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Consolidated

Statements of Operations and Def

ici

Years ended December 31, 2003, 2002 and 2001

(Expressed in United States dollars)

2003 2002 2001

REVENUE ‘ o
Royalties o $ 739,202 $ 2,663,550 § 1,384,431
License fees ; 40,194 147,167 40,683
Product sales 1,263,692 1,413,594 1,600,880
2,043,088 4,224,311 3,025,994
Cost of product sales 419,837 271,530 91,438
1,623,251 3,952,781 2,934,556
EXPENSES ‘ - ‘
Marketing 1,301,890 895,820 1,074,139
Operations 174,558 235,201 275,077
Product research and development 834,333 643,524 951,017
Administration 583,763 506,028 597,685
2,894,544 2,280,573 2,897,918
Operating (loss) income (1,271,293) 1,672,208 36,638
Depreciation and amortization (308,717) (382,662) T (831,193)
Impairment of assets , (108,154) Goo.ooov ; —
Impairment of goodwill AMLumm@v . = —
Funding of past service pension costs ) — (55,189) —
Write-down of investments ] i — . — (8,300)
Interest and other income ﬁ.._.,mb 29,833 73,568
Gain on sale of capital assets ) 2,204 740 . 6,492
Gain on sale of investments - — 24,327
Other 123,754 (35,978) (34,442)
(2,434,338) (543,256) (769,548)
Net (loss) income for the year (3,705,631) 1,128,952 (732,910)
Deficit, beginning of year {38,069,991) (39,198,943) (38,466,033) .
Deficit, end of year $ (41,775,622) $ (38,069,991) $ (39,198,943)
Income (loss) per common share, basic $ (0.52) § 016 § (0.10) ,
Income (loss) per common share, diluted $ (0.52) % 015 §$ (0.10)

See accompanying notes to consolidated financial statements.
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NOTES

| Statements

inancia

to Consolidated F

"

Years ended December 31, 2003, 2002 and 2001

(Expressed in United States dollars)

Significant accounting policies:

The accompanying consolidated financial statements are prepared in accordance with accounting principles generally
accepted in Canada which, in the case of QSound Labs, Inc. {the “Company”), conform in all material respects with those in
the United States, except as outlined in note 15. All amounts are expressed in United States dollars.

Use of estimates:

The preparation of financial statements in conformity with generally accepted accounting principles requires management
to make estimates and assumptions that affect the reported amounts of assets and liabilities and disclosure of contingent
assets and liabilities at the date of the financial statements and the reported amounts of revenue and expenses. Actual
results could differ from these estimates.

The Company'’s significant accounting policies are as foliows:

Basis of presentation:

These consolidated financial statements include the accounts of QSound Labs, Inc. a public company organized under
the laws of the Province of Alberta, Canada and its wholly-owned subsidiaries.

Cash and cash equivalents:

Cash equivalents are short term deposits with original maturities of less than 90 days for which cost approximates market
value.

Inventory:

Inventory is comprised of finished goods and is stated at the lower of cost, being determined by the first-in, first-out
method, and net realizable value.

Capital assets:

Capital assets are recorded at cost and are amortized annually, beginning the year after acquisition, over the expected
useful life of the assets as follows:
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Significant accounting policies {continued):

Research and development costs:

Research costs are expensed as incurred . Development costs are expensed as incurred except if they relate to a specific
product or process that management believes will be technically and economically feasible and recoverable, in which
case these costs are capitalized.

Income taxes:

The Company uses the liability method of accounting for income taxes under which future income tax assets and liabilities
are recognized for the estimated future tax consequences attributable to differences between the financial statement car-
rying amounts of existing assets and liabilities and their respective tax bases. Future income tax assets and liabilities are
measured using enacted tax rates in effect for the year in which those temporary differences are expected to be recovered
or settled. The effect on future income tax assets and liabilities as a result of a change in tax rates is recognized as part
of the provision for income taxes in the period that includes the enactment date.

Per Share Amounts:

Per share amounts are calculated using the weighted average number of common shares outstanding during the year.
Diluted per share amounts are calculated using the treasury stock method.

Comparative figures:

Certain comparative information has been restated to conform with the current year’s presentation.

Change in accounting policy:

Prior to January 1, 2003, the Company applied the fair value based method of accounting prescribed by CICA Handbook
Section 3870, Stock-based Compensation and Other Stock-based Payments, only to stock options granted to non-
employees, and applied the settlement date method of accounting for employee stock options. Under the settlement
method, any consideration paid by employees on the exercise of stock options or purchase of stock is credited to share
capital and no compensation expense was recognized.

The CICA Accounting Standards Board has amended CICA Handbook Section 3870 — Stock-based Compensation and
Other Stock-based Payments — to require entities to account for employee stock options using the fair value based
method, beginning January 1, 2004. Under the fair value based method, compensation cost is measured at fair value at
the date of grant and is expensed over the award’s vesting period. In accordance with one of the transitional options per-
mitted under amended Section 3870, the Company has elected to early adopt the fair value based method for all employee
stock options granted on or after January 1, 2003, and accordingly, has recognized compensation expense related to
stock options granted to employees in the current year. Pro forma disclosure of the fair value of stock options granted to
employees during 2002 will continue to be provided. (note 7)

|
7
|
,
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3. Capital assets (continued):

Accumulated Net book

2002 Cost depreciation value
Sound source and control equipment $ 544,872 $ 514,948 $ 29,924
Real time systems 905,534 893,349 12,185
Furniture and fixtures . . 353,827 307,763 46,064
Computer equipment 808,650 608,628 200,022
Software and production tooling v . 1,348,395 889,037 459,358
. $ 3,961,278 $ 3,213,725 $ 747,553

Included in the accumulated depreciation above for software and production tooling is a current year asset impairment
charge of $102,900 (2002 - $100,000, 2001 - nil). The impairment charge was measured based on projected future

operating cash flows of purchased software.

4.Goodwill: -

tn accordance with the Company’s accounting policy, an analysis of the recorded goodwill was completed in the current
year. As a result of the declining activity in the E-Commerce operating segment, an assessed goodwill impairment of

$2,184,589 has been recognized as at December 31, 2003.

5.0ther intangible assets:

Accumulated Net book

2003 Cost amortization value
Patents and trademarks ... % B3189 % 663,544 $ 168,351
Purchased customer list 34,418 13,767 20,651
$ 866,313 $ 677,311 $ 189,002
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6. Share capital (continued):

Number

of Shares  Consideration
Balance at December 31, 2001 7,085,574 $ 43,737,626
Issued for cash on exercise of options ) ) 70,500 34,815
Additional paid-in-capital stock options (note 7) — A_wuo
Additional paid-in capital warrants (note 8) L — ... 108,725
Balance at December 31, 2002 ) ) 7,156,074 43,886,036
Issued for cash on exercise of options 43,170 . 22,940
Additional paid-in-capital stock options (note 7) ) — 90,439
Additional paid-in capital warrants (note 8) ] ] — 108,725
Balance at December 31, 2003 7,199,244 $ 44,108,140

In 2001 year, the Company repurchased 241,615 common shares for $430,800. The excess of the average cost of the
shares over the purchase price amounting to $1,108,668 has been assigned to contributed surplus.

The basic weighted average shares outstanding for the year ended December 31, 2003 was 7,171,217 (December 31,
2002 - 7,095,652, December 31, 2001 ~ 7,252,764). The diluted weighted average shares outstanding for the year
ended December 31, 2003 was 7,900,030 (December 31, 2002 — 7,455,833). For the year ended December 31, 2001
the diluted weighted average shares outstanding was in all material respects the same as the basic weighted average
shares outstanding.
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7. Stock option plan (continued):

Changes in options granted during the years ended December 31, 2003, 2002 and 2001 were as follows:

Number Exercise price Weighted average

of Shares per share exercise price

Balance at December 31, 2000 869,399 $ 6.00-12.24 $ 8.32
Granted 1,137,310 0.47 - 2.12 0.76
Cancelled or expired (186,109) 6.00- 9.00 8.43
Balance at December 31, 2001 1,820,600 0.47 - 12.24 3.59
Granted 446,000 0.57 - 1.75 0.96
Exercised (70,500) 0.47 - 0.75 0.49
Cancelled or expired Amoo;wmv 2.12 - 12.00 8.18
Balance at _u,momﬁ:vmﬂ 31, 2002 1,695,922 0.47 -12.24 1.26
Granted 335,000 1.00- 1.48 1.24
Exercised (43,170) - 0.47- 1.00 0.53
Cancelled or expired (148,987) 1.21-12.24 m.m.\..
Balance at December 31, 2003 1,738,765 $ 0.47- 1.75 $ 0.87
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9. Adjusted net income and earnings per share:

As described in Significant Accounting Policies, effective January 1, 2002 the Company has adopted a new accounting
standard whereby goodwill is no longer amortized. Had the standard been applied in fiscal 2001, the net loss reported

would have been as follows:

2001

Reported net loss . (732,910)
Add back amortization of goodwill 459,511

Adjusted net loss (273,399)

Adjusted net loss per share Ao.oé

10. Changes in non-cash working capital balances:

2003 2002 2001
Accounts receivable $ 708,325 $ (490,274) 727,696
Inventory , (96,174) 12,132 19,844
Deposits and prepaid expenses , (24,247) 26,691 15,087
_Accounts payable and accrued liabilities 12,303 (83,832) (48,139)
Deferred revenue (23,964) 112,229 (971)
$ 576,243 3 (423,054) 713,517
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11. Income taxes (continued):

The tax effects of temporary differences that give rise to significant portions of future income tax assets are as follows:

Canada United States 2003 2002 2001

Future income lax assets: - ) ) )
Capital assets ~$ 867,000 $ — $ 867,000 $ 564,000 $ 402,000
Share issue costs 6,000 , = ] 6,000 6,000 6,000
Loss and SRED carryforwards 2,846,000 4,432,000 7,278,000 7,075,000 7,659,000
Intangible assets 155,000 1,999,000 2,154,000 1,714,000 1,845,000
Investments . , - 158,000 158,000 158,000 153,000
3,874,000 6,589,000 10,463,000 9,517,000 10,065,000
Less: Valuation allowance (3,874,000) (6,589,000) (10,463,000) (9,517,000) (10,065,000)
Net future tax assets $ — % — 3 — $ — 3 —

The Company has Canadian non-capita! loss carry-forwards in the amount of $3,906,000 which expire at various dates
between 2004 and 2009 and Canadian Scientific Research and Experimental Development (SRED) expenditure carry-
forwards in the amount of $4,287,000 which have no expiry. The Company also has United States net operating loss
carry-forwards in the amount of $12,662,000 which expire at various dates between 2004 and 2022.

12. Segmented Information:

The Company operates in three operating segments consisting of Audio Products (Audio), E-Commerce Products
(“E-Commerce”), and Voice Over Internet Protocol Products (Telephony). The Company began operations in the Tele-
phony segment in 2003 (note 2). Audio involves the developing and marketing of sound localization technology for use in
various industries. E-Commerce involves the developing and marketing of internet business services. Telephony involves
the developing and marketing of telecommunication over internet equipment and software.

For Audio products, during 2003 74% of total audio revenue arose from three customers, each of which individually pro-
vided greater than 10% of total revenues. For 2002 76% of total revenue arose from two customers, each of which indi-
vidually provided greater than 10% of total revenues. For 2001, 65% of total revenue arose from two customers, each of
which individually provided greater than 10% of total revenues.
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12. Segmented Information (continued):

Geographic Information

2003 Revenue

2002 Revenue

2001 Revenue

Canada $ 64,449 $ 3,443 $ 5,669
United States 1,515,602 3,636,657 2,607,868
Asia 456,194 584,211 412,457
Europe 4,365 — -
Other 2,478 — —

$ 2,043,088 $ 4,224,311 $ 3,025,994

As at December 31, 2003 substantially all of the Company’s Audio and E-Commerce product assets and employees were
located in Canada and all of the Company’s Telephony product assets were located in Canada while 25% of the Company’s
Telephony employees were located in Canada and 75% were located in the United States. As at December 31, 2002 sub-
stantially all of the Company’s product assets and employees were located in Canada. As at December 31, 2001 sub-
stantiaily all of the Company’s Audio product assets and employees were located in Canada and substantially all of the
Company’'s E-Commerce product assets were located in the Untied States.

13. Financial instruments and risk management:

The fair values of financial assets and liabilities approximate their carrying values at December 31, 2003,

The Company is exposed to foreign currency fluctuations on its Canadian dollar denominated cash, receivables and pay-
ables. Foreign currency risk arising from a decline in the relative value of the Canadian dollar is managed to the extent that
Canadian dollar denominated cash and receivables are equal to or exceed Canadian dollar payables. The Company has not,
at December 31, 2003, entered into foreign currency derivatives to hedge its exposure to foreign exchange risk.

The Company is exposed to credit risk on its accounts receivable, royalties receivable and accrued revenue. As at December
31, 2003 there were outstanding accounts receivables balances from two entities which comprised 57% of the total balance.
These entities are located in the United States and Asia. 82% of these amounts have been collected subsequent to the year
end.

As at December 31, 2002 there were outstanding accounts receivable balances from one entity which comprised 74% of
the total balance. As at December 31, 2001 there were outstanding accounts receivable balances from two entities which
comprised 45% and 22% of the total balance. The entities are primarily located in the United States. These amounts have
been collected subsequent to the year end.
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15. United States accounting principles (continued):

(b) The Company had previously applied the intrinsic value-based method of accounting prescribed by Accounting Principles
Board ("APB”) Opinion No. 25, “Accounting for Stock Issued to Employees”, and related interpretations, in accounting
for its stock options issued to employees, directors and officers of the Company for purposes of reconciliation to US
GAAP. As such, compensation expense would be recorded on the date of grant only if the current market price of the
underlying stock exceeded the exercise price. In addition, variable accounting would be applied to stock options that
have been repriced, whereby compensation expense would be recorded or recovered on the date of reporting only if the
current market price of the underlying stock exceeded the exercise price. SFAS No. 123, “Accounting for Stock-Based
Compensation”, established accounting and disclosure requirements using a fair value-based method of accounting for
stock-based employee compensation plans. As allowed by SFAS No. 123, the Company had elected to continue to apply
the intrinsic value-based method of accounting described above and adopted the disclosure requirements of SFAS No.
123. Stock options issued to consultants and other third parties are accounted for at their fair values in accordance
with SFAS No. 123. In accordance with the adoption of the fair value-based method for Canadian GAAP purposes, the
Company has elected to prospectively adopt the fair vaiue-based method under US GAAP, as provided for under SFAS
No. 123.

Under US GAAP a portion of the excess of the purchase price over the fair value of net identifiabie assets acquired upon
the acquisition of Virtual Spin, Inc. in 1999 were allocated to assets to be used in research and development activities
and were expensed at the date of the business combination. Under Canadian GAAP these amounts are allocated to
goodwill.

(c

-~

There are no differences in net income reported between Canadian and United States accounting principles for each of the
years in the three year period ended December 31, 2003.

Other differences between Canadian and United States accounting principles is summarized as follows:
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15. United States accounting principles (continued):

The effect on the consolidated balance sheets of the difference between Canadian and United States generally accepted

accounting principles is as follows:

As reported in

accordance with Under US

December 31, 2003 Canadian GAAP Differences GAAP

“Current assets $ 2,472,585 — § 2,472,585

Capital assets 1,114,992 — , fd,\_&,..wwm

Intangible assets 189,002 — 189,002

$ 3,776,579 — $ 3,776,579

Current liabilities $ 329,745 — % 329,745
Shareholders’ equity: - }

Common shares 44,108,140 202,058 44,310,198

Contributed surplus 1,114,316 — 1,114,316

Deficit

(41,775,622)

 (202,058)  (41,977,680)

$ 3,776,579

—~ $ 3,776,579
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15. United States accounting principles (continued):

The Company has calculated the fair value of stock options granted to employees using the Black Scholes option pricing

model with the following weighted-average assumptions:

2003 2002 2001
Risk free interest rate , 4.5% 4.5% 5.0%
Volatility , 105.0% 80.0% 113.3%
Expected option life (in years) - 3to6 2.0 2.0
Dividend yield 0% 0% 0%

Had the Company determined compensation cost based on the fair value at the grant date for its stock options under SFAS
No. 123, the Company’s net income (loss) and basic income (loss) per share would have been reduced to the pro forma

amounts indicated below:

2003 2002 2001
Net income (loss) under US GAAP:
As reported $ (3,705631) $ 1,128,952 '§ (732,910)
Pro forma . (3,809,233) 1,120,474  (1,247,633)
Basic income (loss) per common share:
As reported $ (052) § 016 $  (0.10)
Pro forma o 054y 016 (017D
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