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PART I

CONSOLIDATED FINANCIAL INFORMATION

ITEM 1 — FINANCIAL STATEMENTS

QUALITY SYSTEMS, INC.
CONSOLIDATED BALANCE SHEETS
(IN THOUSANDS, EXCEPT PER SHARE DATA)

(UNAUDIT

ASSETS

Current asset:
Cash and cash equivale
Accounts receivable, n
Inventories, ne
Income tax receivab
Net current deferred tax ass
Other current asse

Total current asst

Equipment and improvements, 1
Capitalized software costs, r
Net deferred tax asse

Goodwill

Other

Totaasset:

LIABILITIES AND SHAREHOLDERS

Current liabilities:
Accounts payabl
Deferred revent
Accrued compensation and related ben
Income tax payab
Other current liabilitie

Total current liabilitie

Deferred revenue, net of curre
Deferred compensatic

Total liabilitie:

Commitments and contingenci

Shareholder equity:

Common stock, $0.01 par value; authorize@@Dshares; issued
and outstanding 26,737 and 26,711 skarésne 30, 2006 and March

31, 2006, respective
Additional pai-in capital
Retained earnin(
Deferred compensatit

Total sharehold’ equity

Total liabilities and shareholc equity

ED)

JUNE 30, MARCH 31,

2006 2006
$ 6695 $ 57,22t
48,22 44,66
852 561
— 1,19t
1,68( 1,82¢
2,70( 2,917
120,41 108,38:
3,95: 3,73¢
5,492 5,171
1,27¢ 1,157
1,84¢ 1,84(
2,08¢ 1,95¢
$ 13506 $ 122,24

EQUITY

$ 2326 $ 2,93
35,09 34,42;
4,41( 5,49(
3,707 —
4,64 3,81z
50,17¢ 46,65¢
1,744 1,49¢
1,78¢ 1,68¢
53,71 49,83
267 267
54,26 53,67t
26,82( 19,15:
— (684)
81,35( 72,40¢
$ 13506 $ 122,247




See accompanying condensed notes to consolidaizucfal statement
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QUALITY SYSTEMS, INC.
CONSOLIDATED STATEMENTS OF INCOME

(IN THOUSANDS, EXCEPT PER SHARE DATA)

(UNAUDITED)

Revenues
Software, hardware and suppl
Implementation and training servic

System sale

Maintenance and other servic
Electronic data interchange servi

Maintenance, EDI and other servic

Total revenus

Cost of revenue
Software, hardware and suppl
Implementation and training servic

Total cost of system sal

Maintenance and other servic
Electronic data interchange servi

Total cost of maintenance, EDI and other serv
Total cost of revenu

Gross profi

Operating expense
Selling, general and administrati
Research and development ct

Total operating expens

Income from operatior

Interest incom:

Income before provision for income tay
Provision for income taxe

Net income

Net income per shar
Basic
Diluted

Weighted average shares outstanding, t
Weighted average shares outstanding, dil

THREE MONTHS ENDED

JUNE 30, JUNE 30,
2006 2005
$ 1502¢ $ 12,97
2,95¢ 2,49(
17,98: 15,46
14,11 8,86:
3,971 3,10
18,09 11,96
36,07+ 27,428
1,68¢ 2,45¢
1,96¢ 1,822
3,65: 4,28
5,02t 3,40¢
2,78 2,06-
7,80¢ 5,471
11,45 9,751
24,617 17,67
10,20 8,03z
2,31¢ 1,741
12,51¢ 9,77:
12,09 7,90/

667 341
12,76 8,24¢
5,097 3,17
$ 766 $ 507¢
$ 02¢ $  01¢
$ 026 $  01¢
26,71 26,22
27,23: 26,95(

See accompanying condensed notes to consolidai@ucial statement






QUALITY SYSTEMS, INC.
CONSOLIDATED STATEMENTS OF CASH FLOWS
(IN THOUSANDS)

(UNAUDITED)

Cash flows from operating activitie
Net incom

Adjustments to reconcile net incomadb cash provided by

operating activitie
Depreciatio
Amortization of capitalized softwarests
Provision for bad det
Provision for inventory obsolesce
No-cash stoc-based compensatic
Deferred income tax

Tax benefit from disqualifying disjitiens of stock option:

Excess tax benefit from share basadpensatior
Changes in assets and liabilit

Accounts receivak

Inventorie

Income tax receivak

Other current ass:

Other asse

Accounts payahb

Deferred reveni

Accrued compensation and related fitsr

Income taxes payal

Other current liabilitie

Deferred compensati

Net cash provided by operating activit

Cash flows from investing activitie
Additions to capitalized software cc
Additions to equipment and improveme

Net cash used in investing activit|

Cash flows from financing activitie
Dividends pai
Excess tax benefit from share basecbemsatior
Proceeds from the exercise of stocioap

Net cash provided by financing activiti

Net increase in cash and cash equival

Cash and cash equivalents at beginning of pe

Cash and cash equivalents at end of pe

Supplemental disclosures of cash flow informat

Cash paid during the period for imeotaxes, net of refunc

THREE MONTHS ENDED

JUNE 30, JUNE 30,
2006 2005

$ 766¢ $ 507F

422 332

722 562

12¢ 254

— 10

82t 107

28 —

66 —

(55) —

(3,699 (4,207)

(291) 20€

1,19¢ 15

217 (735)

(12¢) (18)

(60€) 44F

91¢ 2,267

(1,080) (219)

3,707 2,61¢

831 75¢

102 167

10,97+ 7,63¢

(1,045) (857)

(63€) (584)

(1,681) (1,441)

— (14)

55 —

381 16¢€

43€ 154

9,72¢ 6,35¢

57,22 51,15’

$ 6695 $ 57,50¢

$ 128§ 572

See accompanying condensed notes to consolidaiucfal statement






QUALITY SYSTEMS, INC.
CONDENSED NOTES TO CONSOLIDATED FINANCIAL STATEMENT S
(UNAUDITED )

1. Basis of Presentation

The accompanying unaudited consolidated finandakments as of June 30, 2006 and for the thredhs
ended June 30, 2006 and 2005, have been prepamtandance with the requirements of FormQ@mnc
Article 10 of Regulation S¢, and therefore do not include all information afmstnotes which would |
presented were such financial statements preparadcordance with accounting principles generadlyepte:
in the United States of America (“GAAP These financial statements should be read in cotipmwith the
audited financial statements presented in the Cagipannual Report on Form 1K-for the fiscal year end:
March 31, 2006. Amounts related to disclosures aféfl 31, 2006 balances within these interim codatsi
financial statements were derived from the afordioead Form 1. In the opinion of management,
accompanying consolidated financial statementsectflall adjustments which are necessary for a
presentation of the results of operations and #as¥s for the periods presented. The results ofratens fo
such interim periods are not necessarily indicatifveesults of operations to be expected for thieykar.

References to dollar amounts in this financialestant section are in thousands, except share anshpe
data, unless otherwise specified. Certain prior younts have been reclassified to conform wahdli yea
2007 presentation.

2. Stock Split

On January 31, 2006, the Board of Directors dedlaxre2-for-1 stock split with respect to the Company
outstanding shares of common stock. The stock iggldrd date was March 3, 2006 and the stock begeimc
post split on March 27, 2006. References to shatepeer share data contained in the consolidatexhdia
statements have been retroactively adjusted teatsthe stock split.

3. Summary of Significant Accounting Policies

Principles of consolidation . The consolidated financial statements includeatteounts of the Company ¢
its wholly-owned subsidiary. All significant int@empany accounts and transactions have been etedina

Revenue recognition . The Company currently recognizes revenue purswaStatement of Position No. 27-
“Software Revenue Recognition” (SOP 97-2), as aredrd/ Statement of Position No. 984dddification of

SOP 97-2, Software Revenue Recognition” (SOPR8Fhe Company generates revenue from the si

licensing rights to its software products diredtlyend-users and valwelded resellers (VARSs). The Comp

also generates revenue from sales of hardware lardl garty software, implementation, training, sHte

customization, Electronic Data Interchange (EDIpsteontract support (maintenance) and other ser

performed for customers who license its products.

A typical system contract contains multiple elersenitthe above items. SOP 98&equires revenue earned
software arrangements involving multiple elementdbé¢ allocated to each element based on the reldi
values of those elements. The fair value of an efgnmust be based on vendor specific objectivees\t
(VSOE). The Company limits its assessment of VSOEefich element to either the price charged whe
same element is sold separately (using a rolliregae of stand alone transactions) or the pricbkshed b
management having the relevant authority to ddaoan element not yet sold separately. VSOE catn¢
are updated and reviewed at the end of each quarter

When evidence of fair value exists for the delideasnd undelivered elements of a transaction, thecodnt:
for individual elements are aggregated and thel tdiscount is allocated to the individual elemeit
proportion to the elements’ fair value relativetie total contract fair value.

When evidence of fair value exists for the undetdeelements only, the residual method, providedufale
SOP 989, is used. Under the residual method, the Compaifgrs revenue related to the undelivered eler
in a system sale based on VSOE of fair value ofi @i¢he undelivered elements, and allocates thmirde
of the contract price net of all discounts to rawerrecognized from the delivered elements. Undedi
elements of a system sale may include implememtatim training services, hardware and tl
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party software, maintenance, future purchase digspwr other services. If VSOE of fair value ofy
undelivered element does not exist, all revenutefsrred until VSOE of fair value of the undelivérelemer
is established or the element has been delivered.

The Company bills for the entire contract amounbrugontract execution. Amounts billed in excesshe
amounts contractually due are recorded in accawutsivable as advance billings. Amounts are cohiegly
due when services are performed or in accordantteashtractually specified payment dates. Provithedfee
are fixed and determinable and collection is cogr&id probable, revenue from licensing rights ardssa
hardware and third party software is generally gaized upon shipment and transfer of title. If fee is no
fixed or determinable, then the revenue recogniredach period (subject to application of othereraw
recognition criteria) will be the lesser of the eggpte of amounts due and payable or the amoutie
arrangement fee that would have been recognizéie ifees were being recognized using the resideshaoa
Fees which are considered fixed or determinablehatinception of our arrangements must include
following characteristics

» The fee must be negotiated at the outset of amgeraent, and generally be based on the specifionw
of products to be delivered without being subjecthange based on variable pricing mechanisms &3
the number of units copied or distributed or thpested number of usel

» Payment terms must not be considered extendedsigraficant portion of the fee is due more thar
months after delivery or after the expiration of titense, the fee is presumed not fixed and déteite.

Revenue from implementation and training serviseecognized as the corresponding services arerpest
Maintenance revenue is recognized ratably ovectiméractual maintenance period.

Contract accounting is applied where services telsignificant software modification, developmen
customization. In such instances, the arrangensenisfaccounted for in accordance with StatemePRbsttior
No. 81-1 “Accounting for Performance of Construction-Typged Certain Production-Type ContractSQF
81-1). Pursuant to SOP 81-the Company uses the percentage of completiadhaudeprovided all of tF
following conditions exist

e contract includes provisions that clearly specifg enforceable rights regarding goods or serviodse
provided and received by the parties, the condiiderdo be exchanged, and the manner and teri
settlement

» the customer can be expected to satisfy its oldtigatunder the contrac
» the Company can be expected to perform its contshobligations; an

» reliable estimates of progress towards completamble made

The Company measures completion using labor inputsh Costs of providing services, including sess
accounted for in accordance with SOP 81-1, areresqzkas incurred.

If a situation occurs in which a contract is sorsherm that the financial statements would notyvaaterially
from using the percentage-obmpletion method or in which the Company is unablmake reliable estima
of progress of completion of the contract, the clatgal contract method is utilized.

The Company has historically offered shttm rights of return of less than 20 days in dertsale:
arrangements. Based on historical experience \iitilag types of sales transactions bearing thesetsérm
rights of return, no accrual for system sales retuwere recorded. However if required, productrresiar
estimated in accordance with Statement of Finan&@lounting Standards No. 48Ré&venue Recognitic
When Right of Return Exists'SFAS 48). The Company also ensures that the otiteria in SFAS 48 hay
been met prior to recognition of revenue: the pisciixed or determinable; the customer is obligatepay an
there are no contingencies surrounding the obtigatr the payment; the custongmbligation would ne
change in the event of theft or damage to the mipdbe customer has economic substance; the anud
returns can be reasonably estimated; and we dbawet significant obligations for future performancerde
to bring about resale of the product by the custo




From time to time, the Company offers future pusshdiscounts on its products and services as pastsale
arrangements. Pursuant to AICPA TPA 5100.51, sisdodnts which are incremental to the range ofaliat:
reflected in the pricing of the other elements loé arrangement, which are incremental to the reaof
discounts typically given in comparable transactjoand which are significant, are treated as aritiadél
element of the contract to be deferred. Amountemefl related to future purchase options are rogrze
until either the customer exercises the discouietr afr the offer expires.

Cash and cash equivalents . Cash and cash equivalents generally consist of, cashey market funds a
short term U.S. Treasuries with original maturittfddess than 90 days. The money market fund irckwite
Company holds a portion of its cash invests in amyestment grade money market instruments frorareety
of industries, and therefore bears minimal riske HBverage maturity of the investments owned bynibae)
market fund is approximately two months.

Allowance for doubtful accounts. The Company provides credit terms typically raggirom thirty days t
less than twelve months for most system and maamiem contract sales and generally does not re
collateral. The Company performs credit evaluatiohdts customers and maintains reserves for estic
credit losses. Reserves for potential credit lossesdetermined by establishing both specific aadega
reserves. Specific reserves are based on managsnestimate of the probability of collection for tzémn
troubled accounts. General reserves are establishestl on the Compasyhistorical experience of bad d
expense and the aging of the Compargccounts receivable balances net of deferrechuegeand specifical
reserved accounts. Accounts are written off as lleatible only after the Company has expended esite
collection efforts.

Included in accounts receivable are amounts rel@tedaintenance and services which were billed wihith
had not yet been rendered as of the end of theghddindelivered maintenance and services are indlat th
balance sheet in deferred revenue.

Inventories . Inventories consist of hardware for specific custororders and spare parts, and are valu
lower of cost (first-in, firstout) or market. Management provides a reserve doice inventory to its n
realizable value.

Equipment and improvements. Equipment and improvements are stated at costalessmulated depreciati
and amortization. Depreciation and amortizationeguipment and improvements are provided ove
estimated useful lives of the assets, or the mli@se terms if shorter, by the straihe method. Useful live
range as follows

Computers and electronic test equipmr 3-5 year.
Furniture and fixture 5-7 year:
Leasehold improvement lesser of lease term or estimated useful life e&

Software development costs. Development costs incurred in the research andlalevent of new softwa
products and enhancements to existing softwareugtedire expensed as incurred until technologezsibility
has been established. After technological feagibik established, any additional development caest
capitalized in accordance with Statement of Finsingtcounting Standards No. 86A¢counting for the Cos
of Computer Software to be Sold, Leased or Otherviitarketed” SFAS 86). Such capitalized costs
amortized on a straight line basis over the estoh&conomic life of the related product of threarge Thi
Company provides support services on current aiwd o versions of its software. Management perfeat
annual review of the estimated economic life arel rdcoverability of such capitalized software coststhe
time a determination is made that capitalized arteare not recoverable based on the estimatedficashtc
be generated from the applicable software, any ir@ntacapitalized amounts are written off.

Stock-Based Compensation

On April 1, 2006, the Company adopted Statemeriiméncial Accounting Standard No. 123R, “ShBeese(
Payment” SFAS 123R) which requires the measurement and négmy of compensation expense for
sharebased payment awards made to employees and dgduwased on estimated fair values. SFAS
supersedes the Compagy’previous accounting under Accounting Principlesad Opinion No. 2!
“Accounting for Stock Issued to EmployeesARB 25). In March 2005, the Securities and Exch
Commission issued Staff Accounting Bulletin No. (&AB 107) relating to SFAS 123R. The Company
applied the provisions of SAB 107 in its adoptidrB&AS 123R
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The Company adopted SFAS 123R using the modifiedparctive transition method, which requires
application of the accounting standard as of Apri2006, the first day of the Compasyiscal year 2007. Tl
Companys Consolidated Statement of Income for the threathsoended June 30, 2006 reflect the impa
SFAS 123R. In accordance with the modified prospectransition method, the CompasyConsolidate
Financial Statements for prior periods have nonlrestated to reflect, and do not include, the ithp SFAS
123R. Shardsased compensation expense recognized under SF2fS fb? the three months ended June
2006 was $825, which consisted of stdEsed compensation expense related to employde gbtions. Th
$825 includes $107 expensed under APB 25 for “enrtfoney”options issued prior to the adoption of Sk
123R. Excess tax benefits from employee stock optare presented as cash outflows from operatitingtaes
and cash inflows from financing activities. At timéadoption, the Company has not elected whicthotbtc
calculate the beginning additional paideapital (APIC) pool, which is the amount thatudl@have been in tl
APIC account if the Company had recognized coststfickbased compensation using SFAS 123 since

the effective date of SFAS 123. The Company wilkeman affirmative election on the method duringdi
year 2007

The impact of adopting SFAS 123R had the followdnghulative effects

(in thousands except per share d

Change on income before income ta $ 71€
Change on net incom $ 55(C
Change on cash flow from operatic $ (55)
Change on cash flow from financi $ 55
Change on basic earnings per st $ 0.0z
Change on diluted earnings per st $ 0.0z

SFAS 123R requires companies to estimate the &irevof shardased payment awards on the date of |
using an optiorpricing model. The value of the portion of the agvdinat is ultimately expected to ves
recognized ratably as expense over the requisitéceeperiod in the Company’Consolidated Statement
Income. Prior to the adoption of SFAS 123R, the @any applied the intrinsic-valugased method
accounting prescribed by APB 25 to account fofiksd-plan stock options. Under this method, compens
expense was recorded on the date of grant onheiturrent market price of the underlying stockeexted th
exercise price. As previously allowed under SFAS,18e Company only adopted the disclosure requards
of SFAS 123, which established a fair-value-baseethod of accounting for stodkased employe
compensation plans. The following is a reconciiatof reported net earnings to adjusted net easniagl th
Company recorded compensation expense based daithalue at the grant date for its stock optiamsie
SFAS 123 for the three months ended June 30, :

THREE MONTHS
ENDED
June 30,2005

Report net earning $ 5,07¢
Add: Option compensation expense, net of 65
Less: stock-based compensation expense determintk fair value-based

method for all award (607)
Pro forma net earning $ 4,53

Basic earnings per shal
Reportec $ 0.1¢

Pro forma $ 0.17

Diluted earnings per shar
Reportec $ 0.1¢

Pro forma $ 0.17

In arriving at the stock-based compensation expeggerted above, the Company utilized the Bl&ckole
valuation model for estimating fair value with ttedowing assumptions: expected life — approximats —57
months from the date of the grant; stock volatiityt7.7 — 57.0%, risk free interest rate of 3.8.7% and n
dividends during the expected term. For stock optiesued subsequent to March 31, 2006, the Cor



intends to use the simplified method for estimatixgected term, which derives a term equal to thapaint
between the vesting period and the contractual @smallowed by SAB 107. Prior to using the simpt
method, the Company estimated the expected telam option. The Company estimates volatility by gstime
weighted average historical volatility of the Compa& common stock which the Company belie
approximates expected volatility. The risk freernatthe implied yield available ¢
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the U.S Treasury zerocoupon issues with remaining terms equal to theeeteg term input to the Bla
Scholes model. Although the Company announced diomee$0.75 per share dividend on January 31, 206
commitment to any future dividends was made atithe the dividend was announced and no commitna
any future dividends existed at the times the otizere granted. The Company had not paid a dididierits
shareholders prior to the otieze dividend announced on January 31, 2005. Ounalgr81, 2006, the Compe
announced a onéme dividend of $0.875 per share. This dividendsweanounced subsequent to the op
granted in fiscal year 2006 and was not considaretie fair value calculations of such options. rHfere
management believes that using a zero dividendimatge valuation of the stock options granted wigiffisca
year 2006 is appropriat

The historical pro forma impact of applying therfaalue method prescribed by SFAS 123 may nc
representative of the impact that may be expectdtd future due to changes resulting from addiigrant:
in future years and changes in assumptions susfolaslity, interest rates and expected life usedestimat
fair value of the grants in future years.

The following table shows total stotlased employee compensation expense included ilConsolidate
Statement of Income for the three month period drddme 30, 200¢

Three months
ended
June 30, 2006

Costs and expense

Cost of revenu $ 117
Research and developm: 197
Selling, general and administrat 511
Total stock based compensation for the qui 82t
Amounts capitalized in software development ¢ (14
Amounts charged against earnings, before incombdaxfit $ 811
Amount of related income tax benefit recognizedannings $ 211

4. Recent Accounting Pronouncements

In June 2006, the Financial Accounting Standardar@¢FASB) issued Interpretation No. 4&ctounting fo
Uncertainty in Income Taxesythich defines the threshold for recognizing thedfits of tax return positions
the financial statements as “more-likely-than-ntat"be sustained by the taxing authority. A tax positha
meets the “more-likely-than-notriterion shall be measured at the largest amofibenpefit that is more thi
50% likely of being realized upon ultimate settlemelnterpretation No. 48 applies to all tax pasit
accounted for under SFAS No. 109, “Accounting fisdme Taxes.Interpretation No. 48 is effective for fisi
years beginning after December 15, 2006. Upon &lopive will adjust our financial statements tdeef only
those tax positions that are more-likely-th@ot-to be sustained as of the adoption date. Ajysadent will be
recorded directly to our beginning retained earsibglance in the period of adoption and reported esang
in accounting principle. The Company is currentialgzing the effects of adopting Interpretation M8.

In May 2005, the FASB issued Statement of Finand@dounting Standards No. 154A¢counting Change
and Error Corrections, a replacement of APB Opindm 20, Accounting Changes, and Statement N
Reporting Accounting Changes in Interim Financi@t&nents” $FAS 154). SFAS 154 provides guidanct
the accounting for and reporting of accounting desn and error corrections. It establishes, u
impracticable, retrospective application as thaliregl method for reporting a change in accountirigciple in
the absence of explicit transition requirementsjoeto the newly adopted accounting principle AS=154 i
effective for accounting changes and correctionsrofrs made in fiscal years beginning after Decamib
2005. The adoption of SFAS 154 did not have a rateffect on the Company’consolidated financi
position, consolidated results of operations, quitlity.

5. Composition of Certain Financial Statement @ptions

Accounts receivable include amounts related to teaance and services which were billed but no
rendered as of the end of the period. Undeliverathtenance and services are included on the colaset
balance sheet as part of the deferred revenuedsa






Accounts receivable, excluding undelivered mainteea
and service
Undelivered software, maintenance and servicesadifi
advance, included in deferred reve

Accounts receivable, gro

Reserve for bad dek

Accounts receivable, n

Inventories are summarized as follows:

Computer systems and components, net of reserve for
obsolescence of $304, respectiv
Miscellaneous parts and suppl

Inventories, ne

Other current liabilities are summarized as follo

Customer deposit
Sales tax payab
Commission payabl
Deferred ren
Professional service
Accrued EDI expense
Other accrued expens

Other current liabilitiet

Accrued compensation and related benefits are suiredaas follows:

Bonus
Vacation

Accrued compensation and related ben:

Short and lon-term deferred revenue are summarized as follc

Maintenance
Implementation service
Undelivered software and oth

June 30, March 31,
2006 2006
$ 3254¢ $ 29,83:
18,36t 17,38¢
50,91« 47,22
(2,685 (2,556)
$ 48,22¢ $ 44,66¢
June 30, March 31,
2006 2006
$ 83C % 53¢
22 22
$ 85z % 561
June 30, March 31,
2006 2006
$ 155 $ 624
563 57¢
492 51¢
487 36C
81 224
— 47¢
1,46¢ 1,04(C
$ 464: $ 3,812
June 30, March 31,
2006 2006
$ 247 $ 3,714
1,93¢ 1,77¢
$ 441C $ 5,49(
June 30, March 31,
2006 2006
$ 8,47¢ $ 7,83¢
23,56¢ 23,79:
4,787 4,28¢




Deferred Revenu $ 36,83: $ 35,91¢

6. Intangible Assets — Goodwill

In accordance with Statement of Financial Account8tandards No. 142 Gbodwill and Other Intangib
Assets” SFAS 142), the Company does not amortize goodwilth@ goodwill has been determined to |
indefinite useful life. The balance of goodwill rislated to the Company’NextGen Healthcare Informati
Systems Division (NextGen or Division), which wasjaired by virtue of two acquisitions completedMiay
of 1996 anc



1997, respectively. In accordance with SFAS 142, Gompany has compared the fair value of the Nex:
Division with the carrying amount of assets asdedawith the Division and determined that none tod
goodwill recorded as of June 30, 2006 (the annssg¢ssment date) was impaired. Assessments arermet
annually unless there is a triggering event whichul require an earlier assessment. The fair vailidextGer
was determined using a reasonable estimate ofefutash flows of the Division and a risk adjustestdun
rate to compute a net present value of future tiasls.

7. Intangible Assets — Capitalized Software Delopment Costs

The Company had the following amounts related mtabized software developmet

June 30, March 31,
2006 2006
Gross carrying amoul $ 1762¢ $ 16,58¢
Accumulated amortizatio (12,13Y (11,419
Net capitalization software developm: $ 549 % 5,171
Aggregate amortization expense during the three and
twelve month period ende $ 72z $ 2,46(

Activity related to net capitalized software cdsisthe three month period endJune 30, 2006 is as follow

June 30, June 30,
2006 2005
Beginning of the perio $ 5171  $ 4,33¢
Capitalization 1,04t 857
Amortization (722 (562)
End of the periot $ 549 § 4,62¢

The following table represents the remaining esti@mortization of intangible assets with deteahbla live:
as of June 30, 200

For the year ended March :

2007 $ 2,21z
2008 2,152
2009 1,04:
2010 87
Total $ 5,49¢

8. Employee Stock Option Plans

In September 1998, the Company’s shareholders apgra stock option plan (the “1998 Planihder whicl
4,000,000 shares of Common Stock were reservethéissuance of options. The 1998 Plan providet
employees, directors and consultants of the Companyhe discretion of the Board of Directors odwdy
designated compensation committee, be granted neptm purchase shares of Common Stock. The ex
price of each option granted shall be determinedhleyBoard of Directors at the date of grant anplirexnc
later than seven years from the grant date. Optjpasted will generally become exercisable for 2&Pthe
option shares one year from the date of grant aed tatably over the following 36 months, respextii
Certain other option grants to directors becameotsable three months from the date of grant. Upc
acquisition of the Company by merger or asset sdeh outstanding option may be subject to acdek
vesting under certain circumstances. The 1998 telaninates on December 31, 2007, unless sooneiriztex
by the Board. At June 30, 2006, 133,300 shares asaable for future grant under the 1998 Planof3unt
30, 2006, there were 1,772,172 outstanding optielated to this Plan.

In October 2005, the Company’s shareholders appravetock option and incentive plan (the “2005 Pjan
under which 2,400,000 shares of Common Stock haea beserved for the issuance of awards, inclustioc)
options, both incentive stock options and mpraified stock options, stock appreciation righéstricted stocl



unrestricted stock, restricted stock units, perfmmoe shares, performance units (including perfooe
options) and other stock based awards. The 2005@Ptvides that employees, directors and consgltainthe
Company, at the discretion of the Board of Direstora duly
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designated compensation committee, be granted awarg@urchase shares of Common Stock. The ex
price of each award granted shall be determinethbyBoard of Directors at the date of grant andirexpc
later than seven years from the grant date. Optipasted will generally become exercisable in adanct
with the terms of the agreement granting such aoptiender the 2005 Plan provided that no optionl $i&
exercisable more than ten years after the dates afrant. Upon an acquisition of the Company bygaeni
asset sale, each outstanding award may be subjactélerated vesting under certain circumstafides 200!
Plan terminates on May 25, 2015, unless sooneririated by the Board. At June 30, 2006, 2,400,0@0es
were available for future grant under the 2005 Pk of June 30, 2006, there were no outstandirtgprag
related to this Plan.

A summary of stock option transactions is as foaring the quarter ended June 30, 2!

Weighted
Weighted Average Aggregate
-Average Remaining Intrinsic
Number of Exercise Contractual Value
Shares Price Life (in thousands)
Outstanding, April 1, 200 1,798,37. % 16.7¢ 4.7¢
Granted — — —
Exercisec (26,200 $ 14.5i 4.1z
Forfeited/Cancele — — —
Outstanding, June 30, 20 1,772,17.  $ 16.81 454 $  35,45¢
Exercisable, June 30, 20 593,090 $ 18.8¢ 456 $ 10,65:

The Company continues to utilize the Black-Scholakiation model for estimating the fair value obct-
based compensation after the adoption of SFAS 1P8Rng the three months ended June 30, 2006, tions
were granted under the stock option plans. The @Gomssues new shares to satisfy option exercigese
on historical experience of option cancellatiofee Company has estimated an annualized forfeitate @
2.5% for employee options and 0.0% for directorians. Forfeiture rates will be adjusted over theguisite
service period when actual forfeitures differ, o& axpected to differ, from the estimate.

Non-vested stock award activity including awards foe tthree month period ended June 30, 20(
summarized as follow:

Weighted

-Average

Non-vested Grant Date

Number of Fair Value

Shares per Share
Non-vested, April 1, 200! 1,327,07! 7.3
Granted — —
Vested (148,000 4.9C
Forfeited/Cancele — —
Non-vested, June 30, 20! 1,179,07! 7.64

As of June 30, 2006, $7,042 of total unrecognizmdpensation costs related to stock options is égpeo b
recognized over a weighted average period of 4€a8sy This amount does not include the cost of otions
that may be granted in future periods nor any charig the Compang’forfeiture percentage. The total
value of shares vested during the quarter Jung2®Ih was $726.

9. Income Taxes

The provision for income taxes for the three momthded June 30, 2006 was $5,097 as compared {605
the year ago period. The effective tax rates ferttitee months ended June 30, 2006 and 2005 weI% 3
38.4%, respectively. The provision for income taf@sthe three months ended June 30, 2005 differs the
combined statutory rates primarily due to the intpafc varying state income tax rates, and researd
development tax credits. The effective rate forttivee months ended June 30, 2006 increased frerpriai



year. As a result of the expiration of the incorag tredit for research and development expenditure
benefit for research and development tax credits miade in the provision for the June 30, 2006 guaht

addition, the Company adopted FASB 123R which teduh $300 in nordeductible option expense relate:
incentive
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stock options. These two factors were slighthseffby the qualified production activities deduetihich wa
not available in the prior year.

10. Net Income Per Share

The following table reconciles the weighted averabares outstanding for basic and diluted net ircom
share for the periods indicated. Basic net income ghare is based upon the weighted average nuaf
common shares outstanding. Diluted net income haresis based on the assumption that the Company’
outstanding options are included in the calculatibdiluted earnings per share, except when tHéscewoulc

be antidilutive. Dilution is computed by applying the tsemy stock method. Under this method, options
assumed to be exercised at the beginning of thiechéor at the time of issuance, if later), andifafunds
obtained thereby were used to purchase common atdbk average market price during the pel

THREE MONTHS ENDED

JUNE 30,
2006 2005

Net income $ 7,66¢ $ 507t
Basic net income per common she

Weighted average of common shares outstar 26,71« 26,22«
Basic net income per common sh $ 0.2¢ $ 0.1¢
Net income $ 7,66¢ $ 507t
Diluted net income per common she

Weighted average of common shares outstar 26,71« 26,22«

Effect of potentially dilutive securities (optisy 51¢ 72€

Weighted average of common shares outsta-diluted 27,23 26,95(
Diluted net income per common shi $ 0.2¢ % 0.1¢

The computation of diluted earning per share dadsntiude 143,000 options because their inclusioold
have an anti-dilutive effect on earnings per share.

11. Operating Segment Information

The Company has prepared operating segment infanmat accordance with Statement of Accoun
Standards No. 131 “Disclosures About Segments oEmterprise and Related InformatiorBKAS 131) t
report components that are evaluated regularlyheyGompanys chief operating decision maker, or deci
making group in deciding how to allocate resouras in assessing performance.

The Companys reportable operating segments include its NextBealthcare Information Systems Divis
and the QSI Division.

The disaggregated financial results of the segmesilsct allocation of certain functional expensgegorie
consistent with the basis and manner in which Cempaanagement internally disaggregates fina
information for the purpose of assisting in makinggernal operating decisions. Certain corporaterlosa
costs are not allocated to the individual segmbptsnanagement. The Company evaluates performarssz
on standalone segment revenue and operating income perfaend@ecause the Company does not eve
performance based on return on assets at the opgps#gment level, assets are not tracked intgrris)
segment. Therefore, segment asset informationtipnesented.

Operating segment data for the three month perdéd June 30, 2006 and 2005 is as follc

THREE MONTHS ENDED
JUNE 30,

2006 2005

Revenue
QSI Division $ 3,800 $ 3,83¢
NextGen Divisior 32,18¢ 23,59



Consolidated revent $ 36,07¢ $ 27,42¢
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THREE MONTHS ENDED

JUNE 30,
2006 2005
Income (loss) from operation
QSI Division $ 91 % 717
NextGen Divisior 13,39« 8,70:
Unallocated corporate expen: (2,209 (1,51¢
Consolidated operating incor $ 12,09¢ $ 7,90«

12. Concentration of Credit Risk

The Company had cash deposits at U.S. banks aadciad institutions which exceeded federally insufienits at June 30, 2006. T
Company is exposed to credit loss for amounts geex of insured limits in the event of npaformance by the institutions; however,
Company does not anticipate non-performance byethesitutions.

13. Guarantees

Software license agreements in both our QSI andt@®&x divisions include a performance guarantee tisasoftware products w
substantially operate as described in the appkcpldgram documentation for a period of 365 dater afelivery. To date, the Company
not incurred any significant costs associated wWlitbse warranties and does not expect to incurfeignt warranty costs in the futu
Therefore, no accrual has been made for poterdfb@ssociated with these warranties.

The Companys standard sales agreements in the NextGen Divigiotain an indemnification provision pursuant toiet it shall indemnify
hold harmless, and agree to reimburse the indeethparty for losses suffered or incurred by theemdified party in connection with a
United States patent, any copyright or other iatgllal property infringement claim by any third tganith respect to its software. The (
Division arrangements occasionally utilize thisdypf language as well. As the Company has not ieduany significant costs to defe
lawsuits or settle claims related to these indeieetibn agreements, the Company believes thastimated exposure on these agreeme
currently minimal. Accordingly, the Company hasliadilities recorded for these indemnification galtions.

From time to time, the Company offers future pusghaiscounts on its products and services as pats sales arrangements. Discol
which are incremental to the range of discountectfd in the pricing of the other elements of dhengement, which are incremental tc
range of discounts typically given in comparabBngactions, and which are significant are treatednaadditional element of the contrac
be deferred. Amounts deferred related to futurelpase options are not recognized until either tisoener exercises the discount offer ol
offer expires.

The Company has entered into marketing assistagreements with existing users of the Comparproducts which provide the opportul
for those users to earn commissions if and ontlygfy host specific site visits upon our requestpimspective customers which directly re
in a purchase of our software by the visiting peaxtp. Amounts earned by existing users under tioigram are treated as a selling expen
the period in which commissionable software hasi\lveeognized as revenue.

14. Subsequent Events

On July 25, 2006, the Board of Directors approvedquity incentive plan for employees to be awardtibns to purchase the Company’
common stock based on meeting certain target ineseim EPS performance and revenue growth durseglfyear 2007. The options shal
issued pursuant to one of the Company’s sharehafgi@oved option plans, have an exercise priceléqule closing price of the Company’
shares on the date of grant, a term of five yeagst in four equal installments commencing one Yelowing the date of grant. T
maximum number of options available under the parémce based stock option plan is 115,000.
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Item 2. Management’s Discussion and Analis of Financial Condition and Results of Operatins.

Except for the historical information containeddiar the matters discussed in this quarterly repay includ:
forwarddooking statements that involve certain risks amdeaustainties. Actual results may differ from th
anticipated by us as a result of various factoosh foreseen and unforeseen, including, but naitdinto, ou
ability to continue to develop new products andréase systems sales in markets characterized hg
technological evolution, consolidation, and comipati from larger, better capitalized competitorsamy othe
economic, competitive, governmental and technobldgi@ctors could impact our ability to achieve gaals
and interested persons are urged to review anyrisis which may be described in “Risk Factossgt fortt
herein and other risk factors appearing in our mesént filing on Form 1@, as supplemented by additio
risk factors, if any, in our interim filings on Far10-Q, as well as in our other public disclosures &liagk
with the Securities and Exchange Commission.

The following discussion should be read in conjiorctvith, and is qualified in its entirety by, t@®nsolidate
Financial Statements and related notes theretadedl elsewhere in this report. Historical resufteperations
percentage profit fluctuations and any trends thay be inferred from the discussion below are maessaril
indicative of the operating results for any futpexiod.

Critical Accounting Policies and Estimates. The discussion and analysis of our financial caodiand resuli
of operations is based upon our consolidated fiadistatements which have been prepared in accoedaitt
accounting principles generally accepted in theté¢hiStates of America. The preparation of thesanfiia
statements requires us to make estimates and judgrtieat affect the reported amounts of assetsilitias,
revenue and expenses, and related disclosuresntihgent assets and liabilities. On an going basis, w
evaluate estimates, including but not limited tosth related to revenue recognition, uncollectildeoant:
receivable, intangible assets and software devetoproost, for reasonableness. We base our estira
historical experience and on various other assumgtthat management believes to be reasonable tim
circumstances, the results of which form the bfasisnaking judgments about the carrying valuesssiets an
liabilities that are not readily apparent from atbeurces. Actual results may differ from theséngesties unde
different assumptions or conditions.

We believe revenue recognition, the allowance tartdful accounts, capitalized software costs aadksbase
compensation are among the most critical accounpiolicies and estimates that impact our consold
financial statements. We believe that our significaccounting policies, as described in Note 3 of
Condensed Notes to Consolidated Financial Statem&ummary of Significant Accounting Policieshoulc
be read in conjunction with “Managementiscussion and Analysis of Financial Conditiord d&esults ¢
Operations.”

Revenue Recognition . We currently recognize revenue pursuant to SOR, %% amended by SOP 98We
generate revenue from the sale of licensing rightsse our software products sold directly to esdrs an
valueadded resellers (VARS). We also generate reverom fales of hardware and third party software,
implementation, training, software customizationDIE post-contract support (“maintenancedhd othe
services performed for customers who license ocodymts.

A typical system contract contains multiple elenseaf the above items. SOP 27-as amended, requi
revenue earned on software arrangements involvingpte elements to be allocated to each elemesedai
the relative fair values of those elements. The Yalue of an element must be based on vendor fig
objective evidence (VSOE). We limit our assessnt#ntVSOE for each element to either the price chd
when the same element is sold separately (usingliagr average of stand alone transactions) orptiee
established by management having the relevant atytho do so, for an element not yet sold sepéyai¢SOE
calculations are updated and reviewed at the eeddai quarter.

When evidence of fair value exists for the delideamd undelivered elements of a transaction, thiscodnt:
for individual elements are aggregated and thel tdiscount is allocated to the individual elemeit
proportion to the elements’ fair value relativethie total contract fair value.

When evidence of fair value exists for the undetdeelements only, the residual method, providedifale
SOP 99, is used. Under the residual method, the Compafsrs
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revenue related to the undelivered elements instesy sale based on VSOE of fair value of each €
undelivered elements, and allocates the remainflahe contract price net of all discounts to rew
recognized from the delivered elements. Undelivasietnents of a system sale may include implemem
and training services, hardware and third partyweofe, maintenance, future purchase discounts,tlos
services. If VSOE of fair value of any undeliveeddment does not exist, all revenue is deferred UBOE of
fair value of the undelivered element is establisbethe element has been delivered.

We bill for the entire contract amount upon contragecution. Amounts billed in excess of the ams
contractually due are recorded in accounts rectvad advance billings. Amounts are contractuallg dhel
services are performed or in accordance with cotuedly specified payment dates. Provided the &redfixec
and determinable and collection is considered fiehaevenue from licensing rights and sales ofiivare an
third party software is generally recognized updipment and transfer of title. If the fee is notefdl ol
determinable, then the revenue recognized in eadbdg (subject to application of other revenue gedtion
criteria) will be the lesser of the aggregate obants due and payable or the amount of the arraegefat
that would have been recognized if the fees weneghbecognized using the residual method. Feestwaite
considered fixed or determinable at the inceptidn oor arrangements must include the follow
characteristics

» The fee must be negotiated at the outset of amgeraent, and generally be based on the specifiana
of products to be delivered without being subjectiiange based on variable pricing mechanisms ax
the number of units copied or distributed or thpested number of usel

» Payment terms must not be considered extendedsigraficant portion of the fee is due more thar
months after delivery or after the expiration of titense, the fee is presumed not fixed and déteilte.

Revenue from implementation and training serviseecognized as the corresponding services arerpertl
Maintenance revenue is recognized ratably ovectinractual maintenance period.

Contract accounting is applied where services telsignificant software modification, developmen
customization. In such instances, the arrangensenisfaccounted for in accordance with StatemePRbsftior
No. 81-1 “Accounting for Performance of Construction-Tyaged Certain Production-Type ContractSQF
81-1).

Pursuant to SOP 81-the Company uses the percentage of completidghaderovided all of the followir
conditions exist

« the contract includes provisions that clearly sfyettie enforceable rights regarding goods or ses/to b
provided and received by the parties, the congiiderdo be exchanged, and the manner and teri
settlement

» the customer can be expected to satisfy its oldtigatunder the contrac
» the Company can be expected to perform its contahobligations; an

» reliable estimates of progress towards completamble made

We measure completion using labor input hours. £osproviding services, including services accedriol
in accordance with SOP 81-1, are expensed as agurr

If a situation occurs in which a contract is sorsherm that the financial statements would notyvaaterially
from using the percentage-obmpletion method or in which we are unable to mei&ble estimates
progress of completion of the contract, the congaletontract method is utilized.

The Company has historically offered shttm rights of return of less than 20 days in dertsale:
arrangements. Based on historical experience \iitilag types of sales transactions bearing thesetsérm
rights of return, no accrual for system sales retuvas recorded. However if required, product retuar:
estimated in accordance with Statement of Finan&@ounting Standards No. 48R&venue Recognitic
When Right of Return Exists'SFAS 48). We also ensures that the other criteri@RAS 48 have been r
prior to recognition of revenue: the price is fix@ddeterminable; the customer is obligated to quay there al
no contingencies surrounding the obligation orghgment; the customer’'obligation would not change in-
event of theft or damage to the product; the custohas economic substance; the amount of retummge
reasonably estimated; and we do not have significhligations for future performance in order tingrabou
resale of the product by the custon
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From time to time, we offer future purchase disdsuon our products and services as part of ours
arrangements. Pursuant to AICPA TPA 5100.51, distsowhich are incremental to the range of discc
reflected in the pricing of the other elements loé arrangement, which are incremental to the reaof
discounts typically given in comparable transactjoand which are significant, are treated as aritiadél
element of the contract to be deferred. Amountemefl related to future purchase options are rogrze
until either the customer exercises the discouietr afr the offer expires.

Allowance for Doubtful Accounts. We maintain allowances for doubtful accounts fetireated losse
resulting from the inability of our customers tokaaequired payments. We perform credit evaluatmfingui
customers and maintain reserves for estimatedtdasties. Reserves for potential credit lossesleiermine
by establishing both specific and general reserSpscific reserves are based on managemsestimate of t
probability of collection for certain troubled acous. General reserves are established based dnistornica
experience of bad debt expense and the aging oh@awgunts receivable balances net of deferred vevan:
specifically reserved accounts. If the financiahdition of our customers were to deteriorate résglin ar
impairment of their ability to make payments, audfial allowances would be required.

Software Development Costs. Development costs incurred in the research andloewent of new softwa
products and enhancements to existing softwareugtedire expensed as incurred until technologézibility
has been established. After technological feasibiti established with the completion of a workimgdel o
the enhancement or product, any additional devedoproosts are capitalized in accordance with théeS8ter
of Financial Accounting Standards No. 88ctounting for the Costs of Computer Software tcSlodd, Lease
or Otherwise Marketed”SFAS 86). Such capitalized costs are amortized @traaght line basis over t
estimated economic life of the related product,ocilis generally three years. We perform an anrexaéw o
the recoverability of such capitalized softwaretso#\t the time a determination is made that céipée
amounts are not recoverable based on the estinsagfdflows to be generated from the applicablerso#
any remaining capitalized amounts are written off.

Stock Based Compensation. On April 1, 2006, we adopted Statement of Finangiatounting Standard N
123R, “Share-Based Paymen8HKAS 123R) which requires the measurement and néomy of compensatic
expense for all shaeased payment awards made to employees and dgdmised on estimated fair valt
SFAS 123R supersedes our previous accounting uAgeounting Principles Board Opinion No.
“Accounting for Stock Issued to Employee®®RB 25). SFAS 123R requires us to estimate thevaline o
share-based payment awards on the date of grarg asioptiorpricing model. The value of the portion of
award that is expected to vest is recognized asresgover the requisite service period in our Cligestec
Statement of Income. We intend to use the simglifirethod for estimating expected term equal tc
midpoint between the vesting period and the cohiedcterm. Prior to using the simplified method,
estimated the expected term of an option. We egtimalatility by using the weighted average histal
volatility of our common stock which we believe apgmates expected volatility. The risk free rasetlhe
implied yield available on the U.S Treasury zeoapon issues with remaining terms equal to theebtea terr
input to the Black Scholes model.

Company Overview

Quality Systems Inc., comprised of the QSI Divis{@8I Division) and a wholly owned subsidiary, N@egt
Healthcare Information Systems, Inc. (NextGen Davi} (collectively, the Company, we, our, or usyeleps
and markets healthcare information systems thainsate certain aspects of medical and dental pes
networks of practices such as physician hospitgaizations (PHG) and management service organiza
(MSO'’s), ambulatory care centers, community heedthters, and medical and dental schools.

The Company, a California corporation formed in 49Was founded with an early focus on provi
information systems to dental group practices.hie iid-19805, we capitalized on the increasing focu:
medical cost containment and further expanded oformation processing systems to serve the me
market. In the mid-1998’we made two acquisitions that accelerated ouetpation of the medical mark
These two acquisitions formed the basis for whabdgy the NextGen Division. Today, we serve theliced
and dental markets through our two divisic

16



The two Divisions operate largely as staidne operations with each Division maintainingdtsn distinc
product lines, product platforms, development, inpéntation and support teams, sales staffing, eamting
The two Divisions share the resources of the “craeooffice” which includes a variety of accounting
other administrative functions. Additionally, theege a small number of clients who are simultank
utilizing software from each of our two Divisions.

The QSI Division, cdecated with our Corporate Headquarters in IrviGalifornia, currently focuses
developing, marketing and supporting software sugeld to dental and certain niche medical prastite
addition, the Division supports a number of medidants that utilize the Division’s UNIX based medic
practice management software product.

The NextGen Division, with headquarters in Horsh@ennsylvania, and a second significant locatic
Atlanta, Georgia, focuses principally on developamgl marketing products and services for medicadtes.

Both Divisions develop and market practice managensoftware which is designed to automate
streamline a number of the administrative functisagquired for operating a medical or dental pra
Examples of practice management software funciimelade scheduling and billing capabilities. ltrgportan
to note that in both the medical and dental enwirents, practice management software systems hesads
been implemented by the vast majority of practidé®refore, we actively compete for the replacemmatket

In addition, both Divisions develop and market waite that automates the patient record. Adoptiothiz
software, commonly referred to as clinical softwasen its relatively early stages. Therefore, ave typically
competing to replace papbased patient record alternatives as opposed facieg previously purchas
systems.

Electronic Data Interchange (EDI)/connectivity puots are intended to automate a number of mantieh
paperbased or telephony intensive communications betvpegients and/or providers and/or payors. Tw
the more common EDI services are forwarding instgatiaims electronically from providers to payorsl
assisting practices with issuing statements teptgi Most practices utilize at least some of tlseseices fror
us or one of our competitors. Other EDI/connegtigervices are used more sporadically by clienttpes
We typically compete to displace incumbent vendians claims and statements accounts, and atterr
increase usage of other elements in our EDI/coivigcproduct line. In general, EDI services ardyosold tc
those accounts utilizing software from one of owisibns.

The QSI Divisions practice management software suite utilizes aXUdflerating system. Its Clinical Prod
Suite (CPS) utilizes a Windows N#% operating system and can be fully integrated whi practic
management software from each Division. CPS inaaes a wide range of clinical tools including, Imat
limited to, periodontal charting and digital imagimf X-ray and inteeral camera images as part of
electronic patient record. The Division developsrkets, and manages our EDI/connectivity applicatid he
QSlInet Application Service Provider (ASP/Internaffering is also developed and marketed by the diowi.

Our NextGen Division develops and sells proprietatgctronic medical records software and pra
management systems under the Next&&rproduct name. Major product categories of the NextGuit
include Electronic Medical Records (NextG€H), Enterprise Practice Management (NextG&h), Enterpris
Appointment Scheduling (NextGé#aS), NextGen Image Control System (NextG&Y), Realtime Transactic
Server Server (NextGelt), Electronic Data Interchange, System Interfa@RTIK, NextGen Edits, NextGi
RTF File Monitor, and a Patient-centric Web Posialution (NextMD* .com). NextGen also markets a ver:
of NextGen®™ with reduced capabilities (NextGen Express). Next@mducts utilize

1 UNIX is a registered trademark of the AT&T Corpdvat

2 Microsoft Windows, Windows NT, Windows 95, Winds®8, Windows XP, and Windows 2000 are
registered trademarks of the Microsoft Corporat

3 NextGen is a registered trademark of NextGen HealthInformation Systems, Ir

4 NextMD is a registered trademark of NextGen Healtbdnformation Systems, In
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Microsoft Windows technology and can operate ifi@ntserver environment as well as via private intre
the Internet, or within an ASP environment.

In May 2006, the NextGen Division announced thentduof a new community network technology pro
called NextGer Community Health Solution (NextGen CHS) and indisgear 2006 introduced a new ser
called Practice Solutions. This service providdlings services to single and group practice ptacters.

We continue to pursue product enhancement inigativithin each Division. The majority of such exgibures
are currently targeted to the NextGen Division picidine and client base.

Inclusive of divisional EDI revenue, the NextGerviBion accounted for approximately 89.2% of ouremw
for the first quarter of fiscal 2007 compared ta®6 in the first quarter of fiscal 2006. The QSiviBion
accounted for 10.8% and 14.0% of revenue in th& fjuarter of fiscal 2007 and 2006, respectivellye
NextGen Divisiol's year over year revenue grew at 36.4% and 46.1#eirfirst quarter of fiscal 2007 a
2006, respectively, while the QSI Divisianyear over year revenue increased by 1.5% andhdddby 3.7% i
the first quarter of fiscal 2007 and 2006, respedtyi

In addition to the aforementioned software solugievhich we offer through our two divisions, eachiglbn
offers comprehensive hardware and software insialaservices, maintenance and support serviced
system training services.

Results of Operations

Overview of results

* We have experienced significant growth in our toéalenue as a result of growth in our NextGen Dowi
Consolidated revenue grew 31.5% in the three moalded June 30, 2006 versus 2005 and 36.2%
three months ended June 30, 2005 versus .

e Consolidated income from operations grew 53.1%ha three months ended June 30, 2006 versus
and 44.7% in the three months ended June 30, 20351y 2004. This performance was driven princi
by the results in our NextGen Divisic

* We have benefited and hope to continue to berrefih the increased demands on healthcare provide
greater efficiency and lower costs, as well asdased adoption rates for electronic medical recard
other technology in the healthcare are

e On April 1, 2006, we adopted SFAS 123R which respiithe measurement and recognitiot
compensation expense for all shaesed payment awards made to employees and dgedoésed ¢
estimated fair values. Shabased compensation expense recognized under SFAB fi2 the thre
months ended June 30, 2006 was $0.8 million, witichsisted of stockased compensation expe
related to employee stock options. The $0.8 miliimriudes $0.1 million expensed under APB 25 fior
the money”options issued prior to the adoption of SFAS 128R.0f June 30, 2006, $7.0 million of tc
unrecognized compensation costs related to stotkrspis expected to be recognized over a weig
average period of 4.53 years. These expenses avidlllocated between cost of revenue, selling, @d
and administrative and research and developmers$.cbhis amount does not include the cost of
options that may be granted in future periods mgr@hanges in our forfeiture percenta

NextGen Division

e Our NextGen Division has experienced significardvgh in revenue and operating income. Divisi
revenue grew 36.4% in the three months ended JOn20®6 versus 2005 and 46.1% in the three m
ended June 30, 2005 versus 2004 while divisionarai;g income (excluding unallocated corpc
expenses) grew 53.9% in the three months ended3yrk006 versus 2005 and 67.6% in the three m
ended June 30, 2005 versus 2(

* During the three months ended June 30, 2006, wedadiéffing resources to departments includings:
support, implementation, and software developmadtiatend to continue to do so during the remairad
fiscal year 2007

e Our goals include continuing to further enhance existing products, developing new products
targeted markets, continuing to add new custonsating additional software and services to exg
customers and expanding penetration of connectbatyices to new and existing custom

QSI Division



Our QSI Division revenue increased 1.5% in the é¢hmeonths ended June 30, 2006 versus 200!
declined 3.7% in the three months ended June 305 28rsus 2004. The Division experienced a 2’
increase in operating income (excluding unallocategporate expenses) in the three months endec
30, 2006 versus 2005 as compared to a 43.3% dedreaperating income in the three months ended
30, 2005 versus 200
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e Our goals for the QSI Division include maximizingvenue and profit performance given the constr
represented by a weak purchasing environment idehéal group practice mark

The following table sets forth for the periods wated, the percentage of revenues representedchyitean ir
our Consolidated Statements of Incol

THREE MONTHS ENDED

JUNE 30,
2006 2005
(unaudited) (unaudited)
Revenues
Software, hardware and suppl 41.7% 47.2%
Implementation and training servic 8.2 9.1
System sale 49.¢ 56.4
Maintenance and other servic 39.1 32.2
Electronic data interchange servi 11.C 11.2
Maintenance, EDI and other servic 50.1 43.€
Total revenus 100.( 100.(
Cost of revenue
Software, hardware and suppl 4.7 9.C
Implementation and training servic 5.4 6.7
Total cost of system sal 10.1 15.7
Maintenance and other servic 14.C 12.4
Electronic data interchange servi 7.7 7.5
Total cost of maintenance, EDI and other serv 21.7 19.¢
Total cost of revenu 31.¢ 35.€
Gross profi 68.2 64.4
Selling, general and administrati 28.2 29.2
Research and developmi 6.4 6.3
Income from operatior 33.t 28.¢
Interest incomt 1.9 1.2
Income before provision for income ta 35.4 30.1+*
Provision for income taxe 14.1 11.€
Net income 21.2% 18.5%

** does not add due to roundi

For the Three-Month Periods June 30, 2006 versus @B



Net Income. The Company net income for the three months ended June 3% @@s $7.7 million or $0.:
per share on a basic and $0.28 per share on adiilgd basis. In comparison, we earned $5.1 onilbr $0.1'
per share on a basic and fully diluted basis ferttiee months ended June 30, 2005.

Revenue. Revenue for the three months ended June 30, P@d€ased 31.5% to $36.1 million from $2
million for the three months ended June 30, 2008&xtSen Division revenue increased 36.4% 1
approximately $23.6 million to approximately $32ndillion in the period, while QSI Division reven
increased by 1.5% during the period.

We divide revenue into two categories, “systemssadmd “EDI, maintenance and other servicé&venue i
the system sales category includes software lickrese third party hardware and software, and implatatiol
and training services related to purchase of theamy's software systems. Revenue in the EDI, mainter
and other services category includes EDI, maintemamd other revenu
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System Sales. Companywide sales of systems for the three months endee 30, 2006, increased 16.3%
$18.0 million from $15.5 million in the prior yeguarter.

Our increase in revenue from sales of systems wiagipally the result of a 16.4% increase in catg
revenue at our NextGen Division. Divisional saleghis category grew from $15.0 million during tipearte
ended June 30, 2005 to $17.4 million during thertguaended June 30, 2006. This increase was (
primarily by higher sales of NextGERTand NextGerfPMsoftware to both new and existing clients, as e
delivery of related implementation services, offegt a decline in sales of related hardware, thiedty
software, and supplies.

The following table breaks down our reported systafes into software, hardware, third party softy
supplies, and implementation and training servameaponents by Divisior

Hardware,
Third Party Implementation
Software and and Training Total
Software Supplies Services System Sales
Three months ended
JUNE 30, 200t
QSI Division $ 38 $ 40C $ 12z $ 56C
NextGen Divisior 13,94 647 2,832 17,42;
Consolidatec $ 13,98: $ 1,047 $ 2,95 % 17,98:
Three months ended
JUNE 30, 200!
QSI Division $ 51 $ 314 % 12¢ $ 491
NextGen Divisior 11,18¢ 1,422 2,364 14,97:
Consolidatec $ 11,237 $ 1,73¢  $ 249 $ 15,46

NextGen Division software revenue increased 24.##wéen the three months ended June 30, 2005 a
three months ended June 30, 2006. The Divisisoftware revenue accounted for 80.0% of dividisgaten
sales revenue during the three months ended Jyn2086, an increase from 74.7% in the prior yearopk
Sales of additional licenses to existing custongeesv to $5.0 million during the three months endede 3(
2006 compared to $1.3 million in the year ago pkrithe increase in softwaseshare of systems sales was
the result of any new trend or change in emphasi®ur part relative to software sales. Softwareng
revenue growth continues to be an area of primarghasis for the NextGen Division and managemen
pleased with the Division’s performance in thisaare

During the three months ended June 30, 2006, 3f/%ertGens system sales revenue was represent
hardware and third party software compared to 9rbthe same prior year period. We have noted thalds
several quartes results have included a relatively lower amodritavdware and third party software comp:
to prior periods. However, this decrease was ndtigmot the result of any change in emphasis orpati. Thi
number of customers who purchase hardware and phiry software and the dollar amount of hardwarg
third party software revenue fluctuates each quatépending on the needs of customers. The inclusi
hardware and third party software in the Divismrsales arrangements is typically at the requeghe
customer and is not a priority focus for us.

Implementation and training revenue at the NextGamsion increased 19.8% in the three months enlied
30, 2006 compared to the three months ended JyrZ086. The year over year growth in implementatiac
training revenue is the result of increases inaim®unt of implementation and training services ezed to oL
customers. The amount of implementation and trgiservices revenue and the corresponding ratecofth
compared to a prior period in any given quartedépendant on several factors, including timing wstome
implementations, the availability of qualified dtadnd the mix of services being rendered. The remdi
implementation and training staff increased dutimg three months ended June 30, 2006 versus 200%iér
to accommodate the increased amount of implementagrvices sold in conjunction with increasedvsait
sales. In order to achieve continued increasedntgvén this area, additional staffing increases aaditiona
training facilities are anticipated, though actfisiure increases in revenue and staff will depepdnuthe
availability of qualified staff, business mix andnditions, and our ability to retain current stambers
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The NextGen Divisiors growth has come in part from investments in safes marketing activities includi
hiring additional sales representatives, trade shdwndance, and advertising expenditures. We ladaa

benefited from winning numerous industry awards tloe NextGen Division’s flagship NextGe#" anc

NextGen®P™M software products in fiscal years 2006 and 2005wel as in prior years, and the appa
increasing acceptance of electronic medical recacisnology in the healthcare industry.

For the QSI Division, total system sales increasggroximately $0.1 million in the three months eshden:
30, 2006 versus June 30, 2005. We do not presttigee any material changes in the business emen
for the Division with respect to the weak purchgseamvironment in the dental group practice markat ha
existed for the past several years.

EDI, Maintenance, and Other Services. For the three months ended June 30, 2006, Compate/+evenu
from EDI, maintenance and other services grew 51@%il8.1 million from $12.0 million in the samerioel
in the prior year. The increase in this categosulted from an increase in both EDI and maintenamekothe
revenue from the NextGen Divisiantlient base. Total NextGen Division maintenareeenue for the thr
months ended June 30, 2006 grew 38.4% to $7.7omifiom $5.5 million in the same year ago periodile
EDI revenue grew 44.0% to $2.8 million compareds1o9 million during the same prior year period. €&
revenue for the three months ended June 30, 2@96 tgr $4.7 million compared from $1.6 million iretlyea
ago period. The increase was due primarily to paseb of additional training and other services Xigtiag
NextGen customers. QSI Division maintenance revelaastined 2.4% in the same period while QSI divisi
EDI revenue increased by 2.5% between the samedseri

The following table details revenue included in #@l, maintenance, and other category for the thneatt
periods ended June 30, 2006 and 2(

EDI Maintenance Other Total

Three months ended

JUNE 30, 200t
QSI Division $ 1,21 $ 1,727 $ 39C $ 3,33(
NextGen Divisior 2,76¢ 7,672 4,32 14,76
Consolidatec $ 3977 $ 9,39¢ $ 471t % 18,09:
Three months ended

JUNE 30, 200!
QSI Division $ 1,18 $ 1,76¢ % 39C $ 3,34z
NextGen Divisior 1,91¢ 5,54z 1,162 8,62°
Consolidatec $ 3,10: $ 7,311 $ 155 $ 11,96

The growth in maintenance revenue for the NextGessidn has come from new customers that have
added each quarter as well as our relative sudeassaining existing maintenance customers. NertS&DI
revenue growth has come from new customers and finotfmer penetration of the Divisiom'existing custom:
base. We intend to continue to promote maintenandeEDI services to both new and existing customers

The following table provides the number of billisges which were receiving maintenance servicesf dise
last business day of the quarters ended June 83®, &0d 2005 respectively, as well as the numbdailliig
sites receiving EDI services during the last marftleach respective period at each Division of tlenBany
The table presents summary information only antuges billing entities added and removed for argsom
Note also that a single client may include one ofitiple billing sites, and changes in billing protis fol
certain clients can cause period to period chaimgtiee number of billing site:

NextGen Qs Consolidated
Maintenance EDI Maintenance EDI Maintenance EDI
JUNE 30, 200¢ 61¢ 45C 284 21€ 902 66¢€
Billing sites adde« 28C 232 5 17 28t 24¢

Billing sites removel (22) (76) (22 (46) (43) (122)




JUNE 30, 200¢ 87¢ 60¢€ 267 187 1,14¢ 798
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Cost of Revenue. Cost of revenue for the three months ended Jun@Q@ib increased 17.5% to $11.5 mill
from $9.8 million in the quarter ended June 30,%08hile the cost of revenue as a percentage ofavenu
decreased to 31.8% from 35.6% due to the factthieatate of growth in cost of revenue grew slovirantthi
aggregate revenue growth rate for the Company.

The following table details the individual compotewnf cost of revenue and gross profit as a peagenbd
total revenue for our Company and our two Divisic

Hardware, Payroll
Third and Total
Party related Cost of Gross
Software Benefits Other Revenue Profit
Three months ended JUNE 30, 2(
QSI Division 6.C% 19.2% 21.8% 47.(% 53.(%
NextGen Divisior 2.7 12.1 15.1 29.¢ 70.1
Consolidatec 3.1% 12.9% 15.8% 31.8% 68.2%
Three months ended JUNE 30, 2(
QSI Division 13.% 19.2% 20.% 53.4% 46.6%
NextGen Divisior 6.5 11.2 14.¢ 32.¢ 67.4
Consolidatec 7.5% 12.2% 15.8% 35.6% 64.4%

During the three months ended June 30, 2006, haedarad third party software constituted a smallatipn
of consolidated revenue compared to the same ygarpariod driven principally by the composition
NextGen Division revenue. We have noted that teedaveral quart’s results have included a relatively lo
amount of hardware and third party software comgpavith prior periods. However, this reduction wan the
result of any change in emphasis on our part. Theber of customers who purchase hardware and plairty
software and the dollar amount of hardware anddtiparty software purchased fluctuates each qt
depending on the needs of the customers and & pabrity focus for us.

Our payroll and benefits expense associated witivedang our products and services increased t@%201
consolidated revenue in the three months ended 30n2006 compared to 12.3% during the three m
ended June 30, 2005. The absolute level of coretelidpayroll and benefit expenses grew from $314omiin
the three months ended June 30, 2005 to $4.6 milfiche three months ended June 30, 2006, anasere
35% or $1.2 million. The adoption of SFAS 123R atldpproximately $0.1 million of compensation exm
to cost of revenue. In addition, the increase waes primarily to additions to related headcount, rplyanc
benefits expense associated with delivering pradact services in the NextGen Division where suglerse
increased to $3.9 million in three months ended R0 2006 from $2.6 million in the three monthdeshJun
30, 2005. Payroll and benefits expense associatdddelivering products and services in the QSlifion
during the three months ended June 30, 2006 an8l Zffained relatively unchanged at approximately
million.

We anticipate continued additions to headcounh@NextGen Division in areas related to delivefpngduct:
and services in future periods but due to the uangies in the timing of our sales arrangements,sales mi»
the acquisition and training of qualified personratd other issues, we cannot accurately prediotl#te
headcount expense as a percentage of revenuaeviiase or decrease in the future.

We do not currently intend to make any significaddlitions to related headcount at the QSI Division.

“Other”, which consists of outside service costs, amortimatif software development costs and other ¢
remained at 15.8% of revenue during the three nsoaided June 30, 2006 and 2005.

Should the NextGen Division continue to represeninareasing share of our revenue and should theGés
Division continue to carry higher gross profit thidae QSI Division, our consolidated gross profitqeatage
should increase to more closely match those oN#rdGen Division
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As a result of the foregoing events and activitibe, gross profit percentage for the Company andtwa
operating divisions increased for the three moittiopl ended June 30, 2006 versus the prior yeawdger

The following table details revenue and cost ofereie on a consolidated and divisional basis fortltines
month periods ended June 30, 2006 and 2

Three months ended JUNE 30, Three months ended JUNTD,
2006 % 2005 %
QSI Division Revenu $ 3,89( 100.(% $ 3,83¢ 100.(%
Cost of revenu 1,82¢ 47.C 2,04¢ 53.4
Gross profit $ 2,061 53.(% $ 1,78t 46.6%
NextGen Division Revenu $ 32,18¢ 100.% $ 23,59¢ 100.(%
Cost of revenu 9,62¢ 29.¢ 7,707 32.¢
Gross profit $ 22,55¢ 70.1% $ 15,89: 67.4%
Consolidated Revent $ 36,07« 100.(% $ 27,42¢ 100.(%
Cost of revenu 11,457 31.¢ 9,751 35.€
Gross profit $ 24,617 68.2% $ 17,671 64..%

Sdling, General and Administrative Expenses. Selling, general and administrative expenses lier thre:
months ended June 30, 2006 increased 27.0% to $1illiédh as compared to $8.0 million for the thmaenth:
ended June 30, 2005. The increase in the amousudf expenses resulted primarily from a $0.6 rm
increase in compensation expense in the NextGeisibiy $0.3 million increase in commission expeimsthe
NextGen Division and a net $0.6 million increaseother selling, general and administrative expemsehe
NextGen Division and a $0.7 million increase inpmmate related expenses, which consisted primafif§0.t
million increase in compensation expense and $dIBomincrease in insurance expense. The adoptif
SFAS 123R added approximately $0.5 million of comgagion expense to selling, general and adminiig
expenses. Selling, general and administrative esgens a percentage of revenue decreased from 2918%
three months ended June 30, 2005 to 28.3% in tke thonths ended June 30, 2006 due to the facthiaht:
of growth in revenue was greater than the sellopgneral and administrative expense growth ratette
Company.

We anticipate increased expenditures for trade shadvertising and the employment of additiona¢ésan
administrative staff at the NextGen Division. Wealanticipate future increases in corporate expeied
being made in a wide range of areas. While we ebgaling, general and administrative expensesiteeas
on an absolute basis, we cannot accurately prédidimpact these additional expenditures will haneselling
general, and administrative expenses as a pereenfagvenue.

Research and Development Costs. Research and development costs for the three me@mitled June 30, 2C
and 2005 were $2.3 million and $1.7 million, redpety. The increases in research and developmeerese
were primarily due to increased investment in thext&en product line. The adoption of SFAS 123R d
approximately $0.2 million of compensation expereeresearch and development costs. Researc
development costs as a percentage of net reventeased slightly to 6.4% from 6.3% during the thremnth:
ended June 30, 2006. Research and developmentsegpare expected to continue at or above curreiatr
levels.

Interest Income. Interest income for the three months ended Jun@@0% increased to approximately §
million compared with $0.3 million in the three ntba ended June 30, 2005. Interest income in thex
months ended June 30, 2006 increased primarilytolutbe effect of an increase in short term interass:
versus the prior year quarter as well as compaaigtivigher amounts of funds available for investtrauring
the three months ended June 30, 2006.

Our investment policy is determined by our Boardafectors. We currently maintain our cash in vhayid
short term assets including money market fundssdt term U.S. Treasuries with original maturiteédes:
than 90 days. Our Board of Directors n
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consider alternate uses for our cash including,netitimited to payment of a special dividend sanito on
time dividend declared and paid in March 2006 jatiin of a regular dividend, initiation of a stoblky-back
program, an expansion of our investment policynude investments with maturities of greater tB@rdays
or other items. Additionally, it is possible thaewill utilize some or all of our cash to fund argaisition o
other similar business activity. Any or all of tleegrograms could significantly impact our investini@icome
in future periods.

Provision for Income Taxes. The provision for income taxes for the three merghded June 30, 2006 \
$5.1 million as compared to $3.2 million for theaye@go period. The effective tax rates for the éhreonth
ended June 30, 2006 and 2005 were 39.9% and 38etfectively. The provision for income taxes fog
three months ended June 30, 2005 differs from trebined statutory rates primarily due to the impaf
varying state income tax rates, and research avelaEment tax credits. The effective rate for theé month
ended June 30, 2006 increased from the prior Yeaa result of the expiration of the income taxditse for
research and development expenditures, no bewefiefearch and development tax credits was madiee
provision for the June 30, 2006 quarter. In additihe Company adopted FASB 123R which resultefDid
million in non-deductible option expense related to incentiveksmations. These two factors were sligl
offset by the qualified production activities detlac which was not available in the prior year.

Liquidity and Capital Resources

The following table presents selected financiatisias and information for each of the three menéimde
June 30, 2006 and 20C

Three months ended JUNE 30,

2006 2005
Cash and cash equivalel $ 66,95 $ 57,50¢
Net increase in cash and cash equivalents dursthtiee month peric $ 9,72¢ % 6,352
Net income during the three month per $ 7,66¢ $ 5,07t
Net cash provided by operations during the threatmperiod $ 10,97 $ 7,63¢
Number of days of sales outstanding at start op#réod 11t 11¢
Number of days of sales outstanding at the entdeoperioc 122 124

Cash provided by operations has historically bagnpoimary source of cash and has primarily be@redrby
our net income and secondarily by nmash expenses including depreciation, amortizatibrrapitalize:
software, provisions for bad debts and inventorsoddscence, and stock option expenses.

The following table summarizes our statement ohdésws for the three month period ended June BOg
and 2005:

Three months ended JUNE 30,

2006 2005
Net income $ 7,66¢ $ 5,07¢
Non-cash expense 2,137 1,26t
Change in deferred reven 91¢ 2,267
Change in accounts receival (3,699 (4,207
Change in other assets and liabilil 3,94: 3,23¢
Net cash provided by operating activit $ 10,97« % 7,63¢

24



Net Income

As referenced in the above table, net income makethe majority of our cash generated from openatifo!
the three month period ended June 30, 2006 and. ZD@5NextGen Divisiors contribution to net income
increased each year due to that Divistooperating income increasing more quickly than Goenpany as
whole.

Non-Cash expenses

Non-cash expenses include depreciation, amortizationapftalized software, provisions for bad debts
inventory obsolescence, and stock option expenbBetl noneash expenses grew by approximately
million between the three month periods ended BMhe2006 and 2005. Approximately $0.7 million o&
increase was related to stock option expense celateur adoption of SFAF 123R.

Deferred Revenue

Cash from operations benefited from increases fierdesd revenue primarily due to an increase invillame o
implementation and maintenance services invoicethbyNextGen Division which had not yet been reac
or recognized as revenue, but for which cash wasived. Deferred revenue grew by approximately
million in the three month period ending June 3W&versus $2.3 million in the year ago period.

Accounts Receivable

Accounts receivable grew by approximately $3.7 ionilland $4.2 million in the three month periodsiag
June 30, 2006 and 2005, respectively. The incréasaccounts receivable in both periods is due &
following factors:

* NextGen Division revenue grew 36.4% and 46.1% @ttlree month periods ended June 30, 200
2005, respectively

» The NextGen Division constituted a larger perceatafjour receivables at June 30, 2006 compat
March 31, 2006. Turnover of accounts receivabléhim NextGen Division is slower than the (
Division due to the fact that the majority of th&KDivision’s revenue is coming from maintena
and EDI services which typically have shorter pagiierms than systems sales related revenue
historically have accounted for a major portiorN&xtGen Division sales; an

» We experienced an increase in the volume of uneied services billed in advance by the Nexi
Division which were unpaid as of the end of eachigoeand included in accounts receivable.
resulted in an increase in both deferred revendeagnounts receivable of approximately $1.0 mi
and $2.3 million in the three month periods endete330, 2006 and 2005, respectivi

The turnover of accounts receivable measured mgesf days sales outstanding (DSO) increased frb§
days to 122 days during the three month periodeéddae 30, 2006 and increased from 119 days talapslir
the same period in 2005, primarily due to the abueationed factors.

If amounts included in both accounts receivable deférred revenue were netted, the Compatyrnover c
accounts received expressed as days sales outgamduld be 78 days as of June 30, 2006 and 73 aag
June 30, 2005. Provided turnover of accounts retésy deferred revenue, and profitability remainsisten
with the three months ended June 30, 2006, we ipaté& being able to continue to generate cash
operations during fiscal 2007 primarily from the meome of the Company.

Cash flows from operating activities

Cash and cash equivalents increased by $9.7 mbiétween March 31, 2006 and June 30, 2006 primasil
result of cash provided by operating activitiessi€and cash equivalents increased approximatedyriilion
during the three months ended June 30, 2005 comhpardne same period in the prior year, also pripas ¢
result of cash generated by operating activities.

Cash flows from investing activities

Net cash used in investing activities for the thmenths ended June 30, 2006 and 2005 was $1.0mdin(
$1.4 million, respectively. Net cash used in inirggsactivities
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for the three months ended June 30, 2006 and 28@&isted of additions to equipment and improvemant
capitalized software.

Cash flows from financing activities

During the three months ended June 30, 2006, waveat proceeds of $0.4 million from the exercisestoick
options and recorded a reduction in income taxlitgof $0.1 million related to tax deductions sdeed fron
employee stock option exercises. The benefit wesrded as additional paid in capital.

Cash and cash equivalents

At June 30, 2006, we had cash and cash equivaé®&7.0 million. We intend to expend some of thizgels
for the development of products complementary toexisting product line as well as new versionseftair
of our products. These developments are intendedk® advantage of more powerful technologies a
increase the integration of our products. We havadditional significant current capital commitrrent

Management believes that its cash and cash eqotsade hand at June 30, 2006, together with casvsffrorr
operations, if any, will be sufficient to meet igrking capital and capital expenditure requireraeint the
ordinary course of business for the balance o&fi2007.

Contractual Obligations

The following table summarizes our significant gantual obligations at June 30, 2006, and the effet suc
obligations are expected to have on our liquiditg aash in future period

Less

than a 1-3 3-5 Beyond
Contractual Obligations Total year years years 5 years
Non-cancelable lease obligatio $10,81: $ 1571 $ 434z $ 416: $ 737

ltem 3. Qualitative and Quantitative DisclosuresAbout Market Risk

We have a significant amount of cash and sterty investments with maturities less than threatim Thi
cash portfolio exposes us to interest rate riskhast-term investment rates can be volatile. Gienshortterm
maturity structure of our investment portfolio, Welieve that it is not subject to principal fluctioas and th
effective interest rate of our portfolio tracks sty to various shoterm money market interest r
benchmarks.

Item 4. Controls and Procedures

The Chief Executive Officer and Chief Financial ioéfr (our principal executive officer and princigadancia
officer, respectively) conducted an evaluation lo¢ design and operation of oudisclosure controls ai
procedures” (as defined in Rules 13a-15(e) and 1B§d) under the Securities Exchange Act of 193
amended (“Exchange Act”)Based on their evaluation of our disclosure coatesid procedures (as such t
is defined in Rules 13a-15(e) and 1Bs(e) under the Securities Exchange Act of 1934aragnded (tr
“Exchange Act"))as of June 30, 2006, our officers including ourefliixecutive Officer and Chief Financ
Officer (our principal executive officer and pripal financial officer, respectively) have concludiat ou
disclosure controls and procedures result in tfecgfe recordation, processing, summarization @ambrting
of information that is required to be disclosedhe reports that we file under the Securities ERgleaAct o
1934 and the rules thereunder.

During the quarter ended June 30, 2006, no sigmfichanges have occurred in ourtérnal controls ove
financial reporting” (as defined in Rule 13&¢f) under the Exchange Act) that have materiaffected, or ar
reasonably likely to materially affect, our finaakreporting function. However, we are performinggoing
evaluations of our internal processes in orderind bpportunities to further enhance our internahtools
system.
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Item 1.

PART Il
OTHER INFORMATION

Legal Proceedings.

On May 22, 2006, Ahmed Hussein filed a notice giesd with the California Superior Court (Orange 6Gty)
in the case of Ahmed Hussein vs. Quality Systems, ét. al. On March 24, 2006, Quality System, et
prevailed in the Orange County Superior Courtditign brought by Mr. Hussein contesting the resoftthe
Companys 2005 Board of Directors election. In that casglgé William M. Monroe issued a decis
upholding the validity of the previously announcel@ction results and finding that Mr. Hussein wasd
entitled to equitable relief. As of the date ofthéport, the appeal is still pending.

Item 1A.

Risk Factors.

No additional risk factors.

Iltem 2.

None.

Iltem 3.

None.

Item 4.

None.

Item 5.

None.

Iltem 6.

Unregistered Sales of Equity Sedties and Use of Proceeds.

Defaults Upon Senior Securities.

Submission of Matters to a Votef Securities Holders.

Other Information.

Exhibits.

Exhibits:

31.1

31.2

32.1

Certifications of Chief Executive Officer Requirby Rule 13a-14 (a) of the Securities Exchange Act
of 1934,as amended, as Adopted Pursuant to S&fidof the Sarban-Oxley Act of 2002

Certifications of Chief Financial Officer Requiregt Rule 13a-14 (a) of the Securities Exchange Act
of 1934,as amended, as Adopted Pursuant to S&fidof the Sarban-Oxley Act of 2002

Certification of Chief Executive Officer and Chieihancial Officer Pursuant to 18 U.S.C. Section
1350, as Adopted Pursuant to Section 906 of thia®ai-Oxley Act of 2002
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SIGNATURES

Pursuant to the requirements of the Securities &xgh Act of 1934, we have duly caused this repmtie
signed on its behalf by the undersigned thereualy authorized

QUALITY SYSTEMS, INC.

Date:  August 3, 200t By: /s/ Louis Silvermal

Louis Silvermar
Chief Executive Office

Date:  August 3, 200t By: /s/ Paul Hol

Paul Holt
Chief Financial Officer; Principal Accountir
Officer
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EXHIBIT 31.1

CERTIFICATIONS

I, Louis Silverman, certify tha

1.

2.

| have reviewed this Form -Q of Quality Systems, Inc

Based on my knowledge, this report does not coraajnuntrue statement of a material fact or omgitie
a material fact necessary to make the statementte,nia light of the circumstances under which
statements were made, not misleading with respetietperiod covered by this repc

Based on my knowledge, the financial statementd,aher financial information included in this rep
fairly present in all material respects the finahaondition, results of operations and cash flafishe
registrant as of, and for, the periods presenteldisgnreport;

The registrans other certifying officer(s) and | are responsitaleestablishing and maintaining disclos
controls and procedures (as defined in ExchangeR&ub¢s 13a-15(e) and 13db(e)) and internal conti
over financial reporting (as defined in Exchange Rales 13a-15(f) and 15t5(f)) for the registrant ai
have:

(&) Designed such disclosure controls and proceduresgused such disclosure controls and proce
to be designed under our supervision, to ensurentiaderial information relating to the registri
including its consolidated subsidiaries, is madevim to us by others within those entit
particularly during the period in which this rep@teing preparec

(b) Designed such internal control over financial réipgr, or caused such internal control over finat
reporting to be designed under our supervisionpitovide reasonable assurance regarding
reliability of financial reporting and the prepaceat of financial statements for external purpost
accordance with generally accepted accounting iples;

(c) Evaluated the effectiveness of the registeadisclosure controls and procedures and preséantad
report our conclusions about the effectivenessefdisclosure controls and procedures, as of tt
of the period covered by this report based on sweltuation; an

(d) Disclosed in this report any change in the segnts internal control over financial reporting t
occurred during the registrant’'s most recent fisgadrter (the registramst'fourth fiscal quarter in tl
case of an annual report) that has materially &dtkcor is reasonably likely to materially affettte
registran’s internal control over financial reportir

The registrang other certifying officer(s) and | have disclosbdsed on our most recent evaluatio
internal control over financial reporting, to thegistrants auditors and the audit committee of
registran’s board of directors (or persons performing thevedent functions)

(@) All significant deficiencies and material weaknessethe design or operation of internal contrai
financial reporting which are reasonably likelyadversely affect the registrastability to recorc
process, summarize and report financial informatond

(b) Any fraud, whether or not material, that involvesamagement or other employees who ha
significant role in the registre’s internal control over financial reportir

Date: August 3, 200

/s/ LOUIS SILVERMAN

Louis Silvermar
Chief Executive Officer (principal executive offige
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EXHIBIT 31.2

[, Paul Holt, certify that

1.

2.

| have reviewed this Form -Q of Quality Systems, Inc

Based on my knowledge, this report does not coraajnuntrue statement of a material fact or omgitie
a material fact necessary to make the statementte,nia light of the circumstances under which
statements were made, not misleading with respebietperiod covered by this repc

Based on my knowledge, the financial statements,aher financial information included in this rep
fairly present in all material respects the finahaondition, results of operations and cash flafishe
registrant as of, and for, the periods presentedisnreport;

The registrang other certifying officer(s) and | are responsitileestablishing and maintaining disclos
controls and procedures (as defined in ExchangeR&u¢s 13a-15(e) and 13d(e)) and internal conti
over financial reporting (as defined in Exchange Rales 13a-15(f) and 1585(f)) for the registrant ai
have:

(&) Designed such disclosure controls and proceduresgused such disclosure controls and proce
to be designed under our supervision, to ensurentiaderial information relating to the registri
including its consolidated subsidiaries, is madevikm to us by others within those entit
particularly during the period in which this rep@teing preparec

(b) Designed such internal control over financial réipgy;, or caused such internal control over finak
reporting to be designed under our supervisionpitavide reasonable assurance regarding
reliability of financial reporting and the prepaoat of financial statements for external purpost
accordance with generally accepted accounting iptes;

(c) Evaluated the effectiveness of the registsadisclosure controls and procedures and preséntai
report our conclusions about the effectivenessiefdisclosure controls and procedures, as of tt
of the period covered by this report based on swethuation; ant

(d) Disclosed in this report any change in the segnts internal control over financial reporting t
occurred during the registrant's most recent fisgarter (the registrarst’fourth fiscal quarter in tl
case of an annual report) that has materially sdtkcor is reasonably likely to materially affettte
registran’s internal control over financial reportir

The registrang other certifying officer(s) and | have disclosbdsed on our most recent evaluatio
internal control over financial reporting, to thegistrants auditors and the audit committee of
registran’s board of directors (or persons performing thewedent functions)

(&) All significant deficiencies and material weaknessethe design or operation of internal contradi
financial reporting which are reasonably likelyadversely affect the registrastability to recorc
process, summarize and report financial informatéond

(b) Any fraud, whether or not material, that involvesamagement or other employees who ha
significant role in the registré’s internal control over financial reportir

Date: August 3, 200

/s/ PAUL HOLT

Paul Holt
Chief Financial Officer (principal accounting ofig
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EXHIBIT 32.1

CERTIFICATION OF CHIEF EXECUTIVE OFFICER AND CHIEF  FINANCIAL OFFICER
PURSUANT TO 18 U.S.C. SECTION 1350,
AS ADOPTED PURSUANT TO
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

In connection with the quartergport on Form 10-Q of Quality Systems, Inc. (theripany”)for
the quarterly period ended June 30, 2006 (the “R@pdhe undersigned hereby certify in their capacitie
Chief Executive Officer and Chief Financial Officef the Company, respectively, pursuant to 18 U.
section 1350, as adopted pursuant to Section 9@&dbarban«-Oxley Act of 2002, that

1. the Report fully complies with the requirementsSefiction 13(a) or 15(d) of the Securities Exchanged!
1934, as amended; a

2. the information contained in the Report fairly mets, in all material respects, the financial ctodianc
results of operations of the Compa

Dated: August 3, 200€ By: /s/ LOUIS SILVERMAN

Louis Silverman
Chief Executive Officer (principal executive
officer)

Dated: August 3, 200€ By: /s/ PAUL HOLT

Paul Holt
Chief Financial Officer (principal accounting
officer)

A signed original of this written statement reqdit®y Section 906, or other document authentice
acknowledging, or otherwise adopting the signattinas appear in typed form within the electronicsien o
this written statement required by Section 906, leen provided to the Company and will be retaimgdhe
Company and furnished to the Securities and Exah&ammission or its staff upon reque

31




