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PART I - FINANCIAL INFORMATION
Item 1.Condensed Consolidated Financial Statements

MERGE HEALTHCARE INCORPORATED AND SUBSIDIARIES
CONDENSED CONSOLIDATED BALANCE SHEETS
(Unaudited)

(In thousands, except for share data)

June 30,
ASSETS 2012
Current assets:
Cash and cash equivalents, including restricted cash of $707 at June 30, 2012 and
December 31, 2011, respectively $33,728
Accounts receivable, net of reserves of $5,068 and $4,080 at June 30, 2012 and
December 31, 2011, respectively 68,836
Inventory 5,457
Prepaid expenses 9,129
Deferred income taxes 3,393
Other current assets 28,012
Total current assets 148,555
Property and equipment:
Computer equipment 13,128
Office equipment 2,115
Leasehold improvements 1,281
16,524
Less accumulated depreciation 10,896
Net property and equipment 5,628
Purchased and developed software, net of accumulated amortization of $11,717 and
$9,283 at June 30, 2012 and December 31, 2011, respectively 22,244
Other intangible assets, net of accumulated amortization of $19,932 and $14,907 at June
30, 2012 and December 31, 2011, respectively 41,280
Goodwill 214,245
Deferred income taxes 7,763
Other assets 13,212
Total assets $452,927
LIABILITIES AND SHAREHOLDERS' EQUITY
Current liabilities:
Accounts payable $24,221
Interest payable 4,982
Accrued wages 6,105
Restructuring accrual 571
Other current liabilities 17,186
Deferred revenue 48,785
Total current liabilities 101,850
Notes payable, net of unamortized discount 249,698
Deferred income taxes 1,891
Deferred revenue 1,301

December
31,
2011

$39,272

71,014
4,718
5,678
3,393
20,199
144,274

10,183
2,262
1,220
13,665
9,274
4,391

23,924

45,152
209,829
9,209
13,608
$450,387

$22,114
4,935
6,972
1,407
11,580
51,246
98,254
249,438
1,891
1,679
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Income taxes payable 728 727
Other liabilities 4,809 5,927
Total liabilities 360,277 357,916

Shareholders' equity:
Common stock, $0.01 par value: 150,000,000 shares authorized: 92,103,776 shares and
90,939,053 shares issued and outstanding at June 30, 2012 and December 31, 2011,

respectively 921 909
Common stock subscribed, 273,018 shares and 195,116 shares at June 30, 2012 and

December 31, 2011, respectively 1,412 1,311
Additional paid-in capital 571,188 563,563
Accumulated deficit (483,117 ) (475,393 )
Accumulated other comprehensive income 1,796 1,613
Total Merge Healthcare Incorporated shareholders' equity 92,200 92,003
Noncontrolling interest 450 468

Total shareholders' equity 92,650 92,471
Total liabilities and shareholders' equity $452,927 $450,387

See accompanying notes to unaudited condensed consolidated financial statements.
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Index

MERGE HEALTHCARE INCORPORATED AND SUBSIDIARIES
CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS
(Unaudited)

(in thousands, except for share and per share data)

Three Months Ended
June 30,
2012 2011

Net sales:
Software and other $25,262 $17,639
Professional services 9,856 10,515
Maintenance and EDI 27,768 27,438
Total net sales 62,886 55,592
Cost of sales:
Software and other 11,468 4,681
Professional services 6,012 5,016
Maintenance and EDI 7,915 6,687
Depreciation and amortization 1,901 2,347
Total cost of sales 27,296 18,731
Gross margin 35,590 36,861
Operating costs and expenses:
Sales and marketing 10,743 7,853
Product research and development 8,450 7,017
General and administrative 7,409 8,264
Acquisition-related expenses 2,844 375
Restructuring and other expenses - -
Depreciation, amortization and impairment 2,725 5,223
Total operating costs and expenses 32,171 28,732
Operating income 3,419 8,129
Other income (expense):
Interest expense (8,221 ) (6,746
Interest income 381 167
Other, net 663 (1,209
Total other income (expense) (7,177 ) (7,788
Income (loss) before income taxes (3,758 ) 341
Income tax expense 2,121 2,026
Net loss (5,879 ) (1,685
Less: noncontrolling interest's share 3 -
Net loss attributable to Merge (5,882 ) (1,685
Less: preferred stock dividends 1,587

Net loss attributable to common shareholders of Merge  $(5,882 ) $(3,272
Net loss per share attributable to common shareholders

of Merge - basic $(0.06 ) $(0.04
Weighted average number of common shares outstanding

- basic 92,103,421 84,345,025
Net loss per share attributable to common shareholders

of Merge - diluted $(0.06 ) $(0.04
Weighted average number of common shares outstanding

- diluted 92,103,421 84,345,025

)
)

)

Six Months Ended
June 30,
2012 2011
$48,019 $36,310
19,296 18,915
56,549 53,039
123,864 108,264
19,997 11,258
11,904 10,079
16,598 14,651
3,780 4,846
52,279 40,834
71,585 67,430
21,667 16,546
16,042 13,769
16,046 14,854
3,206 479
- 36
5,532 7,873
62,493 53,485
9,092 13,945
(16,388 ) (13,106
508 173
772 (1,415
(15,108 ) (14,348
(6,016 ) (403
1,726 2,871
(7,742 ) (3,274
(18 ) -
(7,724 ) (3,274
- 3,153
$(7,724 ) $(6,427
$(0.08 ) $(0.08
91,718,685 84,277,343
$(0.08 ) $(0.08
91,718,685 84,277,343

)

)
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See accompanying notes to unaudited condensed consolidated financial statements.
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MERGE HEALTHCARE INCORPORATED AND SUBSIDIARIES

CONDENSED CONSOLIDATED STATEMENTS OF COMPREHENSIVE INCOME (LOSS)

Net loss
Translation adjustment

Unrealized gain (loss) on marketable security, net of taxes

Comprehensive loss

Less: noncontrolling interest's share
Comprehensive loss attributable to Merge Healthcare

Incorporated

(Unaudited)
(in thousands)

Three Months Ended
June 30,
2012 2011
$(5,879 ) $(1,685
(24 ) 195
93 (55
(5,810 ) (1,545
3 -

$(5,813 ) $(1,545

Six Months Ended
June 30,
2012 2011
) $(7,742 ) $(3,274
61 175
) 122 193
) (7,559 ) (2,906
(18 J

) $(7,541 ) $(2,906

See accompanying notes to unaudited condensed consolidated financial statements.
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MERGE HEALTHCARE INCORPORATED AND SUBSIDIARIES
CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS
(Unaudited)

(in thousands)

Six Months Ended
June 30,

2012 2011
Cash flows from operating activities:
Net loss $(7,742 ) $(3,274
Adjustments to reconcile net loss to net cash provided by (used in) operating activities:
Depreciation, amortization and impairment 9,312 12,719
Share-based compensation 2,817 2,120
Change in contingent consideration for acquisitions 2,169 128
Amortization of notes payable issuance costs & discount 1,319 1,156
Provision for doubtful accounts receivable and allowances, net of recoveries 988 782
Deferred income taxes 1,446 2,440
Unrealized gain on equity security (1,058 ) -
Realized gain on sale of equity security - (405
Changes in operating assets and liabilities, net of effects of acquisitions:
Accounts receivable 1,636 (6,432
Inventory (739 ) 391
Prepaid expenses (3,408 ) 479
Accounts payable 2,041 (2,814
Accrued wages (867 ) 2,035
Restructuring accrual (835 ) (892
Deferred revenue (3,668 ) (6,784
Accrued interest and other liabilities 684 217
Other (7,210 ) (439
Net cash provided by (used in) operating activities 3,115 ) 1,427
Cash flows from investing activities:
Cash paid for acquisitions, net of cash acquired (876 ) (600
Purchases of property, equipment, and leasehold improvements (2,403 ) (1,277
Change in restricted cash - 880
Disttribution from investment in equity security - 405
Net cash used in investing activities (3,279 ) (592
Cash flows from financing activities:
Proceeds from issuance of term notes - 53,560
Note and stock issuance costs paid - (1,528
Proceeds from exercise of stock options and employee stock purchase plan 838 206
Principal payments on notes payable (34 ) -
Principal payments on capital leases 101 ) (41
Redemption and retirement of preferred stock - (40,750
Preferred stock dividends - (7,152
Net cash provided by financing activities 703 4,295
Effect of exchange rates on cash and cash equivalents 147 (45
Net increase (decrease) in cash and cash equivalents (5,544 ) 5,085
Cash and cash equivalents (net of restricted cash), beginning of period (1) 38,565 39,382

Cash and cash equivalents (net of restricted cash), end of period (2) $33,021 $44,467
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Supplemental Disclosures of Cash Flow Information:

Cash paid for interest $14,813
Cash paid for income taxes, net of refunds 198
Non-Cash Investing and Financing Activities

Equity securities received in sales transactions $1,530
Value of common stock issued for acquisitions 4,083

(1)Net of restricted cash of $707 and $1,647 at December 31, 2011 and 2010, respectively.
(2)Net of restricted cash of $707 and $767 at June 30, 2012 and 2011, respectively.

See accompanying notes to unaudited condensed consolidated financial statements.
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MERGE HEALTHCARE INCORPORATED AND SUBSIDIARIES

CONDENSED CONSOLIDATED STATEMENT OF SHAREHOLDERS’ EQUITY
(Unaudited)

(in thousands, except for share and per share data)

Common Stock Accumulated
Total
Additional Other Merge Non- Total
Shares Subscribed Shares  Issued Paid-in AccumuldfginpreherSimecholdeositrollBigareholders’
Subscribed Amount  Issued Amount Capital Deficit Income Equity Interest Equity

Balance at

December 31,

2011 195,116 $1,311 90,939,053 $909 $563,563 $(475,393) $1,613 $92,003 $468 $92,471

Stock issued

under ESPP 14,770 4 35,389 - 178 - - 182 - 182

Exercise of

stock options - - 177,769 2 654 - - 656 - 656

Share-based

compensation

expense - - - - 2,817 - - 2,817 - 2,817

Shares issued

for acquisitions 63,132 97 951,565 10 3,976 - - 4,083 - 4,083

Net loss - - - - - (7,724 ) - (7,724) (18) (7,742)

Other

comprehensive

income - - - - - - 183 183 - 183

Balance at June

30,2012 273,018 $1,412 92,103,776 $921 $571,188 $(483,117) $1,796 $92,200 $450 $92,650
See accompanying notes to unaudited condensed consolidated financial statements.

5

11
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Index
Merge Healthcare Incorporated and Subsidiaries
Notes to Condensed Consolidated Financial Statements (continued)
(Unaudited and in thousands, except for share and per share data)
€] Basis of Presentation and Significant Accounting Policies

The accompanying unaudited condensed consolidated financial statements have been prepared in accordance with the
rules and regulations of the Securities and Exchange Commission (SEC) for reporting on Form 10-Q. Accordingly,
certain information and notes required by United States of America generally accepted accounting principles (GAAP)
for annual financial statements are not included herein. These interim statements should be read in conjunction with
the consolidated financial statements and notes thereto included in the Annual Report on Form 10-K for the year
ended December 31, 2011 of Merge Healthcare Incorporated, a Delaware corporation, and its subsidiaries and
affiliates (which we sometimes refer to collectively as the Company, Merge, we, us or our).

Principles of Consolidation

Our unaudited condensed consolidated financial statements reflect all adjustments, which are, in the opinion of
management, necessary for a fair presentation of our financial position and results of operations. Such adjustments
are of a normal recurring nature, unless otherwise noted. The results of operations in the three and six month periods
ended June 30, 2012 and 2011 are not necessarily indicative of the results to be expected for any future period.

Our unaudited condensed consolidated financial statements are prepared in accordance with GAAP. These accounting
principles require us to make certain estimates, judgments and assumptions that affect the reported amounts of assets
and liabilities and disclosure of contingent assets and liabilities at the date of the financial statements and the reported
amounts of revenues and expenses during the reporting period. We believe that the estimates, judgments and
assumptions are reasonable based on information available at the time they are made. Actual results could differ
materially from those estimates.

(2)Other Current Assets and Other Current Liabilities
Other current assets consist primarily of revenue recognized that has not yet been billed to a customer, unbilled A/R

from acquisitions, an equity investment and other non-trade receivables, all of which are due within the next twelve
months. The balances are comprised of the following as of June 30, 2012 and December 31, 2011:

Balance at Balance at
June 30, December
2012 31,2011
Revenue recognized in excess of billings $ 23939 $ 18,064
Acquired unbilled A/R 901 1,769
Equity investment 2,588 -
Other non-trade receivables 584 366

$ 28,012 $ 20,199
Other current liabilities consist primarily of leases payable, accrued taxes and taxes payable, customer deposits, the
current portion of certain acquisition obligations and other non-trade payables, all of which are due within the next

twelve months. The balances are comprised of the following as of June 30, 2012 and December 31, 2011:

Balance at Balance at

12
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Leases payable

Accrued taxes and taxes payable
Customer deposits

Acquisition obligations

Other current liabilities

June 30,
2012
295
970
3,690
7,470
4,761
17,186

$

$

December
31,2011
473
782

2,469
4,651
3,205
11,580

13
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Index
Merge Healthcare Incorporated and Subsidiaries
Notes to Condensed Consolidated Financial Statements (continued)
(Unaudited and in thousands, except for share and per share data)
3) Goodwill and Other Intangible Assets
Goodwill

The changes in carrying amount of goodwill in the six months ended June 30, 2012, are as follows:

Total
Balance at December 31, 2011 $ 209,829
Increase due to insignificant acquisition 4,452
Change due to foreign currency 36 )
Balance at June 30, 2012 $ 214,245

Other Intangible Assets

Our intangible assets subject to amortization are summarized as of June 30, 2012 as follows:

Weighted
Average
Remaining
Amortization
Period Gross Carrying  Accumulated
(Years) Amount Amortization
Purchased software 5.0 $ 32,136 $ (10,284
Capitalized software 2.3 1,825 (1,433
Customer relationships 6.8 46,259 (11,257
Backlog 1.9 9,680 (7,232
Trade names 7.1 2,083 (462
Non-competes 4.8 3,190 (981
Total $ 95,173 $ (31,649

N~ N N N

As a result of an insignificant acquisition in the six months ended June 30, 2012, we increased the gross carrying
amounts of purchased software, customer relationships and trade names by $780, $1,220 and $80, respectively, based

on our purchase accounting for the acquisition.

Estimated aggregate amortization expense for our intangible assets, which become fully amortized in 2022, is as

follows:
For the remaining 6 months of the year ended: 2012 $7,685
For the year ended December 31: 2013 14,101
2014 12,447
2015 10,174
2016 8,036
2017 5,682

Thereafter 5,399
Total $63,524

14
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Merge Healthcare Incorporated and Subsidiaries
Notes to Condensed Consolidated Financial Statements (continued)
(Unaudited and in thousands, except for share and per share data)

Amortization expense in the three and six months ended June 30, 2012 and 2011 is set forth in the following table:

Three Months Ended Six Months Ended
June 30, June 30,
2012 2011 2012 2011
Amortization included in cost of
sales:
Purchased software $ 1,184 $ 1,269 $ 2334 $ 2,653
Capitalized software 50 50 103 102
Backlog 554 936 1,106 1,873
Total 1,788 2,255 3,543 4,628
Amortization and impairment
included in operating expenses:
Customer relationships 1,874 1,351 3,687 2,772
Trade names 65 2,955 127 3,077
Non-competes 115 127 230 252
Total 2,054 4,433 4,044 6,101
Total amortization and impairment ~ $ 3,842 $ 6,688 $ 7,587 $ 10,729

Upon completion of a product rebranding initiative in the second quarter of 2011, we recorded a $2,805 charge due to
the impairment of our trade names associated with certain products.

(4)Fair Value Measurements

Our financial instruments include cash and cash equivalents, accounts receivable, marketable and non-marketable
securities, accounts payable, notes payable, and certain accrued liabilities. The carrying amounts of our cash and cash
equivalents (which are comprised primarily of deposit and overnight sweep accounts), accounts receivable, accounts
payable, and certain accrued liabilities approximate fair value due to the short maturity of these instruments. The
carrying amounts of our marketable equity securities are based on the quoted price of the security in an active

market. The estimated fair values of the non-marketable equity securities have been determined from information
obtained from independent valuations and management estimates. The fair value of our notes payable was
approximately 106.8% of par value as of June 30, 2012 and 106.125% of par value as of December 31, 2011, based on
quoted prices of the securities in an active market.

Current Investment

In the second quarter of 2012, we received an equity security investment from a customer as settlement for purchase
commitments and outstanding receivables associated with a contract. This equity investment is classified as a Level 2
trading security within other current assets in our condensed consolidated balance sheet. We estimate the fair value of
this investment on a recurring basis based on the quoted market price of the security less a discount due to a trading
restriction. Upon receipt, we estimated the fair value of this investment at $1,530. At June 30, 2012, we estimated the
fair value of this investment at $2,588, and recorded an unrealized gain of $1,058 within the other, net line in our
statements of operations for the three and six months ended June 30, 2012.

16
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Non-Current Investments

At June 30, 2012, we held certain securities in a publicly traded entity and private companies, which are classified
within other assets in our condensed consolidated balance sheet. The investment in the publicly traded equity
security, over which we do not exert significant influence, is classified as available-for-sale and reported at fair value
on a recurring basis using Level 1 inputs. Unrealized gains and losses are reported within the accumulated other
comprehensive income component of shareholders’ equity. The investments in equity securities of private companies,
over which we do not exert significant influence, are classified as Level 3 investments and are reported at cost or fair
value, if an other-than-temporary loss has been determined. Any loss due to impairment in value is recorded when
such loss occurs. We performed the evaluation of our Level 3 investments as of June 30, 2012, and concluded that
there was no significant change in their fair value.

17
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Merge Healthcare Incorporated and Subsidiaries
Notes to Condensed Consolidated Financial Statements (continued)
(Unaudited and in thousands, except for share and per share data)

The following table sets forth the change in the fair value of our Level 1 publicly traded equity security:

Six Months Ended
June 30,
2012 2011
Balance at January 1 $ 106 $ 55
Unrealized gain 122 221
Balance at June 30 $ 228 $ 276

Unrealized gains or losses on our Level 1 available-for-sale (publicly traded) security, as well as foreign currency
translation adjustments, are components of accumulated other comprehensive income as set forth in the following
table:

December
June 30, 31,
2012 2011
Cumulative translation adjustment $ 2,022 $ 1,961
Unrealized loss on available-for-sale security, net of
taxes 226 ) (348 )
Total accumulated other comprehensive income $ 1,796 $ 1,613
®)) Restructuring

The following table sets forth the activity in the six months ended June 30, 2012, related to restructuring activities
undertaken in prior years:

Employee Contract
Termination Exit
Costs Costs Total
Balance at December 31, 2011 $ 970 $ 437 $ 1,407
Payments 316 ) 245 ) (561 )
Non-cash adjustments 275 ) - 275 )
Balance at June 30, 2012 $ 379 $ 192 $ 3571
(6) Debt

In April 2010, we issued $200,000 of Senior Secured Notes (Notes) at 97.266% of the principal amount, which bear
interest at 11.75% of principal (payable on May 1st and November 1st of each year) and which will mature on May 1,
2015. In June 2011, we issued an additional $52,000 in Notes at 103.0% of the principal amount with terms identical
to the existing Notes. In connection with the Notes, we incurred issuance costs of $9,015 and $1,528, respectively
(which are recorded in other assets on the condensed consolidated balance sheet). These issuance costs are recorded
as a long-term asset and amortized over the life of the Notes using the effective interest method.

In the three months ended June 30, 2012 and 2011, we recorded $8,072 and $6,650, respectively, of interest expense
related to the Notes, including $504 and $376, respectively, of amortization of debt issuance costs and $166 and $213,

18
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respectively, of amortization of net debt discount. In the six months ended June 30, 2012 and 2011, we recorded
$16,123 and $13,093, respectively, of interest expense related to the Notes, including $992 and $729, respectively, of
amortization of debt issuance costs and $327 and $427, respectively, of amortization of net debt discount.

(7)Shareholders’ Equity

In the six months ended June 30, 2012, we issued 1,014,697 shares of our common stock (including 116,706 shares
subscribed at June 30, 2012) valued at $4,083 as partial consideration for an insignificant acquisition. The value of
the shares issued, which was utilized in our allocation of the purchase price, was based on the closing price of our
common stock as of the acquisition date, discounted based upon a one-year trading restriction and certain other
provisions in the purchase agreement.

19
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Merge Healthcare Incorporated and Subsidiaries
Notes to Condensed Consolidated Financial Statements (continued)
(Unaudited and in thousands, except for share and per share data)

In the three and six months ended June 30, 2011, we recorded cumulative dividends of $1,587 and $3,153 related to
our Series A Preferred Stock. These dividends are reflected as a reduction of net income available to common
shareholders of Merge in our condensed statements of operations. In June 2011, we redeemed andretired the Series A
Preferred Stock, including the payment of associated dividends with the proceeds of the $52,000 in Notes previously
discussed.

(8) Share-Based Compensation

The following table summarizes share-based compensation expense recognized during the periods indicated:

Three Months Ended Six Months Ended
June 30, June 30,
2012 2011 2012 2011
Share-based compensation expense included in the statements of
operations:
Professional services cost of sales $20 $9 $42 $19
Maintenance and EDI cost of sales (38 ) 83 8 111
Sales and marketing 489 248 932 835
Product research and development 169 17 197 9
General and administrative 978 701 1,638 1,146
Total $1,618 $1,058 $2,817 $2,120

Stock option activity in the six months ended June 30, 2012 is set forth in the following table:

Number of
Options

Options outstanding, December 31, 2011 9,191,034
Options granted 4,090,000
Options exercised (177,769 )
Options forfeited and expired (400,078 )
Options outstanding, June 30, 2012 12,703,187
Options exercisable, June 30, 2012 5,076,141

As of June 30, 2012, there was approximately $19,345 of unrecognized compensation cost related to stock options
that may be recognized in future periods.

(9)Commitments and Contingencies
Litigation
On June 1, 2009, Merge Healthcare was sued in the Milwaukee County Circuit Court, State of Wisconsin, by William
C. Mortimore and David M. Noshay with respect to the separation of Mortimore’s and Noshay’s employment and our
subsequent refusal to indemnify them with respect to litigation related to their services as officers of Merge. The

plaintiffs allege that we breached their employment agreements, unreasonably refused their requests for

20
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indemnification and breached other covenants of good faith and fair dealing. The plaintiffs seek indemnification and
unspecified monetary damages. Discovery in this case is on-going. On April 6, 2011, the Milwaukee County Circuit
Court rendered a decision in which it concluded that Merge and Mortimore had entered into an oral employment
contract on or about June 15, 2006, but the Court did not make any decision as to damages, which damages would be
addressed in a later phase of the litigation. On May 9, 2011, Merge appealed the Circuit Court’s decision. The appeal
is ongoing and the Circuit Court litigation has been stayed pending appeal. We have retained litigation counsel,
intend to continue to defend this action vigorously and have filed a counterclaim for fraud, among other claims,
against both Mortimore and Noshay. We will also continue to pursue the appeal. We believe it is reasonably possible
that we may incur a loss with respect to this matter, however at this stage of the proceedings, it is not possible for
management to reasonably estimate the amount of any potential loss.

In January 2010, a purported stockholder class action complaint was filed in the Superior Court of Suffolk County,
Massachusetts in connection with AMICAS Inc.’s (AMICAS) proposed acquisition by Thoma Bravo, LLC. A second
similar action was filed in the same Court in February 2010 and consolidated with the first action. In March 2010,
because AMICAS had terminated the Thoma Bravo Merger and agreed to be acquired by us, the Court dismissed the
plaintiffs’ claims as moot. Subsequently, counsel for the plaintiffs filed an application for approximately $5,000 of
attorneys’ fees for its work on this case, which fee petition AMICAS opposed. We retained litigation counsel to
defend against the fee petition. On December 4, 2010, the court awarded plaintiffs approximately $3,200 in attorneys’
fees and costs. AMICAS has appealed this judgment. We previously tendered the defense in this matter to our
appropriate insurers, which provided coverage against the claims asserted against AMICAS. After receipt of the
court’s attorneys’ fee award decision, the insurer denied policy coverage for approximately $2,500 of the fee
award. We do not believe that the insurer’s denial has merit and have retained counsel to contest it. On June 6, 2011,
the insurer filed an action against AMICAS and Merge in U.S. District Court for the Northern District of Illinois
seeking a declaration that it is not responsible for the $2,500 portion of the judgment rendered on December 4, 2010
by the Superior Court of Suffolk County, Massachusetts. Merge filed a counterclaim seeking a declaration that the
insurer must pay the full amount of the Superior Court’s fee award, plus additional damages. On April 30, 2012, the
Northern District of Illinois federal court ruled in favor of our Motion for Summary Judgment. The court ordered the
insurer to pay the Massachusetts court judgment plus interest. The insurer has appealed that court’s ruling. We
continue to vigorously assert all of our rights under our applicable insurance policies, which we believe cover the
claims and expenses incurred by AMICAS or us in connection with the fee award. We believe that the likelihood of a
loss in excess of the amount of our recorded liability is remote.

On February 1, 2010, Merge filed a complaint against its former CEO, Richard Linden, and its former CFO, Scott
Veech, in the U.S. District Court for the Eastern District of Wisconsin, seeking a declaration that we do not have to
indemnify either Mr. Linden or Mr. Veech for liabilities they incurred in connection with an SEC investigation and
enforcement actions and various securities fraud and shareholder derivative litigation. Merge also sought to recover
from both defendants all costs incurred by Merge associated with defending Mr. Linden and Mr. Veech in those prior
actions. On October 15, 2010, the Court concluded that it did not have subject matter jurisdiction over Merge’s claims
and dismissed the claims in their entirety. The Court rendered no opinion on the merits of Merge’s claims. Merge is
evaluating its further options with respect to the Scott Veech matter in Wisconsin state court. On February 8, 2011,
Merge filed a complaint in the U.S. District Court for the Eastern District of Wisconsin captioned Merge Healthcare
Incorporated v. Richard Linden, Case no. 11-CV-001541. On May 4, 2011, Merge and Mr. Linden entered into a
confidential settlement agreement resolving all claims against Mr. Linden and through which Linden agreed to issue a
statement of regret and apology to Merge’s Board of Directors and reimburse Merge for a portion of the Company’s
legal fees to defend Mr. Linden in prior legal actions. Merge believes that it has numerous meritorious claims against
Mr. Veech and will continue to pursue these claims, which have not been affected by the settlement with Mr.

Linden. We believe that the likelihood of a loss with respect to this matter is remote.

In August, 2010, Merge Healthcare was sued in the Northern District of Texas by the Court-appointed receiver for
Stanford International Bank, Ltd. The receiver alleges that Merge was a recipient of a fraudulent conveyance as a

result of a Ponzi scheme orchestrated by Robert Stanford and Stanford International Bank, Ltd. (SIBL). Merge is not
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alleged to have participated in the Ponzi scheme. The receiver’s claims arise from the failed acquisition of Emageon,
Inc. (Emageon) by Health Systems Solutions, Inc. (HSS), an affiliate of SIBL, in February 2009, which resulted in the
payment of a $9,000 break-up fee by HSS, which payment is alleged to have been financed by SIBL. Merge
subsequently acquired Emageon as part of our AMICAS acquisition. The complaint seeks to recover the $9,000
payment to Emageon, plus interest, costs, and attorneys’ fees. We have retained litigation counsel and intend to
vigorously defend this action. We have filed a motion to dismiss the complaint. That motion has been fully briefed,
and we are awaiting a decision from the Court. We believe it is reasonably possible that we may incur a loss with
respect to this matter. The potential loss may lie in a range from zero to the full amount claimed, plus interest.

In addition to the matters discussed above, we are involved in various legal matters that are in the process of litigation
or settled in the ordinary course of business. Although the final results of all such matters and claims cannot be
predicted with certainty, we believe that the ultimate resolution of all such matters and claims will not have a material
adverse effect on the Company’s financial condition. However, such matters could have a material adverse effect on
our operating results and cash flows for a particular period.

Guarantees

We assumed a guarantee to a lender on behalf of a customer in connection with an acquisition. At June 30, 2012, the
balance outstanding on the loan was approximately $336. Revenue is recorded as the guarantee is reduced.

(10)Transactions with Related Party

Merrick RIS, LLC (Merrick) and its affiliates, including Merrick Ventures, LLC (Merrick Ventures), beneficially

own, as of June 30, 2012, approximately 35% of our outstanding common stock. Michael W. Ferro, Jr., our Chairman
of the Board, and trusts for the benefit of Mr. Ferro’s family members beneficially own a majority of the equity interest
in Merrick. Mr. Ferro also serves as the chairman and chief executive officer of Merrick and the chairman and chief
executive officer of Merrick Ventures. Accordingly, Mr. Ferro indirectly owns or controls all of the shares of our
common stock owned by Merrick and Merrick Ventures. Due to its stock ownership, Merrick has significant

influence over our business, including the election of our directors.

10
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Merge Healthcare Incorporated and Subsidiaries
Notes to Condensed Consolidated Financial Statements (continued)
(Unaudited and in thousands, except for share and per share data)

Effective January 1, 2009, we entered into a consulting agreement with Merrick. Services provided by Merrick under
the consulting agreement include financial analysis and strategic planning. Effective January 1, 2010, we entered into
an amendment to extend the term of the consulting agreement with Merrick through December 31, 2011, and modified
the payment terms from a flat fee arrangement per quarter to a per transaction or success based arrangement. On
February 24, 2012, we entered into a second amendment, effective January 3, 2012, to extend the term of the
consulting agreement with Merrick through December 31, 2013, and modified the fee structure to include a quarterly
fee of $150. This is in addition to the per transaction or success based arrangement that exists. Further, the second
amendment includes a modification of the success payment in the event of a sale, by including a payment of 2% of the
total consideration received if the total consideration is greater than $1 billion (the agreement still allows for a 1%
success fee if under $1 billion). We paid $427 and $250 to Merrick for such services and recognized $167 and $450
in expenses in the three months ended June 30, 2012 and 2011, respectively. We paid $709 and $554 to Merrick for
such services and recognized $594 and $544 in expenses in the six months ended June 30, 2012 and 2011,
respectively. As of June 30, 2012 and 2011, we have $17 and $294, respectively, recorded in accounts payable
covering all obligations under this agreement.

Merrick Ventures owns over 75% of the outstanding equity interest of an entity called higi llc (higi). Mr. Ferro is
higi’s chairperson and founder. In December 2011, we entered into a master services agreement with higi, pursuant to
which we agreed to provide higi with certain professional services, including software engineering design, application
and web portal development for a fixed payment of $675. In the three and six months ended June 30, 2012, we
recognized zero and $155, respectively, in revenue under this agreement. In addition, the master services agreement
granted higi certain branding rights related to our health station business and requires higi to pay a fixed annual fee of
one hundred dollars per station to us for each station that is branded with higi’s trademarks and that includes higi’s
software, images and/or other intellectual property. The agreement has an initial term of one year, with continuing
renewal rights, and is subject to termination on 120 days notice from us.On March 28, 2012, we entered into an
agreement to sell health stations and related equipment to higi. Under terms of the agreement we received a fixed
payment of $2,750 in the three months ended March 31, 2012. We recognized revenue of $2,392 and $2,750,
respectively, in the three and six months ended June 30, 2012 under this agreement.

On February 24, 2012, we entered into an assignment agreement with Merrick Ventures under which Merge assumed
a lease from Merrick of approximately 4,700 square feet located at 200 E. Randolph Street, 22nd floor, Chicago, IL at
an annual rental rate of $78, terminating on December 13, 2013. Under the assignment, Merge also paid
approximately $70 (which represents the book value) for all fixtures, leasehold improvements and furniture located in
the space.

(11)Income Taxes

We are subject to tax in multiple jurisdictions and record income tax expense on an interim basis using an estimated
annual effective tax rate. The estimated annual effective tax rate is modified to exclude the effect of losses for those
jurisdictions where the tax benefit cannot be recognized and a separate estimated annual tax rate is required. Items
discrete to a specific quarter are reflected in tax expense for that interim period. A valuation allowance is established
when necessary to reduce deferred tax assets to the amount more-likely-than-not to be realized. Further limitations
may apply to d