic
conditions.

PATENTS

As of June 30, 2005, we had the following patents or patent
applications pending before the United States Patent and Trademark Office:

o Patent No. 5,999,842, dated December 7, 1999, acquired by assignment
from TRW on a Functional Thermal Imaging Apparatus (our BCS 2100
Patient Positioning Table). Patent No. 6,157,854, dated December 5,
2000, covering techniques designed to reduce or eliminate pain by the
application of infrared therapy while monitoring the process as it is
being conducted. The techniques involve

o the use of our Photonic Stimulator to apply infrared energy to a
patient while using the TIP to monitor the patient's response to the
therapy. Patent No. 6,366,802, dated April 2, 2002, covering
techniques designed to reduce or eliminate pain by the application of
infrared therapy while monitoring the process as it 1is being
conducted. The techniques involve

o the use of our Photonic Stimulator to apply infrared energy to a
patient while using the TIP to monitor the patient's response to the
therapy.

o Patent No. 6,570,175, dated May 27, 2003, covering an infrared imaging

arrangement for the turbine component inspection system covering the
overall fixture and infrared imager arrangement

o Patent No. 6,711,506, dated March 23, 2004, covering software
providing operator assistance during the use of an automated infrared
inspection system of turbine components.

o Patent No. 6,750,454, dated June 15, 2004, covering software
performing automated analysis of the thermal response of a turbine
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component to application of thermal stimuli by an infrared inspection
system.

o Patent No. 6,757,412, dated June 29, 2004, covering an algorithm used
to analyze imaging data collected through our BCS 2100

o Patent application (Serial No. 60/378,764, dated May 7, 2002) for the
cold stimulus turbine component inspection system

Subject to the availability of capital, we hope to pursue the
registration of additional copyrights, patents and trademarks in the United
States; however, we presently lack the resources to pursue any additional
intellectual property protection. We believe that our patents and patent
applications are valid and enforceable and provide some competitive protection
for our products; however, any of our patents or other intellectual property
rights may be challenged, invalidated or circumvented, or the rights granted
thereunder may not provide any competitive advantage. We could also incur
substantial costs in asserting our intellectual property or proprietary rights
against others, including any such rights obtained from third parties, and/or
defending any infringement suits brought against us. We do not currently possess
the resources necessary to assert or defend our intellectual property rights.
Although we generally enter into confidentiality and invention assignment
agreements with our employees and consultants, there can be no assurance that we
have done so with all relevant employees and consultants, that such agreements
will be honored or that we will be able to effectively protect our rights to
unpatented trade secrets and know-how. Moreover, there can be no assurance that
others will not independently develop substantially equivalent proprietary
information and techniques or otherwise gain access to our trade secrets and
know-how. We may be required to obtain licenses to certain intellectual property
or other proprietary rights from third parties. Such licenses or proprietary
rights may not be made available under acceptable terms, if at all. If we do not
obtain required licenses or proprietary rights, we could encounter delays in
product development or find that the development or sale of products requiring
such licenses is foreclosed.

SOURCE OF SUPPLY

Manufacture and assembly of our pain management and thermal imaging
devices require standard electronic components, formed or machined metal and
plastic parts, wiring harnesses, printed circuit boards and metal cases which
are available from any number of suppliers with relatively short lead times. We
have historically purchased certain proprietary optical components and cooling
equipment from a single source, and have typically experienced; 12 to 1l6-week
lead times. Historically, we have experienced no supply disruptions with
vendors. While there are alternative sources for these products, the loss of an
established vendor supplier would require that we invest time developing and
certifying a new vendor. Until the new vendor is located and certified, we could
experience a disruption in ability to supply TIP systems, which are a component
of the BCS 2100 and our industrial products. Furthermore, due to our lack of
financial resources, we have suspended our manufacturing and product sourcing
activities. As a result, our vendor relationships are presently uncertain.

BUSINESS STRATEGY AND PRODUCT DEVELOPMENT
We believe our products and technologies provide a unique collection of
cost—-effective diagnostic, pain management and product testing solutions for

medical and industrial customers. Our target customers are hospital radiology
departments, cancer research facilities and imaging centers, chiropractors and
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physical therapists, and manufacturers of products with complex cast components
or processes.

Critical to our business strategy is to obtain the required approval
from the FDA with respect to our BCS 2100 and our pain management products. As
described in greater detail below under "Government Regulation," we have
obtained Section 510 (k) approval for our Photonic Stimulator and TIP. Section
510 (k) approval permits us to market and sell such products for the uses
described in the approval letter and the applicable section of the Code of
Federal Regulations. As described in greater detail below, we have applied for,
but have not received, pre-market approval with respect to our BCS 2100. We
believe that securing pre-market approval for the BCS 2100 is essential to our
efforts to develop and market the BCS 2100 because, without such approval, we
will not be able to market the BCS 2100 as a breast cancer screening device in
the United States, obtain insurance payment codes or develop physician
acceptance of our system.

Our marketing efforts rely upon building relationships with
manufacturers, local medical equipment dealers, physicians and clinical
investigators. We established a medical advisory board to assist us in preparing
for the FDA panel meeting and to help us devise programs and projects to
facilitate acceptance in the market place. We have also attended trade shows and
conferences and make direct sales calls to industrial customers and sponsor
clinics, where we introduce and demonstrate our breast imaging, pain management
and non-destructive testing products. We believe marketing our medical products
directly and through a dealer channel, augmented with trade shows, conference
presentations, direct mail and inside sales, provides a cost-effective approach
to diagnostic imaging and pain management practitioners. As of August 31, 2004
our medical advisory board was dormant, we had discontinued trade show
participation and had limited our marketing activities to user group meetings
with current and potential customers and direct selling; however, if we are
successful in securing additional capital, we plan to continue investing
resources in these programs.

As with all medical devices, it is important that our BCS 2100
customers receive adequate reimbursements from third-party payers: insurance
companies, Medicare and Medicaid reimbursement agencies. We applied for a
reimbursement code from the American Medical Association during December 2001
for our BCS 2100. Our application will not be acted upon unless and until we
receive FDA pre-market approval for the BCS 2100.

Our pain management products qualify for insurance reimbursement in
most states at rates that vary on a state-by-state basis. Generally insurance
providers offer coverage if the state's workers compensation scheme recommends
coverage. Currently only New York, Montana and Minnesota do not recommend
coverage for treatments that include infrared imaging or infrared therapy.
Average reimbursement for an infrared imaging procedure with our TIP camera, in
states offering reimbursement, is $198, with a high of $375 and a low of $96.
Average reimbursement for an infrared treatment with the Photonic Stimulator is
$12, with a high of $38 and a low of $4 per treatment.

In order to conserve cash as we seek FDA approval for the BCS 2100, we
have scaled back operations and staffing levels by, among other things, reducing
our research and development group from 16 full-time employees in the fall of
2002 to none in October 2005 and reducing our manufacturing group from 20
full-time employees in the fall of 2002 to one full-time employee in October
2005. In addition, we were in the process of developing temperature screening
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software for the TIP to include a fever detection algorithm, color-map settings
for fever threshold, reporting, and networking, but suspended development of the
software in June 2003 due to lack of resources.

COMPETITION

MEDICAL IMAGING. The principal methods used to visualize internal human anatomy
are x-ray, computed tomography, ultrasound and MRI. We believe many physicians
view these technologies as elements of a toolkit, each uniquely suited to the
diagnosis of a specific problem or problems.

Our BCS 2100 provides physiological information that supplements the
anatomical information obtained from mammography and does not compete directly
with x-ray, computed tomography, ultrasound or MRI. Our system is painless,
requires no radiocactive materials and involves no invasive technology.

Our pain management products compete with ultra-sound, electrical
stimulation, newly approved laser light therapy devices and infrared cameras
purchased from competitors or in the aftermarket for infrared cameras.

Our industrial applications compete with industrial x-ray, and high
pressure water and air techniques; which require skilled labor, are time
consuming and may utilize dangerous radiation that requires special facilities.
Our TBIS provides additional defect analysis more quickly by using less skilled
labor and no special environment, and may replace high pressure water and air or
x-ray for certain applications.

The companies that supply diagnostic and industrial imaging equipment
range from large manufacturers to smaller specialized companies. Large
diversified manufacturers, for which imaging systems define only a portion of
their total business, include General Electric, Siemens, Toshiba, Hitachi and
Philips.

NEW TECHNOLOGIES. Digital x-ray captures images electronically and may provide
several important benefits relative to existing technologies: 1) reduced
radiation dosage; 2) faster access to images, which is critical for emergency
room use; 3) the ability to distribute and access an image through a computer,
enabling remote consultation; and 4) reductions in labor and radiographic film
costs. Our BCS 2100 does not compete with digital x-ray equipment. In fact, as
mammography technology improves, we believe more women will be referred for
biopsies. We believe this will create a greater demand for technologies, like
our BCS 2100, that may be able to determine whether a patient's mass is benign
without the use of an invasive surgical procedure.

Positron Emission Tomography ("PET"), a nuclear medicine-based
diagnostic imaging technique for measuring the metabolic activity of human
cells, may benefit patients suffering from certain types of cancer or certain
conditions affecting the brain and heart. Many insurance carriers approve PET,
but the technology is expensive and difficult to administer.

Optical imaging of the breast is based on laser transillumination. This
technology is under investigation as a possible approach for medical imaging,
and at least one potential competitor is attempting to secure FDA approval for
its version of this technology. Laser transillumination has been investigated
for over 20 years and recent implementations of this technology used computed
tomography to improve the results. We believe our BCS 2100 competes favorably
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with this technology.

PROCEDURES. We view biopsies, either needle aspiration or open surgery, as
direct competition for the BCS 2100. We believe that the BCS 2100, if approved
by the FDA with the indications for use we have requested, will be adjunctive to
mammography, and that every patient with an abnormal mammogram indicating a
mass, who might be referred to biopsy under current protocols, will be a
potential candidate for a BCS 2100 procedure. We believe that, through the
product maturation process involving additional product development, we will be
able to obtain expanded indications for use and effectively screen all patients
referred for biopsy. To successfully market our product, which can occur in the
United States only if we receive FDA approval, we will have to educate
physicians about the BCS 2100 so that they will be able to recommend a BCS 2100
procedure to their patients, persuade hospitals and imaging centers to purchase
the equipment and convince insurance carriers to provide reimbursement for the
BCS 2100 procedure.

OUR SALES AND MARKETING STRATEGY

OVERVIEW. If we are able to generate sufficient capital to resume our
operations, of which there can be no assurance, we plan to market our products
with a multi-channel strategy incorporating independent distributors, direct
marketing, telemarketing, the internet and corporate marketing. We plan to
address the industrial market with a direct sales force augmented by
distributors and dealer representatives as appropriate.

DISTRIBUTORS. Prior to substantially reducing the scope of our operations, we
retained the services of distributors to market our products. If we are able to
resume our operations, we currently intend to see to re-establish distributor
relationships for the purpose of marketing our products. Our distributors have
historically focused their efforts on a specific channel in a specific region;
e.g. chiropractors and physical therapists in Northern California. We believe
that distributors provide intimate local market knowledge and contacts critical
to accessing hospital imaging facilities, radiologists, chiropractors and
physical therapists, and local service capability. Our agreements with these
distributors allow the distributor to purchase products at a discount from list
price, usually 15%, and provide extended terms for an initial order of
demonstration equipment, which we do not recognize as a sale until the
distributor actually pays for the equipment. We retain the right to develop and
service national accounts in the distributor's territory, but provide a period
of limited exclusivity with regard to the distributor's own customers, which can
be extended only if the distributor meets certain sales goals. In our
experience, which is somewhat limited, no distributor has met these goals. We
have also generally required the distributor to participate with us in certain
marketing programs, such as user group meetings.

TELEMARKETING / TELESALES. We believe telemarketing/telesales provides important
direct marketing, lead follow-up and customer service capability, particularly
in the pain management segment. Telemarketing creates revenue through direct
sales and generates leads for distributors. However, due to limited resources,
our use of telemarketing and telesales has been very limited.

INTERNET. We use the internet to provide information to current and potential
customers. Our web address is www.cti-net.com.

USER GROUPS AND SEMINARS. We believe meeting with our customers and potential
customers at informal user conferences and training sessions provides valuable
market intelligence, product use information, and assists us in selling our
products. We have conducted user group meetings at various sites across the
United States and by conference call. Due to our limited financial resources, we
are not currently conducting any user groups or seminars.
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TRADE SHOWS AND ASSOCIATIONS. From time to time, we have attended medical and
industrial trade shows and presented papers at professional conferences. We
believe attendance at trade shows and conferences allows us to build product
awareness, demonstrate our products, educate customers and generate leads for
future sales. Due to our limited financial resources, we are not currently
participating in trade shows or association events.

CORPORATE MARKETING. To the extent our financial resources permit, we intend to
develop product and corporate collateral materials, advertise in select trade
journals, demonstrate our products and present papers, and research results at
conferences and trade shows. We believe these activities have the potential to
build product and corporate awareness and support our sales efforts in selected
vertical markets.

SERVICE PROVIDERS AND CONTRACTOR RELATIONSHIPS

CONTRACTOR RELATIONSHIPS. Our business model relies upon contractors and
suppliers to reduce our development risk and to provide necessary clinical
resources. During the course of preparing our FDA pre-market approval
application and conducting regular clinical studies, we engaged the services of
certain contractors, including Battelle Memorial Institute, which assisted us in
the preparation of regulatory submissions and provided technical consulting
services, on a time and materials basis, in connection with algorithm
development and statistical consultation for interaction with the FDA. We have
terminated our relationship with Battelle because of a shortage of working
capital. If we were to require such consulting services in the future in
connection with a supplement to our pre-market approval application or
otherwise, replacing Battelle would be costly and difficult (because any
competing entity would be unfamiliar with our data). We hope Battelle would
continue to work with us if needed in the future (if we are able to generate
sufficient capital to retain Battelle), but we have no contractual commitments
to that effect.

We have also used the services of Quintiles, Inc., an independent
consulting firm authorized by the FDA, to verify clinical examination results,
to provide clinical trial monitoring and FDA preparation support. We have
terminated our relationship with Quintiles because we no longer need their
services. If we were to require such consulting services in the future in
connection with a supplement to our pre-market approval application or
otherwise, we believe Quintiles would continue to work with us (if we are able
to generate sufficient capita to retain Quintiles), but we have no contractual
commitments to that effect. If we were unable to engage Quintiles again, we
believe we could find alternative providers of similar services at similar
rates.

CLINICAL TRIALS. Previously, we contracted with six hospitals to conduct the
clinical trials reflected in our application for FDA pre-market approval of the
BCS 2100. The six hospitals are:

- USC/Norris Comprehensive Cancer Center, Los Angeles;
- Los Angeles County Hospital, Los Angeles;

- Mt. Sinai Hospital, Miami;

- St. Agnes Hospital, Baltimore;

- Lahey Clinic, Boston; and

- Providence Hospital, Washington, D.C.

We do not have any ongoing contractual relationships with any of these
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institutions, and no clinical trials are ongoing. We continue to have periodic
contacts with officials at the USC/Norris Comprehensive Cancer Center and the
Lahey Clinic, and believe that such persons would be available for consulting
and other services if requested, but we have no written commitments to such
effect.

CLINICAL STUDIES. Clinical studies are clinical research conducted for purposes
of developing expanded indications for use, testing product enhancements,
identifying potential product issues and obtaining product trials by
practitioners and patients. Clinical trials are experiments where patient
results are withheld from us pursuant to experimental controls designed to
ensure scientific accuracy and are conducted in connection with obtaining FDA
pre-market approval.

If we obtain pre-market approval from the FDA for our BCS 2100, of
which we can provide no assurance, and if we are able to generate sufficient
capital to continue our operations, we plan to expand our clinical studies
utilizing the BCS 2100 with institutions and practitioners to obtain user
feedback, test product enhancements and secure technical papers, and for
training and educational marketing purposes. During 2002, we entered into a
research relationship with McKay-Dee Hospital in Ogden, Utah for a study of up
to 70 patients referred for biopsy of a single mass after undergoing
conventional diagnostic procedures. We conducted this study to acquire
information about the effectiveness of the BCS 2100 for women age 60 and over
presenting with a lesion described as a mass. We ended this study during the
third quarter of fiscal 2003, without conclusion, when it became apparent that
the institution did not treat sufficient patients to complete the study in a
timely fashion. A separate study at McKay-Dee Hospital involved 125 women to
obtain baseline information regarding the characteristic thermal profile
associated with normal breast tissue in women 21 and older. We concluded this
study during March 2002 and are holding the data for further analysis if we
receive FDA pre-market approval. We also initiated a study at Massachusetts
General Hospital, Harvard Medical School's largest teaching hospital, for a

clinical study involving up to 250 patients referred for biopsy of a single mass

after undergoing conventional diagnostic procedures. This study was intended to
acquire information to study the effectiveness of the BCS 2100 in women age 60
and under who present with a lesion des