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PART I
FINANCIAL INFORMATION

MULTIMEDIA GAMES, INC.
CONDENSED CONSOLIDATED BALANCE SHEETS
AS OF JUNE 30, 2002 AND SEPTEMBER 30, 2001

JUNE 30,
2002
(Unaudited)
ASSETS
CURRENT ASSETS:
Cash and cash equivalents S 19,593,000 S
Accounts receivable
Trade 4,471,000
Game reserve -
Other 494,000
Allowance for doubtful accounts (620,000)
Inventory 1,409,000
Prepaid expenses 2,798,000
Notes receivable 974,000
Deferred taxes 627,000
Total current assets 29,746,000
Restricted cash and long-term investments 1,393,000
Inventory - non-current 5,636,000
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Deferred
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and equipment, net
taxes

Other assets

Goodwill,

net

Total assets $

37,797,000
313,000
549,000
342,000

LIABILITIES AND STOCKHOLDERS' EQUITY

CURRENT LIABILITIES:
Current portion of long-term debt $
Accounts payable and accrued expenses
Federal income tax payable

State
Halls'
Prize

income tax payable
share of surplus
fulfillment fees payable

Total current liabilities

Long-term debt, less current portion
Other long-term liabilities

Total liabilities

Commitments and contingencies (Note 2)
Stockholders' equity:

Preferred stock, Series A, $0.01 par value, 2,000,000 shares
authorized, none and 9,203 shares issued and outstanding,
respectively

Common stock, $0.01 par value, 25,000,000 shares authorized
13,891,758 and 12,983,538 shares issued, and
12,817,413 and 11,909,799 shares outstanding, respectively

Additional paid-in capital

Stockholders' notes receivable

Treasury stock, 1,074,345 and 1,073,739 shares
at cost, respectively

Retained earnings

REVENUES :

Total stockholders' equity

Total liabilities and stockholders' equity S

277,000
12,525,000
2,025,000
765,000
20,000

15,612,000
372,000
1,398,000

139,000
40,434,000

(2,190,000)

(5,847,000)

25,858,000

The accompanying notes are an integral part of the condensed
consolidated financial statements.
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MULTIMEDIA GAMES, INC.
CONDENSED CONSOLIDATED STATEMENTS OF INCOME
FOR THE THREE MONTHS ENDED JUNE, 2002 AND 2001

(Unaudited)

Gaming revenue - Class II S
Gaming revenue - Class III

74,048,000
1,630,000

3
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Player station sale and lease revenue 2,546,000
Other 396,000
Total revenues 78,620,000
Bingo prizes and related costs (395,000)
Allotments to hall operators (52,366,000)
Net revenues 25,859,000

OPERATING COSTS AND EXPENSES:

Cost of electronic player stations sold 1,334,000
Selling, general and administrative expenses 8,809,000
Write off of offering costs 780,000
Amortization and depreciation 3,622,000
Total operating costs and expenses 14,545,000
Operating income 11,314,000

Interest income 76,000
Interest expense (10,000)
Income before income taxes 11,380,000
Income tax expense (4,537,000)
Net income S 6,843,000

Basic earnings per share $ 0.54
Diluted earnings per share $ 0.47

The accompanying notes are an integral part of the condensed
consolidated financial statements.
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MULTIMEDIA GAMES, INC.
CONDENSED CONSOLIDATED STATEMENTS OF INCOME
FOR THE NINE MONTHS ENDED JUNE 30, 2002 AND 2001

2002
(Unaudited)
REVENUES :
Gaming revenue - Class II S 201,672,000
Gaming revenue - Class III 4,419,000
Player station sale and lease revenue 6,324,000
Other 1,049,000
Total revenues 213,464,000
Bingo prizes and related costs (1,127,000)
Allotments to hall operators (142,792,000)
Net revenues 69,545,000

OPERATING COSTS AND EXPENSES:

"N <~ Il <~
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Cost of electronic player stations sold

Selling,

general and administrative expenses

Write off of offering costs
Amortization and depreciation

Total operating costs and expenses

Operating income
Interest income
Interest expense

Income before income taxes
Income tax expense

Net income

Basic earnings per share

Diluted earnings per share

The accompanying notes are an integral part of the condensed

consolidated financial statements.
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MULTIMEDIA GAMES, INC.

CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS

FOR THE NINE MONTHS ENDED JUNE 30,

CASH FLOWS FROM OPERATING ACTIVITIES:

Net income

2002 AND 2001

Adjustments to reconcile net income to cash and cash equivalents
provided by operating activities:
Amortization and depreciation
Options issued to consultants
Provision for bad debts
Loss on disposal of property and equipment
Inventory reserve
Deferred taxes
Tax benefit of stock options exercised
(Increase) decrease in:

Accounts receivable

Inventory

Prepaid expenses

Other assets

Federal and state income tax payable
Other long-term liabilities

Prize fulfillment fees payable

Notes receivable

Accounts payable and accrued expenses

Halls'

share of surplus

NET CASH PROVIDED BY OPERATING ACTIVITIES

4,149,000
23,960,000
780,000
10,433,000

30,223,000
189,000
(38,000)

30,374,000

(11,890, 000)

$ 18,484,000
$ 1.50
$ 1.27
2002
(Unaudited)
$ 18,484,000

10,433,000
54,000
616,000
325,000
1,720,000
4,692,000

(1,387,000)
(4,390,000)
(921,000)
(30,000)
(5,194,000)
(79,000)
(263,000)
4,352,000
846,000

29,258,000
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CASH FLOWS FROM INVESTING ACTIVITIES:
Acquisition of property and equipment and patents (22,939,000)
Proceeds from sale of property and equipment -
Restricted cash and long-term investments
and other long-term liabilities 269,000

NET CASH USED IN INVESTING ACTIVITIES (22,670,000)
CASH FLOWS FROM FINANCING ACTIVITIES:
Proceeds from exercise of stock options, warrants,
and related tax benefit 7,803,000
Proceeds from (repayments on) note payable, net 649,000
Principal payments of debt -
Payment on NGI lawsuit settlement -

Increase in stockholders' notes receivable (294,000)
Preferred stock dividends (4,000)
Purchase of treasury stock (17,000)
NET CASH PROVIDED BY FINANCING ACTIVITIES 8,137,000
Net increase in cash and cash equivalents 14,725,000
Cash and cash equivalents, beginning of period 4,868,000
Cash and cash equivalents, end of period S 19,593,000

SUPPLEMENTAL CASH FLOW DATA:
Interest paid $ 38,000

Federal income tax paid S 5,359,000

NON-CASH TRANSACTIONS:
Transfer of inventory to property and equipment $ 3,750,000

Offset a note receivable against related deferred revenue $ -

The accompanying notes are an integral part of the condensed
consolidated financial statements.
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MULTIMEDIA GAMES, INC.
NOTES TO UNAUDITED CONSOLIDATED FINANCIAL STATEMENTS

1. SIGNIFICANT ACCOUNTING POLICIES

The accompanying financial statements should be read in conjunction with the
Company's consolidated financial statements and footnotes contained within the
Company's Annual Report on Form 10-K for the year ended September 30, 2001.

The financial statements included herein as of June 30, 2002, and for each of
the three and nine months ended June 30, 2002 and 2001 have been prepared by the
Company without an audit, pursuant to accounting principles generally accepted
in the United States of America, and the rules and regulations of the Securities
and Exchange Commission. They do not include all of the information and
footnotes required by accounting principles generally accepted in the United
States of America for complete financial statements. The information presented
reflects all adjustments consisting solely of normal recurring adjustments which

"N <~ Il <~ I <
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are, in the opinion of management, considered necessary to present fairly the
financial position, results of operations, and cash flows for the periods.
Operating results for the three and nine months ended June 30, 2002 are not
necessarily indicative of the results which will be realized for the year ending
September 30, 2002.

Revenue Recognition. The Company derives its Class II gaming revenues primarily
from participation arrangements with its customers. Under these arrangements,
the Company retains ownership of player stations installed at customers' bingo
halls and receives revenue based on a percentage of the hold per day generated
by each player station. The hold per day is reported by the Company as gaming
revenue and represents the total amount wagered by end users on its player
stations less the total amount of prizes paid to end users. Payments made to the
halls for their share of the hold per day are recorded in the Company's results
of operations as "Allotments to Hall Operators" and are deducted from the
Company's total revenues to arrive at its net revenues. A comparatively small
and declining share of the Company's Class II gaming revenue is from the sale of
Class II player stations under lease-purchase arrangements. Under lease-purchase
arrangements, the Company receives a series of lease payments based on a
percentage of a customer's revenue generated from the leased player station. At
the end of the lease period, the Company transfers ownership of the player
station to the customer.

The majority of the Company's Class III video lottery systems are sold for an
up-front purchase price. In addition, the Company also receives back-office fees
based on a share of the hold per day. Back-office fees cover service and
maintenance of the back-office server installed in each hall to run the
Company's Class III games and the related player tracking systems. For those
video lottery systems sold to customers, the back-office fees are considerably
smaller than the revenue share received from Class II player stations being
rented under participation agreements, and generally only cover the Company's
operating costs. Accordingly, the Company derives revenues from Class III gaming
to a greater extent from the sale of player stations as compared to the Class II
market. The Company also enters into either participation or lease-purchase
arrangements for its Class III systems that are similar to those for its Class
IT systems.

Inventory. The Company's current inventory consists primarily of completed
player station units and computer equipment components for Class III electronic
player stations expected to be sold within the next year. Non-current inventory
comprises both completed Class II player stations, and new and refurbished
computer equipment components for Class II player stations the Company expects
to lease to hall operators under operating leases. Accordingly, the Company
transfers these leased units from inventory to property and equipment upon
consummation of the leases. Inventory is carried at the lower of cost (first-in,
first-out) or market. The Company annually evaluates its inventory's
obsolescence and update the reserve as necessary.

Property and Equipment. Property and equipment are stated at cost. The cost of
property and equipment is depreciated over their estimated useful lives
generally using the straight-line method. Equipment under leases which could
convey ownership to the lessee at the end of the lease term is depreciated over
the shorter of the lease term or three years. Substantially all of the Company's
property and equipment is depreciated over two to five years. Sales and
retirements of depreciable property and equipment are recorded by removing the
related cost and accumulated depreciation from the accounts. Gains or losses on
sales and retirements of property are reflected in operations.

The Company's agreements with the tribes provide that ownership of any MegaBingo
satellite dishes and monitoring equipment purchased by the Company and placed at
the hall locations revert to the ownership of the tribe at the end of the
agreement. Accordingly, such equipment is depreciated over the shorter of the
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agreement or three years. This provision does not apply to

electronic player stations and related equipment, except for electronic player
stations purchased by the tribe.

MULTIMEDIA GAMES, INC.

NOTES TO UNAUDITED CONSOLIDATED FINANCIAL STATEMENTS - (CONTINUED)

Internally developed gaming software is stated at cost, and its cost is

depreciated

over its estimated useful life, generally using the straight-line

method. Substantially all of the Company's internally developed software is

depreciated
capitalized
software is
expensed as
expensed as

over 18 months to five years. Game software development costs are
while the project is under development and are depreciated once the
placed into service. Any subsequent software maintenance costs are
incurred. Software development projects which are discontinued are
such determination is made.

Management reviews its property and equipment for impairment whenever events or
changes in circumstances indicate that the carrying amount of an asset may not
be recoverable. Recoverability of assets to be held and used is measured by a
comparison of the carrying amount of an asset to future net cash flows expected
to be generated by the asset. If such assets are considered to be impaired, the
impairment is measured by the amount by which the carrying amount of the assets
exceeds their fair value, considering the discounted future net cash flows.
Assets to be disposed of are reported at the lower of the carrying amount or the
fair value less costs of disposal.

Reclassifications. Certain reclassifications were made to the prior period
financial statements to conform to the current period financial statement
presentation. These reclassifications did not have a significant impact on
previously reported financial position or results of operations.

Accounting Estimates.

accounting principles generally accepted in the United States of America
requires management to make estimates and assumptions that affect the reported
amounts of assets and liabilities, disclosure of contingent assets and

liabilities

at the date of the financial statements, and the reported amounts o

revenues and expenses during the reporting period. Examples include provisions
for bad debts and inventory obsolescence, asset lives of equipment, deferred tax

assets, and

the provision for and disclosure of litigation and loss

contingencies. Actual results may differ materially from these estimates in the

near term.

Stock Split.

On January 24, 2002, the Board of Directors authorized a

three-for-two split of the Company's common stock, paid in the form of a stock

dividend on

February 11, 2002. All references in the accompanying financial

statements to the number of common shares and per-share amounts have been

restated to

reflect the stock split.

Income Per Common Share. Income per common share is computed in accordance with
Statement of Financial Accounting Standards No. 128 (FAS 128). Presented below
is the computation of basic and diluted earnings per share also presented in the
accompanying statements of income.

THREE MONTHS ENDED

2002

The preparation of financial statements in conformity with

f

JUNE 30,

2001



Edgar Filing: MULTIMEDIA GAMES INC - Form 10-Q

Income available to common shareholders - basic S 6,843,000 S 1,9
Income available to common shareholders - diluted S 6,843,000 S 1,9
Weighted average common shares outstanding 12,669,643 8,4
Effect of dilutive securities:

Options 1,787,471 1,6

Warrants 143,262 1,5

Convertible preferred stock - 6
Weighted average common and potential shares outstanding 14,600,376 12,3
Basic earnings per share $ 0.54 s
Diluted earnings per share $ 0.47 $

_8_

MULTIMEDIA GAMES, INC.

NOTES TO UNAUDITED CONSOLIDATED FINANCIAL STATEMENTS - (CONTINUED)
NINE MONTHS ENDED
JUNE 30,
2002 2001

Income available to common shareholders - basic S 18,480,000 S 3,1
Income available to common shareholders - diluted S 18,484,000 S 3,2
Weighted average common shares outstanding 12,348,204 8,2
Effect of dilutive securities:

Options 2,010,097 1,0

Warrants 215,354 5

Convertible preferred stock 15,427 6
Weighted average common and potential shares outstanding 14,589,082 10,5
Basic earnings per share $ 1.50 s
Diluted earnings per share $ 1.27 $

Stock-Based Compensation. The Company applies Accounting Principles Board
Opinion, or APB, No. 25 in accounting for its stock option plans, rather than
the alternative fair value accounting provided under SFAS No. 123, "Accounting
for Stock-Based Compensation." Under APB 25, no compensation expense is
recognized for grants of options to common law employees and directors at an
exercise price equal to or greater than the market price of the stock on the
date of grant. Accordingly, based on the Company's grants in 2001 and 2000, no
compensation expense has been recognized.

2. COMMITMENTS AND CONTINGENCIES
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Indian Gaming. Virtually all of the Company's business relates to gaming
activities on Native American lands. These activities are subject to the Johnson
Act and to the Indian Gaming Regulatory Act (IGRA) which created the National
Indian Gaming Commission (NIGC). IGRA identifies three classes of gaming, which
are each subject to varying degrees of regulation by federal, state and tribal
gaming authorities. Most of the Company's revenues are derived from Class II
gaming, which includes bingo and games similar to bingo, and which under IGRA
are regulated by the NIGC and Native American gaming authorities, and are not
regulated by states. All other common gambling games, including slot machines,
most table games and video lottery terminals, are Class III gaming and may be
played only pursuant to a compact between a Native American tribe and the state
in which that tribe is located. The Johnson Act defines "illegal games" and

"illegal equipment," which include any "machine or mechanical device" designed
"primarily" for gambling that, when operated, delivers money to a player "as the
result of the application of an element of chance." In recently adopted

regulations, however, the NIGC has determined that electronic or
electromechanical devices that serve to broaden player participation in the game
of bingo and games similar to bingo by allowing multiple players to play with or
against one another rather than with or against a machine are not Johnson Act
devices.

IGRA requires all Native American tribes to adopt ordinances regulating gaming
conducted on their lands. These ordinances often include establishing gaming
commissions that make their own judgments about whether an activity is Class II
or Class III gaming. While IGRA is intended to preempt state regulation of Class
IT gaming, individual states are becoming increasingly proactive in attempting
to regulate Native American gaming conducted within their borders. This includes
states' making their own assessment of whether an activity is Class II or Class
IIT gaming, attempting to influence Class II gaming, and including Class II
gaming devices in the total when considering limits on the number of Class III
devices allowed. This will likely lead to litigation and other conflicts between
tribes and states.

Some fundamental issues relating to the scope and intent of IGRA, the
jurisdiction and authority of the NIGC, other federal agencies, state
authorities and Native American governments, and the regulation of gaming on
Native American lands remain unresolved and ambiguous. As a result, the legality
of the Company's activities can be subject to regulatory challenges, litigation,
and enforcement actions by multiple regulatory bodies. Any such action could
materially and adversely affect the Company's ability to install and operate its
player stations and games, could be costly to defend and could divert
management's time and attention away from operations.

While the Company treats all regulatory issues with importance, there are two
regulatory issues that are viewed as most critical and to which the Company
devotes the greatest amount of human and financial resources. One is the "game
classification" issue, i.e., whether a gaming activity is Class II gaming and
therefore subject only to self regulation by tribal gaming authorities and to
the rules and regulations under IGRA, or whether it is Class III gaming, which
can be legally conducted only pursuant to a compact between the tribe and the
state in which the tribe is located. The second is whether the player stations
used in the play of the Company's games are "technological aids" to the play of
Class II gaming, and therefore legal under IGRA, or whether the player stations
are illegal Johnson Act devices or illegal electronic facsimiles of Johnson Act
devices.

MULTIMEDIA GAMES, INC.

10
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NOTES TO UNAUDITED CONSOLIDATED FINANCIAL STATEMENTS - (CONTINUED)

In January 2001, the Company introduced a new Class II game called MegaNanza.
MegaNanza generated approximately $47.5 million, or 36%, of total revenues for
the Company's fiscal year ended September 30, 2001, and approximately $158.8
million, or 74%, of total revenues for the nine months ended June 30, 2002. On
April 15, 2002, the Company received an advisory opinion from the Deputy General
Counsel of the NIGC stating that MegaNanza and its related family of games were
Class III games as defined by IGRA. The advisory opinion relied heavily upon two
factors in reaching its conclusion. First, that the ball draw for each MegaNanza
bingo game occurred prior to, rather than after, the sale of bingo cards to
players and, second, upon proposed rules published by the NIGC on March 22, 2002
that would have changed the definitions of legally permissible technological
aids and illegal electronic facsimiles used in the play of Class II gaming in a
manner adverse to the Company's method of operating its games.

On April 18, 2002, the Company filed a lawsuit in the United States District
Court for the Northern District of Oklahoma against the NIGC seeking a judicial
declaration that the MegaNanza family of games are Class II games. These games
operate in what is called "nonstandard sequence," meaning that the ball draw
occurs before bingo cards are sold to players. On June 14, 2002, the NIGC,
represented by and acting through the Department of Justice (DOJ) filed a motion
to dismiss the case, claiming the Court lacked jurisdiction on various
procedural grounds. On July 11, 2002, the Company responded to the DOJ's motion
to dismiss. The Court has yet to rule on the DOJ's motion.

On June 17, 2002, the NIGC adopted final rules on the definitions of legally
permissible technological aids and illegal electronic facsimiles used in the
play of Class II gaming. This action was based on a two-to-one vote of the
Commission, with the NIGC Chairman in the minority. These new rules differed
significantly from the rules initially proposed by the NIGC on March 22, 2002,
which had been major concepts relied upon by the Deputy General Counsel of the
NIGC in her April 15, 2002 advisory opinion finding MegaNanza to be Class III
gaming. The final rules are believed by the Company to support its current
method of game operation, including the MegaNanza family of games. Nevertheless,
under the rules of IGRA that grant the Chairman exclusive authority to bring
enforcement actions against tribes believed by the Chairman to be conducting
illegal gaming, on June 17, 2002, the NIGC Chairman issued a Notice of Violation
(NOV) to the Company's largest customer, threatening the tribe with significant
fines and penalties unless it immediately ceased the play of MegaNanza.

In view of the threat raised by the NOV, the Company's largest customer
immediately ceased play of MegaNanza and, together with two of the Company's
other major tribal customers, sought to join in the Company's pending action
against the NIGC. Along with the Company, the tribes further sought an
injunction against the NIGC from pursuing the existing NOV or taking any other
enforcement actions against these tribes or any other Native American customers
of the Company. On June 24, 2002, the Court granted the relief requested by the
Company and enjoined the NIGC "from issuing or further pursuing any notices of
violation, penalties, or closure orders with respect to the MegaNanza family of
games." The injunction will remain in effect until further order of the Court.

The Company cannot predict what the outcome of the pending litigation against
the NIGC will be, including whether the Court will grant the NIGC's pending
motion to dismiss for lack of jurisdiction. A successful challenge to the Class
IT status of the MegaNanza game could materially and adversely affect the
Company's business. Even if the Company is successful on the merits, litigation
is time-consuming, very costly and distracts management's attention away from
operations.

There is no assurance that new laws and regulations relating to the Company's
business will not be enacted or that existing laws and regulations will not be

11
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amended or reinterpreted in a manner adverse to the Company's business. Any
regulatory change could materially and adversely affect the installation and use
of existing and additional player stations, games and systems, and the Company's
ability to generate revenues from some or all of its Class II games. Regulatory
uncertainty also increases the Company's cost of doing business. The Company
dedicates significant time and incurs significant expense for new game
development without any assurance that the NIGC or other federal, state and
local agencies or Native American governments will agree that new or enhanced
games meet applicable regulatory requirements. The Company also devotes
significant time and expense to dealing with federal, state and tribal agencies
having jurisdiction over Native American gaming, and in complying with the
various regulatory regimes that govern its business.

Other Litigation. On June 11, 2002, the Company was named a defendant in a
complaint filed in the Los Angeles County Superior Court alleging breach of
contract by the Company. The complaint alleges that in July 1995, the plaintiff
acquired the perpetual right to purchase at any time in the future 28,125 shares
of MGAM common stock at $2.64 per share. The warrant certificate issued to the
plaintiff at the time of purchase expressly stated that the plaintiff's

-10-

MULTIMEDIA GAMES, INC.
NOTES TO UNAUDITED CONSOLIDATED FINANCIAL STATEMENTS - (CONTINUED)

right to purchase common stock expired on July 31, 1998. On that date, the
market price of the Company's common stock was less than $2.64 per share and the
plaintiff's warrant was not exercised. Plaintiff alleges that representations
made to plaintiff at the time of purchase caused him to believe that there was
no expiration date to the warrants, and seeks damages in an amount equal to the
profit plaintiff could have realized by exercising the warrants and selling the
common stock at the highest sale price during the period from February 16, 2002
(the date plaintiff first demanded that the Company honor the plaintiff's
request to exercise the warrants) and the date the case comes to trial. In July
2002, the Company answered the complaint and denied any liability. The case is
in a very preliminary stage and no discovery has been taken. The Company intends
to vigorously defend the case and expects the cost of its defense to be
expensive. The Company cannot predict what the outcome of the case will be.

On June 22, 2002, the Company was named a defendant in a complaint filed by the
Oneida Indian Nation in the United States District Court for the Western
District of Washington alleging patent infringement by the Company. The
plaintiff alleges infringement of two patents, both entitled "Cashless
Computerized Video Game System and Method," and seeks damages in an unspecified
amount and an injunction against the Company for any future infringement. The
Company intends to vigorously defend the case and expects the cost of its
defense to be expensive. The Company cannot predict what the outcome of the case
will be.

Lease Commitment. On July 15, 2002, the Company entered into a 5-year lease
agreement for its new corporate offices in Austin, Texas. Under this operating

lease, annual payments will range from $500,000 to $620,000.

11—

ITEM 2. MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND
RESULTS OF OPERATIONS
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OVERVIEW

We are the leading supplier of online systems and linked, interactive electronic
games and player stations to the rapidly growing Native American gaming market.
We design and develop networks, software and content that provide our customers
with a comprehensive gaming system. Historically, we have focused our efforts on
Class II gaming systems and Class III video lottery systems used primarily by
Native American tribes.

We derive our Class II gaming revenues primarily from participation arrangements
with our customers. Under these arrangements, we retain ownership of player
stations installed at our customers' bingo halls and receive revenue based on a
percentage of the hold per day generated by each player station. The hold per
day 1s reported by us as gaming revenue and represents the total amount wagered
by end users on a given player station less the total amount of prizes paid to
end users. Payments made to the halls for their share of the hold per day are
recorded in our results of operations as "Allotments to Hall Operators," and are
deducted from our total revenues to arrive at our net revenues. A comparatively
small and declining share of our Class II gaming revenue is from the sale of
Class II player stations under lease-purchase arrangements. Under these
arrangements, we receive a series of lease payments based on a percentage of a
customer's revenue generated from the leased player station. At the end of the
lease period, we transfer ownership of the player station to the customer. Due
to the pace at which we introduce new technology into our games and systems, we
believe our Class II customers generally prefer to rent our player stations
under participation arrangements rather than to incur capital costs that may be
lost to obsolescence. Our reporting of revenues from our television bingo game
show, MegaBingo, which accounts for the balance of our Class II gaming revenues,
differs from this model. We record revenues from MegaBingo prior to the payment
of prizes to end users and prior to an allotment to the hall operator of its
share of MegaBingo revenues.

Our recent revenue growth has been driven primarily by our technological
innovations and the increase in the installed base of our player stations. Our
gaming platforms enable us to regularly launch new games that we believe provide
end users with greater levels of entertainment. We believe that this leads to a
greater number of end users and to increased end-user spending rates. Our
New-Generation gaming platform operates at considerably faster speeds than our
Legacy platform, generally resulting in end users playing a greater number of
games on our New-Generation platform than they otherwise could have on our
Legacy gaming platform in the same amount of time. As a result of the faster
speed of play and higher payout ratios, we believe that end users derive a
higher level of satisfaction from playing our New-Generation platform games. We
believe that this enhanced satisfaction results in end users playing games for
longer periods of time than they would have played on our Legacy platform,
resulting in a higher hold per day on our New-Generation platform player
stations.

Since our inception, we have produced MegaBingo, a live paper bingo game
featuring a live bingo ball draw that we televise to multiple bingo halls
throughout the United States. MegaBingo enables players in participating halls
to compete with players in other halls in a single live bingo game to win a
large jackpot prize. During the nine months ended June 30, 2002, MegaBingo
revenues were $962,000, and represent a declining percentage of our revenues. In
May 1996, we introduced our Class II MegaMania game, the first in a series of
high-speed, interactive bingo games based on our Legacy platform and played on
player stations linked with one another via a nationwide, online
telecommunications network. In January 2001, we introduced our Class II
MegaNanza game, based on our New-Generation platform, which plays faster than
our Legacy games and has generated increased revenues for us and our customers.
In June, 2002, we introduced Reel Time Bingo, a New-Generation-based high-speed
standard sequence bingo game, in which the cards are purchased before the balls
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are drawn. In June 1999, we first installed Class III video lottery systems in
the state of Washington, which currently is one of the states where Class III
video lottery systems are permitted by Native American-state compact.

The majority of our Class III video lottery systems are sold for an up-front
purchase price. In addition, we also receive back-office fees based on a share
of the hold per day. Back-office fees cover our service and maintenance of the
back-office server installed in each hall to run our Class III games and the
related player tracking systems. For those video lottery systems sold to our
customers, the back-office fees are considerably smaller than the revenue share
we receive from Class II player stations being rented under participation
agreements, and generally only cover our operating costs. Accordingly, we derive
our revenues from Class III gaming to a greater extent from the sale of player
stations as compared to the Class II market. We also enter into either
participation or lease-purchase arrangements for our Class III video lottery
systems that are similar to those for our Class II systems.

—-12-

Our sales of Class III video lottery systems peaked in 2000, as initial sales
were made pursuant to newly adopted Native American-state compacts with the
State of Washington which limited the number of installed Class III video
lottery systems permitted on Native American land. We anticipate that the sale
of Class III video lottery systems will increase in 2002, as the compact limit
on the number of Class III video lottery systems has increased and new Native
American gaming facilities are under construction.

We have license agreements with WMS Gaming Inc. and Bally Gaming Inc. to use
certain trademarks, logos and graphics in connection with our Class III games.
We, in turn, resell these licenses to our customers in connection with the
installation of our Class III video lottery terminals using these licenses.
Revenues from these license fees are included in other revenues in our results
of operations. We also have a similar license agreement for the Class II market
with Bally Gaming Inc. We do not resell Class II licenses, as we only install
our Class II games and player stations with our customers on a participation
arrangement basis.

In addition to bingo prizes and related costs and allotments to hall operators,
our next largest expense directly related to our Class II and Class III gaming
revenue 1s amortization and depreciation. We own approximately 83% of our Class
IT player stations and we generally depreciate the cost of these player stations
over three years. With certain Class III customers, we sell player stations
under lease purchase agreements, and depreciate these player stations over the
term of the lease, which is generally one to three years. We also capitalize
certain costs related to the design and development of our gaming products and
systems. We generally amortize internally developed games over an eighteen month
period, and gaming platforms over a three-year period. During the nine months
ended June 30, 2002, we capitalized $720,000 of internal software costs. Our
cost of player stations sold is the smallest component of our expenses as a
percentage of our total revenues, and is commensurate with the contribution made
by player station sales to our total revenues.

RECENT DEVELOPMENTS

On March 22, 2002, the NIGC proposed rules that, if adopted, could have resulted
in a finding that MegaNanza was a Class III game. Based in part on these
proposed rules, the Deputy General Counsel of the NIGC issued an advisory
opinion on April 15, 2002 with a finding that MegaNanza was a Class III game. On
June 17, 2002, the NIGC adopted final rules on the definitions of legally
permissible technological aids and illegal electronic facsimiles used in the

14



Edgar Filing: MULTIMEDIA GAMES INC - Form 10-Q

play of Class II gaming. We believe that MegaNanza is a Class II game,
particularly in light of the final rules, and we do not believe MegaNanza is
being played in any casino under the jurisdiction of a tribal gaming
commissioner currently maintaining a determination that MegaNanza is a Class III
game. However, on June 17, 2002, the NIGC issued a notice of violation to our
largest customer based on its use of MegaNanza, threatening the tribe with fines
and penalties unless it immediately ceased play of the game.

These actions by the NIGC have adversely affected our operating results. Despite
a preliminary injunction issued on June 24, 2002 by the court in our litigation
with the NIGC, our largest customer nevertheless asked us to replace our
MegaNanza games with Reel Time Bingo, our second game introduced on our New
Generation platform. Ultimately, our customer removed 450 of our MegaNanza
player stations; of these, approximately 100 stations were already scheduled for
removal as part of our ongoing program of changing the mix of player stations
and games at customer facilities in order to attain an optimum overall return.
However, the remaining player stations were located in a major metropolitan
area, and were among the machines generating our highest hold per day.

To date, we have realized a lower hold per player station on our Reel Time Bingo
games than we have historically realized with MegaNanza. We believe this is a
result of technical and operational challenges we face as we introduce new
machines. In particular, we believe that our holds on Reel Time Bingo will
improve as players gain familiarity with the game, more player stations are
added to the network, and we make minor technical improvements based upon our
experience operating the game. Nevertheless, during the quarter ended June 30,
2002, we experienced a loss of revenue resulting from the difference between the
holds experienced with Reel Time Bingo and holds we would have realized had we
been able to continue operating our MegaNanza games with our largest customer,
and resulting from start-up operational and technical difficulties we
experienced as we switched from one game to the other. We also experienced
increased costs associated with increasing the presence of our customer service
personnel at our customers' gaming facilities during the transition, and with
changing game-specific glass and other player station graphics.

-13-

RESULTS OF OPERATIONS
NUMBER OF INSTALLED PLAYER STATIONS

The following table outlines our installed player station base as of June 30:

2002 2001
INSTALLED END OF PERIOD:
Class II
New—-Generation Platform 4,603 1,164
Legacy Platform 2,472 3,259
Total Class II 7,075 4,423
Class III 2,093 1,381

THREE MONTHS ENDED JUNE 30, 2002 AND 2001
Total revenues increased 122% to $78.6 million in the three months ended June

30, 2002, from $35.4 million in the same period of 2001. This increase primarily
resulted from more MegaNanza electronic player stations being in place during
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the second quarter of fiscal 2002 compared to the same quarter of fiscal 2001.
For the three months ended June 30, 2002, New-Generation games generated
revenues of $60.4 million, based on an average of 4,197 electronic player
stations in daily operation during the period. For the three months ended June
30, 2002, we had an average of 2,531 Class II Legacy player stations in daily
operation, a 25% decrease from 3,364 in the same period of 2001. This decrease
was primarily the result of the replacement of many of our Legacy player
stations with our more profitable New-Generation player stations. Total revenues
from Class III games increased 19% to $1.6 million for the three months ended
June 30, 2002, from $1.4 million fo