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To our stockholders:

This has been quite a year! As my first full yaarPresident & Chief Executive Officer, | travetbd
country visiting many of our hubs, clinicians angtomers. One fundamental conclusion kept coming
to me: “We have great people at Digirad!” Thesdiclted employees spend countless hours providing
a valued and valuable service to the medical conitmmuhhave also spent a substantial amount oétim
with our sales teams visiting physician officesjick and hospitals. | have admired our approach t
customer service and contemplated how to improws wur business model and better lead Digirad in
these challenging times. This fits into the visgdrour Company to advance Digirad into a profigbl
more diversified health care company, specialibmipe early detection of disease through effective
diagnostic testing to enhance the quality of Idethe patient.

2009 was a pivotal and important year for Digirdidyou have been following our story over the past
year, you will know that we said our 2009 missiacssvio “make money and generate cash.” We created
a specific set of strategic goals based on manddjigigad through a very difficult and fragile ecang,

as well as overcoming the disappointing historicancial results of the Company. In addition, we
promised to accomplish the following:

1) Create greater efficiency by selling or closimglerperforming hubs - we did that, and
continued to drive improved margins in our DIS s&#8 business;

2) Improve our approach to launching and growingt€es of Influence (COI) - we did that as
well — launching at year-end a more local ownersipproach; and,

3) Introduce new imaging technologies and deval®p technology platforms - we did that by
launching our Cardius® X-ACT attenuation correctsystem and the c*pax web-based
image management solution.

By all counts, we did what we said we would do@2. We did make money ($608K in net income)
and we generated cash ($4.8M in cash flow fromatfmers). We also met our non-financial objectives
for 2009. We were able to fulfill each of our gosigcessfully, thanks to the hard work and dedoati
of our entire Digirad team. | am very proud of #forts put forth by each and every member of my
team to make this happen, despite a difficult emment and considerable healthcare uncertainty.

Given the economic situation of our Company atstlagt of 2009, financial stability became our key
goal. On the camera side of our business, we facoseesearch and development and introduced two
significant new products that are already gainialy&ble acceptance from our sophisticated cardyolog
customers. We believe those products - c*pax andi@&® X-ACT - will prove to be important
revenue drivers in 2010 and in years to come.

We received clearance from the FDA to market ogifad Cardius® X-ACT imaging system back in
March 2009 and we believe the introduction of tiesv, advanced, solid state camera will prove ta be
measurable step forward in our strategy to leactodution of nuclear cardiac imaging. The
innovations in the Cardius® X-ACT system were destjto increase diagnostic accuracy and make
earlier detection of disease possible. The sys&atufes a low-dose volume-computed tomography
attenuation correction system that significantiyuees artifacts in the images caused by overlying
tissues. Overall, we believe the system providescimical information that raises sensitivity and



specificity of nuclear cardiology procedures thdt iwcrease diagnostic confidence in nuclear
cardiology and raise the standard in the industnSIPECT system performance.

In October 2009, we introduced the c*pax image rganeent solution to our camera customers and
intend to roll it out to our DIS customers this gezpax is an online structured reporting and yoiet
archiving and communication system. It is desigiwectduce capital information technology support
and maintenance costs while increasing practic&fiov activity. In brief, it allows our cardiology
clients the ability to instantly access their pai$¢imaging studies and reports via the internatf

home or wherever the physicians are located. Usipgx, the physician can edit and complete reports
remotely. Previously, this was a luxury limitedaoger practices and hospitals, but the low cost of
c*pax allows a larger group of community practites ability to adopt what is becoming an industry
standard.

While the economic downturn has hurt capital eq@ptrbudgets at hospitals and private practices, we
believe the advances we introduced have positiosdd benefit as the economy recovers. We are
establishing ourselves as innovators, so whenustomers start looking again at advances in the
cardiac nuclear imaging market we will be at thefiont.

On the DIS side of our business, we worked hateate a leaner and more productive company. That
meant taking a hard look at our DIS hubs and e#b#ing or closing any we considered under-
performing. We knew the loss of revenue from thmgles would impact our top line revenue, but the net
result has been higher collective utilization andfipability in the remaining customer network.stead

of expanding DIS, we spent productive time refinouy business plan and analyzing existing locations
Our game plan is to add new locations only aftehexe confidence that they can be relatively quick
contributors to bottom line results.

Given all the challenges presented to us in 20@%take great pride in our accomplishments. We
believe we are a better company now than we wedanary 2009 - leaner, more focused and with
more value to offer our customers. We believe Wmestablished some positive momentum in 2009
and are in the process of stabilizing our Company.

As we enter 2010, we will continue our dedicatioward profitability, cash generation and a number o
strategic changes that will create greater valualfaf our stakeholders going forward. | tharduyfor
your support and | look forward to sharing our fetendeavors with you throughout 2010 and beyond.

Sincerely,

Todd-P. Clyde
Chief Executive Officer
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EXPLANATORY NOTE

We are filing this Amendment No. 1 to our Annuapigg on Form 10-K for the year ended December 8092vhich was
filed with the US Securities and Exchange Commisg¢ibe “SEC”) on February 11, 2010 (the “Origindlirtg”).

The sole purpose of this Amendment No. 1 is toemirthe following typographical errors:
* Figures inadvertently omitted from the Consolida&dtements of Stockholders’ Equity located in@mniginal
Filing on page F-5.
» Figures inadvertently inserted in the table sumniagi option activity under the stock option plaosdted in the
Original Filing on page F-15.

We have made no other changes to the previously kbrm 10-K. All information in this Form 10-K/A as of December
31, 2009, and does not reflect any subsequentniration or events other than the changes mentiobedea
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PART |

Forward-Looking Statements

This report contains various forward-looking statarts regarding our business, financial conditicesults of
operations and future plans and projects. ForwavdKing statements discuss matters that are natfiist facts and can be
identified by the use of words such as “believésypects,” “anticipates,” “intends,” “estimates,” “projects,” “can,
“could,” “may,” “will,” “would” or similar expressi ons. In this report, for example, we make forwardking statements
regarding, among other things, our expectationsidtibe rate of revenue growth in specific busirseggments and the
reasons for that growth and our profitability, oexpectations regarding an increase in sales, striatgaction and
marketing and sales spending, uncertainties retptmour ability to compete, uncertainties relatitagour ability to
increase our market share, changes in coveragereincdbursement policies of third-party payors and #ffect on our
ability to sell our products and services, the tise and likelihood of strategic acquisitions anud ability to timely
develop new products or services that will be ategjby the market.

Although these forward-looking statements refleetgood faith judgment of our management, suclersiamts can
only be based upon facts and factors currently knawus. Forward-looking statements are inhereatliject to risks and
uncertainties, many of which are beyond our contal a result, our actual results could differ matly from those
anticipated in these forward-looking statementsiassult of various factors, including those settfdelow under the
caption “Risk Factors.” For these statements, wairl the protection of the safe harbor for forwambking statements
contained in the Private Securities Litigation RefoAct of 1995. You should not unduly rely on tifeseard-looking
statements, which speak only as of the date ontvth&y were made. They give our expectations régauttie future but are
not guarantees. We undertake no obligation to upgablicly or revise any forward-looking statememtkether as a result
of new information, future events or otherwisegsalrequired by law.

Corporate Information

Digirad Corporation was incorporated in Delaward997. Unless the context requires otherwise,imréport the
terms “we,” “us” and “our” refer to DigirgdCorporation and our wholly-owned subsidiaries,ifaid Imaging Solutiorfs
Inc. and Digirad Ultrascan Solutions, Inc. and itipeedecessors.

Item 1. Business

Overview

We are a leading provider of diagnostic imagingdoicis and personnel and equipment leasing serthagésmprove
patient care while driving positive healthcare emoits. We designed and commercialized the firstissihte nuclear
gamma camera for the detection of cardiovascutsadie and other medical conditions. Our imagingsysare sold in a
portable or a fixed configuration, and provide emtead operability, improved patient comfort andthia case of our triple-
headed Cardius® 3 XPO system and Cardius® X-ACTeRysprovide shorter image acquisition time whemjgared to
traditional vacuum tube cameras. Our nuclear casrféraasily into floor spaces as small as sevehlig eight feet and
facilitate the delivery of nuclear medicine procestuin a physician’s office, an outpatient hospsttting, or within multiple
departments of a hospital.

We generate revenues within two primary operategneents: our personnel and equipment leasing sebuisiness
(Digirad Imaging Solutions, or “DIS”) and our Pradisegment. Through DIS, we offer a comprehenséregnnel and
equipment leasing services program as an altemtdipurchasing a gamma camera or ultrasound maéiphysicians
who wish to perform nuclear imaging, echocardiogsawascular ultrasound, or any combination of ¢h@®cedures in
their offices by leasing the imaging system, ciedifpersonnel and other support required to perforaging in the
physician’s office. The flexibility of our productnd our DIS leasing service allows physicians noorgrol over the
diagnosis of their patients in their offices ancgéwn revenue from procedures they would otherweifer elsewhere. DIS
leasing services are provided primarily to cardigdts and internists who enter into annual congréart personnel and
equipment services delivered on a per-day basistypical lease contracts provide service coveragging from once per
month to three times per week. We experience seasosality in our DIS business related to summeatians, holidays
and inclement weather, which historically has nmesjatively affected our third quarter. Our Prodesenue results
primarily from selling solid-state gamma camerad tom servicing cameras. We sell our imaging systéo physician
offices, hospitals, and imaging centers primarilyhie United States. We have sold a small numbienaging systems
internationally.

During 2009, we achieved our goals in attainindifability and positive cash flow despite a dowmtim the
economy, declines in reimbursement rates from fdwralthcare programs, and a shortage of radia@@auticals used in
the leasing of equipment. Our consolidated opegairofit, after adding back restructuring lossesreased by $7.7 million
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to $0.1 million in 2009, and we increased our dagi$3.5 million to $31.8 million. Our achievememtsre the direct result
of greater efficiencies created by selling or aigsinderperforming DIS hub locations, flattening thanagement structure,
and continuing our focus on creating more levefegm our Centers of Influence (COI) strategy, whiairs DIS and
leading academic or regional medical centers withrmmunity-based physicians in locations with higlepdial for growth.
Our consolidated revenues were $69.6 million du#i6g9, which represented a 13% decrease compatkd fwior year,
primarily driven by the sale or closure of undefpaming hub locations and a decrease in gamma Gasaes.

In 2010, we will continue our focus on profitabiléand positive cash flow. In the first quarte26fL0, we restructured
our DIS organization into nine territories to prd&igreater autonomy and control over local saldsoperations activities.
We expect this structure will offer greater effivdées and adaptability to local market needs amdlitions. To offset
expected reimbursement declines for cardiovasamaging procedures in 2010, we intend to implenmaw types of
services, including ultrasound equipment that @#iband our available product offerings in many wf ervice areas and
increase the potential maximum daily patient voludve expect to provide greater value in our ses/@®annel via strategic
and technological initiatives. In our Product segtnee expect to introduce our products for sak expand our market
share by leveraging our growing installed baseatéBed Cardius® X-ACT customers and introducingeav general
imaging product.

Market Opportunity
Nuclear Imaging

Nuclear imaging is a form of diagnostic imagingnhich depictions of the internal anatomy or physiyl are
generated primarily through non-invasive meansgbBistic imaging facilitates the early diagnosisliseases and disorders,
often minimizing the scope, cost and amount of cagelired and reducing the need for more invasieegriures. Currently,
five major types of non-invasive diagnostic imagtaghnologies are available: x-ray, magnetic resc@amaging,
computerized tomography, ultrasound, and nucleaging. The most widely used imaging acquisitiaht®logy utilizing
gamma cameras is single photon emission computedgaphy, or SPECT. All of our current gamma cameraploy
SPECT methodology.

According to industry sources, (despite the impmgvimage quality and increasing utilization ratésampeting
modalities such as computed tomography (CT), pmsiémission tomography (PET), and magnetic rese@namnaging
(MRI), and diagnostic procedures such as CT angjagny), SPECT procedures performed with gamma canvatia
continue to be used for a substantial number d@iaasspecific nuclear imaging procedures. We belieontinued
utilization will be driven by patients having easiecess to nuclear medicine services at physicidfises, lower purchase
and maintenance costs, a smaller physical footpaind easier service logistics of gamma cameraan kmerging trend in
cardiology, SPECT technologies are being integraii¢td other imaging modalities, to form hybrid inilag modalities, such
as SPECT/CT, resulting in improved clinical quabityd diagnostic certainty.

Clinical Applications for Nuclear Imaging

Nuclear imaging is used primarily in cardiovascutarcological and neurological applications. Nuciesaging
involves the introduction of very low-level radiagpimaceuticals into the patient’s bloodstream. Hukopharmaceuticals
are specially formulated to concentrate temporanilhe specific part of the body to be studiede Tadiation signals
emitted by the materials are then converted intoreage of the body part or organ. Nuclear imagiag $everal advantages
over other diagnostic imaging modalities, showing anly the anatomy or structure of an organ ontmatt, but also its
function including blood flow, organ function, mbtdic activity and biochemical activity. Cardiolsts and an increasing
number of internists and other physicians purcloaseameras or subscribe to our services for ic®fardiac imaging for
these advantages.

Ultrasound Imaging

Ultrasound is a form of diagnostic imaging in whidpictions of the internal anatomy or physiology generated
primarily through non-invasive means. Ultrasoumagers use sonar techniques to generate diagimaties that facilitate
the early diagnosis of diseases and disorders) aftaimizing the scope and cost of care requiratiraducing the need for
invasive procedures.

Clinical Applications for Ultrasound Imaging

Ultrasound is one of the most widely used imageahhiques in the United States with over 125,08ltations and
more than 90 million procedures performed annuéllyrasound imaging is used primarily in obstetricgernal medicine,
cardiovascular and vascular applications. Ultraddoraging involves the transmission and detectiicsoond waves into
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and from a patient’s body. The sound waves trantechlty the ultrasound system are then convertedaimimage of the
body part or organ. Ultrasound imaging also shdwsanatomy or structure of many internal organsoaly parts, as well as
key functional or physiological information—inclutj blood flow, wall motion and organ function. Quitrasound services
are used by an increasing number of cardiologi#tstnists and other physicians for in-office ecmmiography and vascular
imaging.

Our Equipment and Personnel Leasing Services

DIS offers portable nuclear and ultrasound imagiqgipment services and personnel leasing seni¢esave
obtained Intersocietal Commission for Nuclear Galadjy Labs (ICANL) accreditation for our servicensposed of an
imaging system, a certified nuclear medicine tetdgist and a certified stress technician or regestenurse, the supply of
radiopharmaceuticals, and required licensure ferprformance of nuclear imaging procedures urigestipervision of
physicians. Our service infrastructure providesaactive materials licensing policies and procedugeality assurance, a
staff of radiation safety officers, coordinatedibd services, and a compliance plan to help enadherence to applicable
state and federal regulations. A separate leasiogyam called DigiTech Professional Services allpigsicians who have
purchased a Digirad camera to lease all of thesgoaents with the exception of the camera. DIStmuers are
cardiologists, primary care physicians, multi-pigeigroups and, on a more limited basis, hospétatsclinics. We provide
our physicians with more control over their patgiiiagnosis and treatment, as well as incremeatednue opportunities
and speed of response from services they wouldwise refer to a hospital or imaging center. Phgsis can tailor their
nuclear imaging expenses to their practice needgatient volumes. The ultrasound imaging senscamilar in that we
provide the ultrasound equipment and one technsilodie have obtained accreditation for our ultrasbdivision by the
Intersocietal Commission for Echocardiography LAGRAEL).

Our portable leasing operations use a “hub andespmiodel in which centrally located regional hulnsfaor multiple
van routes in the surrounding metropolitan areagui DIS hubs, clinical personnel load the equiptne
radiopharmaceuticals and other supplies onto siheeiguipped vans for transport to the physiciaoffice, where they set
up the equipment for the day. After quality assuoeatesting, a technologist under the physicianpgestision will gather
patient information, inject the patient with a rgplharmaceutical, and then acquire the images fergretation by the
physician. Our technologists furnish the physiaiath applicable paperwork and billing informatioor fall patients.

We provide leasing services under annual contfactservices delivered on a per-day basis. Undesdlagreements,
physicians pay us a fixed amount for each day hed ¢commit to the scheduling of a minimum numbeleake days during
the lease term, which runs for at least one yelae. Same fixed payment amount is due for each dmrdéess of the number
of patients seen or the reimbursement or paymeairadd by the physician.

Our Products

We sell a line of solid-state gamma cameras anesaccies for general nuclear imaging and spedifitcal-
application imaging. One of the unique aspectsunfoamera is its upright design, which allows oatignts to be seated
comfortably throughout the procedure. Instead efdbnventional camera that rotates around a patieite: the patient is
lying down, our chairs slowly rotate the patientilelthe patient is comfortably seated. This ensthiasthe camera is
always positioned at the center of the heart. Inaggiisition begins with the patient slowly rotatin front of the camera’s
detector head. The duration of the acquisitionfisnation of the patient’s body mass, whether #st is performed with the
heart at rest or under stress, the amount of diepharmaceutical injected and the number of cametactors on the
system.

Our Cardius® XPO family of cardiac SPECT imageegdiee modern solid-state technology that delivagh blinical
performance and makes it possible to image patieeitghing up to 500 pounds in compact, lightweigihtl portable
designs. The Cardius® XPO single, dual and triglaehimaging systems (nhamely, the CartliusPO, Cardiu® XPO and
Cardiu§3 XPO) can be installed in rooms as small as séetrby eight feet, and the systems generally doaguire
expensive room modifications or electrical chandd® XPO systems are available with optional nSPE&i image
acquisition packages which offer up to two timesager acquisition efficiency for cardiac SPECT imggthe ability to
improve clinical quality, or the ability to redutfee radiation dosage to patients in half for adgpprocedure. In the case of
the Cardius@ XPQOimager, image acquisition speed is 38% faster thanof a competing dual head camera. We currently
offer both portable and stationary configurations.

This year, we began to offer a new product: thedita® X-ACT camera. This camera uses the Cardiud®0Q
solid-state detectors with an x-ray tube, and tisrgea new clinical standard for cardiac SPECThveittenuation correction.
The X-ACT approach exploits the high-count rateatalities of solid-state detectors and takes acagandf the full 24-inch
wide triple-head detector geometry to eliminat&¢ation in the attenuation scan. The imaging systéers the benefits of



high precision, faster speed and ultra-low patitrge. X-ACT systems have already been sold tavdeuof leading
hospitals.

Our 2020tdmager is a portable, single-head gamma camerasticatmpact and lightweight. The camera is used for
general purpose planar imaging procedures inclustiaiic bone scans, liver scans, renal scans,doags, gastric emptying,
multi-gated cardiac studies (MUGA), brain flow, ahgroid imaging. We sell this camera to hospitsa secondary
camera to increase the capacity of the generakauchedicine department, or to perform portabldistubedside in CCU,
ICU, ER, surgery, pediatrics or regular patienbfo The system provides the flexibility to imagihim multiple
departments using a single asset.

Camera Maintenance Contractél/e service our domestic customers’ cameras reyntitedugh high-speed Internet
access and dial-up connections that facilitateesystiagnosis from our facilities. When physicalaiefs required, our
modular designs and part replacement capabilibypatiur field service engineers to perform fieldaiep that minimize
customer downtime. We also employ applications igfiets to train our customers and provide tecHrsogport on the use
of our products.

Competitive Strengths

We believe that our position as a market leadénémuclear cardiac imaging market is a produ¢heffollowing
competitive strengths:

» Leading Solid-State Technolo@ur solid-state gamma cameras utilize proprigiégto-detector modules which
enable us to build smaller and lighter camerasahaportable with a degree of ruggedness thatvithistand the
vibration associated with transportation. We hawetioued to introduce faster and more versatilelpets, selling
them to our customers and leasing them througibt®irservice business.

e Portable Applications through Reduced Size and Weljgirad’s cameras, depending on the model, weigh
anywhere from 450 to 900 pounds. Competitive appetomultiplier tube-based technology cameras igédiye
weigh 2 to 5 times as much. Our dedicated caiidiagers require a floor space of as little as séeenby eight
feet and generally can be installed without facilgnovations. Our portable cameras are ideahfubile
operators or practices desiring to service multiffece locations or imaging facilities, and foreuis our DIS in-
office service business.

» Speed and Image Qualitwe believe our Cardius® 3 XPO and X-ACT rapid imnggdedicated cardiac cameras
can acquire images up to 38% faster than convealtfored 90 dual-head vacuum tube camera desighite w
maintaining the same image quality. Increased intagpeed optimizes workflow and resource utilizati
Customers that purchase nSPEED rapid image adquisibftware may increase the acquisition speed tagtor
of two, improve clinical quality or reduce the gt radiation dose by half. Use of rapid imagipstems,
combined with nSPEED, gives Digirad an efficiendyantage over other mobile service providers.

* Fully-Integrated low dose SPECT/VCT Technolo@ie interest in our new low dose volume CT atédiom
correction X-ACT system has increased significasthce its release in mid-2009. With demonstrated
performance and high customer satisfaction at dighinary sites in the USA during 2009, we havenstbe level
of interest and number of sales opportunities asee

» Improved Patient Comfort and UtilizatioWe believe the upright and open architecture ofpatient chair can
reduce patient claustrophobia and increase pat@nfort when compared to traditional vacuum tubsella
imaging systems, the majority of which require plagient to lie flat and have detector heads raiatend the
patient. Upright imaging positioning also redutase indications that can result from organs pughip against
the heart while patients lie on their backs. Oardilus® XPO camera series allows for the imagingadfents
weighing up to 500 pounds.

» Broad Portfolio of Cardiovascular Imaging Service&le have the ability to offer nuclear cardiology,
echocardiography and vascular imaging services. aBility to offer multiple services strengthens ou
competitive position and expands our revenue piatienthe depth of services offered varies depamdim the
local market opportunity, availability of personmeld credentialing requirements in the individuakrkets.

* Unique Dual Sales and Leasing Service Offerilige sell imaging systems to physicians who wispedorm
nuclear imaging in their facilities and managergtlated service logistics. Through DIS, we offettbouclear and
ultrasound services in which we lease our systamd<artified personnel to physicians on an annasishin
flexible increments, ranging from one day per mdotkeveral days per week without requiring themméke a
capital investment, hire personnel, obtain liceasar manage other logistics associated with opgratnuclear
imaging site.



» Intellectual Property PortfoliowWe have developed an intellectual property pddftilat includes product,
component and process patents covering varioustspeour imaging systems. As of December 31, 20&9
had 31 issued U.S. patents and an additional 1@ipgh).S. patent applications. In addition to oatemt
portfolio, we have developed proprietary manufaotyrbusiness know-how, and trade secrets thatigeais
with a competitive advantage.

Business Strategy
We intend to achieve and maintain profitability ayjgherate consistent positive cash flow via thiefghg:

* During 2010, we expect to make changes to ourlidkSness model and to our physician-customer @isfips in
order to stabilize our DIS business and absorlinipact of the 2010 reimbursement declines in cardiglear
imaging (36% reduction) and cardiac ultrasound (X68uction). We expect to provide greater valueun
service channel via strategic and technologicé#hitives design to increase revenue per day fopHysician.

* Increased Market Share in Camera Salsshough the overall market for sales of cardipedfic gamma
cameras has declined, we intend to increase olwemnsinare of the cardiac-specific nuclear markatiqularly in
hospitals and large physician practices. We aratteiphat our growing installed base of our Cardids@CT
product, introduced in 2009, will allow us to makeoads into the larger physician practices andaagppour
market share in 2010 and beyond.

Manufacturing

We manufacture our gamma cameras and employ agyrtttat combines our internal design expertisepgogdrietary
process technology with strategic outsourcing. sGuiicing the manufacturing of certain componentsunfcameras has
resulted in cost efficiencies. We perform subasdemnd final system performance tests at ouritgcilln addition,
suppliers of our critical materials, components aaldassemblies undergo ongoing quality audits by us

During 2009, we achieved additional cost efficierdy implementing Lean Six Sigma projects on fecesses to
reduce manufacturing variances. We use entergggirce planning and collaborative software toease efficiency in the
handling and security of inventory, purchasing, hitichg. In 2009, new forecasting software wagplemented allowing
separate planning for service demand and produadé with improved accuracy.

We and our third-party manufacturers are subje&Dé Quality System Regulations, state regulatisunsh as those
promulgated by the California Department of He&@#rvices, and standards set by the Internatiorgdr@zation for
Standardization, or ISO. We are currently cedifie the ISO 13485:2003 quality standard. In 20@9received
certification authorizing CE Marking of our Card&¥PO and 2020tc family of gamma cameras. The GEWK\E a
requirement for realizing sales in many internaglanarkets.

Competition

The medical device industry, including the marketrfuclear and ultrasound imaging systems andasyis highly
competitive. Our business in the private pract@eta continues to face the challenge of a dedfirdemand for nuclear
imaging equipment and services, which we beliefleats the impact of the Deficit Reduction Act dwetreimbursement
environment and proposed 2010 Healthcare Reformgsals, as well as competition from new nuclearrgarnamera
products and competing imaging modalities, sucGBsingiography, positron emission tomography aratidy
technologies. We believe that the principal contpetifactors in our market include acceptance byspihians, qualification
for reimbursement, pricing, ease of use, religbditd mobility. In addition, we must maintain tieehnical leadership of
our gamma cameras and must have an effective nraglatd distribution strategy.

In providing DIS lease services, we compete agairesty smaller local and regional nuclear and/agastiund
providers, often owner-operators with lower costrapions. The fixed-installation operators ofteiliag used equipment and
the mobile operators may use older Digirad singlaehcameras or newer dual-head cameras. Digithd nly mobile
provider equipped with triple-head mobile syster@@mpeting operators place new or used cameraphysician offices
and then provide the staffing, supplies and otbppert as an alternative to a DIS lease. In additiee compete against
imaging centers that install nuclear gamma camamdsnake them available to referring physiciarthéir geographic
vicinity.

In selling our imaging systems, we compete agaiegéral large medical device manufacturers wha effell line of
imaging cameras for each diagnostic imaging teaugylincluding x-ray, MRI, CT, ultrasound and nulenedicine, or
SPECT/CT and PET/CT hybrid imaging. The existinglear imaging systems sold by these competitors baen in use
for a longer period of time than our products arelraore widely recognized and used by physiciaxdsharspitals for
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nuclear imaging. Additionally, certain medical devicompanies are developing solid-state gamma eamdrich may
directly compete with our product offerings. Marfytloe larger multi-modality competitors enjoy siigant competitive
advantages over us, including greater name regogndreater financial and technical resourcegldished relationships
with healthcare professionals, more elaborateiligion networks, additional lines of products dhd ability to bundle
products to offer discounts, and greater resouargsroduct development and marketing and sales.

Sales

We maintain two sales organizations, Product sahesDIS sales, which operate independently. Tles saams work
together to ensure that our customers make thedgisions in purchasing a gamma camera or leg&rgpnnel and
equipment. DIS sales teams were aligned with treeteographic regions we have established, whésk then split into
nine territories beginning in the first quarter2®10 in order to better serve local market needs.nclear and ultrasound
imaging business currently has fourteen dedicatzdt®ry Managers led by the Vice President of SaldS expects to
increase market penetration by executing new quaaintg profiling approaches to identifying suitapleysician practices
and by expanding the breadth of available imagergises in select markets to include nuclear madicgéchocardiography,
and vascular. The Product team is divided into t@netories, each managed by a Regional Salesi@istc The specialists
sell directly and work closely with distributorsiimany of the regions. They focus on hospitals, iodrgy practices and
large primary care multi-specialty groups.

Research and Development

As of December 31, 2009, our research and developstaff consisted of 16 employees. We have a &ty
extensive commitment to research and developmaeitiding an established history in developing iratoxe solid-state
gamma cameras. We have an established core coropétethe development of silicon photodiodes agldted scintillator
assemblies, signaling processing electronics aagénprocessing software, which are the core teogies of our gamma
cameras. In March 2009, we announced that wedwaived U.S. Food and Drug Administration (FDA) &) &learance
for our new Cardius® X-ACT camera. The X-ACT cametitizes a patent pending x-ray technology to jmeattenuation
correction information for the SPECT reconstruction

Our research and development efforts are primésdysed in the near term on developing further anbments to our
existing products as well as developing our nexiegation products. Our objective is to increaseriage quality,
sensitivity and reliability of our imaging systen@ur research and development expense was $3idmi#i2.8 million, and
$3.1 million in 2009, 2008, and 2007, respectively.

Government Regulation

We must comply with a mosaic of federal and stawesland regulations. Violations of such laws amgileions can
be punishable by criminal, civil and/or administratsanctions, including, in some instances, ingemsent and exclusion
from participation in healthcare programs such aslighre and Medicaid. Federal and state governinageacies are
continuing heightened enforcement efforts in thaltheare industry, and whistleblower cases are f@wp more common.
Accordingly, we maintain a vigorous compliance peog and a hotline that permits our personnel tontegolations
anonymously, if they wish. Our compliance commitisansisting of senior management and our staifragly, meets
regularly to provide oversight of our compliancéiatives. We also conduct periodic audits to hetygure compliance with
applicable laws.

The following is a summary of some of the laws aggllations governing our business:

(1) Anti-Kickback LawsThe Medicare/Medicaid Patient Protection Act of 298s amended, which is
commonly referred to as the Anti-Kickback Statyeghibits us from knowingly and willingly offeringgaying,
soliciting or receiving any form of remunerationraturn for the referral of items or services,mptirchase, lease,
order or arrange for or recommend purchasing, hgasi ordering any good, facility service or itefor, which
payment may be made under a federal healthcareggmodiolation of the federal anti-kickback lawadelony,
punishable by criminal fines and imprisonment fprta five years or both, and can result in civihakies and
exclusion from participation in healthcare prograsunsh as Medicare and Medicaid. Many states hdoptad similar
statutes prohibiting payments intended to induéerrals of products or services paid by Medicaidther
nongovernmental third-party payors.

(2) Physician Self-Referral LawBederal regulations commonly referred to as thekStaws prohibit physician
referrals of Medicare or Medicaid patients to atitgffior certain designated health services if phgsician or an
immediate family member has an indirect or dirgwiicial relationship with the entity, unless aception applies.
We believe that referrals made by our physiciatiaruers generally should be eligible to qualify floe “in-office
ancillary services” exception to the Stark Lawsyidled that the services are provided or supervigetthe physician
or a member of his or her “Group Practice,” as thah is defined under the Stark Laws, the senacegerformed in
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the same building in which the physicians regularigctice medicine, and the services are billedrdpr the “Group
Practice.” Violations of the Stark Laws may leadhe imposition of penalties and fines, the exdaodrom
participation in federal healthcare programs, aatdility under the federal False Claims Act andwtsstleblower
provisions. Many states have adopted similar statptohibiting self-referral arrangements that c@lepatients and
not just Medicare and Medicaid patients.

(3) Federal False Claims AcT.he federal False Claims Act imposes civil and amahliability on individuals or
entities for the submission of false or fraudulelatms for payment to the government. Violationstaf federal False
Claims Act may result in civil penalties and exabusfrom participation in federal healthcare pragsa The federal
False Claims Act also allows a private individuabting a qui tam suit on behalf of the governnaagdinst an
individual or entity for violations of the Falsedlis Act. In a qui tam suit, a private plaintifftintes a lawsuit for
money of which the government was defrauded. I€sssful, the private plaintiff is entitled to reeeiup to 30% of
the recovered amount plus reasonable expensedtamey’s fees. A number of states have enacted taedeled
after the False Claims Act.

(4) HIPAA. The Health Insurance Portability and Account&piict of 1996, or HIPAA, prohibits schemes to
defraud healthcare benefit programs and fraudglemtuct in connection with the delivery of, or panhfor,
healthcare benefits, items or services. HIPAA alstablishes standards governing electronic heathcansactions
and protecting the security and privacy of indiatly identifiable health information. Some statesd also enacted
privacy and security statutes or regulations tinegdpme cases, are more stringent than those isswbt HIPAA.

The American Recovery and Reinvestment Act of 2@d@cted February 17, 2009 made significant chatages
HIPAA privacy and security regulation. Effectivelifuary 17, 2010, we are regulated directly untlexfaghe HIPAA
rules protecting the security of electronic indivadly identifiable health information and many bétrules governing
the privacy of such information. In addition, statute significantly increases and strengthengémalties and
enforcement of the HIPAA privacy and security rules

(5) Medical Device Regulatio.he FDA classifies medical devices, such as onretas, into one of three
classes, depending on the degree of risk assoaciatiedhe device and the extent of control needeerisure safety
and effectiveness. Devices deemed to pose lowearesplaced in either class | or I, which gengredquires the
manufacturer to submit to the FDA a pre-marketfiwatiion requesting permission for commercial dsttion. This
process is known as 510(k) clearance. Devices dé¢ongose the greatest risk, such as life-sustgjdifie-supporting
or implantable devices, or devices deemed not anbatly equivalent to a previously cleared 51QikYyice, are placed
in Class IllI, requiring an approved Premarket AppicApplication (PMA). Our cameras are Class lidical devices
which have been cleared for marketing by the FDfera device receives 510(k) clearance, any muatifin that
could significantly affect its safety or effectivess or that would constitute a major change imiended use requires
a new 510(k) clearance. The FDA requires each dewianufacturer to determine whether a modificatéauires a
new clearance or approval, but the FDA can disagifea manufacturer's determination. If so, theA€&an require
the manufacturer to cease marketing and/or reduvalhtodified device until 510(k) clearance or applads obtained.
We are also subject to post-market regulatory requénts relating to our manufacturing process, etargg and sales
activities, product performance and medical devigorts related to deaths and serious injuriescagsal with our
products.

(6) Pharmaceutical Regulatiozederal and state agencies, including the FDAstaig pharmacy boards,
regulate the radiopharmaceuticals used in our DESNess. These agencies administer laws goverhéng t
manufacturing, sale, distribution, use, adminigtrgtprescribing, and dispensing of drugs. Someuofactivities may
be deemed by relevant agencies to require permiisemsure that we currently do not possess.

(7) Radioactive Materials Law$Ve must maintain licensure under, and comply Wébteral and state
radioactive materials laws, or RAM laws. RAM lavegjuire, among other things, that radioactive malegre used
by, or that their use be supervised by, individwégth specified training, expertise and credentsald include specific
provisions applicable to the medical use of radivaanaterials. In our case, the authorized usestrine a physician
with training and expertise in the use of radioactnaterials for diagnostic purposes. We have edterto contracts
with qualified physicians in each of our regionsésve as authorized users. Because our physig&aroers in our
lease services business are not licensees, andsincases are not qualified to serve as authotigers, they perform
nuclear medicine procedures as “supervised pefsons.

Intellectual Property

We rely on a combination of patent, trademark, cighy, trade secret and other intellectual propkrtys,

nondisclosure agreements and other measures &cpoatr intellectual property. We require our emgplkes, consultants and
advisors to execute confidentiality agreementstaratree to disclose and assign to us all investammceived during the
work day, using our property, or which relate t@ business. Despite any measures taken to prateattellectual property,
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unauthorized parties may attempt to copy aspeatsitoproducts or to obtain and use information thategard as
proprietary.

Patents

We have developed a patent portfolio that coverswarall products, components and processes. Beoémber 31,
2009, we had 31 issued U.S. patents and 12 pehdigpatent applications. The issued and penditenpacover, among
other things, aspects of solid-state radiationatets including our photodiodes, signal processamgl system configuration.
Our issued patents expire between December 23, &8d October 20, 2029. We have multiple patentgriog unique
aspects and improvements for many of our prodi¢eshave entered into a royalty-bearing licenseofer U.S. patent with
a third party, where we are the licensee, for esigiuse in nuclear imaging (subject to certaiemestion of rights by the
U.S. Government). In addition to our solid-stag¢edtor and photodiode technology patents, we $ydetific patents for an
alternative solid-state method using Cadmium ZiatiuFide that we previously pursued for use in ganmmameras. While
each of our patents applies to nuclear medicineyrasso apply to the construction of area detedtmrsther types of
medical imagers and imaging methods.

Trademarks

As of December 31, 2009, we hold trademark redistra in the United States for the following mark82Gc
IMAGER®, AcqSmart, CardiusSST, Digirad®, Digirad Imaging Solutiorfs DigiServ, Fleximaging, Cardiu§, nSPEED,
SPECTout, SPECTpak PldsSolidiunf, DigiSer, and DigiTech, We have trademark applications pending in thiddn
States for the following marks: SeeQudhtatasys, Cardius X-ACT, and TruAcg CountBased ImagihgVe have
obtained and sought trademark protection for sohtieese listed marks in the European Community Jayphn.

Reimbursement

Our customers typically rely primarily on the Megtie and Medicaid programs and private payors farharsement.
As a result, demand for our products is dependepait on the coverage and reimbursement polididsese payors. Third
party coverage and reimbursement is subject tmsixte federal, state, local, and foreign regulataomd private payor rules
and policies. In many instances, the applicablelegigpns, policies and rules have not been defieliyi interpreted by the
regulatory authorities or the courts, and are dpemvariety of interpretations and are subjeattange without notice.

The scopes of coverage and payment policies vaongrthird-party private payors. For example, solngops will
not reimburse a provider unless the provider heanéract with the payor, and in many instances sastors will not enter
into such contracts. Other payors prohibit reimbment unless physicians own or lease our cameraduhtime basis, or
meet certain accreditation or privileging standa&lsch payor requirements and limitations can ficanitly restrict the
types of business models we can successfully eitiliz

Medicare reimbursement rules are subject to archalges that may affect payment for services thiatwstomers
provide. For instance, the final Medicare physidiee schedule payment rule for 2010 will implementer a four-year
period, a reduction in the practice expense porioreimbursement for radiology services, resuliimg relative reduction in
payment for radiology services.

In addition, Congress is now debating various healte reform proposals that are intended to expgandvailability
of healthcare coverage and reduce the growth ilthua@e spending in the U.S. The House of Reptatigas has already
passed a healthcare reform bill. Many of thos@psals would impact the services that our customergide. For
instance, many reform proposals would change tingbrgsement calculations for radiology by incregdime assumptions
regarding radiology utilization, resulting in a é¢ntradiology reimbursement We are unable to iptdte full impact of
health care reform on the diagnostic radiology isess/that our customers provide.

Medicare reimbursement rules impose many standardgpolicies on the payment of services that ostatners
provide. For instance, the Medicare prohibitiortlom “mark-up” of diagnostic tests can restrict whghysician may
charge Medicare for diagnostic tests. Medicare mgposes medical necessity and other standargbysician and
facilities that bill Medicare for services.

We believe we have structured our contracts in an@athat allows our customers to seek reimbursefrem third-
party payors in compliance with the law. Our phigsiccustomers typically bill for both the technieald professional
components of the tests. Assuming they meet certgjuirements including, but not limited to, penfiding and documenting
bona fide interpretations and providing the redeisupervision of the non-physician personnel perfiog the tests, they
may bill and be paid by Medicare. If the failurecmmply is deemed to be “knowing” or “willful,” thgovernment could
seek to impose fines or penalties, and we may dpgine to restructure our agreements and/or resfady resultant
claims by such customers or the government. Ouitedsustomers typically seek reimbursement by e for
outpatient services under the Medicare Outpatiemgpective Payment System.



Employees

As of December 31, 2009, we had a total of 413 eggas, of which 273 were employed in clinical aegulatory
positions, 64 in operations roles, 33 in generdl asministrative functions, 27 in marketing andesadnd 16 in research and
development. We had a total of 292 employees irDd8rsubsidiary. None of our employees are repteseny a labor
union. We have not experienced any work stoppagé<sansider our employee relations to be good.

Available Information

We file electronically with the Securities and Eaolge Commission, or SEC, our annual reports on BA@riK,
quarterly reports on Form 10-Q, and current repamtgorm 8-K pursuant to Section 13(a) or 15(dhefSecurities
Exchange Act of 1934. The public may read or capymaterials we file with the SEC at the SEC’s RuBleference Room
at 100 F Street, NE, Room 1580, Washington, DC 20%#e public may obtain information on the openaf the Public
Reference Room by calling the SEC at 1-800-SEC-0BB8 SEC maintains an Internet site that contagpsrts, proxy and
information statements, and other information rdupay issuers that file electronically with the SH®e address of that site
is http://www.sec.gov.

You may obtain a free copy of our annual report§&orm 10-K, quarterly reports on Form 10-Q, and&muirreports
on Form 8-K and amendments to those reports odakef filing with the SEC on our websitetdtp://www.digirad.com
by contacting the Investor Relations Departmemtuatcorporate offices by calling 858-726-1600 aptlgh our investor
relations consultants at Allen & Caron, Inc. bylicgl 949-474-4300.

Item 1A. Risk Factors
We are subject to changing health care regulatontas which could adversely affect us.

Various potential changes to health care regulaigigs could require us to change our operatiapsifgtantly and
could harm us financially. Nuclear medicine isd@signated health service” under the federal plarsiself-referral
prohibition law known as the Stark Law, which sgatieat a physician may not refer designated hesalthices to an entity
with which the physician or an immediate family niesnhas a financial relationship, unless an exoagpplies. DIS’
physician customers may be able to meet the “ic@ffincillary services” exception to the Stark Lidthey meet the
definition of a “Group Practice” under Stark, appriately supervise the individuals performing thelear imaging services
and bill for them, and if the services are perfadrirethe same building in which the physicians tady practice medicine.
From time to time, the Centers for Medicare & MedlicServices (CMS) and Congress have proposed difyrtbe Stark
regulations in a manner that may restrict physgiarsome business arrangements from utilizingrthadfice ancillary
services exception to the Stark Law.

The competing healthcare reform/availability pragdesinder consideration by the Legislative and Adstiative
branches of the federal government could have éiymsr negative impact on our business dependimgrhich plan and
provisions are adopted with respect to how medioaviders are reimbursed, services are authorinddlagnostic services
and investments are addressed. The potentialiadagthealthcare reform proposals on a state-biedtasis could require
us to develop state-specific marketing and salpsogghes and adversely affect the results of dpesat

Our revenues may decline due to reductions in MediE reimbursement rates and/or increased third-papayor
certification requirements.

The success of our DIS business is largely depémieaur customers’ ability to build a financialiable imaging
business utilizing leased DIS personnel and equipraied radiopharmaceuticals. Our customers have faged with the
downward trend in Medicare reimbursement ratesyedsas the continuing efforts by some third-paréyors to reduce
health care expenditures by requiring physiciarabtain specific accreditations or certificatioasd their efforts to restrict
the use of mobile or leased cameras.

Various proposals have been introduced in Condees=duce reimbursement rates for the diagnosiis fgerformed
by our purchase and lease customers. If passedtten, there will be a significant reduction maging reimbursement that
will require us to quickly adapt our business motfele are not able to quickly adapt, such as wtdrange requires the
submission of applications to government entitiethvd-party payors, there could be a detrimeimtgdact on our revenue.

The American Recovery and Reinvestment Act of 2@08 stimulus bill) adopted in early 2009 contgingvisions
for federal use of radiology benefit managers (RBiipse main goal is to limit the use of diagnoBtiaging services,
especially those not performed by radiologistsvae carriers are similarly adopting the servidethese RBMs that may
require pre-certification, pre-authorization antestpre-service requirements or denials of thergiatic imaging performed
by our customers. These developments could haetringntal impact on our revenues by either redutiie number of
potential customers for our products or leasingises or leading to delays in new business activity



We may incur losses due to the downturn in the UeSonomy

Our revenues have been impacted, and may be sty further impacted, by the downturn in the Le&nomy
which may drive greater pricing pressures fromaampetition, further decrease the number of cantbasve are able to
sell, or lead to disruptions in our supply chaimy ar all of which could result in operating lossgsegative cash flows.
Further, we cannot assure that an improvementdnauic conditions would result in an immediate ioy@ment in our
operating results or cash flows.

Our business is not widely diversified.

We sell products and lease our imaging systemsparsbnnel primarily in the cardiac nuclear andasibund imaging
markets. We may not be able to leverage our atséisersify our products and services in ordegeoerate revenue
beyond the cardiac nuclear and ultrasound imagiadets in a timely manner. If we are unable to diifg our product and
service offerings, our financial condition may suff

We compete against businesses that have signifigagrteater resources than us.

The market for cardiac nuclear imaging camerasicoes to decrease, thereby making competition atgre
challenge. Our competition has negatively impacigdsales prices and volume. Some of our compsténjoy significant
advantages over us, including greater name redogndreater financial and technical resourcegdished relationships
with healthcare professionals, larger distributhtworks, and greater resources for product dewstop as well as
marketing and sales. Additionally, certain meda@Vice companies have developed alternative pertdrheras that
directly compete with our product offerings. If wee unable to expand our current market shareremenues could decline.

In addition, our DIS customers may switch to otbenvice providers. Our DIS segment competes agsinall local,
owner-operated or regional businesses, some of wiaom the advantage of a lower cost structure agachst imaging
centers that install nuclear gamma cameras and thake available to physicians in their geograpfitmity. If these
competitors are able to win significant portionoaf business, our sales could decline signifiga@ur financial condition
could be adversely affected under such circumstance

Our operations are highly dependent upon the availity of certain radiopharmaceuticals and third-pty
suppliers, thereby making us vulnerable to supphplplems and price fluctuations, which could harm pbusiness.

Our personnel and equipment leasing service ingdifve use of certain radiopharmaceuticals. We baperienced
disruptions in the supply of these radiopharmacaigiwhich have caused us to cancel services thaltvihave otherwise
been provided. If we are unable to obtain an aaegsupply of the necessary radiopharmaceuticasnay be unable to
lease our personnel and equipment through our p&ations and our business may be harmed.

During 2009, there was a significant reductionhi@ availability of radioactive medical isotopes ldaride. For
example, a nuclear reactor in Chalk River, Ontasioich supplies 50% of certain medical isotopethtoUnited States
market, is currently off-line for repairs and wilbt return to service before spring 2010. The Ilafghroduction of
radiopharmaceuticals in Canada has exacerbateldeaala short supply of medical isotopes worldwidgontinued
shortages could affect our DIS business by reduttiaghumber of days of service or moving physiciaugard alternate
imaging modalities. Our financial condition could adversely affected under such circumstances.

In addition, we rely on a limited number of thirdrpies to manufacture and supply certain key coraptsof our
products. Alternative sources of production andpbumay not be readily available. For example, &esnponents of the
detector heads and the processing and control aitutilized in our gamma cameras are manufactradpplied by a
single source. We have also outsourced producfisignificant portions of our end product to a $engontract
manufacturer. If a disruption in the availabilitiygarts or in the operations of these supplierssweroccur, our ability to
build gamma cameras could be materially affectéak. this reason, we have backup plans in placesttgatiesigned to
prevent delays in production. If these plans arguacessful, delays in the production of our garnamaeras for an extended
period of time could cause a loss of revenue, whalkld significantly harm our business and resofitgperations.

Failure to retain qualified technologists could lihour growth and adversely affect our business.

Our future growth and ability to generate profiepdnds, in part, upon our ability to identify, hiead retain nuclear
medicine technologists, certified cardiographictecians, and ultrasound technologists. The ingitidi retain such
employees would diminish the knowledge and expedgahat we, as an organization, possess and maifgy dr prevent the
achievement of our objectives. Hiring qualifiedhrical personnel may be difficult due to the lirdittumber of qualified
candidates and the intense competition for thgsestpf employees. Furthermore, we have historicaiffered high
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employee turnover in regards to imaging technotsgi§we are unable to reduce employee turnowarpasiness and
financial condition may be adversely affected.

Our quarterly and annual financial results are diiult to predict and are likely to fluctuate fromgsiod to period.

We have historically experienced seasonality inl¢lasing services offered by our DIS operationsil&ur
physicians are obligated to pay us for all leasssda which they have committed, our contracts fiesome flexibility in
scheduling when services are to be performed. Weatgredict with certainty the degree to whichseeal circumstances
such as the summer slowdown, winter holiday vaoatend weather conditions may affect the resultsuobperations. We
have also experienced fluctuations in demand otatgiac nuclear gamma cameras due to economigtioms)l capital
budget availability or other financial or businesasons. In addition, due to the way that custenmeour target markets
acquire our products, a large percentage of ouecawrders are booked during the last month of gaahterly accounting
period. As such, a delivery delay of only a fewslayay significantly impact our quarter-to-quartemparisons. Moreover,
the sales cycle in our Product segment for our casns typically lengthy, which may cause us toegignce significant
revenue fluctuations. For these reasons, quard@dyannual sales and operating results may vaheifuture. Therefore,
period-to-period comparisons of our results of afiens are not necessarily meaningful and shouldheaelied upon as
indicators of future performance. Because of tleegkother factors, our operating results in onmore future reporting
periods may fail to meet the expectations of séiegranalysts or investors, which could cause taksprice to decline
significantly.

Our common stock is thinly traded and our optionkap could affect the trading price of our commoncsik.

Our common stock is thinly traded and any significgales of our common stock may cause volatifitgur common
stock price. We also have registered shares ofremmstock that we may issue under our employeefih@tens or from
our treasury stock. Accordingly, these shares eafidely sold in the public market upon issuanabject to restrictions
under the securities laws. If any of these stoddaa cause a large number of securities to beisdfed public market, the
sales could reduce the trading price of our comstook. Stockholders holding a significant amourdwr common stock
will be able to significantly influence matters vidng approval by our stockholders, possibly imtthg the election of
directors and the approval of mergers or otherrt@ssi combination transactions.

We spend considerable time and money complying vigtteral and state laws, regulations and other rsll@nd if we
are unable to comply with such laws, regulationsdaather rules, we could face substantial penalties.

We are directly, or indirectly through our cliergsibject to extensive regulation by both the feldgsaernment and
the states in which we conduct our business, ifmetndhe federal Medicare and Medicaid anti-kickb&ows and other
Medicare laws, regulations, rules, manual provisj@nd policies that prescribe the requirementsdoerage and payment
for services performed by us and our DIS custontbesfederal False Claims statutes; the federalth&zsurance
Portability and Accountability Act of 1996, or HIPAthe Stark Law; the federal Food, Drug and Cosmétt; federal and
state radioactive materials laws; state food and dnd pharmacy laws and regulations; state laatspttohibit the practice
of medicine by non-physicians and fee-splittingaagements between physicians and non-physiciaats; stope-of-practice
laws; and federal rules prohibiting the mark-ugliafgnostic tests to Medicare under certain circamsgs. If our DIS
customers are unable or unwilling to comply withg# statutes, regulations, rules and policieszaiiibn rates of our
services and products could decline and our busioesld be harmed.

We maintain a compliance program to identify andect any compliance issues and remain in compdiavith all
applicable laws, to train employees, to audit amhitor our operations, and to achieve other compéagoals. Like most
companies with compliance programs, we occasiomgigover compliance concerns. In such cases, keerésponsive
action including corrective measures when neces3#&gre can be no assurance that our responsiomsetill insulate us
from liability associated with any detected compdia concerns.

If our past or present operations are found tanbadlation of any of the laws, regulations, rutespolicies described
above or the other laws or regulations to whichoweur customers are subject, we may be subjemvilcand criminal
penalties, damages, fines, exclusion from fedarataie health care programs, or the curtailmen¢structuring of our
operations. Similarly, if our customers are fouadé non-compliant with applicable laws, they mayshbject to sanctions
which could have a negative impact on us. If weeauded from federal or state health care programr customers who
participate in those programs could not do busimégsus. Any penalties, damages, fines, curtailtve restructuring of
our operations could adversely affect our abilityperate our business and our financial reséitsy action against us for
violation of these laws, even if we successfullfedd against it, could cause us to incur signifidagal expenses, divert our
management’s attention from the operation of owirm®ss, and damage our reputation.

11



Our manufacturing operations and executive officase located at a single facility that may be atkigom fire,
earthquakes or other disasters.

Our manufacturing operations and executive offer@slocated in a single facility in Poway, Califiamnear known
fire areas and earthquake fault zones. Any futateral disaster could cause substantial delagsiioperations, damage to
our manufacturing equipment and inventory, and €aussto incur additional expenses. Although we laken precautions
to insure our facilities and continuing operatioiés may not be adequate to cover our lossesyirparticular case. A
disaster could significantly harm our business i@sdilts of operations.

The medical device industry is litigious, which coul@sult in the diversion of our management’s time aatforts,
and require us to pay damages which may not be ceddoy our insurance.

Our operations entail risks of claims or litigatigating to product liability, radioactive contaration, patent
infringement, trade secret disclosure, warrantintda product recalls, property damage, misdiagnpsissonal injury and
death. Any litigation or claims against us, or glaiwe bring against others, may cause us to indstantial costs, could
place a significant strain on our financial resegrdivert the attention of our management fromooue business and harm
our reputation. We may incur significant liabilitythe event of any such litigation, regardlesshef merit of the action. If
we are unable to obtain insurance, or if our ingoeas inadequate to cover claims, our cash reseme other assets could
be negatively impacted. Additionally, costs asseciavith maintaining our insurance could becoménititively expensive,
and our ability to become profitable could be diistired.

Our ability to protect our intellectual property ahproprietary technology through patents and otheeans is
uncertain.

Our success depends significantly on our abilitgrimtect our proprietary rights to the technologissd in our
products. Our pending U.S. and foreign patent apptins, which include claims to material aspe€sun products and
procedures that are not currently protected byedqatents, may not issue as patents in a fornwilidie advantageous to
us. Any patents we have obtained, or do obtain, Ineaghallenged by re-examination or otherwise idedtd or eventually
found unenforceable. Both the patent applicatiatess and the process of managing patent dispatsectime consuming
and expensive. Competitors may attempt to challengevalidate our patents, or may be able to dealternative
techniques or devices that avoid infringement ofgatents, or may develop products with functidiesdithat are
comparable to ours. In the event a competitorngis upon our patent or other intellectual propegtyts, litigation to
enforce our intellectual property rights or to defeur patents against challenge, even if sucdessiuld be expensive and
time consuming and could require significant timel attention from our management. We may not haffecent resources
to enforce our intellectual property rights or &fehd our patents against challenges from others.

Anti-takeover provisions in our organizational doments, our Stockholders Rights Plan and Delawaralenay
prevent or delay removal of current management oclzange in control.

Our restated certificate of incorporation and restdoylaws contain provisions that may delay ovent¢ a change in
control, discourage bids at a premium over the etgukice of our common stock, and adversely atteetmarket price of
our common stock and the voting and other righthetolders of our common stock. The rights isquaguant to our
Stockholder Rights Plan will become exercisablbjestt to certain exceptions, the tenth day afteerson or group
announces acquisition of 15% or more of our comstonk or announces commencement of a tender oasgetoffer, the
consummation of which would result in ownershipthg person or group of 15% or more of our commoakst In addition,
as a Delaware corporation, we are subject to Dekleav, including Section 203 of the Delaware Gah@orporation Law.
In general, Section 203 prohibits a Delaware cafon from engaging in any business combinatioi ity interested
stockholder for a period of three years followihg tlate that the stockholder became an interesiekh®lder unless certain
specific requirements are met as set forth in 8e@D3. These provisions, alone or together, chale the effect of
deterring or delaying changes in incumbent managgmeoxy contests or changes in control.

Item 1B. Unresolved Staff Comments
None

Item 2. Properties

Our Product and DIS operations are headquarterad approximately 47,000 square foot facility inag, California
that is leased to us until February 2016. We belibat our existing facility is adequate for ourrent needs. In addition,
DIS leases approximately 31 small hub locatiorth@various states in which we operate, which priignhouse our fleet of
cameras and vans. The lease terms typically raetyecen two and four years.
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Item 3. Legal Proceedings

In the normal course of business, we have beenwdhlikely continue to be, subject to litigaticsr administrative
proceedings incidental to our business, such amsleelated to customer disputes, employment prestiwage and hour
disputes, product liability, professional liabilitgommercial disputes, licensure restrictions arials, and warranty or patent
infringement. Responding to litigation or admirggive proceedings, regardless of whether they haar#t, can be expensive
and disruptive to normal business operations. tigalion and the administrative proceedings arefiehtly uncertain, we
cannot predict the outcome of such matters. Whigeultimate outcome of litigation is always uncirtave do not believe
that it will have a material adverse effect on business or financial results.

Item 4. Submission of Matters to a Vote of Securityolders

None
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PART Il

Item 5. Market for Registrant’'s Common Equity, Related Stockholder Matters and Issuer Purchases of Edty
Securities

Market Information

Our common stock has been traded on the NASDAQoNatiMarket since June 10, 2004 under the symb@A DR
Prior to such time, there was no public marketofiar common stock. The following table sets forth kigh and low closing
sales prices for our common stock as reported @N#WSDAQ National Market for the periods indicated.

High Low
Year Ended December 31, 2008
T O LU T= 1 (=Y $ 3.63 $2.59
Y= ToTo] o To I @ TN = s (= S SPURPPPPPPIN 3.00 211
THIRD QUAITET ...ttt e e e e e e e e e e e e e e e e bbb e s e e e e eaeaaeeseeesessabab e aeeeeeens 2.20 1.14
o1 g O LU T (= G SURRPPPRPRPRN 1.20 0.48
High Low
Year Ended December 31, 2009
T O LU T= T (=Y $ 1.10 $ 0.64
Y= ToTo] o To I @ TN = s (= S UPURPPPPPPIN 1.60 1.08
THIRD QUAITET ...ttt e e e e e e e e e e e e e et et seeeeeaeaaeeseeesesbebbb e eaeeeeeens 2.99 1.18
o1 g [ O LU T 1 (= G UPPRPPPRPRPIN 2.81 1.88

As of January 27, 2010, there were approximatelly&ilders of record of our common stock.

Dividend Policy

We have never declared or paid cash dividends poanital stock. We currently intend to retainalbilable funds
and any future earnings for use in the operatiaheapansion of our business and do not anticipayeng any cash
dividends in the foreseeable future.

Sales of Unregistered Securities
None.

Repurchases of Equity Securities

On February 4, 2009, our Board of Directors appdoaestock repurchase program whereby we may, fioe to
time, purchase up to $2.0 million worth of our coomstock in the open market, in privately negotdtansactions or
otherwise, at prices that we deem appropriate.pldme has no expiration date. Details of purchasadenduring 2009 are as
follows:
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Total Cumulative

Average Price Number of Maximum Dollar
Paid Shares Purchaset  Value of Shares
Total Number of Per Share for as that May Yet Be
Shares Purchased Period Part of Publicly Purchased Under
Period: During the Period Presented Announced Plan the Plan
February 4, 2009 — February 28, 2009..... 8,700 $ 0.98 8,700 1,991,474
March 1, 2009 — March 31, 2009............. 2,600 0.99 11,300 1,988,900
May 1, 2009 — May 31, 2009.................... 183,500 1.26 194,800 1,758,352
June 1, 2009 — June 30, 2009.................. 14,300 1.25 209,100 1,740,438
August 1, 2009 — August 30, 2009........... 226,118 2.04 435,218 1,279,640
September 1, 2009 — September 30, 2009 14,000 211 449,218 1,250,085
November 1, 2009 — November 30, 2009. 93,200 2.28 542,418 1,037,627
December 1, 2009 — December 31, 2009, 5,000 2.38 547,418 $ 1,025,739
Year ended December 31, 2009...................... 547,418 $ 1.78

In addition to the above purchases, John Sayveamtember of our board of directors and an affitlgterchaser as
defined in Rule 10b-18(a)(3), purchased 20,000eshaf common stock in the open market at an avgrage of $1.02 per
share in February 2009.

Equity Compensation Plans Information

The information required by this item will be coinied in our definitive proxy statement to be filwdh the Securities
and Exchange Commission in connection with the AhiMeeting of our Stockholders, which is expectedé filed not
later than 120 days after the end of our fiscal yesled December 31, 2009 (the “Proxy Statemeatit),is incorporated in
this report by reference.

Performance Graph

The following performance graph illustrates a corigmn of total cumulative stockholder return on oammon stock since
June 10, 2004, the date of our initial public dffgr to two indices: (i) the Center for Researcl®aturity Prices or CRSP
Total Return Index for the Nasdaq Stock Market; @né peer group industry index or Peer Groupekdvhich is based on
the standard industrial code for surgical medioal dental instruments and supplies. The graph@ssan initial
investment of $100 on June 10, 2004 and that eleihds have been reinvested. No cash dividends been declared on
our common stock. The comparisons in the grapheapeired by the Securities and Exchange Commisaiginare not
intended to forecast or be indicative of possibkaife performance of our common stock.

15



Comparison of 5 Year Cumulative Total Return
Assumes Initial Investment of $100
December 2009
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2004 2005 2006 2007 2008 2009
—6— DIGIRAD CORP
= NASDAQ Stock Market (US Companies)
—— NASDAQ Medical Equipment Index
2004 2005 2006 2007 2008 2009
DIGIRAD CORP Return % -54.58 2.49 -11.64 -84.07 262.04
Cum $ 100.00 45.42 46.55 41.13 6.55 23.73
NASDAQ Stock Market (US Companies) Return % 2.13 9.84 8.45 -51.80 35.91
Cum $ 100.00 102.13 112.18 121.67 58.64 79.70
NASDAQ Medical Equipment Index Return % 9.81 5.39 27.16 -46.14 36.89
Cum $ 100.00 109.81 115.73  147.16 79.25  108.49

Notes:
A: Data complete through December 31, 2009.

B: Index Data: Calculated (or Derived) based from CRSP NASDAQ indexes, Center for Research in Security Prices
(CRSP®), Graduate School of Business, The University of Chicago. Copyright 2010.
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Item 6. Selected Consolidated Financial Data

The following selected financial data should bedreaconjunction with our Consolidated Financiat®ments and
related disclosures and Item 7, “Management’s Bisicun and Analysis of Financial Condition and Ressof Operations,”
which are included elsewhere in this Form 10-K/Andunts are presented in thousands, except per atrarents.

Years Ended December 31,

Statement of Operations Data: 2009 2008 2007 2006 2005
Revenues:
$ 52,318 $ 56,204 $ 52,440 $ 49,614 $ 50,194
17,278 24,154 21,507 22,312 17,992
Total revenues . 69,596 80,358 73,947 71,926 68,186
Cost of revenues:
38,476 44,697 39,520 37,675 37,376
Product ................. 10,895 15,590 13,909 15,192 15,564
Total cost of revenues ... . 49,371 60,287 53,429 52,867 52,940
GrOSS PrOfit ..veeeeeiieiieiieiie et e 20,225 20,071 20,518 19,059 15,246
Operating expenses:
Research and development 3,360 2,764 3,072 3,894 3,747
Marketing and sales ........... 6,977 8,554 7,670 8,827 7,420
General and administrative 8,921 11,805 11,920 14,535 14,903
Amortization and impairment of intangible assets 590 798 697 27 179
ReStructuring 0SS .......ccvvviiviiiiiiiiieeee e 319 1,308 — — —
Goodwill impairment loss ... — 2,466 — — —
Total operating expenses ........ 20,167 27,695 23,359 27,283 26,249
Income (loss) from operations . 58 (7,624) (2,841) (8,224) (11,003)
Other income (exXpense), Net .........cccevveeeeeevereenninnns 550 759 1,465 1,934 1,384
Netincome (I0SS) ...cvcveeeieeiriieiiieeieemee e $ 608 $ (6,865) $  (1,376) $ (6,290) $£9,619)
Net income (loss) per share:
Basic and diluted ..........cccoiiiiiiiiii e $ 0.03 $  (0.36) $ (0.07) $ (0.34) $ (0.52)
Shares used in per share calculations:
BASIC veovviieiee ittt $ 19,073 $ 18,955 $ 18,845 $ 18,761 $ 18,468
DiIlULE ..eveeieeceeceeee e $ 19,557 $ 18,955 $ 18,845 $ 18,761 $ 18,468
As of December 31,
Balance Sheet Data: 2009 2008 2007 2006 2005
Cash, cash equivalents and SECUTtIES .....commmmeeeereernns $ 31,810 $ 28,284 $ 31,662 $ 44,326 $ 49,505
Working capital 37,826 33,650 33,905 45,788 50,660
Total assets ...... . 58,689 61,195 69,015 69,277 74,504
Total dEDE ...vveeiieeieece et e — 106 213 368 1,134
Total stockholders’ equity .........ccocvvveecmmiesiiierennis 49,389 48,959 55,247 55,445 59,988

Item 7. Management'’s Discussion and Analysis of Famcial Condition and Results of Operations

The following discussion contains forward-lookingtesments, which involve risks and uncertaintias: &tual
results could differ materially from those anticipd in these forward-looking statements as a resfularious factors,
including those set forth previously under the @aptRisk Factors.” This Management’s Discussiordafinalysis of
Financial Condition and Results of Operations skido# read in conjunction with our consolidated finil statements and
related notes included elsewhere in this report.

Overview

We are a leading provider of diagnostic imagingdpieis and personnel and equipment leasing sertfiaégmprove
patient care while driving positive healthcare emoits. We designed and commercialized the firstissihte nuclear
gamma camera for the detection of cardiovascutadie and other medical conditions. Our imagingesysare sold in a
portable or a fixed configuration, and provide erde operability, improved patient comfort andtha case of our triple-
headed Cardius® 3 XPO system, shorter image atigunisime when compared to traditional vacuum toAmeras. Our
nuclear cameras fit easily into floor spaces adlsssaseven feet by eight feet and facilitate thbvéry of nuclear medicine
procedures in a physician’s office, an outpatiedital setting or within multiple departments di@spital.

We generate revenues within two primary operategneents: our personnel and equipment leasing sebuisiness
(Digirad Imaging Solutions, or “DIS”) and our Pradisegment. Through DIS, we offer a comprehens@éregnnel and
equipment leasing services program as an altemtipurchasing a gamma camera or ultrasound naérirphysicians
who wish to perform nuclear imaging, echocardiogsgwascular ultrasound, or any combination of ¢he®cedures in
their offices by leasing the imaging system, ciedifpersonnel and other support required to perforaging in the
physician’s office. The flexibility of our productnd our DIS leasing service allows physicians ntorgrol over the
diagnosis and treatment of their patients in théfices and to retain revenue from procedures theyld otherwise refer
elsewhere. DIS leasing services are primarily megito cardiologists and internists who enter artoual contracts for
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personnel and equipment services delivered on-dggbasis. Our typical lease contracts provideisercoverage ranging
from once per month to three times per week. Weggpce some seasonality in our DIS business cetateummer
vacations, holidays and inclement weather, whiskohically has most negatively affected our thitchder. Our Product
revenue results primarily from selling solid-stggamma cameras and from the sale of camera mairteantracts. We sell
our imaging systems to physician offices, hospitai&l imaging centers primarily in the United Stasdthough we have
sold a small number of imaging systems internatigna

Our Market

The target market for our products and servicesisprised of approximately 26,000 cardiologist€),080 internists
and family practitioners, and hospitals in the BdiStates that perform or could perform nucleadiaarand ultrasound
procedures. As of December 31, 2009, we have pedvishaging services through DIS to almost 1,100sfagns and
physician groups and have sold 639 cameras througRroduct segment. We believe our market has begatively
affected by declining reimbursements from Medicand Medicaid programs, pricing pressures, and ot efforts by
some third-party payors to reduce healthcare experd by requiring physicians to obtain specificraditations or
certifications, or disallowing reimbursement if igiag is performed with portable or leased camenés.expect each of
these trends to continue.

Trends and Drivers

The medical device industry, including the marketrfuclear and ultrasound imaging systems andaesyis highly
competitive. Our business continues to be negatafécted by many factors, including declining Itiezare reimbursement
rates for cardiac imaging procedures, competitiomfalternative imaging modalities such as CT amgiphy, and declining
average selling prices for our product offeringscording to industry sources, despite the improwealge quality and
increasing utilization rates of competing modaditieich as computed tomography (CT), positron eamgsimography
(PET), and magnetic resonance imaging (MRI), aadmstic procedures such as CT angiography, SPEGEguUres
performed with gamma cameras will continue to kedusr a substantial number of cardiac specifideardmaging
procedures. We believe continued utilization Wwél due to patients having easier access to nutledicine services at
physicians offices, lower purchase and maintenansts, a smaller physical footprint and easierisenogistics of gamma
cameras. In an emerging trend in cardiology, SPECMnologies are being integrated with other imggnodalities, such as
CT, to form hybrid imaging modalities, such as SFELT, resulting in improved clinical quality andagdinostic certainty.
We believe that the principal competitive factar®ur market include acceptance by physicians,ifigetlion for
reimbursement, pricing, ease of use, reliabilitg arobility. In addition, we must maintain the taatal leadership of our
gamma cameras and must have an effective marlkatishglistribution strategy.

During 2009, we achieved our goals in attainindigability and positive cash flow despite a dowmtum the
economy, declines in reimbursement rates from fddeyalthcare programs, and a shortage of radiagwauticals used in
the leasing of equipment. Our consolidated opagairofit increased by $7.7 million to $0.1 milliem2009, and we
increased our cash and investments in securitié3tB/million to $31.8 million. Our achievementsne the direct result of
greater efficiencies created by selling or closingerperforming DIS hub locations, flattening thenagement structure,
and continuing our focus on creating more levefegm our Centers of Influence (COI) strategy, whiairs DIS and
leading academic or regional medical centers wothmunity-based physicians in locations with higlepdial for growth.
2009 also saw the introduction of our new prodtia: Cardius® X-ACT camera. This camera uses thdi@s® 3 XPO
solid-state detectors with an x-ray tube, and tisrgea new clinical standard for cardiac SPECThveittenuation correction.
The X-ACT approach exploits the high-count rateatalities of solid-state detectors and takes acagandf the full 24-inch
wide triple-head detector geometry to eliminat&¢ation in the attenuation scan. The imaging systéers the benefits of
high precision, faster speed and ultra-low patiErge. Our X-ACT systems have already been saddniomber of leading
hospitals.

In 2010, we will continue our focus on profitabilénd positive cash flow. In the first quartei26fL0, we restructured
our DIS organization into nine territories to preigreater autonomy and control over local saldsoperations activities.
We expect this structure to offer greater efficiea@nd adaptability to local market needs and itiond. To offset
expected reimbursement declines for cardiovasamaging procedures in 2010, we intend to implenmaw types of
ultrasound equipment services that will expandauailable product offerings in many of our sernvdgeas and increase the
potential maximum daily patient volume. In additiove have developed more efficient ways to idgmifalified potential
customers from our COI strategy, which will enaleto further penetrate the available market. unRroduct segment, we
expect to introduce our products for sale and eatmam market share by leveraging our growing imsthbase of satisfied
Cardius® X-ACT customers.
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2009 Highlights

Our consolidated revenues were $69.6 million dugig9, a decrease of $10.8 million, or 13.4%, ftheprior year,
driven by a decrease in camera sales in our Praggehent as well as a decrease in imaging semggesaue in our DIS
segment. In the Product segment, revenue decr&&sednillion, or 28.5%, as a result of decreasedrga camera sales due
in part to economic-driven tightening of hospitapital budgets and limitations on the availabitifycredit for our traditional
customer base. DIS revenue decreased $3.9 midioB.9%, primarily as a result of discontinuancéuasiness in the hubs
sold or closed in connection with our hub restrriotyplan initiated in 2008.

Our DIS business currently operates in 19 stafesof December 31, 2009, DIS operated 75 nucleamga cameras
and 62 ultrasound imaging systems, compared tai8ar gamma cameras and 62 ultrasound imagingragsis of
December 31, 2008. We believe we can improve wmafitability by improving the utilization of our élet of gamma cameras
and ultrasound machines. We measure efficiendyawoking system utilization, which is measured loa percentage of
days that our nuclear and ultrasound imaging mashame used to deliver services to customers dheabtal number of
days that they are available to deliver such sesvicSystem utilization increased to 64% in 2008mared to 58% in 2008.

Results of Operations

The following table sets forth our results from i®Ns, expressed as percentages of total revéoutee years
ended December 31, 2009, 2008 and 2007:

2009 2008 2007

Revenues:

DIS i s 75.2 % 69.9 % 70.9%

Product .......ocuveieeieiiiie e e 24.8 30.1 290.1
TOtal FEVENUES ... e 100.0 100.0 100.0
Total COSt Of FEeVENUES .....eeeeiiiiiiiiiii e 70.9 75.0 72.3
GroSS Profit .oovvvieieeieee e ————— 29.1 25.0 27.7
Operating expenses:

Research and development 4.8 3.4 4.2

Marketing and sales ..........cccccceeeeee 10.0 10.6 10.4

General and administrative 12.8 14.8 16.0

Amortization and impairment of intangible assets 0.9 1.0 0.9

Restructuring 0SS .....oooovveeeiiiiiiiicccccces 0.5 1.6 —

Goodwill impairment 10SS ........cccccvvvvevieeeeemnnnn. — 3.1 —
Total operating eXPENSES ......ccceeevvevivcceeuvmmernniieneeeeeeens 29.0 34.5 31.5
Income (loss) from operations ............ccocccceee e evvvvnnnne, 0.1 (9.5) (3.8)
Other INCOME, Nt .......eeiiiiiiiiiiie e 0.8 1.0 1.9
Net INCOME (I0SS) ..vvveieieiiiiiiiiiee et 0.9 % (8.5) % (1.9) %

Comparison of Years Ended December 31, 2009 and3200
Revenues

ConsolidatedConsolidated revenue was $69.6 million for 200Biclv represents a decrease of $10.8 million, or
13.4%, compared to the prior year, as a resulbwét Product and DIS revenues. DIS revenue accddoteapproximately
75% of total revenues for 2009, compared to appnaiely 70% for 2008. We expect DIS revenue to cwomtito represent
the larger percentage of our consolidated revemdigtire periods.

DIS. Our DIS revenue was $52.3 million for 2009, whiepresents a decrease of $3.9 million, or 6.9%npaoed to
the prior year. The decrease resulted from the@atlosure of underperforming locations in conioecwith the
restructuring plan initiated in the fourth quardéi2008, partially offset by revenue increases fammcurrent locations. In
the future, we expect DIS revenue to fluctuateulmut the year based on seasonality stemming fifgrsician vacations,
holidays and inclement weather. Also, declinesimbursement rates may substantially affect our iei@&nue.

Product.Our product revenue was $17.3 million for 2009iclihrepresents a decrease of $6.9 million, or 28.5%
compared to the prior year. This decrease in navevaes primarily due to a decrease in the numbganfma cameras sold
in 2009 to 45 cameras compared to 85 camerasrstie iprior year and the lowering of average spiees as our product
sales mix was represented by a larger percentagdgurbished cameras. The decrease in revenupavtally offset by an
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increase in maintenance contract revenues to $illidn in 2009 from $9.1 million in the prior yeaue to the expansion
of our installed base of gamma cameras. We betletethe decrease in gamma camera sales andrfenddor
refurbished cameras was due to the slowing econtimayeduction in available credit for potentiaybts, lower levels of
available capital budgets and the continued dowdwwaessure on healthcare imaging reimbursemerd.rte offset
continued pricing pressures and declines in reisgment rates on our gamma cameras, we introducattauCardius® X-
ACT product in 2009, which we believe will increasades to the hospital market.

Gross Profit

ConsolidatedConsolidated gross profit was $20.2 million fo020which was essentially unchanged in comparigon t
the prior year, as the increased gross profitaaDdS segment were offset by a decrease in gnadgat our Product
segment. The increase in gross profit at our RErent were due to the realignment of this segméigted in the fourth
quarter of 2008, increased utilization of our DESets and reduced personnel costs and other efficand cost
improvements. The decrease in Product segment grofisis principally the result of fewer cameiaes, offset slightly by
an increase in Product maintenance contract gradis. pConsolidated gross profit as a percentdgewenue increased to
29.1% in 2009 from 25.0% for 2008.

DIS. Cost of DIS revenue consists primarily of labadiopharmaceuticals, equipment depreciation, dner@osts
associated with the provision of services. Co$2k& revenue was $38.5 million for 2009, represenérdecrease of $6.2
million, or 13.9%, compared to the prior year. Teerease in cost of DIS revenue is primarily altes decreased labor,
radiopharmaceutical, and depreciation costs preommily attributed to the increased utilization af personnel and assets.
DIS gross profit was $13.8 million for 2009, whidpresents an increase of $2.3 million, or 20.39&. Foss profit as a
percentage of revenue increased to 26.5% for 2@08 20.5% for 2008. The improvement in operatigreaformance is
primarily associated with the realignment of thgreent, which included the sale or closure of unedgoming locations
and a focus on selling within certain geographérahs, along with improved asset utilization.

Product Cost of Product revenue primarily consists ofarats, labor and overhead costs associated wéth th
manufacturing and warranty of our products. Cogiaiids sold for the Product segment was $10.9anifior 2009,
representing a decrease of $4.7 million, or 30.démpared to the prior year as fewer gamma cameges sold and as our
product sales mix was represented by a larger ptage of refurbished cameras. Product gross pwafit$6.4 million for
2009, representing a decrease of $2.2 million,506%, compared to the prior year. Product grosfit@s a percentage of
revenue increased to 36.9% for 2009 from 35.5920@8, primarily due to the sale of proportionatelgre higher margin
refurbished cameras and a decrease in personnehamafacturing overhead costs as a result of ostrrealuction
initiatives.

Operating Expenses

Research and DevelopmeRiesearch and development expenses are the cestsadisd with the design, development
and enhancement of our products, and consist afisa) developmental materials, facility and ovacheosts, consulting
fees, and non-recurring engineering costs. We oetio invest in research and development wittcad@n innovation as
we seek to improve our existing technology. In Nia2009, we received U.S. Food and Drug Adminigira610(Kk)
clearance for our new Cardius® X-ACT imaging systdResearch and development expenses were $3idmifidk 2009,
which represents an increase of $0.6 million, a62d, compared to the prior year. The increasesearch and development
expenses was primarily attributable to higher pamsband development costs, as well as certaircalievaluation costs
related to our new Cardius® X-ACT imaging systeras&rch and development expenses were 19.4% ai®medenue
for 2009 compared to 11.4% in 2008, due to the tayvaenera sales and increased product developmigvityaim 2009. We
plan to invest further in our technology platforonpenetrate new and existing market segments #nadtatew customers.

Marketing and Saledviarketing and sales expenses consist primarisat#ries, commissions, bonuses, travel,
marketing, and collateral materials and tradeshostsc Marketing and sales expenses were $7.@omfbr 2009, a
decrease of $1.6 million, or 18.4%, compared tapttier year, principally as a result of lower persel costs. Marketing and
sales expenses were 10.0% of total revenue for 200fared to 10.6% for 2008.

General and Administrativé&seneral and administrative expenses consist pitinarsalaries and other related costs
for accounting, human resources, information tetdgoand executive personnel, legal related castfessional fees,
outside services, insurance, and costs relatedrtbaard of directors. General and administratixgeases were $8.9 million
for 2009, a decrease of $2.9 million, or 24.4% careq to the prior year, principally as a resulloofer personnel costs.
General and administrative expenses were 12.8%talfrevenue for 2009 compared to 14.8% for 2008.

Restructuring LossRestructuring loss declined from $1.3 million2@08 to $0.3 million in 2009. To improve
company profitability, we initiated restructuringaps in the third quarter of 2009 and in the fouytfarter of 2008. In 2009,
we reduced our workforce within both the Produat BAS segments in order to realign manufacturing) averhead
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expenses to a lower level of camera sales andtterl the management structure. To this end, #jerity of the
restructuring loss incurred in 2009 consisted gEsance expense. In the fourth quarter of 2008nitiated plans to sell,
close, and consolidate certain DIS hub locationtdithe first quarter of 2009 in order to focusharb locations that have
stronger anticipated margin and growth potentidiese sales and closures involved the sale or abareht of property and
equipment and staff reductions at the hub locatiomsacted by the restructuring plans. The majarftthe restructuring
loss incurred in 2008 consisted of a $1.0 milliossl on property and equipment.

Goodwill Impairment LossThe acquisition of net assets from Ultrascan ayMO007 resulted in the recording of
goodwill. Among other assets, goodwill was recordétiin a reporting unit in our DIS segment on tiae of the
acquisition, and represented the excess betweeutishase price and the net assets acquired. Dodngnnual impairment
analysis in the fourth quarter of 2008, we detegdithat the carrying value of the goodwill exceettedimplied fair value
of the assets held by the reporting unit, whiclultes in a goodwill impairment loss of $2.5 milliofNo impairment losses
were recorded in 2009.

Other Income

Other income consists primarily of interest incomet, of interest paid and other associated expembesdecrease in
other income of $0.2 million is attributable to @cdease in interest rates.

Net Income (LosSs)

Our net income was $0.6 million for 2009 compaied het loss of $6.9 million for 2008, an improvernef $7.5
million, primarily as a result of increased DIS s®mt gross profits and a reduction in our operatixgenses. The increase
in DIS gross profit is primarily due to decreasaldr, radiopharmaceutical, depreciation, and maamee costs. The
reduction in our operating expenses was primachjieved through reduction of personnel costs ahdraestructuring
initiatives implemented in the fourth quarter o030 the first quarter of 2009 and the third quaofe2009.

Comparison of Years Ended December 31, 2008 andr200
Revenues

ConsolidatedConsolidated revenue was $80.4 million for 200Biclv represents an increase of $6.4 million, o%8.7
over the prior year, driven by an increase in imggervices revenue in our DIS segment, as wéticasases in camera
sales and maintenance contract revenues in ouuBredgment. DIS revenue accounted for approxisn@@®s of total
revenues for 2008, which is consistent with prieans.

DIS. Our DIS revenue was $56.2 million for 2008, whiepresents an increase of $3.8 million, or 7.2%r tlve prior
year. This increase is primarily attributed to #foguisition of substantially all of the assets hadlilities of Ultrascan, a
provider of ultrasound imaging systems and servicgshysicians’ offices and hospitals, in May 20@#hjch enabled us to
generate revenue from ultrasound imaging services.

Product.Our product revenue was $24.2 million for 2008jchirepresents an increase of $2.6 million, or %2.8ver
the prior year. This increase was primarily duarnidncrease in the number of gamma cameras s@d0@ to 85 systems
compared to 73 sold in the prior year and an irsgéa maintenance contract revenues to $9.1 milic008 from $7.9
million in the prior year due to the expansion af mstalled base of gamma cameras.

Gross Profit

ConsolidatedConsolidated gross profit was $20.1 million foO80representing a decrease of $0.4 million, 0%2.2
over the prior year. This decrease is primarilpted to an increase in costs of revenues in thesBdhent. Consolidated
gross profit as a percentage of revenue decreas#si@% for 2008 from 27.7% for 2007.

DIS. DIS gross profit was $11.5 million for 2008, whirepresents a decrease of $1.4 million, or 1088 the prior
year, primarily due to the overall increase in laluepreciation and other servicing costs. Deptam costs increased due
to our investment in the upgrade of our DIS posrdldet, which was completed during the secondtquaf 2008. Our DIS
portable fleet consists primarily of cameras avddldor lease. DIS gross profit as a percentagewdnue decreased to
20.5% for 2008 from 24.6% for 2007.

Product Product gross profit increased to $8.6 million2008, representing an increase of $1.0 miller,2.7%,
over the prior year. The increase is primarilyilatitable to the increase in product sales. Progass profit as a
percentage of revenue increased to 35.5% for 2@08 85.3% for 2007.
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Operating Expenses

Research and DevelopmerResearch and development expenses were $2.8mfitli 2008, which represents a
decrease of $0.3 million, or 10.0%, over the pyear. The decrease in research and developmemseg®as primarily
attributable to lower personnel costs. Researcltdandlopment expenses were 11.4% and 14.3% of proelenue for
2008 and 2007, respectively.

Marketing and salesMarketing and sales expenses were $8.6 millior2@®8, which represents an increase of $0.9
million, or 11.5%, over the prior year, principalg a result of additional personnel costs, comsistith the increase in
revenues in both the DIS and Product segments. éfiatkand sales expenses were 10.6% of total reviEem2008
compared to 10.4% for 2007.

General and AdministrativeGeneral and administrative expenses were $11l@mfior 2008, which was essentially
unchanged compared to the prior year. General dmingstrative expenses were 14.8% of total revdou2008 compared
to 16.0% for 2007.

Restructuring LossWe initiated a restructuring plan to enhance gamy profitability in the fourth quarter of 2008.
The initiatives included plans to sell, close, apdsolidate certain DIS hub locations during thst fijuarter of 2009 in order
to focus on hubs that have stronger anticipatedjimamnd growth potential. These sales and closoxedved the sale or
abandonment of property and equipment and statfatezhs at the hub locations impacted by the restring plans, as well
as the reduction of certain management positidie loss on property and equipment makes up $1li@mof the $1.3
million loss recorded in 2008. The remaining l0§$0.3 million primarily represents severance pagta. No losses
pertaining to restructuring efforts were recordethie prior year.

Goodwill Impairment LossDuring our annual impairment analysis in the thuquarter of 2008, we determined that
the carrying value of the goodwill exceeded thelietpfair value of the assets held by the reporting, which resulted in a
goodwill impairment loss of $2.5 million. No impaient losses were recorded in 2007.

Other Income

The decrease of $0.7 million in other income refletecreasing market yields and the lower levebssefage cash and
investments balances in 2008 compared to 200 tesult of cash used to upgrade the DIS fleet agdisz assets from
Ultrascan.

Net Loss

Our net loss increased to $6.9 million for 2008 paned to a net loss of $1.4 million for 2007, priityaas a result of
a significant increase in operating expenses. ifitrease in operating expenses is due to a $2limgoodwill
impairment, $1.3 million in restructuring losseslan$0.9 million increase in marketing and salgseese. Furthermore,
gross profit decreased by $0.4 million primariliated to an increase in costs of revenues in ti&degment.

Liquidity and Capital Resources
General

We require capital principally for capital expendés and to finance accounts receivable and inwen@ur working
capital requirements vary from period to periodeteting on manufacturing volumes, the timing of whiies and the
payment cycles of our customers. Our capital exjperas consist primarily of DIS nuclear camerag;asound machines,
vans, and computer hardware and software. As oédber 31, 2009, we had cash, cash equivalentsuareht securities
available-for-sale of $31.8 million. We currentiwest our cash reserves in money market funds,tté&sury, government
and corporate debt securities. Based upon ourrtueeel of expenditures, we believe our workingital, together with
cash flows from operating activities, will be adatpito meet our anticipated cash requirementsdfpital expenditures and
working capital for at least the next 12 months.

Net cash provided by operations totaled $4.8 mmillim2009 due to cash flow from net income plus-nash charges
such as depreciation, amortization and stock cosgi@m. Net cash used by investing activities amtedito $3.8 million in
2009 primarily for purchases of property and equptrand net purchases of securities availabledier sNet cash used in
financing activities amounted to approximately $hilion in 2009, for the repurchase of common ktand repayment of
capital lease obligations.

On February 4, 2009, our board of directors autiearia stock buyback program to repurchase up &ggregate of
$2.0 million of our issued and outstanding commigares. The timing of stock repurchases and thebeuwf shares of
common stock to be repurchased have been andewtidile in compliance with Rule 10b-18 under theifies Exchange
Act of 1934. The timing and extent of the repusghaill depend upon market conditions, applicab@gl and contractual
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requirements, and other factors. Through Dece®bgeP009, the Company had repurchased stock wittiuee of
approximately $1.0 million.

The acquisition of net assets from Ultrascan maguire additional consideration of cash and comntoaksof up to
$3.9 million to be paid to the seller or its desigs in the event that certain financial milestaresachieved over the next
three years.

Debt Service

As of December 31, 2009, we had capital lease atitigs totaling less than $0.2 million. These dddiigns are
secured by the specific equipment financed undei Ezase and will be repaid monthly over the léas@s, which range up
to 49 months. Our DIS subsidiary entered thesealdpase obligations.

We are committed to making future cash paymentsapital leases (including interest) and operatiagés. We have
not guaranteed the debt of any other party. THevidhg table summarizes our contractual obligatiaa®f December 31,
2009 (dollars in thousands):

Payments Due by Period

Less than 1 More than 5
Contractual obligations Total year 1-3 years 3-5 years years
Capital lease obligations ..................eeeee..e $ 171 $ 63 $ 85 $ 32 % -
Operating lease obligations....................... 5,262 1,275 2,001 1,303 683
Total .o $ 5,433 $ 1,338 $ 2,086 $ 1,326 $683

Critical Accounting Policies

Management’s discussion and analysis of our fir@mndition and results of operations are baseah aur
consolidated financial statements which are preperaccordance with accounting principles thatgaeerally accepted in
the United States. The preparation of these firustatements requires us to make estimates agderts that affect the
reported amounts of assets and liabilities, reldisdosure of contingent assets and liabilitiethatdate of the financial
statements, and the reported amounts of revenaesx@enses during the reporting period. We conlipealuate our
estimates and judgments, the most critical of whiehthose related to revenue recognition and tovewaluation. We base
our estimates and judgments on historical expegi@mzl other factors that we believe to be reasenatier the
circumstances. Materially different results canwas circumstances change and additional infoondtecomes known.

Revenue Recognition

We derive revenue principally from providing in-g# services to support the performance of caridaging
procedures and from selling and servicing solidestiégital gamma cameras. We recognize revenue ahefthe
following four criteria are met:

1. A contract or sales arrangement exists;

2. Products have been shipped and title has traiedfer services have been rendered,;
3. The price of the products or services is fixedeterminable; and

4. Collectibility is reasonably assured.

The timing of revenue recognition is based upotofacsuch as passage of title and risk of lossnéeel for installation, and
customer acceptance. These factors are based spebiic terms of each contract or sales arrangeme

DIS revenue is derived from the leasing of persband equipment for in-office nuclear and ultrastimaging
procedures. Revenue related to the leasing of pees@nd equipment is recognized at the time seswéce provided and
collection is reasonably assured. DIS leasing sesvare generally billed on a per-day basis unaienal contracts, which
specify the number of days of service to be pradjde on a flat rate month-to-month basis.

Product revenues are generated from the salesmnohgacameras and follow-on maintenance service actstrWe
generally recognize revenue upon delivery to custsmNe also provide installation and trainingdamera sales in the
United States. Installation and training is getyer@erformed shortly after delivery and represemtglatively insignificant
cost, which we accrue at the time revenue is rezednNeither service is essential to the functiiyaf the product.
Maintenance services are sold beyond the termeofvtirranty, which is generally one year from theedd purchase.
Revenue from these contracts is deferred and rézedynatably over the period of the obligation @thcluded in Product
sales in the accompanying consolidated stateménfsevations.

23



Reserves for Doubtful Accounts and Billing Adjustmis

We provide reserves for billing adjustments andhbdial accounts. We review reserves on a quarteagisoand make
adjustments based on our historical experiencearadeknown collectibility issues and disputes. W @onsider our bad
debt write-off history. Our estimates of colleclitlyi could be impacted by material amounts duehanged circumstances,
such as a higher number of defaults or materia¢esdvchanges in a payor’s ability to meet its @hians. Within DIS, we
record adjustments and credit memos that reprédéing errors that are normally adjusted withire tfirst 90 days
subsequent to the performance of service. A prowrifir billing adjustments is charged against Dé$enues and a
provision for doubtful accounts is charged to gahand administrative expenses. Our risk of matéorss is mitigated as we
only have a small number of customer accounts th BdS and Product that have receivable balancegéess of $100,000.

Inventory

We state inventories at the lower of cost (firstfirst-out) or market (net realizable value) ardliew our inventory
balances for excess and obsolete inventory levets quarterly basis. Costs include material, laar manufacturing
overhead costs. We rely on historical informatiosaipport our reserve and utilize management'siessijudgment. We
reserve 100% of the cost of service inventory gtiaatin excess of a projected 36 month demandhédrthird quarter of
2009, we implemented several changes to the camticbbnalysis of our inventory and we were abledti@in more accurate
future demand information particularly in light @fir product life cycles. In conjunction with indery projects, we
physically segregated our production and servigeritory and implemented new forecasting softwae a result of these
changes and our increased ability to obtain anbabalyze information, we began reserving 100%hefcost of
production inventory quantities in excess of a @ctgd 24 month demand. Historically, we resern@@d of the cost of
production inventory quantities in excess of a@ctgd 12 month demand. The refinement of our vesaethodology did
not result in the write-up of inventory previousgserved and did not impact the comparability effthancial statements
presented. Once inventory is reserved, we dodjostathe reserve balance until the inventory ld so disposed.

Valuation of Long-Lived Assets including Finite Led Purchased Intangible Assets

Long-lived assets consist of property and equigtraed finite lived intangible assets. We recorpgrty and
equipment at cost, and record other intangibleta$sesed on their fair values at the date of adapris We calculate
depreciation on property and equipment using treégit-line method over the estimated useful lif¢he assets. We
calculate amortization on other intangible asssisgieither the accelerated or the straight-liného over the estimated
useful life of the assets, based on the natureheffvwve expect to receive cash inflows generatetidojntangible assets.

Impairment losses on long-lived assets used inatipgis are recorded when indicators of impairmeafpaesent and
the undiscounted cash flows estimated to be gertbtat those assets are less than the assets’mgpatyiount. If such assets
are considered to be impaired, the impairment teebegnized is measured by the amount by whicleding/iing amount of
the assets exceeds the estimated fair value @sthets. We perform an annual review of the cagryalue of our long-lived
assets to be held and used, including certainiitbie intangible assets, during the fourth quadtfeeach fiscal year.

Long-lived assets that are not used in operatiodsaae actively being marketed for sale are clizssds held for sale
and are reflected as current assets on our batdmee. The values of these assets are reviewettduand do not exceed
the anticipated cash inflows generated from the shthe assets.

Valuation of Goodwill

On May 1, 2007, we completed the acquisition ofssafitially all of the assets and liabilities ofidican, Inc.
(“Ultrascan”), a provider of ultrasound imaging ®ms and services to physicians’ offices and hakpiT he acquisition of
net assets from Ultrascan resulted in the recordfrggpodwill, which represented the excess betwkempurchase price and
the net assets acquired. We review goodwill fordmpent on an annual basis during the fourth quaatewell as when
events or changes in circumstances indicate tieatdtrying value may not be recoverable. We perfatmo-step
impairment test on goodwill. In the first step, e@mpare the fair value of the reporting unit wjttodwill to the carrying
value of its long-term assets. If the carrying eatdi the long-term assets exceeds the fair valdleeofeporting unit, then we
must perform the second step of the impairment ¥dstreby the carrying value of the reporting uingbodwill is compared
to its implied fair value. If the carrying value thie goodwill exceeds the implied fair value, ap&nment loss equal to the
difference would be recorded.

No impairment losses were recorded to GoodwillG02 In 2008, we recorded a $2.5 million impairirless in part
due to a significant decline in our market capiafion. We determined that the implied fair vaddigoodwill is $0.2
million utilizing the discounted cash flow methodder the income approach as well as the markebappr down from
$2.7 million in 2007. The impairment loss is irbad in loss from operations on our statement ofatjmns.
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Restructuring

Restructuring costs are included in loss from of@ma on our income statement. Restructuring fosthe year ended
December 31, 2009 is comprised of one-time terrnandienefits for involuntarily terminated employed®estructuring loss
for the year ended December 31, 2008 is comprit&zbses on the abandonment of property and equiparel assets held
for sale, one-time termination benefits for invahnily terminated employees, and obligations paitaj to abandoned
property leases. Losses on property and equipaterrecorded in accordance with our accountingcpoélated to long-
lived assets described above. One-time termindmefits are recorded at the time they are comratet to the affected
employees. Losses on property lease obligatiensemorded when the lease is abandoned.

Share-based Payments

We grant options to purchase our common stock estticted stock units (“RSUs”) to our employees dimdctors
under our equity compensation plans. We estintatdair value of the stock option awards usingBleck-Scholes-Merton
option-pricing model on the date of grant. The failue of RSUs is based on the stock price on éte df grant. The fair
value of equity instruments that are expected &b &ee recognized using the straight-line methaat tve requisite service
period. The fair value of stock options is deriwesing the following assumptions, some of whichsarejective by nature.
The weighted-average assumptions used in the BBatioles-Merton model for the year ended Decembe2®19 were 6.0
years for the expected term, 64% for the expectéatility, 2.5% for the risk free rate and 0% favidend yield. The
weighted-average expected option term for 20098280d 2007 reflects the application of the sinmgifmethod, which
defines the life as the average of the contrad¢tai of the options and the weighted average vggtémiod for all options.
We utilized this approach as our historical sharton exercise experience does not provide a redeipasis upon which
to estimate an expected term. Expected volatildaiesbased on historical volatility of our stocke\&stimated the forfeiture
rate based on historical data for forfeitures ardane recognizing compensation costs only for tiegssty awards expected
to vest. The risk-free rate for periods within twatractual life of the option is based on the.U.&asury yield in effect at
the time of grant. We have never declared or gaiidiends and have no plans to do so in the foeddeduture.

Warranty

We generally provide a 12 month warranty on oumige cameras. We accrue the estimated cost oivéirimnty at
the time revenue is recorded and charge warramgrese to Product cost of revenues. Warranty resemeeestablished
based on historical experience with failure rated @pair costs and the number of systems coveredhlranty. Warranty
reserves are depleted as gamma cameras are refdiesdosts consist principally of materials, parss, overhead and
transportation. We review warranty reserves quigreerd, if necessary, make adjustments.

ltem 7A. Quantitative and Qualitative Disclosures Aout Market Risk

Our exposure to market risk due to changes inésteantes relates primarily to the return on ouesiment portfolio.
Our risk associated with fluctuating interest raselémited to our investments in interest ratesstive financial instruments.
Under our current policies, we do not use interatst derivative instruments to manage exposuretéwodst rate changes. We
attempt to increase the safety and preservatiauoinvested principal funds by limiting defaulskj market risk and
reinvestment risk. We mitigate default risk by istieg in investment grade securities. A hypothétl€® basis point
adverse move in interest rates along the entiezant rate yield curve would not materially affeéwe fair value of our
interest sensitive financial instruments due tartredatively short term nature. Declines in intgreates over time will,
however, reduce our interest income while increasé@serest rates over time will increase our iegt income.

Item 8. Financial Statements and Supplementary Data
See the list of financial statements filed withsthéport under Item 15 below.

Item 9. Changes in and Disagreements with Accountémon Accounting and Financial Disclosures
Not applicable.
Item 9A. Controls and Procedures

We maintain disclosure controls and proceduresatetiesigned to ensure that information requivdaketdisclosed in
our Securities and Exchange Commission Act of r@pérts is recorded, processed, summarized andteepoithin the
time periods specified in the Securities and ExgeaBommission’s rules and forms and that such iméaion is
accumulated and communicated to our managemenhiding our chief executive officer and chief fingalmfficer, as
appropriate, to allow for timely decisions regagdiequired disclosure. In designing and evaludtiregdisclosure controls
and procedures, management recognizes that anytsoand procedures, no matter how well designeldoperated, can
provide only reasonable assurance of achievinglésged control objectives, and management is requd apply its
judgment in evaluating the cost-benefit relatiopsifi possible controls and procedures.
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As required by Securities and Exchange Commissigde R3a-15(e) and 15d-15(e), we carried out anuetiain,
under the supervision and with the participatiom@f management, including our chief executiveceffiand chief financial
officer, of the effectiveness of the design andrafien of our disclosure controls and proceduresfdlse end of the period
covered by this report. Based on the foregoing,chief executive officer and chief financial offifoeoncluded that our
disclosure controls and procedures were effectitkeareasonable assurance level.

There has been no change in our internal contras financial reporting during our most recent dilsguarter that has
materially affected, or is reasonably likely to evélly affect, our internal controls over finanaiaporting.

Management’s Report on Internal Control over Finarad Reporting

Our management is responsible for establishingnaaiditaining adequate internal control over finahagaorting, as
such term is defined in Exchange Act Rules 13a}X5(fl 15d-15(f). Because of its inherent limitaipimternal control over
financial reporting may not prevent or detect abstatements. Therefore, even those systems degsirto be effective can
provide only reasonable assurance with respedhamdial statement preparation and presentation.

We conducted an evaluation of the effectivenesaiointernal control over financial reporting basedthe
framework inlnternal Control—Integrated Framewoigsued by the Committee of Sponsoring Organizatidribe
Treadway Commission. Based on our evaluation utigeframework irinternal Control—Integrated Framewarkur
management concluded that our internal control émancial reporting was effective as of Decembkr 2009.

This annual report does not include an attestaport of the Company’s independent registeredipaaicounting
firm regarding internal control over financial repog. Management’s report was not subject tosgdteon by the
Company’s independent registered public accourfiingpursuant to the rules of the SEC that pertnit Company to
provide only a management’s report in this report.

Item 9B. Other Information
None.
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PART IlI

Item 10. Directors and Executive Officers of the Rgistrant

The information required by this item will be setth in the Proxy Statement and is incorporatetthisireport by
reference.

Item 11. Executive Compensation

The information required by this item will be setth in the Proxy Statement and is incorporatetthimreport by
reference.

Item 12. Security Ownership of Certain Beneficial @vners and Management and Related Stockholder Matter

The information required by this item will be setth in the Proxy Statement and is incorporatetthimreport by
reference.

Item 13. Certain Relationships and Related Transa@ns

The information required by this item will be setth in the Proxy Statement and is incorporatetthisireport by
reference.

Item 14. Principal Accounting Fees and Services

The information required by this item will be setth in the Proxy Statement and is incorporatetthisireport by
reference.

PART IV

Iltem 15. Exhibits and Financial Statement Schedules
(a) Documents filed as part of this report.

1. The following financial statements of Digiradr@oration and Report of Ernst & Young LLP, independ
registered public accounting firm, are includedhis report:

Page
Report of Independent Registered PUbIic ACCOUMBIMDN ..........eeiiiiiiiiieeeeii s s s s re e e e e e e eaeaaaaeaaeas F-2
Consolidated BalanCe SNEELS ...ttt e e e e e e e e e et e e e e ettt e e e e e e e e e e e e e as F-3
Consolidated Statements Of OPEIALIONS ......cceuieieiiiiiiiiiiiie e e e e e e e e e e e s e e s e e r e rrrreraaaaeasaes F-4
Consolidated Statements Of StOCKNOIAEIS" EQUITY caa..vvurieiiiiiieiiiii it F-5
Consolidated Statements Of CaSh FIOWS ........cooiiiiiiiiiie e e e F-6
Notes to Consolidated FINanCial StAtEMENTS ....cccuuiiiiiii e e e F-7
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2. Financial statement schedules.

SCHEDULE [I—VALUATION AND QUALIFYING ACCOUNTS

Reserve for bad

Reserves for
billing
adjustments and
contractual

Reserve for
excess and
obsolete

debt (1) allowances (2) inventories (3)
(In thousands)

Balance at December 31, 2006...............covcmmervereeesreeeee S 677 $ 293 $ 912
ProviSion ........cooiiiiiiiiiiiicee et 636 1,111 411
Write-offs and recoveries, net .........cccccceeeeeeeennn. (608) (1,130) (493)

Balance at December 31, 2007 ............. oo e e eeeeennenns 705 274 830
ProViISION ...vviiiiiiiiiiieccce ettt 653 1,186 202
Write-offs and recoveries, net ........cccccveeeeeeennnn. (521) (1,052) (437)

Balance at December 31, 2008 ..............ommmmeeeeeeerennnn. 837 408 595
Provision 58 1,280 538
Write-offs and recoveries, net .........cccccceeeeeennn. (18) (1,275) (336)

Balance at December 31, 2009 ... e eeeeeeeeeees. P 877 $ 413 $ 797

(1) The provision was charged against general and askngitive expenses.

(2) The provision was charged against revenue.
(3) The provision was charged against cost of revenues.

No other financial statement schedules are provieduse the information called for is not requived shown

either in the consolidated financial statementdhyemotes thereto.

3. List of exhibits required by Item 601 of RegidatS-K. See part (b) below.

(b) Exhibits.The following exhibits are filed as a part of théport:

License Agreement by and between Digirad Corpanaizd Cedars-Sinai Health System, dated May 221.200

Exhibit
Number Description
3.1(2) Restated Certificate of Incorporation.
3.2(13) Amended and Restated Bylaws.
4.1(2) Form of Specimen Stock Certificate.
4.2(3) Amended and Restated Investors’ Rights Agreemeainoyamong Digirad Corporation and the investctedi
on the schedule attached thereto, dated April @322as amended.
10.1(2)t License Agreement by and between Digirad Corpanadind the Regents of the University of Californéded
May 19, 1999, as amended.
10.2(1)t Amendment to License Agreement by and between &idgBorporation and the Regents of the University of
California, dated July 26, 2004.
10.3(2)t Software License Agreement by and between Digiragp@ration and Segami Corporation, dated June 16,
1999, as amended.
10.4(7)+ Addendum to Software License Agreement by and betvidigirad Corporation and Segami Corporation, a
June 16, 1999, as amended.
10.5(2)t
10.6(2)t
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Exhibit
Number

Description

10.7(2)t

10.8(2)

10.9(2)

10.10(2)

10.11(4)

10.12(2)

10.13(2)
10.14(2)

10.15(2)

10.16(2)

10.17(2)

10.18(2)#
10.19(2)#
10.20(7)#
10.21(1)#
10.22(7)#
10.23(2)#
10.24(7)#

10.25(2)#
10.26(2)#
10.27(2)

10.28(2)

Development and Supply Agreement by and betweenrdaigcorporation and QuickSil, Inc., dated June 18,
1999.

Loan and Security Agreement by and between Diglaxporation and Silicon Valley Bank, dated July 31,
2001, as amended.

Irrevocable Standby Letter of Credit executed Hic@h Valley Bank in favor of Digirad Corporatiodated
November 5, 2003.

Loan Agreement by and between Digirad Corporatimh@erald G. Loehr Trust, dated September 1, 1893,
amended.

Amendment to Loan Agreement dated effective Auu&004, by and between Digirad Corporation and the
Gerald G. Loehr Separate Property Trust.

Loan Agreement by and between Digirad Corporatimh@linton L. Lingren, dated September 1, 1993, as
amended.

Loan Agreement by and between Digirad Corporatimhdack F. Butler, dated September 1, 1993, asdaden

Equipment Lease Agreement by and between Orionihga®ystems, Inc. and MarCap Corporation, dated
October 1, 2000.

Equipment Lease Agreement by and between Digiradjing Solutions, Inc. and MarCap Corporation, dated
June 13, 2003.

Master Equipment Lease Agreement by and betweeinadigmaging Solutions, Inc. and DVI Financial
Services, Inc., dated May 24, 2001.

Sublease Agreement by and between Digirad Corporat sub-lessee and REMEC, Inc. as sub-lessed dat
November 3, 2003.

1991 Stock Option Program Stock Option Agreement.

1997 Stock Option/Stock Issuance Plan, as amended.

1998 Stock Option/Stock Issuance Plan, as amended.

2004 Stock Incentive Plan.

Form of Notice of Stock Option Award and Stock ©ptiAward Agreement for 2004 Stock Incentive Plan.
2004 Non-Employee Director Option Program.

Form of Notice of Stock Option Award and Stock ©@ptiAward Agreement for 2004 Non-Employee Director
Option Program.

Form of Indemnification Agreement.
Letter Agreement by and between Digirad Corporatind David M. Sheehan, dated June 11, 2002.

Loan and Security Agreement by and between Oriaglimg Systems, Inc., Digirad Imaging Systems, amal
Heller Healthcare Finance, Inc., dated Januaryp@012as amended.

Master Lease Agreement by and between Digirad Gatjpm and GE Healthcare Financial Services, dated
September 26, 2000.

10.29(12)+ Agreement for Services between our wholly-ownedsiliary, Digirad Imaging Solutions, Inc._(“Disand

MBR and Associates, Inc., dated December 27, 2006.
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Exhibit
Number Description

10.30(2) Form of Warrant to purchase shares of Series EeRegf Stock by and among Digirad Corporation aed th
investors listed on the schedule attached thereto.

10.31(2) Form of Warrant to purchase shares of Series EeRegf Stock by and among Digirad Corporation aed th
investors listed on the schedule attached thereto.

10.32(2) Form of Warrant to purchase shares of Common Sigand among Digirad Corporation and the investors
listed on the schedule attached thereto.

10.33(2) Warrant to purchase shares of Series E Prefermak 8t and between Digirad Corporation and Siliv@tley
Bank, dated July 31, 2001.

10.34(2) Form of Warrant to purchase shares of Common Sigand among Digirad Corporation and the investors
listed on the schedule attached thereto.

10.35(2) Form of Warrant to purchase shares of Common Sig@nd among Digirad Corporation and the investors
listed on the schedule attached thereto.

10.36(2) Form of Warrant to purchase shares of Common Sig@and between Digirad Corporation and the investor
listed on the schedule attached thereto.

10.37(1) Form of Warrant to purchase shares of Common Sigand between Digirad Corporation and the invastor
listed on the schedule attached thereto.

10.38(3) Form of Warrant to purchase shares of Common Sig@nd between Digirad Corporation and the investor
listed on the schedule attached thereto.

10.39(5)# 2005 Inducement Stock Incentive Plan.
10.40(5)# 2005 Inducement Stock Incentive Plan Award Agredmen

10.41(6)# Executive Employment Agreement by and between BifyiCorporation and Mark Casner, dated September 14,
2005.

10.42(7)+ Supply Agreement by and between Digirad Corporagioth QuickSil, Inc., dated October 31, 2005.

10.43(7)# Amendment tdExecutive Employment Agreement by and between BibiCorporation and Mark Casner, ds
January 15, 2006.

10.44(7# Second Amendment to Executive Employment Agreerbg@ind between Digirad Corporation and Mark
Casner, dated March 3, 2006.

10.45(8)# Third Amendment to Executive Employment Agreemegnabd between Digirad Corporation and Mark
Casner, dated December 13, 2006.

10.46(10)# Digirad Corporation 2004 Stock Incentive Plan asefiaed and Restated August 2, 2007

10.47(11) Asset Purchase Agreement by and betwegrad Corporation, Digirad Imaging Solutions, InDigirad
Ultrascan Solutions, Inc. and Ultrascan, Inc. dafiey 1, 2007.

10.48 # Executive Employment Agreement by and betwiigirad Corporation and Todd Clyde, dated Oat&@@e
2008.

21.1(2) Subsidiaries of Digirad Corporation.
23.1 Consent of Independent Registered Public Accouriing.

31.1 Certification of Chief Executive Officer pursuantRules 13a-14(a) and 15d-14(a) promulgated putsaahe
Securities Exchange Act of 1934, as amended.

31.2 Certification of Chief Financial Officer pursuant Rules 13a-14(a) and 15d-14(a) promulgated putgadhe
Securities Exchange Act of 1934, as amended.

32.1(9) Certification of Chief Executive Officer pursuant$ection 906 of the Sarbanes-Oxley Act of 2002.
32.2(9) Certification of Chief Financial Officer pursuawnt $ection 906 of the Sarbanes-Oxley Act of 2002.
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Exhibit
Numbe|

r Description

1)
(2)

3)
(4)
(%)
(6)
(7)
(8)
(9)

(10)
(11)
(12)

(13)

This exhibit was previously filed as an exhibithe Company’s quarterly report on Form 10-@ioally filed with
the Commission on August 11, 2004, as amendedatftereand is incorporated herein by reference.

This exhibit was previously filed as arhiit to the Registration Statement on Form S-1e(Rio. 333-113760)
originally filed with the Securities and Exchangen@nission on March 19, 2004, as amended thereafidris
incorporated herein by reference.

This exhibit was previously filed as an exhibithe Company’s quarterly report on Form 10-@dilvith the
Commission on November 2, 2004, and is incorporhézdin by reference.

This exhibit was previously filed as an exhibithe Company’s current report on Form 8-K filgith the Commission
on September 7, 2004, and is incorporated herenefeyence.

This exhibit was previously filed as an exhibithe Company’s current report on Form 8-K filgith the Commission
on September 15, 2005, and is incorporated heseieference.

The exhibit was previously filed as an exhtbithe Company’s quarterly report on Form 10-Qdfieith the
Commission on November 4, 2005, and is incorporh&zdin by reference.

This exhibit was previously filed as an exhibithe Company’s annual report on Form 10-K fitath the
Commission on March 3, 2005, and is incorporatedihéy reference.

This exhibit was previously filed as an exhioithe Company’s current report on Form 8-K filgith the Commission
on December 14, 2006, and is incorporated heremefgyence.

The certifications attached as Exhibits 32.d 8R.2 that accompany this Annual Report on ForrK18re not
deemed filed with the Securities and Exchange Casion and are not to be incorporated by referamoeainy filing
of Digirad Corporation under the Securities ExctaAgt of 1933, as amended, or the Securities Exgdnatt of
1934, as amended, whether made before or aftefatieeof this Form 10-K, irrespective of any genéarabrporation
language contained in such filing.

The exhibit was previously filed as an exhi the Company’s quarterly report on Form 10H#&df with the
Commission on August 7, 2007, and is incorporat@ih by reference.

The exhibit was previously filed as an exhib the Company’s quarterly report on Form 10H&df with the
Commission on May 7, 2007, and is incorporatedihdrg reference.

The exhibit was previously filed as an eihib the Company’s quarterly report on Form 10H&d with the
Commission on February 20, 2007, and is incorpdrhtzein by reference.

The exhibit was previously filed as an exhib the Company’s quarterly report on Form 8-kedi with the
Commission on May 9, 2007, and is incorporatedihdrg reference.

Digirad Corporation has been granted confidettéggtment with respect to certain portions of #hikibit (indicated
by asterisks), which have been filed separateli thie Commission.

Portions of this exhibit (indicated by asteriskaye been omitted pursuant to a request for cential treatment and
have been separately filed with the Commission.

Indicates management contract or compensatory pla

31



SIGNATURES

Pursuant to the requirements of Section 13 or 1&f(the Securities Exchange Act of 1934, the regigthas duly
caused this report to be signed on its behalf bytidersigned, thereunto duly authorized.

DIGIRAD CORPORATION

Dated: February 12, 2010 By: /s/ TODD P. CLYDE
Name: Todd P. Clyde
Title: President ,Chief Executive Officer and Chief Finarat Officer

Pursuant to the requirements of the Securities &xgé Act of 1934, this report has been signed éydhowing
persons on behalf of the registrant and in the dtipa and on the dates indicated:

Name Title Date

February 12, 2010

/s/ Topp P. Q.YDE President and Chief Executive Officer
Todd P. Clyde (Principal Executive Officgr
/s/  RCHARD B. SLANSKY Executive Vice President and Chief February 12, 2010
Richard B. Slansky Financial Officer

(Principal Financial Office}

February 12, 2010

/sl R. KNG NELSON Director
R. King Nelson (Chairman of the Board of Directoyrs
/s/ GARY F. BURBACH Director February 12, 2010

Gary F. Burbach

/sl LLoYyD H. MALCHOW Director February 12, 2010

Lloyd H. Malchow

February 12, 2010
/s SEVE C.MENDELL

Director
Steve C. Mendell
February 12, 2010
/sl DHNW. SAYWARD Director
John W. Sayward
February 12, 2010
/s/ Kenneth Olson Director

Kenneth Olson
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM
The Board of Directors and Stockholders of Digi€atporation

We have audited the accompanying consolidated balsineets of Digirad Corporation as of Decembef809 and 2008,
and the related statements of operations, stockrslldquity, and cash flows for each of the threary in the period ended
December 31, 2009. Our audits also included thenfifal statement schedule listed in the Indexeah 115(a). These
financial statements and schedule are the resptitysiti the Company’s management. Our respondibi to express an
opinion on these financial statements and schdzhded on our audits.

We conducted our audits in accordance with thedstats of the Public Company Accounting Oversigham8io/United
States). Those standards require that we plan erfidrpy the audit to obtain reasonable assurancetatdtether the financial
statements are free of material misstatement. We n@t engaged to perform an audit of the Compainggsnal control

over financial reporting. Our audits included caesation of internal control over financial repogias a basis for designing
audit procedures that are appropriate in the cistantes, but not for the purpose of expressingparnom on effectiveness
of the Company’s internal control over financigboeting. Accordingly, we express no such opinion.gudit also includes
examining, on a test basis, evidence supportinguheunts and disclosures in the financial statespassessing the
accounting principles used and significant estimatade by management, and evaluating the ovenaliéial statement
presentation. We believe that our audits providessonable basis for our opinion.

In our opinion, the financial statements referedlbove present fairly, in all material respedts,¢onsolidated financial
position of Digirad Corporation at December 31, 2@dd 2008, and the consolidated results of itsatjpes and its cash
flows for each of the three years in the periodeghDecember 31, 2009, in conformity with U.S. gatigaccepted
accounting principles. Also, in our opinion, thedncial statement schedule, when considered itioelt the basic
financial statements taken as a whole, presenty,fai all material respects the information st therein.

/sl Ernst & Young LLP

San Diego, California
February 11, 2010
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Digirad Corporation

Consolidated Balance Sheets
(In thousands, except par value amounts)

As of December 31,

2009 2008
Assets
Current assets:
Cash and cash equivalents ... $ 13,560 $ 13,525
Securities available-for-sale ... 18,250 14,759
Accounts receivable, NEL .........ooiiiiiii e 7,553 9,324
INVENTONIES, NEL ..ttt et e e e s ebaeeee e e ane 6,402 4,978
Property and equipment held for sale .......cccveeecciiiiiiiiiiiieeeeeeeeee - 1,122
Other CUIMENT ASSELS .....uveiiiieiiiiiii it 1,234 1,982
TOtAl CUITENT @SSELS ..uiiiiiiiii ittt mmmmme ettt s et e e et e e s e s et e e e e e nnees 46,999 45,690
Property and equipment, Net .........ooiii e 10,263 13,428
INtANGIDIE SSELS, NET ... e 1,243 1,833
GoodWill .....oeiiiiiii 184 184
Restricted cash - 60
TOLAI ASSELS .uvviiitiieitiiectie e ctee et emeemmr e e et e e et e et e et e e e e te e e ebeeenbeesebeeeateesaeeeteeenbeeanns $ 58689 $ 61,195
Liabilities and stockholders’ equity
Current liabilities:
ACCOUNES PAYADIE .....oveiiiiiiiiieee e $ 1,797 $ 2,197
Accrued compensation 2,344 3,457
Accrued warranty .............ccccevveenee. 332 906
Other accrued liabilities 2,106 2,811
Deferred reVENUE ........ooooiiii e e e e 2,594 2,723
Total current abiliIES ........coooiiiiiii e 9,173 12,094
(D21 = o =To [N = o | R EPRPOTPPPRPRN 127 142
Commitments and contingencies
Stockholders’ equity:
Preferred stock, $0.0001 par value: 10,000 sharemazed at December 31, 2009
and 2008, respectively; no shares issued andamwlisiy at December 31, 2009
AN 2008 ... e e e e e et e e e s aarreeeaeenan - -
Common stock, $0.0001 par value: 80,000 share®antidl at December 31, 2009
and 2008; 18,477 and 18,944 shares issued anguoditsy (net of treasury
shares) at December 31, 2009 and 2008, respectively........cccccceeeeeiiiiiiiiiccnnns 2 2
Treasury stock, at cost; 547 shares at Decemb&08B, and no shares at December
3L, 2008 ... ittt ——————— e e e a e e e e bbb raaeaaanraaraeeeannees (991) -
Additional paid-in CAPITAL ...........uueueeei e 153,867 153,225
Accumulated other comprehensive INCOME (I0SS) . ceueeuiviiiiiiiiiiiiiiiiieeiieeeeis 149 (22)
Accumulated defiCit .........coocoi e ————— (103,638) (104,246)
Total StOCKNOIAErS’ @QUILY .....ceeiiiiiiiiiie e 49,389 48,959
Total liabilities and stockholders’ €qUILY ......cc.ooooiiiiiiiiiiiiiee s $ 58,689 $ 61,195

See accompanying notes.
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Digirad Corporation

Consolidated Statements of Operations
(In thousands, except per share amounts)

Years ended December 31,

2009 2008 2007
Revenues:
DS s $ 52,318 56,204 52,440
PrOAUCT ... e 17,278 24,154 21,507
TOMAl FEVENUES ....c.eeieeee it ee e et e e e e e e ra e e 69,596 80,358 73,947
Cost of revenues:
DS e 38,476 44,697 39,520
ProduCt ... et 10,895 15,590 13,909
Total COSt Of FEVENUES .....c.evveiiiiii e emmmmr e 49,371 60,287 53,429
GrOSS Profit ...oeeeiieieeee e 20,225 20,071 20,518
Operating expenses:
Research and development ..........cccevviemmeeeeciinnneen. 3,360 2,764 3,072
Marketing and sales ...........ocuveeeiiiiimmmeec e 6,977 8,554 7,670
General and administrative .................commsevveeeeen 8,921 11,805 11,920
Amortization and impairment of intangible assets.... 590 798 697
ReStruCtUring 0SS .....cccvvviiiiiiiieie e 319 1,308 -
Goodwill impairment 10SS .........coocveeviieeriec e - 2,466 -
Total operating EXPENSES .......covcvvierrieerrieee e 20,167 27,695 23,359
Income (loss) from operations ...........cccocceeericiiiiiiiiiiiiieeeee, 58 (7,624) (2,841)
Other income (expense):
INtErest INCOME ......coviiiiiiiei e 499 851 1,608
INterest EXPENSE ......covviiiiieiiie e 9) (32) (42)
Other income (EXPENSE) ..........cceeviiiimnceeeiciciee 60 (60) (101)
Total Other INCOME .......c.eviiiiiie it 550 759 1,465
Net INCOME (I0SS) «oeeiieeeeieeiie e $ 608 (6,865) $ (1,376)
Net income (loss) per share:
Basic and diluted ............oovviccccciiii e $ 0.03 (0.36) $ (0.07)
Shares used in per share computations:
Weighted average shares outstanding — basic........ 19,073 18,955 18,845
Weighted average shares outstanding — diluted..... 19,557 18,955 18,845

See accompanying notes.
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Digirad Corporation

Consolidated Statements of Stockholders’ Equity
(In thousands)

Accumulated

Balance at December 31, 2006

Stock-based compensation
Exercise of stock options
Comprehensive loss:

Net loss

Unrealized gain on securities
available-for-sale

Total comprehensive loss

Balance at December 31, 2007

Stock-based compensation
Exercise of stock options
Comprehensive loss:

Net loss

Unrealized loss on securities
available-for-sale

Total comprehensive loss

Balance at December 31, 2008

Stock-based compensation

Exercise of stock options
and settlement of
restricted stock units

Repurchases of common
stock

Comprehensive loss:

Net income

Unrealized gain on securities
available-for-sale

Total comprehensive income

Balance at December 31, 2009

Common stock Treasury Stock Additional other Total
paid-in comprehensive Accumulated stockholders'
Shares Amount Shares Amount capital income (loss) deficit equity

18,795 $ 2 - $ - $ 151,539 $ (91) $  (96,005) $ &5

- - - - 898 - - 898

136 - - - 66 - - 66
R - - - - - (1,376) (1,376)

- - - - - 214 - 214
- - - - - - - (1,162)
18,931 $ 2 - $ - $ 152,503 $ 123 $ (97,381) $ 55,247

- - - - 716 - - 716

13 - - - 6 - - 6

- - - - - - (6,865) (6,865)

- - - - - (145) - (145)
- - - - - - - (7,010)

18,944 $ 2 - - $ 153,225 $ (22) $ (104,246) $ SH

- - - - 606 - - 606

80 - - - 36 - - 36

- - 547 (991) - - - (991)

- - - - - - 608 608

- - - - - 171 - 171

- - - - - - - 779
19,024 $ 2 547 $ (991) $ 153,867 $ 149 $ (103,638) $ 49,389

See accompanying notes.
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Digirad Corporation

Consolidated Statements of Cash Flows
(In thousands)

Years ended December 31,

2009 2008 2007
Operating activities
NEt INCOME (I0SS) .vvvvveeeiiiiiieie et ecme e e e e e e aeas $ 608 $ (6,865) $ (1,376)
Adjustments to reconcile net income (loss) to qaslvided by operating
activities:
[D=T 0] £ Yol = L1 ] o ISP 4,588 5,609 4,438
Amortization and impairment of intangible assets..............ccccuee. 590 798 697
Provision for bad debt ...........cccoviiiimmeee 58 653 636
Stock-based COMPENSALION ..........ooiiiiii e e e e e e e e 606 716 905
Restructuring 10SS ....cooooveeeeiiiiiiiiiiee. B1 1,308 -
(Gain) loss on disposal of assets (26) 90 166
Goodwill IMPAIMMENT ....ooiiiiiiieee et - 2,466 -
Amortization of premium on securities available-gale ................... 454 314 30
Changes in operating assets and liabilities:
ACCOUNLES rECEIVADIE ......uvviiiiiiiiiiiieicee e 1,713 (1,441) (685)
INVENLOTIES ..ottt e e e e e e e e aaaeees (136 477 398
OtNEI @SSELS ..eeiiiiiiiiiieee et 809 (196) (233)
Accounts payable ... (400) 58} 4
Accrued COMPENSALION ......cccuuiiiiiieeee e e ee e e e e e aaaaaaaaaens (1,295) (352) (262)
Deferred reVeNUE .........oooiiiiiiiit e (129) 86a) 134
Other accrued liabilities ...............oo i vmmemeeveiiieeee e (1,524) 57@) (134)
Net cash provided by operating actiVities .. e .ceeeeeeeeiiiiiiiiiieiiiiieeeeee, aes 2,366 4,718
Investing activities
Payments made in connection with a business atiguishet ............ - - (8,804)
Purchases of property and equipment ..........ccccceeeieieeieeiiinieeneaannn. (1,014) 5 (8,561)
Proceeds from sale of property and equipment...........cccccceeeeeeeenn. 1,024 - -
Purchases of securities available-for-sale .. .cccooeeeeeeiiiaieaaan.. (20,360) 6(246) (2,800)
Maturities of securities available-for-sale ............cccccviieiiiinenne 16,586 18,467 20,501
Net cash (used in) provided by investing activities.........cccccccceeeeeeiiiiiinees (3,764) (3,537) 336
Financing activities
Issuances of COMMON StOCK ...........ccciiimmimmeeiieiieiieeee e 36 6 66
Repurchases of common StOCK ...........oovioooreeceeeiiiiiie (991) -
Repayment of obligations under capital leases..............cccccoeeeenn. (52) (232) 86
Net cash used in financing activities ......ccccceceeeeeeii i (1,007) (226) (202)
Net (decrease) increase in cash and cash equisalent.............ccccccceeeeen. 35 (1,397) 4,852
Cash and cash equivalents at beginning of year. .....cccccvviirereirerieneeene... 13,525 14,922 10,070
Cash and cash equivalents at end of YEar ....ccceeociiiiiiiiiciiiiiieccieee 18,560 $ 13,525 $ 14,922
Supplemental information:
Cash paid during the period for iNtErest ....uueeeeeicviiiiiieeeeiiiieeee e $ 9 $ 33 $ 43
Non-cash investing and financing activities:
Purchase of assets under capital IEASES ..o ceeeeernnrreiiiiiiiiiiiiiiiieeeeeeenn . B 113 - $ 113

See accompanying notes.
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Digirad Corporation

Notes to Consolidated Financial Statements

1. Organization and Summary of Significant Accountig Policies
Organization and Business

Digirad Corporation (“Digirad”), a Delaware corptica, is a leading provider of diagnostic imaginggucts and personnel
and equipment leasing services that improve patiarg while driving positive healthcare economigigiirad has two
reportable segments, Digirad Imaging Solutions §Dland Product. The accompanying consolidatechfiizd statements
include the operations of both segments. Intercampacounts and transactions have been eliminatednisolidation. All
of our assets, and the majority of our sales, ssed@ated with operations in the continental Uniates. Through DIS, we
provide in-office leasing services to physiciarféeng certified personnel, required licensurejrmaging system and other
support and supplies for the performance of nudedrultrasound imaging procedures under the sigienvof our
physician customers. DIS physician customers eénterannual lease contracts for imaging serviceeg@ly delivered on a
per-day basis. Our Product segment sells solig-gf@inma cameras and provides camera service antermaice contracts.
No customer accounted for more than 10% of ourmeedor any period presented. We evaluated subs¢gwents through
February 11, 2010, the date on which we issuecttfieancial statements.

Use of Estimates

The preparation of financial statements in conftymiith U.S. generally accepted accounting priresplequires
management to make estimates and assumptiondfiztttae amounts reported in the consolidatedniofe statements and
disclosures made in the accompanying notes todhsatidated financial statements. Our significatineates include the
loss on restructuring, valuation of goodwill, thedwation of long-lived assets, the reserve for dimilaccounts, revenue and
billing adjustments, excess and obsolete inverdgpri@rranty costs, the valuation allowance for defetax assets, and the
assumptions used in estimating the fair valueadksbptions. Actual results could differ from thastimates.

Revenue Recognition

We derive revenue principally from providing in-g# services to support the performance of cardaging
procedures and from selling and servicing solidestiégital gamma cameras. We recognize revenueciordance with Staff
Accounting Bulletin No. 104Revenue RecognitidiSAB 104”), when all of the following four critex are met:

1. A contract or sales arrangement exists;

2. Products have been shipped and title has traiedfer services have been rendered,;
3. The price of the products or services is fixed&terminable; and

4. Collectibility is reasonably assured.

The timing of revenue recognition is based upotofacsuch as passage of title and risk of lossnéeel for installation, and
customer acceptance. These factors are based spebiic terms of each contract or sales arrangeme

DIS revenue is derived from the leasing of persband equipment for in-office nuclear and ultrastimaging
procedures. Revenue related to imaging servicesagnized at the time services are performed alection is reasonably
assured. DIS services are generally billed on adpgrbasis under annual contracts, which specéyntimber of days of
service to be provided, or on a flat rate montmtmAth basis.

Product revenues are generated from the salesmnwhgacameras and follow-on maintenance service actstrWe
generally recognize revenue upon delivery to custsmNe also provide installation and trainingdamera sales in the
United States. Installation and training is geter@erformed shortly after delivery and represemtost, which we accrue at
the time revenue is recognized. Neither serviesgential to the functionality of the product. Mamance services are sold
beyond the term of the warranty, which is generafig year from the date of purchase. Revenue fnesetcontracts is
deferred and recognized ratably over the periati@bbligation and is included in product sales.

Fair-value of Financial Instruments

The carrying value of financial instruments, susttash and cash equivalents, securities availablsale, accounts
receivable, accounts payable and accrued lialsiléfgroximate their fair value because of theirtsteom nature. We do not
hold or issue financial instruments for tradinggmses.

Cash and Cash Equivalents

We consider all investments with a maturity of threonths or less when acquired to be cash equigal€éash
equivalents primarily are funds invested in moneykat funds whose cost equals fair market value.
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Digirad Corporation
Notes to Consolidated Financial Statements—(Contirad)
Securities Available-for-Sale

Securities available-for-sale primarily consislbS. treasury securities and high-grade corporalé securities and
obligations of government sponsored entities. Végsify all securities as available-for-sale, asstile of such securities
may be required prior to maturity to implement ngamaent strategies. These securities are carriedr aglue, with the
unrealized gains and losses reported as a compohetiier comprehensive income (loss) in stockhtddeguity until
realized. Realized gains and losses from the $agailable-for-sale securities, if any, are detieed on a specific
identification basis. A decline in the market vabfeany available-for-sale security below cost ikatetermined to be other
than temporary will result in a revaluation of ¢&rrying amount to fair value. The impairment isigjed to earnings and a
new cost basis for the security is establishedsid impairment charges were recorded for any gemiesented. As of
December 31, 2009, none of our investments hasibemmunrealized loss position for more than 12thse. Premiums and
discounts are amortized or accreted over the fifa@related security as an adjustment to yieldgithe straight-line
method. Interest income is recognized when eamRedlized gains and losses on investments in siesugite included in
other income within the Consolidated StatementSmdrations. Realized gains were $0.1 million i020Net realized
losses were $0.1 million in 2008 and were not nigter 2007. The amortization, accretion and iegtincome are included
in interest income within the Consolidated Statetsi@h Operations. The composition of securitiegilable for sale are as
follows (in thousands):

Maturity in Amortized Unrealized
As of December 31, 2009 Years Cost Gains Losses Fair Value
U.S. treasury securities 2 or less $ ,05a $ 16 $ - $ 4,066
Government sponsored entities 3orless 3,912 6 (5) 3,913
Corporate debt securities 3 orless 10,037 155 (24) 10,168
Municipal debt securities 3orless 102 1 - 103
$ 18,101 $ 178 $ (29 $ 18,250
Maturity in Amortized Unrealized
As of December 31, 2009 Years Cost Gains Losses Fair Value
U.S. treasury securities 2 or less $ ,190 74 $ - $ 7,264
Government sponsored entities 2t03 1,530 - (16) 1,514
Corporate debt securities 3 orless 3,561 3 (83) 3,481
Auction rate securities 1 orless 2,500 - - 2,500
$ 14,781 77 $ (99 $ 14,759

We invest our cash in accordance with guidelineElwrequire our investments in marketable securitiemeet
minimum credit ratings assigned by establisheditordanizations. We also diversify our investmehi®ugh specifying
maximum investments by instrument type and isdti&s.our policy to invest in instruments that havénal maturity of no
longer than three years, with a portfolio weighé@drage maturity of no longer than 18 months.

Reserves for Doubtful Accounts and BilljrAdjustments

We provide reserves for billing adjustments andbdiul accounts. We review reserves on a quartegidiand make
adjustments based on our historical experiencearadeknown collectibility issues and disputes. W aonsider our bad
debt write-off history. Within DIS, we provide eses for adjustments and credit memos that reprédéng errors that
are normally adjusted within the first 90 days ®hgent to the performance of service. A provismmbilling adjustments is
charged against DIS revenues and a provision fobifiol accounts is charged to general and admatise expenses. We
believe our risk of material loss is mitigated asaenly have a small number of customer accountshénge receivable
balances in excess of $100,000.

Inventory

We state inventories at the lower of cost (firstfirst-out) or market (net realizable value) ardiew our inventory
balances for excess and obsolete inventory leves quarterly basis. Costs include material, laba manufacturing
overhead costs. We rely on historical informatiostipport our reserve and utilize management’siegsijudgment with
respect to estimated future demand. We reserv@% i the cost of service inventory quantities xeess of a projected 36
month demand for all periods presented. In threl thiiarter of 2009, we implemented several chatg#®e control and
analysis of our inventory and we were able to abtadre accurate future demand information partityia light of our
product life cycles. In conjunction with physiéaventory valuation projects, we physically segtedeour production and
service inventory and implemented new forecastafnare. As a result of these changes and oueased ability to obtain
and better analyze information, we began reseridii9o of the cost of production inventory quantifiregxcess of a
projected 24 month demand. Historically, we resdr¥00% of the cost of production inventory quégitn excess of a
projected 12 month demand.. The refinement offeserve methodology did not result in the writesfiinventory
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previously reserved and did not impact the compkinabf the financial statements presented. Omegntory is reserved,
we do not adjust the reserve balance until thentorg is sold or disposed.

Valuation of Long-Lived Assets includirfginite Lived Purchased Intangible Assets

Long-lived assets consist of property and equigtraed finite lived intangible assets. We recoropgrty and
equipment at cost, and record other intangibleta$msesed on their fair values at the date of adapris We calculate
depreciation on property and equipment using ttegit-line method over the estimated useful lif¢he assets. We
calculate amortization on other intangible asssiisgieither the accelerated or the straight-linéhoe over the estimated
useful life of the assets, based on the natureheffvwe expect to receive cash inflows generatetidojntangible assets.

Impairment losses on long-lived assets used inatipgis are recorded when indicators of impairmeatpaesent and
the undiscounted cash flows estimated to be gertbtat those assets are less than the assets’mgpatyiount. If such assets
are considered to be impaired, the impairment teebegnized is measured by the amount by whicleding/iing amount of
the assets exceeds the estimated fair value afstbets.

Long-lived assets that are not used in operatiodsaae actively being marketed for sale are clieskds held for sale
and are reflected as current assets on our batdmeee. The values of these assets are reviewettduand do not exceed
the anticipated cash inflows generated from the shthese assets.

Valuation of Goodwiill

On May 1, 2007, we completed the acquisition ofssafitially all of the assets and liabilities ofidican, Inc.
(“Ultrascan”), a provider of ultrasound imaging ®ms and services to physicians’ offices and hakpiT he acquisition of
net assets from Ultrascan resulted in the recordfrggpodwill, which represented the excess betwkempurchase price and
the net assets acquired. We review goodwill fordimpent on an annual basis during the fourth quaatewell as when
events or changes in circumstances indicate tleatdtrying value may not be recoverable. We perfatmo-step
impairment test on goodwill. In the first step, @e@mpare the fair value of the reporting unit wjttodwill to the carrying
value of its long-term assets. If the carrying eatdi the long-term assets exceeds the fair valdleeofeporting unit, then we
must perform the second step of the impairment ¥dstéreby the carrying value of the reporting uingbodwill is compared
to its implied fair value. If the carrying value thie goodwill exceeds the implied fair value, ap&inment loss equal to the
difference would be recorded.

No impairment losses were recorded to Goodwilld02 In 2008, we recorded a $2.5 million impairirless in part
due to a significant decline in our evaluation of goodwill asset. We determined that the impfedvalue of goodwill is
$0.2 million utilizing the discounted cash flow hetl under the income approach as well as the maggbach, down
from $2.7 million in 2007. The impairment losdnsluded in loss from operations on our stateméwiperations for fiscal
2008.

Restructuring

Restructuring costs are included in loss from ojg@ma within the Consolidated Statements of Openti
Restructuring loss for the year ended Decembe2@19 is comprised of one-time termination bendéitsnvoluntarily
terminated employees. Restructuring loss for g ended December 31, 2008 is comprised of lassése abandonment
of property and equipment and assets held for saktime termination benefits for involuntarilyr@nated employees, and
obligations pertaining to abandoned property leat@sses on property and equipment were recordasistent with our
accounting policy related to long-lived assetscdbed above. One-time termination benefits acemded at the time they
are communicated to the affected employees. Lams@soperty lease obligations are recorded whenethse is abandoned.

Shipping and Handling Fees and Costs

We record all shipping and handling billings toustomer as revenue earned for the goods provi8egping and
handling costs are included in cost of revenuestataded $0.1 million, $0.3 million and $0.3 millidor each of the years
ended 2009, 2008 and 2007, respectively.

Share-based Payments

We grant options to purchase our common stock estticted stock units (“RSUs”) to our employees dindctors
under our equity compensation plans. Share-baseg@nsation cost is measured at the grant datel basthe estimated
fair value of the award and is recognized as expensr the requisite service period. The Compaeyiployee stock
options have various restrictions that reduce it value, including vesting provisions and resitvns on transfer and
hedging, among others, and are often exercisedrfaited prior to their contractual maturity.

Compensation CostdResults of operations for each of the years en®88,22008 and 2007 includgock-based
compensation costs of $0.6 million, $0.7 milliondg0.9 million, respectively. There were no gigant modifications to
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our share-based employee payment plans duringetfieds presented that resulted in any incremeptapensation cost.
The following is a summary of stock-based compeosatosts, by income statement classification fousands):

Years ended December 31,

2009 2008 2007
The composition of stock-based compensation islésifs:
COSt Of DIS TEVENUE.......cvvvviiiieieee et eeeee e e e e e e e e aeeees $ 27 $ 56 $ 71
COSt Of PrOAUCE FEVENUE .....covviieiieee s e e eeeeaaaaaeeaeeeesemmmmeneees 56 53 49
Research and development 37 47 78
Marketing and SAIES .........ooiiiiiiiiiie e 93 115 010
General and admiNISratiVe ..............coe e eeiiiiiiieieeee e e e e e e 393 445 607
$ 606 $ 716 $ 905

Valuation We estimate the fair value of the stock optimauals using the Black-Scholes-Merton option-priaingdel
on the date of grant. The fair value of RSUs iseldasn the stock price on the date of grant. Thievédue of equity
instruments that are expected to vest are recagjnigimg the straight-line method over the requsievice period. The fair
value of stock options is derived using the follogiassumptions, some of which are subjective byraaf he following
table summarizes the weighted-average assumptgatsio the valuation of stock options during eaetiqul:

Years ended December 31,

2009 2008 2007
Expected life (IN YEAIS) ....oooiiiiiiiiee et 6.0 6.0 5.8
Weighted average Volatility .............oooiieeeiiieeeee e 65.0% 56.0% 50.0%
FOIRITUNE FALE ..t ettt e et e e e e e e e e e e e e e as 4.0% - 16.0%
RISK-fre@ INtEreSt FAE .....coceeeie e 3.0% 2.8% 4.6%

Expected dividend YIield ............ueeeeeeis o eeeeeeeeeeeee e e e s e ses s rreeee e e e e - - -

The weighted-average expected option term for ehte years ended 2009, 2008, and 2007 refleetagplication
of the simplified method, which defines the lifethe average of the contractual term of the optansthe weighted
average vesting period for all options. We utilizeid approach as our historical share option ésemxperience does not
provide a reasonable basis upon which to estimatxpected term. Expected volatilities are basedistorical volatility of
our stock. We estimated the forfeiture rate basetistorical data for forfeitures and we are redoigg compensation costs
only for those equity awards expected to vest. ridlefree rate for periods within the contractlii@ of the option is based
on the U.S. Treasury yield in effect at the timeyafnt. We have never declared or paid dividemdsteave no plans to do so
in the foreseeable future.

Warranty

We generally provide a 12 month warranty on oumige cameras. We accrue the estimated cost of/étrignty at
the time revenue is recorded and charge warramgrese to product cost of revenues. Warranty resemazestablished
based on historical experience with failure rated i@pair costs and the number of systems coveredhlranty. Warranty
reserves are depleted as gamma cameras are refdiesdosts consist principally of materials, parss, overhead and
transportation. We review warranty reserves quigreerd, if necessary, make adjustments. The aietsvih our warranty

reserve are as follows (in thousands):
Years ended December 31,

2009 2008 2007
Balance at beginning of year ..........ccccoommeeceevvivieeeeeeenees. $ 906 $ 930 $ 788
Charges to cost of revenues 406 1,069 1,747
Applied to liability .......cccccoovereiiee e M8 (1,093) (1,605)
Balance at end of year ........ccccoeeiiiiiiceccce e $ 332 $ 906 $ 930

Research and Development
Research and development costs are expensed adcu
Advertising Costs

Advertising costs are expensed as incurred. Totardising costs for each of the years ended 22098 and 2007
were $0.6 million, $0.8 million and $0.7 milliorespectively.
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Vender Concentration

We currently have one critical vendor relationsfajated to our radiopharmaceutical supplies whegresents
approximately 40% of our liability balance as ofd@mber 31, 2009.

Net Income (Loss) Per Share

Basic earnings (loss) per share ("EPS”) is catedldy dividing net income or loss by the weighéedrage number of
common shares and vested restricted stock unissamating. Diluted EPS is computed by dividing mebime or loss by the
weighted average number of common shares and viessttted stock units outstanding and the weidjlateerage number
of dilutive common stock equivalents, includingcit@ptions and non-vested restricted stock ur@@smmon stock
equivalents are only included in the diluted eagsiper share calculation when their effect is ditut For the years ended
2008 and 2007, there is no difference in basidlaotetl earnings per share since we generated lasein those years.
Potentially dilutive securities totaling 249,00@a349,000 at December 31, 2008 and 2007, respbgtivere excluded
from diluted earnings per share because of théirddaotive effect. On July 9, 2009, we cancelleations to purchase an
aggregate of 1,087,230 shares of our common sémzkjn exchange, granted new options to purchasga@regate of
398,493 shares of our common stock, which did aweha material impact on the Consolidated StatesyrDperations or
net income (loss) per share. The following tabts &mrth the computation of basic and diluted nebime (loss) per share for
the periods indicated (in thousands, except paesiiaounts):

Years ended December 31,

2009 2008 2007

NEet iNCOME (I0SS) ..uvvrieeeeiiiiiiiee et e e $ 608 $ (6,865) $ (1,376)
Shares used to compute basic net income (lossheee................ 19,073 58,9 18,845
Dilutive potential common shares: ...........ccccccciiiieeiiiniiiiiie

StOCK OPLIONS ...ttt e a e 408 - -

Restricted StoCK UNItS .....ooooiiiiiiii e, 76 - -
Shares used to compute diluted net income (los3tge ............ 19,557 18,95 18,845
Basic and diluted net income (loss) per share.................cccuue... $ 0.03 $ (0.36) $ (0.07)

New Accounting Pronouncements

The FASB established teASB Accounting Standards Codification™odification”) as the source of authoritative
U.S. generally accepted accounting principles (“®RArecognized by the FASB to be applied by nongorental entities
in the preparation of financial statements isswedriterim and annual periods ending after Septerhbe2009. The
Codification has changed the manner in which U.SAB guidance is referenced, but did not have arachpn our
consolidated financial position, results of operasi or cash flows.

The FASB issued authoritative guidance on subseaemts in May 2009, which we adopted on a praspgebasis
beginning April 1, 2009. The guidance is intentieéstablish general standards of accounting sselodiure of events that
occur after the balance sheet date but beforediabstatements are issued or are available tsde=d. It requires the
disclosure of the date through which an entity dvzeduated subsequent events and the basis fotinglétat date. The
application did not have an impact on our constdiddinancial position, results of operations oslcélows.

The FASB issued authoritative guidance on businessbinations in December 2007, which is effectimelfusiness
combinations with an acquisition date subsequeBtetcember 31, 2008. The guidance establishesipiescand
requirements for how an acquirer in a business @uaibn recognizes and measures in its financeestents the
identifiable assets acquired, the liabilities assdnand any controlling interest; recognizes andsuees the goodwill
acquired in the business combination or a gain fedmargain purchase; and determines what informatiaisclose to
enable users of the financial statements to ewvali@ nature and financial effects of the busicessbination. Also, under
the guidance, transaction costs will no longerdrgsiered part of the fair value of an acquisit@mgd will be expensed as
incurred.

The FASB issued authoritative guidance on the tappof noncontrolling interests in consolidatedfincial
statements in December 2007, which is effectivdifmal years beginning on or after December 1820Dhe guidance
improves the relevance, comparability and transparef financial information provided to investdrg requiring all
entities to report noncontrolling (minority) intsts in subsidiaries in the same way. The guidalsteaiminates the
diversity that exists in accounting for transacsiddetween an entity and noncontrolling interestsdopiring they be treated
as equity transactions. As of December 31, 20@3di not hold any noncontrolling interests in sdiasies.
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2. Financial Statement Details

The composition of certain balance sheet accosrds follows (in thousandg)ccounts Receivable
December 31,

2009 2008
ACCOUNES TECEIVADL. ...ttt $ 8.843 $ 10,569
Less reserves and allowance for doubtful accC..........ccccoeevvvvieeen.. (1,290 (1,24%)

$ 7,553 $ 9,324

Inventories

December 31,
2009 2008
A 11 T= L (T (= | R $ 3,43 $ 1997
TV LeT g T B o] (0o [ (=SOSR PUPPRPRR 1,91¢ 3,05¢
Finished good............ouuuiiiiiiiii e 1,857 52(
7,19¢ 5,57
Less reserves for excess and obsolete invent..........cccccceeeeeeieeeeeennnn, (797 (59t
$ 6,402 $ 4,978
Property and Equipment
December 31,
2009 2008
Machinery and EQUIDIME ........ueeeeiiieeeieieeeeee et $ 22,44( $ 24,74
Computers and SOftWa .........coeeiiiiiiiiiicec e 2,27( 3,95¢
Leasehold imProVEMEN.........covvii i 76¢ 768
25,47¢ 29,46¢
Less accumulated depreciation and amortize............ccceeeeeeevvieeennn.. (15,211 (16,03¢
$ 10,268 $  13,42¢
Other Accrued Liabilities
December 31,
2009 2008

Radiopharmaceuticals and consure medical supplie................... $ 32! $ 501
Professional fEE.......cciiiiiiii i 33¢ 42(
Facilities and related COS.......oooeeeiiiiiiiiiiieeeeee e 21¢ 40(
Outside services and CONSUILT ......eveieeeeeeiiiieiiiiieeeeeeeee e, 31: 373
TrAVE] EXPENSE ...ovviiiieie ittt aeaa e 16¢ 22¢
Sales and property taxes PaYa........veeeeeeeeeeeieieiiieeeeeeeeeeeeeriienn 27¢ 197
Other accrued liabilitie...............oovviiiiiiiiiee e 47 68¢

$ 2,10¢ $ 2,81:

3. Commitments and Contingencies

Leases We lease our facilities and certain automotigeigment under non-
cancelable operating leases expiring through 2Rént expense (including common
area charges) was $1.3 million, $1.4 million and4$tillion for each of the years ended
2009, 2008 and 2007, respectively. The future mim rental payments due under non-
cancelable operating leases having initial or raeingilease terms in excess of one year
at December 31, 2009 are as follows (in thousands):

Operating Leases

2010 $ 1,275
2011 1,057
2012 944
2013 7%
2014 57
Thereafter 6¢
Total minimum lease payments $ 5,2€

Acquisition. On May 1, 2007, we completed the acquisition osatttially all of the assets and liabilities of idkcan,
Inc. (“Ultrascan”), a provider of ultrasound imagisystems and services to physicians’ offices argpitals. Additional
consideration, payable in cash and common stockpab $3.9 million may be payable to the selleit®odesignees, in the
event that certain financial milestones are aclieeer a four year period commencing on the datbeficquisition. The
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additional consideration will be added to goodvfiind when it is earned, because the nature dintkhacial milestones do
not give rise to the existence of additional infateyassets.

Stock Repurchase Prograrn February 4, 2009, our board of directors autlearia stock buyback program to
repurchase up to an aggregate of $2.0 million ofiggsued and outstanding common shares. The tiemdgextent of the
repurchase depends upon market conditions, apf@itedml requirements, and other factors. Duri@@® we repurchased
547,000 shares of our common stock at a cost of iillion.

Legal Matters.In the normal course of business, we have beenwdhlikely continue to be, subject to litigaticor
administrative proceedings incidental to our bussnsuch as claims related to customer disputgdpgment practices,
wage and hour disputes, product liability, profesai liability, commercial disputes, licensure rigsions or denials, and
warranty or patent infringement. Responding tgdition or administrative proceedings, regardlesstadther they have
merit, can be expensive and disruptive to normalrass operations. As litigation and the admintistegproceedings are
inherently uncertain, we cannot predict the outcomguch matters. While the ultimate outcome ddédition is always
uncertain, we do not believe that it will have aen@l adverse effect on our business or finaneisllts.

4. Intangible Assets

Our intangible assets are comprised of custonl@tigaships, covenants not to compete, and patébtstomer
relationships and covenants not to compete werded as a result of the acquisition of net adseis Ultrascan in May
2007, and have been recorded within the DIS seggiece the date of the acquisition along with #dated amortization
expense. All patents and trademarks, as welleisriated amortization and impairment expenseracorded within the
Product segment. The carrying value of our inthllegassets as of December 31, 2009 and 2008 isrismudf the
following (in thousands):

December 31, 2009

Weighted Average

Estimated Useful Accumulated
Life (years) Gross Amount Amortization Net Book Value
Intangibles subject to amortization....................
Customer relationships ...........ccceeeeeeiveecne 7 $ 2,600 $ 58 $ 1,012
Covenants not to compete..........cceeevvvvieeeeens 5 300 10 140
Patents.......oooiii e 8-15 153 62 91
Total intangible assets:...........ccccvvviieeecmceeeeennn. 7 $ 3,053 $ 181C $ 1,243

December 31, 2008

Weighted Average

Estimated Useful Accumulated
Life (years) Gross Amount Amortization Net Book Value
Intangibles subject to amortization....................
Customer relationships ...........ccceeeeeeiveecne 7 $ 2,600% 1,0 $ 1,517
Covenants not to compete...........ceeevvvvieeeeens 5 300 10C 200
Patents .......oooiiiieee 8-15 165 49 116
Total intangible assets:..........cccovvveeiiceeme e, 7 $ 3,065 $ 1,23. % 1,833

For the year ended December 31, 2009, our impairfosses related to patents were not significavie recorded
impairment losses of $0.1 million and $0.2 milli@ated to patents no longer utilized in curremtigrketed products for
each of the years ended 2008 and 2007, respectimlyairment losses are included in general amdigidtrative expenses
in the Consolidated Statements of Operations.

The aggregate amortization expense related togitiknassets with finite lives was $0.6 million,. $@nillion, and
$0.5 million for each of the years ended 2009, 2@08 2007, respectively. Estimated future amditimeexpense related to
intangible assets with finite lives at DecemberZ1Q9 is as follows:
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In Thousands

427
333
234
165

57

27
1,243

5. Goodwill

Goodwill has been recorded within a reporting wfiibur DIS segment since the acquisition of ne¢&stom
Ultrascan. As a result of our annual impairmest teiring the fourth quarter of 2008, we recordé2% million
impairment loss due to a significant decline in market capitalization , adjusting goodwill to ésrrent carrying value of
$0.2 million. No impairment loss was recorded @®2. In performing our annual impairment test,degermine the implied
fair value of our goodwill utilizing the discountedsh flow method under the income approach asasetie market
approach. Under the income approach, we derivéathgalue based on the present value of estimfatiede cash flows,
which were based on historical data and assumpgiertaining to the market. Under the market-bagmgatoach, we derived
the fair value based on revenue and earnings rastgf comparable publicly-traded peer companies.

6. Restructuring and Assets Held for Sale

Fiscal 2009 Restructuring PlarAs part of an ongoing review of current market dtads and internal operations,
we reduced our workforce by approximately 25 posgiin the third quarter of 2009. We have completer restructuring
plan and incurred $125,000 and $109,000 of severaosts in the Product and DIS imaging segmergperdively, which
were included in the restructuring loss line iteithim the Consolidated Statements of Operatiorthérnthird quarter of
2009. We do not anticipate significant additiooasts to be incurred in connection with the restniieg plan.

Fiscal 2008 Restructuring Plarin response to historical operating losses within@IS business segment, we
initiated a realignment of our imaging businesthim fourth quarter of 2008 which we substantiabtynpleted as of March
31, 2009. The realignment of the DIS segment ohetlithe sale and closure of underperforming DISlbaétions, which
has allowed us to better focus on improving huliguerance of our existing hub locations and, in paenefit from our
Centers of Influence marketing model. These satelsclosures involved the sale or abandonmentagfeety and
equipment and staff reductions at the hub locatioypscted by the restructuring plans, as well agd#duction of certain
management positions. The related restructurimgges are included in the restructuring loss li@emiwithin the
Consolidated Statements of Operations of the DI&jing segment.

Restructuring activity through December 31, 2008ststed of the following (in thousands):

Year ended December 31, 2009

Total costs
Liability as of Cash Liability as of  incurred as of  Expected costs
December 31, Charges/ Payments/ Non-cash December 31, December 31, as of December
Restructuring charges: 2008 Adjustments Adjustments Settlements 2009 2009 31, 2009
Fiscal 2009 Restructuring Plan:
Severance Pay .......cccoceeveeeiveiiennns S - $ 234 $ (231) $ - $ 3 $ 234 $ 234
Fiscal 2008 Restructuring Plan:
Loss on property and equipment ...... - (19) 27 (8) - 978 978
Severance Pay ........ccccveeveeiiiieninenne 203 a7 (170) (80) - 309 309
Lease obligations .........c.cccceceeviinenane 39 57 (78) - 18 115 115
Other ..o 10 - (10) - - 10 10
Total restructuring charges ................. $ 252 $ 31¢ $ (462) $ (88) $ 2. $ 1,64 $ 1,66

Severance costs that require no future performanservice are recorded at the time they are camwated to the
affected employees. Losses on the sale or dispbpabperty and equipment are recorded when thestimable or
incurred. The majority of the losses pertainegrtperty and equipment that were sold or dispo$éd the quarters ended
March 31, 2009 and December 31, 2008. Lossesamedeproperty at the hub locations are recorded Weelease is
abandoned. The lease abandonments occurred duénters ended March 31, 2009 and December 31, 2008
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7. Investments

We measure available-for-sale securities at fdirevan a recurring basis. We measure fair valised@n the price
that would be received in selling an asset or paidansfer a liability in an orderly transactioetiwveen market participants at
the measurement date. In order to increase censisand comparability in fair value measuremehts FASB
Codification establishes a fair value hierarchyt fhréoritizes observable and unobservable inpuésiis measure fair value
into three broad levels. These levels, in orddrigliest priority to lowest priority, are describaelow:

Level 1: Quoted prices (unadjusted) in active ratglthat are accessible at the measurement dadsdets or liabilities.
Level 2: Observable prices that are based on $npatt quoted on active markets, but corroboratecharket data.
Level 3: Unobservable inputs are used when littlao market data is available.

The fair values of our available-for-sale secusitigere determined using the following inputs (iousands):
Fair Value Measurements at December 31, 2009 Using

Quoted Prices in
Active Markets

for Identical Significant Other Significant
Assets Observable Inputs  Unobservable Inputs

Total (Level 1) (Level 2) (Level 3)

Available-for-sale securities: .........cccoeivmmeeeeeen.n.

U.S. treasury SEcCUrities ...........ccecccvvvmmmmnnnne S N6eE $ 4,066 $ — % —
Government sponsored entities D1z — 3,913 —
Corporate debt securities .............ooooiieeeeeens 10,16€ — 10,168 —
Municipal debt securities .. 10z — 103 —
Total available-for-sale securltles ........................ $ 18,250 $ 4,066 $ 14,184 $ —

Our investments in U.S. treasury securities weteaedhbased on publicly available quoted pricesdentical
securities as of December 31, 2009. Our investsriarngovernment sponsored entities, corporate skxhtrities and
municipal debt securities were valued by a thirdyppricing vendor using proprietary valuation mtsdend analytical tools.
The inputs to these models related to similar imants and were both objective and publicly avéglab

8. Stockholders’ Equity

Stock Options and Restricted Stock Units

At December 31, 2009, we have one stock option (ke “2004 Plan”) under which stock options anstnieted
stock units (“RSUs”) may be granted to employeasran-employee members of our Board of Directoesn®s of any
equity instruments granted under the 2004 Plamppeoved by the Board of Directors. Stock optitypscally vest over
two to four years and have a contractual term ofddys. RSUs generally vest over one year and lbeuséttled at the
earlier of the recipients’ termination date or 3énths after grant. Under the 2004 Plan, we arecgized to issue an
aggregate of 2,400,000 shares of common stocknt@iler of shares reserved for issuance under 0¥ Rlan is subject to
increase by any shares under the 1998 Stock Oftimel Issuance Plan (the “1998 Plan”) that arecftefl, expire or are
cancelled up to a maximum of 1,500,000 sharesofAecember 31, 2009, the number of shares reséovéssuance under
the 2004 Plan was 324,000 shares due to forfagtqared and cancelled shares under the 1998 Plan.

Prior to the completion of our initial public offag in June 2004, we were authorized to issue optimder our 1991
Stock Option Program, 1997 Stock Option/Stock IesaaPlan and 1998 Stock Option/Stock Issuance Rtamever, no
additional awards may now be made under such plans.

The following table summarizes option activity untlee stock option plans (in thousands, excepshare amounts):

Weighted Average
average remaining Aggregate
exercise contractual intrinsic
Shares price term (in years) value

Outstanding at December 31, 2008 2,756 $ 3.82
Granted ....c..oooveeeeeeeeeeeeeee e 733 $ 1.12
EXErcised ......ccccoeeveeerieiriecieenn, (66) $ 0.51
Forfeited or expired (1,652) $ 4.48
Outstanding at December 31, 2009 . 1,771 $ 2.21 4.94 $ 1,682.00
Vested or expected to vest at December 31, 2009.............. 1,771 $ 2.21 4.94 $ 1,682.00
Exercisable at December 31, 2009 . 752 $ 3.84 4.38 $ 561.00
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2009 2008 2007
Weighted average cnt-date fair value of options granted................. $ 0.59 $ 091 $ 2.28
Aggregate intrinsic value of OptioNS EXercCi............uuveeeeeeeiiiiiiiiaaannnnnn, $ 98 $ 17 $ 421
Fair value of shares vested ............ccoieerieeiiie e $ 5 $ 1,091 3 1,537

A summary of the status of our nonvested RSUs &eoémber 31, 2009, and changes during the yeadend
December 31, 2009, is presented below (in thousaxdept per share amounts):

Weighted average

Shares grant-date fair value
Nonvested outstanding at December 31, 2008 . ccevverreriiiiiriirereeeieaeeens 30 $ 271
(€] =T 01 1= SRR 150 $ 1.26
Y41 (=T IR UT PP PRPP (127) $ 1.60
Nonvested outstanding at December 31, 2009 53 $ 125
Vested or expected to vest at December 31, 2009 53 $ 125

As of December 31, 2009, $.9 million of total urognized compensation cost related to unvested $izesed
compensation arrangements granted under our vgrlans is expected to be recognized over a weigiwedage period of
2.5 years. Cash received from option exercisethfoyears ended December 31, 2009, 2008, and 289%34,000, $6,000,
and $66,000, respectively. Because of our net tipgrkosses, we did not realize any tax benefitste tax deductions from
share-based payment arrangements during the thege gnded December 31, 2009.

Common Shares Reserved for Issuance
The following table summarizes common shares reskfor future issuance at December 31, 2009 (ingands):

StoCk OPtioNS OUESTANING ......vueeiiiieeeie et e e e e e e e e ee e 1,771
Restricted stock units oUtSTANAING ..........coeiaeiiiiiii e 150
Equity instruments available for future grant ... 1,070

Total common shares reserved for issuance

9. Income Taxes

As of December 31, 2009, we had Federal and staterie tax net operating loss carry forwards of $8aillion and
$40.4 million, respectively. Federal loss carmwiards do not begin expiring until 2011, unlessvjaresly utilized. No
material state loss carry forwards will expire L2014, unless previously utilized. We also havddfal and California
research and other credit carry forwards of appnately $1.8 million and $1.9 million, respectiveMaterial Federal
credits do not begin expiring until 2012, unlessvusly utilized. The California research crediigs’e no expiration.
Pursuant to Internal Revenue Code Sections 383&Bduse of our net operating loss and credit damyards may be
limited because of a cumulative change in ownerghgiater than 50% which may have occurred or wirial occur in the
future. A valuation allowance has been recognipeaffset the deferred tax assets, as realizaticudf assets has not met
the “more likely than not” threshold required un@&C 740, “Accounting for Income Taxes”.

Our net deferred tax assets consisted of the falig\in thousands):

December 31,

2009 2008
Deferred tax assets:

Net operating 10Ss carry forwards...........ccccemevrrriiieeieieieeeeee s $ 31,797 $ 32,830

Research and development and other creditS..........occvvvieeeiniiiieee i, 3,274 3,278

RESEIVES ...ttt ettt e e e e e e e e e e 1,349 1,215

(O 110 1= T O 0T PP PT O PPPPPT 4,645 4,004
Total deferred taX ASSELS. ... ... u i ittt e e e 41,065 41,327
Deferred tax liabilities — deprecCiation ... (950) (862)
Reserve for uncertain tax POSIIONS .........caccecc i (1,403) (1,451)
Valuation allowance for deferred taX asSSetS......c.....cooooiiiiiiiiiiiiieeee e, (38,712) (39,014)
Net deferred taX ASSELS .......u i it e e e $ — $ —
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We have recorded income tax expense of approxign@tl,000 during 2009. Owing to its insignificaneve have
included it as a component of other expense irCinesolidated Statements of Operations. Incomexpense was not
significant in either 2008 or 2007.

Differences between the provision for income taexed income taxes at the statutory federal incomestize are as
follows:
Years ended December 31,

2009 2008 2007
Income tax at statutory federal rate .........cceceeeeiiiiii s 35.0% 35.0% 35.0%
State income taxes, net of federal benefit. ... 13.0 4.0 3.1
Permanent differences, tax credits and other tpge.u........................ 4.9 5.1 (11.2)
FIN 48 and Other r€SEIVES .........uuviiiiiiiiiieeieieiiee e (1.0 0.1 (83.5)
Change in valuation allowances.............ccceeeeeeeeieieeeee i (45.6) (44.3) 56.2
Provision for iNCOME taXeS ........uuviiriiiiiiiieeeieeieee e 6.3 % (0.1) % (0.4) %

On January 1, 2007, we adopted the guidance adogupt uncertainty in income taxes issued by tASB. As a
result this change, the Company recorded a cumaalatiange of $1.2 million which was recorded as@ehse to deferred
tax assets and a corresponding reduction to thetrah allowance.

The following table summarized the activity relatedbur unrecognized tax benefits (in thousands):

December 31,

2009 2008
Balance at beginning Of YEar............... oo e e $ 1,497 $ 1,509
Increases related to prior year taxX POSItIONS oo ..uvvviiiiiiiieiiieeeeee e 69 _
Increases related to current year tax poSitions...........coccouviviiiiiiiiiiiieiieeee e, 6 —
Change in valuation alloWanCes ...........cccoceeeeiiiiiiia e (9) (12)
Balance at end Of YEar...........uuuuiiiii e $ 1,563 $ 1,497

Included in the unrecognized tax benefits of $1lilian at December 31, 2009 was $1.3 million of t@enefits that, if
recognized, would reduce our annual effective &g, rsubject to the valuation allowance. We doempect our
unrecognized tax benefits to change significamdgrahe next 12 months.

We file income tax returns in the U.S. and in vasigtate jurisdictions with varying statutes ofitations. We are no
longer subject to income tax examination by taxkarities for years prior to 2005; however, our opérating loss
carryforward and research credit carryforwardsragiprior to that year are subject to adjustmenir @blicy is to recognize
interest expense and penalties related to incormmédters as a component of income tax expenseeere no accrued
interest and penalties associated with uncertaipaaitions as of December 31, 2009.

10. Employee Retirement Plan

We have two 401(k) retirement plans under whictuditime employees may contribute up to 100%hait annual
salary, within IRS limits. Company contributionsdor retirement plans totaled $0.3 million, $0.2lio and $0.2 million
for each of the years ended 2009, 2008 and 208@ectively.

11. Segments

Our reporting segments have been determined basgamature of the products and/or services adfevecustomers
or the nature of their function in the organizatigve evaluate performance based on the operatiagria (loss) contributed
by each segment. The accounting policies of thertaple segments are the same as those descritiealsammary of
significant accounting policies. The majority afrcapital expenditures arise at our DIS segment.
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Segment data in thousands

Years ended December 31,

2009 2008 2007
Gross profit by segment:
] SRS $ 13,842 $ 11,507 $ 12,920
[ 0T [0 Tox U PRPUSPUPRPR 6,383 8,564 7,598
Consolidated gross profit ........ccccocecveeeeeeeiiiiiiee e $ 20 $ 20,071 $ 20,518
Income (loss) from operations by segment:
] USSR $ 1,290 $ (8,357) $ (562)
[ (0T [0 Tox PP PRPP RPN (1,232) 733 (2,279)
Consolidated income (loss) from operations ..............ccccccuu...... $ 58 $ (7,624) $ (2,841)
Depreciation, amortization:
IS e e $ 4,464 $ 5,433 $ 4,024
[ (0T [0 Tox PP PRPPPRUPPRT 714 890 1,111
Consolidated total ..........ccceeeieiiiiiiceeee e $ 5,178 $ 6,323 $ 5,135

As of December 31,

Identifiable assets by segment: 2009 2008
] SRS $ 18,067 $ 23881
[ 0T [0 Tox R PRPRUSUPRPR 40,622 37,314
Consolidated ASSELS ......ccevvvvreiiiiireiierreemeee e e $ 8,689 $ 61,195
Goodwill by segment:
] SRS $ 184 $ 184
Product - -
Consolidated goodwill ............ccoooiiiiiieecr e, $ 184 $ 184
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12. Quarterly Financial Data (Unaudited)

The following financial information reflects all noal recurring adjustments, which are, in the apinof
management, necessary for a fair statement oethdts of the interim periods. Summarized quartéalta for fiscal 2009
and 2008 are as follows (in thousands, exceptlmresiata):

1st 2nd 3rd 4th
Quarter Quarter Quarter Quarter
Fiscal 2009
REVENUES......c.uviiiiii ettt ettt i ettt e e et e et e s ebeeeebeeenbeennnas $17,710 $18,559 $16,928 $16,399
GrOSS PrOfit...cicuiiiiii ittt eeee ettt ettt $ 5109 $ 5888 $ 4513 $ 4,715
Income (loss) from OpPerations ............c.eecceeeceevveeciieecie e $ (9B5) $ 638 $ (514 $ 29
NEt INCOME (I0SS) ...uvviiiviiiiiii ettt eeeee ettt ebae et $ 44 $ 784 $ (414) $ 194
Net income (loss) per common share—basic and dilute................. $ 000 $ 004 $ (0020 $ o0.01
Fiscal 2008
REVENUES ..ottt ettt 42t e e st e e e sntee e e entaeeensbeeeennenas $18,271  $19,897 $20,203 $21,987
GrOSS Profit..cciviiiic e $ 4413 $ 4555 $ 4,823 $ 6,280
LOSS from OPErations ..........eveieiiiiiiie e ecciee e $(1,699) $(1,414) $ (981) $(3,530)
NELIOSS ...ttt i et e e e e e s e e e e s s eaa e ee s $(1,395)  $(1,156) $ (869) $(3,445)
Net loss per common share—basic and diluted (1)............cc.cc........ $ (0.07) $(0.06) $ (0.05) $ (0.18)
(1) Earnings per share are computed independentlyafidr ef the quarters presented. Therefore, the $uheo

quarterly net earnings per share will not necelgsagual the total for the year.

F-19



BOARD OF DIRECTORS

R. King Nelson
Chairman of the Board

Gerhard F. Burbach
Director

Todd P. Clyde
Director

Lloyd H. Malchow
Director

Steven C. Mendell
Director

Kenneth E. Olson
Director

John W. Sayward
Director

OFFICERS & EXECUTIVES

Todd P. Clyde
President & Chief Executive Officer

Richard B. Slansky
Chief Financial Officer

Virgil J. Lott
Senior Vice President, Operations

Randy L. Weatherhead
Senior Vice President, Sales and
Marketing

Richard L. Conwell
Senior Vice President, Technology

Freire L. Lima
Vice President of Operation Services,
Digirad Imaging Solutions

Martin B. Shirley
Vice President, Sales,
Digirad Imaging Solutions

William M. King
President & Chief Executive Officer,
Digirad Ultrascan Solutions

Matthew G. Molchan
Chief Operating Officer,
Digirad Ultrascan Solutions

SHAREOWNERS INFO

World Headquarters
Digirad Corporation
13950 Stowe Drive
Poway CA 92064-8803
TEL 858 726 1600
FAX 858 726 1700
EMAIL ir@digirad.com
WEB www.digirad.com

Trading Market
Market: NASDAQ
Symbol: DRAD

Transfer Agent
American Stock Transfer
59 Maiden Lane

New York NY 10038
TEL 718 921 8206

FAX 718 921 8336

Independent Auditors
Ernst & Young

4370 La Jolla Village Drive
Suite 500

San Diego CA 92122

TEL 858 535 7200

FAX 858 535 7777

Corporate Counsel

Wilson Sonsini Goodrich & Rosati
12235 El Camino Real Suite 200
San Diego CA 92130

TEL 858 350 2300

FAX 858 350 2399



