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A Few Words to Fellow Stockholders...

In the rapidly evolving world of technological advancement and globalization, the last several years have been

eventful for Vasomedical. Through cost reduction and product diversification, our company has begun its long

journey of recovery and growth. | would like to take this opportunity to report to you the company’s current

status and its strategy and approach to prosperity.

Our EECP® Business

During the past 15 years, Vasomedical, Inc. has
taken external counterpulsation (ECP), the term
originally used to describe inefficient and
cumbersome systems using a single hydraulic
chamber placed around the lower legs of a patient,
to EECP® systems, the clinically proven and
validated sequential pneumatic therapy devices we
market exclusively today. With the abundance of
research that has demonstrated to the world the
effectiveness of EECP® therapy, we have not only
successfully introduced our patented and
trademarked EECP® systems, now including a fully
automated AngioNew” mobile unit, but we have
also been working with world renowned
researchers to explain the complex mechanisms of
action associated with the substantial, long lasting
benefits in patients receiving EECP’ treatment.

Specifically, since 1995 Vasomedical has supported
clinical research resulting in about 200 publications,
the vast majority of which are peer-reviewed;
sponsored two major controlled studies (MUST-
EECP" and PEECH™) and, as a result, received a
Medicare national coverage policy for the use of
external counterpulsation therapy in the treatment
of refractory angina; sponsored the establishment
of two international independent registries with
over 8,000 patients; sponsored the creation of the
International EECP" Therapists Association with
which we continue to support and work closely
with today; filed and received multiple patents;
exhibited at almost all major international
cardiology congresses or meetings in the United
States and abroad; introduced EECP" therapy in 30
foreign markets; maintained full compliance with
quality and regulatory requirements and received
numerous certifications attesting to our quality
programs and products, such as cGMP from the
Food and Drug Administration (FDA), Underwriter
Laboratories (UL) listing, ISO 13485, European
Community certification (CE Marking), and had all

of our EECP® systems listed on our Health Canada
License for sale of our products in Canada.

“...EECP® treatment with its positive
acute hemodynamic benefits can

also recruit collateral blood vessels...”

More recently published data provide what we
consider as concrete evidence supporting the
hypotheses that EECP’ treatment with its positive
acute hemodynamic benefits can also recruit
collateral blood vessels to ischemic regions,
improve neurohormonal factors, improve
endothelial function, reduce proinflammatory
cytokines and adhesion molecules, and reduce
arterial stiffness. All of these factors assist in the
improvement of blood flow to ischemic regions
and explain the life changing clinical benefits
observed in patients that have undergone a
course of EECP" therapy. Furthermore, it has
been observed repeatedly that cardiac patients
receiving EECP” treatment have seen improvement
in circulatory processes in systems other than
cardiac (i.e., diabetic neuropathy, PVD, erectile
dysfunction, resistive hypertension, etc.), and
these findings, we believe, can one day lead to
more concrete and rigorous scientific evidence to
help expand the indications of EECP" therapy for
the many who suffer from diseases of the
circulatory system.

We are proud of what we have achieved with
EECP’ therapy — there is nothing more satisfying
than seeing patients getting their lives back and
hearing great stories of this “miracle” therapy —
and will continue to work diligently and
intelligently to bring the full benefits of this great
therapy to more patients in more countries of the
world. EECP’ continues to be our core business.



Current Economic Conditions

While today’s worldwide economic conditions have
affected Vasomedical just like other businesses,
historically the medical device industry has been
relatively resilient to recessions. As we continue to
demonstrate both need and value to patients,
physicians, facilities and payers, we find orders for
EECP" systems usually not cancelled by customers
who are distressed by the tight credit availability
but the placement of these orders rather simply
delayed. And by continuing to market our EECP’
product as more than solely a device, but as a
complete and total program that includes many
customer services such as installation, expert
clinical training, warranty and technical service,
billing and reimbursement training, marketing
assistance and ongoing support, we start to
overcome the delays due to misinformation about
clinically unproven devices that try to imitate and
compete with ours. Though challenging at times,
the belief in our product and our commitment to
success have brought our dedicated group of
employees and our company to what we believe to
be a stronger position ready for future development
and growth.

“It successfully demonstrated a significant
reduction...in both hospitalizations and
emergency room visits... presenting enormous
cost reduction potential for the nation’s
healthcare system”

We are especially optimistic about the prospect of
positioning EECP" therapy for marketing in an
environment of health care reform, which includes
an initiative for superior, cost effective therapies to
produce improved clinical outcomes at lower costs.
In addition to the lower cost of providing EECP’
therapy when compared to the palliative invasive
procedures of angioplasty, stenting and bypass
surgery, current clinical effectiveness data and cost
analysis support the preference for more
aggressive application of non-invasive medical
treatments such as EECP" therapy. The Journal of
Heart Failure has already published a study
looking at hospitalizations and emergency room
visits of heart failure patients six months before
and six months after EECP” therapy. It successfully
demonstrated a significant reduction — by more
than 80% — in both hospitalizations and emergency
room visits for those patients post treatment,

presenting not only the great efficacy of EECP’
therapy but also enormous cost reduction
potential for the nation’s healthcare system given
that there are approximately 6 million congestive
heart failure patients in the United States and
about 670 thousand new cases every year. A
similar study was conducted and published in
Sweden as well. We expect to continue to take
advantage of opportunities like these to increase
the awareness of EECP” therapy and its benefits for
not only healthcare providers and payers but also
decision and policy makers.

Beyond EECP®

While EECP® therapy remains our core business, we
have started to look into product diversification to
fully utilize our managerial, quality assurance as
well as marketing and sales infrastructure. The
company, through strategic partnerships, has
begun to introduce new products under the
Vasomedical banner. We recently received FDA
clearance to introduce our first ECG Holter monitor
and analysis software under the Vasomedical-
BIOX™ brand. Additional Holter and ambulatory
blood pressure monitoring products are in the
regulatory submission process, and we anticipate
that more noninvasive medical devices for clinical
and home uses will be brought by us to the market
in the near future. With the support and experience
of our business partners around the world, we
continue to explore synergic opportunities to
expand our product and service offerings to
increase shareholder value.

All of us at Vasomedical thank you for your support
and will continue to dedicate ourselves to
achieving greater awareness and acceptance for
EECP’ therapy. We are looking to introduce more
new and exciting products and services strategically
positioned to enhance Vasomedical’s Vvisibility,
while continuing to manage our operations and
reduce costs, all directed at both increased sales
and profitability.

Very truly yours,

Jun Ma
President and CEO
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PART I

ITEM 1 -BUSINESS

Except for historical information contained in this report, the matters discussed are forward-looking
statements that involve risks and uncertainties. When used in this report, words such as “anticipates”, “believes”,
“could”, “estimates”, “expects”, “may”, “plans”, “potential” and “intends” and similar expressions, as they
relate to the Company or its management, identify forward-looking statements. Such forward-looking statements
are based on the beliefs of the Company’s management, as well as assumptions made by and information currently
available to the Company’s management. Among the factors that could cause actual results to differ materially
are the following: the effect of business and economic conditions, the effect of the dramatic changes taking place
in the healthcare environment; the impact of competitive procedures and products and their pricing, medical
insurance reimbursement policies; unexpected manufacturing or supplier problems; unforeseen difficulties and
delays in the conduct of clinical trials and other product development programs; the actions of regulatory
authorities and third-party payers in the United States and overseas, uncertainties about the acceptance of a novel
therapeutic modality by the medical community; and the risk factors reported from time to time in the Company’s
SEC reports. The Company undertakes no obligation to update forward-looking statements as a result of future
events or developments.

General Overview

Vasomedical, Inc. was incorporated in Delaware in July 1987. Unless the context requires otherwise, all
references to “we”, “our”, “us”, “Company”, “registrant”, “Vasomedical” or “management” refer to Vasomedical,
Inc. and its subsidiaries. Since 1995, we have been primarily engaged in designing, manufacturing, marketing and
supporting EECP® Enhanced External Counterpulsation systems based on our unique proprietary technology
currently indicated for use in cases of stable or unstable angina, congestive heart failure (CHF), acute myocardial
infarction (i.e., heart attack, (MI)) and cardiogenic shock. The EECP® therapy is a non-invasive, outpatient
treatment of diseases of the cardiovascular system. The therapy serves to increase circulation in areas of the heart
with less than adequate blood supply and helps restore systemic vascular function. The therapy also increases blood
flow and oxygen supply to the heart muscle and other organs and decreases the heart’s workload and reduces
oxygen demand, while also improving function of the endothelium, the lining of blood vessels throughout the body,
lessening resistance to blood flow. We provide hospitals, clinics and physician private practices with EECP”
equipment, treatment guidance, and a staff training and equipment maintenance program designed to provide
optimal patient outcomes. EECP” is a registered trademark for Vasomedical's Enhanced External Counterpulsation
therapy and systems. For more information, visit www.vasomedical.com.

We have FDA clearance to market our EECP® therapy for use in the treatment of stable and unstable
angina, congestive heart failure, acute myocardial infarction, and cardiogenic shock; however, our current
marketing efforts are limited mostly to the treatment of chronic stable angina and congestive heart failure.
Medicare and other third-party payers currently reimburse for the treatment of angina pectoris patients with
moderate to severe symptoms who are refractory to medications and not candidates for invasive procedures.
Patients with co-morbidities of heart failure, diabetes, peripheral vascular disease, etc., are also reimbursed under
the same criteria, provided the primary diagnosis and indication for treatment with EECP" therapy is angina

symptoms.

During the last several years, we incurred operating losses. We have attempted to achieve profitability by
reducing operating costs and halting the trend of declining revenue, and to reduce cash usage through bringing our
cost structure more into alignment with current revenues. The Company has reduced personnel costs by
reorganization. The Company has negotiated new terms on professional fees, facility expenses, and shipping and
supply costs. The Company is also looking to obtain a revolving line of credit to help stabilize cash flow and to
respond to customers requests for flexible payment terms on our EECP® therapy systems.



Market Overview

Cardiovascular disease (CVD) is the leading cause of death in the world and is among the top three
diseases in terms of healthcare spending in nearly every country. CVD claimed approximately 2.4 million lives in
the United States in 2005 and was responsible for 1 of every 5 deaths, according to The American Heart
Association (AHA) Heart and Stroke Statistical 2009 Update (2009 Update). Approximately 80 million Americans
suffer from some form of cardiovascular disease. Among these, 16.8 million have coronary heart disease (CHD).

We have FDA clearance to market our EECP® therapy for use in the treatment of stable and unstable
angina, congestive heart failure, acute myocardial infarction, and cardiogenic shock; however, our current
marketing efforts are mostly limited to the treatment of chronic stable angina and congestive heart failure.
Medicare and other third-party payers currently reimburse for the treatment of angina pectoris patients with
moderate to severe symptoms who are refractory to medications and who, in the opinion of a cardiologist or
cardiothoracic surgeon, are not candidates for invasive procedures. Patients with co-morbidities of heart failure,
diabetes, peripheral vascular disease, etc. are also reimbursed under the same criteria, provided the primary
diagnosis and indication for treatment with EECP® therapy is refractory angina symptoms.

Angina

Angina pectoris is the medical term for a recurring pain or discomfort in the chest due to coronary artery
disease (CAD). Angina is a symptom of a condition called myocardial ischemia, which occurs when the heart
muscle or myocardium doesn’t receive sufficient blood, hence as much oxygen, as it needs. This usually happens
because one or more of the heart’s arteries, the blood vessels that supply blood to the heart muscle, is narrow or
blocked. Insufficient blood supply to meet the need of the organ to function is called ischemia.

The cardinal symptom of stable CAD is anginal chest pain or equivalent symptoms, such as exertional
dyspnea or fatigue. Angina is uncomfortable pressure, fullness, squeezing or pain, usually occurring in the center
of the chest under the breastbone. The discomfort also may be felt in the neck, jaw, shoulder, back or arm, and
shortness of breath and fatigue. Often the patient suffers not only from the discomfort of the symptom itself but
also from the accompanying limitations on activities and the associated anxiety that the symptoms may produce.
Uncertainty about prognosis may be an additional source of anxiety. For some patients, the predominant symptoms
may be palpitations or syncope that is caused by arrhythmias or fatigue, edema, or orthopnea caused by heart
failure. Episodes of angina occur when the heart’s need for oxygen increases beyond the oxygen available from the
blood nourishing the heart. Physical exertion is the most common trigger, but not the only one for angina. For
example, running to catch a bus could trigger an attack of angina while walking might not. Angina may happen
during exercise, periods of emotional stress, exposure to extreme cold or heat, heavy meals, alcohol consumption or
cigarette smoking. Some people, such as those with a coronary artery spasm, may have angina when they are
resting.

There are approximately 6.4 million angina patients in the United States and our EECP® therapy
currently competes with other technologies in the market for approximately 100,000 to 150,000 new refractory
angina patients annually who do not adequately respond to or are not amenable to medical and surgical therapy
and have the potential to meet the guidelines for reimbursement of EECP® therapy. Most angina patients are
treated with medications, including beta blockers to slow and protect the heart, and vasodilators which are often
prescribed to increase blood flow to the coronary arteries. When drugs fail or inadequately correct the problem, the
patients are considered unresponsive to medical therapy. Most angina patients are readily amenable to invasive
revascularization procedures such as angioplasty and coronary stent placement, as well as coronary artery bypass
grafting (CABG). However, there are approximately 100,000 to 150,000 angina patients each year whose angina
cannot be stopped by medication and they are no longer readily amenable to palliative invasive procedures.

In February 1999, the Centers for Medicare and Medicaid Services (CMS), the federal agency that
administers the Medicare program for more than 39 million beneficiaries, issued a national coverage policy for the
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If there were any material change in the availability of Medicare coverage, or if the reimbursement level
for treatment procedures using the EECP® therapy system is determined to be inadequate, it would adversely affect
our business, financial condition and results of operations. Moreover, we are unable to forecast what additional
legislation or regulation, if any, relating to the health care industry or Medicare coverage and payment level may
be enacted in the future, or what effect such legislation or regulation would have on us.

Application to Expand Medicare Coverage to include Class Il Angina and Class II/Ill CHF

On May 31, 2005, we submitted an application to CMS to expand the national coverage policy for
external counterpulsation treatment to patients with Canadian Cardiovascular Class II stable angina and to patients
with NYHA Class II and III stable heart failure symptoms with an ejection fraction less than 35%.

On June 20, 2005, CMS accepted our application for expansion of reimbursement coverage of EECP®
therapy to include patients with NYHA Class II/III stable heart failure symptoms with an ejection fraction of less
than or equal to 35%, i.e. chronic, stable, mild-to-moderate systolic heart failure as a primary indication, as well as
patients with CCSC 11, i.e. chronic, stable mild angina.

On June 23, 2005, CMS also received a request from a competing manufacturer of external
counterpulsation therapy equipment, to reconsider the reimbursement coverage policy. They requested expansion
of coverage to include 1) treatment of congestive heart failure, to include NYHA Class II, III with a left ventricular
ejection fraction (LVEF) less than or equal to 40%, and acute heart failure; 2) treatment of stable angina to include
CCSC 1II angina; 3) treatment of acute myocardial infarction; 4) treatment of cardiogenic shock. On September 15,
2005, they amended their request to include NYHA Class IV heart failure.

On March 20, 2006, CMS issued their Decision Memorandum regarding this reconsideration with the
opinion “that the evidence is not adequate to conclude that external counterpulsation therapy is reasonable and
necessary for the treatment of:

e CCSCII angina
e  Heart Failure
°  NYHA Class II/III stable heart failure symptoms with an ejection fraction of less than or
equal to 35%
NYHA Class II/III stable heart failure symptoms with an ejection fraction of less than or
equal to 40%
°  NYHA Class IV heart failure
°  Acute heart failure
e Cardiogenic shock
e  Acute myocardial infarction.”

They did, however, reiterate in the decision memorandum that “Current coverage as described in Section
20.20 of the Medicare National Coverage Determination (NCD) manual will remain in effect” for refractory
angina patients.

On August 25, 20006, the results of the trial were initially published on line by the Journal of the American
College of Cardiology (JACC), and in print in its September 19, 2006 issue. JACC is the official journal of the
American College of Cardiology.

In the November-December issue of the journal Congestive Heart Failure, a second report of results from
the PEECH™ trial was published, focusing on the results of a prespecified subgroup analysis in trial patients age 65
and over. This analysis demonstrated a statistically positive response on both co-primary endpoints of the trial in
patients receiving EECP® therapy versus those who did not, i.e. a significantly larger proportion of patients
undergoing EECP® therapy met or exceeded prespecified thresholds of improvement in exercise duration and peak
oxygen consumption. Moreover, the patients age 65 and older who received EECP® therapy demonstrated the
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greatest differences in exercise duration, peak oxygen consumption and functional class (symptom status)
compared with those who did not receive EECP® therapy.

These papers were submitted to CMS and we were advised to continue to gather more clinical evidence for
future submission.

We will continue to educate the marketplace that EECP® therapy is a therapy for ischemic cardiovascular
disease and that patients with a primary diagnosis of heart failure, diabetes, peripheral vascular disease, etc., are
also eligible for reimbursement under the current coverage policy, provided the primary indication for treatment
with EECP" therapy is angina or angina equivalent symptoms and the patient satisfies other listed criteria.
Additionally, we will continue to pursue expansion of coverage for EECP" therapy with Medicare and other third-
party payers as evidence of its clinical utility develops.

Expanding Coverage with Other Third-Party Payers

Some private insurance carriers continue to adjudicate EECP"™ treatment claims on a case-by-case basis.
Since the establishment of reimbursement by the federal government, however, an increasing number of these
private carriers now routinely pay for use of EECP® therapy for the treatment of angina and have issued positive
coverage policies, which are generally similar to Medicare’s coverage policy in scope. We estimate that over 300
private insurers are reimbursing for EECP" therapy for the treatment of angina today at favorable payment levels
and we expect that the number of private insurers and their related health plans that provide for EECP® therapy as
a covered benefit will continue to increase. In addition, we are aware of two third-party payers that have begun
limited coverage of EECP" therapy for the treatment of CHF.

We intend to pursue a constructive dialogue with many private insurers for the establishment of positive
and expanded coverage policies for EECP" treatment that include CHF patients. If there were any material change
in the availability of third-party private insurers or the adequacy of the reimbursement level for treatment
procedures using the EECP® therapy system, it would adversely affect our business, financial condition and results
of operations. Moreover, we are unable to forecast what additional legislation or regulation, if any, relating to the
health care industry or third-party private insurers coverage and payment levels may be enacted in the future or
what effect such legislation or regulation would have on us.

Reimbursement in International Markets

The reimbursement environment for EECP® therapy in international markets is fragmented and coverage
varies as a mix of available private and public healthcare providers may not yet be aware of coverage of this
therapy. Our reimbursement strategy has been opportunistic and responsive to the selling opportunities presented
through our distribution partners. During this fiscal year our efforts on behalf of EECP® therapy in both the private
and public healthcare sectors of selected international markets have been initiated by our distributors, in support of
the therapy, in their designated territory. Additionally, efforts have been initiated to obtain coverage in the public
sector in certain overseas markets; however, we do not anticipate an impact on financial performance in the next
fiscal year, given the long lead times from submission to approval of international dossiers for each reimbursement
authority.

Patents and Trademarks

We own thirteen US patents including eight utility and three design patents that expire at various times
between 2009 and 2023. In addition, more than 20 foreign patents have been issued that expire at various times
from 2009 to 2023. We are also planning to file other patent applications regarding specific enhancements to the
current EECP® models, future generation products, and methods of treatment in the future. Moreover, trademarks
have been registered for the names “EECP®” and “Natural Bypass”.
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We pursue a policy of seeking patent protection, both in the US and abroad, for our proprietary
technology. We believe that we have a solid patent foundation in the field of external counterpulsation devices and
that the number of patents and applications demonstrates our technical leadership, dating back to the mid-1980s.
Our patent portfolio focuses on the areas of external counterpulsation control and the overall design and
arrangement of the external counterpulsation apparatus, including the console, treatment bed, fluid distribution,
and inflatable cuffs. None of our current competitors have a significant patent portfolio in the area of external
counterpulsation devices.

There can be no assurance that our patents will not be violated or that any issued patents will provide
protection that has commercial significance. As with any patented technology, litigation could be necessary to
protect our patent position. Such litigation can be costly and time-consuming, and there can be no assurance that
we will be successful. The loss or violation of our EECP" patents and trademarks could have a material adverse
effect upon our business.

Employees

As of May 31, 2009, we employed 25 full-time persons with 5 in direct sales, sales and clinical
applications support, 10 in manufacturing, quality control and technical service, 3 in marketing and customer
support, 2 in engineering, regulatory and clinical research and 5 in administration. None of our employees are
represented by a labor union. We believe that our employee relations are good.

Manufacturing

Under our Supplier Agreement with Living Data Technology Corporation dated June 21, 2007, Living
Data is our exclusive supplier for the ECP therapy systems that we market under the registered trademark EECP".
However, Vasomedical will continue the manufacturing operations to fulfill certain obligations and needs.

Under the agreement with Living Data, we continue to manufacture products from our existing inventory,
as well as other products, at our leased facility located in Westbury, New York.

ITEM 1A. RISK FACTORS

Investing in our common stock involves risk. You should carefully consider the following information
about these risks together with the other information contained in this Report. If any of the following risks actually
occur, our business could be harmed. This could cause the price of our stock to decline, and you may lose part or
all of your investment.

Financial Risks

We have incurred recurring losses over the past few years and may continue to sustain losses, which
could result in a further decline in the value of our common stock.

During the last few fiscal years we incurred large operating losses. We currently anticipate that we may
continue to sustain operating losses. Our ability to achieve profitability is largely dependent on our ability to
reduce operating costs sufficiently, as well as halting the current trend of declining revenue. Our ability to
maintain our current base of revenue and increase revenue is largely dependent upon restructuring our sales and
marketing efforts in the angina market where reimbursement is currently available and operating in a more
efficient manner.

Risks Related to Our Business
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We are materially dependent on medical reimbursement for treatment procedures using EECP®
therapy on patients with congestive heart failure in order to achieve growth.

We are currently dependent on a single product platform which, based on current medical reimbursement
policies, provides coverage for a restricted class of heart patients. On May 31, 2005, we submitted an application to
CMS to expand the national coverage policy for external counterpulsation treatment to patients with Canadian
Cardiovascular Class II stable angina and to patients with New York Heart Association (NYHA) Class II and III
stable heart failure symptoms with an ejection fraction less than 35%. The application was accepted by CMS
effective June 20, 2005, and CMS announced their decision to maintain the existing coverage as stated prior to the
application and not to expand it to include Class II Angina and Class II/IIl CHF on March 20, 2006. Results of the
PEECH™ trial have been published in the Journal of the American College of Cardiology in September 2006, and
the subgroup analysis of CHF patients age 65 and over has also been published in the November-December 2006
issue of the Journal of Congestive Heart Failure. These two papers have been submitted to CMS for
reconsideration of our application. We had met with representatives from CMS in February 2007 and presented
our case. CMS has requested additional data from us. We will continue our dialogue with CMS to obtain coverage
for heart failure patients. However, there is no assurance that the Company will have sufficient resources to gather
the necessary data to be sufficient to support expansion of the Medicare National Coverage Policy for EECP”
treatment for NYHA class II and III heart failure patients.

If we do not receive medical coverage for treatment procedures using EECP” therapy on patients with
CHF, it will adversely affect our future business prospects.

Material changes in the availability of Medicare, Medicaid or third-party reimbursement at
adequate price levels could adversely affect our business.

Health care providers, such as hospitals and physician private practices, that purchase or lease medical
devices such as the EECP" therapy system for use on their patients generally rely on third-party payers, principally
Medicare, Medicaid and private health insurance plans, to reimburse all or part of the costs and fees associated
with the procedures performed with these devices. If there were any material change in the availability of
Medicare, Medicaid or other third-party coverage or the adequacy of the reimbursement level for treatment
procedures using the EECP® therapy system, it would adversely affect our business, financial condition and results
of operations. Moreover, we are unable to forecast what additional legislation or regulation, if any, relating to the
health care industry or Medicare or Medicaid coverage and payment level may be enacted in the future or what
effect such legislation or regulation would have on our business. Even if a device has FDA clearance, Medicare,
Medicaid and other third-party payers may deny reimbursement if they conclude that the device is not “reasonable
and necessary” according to their criteria. In addition, reimbursement may not be at, or remain at, price levels
adequate to allow medical professionals and hospitals to realize an appropriate return on the purchase of our
products.

Increased acceptance by the medical community is important for growth.

While many abstracts and publications are presented each year at major scientific meetings worldwide
with respect to EECP® treatment efficacy, there is continued skepticism concerning EECP® therapy methodology.
The American Heart Association and the American College of Cardiology Practice Guidelines currently list
EECP" as a therapy currently under investigation for treatment of heart failure and have a classification rating of
IIb as a treatment for patients who are refractory to medical therapy and are not candidates for percutaneous
intervention or revascularization. A classification rating of IIb indicates the usefulness/efficacy of EECP" therapy
is less well established by evidence/opinion. The medical community utilizes these guidelines when considering the
various treatment options for their patients. Certain cardiologists, in cases where the EECP® therapy is a viable
alternative, still appear to prefer percutaneous coronary interventions (e.g. balloon angioplasty and stenting) and
cardiac bypass surgery for their patients. Additional evidence regarding the efficacy of EECP® therapy continues to
evolve, however the evidence may not be sufficient to warrant a modification of these guidelines to a more
favorable recommendation and increased acceptance by the medical community. We are dependent on consistency
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of favorable research findings about EECP® therapy and increasing acceptance of EECP" therapy as a safe,
effective and cost effective alternative to other available products by the medical community for growth.

We face competition from other companies and technologies.

We compete with at least three other companies that are marketing external counterpulsation devices. We
do not know whether these companies or other potential competitors who may be developing external
counterpulsation devices, may succeed in developing technologies or products that are more efficient than those
offered by us, and that would render our technology and existing products obsolete or non-competitive. Potential
new competitors may also have substantially greater financial, manufacturing and marketing resources than those
possessed by us. In addition, other technologies or products may be developed that have an entirely different
approach or means of accomplishing the intended purpose of our products. Accordingly, the life cycles of our
products are difficult to estimate. To compete successfully, we must keep pace with technological advancements,
respond to evolving consumer requirements and achieve market acceptance.

As of June 2007, the Company entered into a distribution and supplier agreement with Living Data
Technology Corporation, a competitor as of May 31, 2007.  This arrangement has subsequently reduced the
competitors to at least four other companies.

We may not continue to receive necessary FDA clearances or approvals, which could hinder our
ability to market and sell our products.

If we modify our external counterpulsation devices and the modifications significantly affect safety or
effectiveness, or if we make a change to the intended use, we will be required to submit a new premarket
notification or 510(k) to FDA. We would be unable to market the modified device until FDA issues a clearance for
the 510(k).

Additionally, if FDA publishes a regulation requiring a premarket approval application or PMA for
external counterpulsation devices, we would then need to submit a PMA, and have it filed by the agency, by the
date specified by FDA in its regulation. A PMA requires us to prove the safety and effectiveness of a device to the
FDA. The process of obtaining PMA approval is expensive, time-consuming, and uncertain. If FDA were to
require a PMA application, we may be required to undertake a clinical study, which likely will be expensive and
require lengthy follow-up, to demonstrate the effectiveness of the device. If we did obtain PMA approval, any
change after approval affecting the safety or effectiveness of the device will require approval of a PMA supplement.

If we offer new products that require 510(k) clearance or PMA approval, we will not be able to
commercially distribute those products until we receive such clearance or approval. Regulatory agency approval or
clearance for a product may not be received or may entail limitations on the device’s indications for use that could
limit the potential market for any such product. Delays in receipt of, or failure to obtain or maintain, regulatory
clearances and approvals, could delay or prevent our ability to market or distribute our products. Such delays could
have a material adverse effect on our business.

If we are unable to comply with applicable governmental regulation, we may not be able to continue
our operations.

We also must comply with Current Good Manufacturing Practice (CGMP) requirements as set forth in the
Quality System Regulation (QSR) to receive FDA approval to market new products and to continue to market
current products. The QSR imposes certain procedural and documentation requirements on us with respect to
manufacturing and quality assurance activities, including packaging, storage, and record keeping. Our products
and activities are subject to extensive, ongoing regulation, including regulation of labeling and promotion activities
and adverse event reporting. Also, our FDA registered facilities are subject to inspection by the FDA and other
governmental authorities. Any failure to comply with regulatory requirements could delay or prevent our ability to
market or distribute our products. Violation of FDA statutory or regulatory requirements could result in
enforcement actions, such as voluntary or mandatory recalls, suspension or withdrawal of marketing clearances or
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approvals, seizures, injunctions, fines, civil penalties, and criminal prosecutions, all of which could have a material
adverse effect on our business. Most states also have similar postmarket regulatory and enforcement authority for
devices.

We cannot predict the nature of any future laws, regulations, interpretations, or applications, nor can we
predict what effect additional governmental regulations or administrative orders, when and if promulgated, would
have on our business in the future. We may be slow to adapt, or we may never adapt to changes in existing
requirements or adoption of new requirements or policies. We may incur significant costs to comply with laws and
regulations in the future or compliance with laws or regulations may create an unsustainable burden on our
business.

We may not receive approvals by foreign regulators that are necessary for international sales.

Sales of medical devices outside the United States are subject to foreign regulatory requirements that vary
from country to country. Premarket approval or clearance in the United States does not ensure regulatory approval
by other jurisdictions. If we, or any international distributor, fail to obtain or maintain required pre-market
approvals or fail to comply with foreign regulations, foreign regulatory authorities may require us to file revised
governmental notifications, cease commercial sales of our products in the applicable countries or otherwise cure
the problem. Such enforcement action by regulatory authorities may be costly.

In order to sell our products within the European Union, we must comply with the European Union’s
Medical Device Directive. The CE marking on our products attests to this compliance. Future regulatory changes
may limit our ability to use the CE mark, and any new products we develop may not qualify for the CE mark. If we
lose this authorization or fail to obtain authorization on future products, we will not be able to sell our products in
the European Union.

We depend on suppliers for the supply of our ECP therapy systems.

Under our Supplier Agreement with Living Data Technology Corporation dated June 21, 2007, Living
Data is our exclusive supplier for the ECP therapy systems that we market under the registered trademark EECP".
With certain exceptions, including the use of existing inventory, we are required to purchase this product from
Living Data at specified prices. While we do not foresee any difficulties in timely receiving products at
competitive prices, this inability would adversely affect our business.

We depend on management and other key personnel.

We are dependent on a limited number of key management and technical personnel. The loss of one or
more of our key employees may harm our business if we are unable to identify other individuals to provide us with
similar services. We do not maintain “key person” insurance on any of our employees. In addition, our success
depends upon our ability to attract and retain additional highly qualified sales, management, manufacturing and
research and development personnel. We face competition in our recruiting activities and may not be able to attract
or retain qualified personnel.

‘We may not have adequate intellectual property protection.

Our patents and proprietary technology may not be able to prevent competition by others. The validity and
breadth of claims in medical technology patents involve complex legal and factual questions. Future patent
applications may not be issued, the scope of any patent protection may not exclude competitors, and our patents
may not provide competitive advantages to us. Our patents may be found to be invalid and other companies may
claim rights in or ownership of the patents and other proprietary rights held or licensed by us. Also, our existing
patents may not cover products that we develop in the future. Moreover, when our patents expire, the inventions
will enter the public domain. There can be no assurance that our patents will not be violated or that any issued
patents will provide protection that has commercial significance. Litigation may be necessary to protect our patent
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

Board of Directors and Shareholders
Vasomedical, Inc. and Subsidiaries

We have audited the accompanying consolidated balance sheet of Vasomedical, Inc. and Subsidiaries (the “Company’)
as of May 31, 2008 and the related consolidated statements of operations, changes in stockholders’ equity and cash
flows for the year then ended. These financial statements are the responsibility of the Company’s management. Our
responsibility is to express an opinion on these financial statements based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board
(United States). Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. The Company is not required to have, nor were we
engaged to perform an audit of its internal control over financial reporting. Our audits included consideration of
internal control over financial reporting as a basis for designing audit procedures that are appropriate in the
circumstances, but not for the purpose of expressing an opinion on the effectiveness of the Company’s internal control
over financial reporting. Accordingly, we express no such opinion. An audit also includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements, assessing the accounting principles used
and significant estimates made by management, as well as evaluating the overall financial statement presentation. We
believe that our audit provides a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects, the
consolidated financial position of Vasomedical, Inc. and Subsidiaries as of May 31, 2008 and the consolidated results
of their operations and their consolidated cash flow for the year then ended in conformity with accounting principles
generally accepted in the United States of America.

/s/ Miller, Ellin & Company, LLP
MILLER, ELLIN & COMPANY, LLP

New York, New York
August 20, 2008



Vasomedical, Inc. and Subsidiaries

CONSOLIDATED BALANCE SHEETS

May 31, 2009 May 31, 2008
ASSETS
CURRENT ASSETS
Cash and cash equivalents $ 544,057 $ 2,653,999
Short-term investments, at fair value 370,523 -
Accounts receivable, net of an allowance for doubtful accounts of
$94,973 at May 31, 2009, and $270,183 at May 31, 2008 659,551 717,849
Inventories, net 1,479,724 1,652,678
Other current assets 175,511 58,933
Total current assets 3,229,366 5,083,459
PROPERTY AND EQUIPMENT, net of accumulated depreciation of
$1,562,891 at May 31, 2009, and $2,178,566 at May 31, 2008 180,409 57,170
DEFERRED DISTRIBUTOR COSTS, net of accumulated amortization of
$213,234 at May 31, 2009, and $101,776 at May 31, 2008 375,643 407,101
OTHER ASSETS 178,332 213,336
$ 3,963,750 $ 5,761,066
LIABILITIES AND STOCKHOLDERS' EQUITY
CURRENT LIABILITIES
Accounts payable and accrued expenses $ 504,773 $ 822,244
Sales taxpayable 143,693 149,304
Deferred revenue - current portion 957,258 1,132,445
Deferred gain on sale-leaseback of building - current portion 53,245 53,245
Accrued professional fees 9,750 74,320
Trade Payable to related parties 260,000 -
Total current liabilities 1,928,719 2,231,558
LONG-TERM LIABILITIES
Deferred revenue, less current portion 330,449 485,608
Accrued rent expense 16,040 8,656
Deferred gain on sale-leaseback of building , net of current portion 115,365 168,610
Other long-term liabilities 11,900 -
Total long-term liabilities 473,754 662,874
COMMITMENTS AND CONTINGENCIES
STOCKHOLDERS' EQUITY
Preferred stock, $.01 par value; 1,000,000 shares authorized;
none issued - -
Common stock, $.001 par value; 110,000,000 shares authorized;
99,843,004 shares at May 31, 2009, and 93,768,004 at
May 31, 2008, issued and outstanding 99,843 93,768
Additional paid-in capital 48,281,711 48,068,432
Accumulated deficit (46,820,277) (45,295,566)
Total stockholders’ equity 1,561,277 2,866,634
$ 3,963,750 $ 5,761,066

The accompanying notes are an integral part of these consolidated financial statements.



Vasomedical, Inc. and Subsidiaries

CONSOLIDATED STATEMENTS OF OPERATIONS

Years Ended May 31,
2009 2008
Revenues
Equipment sales $ 2,219,729 $ 2,087,365
Equipment rentals and services 2,251,457 3,095,403
Totalrevenues 4,471,186 5,182,768
Cost of Sales and Services
Cost of sales, equipment 1,586,633 1,679,632
Cost of equipment rentals and services 979,183 1,150,738
Total cost of sales and services 2,565,816 2,830,370
Gross profit 1,905,370 2,352,398
Operating Expenses
Selling, general and administrative 3,013,276 2,626,045
Research and development 519,509 474,111
Total operating expenses 3,532,785 3,100,156
Loss fromoperations (1,627,415) (747,758)
Other Income (Expenses)
Interest and financing costs - (16,616)
Interest and other income, net 55,334 61,083
Amortization of deferred gain on
sale-leaseback of building 53,245 44,371
Total other income (expense), net 108,579 88,838
Loss before income taxes, net (1,518,836) (658,920)
Income taxexpense, net (5.,875) (18,045)
Net loss applicable to common stockholders $ (1,524,711) $ (676,965)

Net loss per common share
- basic and diluted $ (0.02)

$ 0.01)

Weighted average common shares outstanding
- basic and diluted 99,556,191

92,211,788

The accompanying notes are an integral part of these consolidated financial statements.



9-4d

‘SJUWIIDIS [D1oUDULS PIVPI]OSUO0D 2SdY] JO 1ivd [p4323Ul UD 24D S230U SUIAUDAUI00D Y]

LLTT9S°T $ (LLT0Z89Y) & 11L°18T°8Y $ 7866 $ £00°€Y8°66 6002 ‘1€ KB\l & dduUR[RY
(TTL%Ts1) (T1L%Ts1) - - - SSO[-JON
S8 pE - S68iee 000°T 000°000°T uornesuddiod paseq-300is
66V V1 - YTy el SLOT 000°SL0°T uonesuadwos g0z
IeoA [eOSIJ 10J SI0JQII(] 0} PAnSsI JO0)S UOWO))
000°09 - 000°LS 000°€ 000°000°¢ yuowaoIde A1ddng
pue uonnqrysi(q o} juensind ponssI }003s UOWO))

$€9°998°C (995°567°St) TEP°890°8Y 89.°¢6 £00°89L°€6 8007 ‘1€ A\ Ju sdueey
(596°9L9) (5969L9) - - - SSOJ-19N
8TLLL - 8TLLL - - uonesuadwod paseq Jo0)S
000°6 - 058°8 0S1 000°0S T 1030211(] € 0} PAnSSI 350)S UOWIO))
98£°89Y - S6£° 19t 166°9 080669 yuawedIse Ajddng pue uonnquusi(q
JOJ panssI sjueliem pue Jo0)S UOWIO))
068°SLET - 19vbSET 6TY°1C TLS'STY 1T LGl EEN A
oseyoIng senLnoag o) juensind pansst (pasmour
sosuadxa JO 19U) SjuBLIEA PUR JO0]S UOWUIO))

S6STI9T $ (T109°819°vy)  § 866°S91°9 $ 86169  $ 765°861°59 L00T ‘1€ AeIA] 3e sadueeyg

Aymbg myeqg [ende) junowry Soreyg

SIPIOYO0IS [eI0,

PaJE[NUNOOY

-ur-pred [eUOIppY 003§ uOUIIO))

ALINOA SAAATOHMDOLS NI SAONVHD 40 SINTFIWALVLS AALVAITOSNOD

SOLIBIPISQNS PpUB “OUJ ‘[BOIPIWOSBA



Vasomedical, Inc. and Subsidiaries

CONSOLIDATED STATEMENTS OF CASH FLOWS

Years Ended May 31,
2009 2008
Cash flows from operating activities
Net loss (1,524,711) $ (676,965)
Adjustments to reconcile net loss to net cash
used in operating activities
Depreciation and amortization of patent, property and equipment 102,245 187,628
Amortization of deferred gain on sale-leaseback of building (53.,245) (44,371)
Provision for doubtful accounts (175,210) 42,837
Amortization of deferred distributor costs 111,458 101,776
Reserves for obsolete inventory 200,070 (83,124)
Stock-based compensation 159,354 86,728
Changes in operating assets and liabilities:
Accounts receivable 233,510 (27,031)
Inventories (180,441) 592,427
Deferred distributor costs (20,000) (40,490)
Other assets (119,278) (24,172)
Accounts payable, accrued expenses, and other current liabilities (387,650) (24,947)
Deferred revenue (330,346) (138,299)
Other liabilities 7,384 15,982
Trade payable to related party 260,000 -
Net cash used in operating activities (1,716,860) (32,021)
Cash flows from investing activities
Proceeds from the building sale-leaseback - 1,400,000
Expenses paid for sale-leaseback of building - (89,143)
Purchases of property and equipment (22,559) -
Purchases of short-term investments (370,523) -
Net cash provided by (used in) investing activities (393,082) 1,310,857
Cash flows from financing activities
Payments on long-term debt and notes payable - (851,015)
Proceeds from Securities Purchase Agreement - 1,500,000
Expenses paid in relation to Securities Purchase Agreement - (124,110)
Net cash provided by financing activities - 524,875
NET INCREASE (DECREASE) IN CASH (2,109,942) 1,803,711
Cash and cash equivalents - beginning of the fiscal year 2,653,999 850,288
Cash and cash equivalents - end of the fiscal year 544,057 $ 2,653,999
SUPPLEMENTAL DISCLOSURE OF CASH INFORMATION:
Interest paid $ - $ 16,616
Income taxes paid $ - $ 11,685
SUPPLEMENTAL SCHEDULE OF NON-CASH INVESTING AND
FINANCING ACTIVITIES
Inventories transferred to property and equipment, attributable
to operating leases, net $ 153,325 $ (44,354)
Common stock issued for distribution agreement $ 60,000 $ 468,386

The accompanying notes are an integral part of these consolidated financial statements.
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Vasomedical, Inc. and Subsidiaries

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
May 31, 2009 and 2008

NOTE A — DESCRIPTION OF BUSINESS AND LIQUIDITY

Vasomedical, Inc. was incorporated in Delaware in July 1987. Unless the context requires otherwise, all
references to “we”, “our”, “us”, “Company”, “registrant”, “Vasomedical” or “management” refer to Vasomedical, Inc.
and its subsidiaries. Since 1995, we have been primarily engaged in designing, manufacturing, marketing and
supporting EECP® enhanced external counterpulsation systems based on our unique proprietary technology currently
indicated for use in cases of stable or unstable angina (i.e., chest pain), congestive heart failure (CHF), acute
myocardial infarction (i.e., heart attack, (MI)) and cardiogenic shock. The EECP" therapy system is a non-invasive,
outpatient therapy for the treatment of diseases of the cardiovascular system. The therapy serves to increase circulation
in areas of the heart with less than adequate blood supply and helps to restore systemic vascular function. The therapy
also increases blood flow and oxygen supply to the heart muscle and other organs and decreases the heart’s workload
and need for oxygen, while also improving function of the endothelium, the lining of blood vessels throughout the
body, lessening resistance to blood flow. We provide hospitals, clinics and physician private practices with EECP®
equipment, treatment guidance, and a staff training and equipment maintenance program designed to provide optimal
patient outcomes. EECP" is a registered trademark for our enhanced external counterpulsation systems.

We have Food and Drug Administration (FDA) clearance to market our EECP” therapy for use in the
treatment of stable and unstable angina, congestive heart failure, acute myocardial infarction, and cardiogenic shock,
however, our current marketing efforts are limited to the treatment of chronic stable angina and congestive heart
failure. Medicare and other third-party payers currently reimburse for the treatment of angina symptoms in patients
with moderate to severe symptoms who are refractory to medications and not candidates for invasive procedures,
including patients with serious comorbidities, such as heart failure, diabetes, and peripheral vascular disease.
Patients with primary diagnoses of heart failure, diabetes, and peripheral vascular disease are also reimbursed under
the same criteria, provided the primary indication for treatment with EECP" therapy is angina symptoms.

During the last several years, we incurred operating losses. We have attempted to achieve profitability by
reducing operating costs and halting the trend of declining revenue, and to reduce cash usage through bringing our
cost structure more into alignment with current revenues. The Company has reduced personnel costs by
reorganization. The Company has negotiated new terms on professional fees, facility expenses, and shipping and
supply costs. The Company is also looking to obtain a revolving line of credit to help stabilize cash flow and to
respond to customers requests for flexible payment terms on our EECP" therapy systems.

NOTE B - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

A summary of the significant accounting policies consistently applied in the preparation of the consolidated
financial statements follows:

Principles of Consolidation

The consolidated financial statements include the accounts of the Company, its wholly-owned subsidiary and
its inactive majority-owned subsidiary. Significant intercompany accounts and transactions have been eliminated.

Use of Estimates

The preparation of financial statements in conformity with accounting principles generally accepted in the
United States of America requires management to make estimates and assumptions that affect the amounts reported in
the consolidated financial statements and accompanying notes. Significant estimates and assumptions relate to
estimates of collectibility of accounts receivable, the realizability of deferred tax assets, and the adequacy of inventory
and warranty reserves. Actual results could differ from those estimates.



Vasomedical, Inc. and Subsidiaries

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
May 31, 2009 and 2008

Revenue Recognition

The Company recognizes revenue when persuasive evidence of an arrangement exists, delivery has occurred
or service has been rendered, the price is fixed or determinable and collectibility is reasonably assured. In the United
States, we recognize revenue from the sale of our EECP” systems in the period in which we deliver the system to the
customer. Revenue from the sale of our EECP” systems to international markets is recognized upon shipment, during
the period in which we deliver the product to a common carrier, as are supplies, accessories and spare parts delivered
to both domestic and international customers. Returns are accepted prior to the in-service and training subject to a
10% restocking charge or for normal warranty matters, and we are not obligated for post-sale upgrades to these
systems. In addition, we use the installment method to record revenue based on cash receipts in situations where the
account receivable is collected over an extended period of time and in our judgment the degree of collectibility is
uncertain.

In most cases, revenue from domestic EECP® system sales is generated from multiple-element arrangements
that require judgment in the areas of customer acceptance, collectibility, the separability of units of accounting, and the
fair value of individual elements. We follow the provisions of Emerging Issues Task Force Issue No. 00-21, "Revenue
Arrangements with Multiple Deliverables" (“EITF 00-21). The principles and guidance outlined in EITF 00-21
provide a framework to determine (a) how the arrangement consideration should be measured (b) whether the
arrangement should be divided into separate units of accounting, and (c) how the arrangement consideration should be
allocated among the separate units of accounting. We determined that the domestic sale of our EECP" systems
includes a combination of three elements that qualify as separate units of accounting:

. EECP" equipment sale,

ii. provision of in-service and training support consisting of equipment set-up and training provided at
the customer’s facilities, and
iii. a service arrangement (usually one year), consisting of: service by factory-trained service

representatives, material and labor costs, emergency and remedial service visits, software upgrades,
technical phone support and preferred response times.

Each of these elements represent individual units of accounting as the delivered item has value to a customer
on a stand-alone basis, objective and reliable evidence of fair value exists for undelivered items, and arrangements
normally do not contain a general right of return relative to the delivered item. We determine fair value based on the
price of the deliverable when it is sold separately or based on third-party evidence. In accordance with the guidance in
EITF 00-21, we use the residual method to allocate the arrangement consideration when it does not have fair value of
the EECP" system sale. Under the residual method, the amount of consideration allocated to the delivered item equals
the total arrangement consideration less the aggregate fair value of the undelivered items. Assuming all other criteria
for revenue recognition have been met, we recognize revenue for:

i EECP" equipment sales, when delivery and acceptance occurs based on delivery and acceptance
documentation received from independent shipping companies or customers,
ii. in-service and training, following documented completion of the training, and
iii. the service arrangement, ratably over the service period, which is generally one year.

In-service and training generally occurs within a few weeks of shipment and our return policy states that no
returns will be accepted after in-service and training has been completed. The amount related to in-service and
training is recognized as service revenue at the time the in-service and training is completed and the amount related to
service arrangements is recognized ratably as service revenue over the related service period, which is generally one
year. Costs associated with the provision of in-service and training and the service arrangement, including salaries,
benefits, travel, spare parts and equipment, are recognized in cost of equipment sales as incurred.

The Company also recognizes revenue generated from servicing EECP® systems that are no longer covered by
the service arrangement, or by providing sites with additional training, in the period that these services are provided.
Revenue related to future commitments under separately priced extended service agreements on our EECP® system are
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Vasomedical, Inc. and Subsidiaries

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
May 31, 2009 and 2008

deferred and recognized ratably over the service period, generally ranging from one year to four years. Costs associated
with the provision of service and maintenance, including salaries, benefits, travel, spare parts and equipment, are
recognized in cost of sales as incurred. Amounts billed in excess of revenue recognized are included as deferred
revenue in the consolidated balance sheets.

Revenues from the sale of EECP" systems through our international distributor network are generally covered
by a one-year warranty period. For these customers we accrue a warranty reserve for estimated costs to provide
warranty parts when the equipment sale is recognized.

The Company has also entered into lease agreements for our EECP® systems, generally for terms of one year
or less, that are classified as operating leases. Revenues from operating leases are generally recognized, in accordance
with the terms of the lease agreements, on a straight-line basis over the life of the respective leases. For certain
operating leases in which payment terms are determined on a “fee-per-use” basis, revenues are recognized as incurred
(i.e., as actual usage occurs). The cost of the EECP® system utilized under operating leases is recorded as a component
of property and equipment and is amortized to cost of sales over the estimated useful life of the equipment, not to
exceed five years. There were no significant minimum rental commitments on these operating leases at May 31, 2009.

Shipping and Handling Costs

All shipping and handling expenses are charged to cost of sales. Amounts billed to customers related to
shipping and handling costs are included as a component of sales.

Research and Development

Research and development costs attributable to development are expensed as incurred. Included in research
and development costs is amortization expense related to the capitalized cost of EECP® systems under loan for clinical
trials.

Stock-Based Employee Compensation

The Company complies with Statement of Financial Accounting Standards (SFAS) No. 123 (revised 2004),
“Share-Based Payment” (SFAS 123(R)). SFAS 123(R) requires all companies to recognize the cost of services received
in exchange for awards of equity instruments in the financial statements based on their fair values.

During the fiscal year ended May 31, 2009, the Company’s Board of Directors granted 100,000 shares of
common stock to one employee of the Company having a fair market value of $0.08 per share at the time of the
respective grant, 700,000 shares to two officers of the Company having a fair market value of $0.02 per share at the
time of the respective grant, and 200,000 shares to one employee of the Company having a fair market value of $0.02
per share at the time of the respective grant.

Stock-based compensation expense recognized under SFAS 123(R) for the fiscal year ended May 31, 2009
was $159,354 and $86,728 for the fiscal year ended May 31, 2008, which was comprised of the fair value of the
common stock issued during the year and the costs of prior years’ grants of stock options.

The Black-Scholes option valuation model was developed for use in estimating the fair value of traded
options, which have no vesting restrictions and are fully transferable. In addition, option valuation models require the
input of highly subjective assumptions including the expected stock price volatility. Because changes in the subjective
input assumptions can materially affect the fair value estimate, in management’s opinion, the existing models do not
necessarily provide a reliable single measure of the fair value of its employee stock options.
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The fair value of the Company’s stock options were estimated using the following weighted-average
assumptions for options granted during the year ended May 31, 2008:

Expected life (years) 5
Expected volatility 103.25%
Risk-free interest rate 4.95%
Expected dividend yield 0.0%

No stock options were issued during the year ended May 31, 2009.
Cash and Cash Equivalents

Cash and cash equivalents represent cash and short-term, highly liquid investments either in certificates of
deposit, treasury bills, money market funds, and investment grade commercial paper issued by major corporations and
financial institutions that generally have maturities of three months or less from the date of acquisition. Dividend and
interest income are recognized when earned. The cost of securities sold is calculated using the specific identification
method.

Short-Term Investments

The Company’s short-term investments consist of certificates of deposit with original maturities greater than
3 months. They are bought and held principally for the purpose of selling them in the near-term and are classified as
trading securities. Trading securities are recorded at fair value on the balance sheets in current assets, with the change
in fair value during the years included in earnings.

Accounts Receivable, net

The Company’s accounts receivable are due from customers engaged in the provision of medical services.
Credit is extended based on evaluation of a customer’s financial condition and, generally, collateral is not required.
Accounts receivable are generally due 30 to 90 days from shipment and are stated at amounts due from customers net
of allowances for doubtful accounts, returns, term discounts and other allowances. Accounts that remain outstanding
longer than the contractual payment terms are considered past due. Estimates are used in determining the allowance
for doubtful accounts based on the Company’s historical collections experience, current trends, credit policy and a
percentage of its accounts receivable by aging category. In determining these percentages, the Company reviews
historical write-offs of their receivables. The Company also looks at the credit quality of their customer base as well as
changes in their credit policies. The Company continuously monitors collections and payments from our customers,
and writes off receivables when all efforts at collection have been exhausted. While credit losses have historically been
within expectations and the provisions established, the Company cannot guarantee that it will continue to experience
the same credit loss rates that they have in the past.

The changes in the Company’s allowance for doubtful accounts are as follows:

May 31, 2009 May 31, 2008

Beginning balance $ 270,183 $ 364,309
Provision for losses on accounts receivable - (53,142)
Direct write-offs, net of recoveries (175,210) (41,484)
Ending balance $ 94,973 $ 270,183
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Concentrations of Credit Risk

We market the EECP® system principally to hospitals and physician private practices. We perform credit
evaluations of our customers’ financial condition and, as a consequence, believe that our receivable credit risk
exposure is limited. For the years ended May 31, 2009 and 2008, no customer accounted for 10% or more of revenues
or accounts receivable.

The Company maintains cash balances in certain financial institutions, which, at time, may exceed federally
insured limits. The Company has not experienced any losses on these accounts and believes it is not subject to any
significant credit risk on these accounts.

Our revenues were derived from the following geographic areas:

Years ended May31,

2009 2008
Domestic (United States) $ 3,078,785 $ 4,347,222
Non-domestic (foreign) 1,392,401 835,546
$ 4471186 $ 5,182,768

Inventories, net

The Company values inventory at the lower of cost or estimated market, with cost being determined on a first-
in, first-out basis. The Company often places EECP" systems at various field locations for demonstration, training,
evaluation, and other similar purposes at no charge. The cost of these EECP® systems is transferred to property and
equipment and is amortized over two to five years. The Company records the cost of refurbished components of
EECP® systems and critical components at cost plus the cost of refurbishment. The Company regularly reviews
inventory quantities on hand, particularly raw materials and components, and records a provision for excess and
obsolete inventory based primarily on existing and anticipated design and engineering changes to its products as well
as forecasts of future product demand.

We comply with the provisions of SFAS No. 151, “Inventory Costs” (SFAS 151). The statement clarifies that
abnormal amounts of idle facility expense, freight, handling costs, and wasted materials (spoilage) should be
recognized as current-period charges and requires the allocation of fixed production overhead to inventory based on
the normal capacity of the production facilities.

Property and Equipment

Property and equipment are stated at cost less accumulated depreciation and amortization. Major
improvements are capitalized and minor replacements, maintenance and repairs are charged to expense as incurred.
Upon retirement or disposal of assets, the cost and related accumulated depreciation are removed from the
consolidated balance sheet. Depreciation is provided over the estimated useful lives of the assets, which range from
two to twenty years, on a straight-line basis. Accelerated methods of depreciation are used for tax purposes. We
amortize leasehold improvements over the useful life of the related leasehold improvement or the life of the related
lease, whichever is less. (See Note E.)
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Deferred Revenue

We record revenue on extended service contracts ratably over the term of the related warranty contracts.
Under the provisions of EITF 00-21, we began to defer revenue related to EECP® system sales for the fair value of
installation and in-service training to the period when the services are rendered and for warranty obligations ratably
over the service period, which is generally one year. (See Note G.)

Warranty Costs

Equipment sold is generally covered by a warranty period of one year. In accordance with SFAS No. 5
“Accounting for Contingencies”, we accrue a warranty reserve for estimated costs of providing a parts only warranty
when the equipment sale is recognized.

The factors affecting our warranty liability include the number of units sold and the historical and anticipated
rates of claims and costs per claim. (See Note J.)

Income Taxes

Deferred income taxes are recognized for temporary differences between financial statement and income tax
bases of assets and liabilities and loss carryforwards for which income tax benefits are expected to be realized in future
years. A valuation allowance is established, when necessary, to reduce deferred tax assets to the amount expected to be
realized. In estimating future tax consequences, we generally consider all expected future events other than an
enactment of changes in the tax laws or rates. The deferred tax asset is continually evaluated for realizability. To the
extent our judgment regarding the realization of the deferred tax assets changes, an adjustment to the allowance is
recorded, with an offsetting increase or decrease, as appropriate, in income tax expense. Such adjustments are
recorded in the period in which our estimate as to the realizability of the asset changed that it is “more likely than not”
that all of the deferred tax assets will be realized. The “realizability” standard is subjective and is based upon our
estimate of a greater than 50% probability that the deferred tax asset can be realized.

Deferred tax assets and liabilities are classified as current or non-current based on the classification of the
related asset or liability for financial reporting. A deferred tax asset or liability that is not related to an asset or liability
for financial reporting, including deferred tax assets related to carryforwards, are classified according to the expected
reversal date of the temporary difference.

The Company also complies with the provisions of the Financial Accounting Standards Board (“FASB”)
Interpretation No. 48, “Accounting for Uncertainty in Income Taxes — an interpretation of FASB Statement No. 109”
(“FIN 48”). FIN 48 prescribes a recognition threshold and a measurement attribute for the financial statement
recognition and measurement of tax positions taken or expected to be taken in a tax return. For those benefits to be
recognized, a tax position must be more-likely-than-not to be sustained upon examination by the relevant taxing
authority based on the technical merits. The Company recognizes accrued interest and penalties related to
unrecognized tax benefits as income tax expense. No amounts were accrued for the payment of interest and penalties
at May 31, 2009. Management is currently unaware of any issues under review that could result in significant
payments, accruals or material deviations from its position.

Fair Value of Financial Instruments

The Company adopted the provisions of SFAS No. 157, “Fair Value Measurements” (“SFAS 157”), effective
June 1, 2008. Under SFAS 157, fair value is defined as the price that would be received to sell an asset or paid to
transfer a liability (i.e., the “exit price”) in an orderly transaction between market participants at the measurement
date.
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In determining fair value, the Company uses various valuation approaches. SFAS 157 establishes a fair value
hierarchy for inputs used in measuring fair value that maximizes the use of observable inputs and minimizes the use of
unobservable inputs by requiring that the most observable inputs be used when available. Observable inputs are those
that market participants would use in pricing the asset or liability based on market data obtained from sources
independent of the Company. Unobservable inputs reflect the Company’s assumptions about the inputs market
participants would use in pricing the asset or liability developed based on the best information available in the
circumstances. The fair value hierarchy is categorized into three levels based on the inputs as follows:

Level 1 - Valuations based on unadjusted quoted prices in active markets for identical assets or liabilities that the
Company has the ability to access. Valuation adjustments and block discounts are not applied to Level 1
securities. Since valuations are based on quoted prices that are readily and regularly available in an active market,
valuation of these securities does not entail a significant degree of judgment.

Level 2 - Valuations based on quoted prices in markets that are not active or for which all significant inputs are
observable, either directly or indirectly.

Level 3 - Valuations based on inputs that are unobservable and significant to the overall fair value measurement.
Valuation Techniques

The Company values investments in securities and securities sold short that are freely tradable and are listed
on a national securities exchange or reported on the NASDAQ national market at their last sales price as of the last
business day of the fiscal year.

The carrying amounts of cash and cash equivalents, accounts receivable and accounts payable approximate
fair value due to the short-term maturities of the instruments.

Net Loss Per Common Share

Basic loss per common share is based on the weighted average number of common shares outstanding
without consideration of potential common stock. Diluted loss per common share is based on the weighted number of
common and potential dilutive common shares outstanding. The diluted calculation takes into account the shares that
may be issued upon the exercise of stock options and warrants, reduced by the shares that may be repurchased with the
funds received from the exercise, based on the average price during the period.

Options and warrants to purchase 10,275,183 and 12,000,462 shares of common stock were excluded from
the computation of diluted earnings per share for the years ended May 31, 2009 and 2008, respectively, because the
effect of their inclusion would be antidilutive.

Reclassifications

Certain reclassifications have been made to prior years’ amounts to conform with the current year’s
presentation.

Recently Issued Accounting Pronouncements Not Yet Effective

The Company continually assesses any new accounting pronouncements to determine their applicability to the
Company. Where it is determined that a new accounting pronouncement affects the Company’s financial reporting,
the Company undertakes a study to determine the consequence of the change to its financial statements and assures
that there are proper controls in place to ascertain that the Company’s financials properly reflect the change. New
pronouncements assessed by the Company recently are discussed below:
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In December 2007, the Financial Accoutning Standards Board (“FASB”) issued SFAS No. 160,
"Noncontrolling Interests in Consolidated Financial Statements", which changes the way the consolidated income
statement is presented. It requires consolidated net income to be reported at amounts that include the amounts
attributable to both the parent and the noncontrolling interest. It also requires disclosure, on the face of the
consolidated statement of income, of the amounts of consolidated net income attributable to the parent and to the
noncontrolling interest. Previously, net income attributable to the noncontrolling interest generally was reported as an
expense or other deduction in arriving at consolidated net income. It also was often presented in combination with
other financial statement amounts.

In April 2009, the FASB issued FASB Staff Position (“FSP””) SFAS No. 107-1 and Accounting Principles
Board (“APB”) Opinion No. 28-1 (“APB No. 28-17), “Interim Disclosures about Fair Value of Financial Instruments,”
which amends SFAS No. 107, “Disclosures about Fair Value of Financial Instruments,” and requires disclosures about
the fair value of financial instruments for interim reporting periods of publicly traded companies as well as in annual
financial statements. FSP SFAS No. 107-1 and APB No. 28-1 also amends APB Opinion No. 28, “Interim Financial
Reporting,” to require those disclosures in summarized financial information for interim reporting periods. FSP SFAS
No. 107-1 and APB No. 28-1 is effective for interim reporting periods ending after June 15, 2009. The Company is in
the process of evaluating the impact of FSP SFAS No. 107-1 and APB No. 28-1 on our financial position and results of
operations.

In May 2009, the FASB issued Statement of Financial Accounting Standards (“SFAS”) No. 165, “Subsequent
Events” (“SFAS 165”). This standard is intended to establish general standards of accounting for and disclosure of
events that occur after the balance sheet date but before financial statements are issued or are available to be issued.
Specifically, this standard sets forth the period after the balance sheet date during which management of a reporting
entity should evaluate events or transactions that may occur for potential recognition or disclosure in the financial
statements, the circumstances under which an entity should recognize events or transactions occurring after the
balance sheet date in its financial statements, and the disclosures that an entity should make about events or
transactions that occurred after the balance sheet date. SFAS 165 is effective for fiscal years and interim periods
ended after June 15, 2009 and will be applied prospectively. We adopted SFAS 165 during the second quarter of 2009,
and its adoption did not have a material impact on our results of operations and financial position.

In June 2009, the FASB issued SFAS No. 168, The FASB Accounting Standards Codification TM and the
Hierarchy of Generally Accepted Accounting Principles—a replacement of FASB Statement No. 162 (“SFAS 168”).
The statement confirmed that the FASB Accounting Standards Codification (the “Codification”) will become the
single official source of authoritative U.S. GAAP (other than guidance issued by the SEC), superseding existing
FASB, American Institute of Certified Public Accountants, Emerging Issues Task Force (“EITF”), and related
literature. After that date, only one level of authoritative U.S. GAAP will exist. All other literature will be considered
non-authoritative. The Codification does not change U.S. GAAP; instead, it introduces a new structure that is
organized in an easily accessible, user-friendly online research system. The Codification, which changes the
referencing of financial standards, becomes effective for interim and annual periods ending on or after September 15,
2009. We will apply the Codification beginning in the third quarter of fiscal 2009. The adoption of SFAS 168 is not
expected to have any substantive impact on our condensed consolidated financial statements or related footnotes.

NOTE C - FAIR VALUE MEASUREMENTS

The Company’s assets recorded at fair value have been categorized based upon a fair value hierarchy in
accordance with SFAS 157.
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The following table presents information about the Company’s assets and liabilities measured at fair value as

of May 31, 2009:

Quoted Prices Significant
in Active Other Significant Balance
Markets for Observable Unobservable as of
Identical Assets Inputs Inputs May 31,
(Level 1) (Level 2) (Level 3) 2009
Assets
Cash equivalents invested in
money market fund
(included in cash and cash
equivalents) $ 315,002 $ - $ - $ 315,002
Investment in certificates of
deposit (included in short-
term investments) 370,523 - - 370,523
Total $ 685,525 $ - $ - $ 685,525

The fair values of the Company’s cash equivalents invested in money market fund are determined through
market, observable and corroborated sources.

NOTE D — INVENTORIES, NET

Inventories, net of reserves consisted of the following:

May 31, 2009 May 31, 2008
Raw materials $ 646,775 $ 936,035
Work in process 522,823 603,925
Finished goods 310,126 112,718
$ 1,479,724 $ 1,652,678

At May 31, 2009 and 2008, the Company maintains reserves for excess and obsolete inventories of $393,972
and $594,042, respectively.

NOTE E - PROPERTY AND EQUIPMENT

Property and equipment is summarized as follows:

May 31, 2009 May 31, 2008

Office, laboratory and other equipment $ 919,435 $ 1,368,170
EECP” systems under operating leases

or under loan for clinical trials 674,400 719,401

Furmiture and fixtures 149,465 148,165

1,743,300 2,235,736

Less: accumulated depreciation 1,562,891 2,178,566

Property and equipment - net $ 180,409 $ 57,170

Depreciation expense amounted to $52,232 and $104,724 for the years ended May 31, 2009 and 2008,
respectively.
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NOTE F — INTANGIBLE ASSETS

The Company owns thirteen US patents including eight utility and three design patents that expire at various
times between 2009 and 2023. In addition, more than 20 foreign patents have been issued that expire at various times
from 2009 to 2023. Cost incurred for submitting the applications to the United States Patent and Trademark Office
and other foreign authorities for these patents have been capitalized. Patent costs are being amortized using the
straight-line method over the related 10 year lives. The company begins amortizing patent costs once a filing receipt
is received stating the patent serial number and filing date from the Patent Office or other foreign authority.

The changes in the Company’s intangible assets are as follows:

May 31, 2009 May 31, 2008
Patent costs
Costs $ 469,043 $ 469,043
Accumulated Amortization (303,649) (256,745)
$ 165,394 $ 212,298

Intangible assets are included in other assets on the Company’s consolidated balance sheets.

NOTE G - DEFERRED REVENUE

The changes in the Company’s deferred revenues are as follows:
Years Ended May 31,

2009 2008

Deferred revenue at the beginning of the fiscal year $ 1,618,053 $ 1,756,351
Additions:

Deferred extended service contracts 1,086,968 1,849,831

Deferred in-service and training 37,500 47,500

Deferred service arrangement obligations 133,500 213,750

Deferred service arrangement promotion 600 9,150
Recognized as revenue:

Deferred extended service contracts (1,366,062) (2,046,823)

Deferred in-service and training (35,000) (40,000)

Deferred service arrangement obligations (185,452) (157,756)

Deferred service arrangement promotion (2,400) (13,950)
Deferred revenue at end of the fiscal year 1,287,707 1,618,053

Less: current portion 957,258 1,132,445
Long-term deferred revenue at end of the fiscal year $ 330,449 $ 485,608

NOTE H - SALE-LEASEBACK

In August 2007, the Company sold its warehouse and corporate facility for $1,400,000. Under the agreement,
the Company is leasing back the property from the purchaser over a period of five years. The Company is accounting
for the leaseback as an operating lease. The gain of $266,226 realized in this transaction was deferred and is being
amortized to income ratably over the term of the lease. The unamortized deferred gain of $168,610 and $221,855 as
of May 21, 2009 and 2008, respectively, is shown as “Deferred gain on sale-leaseback of building” in the Company’s
consolidated balance sheets. The short-term portion of $53,245 is shown in current liabilities and the long-term
portion is in other long-term liabilities. The amount recognized as amortization in fiscal 2009, and 2008 was $53,245
and $44,371 respectively.
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NOTE I - ACCOUNTS PAYABLE AND ACCRUED EXPENSES

For the years ended May 31, 2009 and 2008 accounts payable and accrued expenses consisted of the
following;:

2009 2008
Accounts Payable $ 142,748 $ 610,199
Accrued Expenses 328,525 156,487
Other 33,500 55,558
$ 504,773 $ 822,244

NOTE J - WARRANTY LIABILITY

The changes in the Company’s product warranty liability are as follows:

Years ended May3l,

2009 2008
Warranty liability at the beginning of the fiscal year $ 17,250 $ 15,750
Expense for new warranties issued 81,800 49,500
Warranty claims (75,800) (48,000)
W arranty liability at the end of the fiscal year $ 23,250 $ 17,250

Warranty liability is included in accounts payable and accrued expenses on the Company’s
consolidated balance sheets.

NOTE K — RELATED-PARTY TRANSACTIONS

On June 21, 2007, we entered into a Securities Purchase Agreement with Kerns Manufacturing Corp.
(Kerns). Concurrently with our entry into the Securities Purchase Agreement, we also entered into a Distribution
Agreement and a Supplier Agreement with Living Data Technology Corporation (Living Data), an affiliate of Kerns.

We sold to Kerns, pursuant to the Securities Purchase Agreement, 21,428,572 shares of our common stock at
$.07 per share for a total purchase price of $1,500,000, as well as a five-year warrant to purchase 4,285,714 shares of
our common stock at an initial exercise price of $.08 per share (the Warrant). The agreement further provided for the
appointment to our Board of Directors of two representatives from Kerns. In furtherance thereof, Dr. Jun Ma and Mr.
Simon Srybnik, Chairman of both Kerns and Living Data, were appointed members of our Board of Directors. On
October 15, 2008, Dr. Jun Ma was appointed Chief Executive Officer. Pursuant to the Distribution Agreement, we
have become the exclusive distributor in the United States of the AngioNew ECP systems manufactured by Living
Data. As additional consideration for such agreement, we agreed to issue an additional 6,990,840 shares of our
common stock to Living Data. Pursuant to the Supplier Agreement, Living Data now is the exclusive supplier to us of
the ECP therapy systems that we market under the registered trademark EECP®. The Distribution Agreement and
the Supplier Agreement each have an initial term extending through May 31, 2012.

On November 20, 2008, the Company entered into an Amendment to the Distribution Agreement with Living
Data to expand the territory covered in the Distribution Agreement to provide for exclusive distribution rights
worldwide. In consideration for these rights, the Company agreed to issue Living Data 3,000,000 restricted shares of
its common stock having a fair market value of $60,000 at time of issue.

Pursuant to a Registration Rights Agreement, we granted to Kerns and Living Data, subject to certain
restrictions, "piggyback registration rights" covering the shares sold to Kerns as well as the shares issuable upon
exercise of the Warrant and the shares issued to Living Data.
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On July 10, 2007, the Board of Directors appointed Mr. Behnam Movaseghi, Treasurer and Chief Financial
Officer of Kerns Manufacturing Corporation, to our Board of Directors.

As affiliates of Living Data and Kerns, Mr. Ma, Mr. Movaseghi and Mr. Srybnik have each been directly
involved in the transactions between Living Data and Kerns, and the Company, with respect to the Securities Purchase
Agreement, the Distribution Agreement and the Supplier Agreement, as well as consulting services to the Company
with no compensation.

During fiscal 2008, the Company purchased ECP therapy systems under the Supplier Agreement for
$120,000 from Living Data, which was paid in full by the Company as of June 2008. In addition, Living Data
purchased $5,000 worth of ECP therapy system components from the Company, which was paid in full by Living Data
as of June 2008.

During fiscal 2009, the Company purchased ECP therapy systems under the Supplier Agreement for
$595,000 from Living Data. Payment terms on certain purchases leave a balance of $260,000 in Trade Payable to
Related Party - current portion on the accompanying consolidated condensed balance sheet as of May 31, 2009. In
addition, during fiscal year 2009 Living Data purchased $3,118 worth of ECP therapy system components from the
Company.

During fiscal 2009, Living Data assigned to Vasomedical, Inc. all of its rights and interests under its
distributorship Agreement with a corporation organized and existing under the laws of the People’s Republic of China
that manufactures Ambulatory Blood Pressure Monitors, Ambulatory ECG Recorders and Holter & ABPM Combiner
Recorders, for $20,000 payable to Living Data based on certain terms and conditions. The Company must also pay to
Living Data 5% of the selling price or 5% of the cost of all goods sold (whichever is higher), and 5% of the cost of all
goods transferred but not sold under the Assignment Agreement to Living Data based on sales of this equipment. The
Company will sell these systems in the United States and other countries now that regulatory clearance had been
obtained.

During fiscal 2009, Living Data assigned to Vasomedical, Inc. all of its rights and interests under its
Distributorship Agreement with a corporation organized and existing under the laws of the People’s Republic of
China, that manufactures Ultrasound Scanners, for $20,000 payable to Living Data based on certain terms and
conditions. The Company must also pay to Living Data 5% of the selling price or 5% of the cost of all goods sold
(whichever is higher), and 5% of the cost of all goods transferred but not sold under the Assignment Agreement to
Living Data based on sales of this equipment. The Company intends to sell these systems in the United States and
other countries subject to obtaining regulatory clearance.

Further, Kerns provides the Company, free of charge, part-time use of one of its Information Technology (IT)
employees as well one of their IT consultants to provide the Company with IT and database support services. In
addition, a clinical applications support specialist and a service engineer from Living Data were used by the Company
to provide customers with clinical training and technical service. The Company was charged $3,900 for the services
of the clinical applications support specialist and $2,700 for the services of the service engineer during fiscal year
2009.

NOTE L - STOCKHOLDERS' EQUITY AND WARRANTS
Common stock
See Note K for discussion of common stock issued in fiscal 2009 and 2008 in connection with related party

agreements. Additionally during fiscal year 2009 and 2008, the Company issued 3,075,000, and 150,000 share of
common stock, respectively, to directors, officers, employees, and/or consultants.
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On June 21, 2007, a five-year warrant to purchase 4,285,714 shares of our common stock at an initial
exercise price of $.08 per share to Kerns under the Securities Purchase Agreement.

On July 19, 2005, we granted warrants for the purchase of 2,254,538 shares of common stock to investors and
consultants. The warrants may be exercised at a price of $0.69 per share for a term of five years, ending July 19, 2010.

Preferred stock
At May 31, 2009 the Company had 1,000,000 shares of preferred stock authorized, with no shares issued and
outstanding. There are 850,000 shares that have been designated to a series as shown in the table below, 150,000

shares are available to be designated.

The following table illustrates the various series of preferred stock and their stated value:

Authorized Shares Stated Value per share
Series A 500,000 NONE
Series B 150,000 $20.00
Series C 175,000 $20.00
Series D 25,000 $100.00

Series A preferred stock shares are convertible into two shares of common stock to the extent the Company
has, at the time of conversion, sufficient authorized but unissued shares of common stock.

Series B preferred stock shares are convertible into shares of common stock at a conversion ratio of the stated
value plus accrued but unpaid dividends, over the conversion price, which is equal to the lesser of $2.18 or 85% of the
average per share market value for the five (5) trading days immediately preceding the conversion date.

Series C preferred stock shares are convertible into shares of common stock at a conversion ratio of the stated
value plus accrued but unpaid dividends, over the conversion price which, is equal to the lesser of $2.08 or 85% of the
average per share market value for the five (5) trading days immediately preceding the conversion date.

Series D preferred stock shares are convertible into shares of common stock at a conversion ratio equal to the
stated value over the conversion price. The conversion price is equal to 85% of the market value, defined as the
weighted average price of the common stock during the five (5) trading days immediately preceding the conversion
date. In no event shall the conversion price be less than $0.40 per share or exceed $0.6606 per share.

The Series A preferred stock has voting rights equal to two (2) votes per share. The holders of Series B,
Series C, and Series D have no voting rights.

Series A, preferred stock share holders are not entitled to dividends.

Series B and Series C preferred stock share holders are entitled to cumulative dividends of 5% per share per
annum (as a percentage of stated value per share) payable in cash or shares of common stock, quarterly in arrears, but
in no event later than the conversion date. Dividends on the Series B preferred stock shall accrue daily commencing
on the original issue date, and shall be deemed to accrue on such date whether or not earned or declared and whether
or not there are profits, surplus, or other funds of the Company legally available for payment of dividends.

Series D preferred stock share holders are entitled to a per share dividend of the stated value of the shares
times the higher of (i) the prime rate as reported by The Wall Street Journal on the first day of the month plus three (3)
percent, or (ii) 8.5%. The dividend shall be paid monthly in arrears on the last day of each month in cash, and
prorated for any partial month periods. The dividend shall be calculated on the basis of a 360-day year.
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Series D has a preference in liquidation to the Series C, Series B, and Series A, common stock and any other
capital stock of the Company. Series C, Series B and Series A have preference in liquidation to the common stock and
any other capital stock of the Company. Upon liquidation or dissolution, the amount to be paid to Series D, Series C,
Series B and Series A are the Series D Stated Value, Series C Stated Value, Series B Stated Value, as indicated above,
and Series A at $0.80 per share.

Warrants
Warrant activity for the years ended May 31, 2008 and 2009 is summarized as follows:

Number of Shares Weighted Average Price

Balance at May 31, 2007 2,254,538 $0.69
Warrants Expired -
W arrants Issued 4,285,714 $0.08
Balance at May 31, 2008 6,540,252 $0.29

Warrants Expired -
Warrants Issued -
Number of shares exercisable at May 31, 2009 6,540,252 $0.29

NOTE M - OPTION PLANS
1995 Stock Option Plan

In May 1995, the Company's stockholders approved the 1995 Stock Option Plan for officers and employees of
the Company for which the Company reserved an aggregate of 1,500,000 shares of common stock. In December 1997,
the Company's Board of Directors terminated the 1995 Stock Option Plan with respect to new option grants.

In fiscal 2009 and 2008, there was no activity under the 1995 Stock Option Plan.
Outside Director Stock Option Plan

In May 1995, the Company's stockholders approved an Outside Director Stock Option Plan (the OD Plan) for
non-employee directors of the Company, for which the Company reserved an aggregate of 300,000 shares of common
stock. In December 1997, the Company's Board of Directors terminated the OD Plan with respect to new option
grants.

In fiscal 2009 and 2008, there was no activity under the OD Plan.
1997 Stock Option Plan

In December 1997, the Company's stockholders approved the 1997 Stock Option Plan (the 1997 Plan) for
officers, directors, employees and consultants of the Company for which the Company has reserved an aggregate of
1,800,000 shares of common stock. The 1997 Plan provides that a committee of the Board of Directors of the
Company will administer it and that the committee will have full authority to determine the identity of the recipients
of the options and the number of shares subject to each option. Options granted under the 1997 Plan may be either
incentive stock options or non-qualified stock options. The option price shall be 100% of the fair market value of the
common stock on the date of the grant (or in the case of incentive stock options granted to any individual principal
stockholder who owns stock possessing more than 10% of the total combined voting power of all voting stock of the
Company, 110% of such fair market value). The term of any option may be fixed by the committee but in no event
shall exceed ten years from the date of grant. Options are exercisable upon payment in full of the exercise price, either
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in cash or in common stock valued at fair market value on the date of exercise of the option. The term for which
options may be granted under the 1997 Plan expired on August 6, 2007.

In January 1999, the Company’s Board of Directors increased the number of shares authorized for issuance
under the 1997 Plan by 1,000,000 shares to 2,800,000 shares.

In May 2006, the Board of Directors accelerated the vesting period for all unvested options to May 31, 2006.

In fiscal 2008, the Board of Directors did not grant any non-qualified stock options under the 1997 plan, and
there were no options to purchase shares of common stock under the 1997 plan. In fiscal 2008, options to purchase
714,601 shares of common stock under the 1997 Plan at exercise prices ranging $0.88 to $1.91 were retired or
cancelled.

In fiscal 2009, the Board of Directors did not grant any non-qualified stock options under the 1997 plan, and
there were no options to purchase shares of common stock under the 1997 plan. In fiscal 2009, options to purchase
357,668 shares of common stock under the 1997 Plan at exercise prices ranging $0.88 to $1.09 were retired or
cancelled.

1999 Stock Option Plan

In July 1999, the Company’s Board of Directors approved the 1999 Stock Option Plan (the 1999 Plan), for
which the Company reserved an aggregate of 2,000,000 shares of common stock. The 1999 Plan provides that a
committee of the Board of Directors of the Company will administer it and that the committee will have full authority
to determine the identity of the recipients of the options and the number of shares subject to each option. Options
granted under the 1999 Plan may be either incentive stock options or non-qualified stock options. The option price
shall be 100% of the fair market value of the common stock on the date of the grant (or in the case of incentive stock
options granted to any individual principal stockholder who owns stock possessing more than 10% of the total
combined voting power of all voting stock of the Company, 110% of such fair market value). The term of any option
may be fixed by the committee but in no event shall exceed ten years from the date of grant. Options are exercisable
upon payment in full of the exercise price, either in cash or in common stock valued at fair market value on the date of
exercise of the option. The term for which options may be granted under the 1999 Plan expired July 12, 2009. In July
2000, the Company’s Board of Directors increased the number of shares authorized for issuance under the 1999 Plan
by 1,000,000 shares to 3,000,000 shares. In December 2001, the Board of Directors of the Company increased the
number of shares authorized for issuance under the 1999 Plan by 2,000,000 shares to 5,000,000 shares.

In May 2006, the Board of Directors accelerated the vesting period for all unvested options to May 31, 2006.

In fiscal 2008, the Board of Directors did not grant any non-qualified stock options under the 1999 Plan. In
fiscal 2008, there were no options to purchase shares of common stock under the 1999 Plan. In fiscal 2008, options to
purchase 1,006,500 shares of common stock under the 1999 Plan at exercise prices ranging from $0.20 to $5.00 were
retired or cancelled.

In fiscal 2009, the Board of Directors did not grant any non-qualified stock options under the 1999 Plan. In
fiscal 2009, there were no options to purchase shares of common stock under the 1999 Plan. In fiscal 2009, options to
purchase 1,411,832 shares of common stock under the 1999 Plan at exercise prices ranging from $0.22 to $4.28 were
retired or cancelled.

At May 31, 2009, there were 2,480,364 shares available for future grants under the 1999 Plan.
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2004 Stock Option and Stock Issuance Plan

In October 2004, the Company’s stockholders approved the 2004 Stock Option and Stock Issuance Plan (the
2004 Plan), for which the Company reserved an aggregate of 2,500,000 shares of common stock. The 2004 Plan is
divided into two separate equity programs: (i) the Option Grant Program under which eligible persons (“Optionees”)
may, at the discretion of the board of directors, be granted options to purchase shares of common stock; and (ii) the
Stock Issuance Program under which eligible persons (“Participants”) may, at the discretion of the board or directors,
be issued shares of common stock directly, either through the immediate purchase of such shares or as a bonus for
services rendered to the Corporation.

Options granted under the 2004 Stock Plan shall be non-qualified or incentive stock options and the exercise
price is the fair market value of the common stock on the date of grant except that for incentive stock options it shall
be 110% of the fair market value if the Optionee owns 10% or more of our common stock. The term of any option may
be fixed by the board of directors or committee but in no event shall exceed ten years from the date of grant. Stock
options granted under the 2004 Plan may become exercisable in one or more installments in the manner and at the
time or times specified by the committee. Options are exercisable upon payment in full of the exercise price, either in
cash or in common stock valued at fair market value on the date of exercise of the option. The term for which options
may be granted under the 2004 Plan expires July 12, 2014.

Under the stock issuance program, the purchase price per share shall be fixed by the board of directors or
committee but cannot be less than the fair market value of the common stock on the issuance date. Payment for the
shares may be made in cash or check payable to us, or for past services rendered to us and all shares of common stock
issued thereunder shall vest upon issuance unless otherwise directed by the committee. The number of shares issuable
is also subject to adjustments upon the occurrence of certain events, including stock dividends, stock splits, mergers,
consolidations, reorganizations, recapitalizations, or other capital adjustments. The term for which shares may be
issued under the 2004 Plan expires July 12, 2014.

The 2004 Plan provides that a committee of the Board of Directors of the Company will administer it and that
the committee will have full authority to determine and designate the individuals who are to be granted stock options
or qualify to purchase shares of common stock under the 2004 Stock Plan, the number of shares to be subject to
options or to be purchased and the nature and terms of the options to be granted. The committee also has authority to
interpret the 2004 Plan and to prescribe, amend and rescind the rules and regulations relating to the 2004 Plan.

In May 2006, the Board of Directors accelerated the vesting period for all unvested options to May 31, 2006.

In fiscal 2008, the Company’s Board of Directors granted non-qualified stock options under the 2004 Plan to
four directors to purchase an aggregate of 600,000 shares of common stock, at an exercise price of $0.12 per share
(which represented the fair market value of the underlying common stock at the time of the respective grants) and the
Company’s Board of Directors granted 150,000 shares of common stock under the 2004 Plan to one director of the
Company having a fair market value of $0.06 per share at the time of the respective grant. These options expire ten
years from the date of grant. In fiscal 2008, options to purchase 236,461 shares of common stock under the 2004 Plan
at exercise prices $0.57 and $0.58 were retired or cancelled.

In fiscal 2009, the Board of Directors did not grant any non-qualified stock options under the 2004 Plan. In
fiscal 2009, there were no options to purchase shares of common stock under the 2004 Plan. In fiscal 2009, options to
purchase 692,471 shares of common stock under the 2004 Plan at exercise prices ranging from $0.09 to $0.58 were
retired or cancelled.

At May 31, 2009, there were 1,286,399 shares available for future grants under the 2004 Plan.

Stock option activity under all the plans for the years ended May 31, 2008 and 2009 is summarized as
follows:
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Outstanding Options

Shares Range of Weighted
Available for Number of  Exercise Price  Average Exercise
Grant Shares per Share Price
Balance at May 31, 2007 1,697,859 6,592,338  $0.20 - $5.00 $1.04
Common Shares Granted (150,000)
Options Granted (600,000) 600,000 $0.12 $0.12
Options cancelled 714,601 (1,737,128)  $0.20 - $3.96 $1.29
Balance at May 31, 2008 1,662,460 5,455,210  $0.09 - $4.28 $0.86
Options cancelled 2,104,303 (2,461,971)  $0.09 - $4.28 $0.99
Balance at May 31, 2009 3,766,763 2,993,239  $0.09 - $3.96 $0.74

The following table summarizes information about stock options outstanding and exercisable at May 31,

2009:

Options Outstanding Options Exercisable
Number Weighted Average Weighted Number
Outstanding at  Remaining Contractual Average Exercise =~ Exercisable at Weighted Average
Range of Exercise Prices May 31, 2009 Life (yrs.) Price May 31,2009  Exercise Price

$0.09 - $0.58 1,729,239 7.1 $0.14 1,729,239 $0.19
$0.71 - $0.95 320,000 4.1 $0.24 320,000 $0.88
$1.00 - $1.31 690,000 2.3 $0.44 690,000 $1.09
$1.69 - $2.49 10,000 0.1 $1.69 10,000 $1.69
$2.91 - $3.96 244,000 2 $3.50 244,000 $3.50
2,993,239 5.3 $0.74 2,993,239 $0.74

The weighted-average fair value exercise price of options and warrants granted during fiscal years 2008 was
$0.08. At May 31, 2009, there were no remaining authorized shares of common stock after reserves for all stock option
plans and stock warrants.

NOTE N - INCOME TAXES

During fiscal 2009 and 2008, the Company recorded a provision for income taxes of $5,875 and $18,045,
respectively.

As of May 31, 2009, the recorded deferred tax assets were $20,336,652, reflecting an increase of $517,300
during the fiscal year ended May 31, 2009, which was offset by a valuation allowance of the same amount.
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The Company’s deferred tax assets (liabilities) are summarized as follows:

2009 2008
Net operating loss carryforwards 20,123,742 19,422,422
Depreciation and amortization (16,110) (17,900)
Deferred rent 5,450 2,940
Deferred gain on sale of building 57,330 75,430
Gain on sale of asset - (31,110)
Cost of goods sold - 98,980
Allowance for doubtful accounts 32,290 91,860
Reserve for obsolete inventory 133,950 176,730
Total gross deferred tax assets 20,336,652 19,819,352
Valuation allowance (20,336,652) (19,819,352)

Net deferred taxassets - -

At May 31, 2009, the Company had net operating loss carryforwards for Federal and state income tax
purposes of approximately $53,411,000, expiring at various dates from 2010 through 2029. In fiscal 2009, $470,994 of
net operating loss carryforwards expired. Future expirations of net operating loss carryforwards are as follows:

Fiscal Year Amount
2010 $ 2,454,009
2011 5,449,010
2012 6,084,026
2013 4,386,716
2014 -
Thereafter 35,037,459
Total $ 53,411,220

The components of income tax benefit for the years ended May 31, 2009 and 2008 are as follows:

2009 2008
Federal $ 496,608 $ 138,000
State 20,692 92,000

$ 517,300 $ 230,000

Under current tax law, the utilization of tax attributes will be restricted if an ownership change, as defined,
were to occur. Section 382 of the Internal Revenue Code provides, in general, that if an “ownership change” occurs
with respect to a corporation with net operating and other loss carryforwards, such carryforwards will be available to
offset taxable income in each taxable year after the ownership change only up to the “Section 382 Limitation” for each
year (generally, the product of the fair market value of the corporation’s stock at the time of the ownership change,
with certain adjustments, and a specified long-term tax-exempt bond rate at such time). The Company’s ability to use
its loss carryforwards will be limited in the event of an ownership change.
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The following is a reconciliation of the effective income tax rate to the federal statutory rate:

2009 2008
% %
Federal statutory rate (34.0) (34.0)
State taxes, net 0.0 2.7
Permanent differences 0.0 1.8
Change in valuation allowance
relating to operations 34.0 28.6
Other 0.0 (1.8)
0.0 2.7

NOTE O - COMMITMENTS AND CONTINGENCIES
Leases

On August 15, 2007, we sold our facility under a five-year leaseback agreement. Future rental payments
under the operating lease are as follows:

For the years ended:

May 31, 2010 $ 148,488

May 31, 2011 154,427

May 31, 2012 160,604

May 31, 2013 40,541

Total $ 504,060
Litigation

The Company is currently, and has been in the past, a party to various routine legal proceedings incident to
the ordinary course of business. The Company believes that the outcome of all such pending legal proceedings in the
aggregate is unlikely to have a material adverse effect on the business or consolidated financial condition of the
Company.

NOTE P - 401(K) PLAN

In April 1997, the Company adopted the Vasomedical, Inc. 401(k) Plan to provide retirement benefits for its
employees. As allowed under Section 401(k) of the Internal Revenue Code, the plan provides tax-deferred salary
deductions for eligible employees. Employees are eligible to participate in the next quarter enrollment period after
employment. Participants may make voluntary contributions to the plan up to 15% of their compensation. In fiscal
year 2009 and 2008, the Company made discretionary contributions of approximately $9,850 and $9,000, respectively,
to match a percentage of employee contributions.
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