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PART I

This Annual Report on Form 10-K includes certain statements of a forward-looking
nature which reflect the Company's current views relating to future events or
the future financial performance of the Company. These forward-looking
statements are only predictions and are subject to risks and uncertainties,
particularly the matters set forth in "Certain Risk Factors" below, which could
cause actual events or results to differ materially from historical results or
those indicated by such forward-looking statements.

ITEM 1. BUSINESS

SeaChange International, Inc. ("SeaChange"or the "Company") provides software-
based products to manage, store and distribute digital video for cable
television operators and telecommunications companies. The Company's products
utilize its proprietary distributed application software and standard industry
components to automate the management and distribution of short- and long-form
video streams including advertisements, movies, news updates and other video
programming requiring precise, accurate and continuous execution. The Company's
digital video products are designed to provide higher image quality and to be
more reliable, easier to use and less expensive than analog tape-based systems.
In addition, SeaChange's products enable its customers to increase revenues by
offering more targeted services such as geography-specific spot advertising and
Video-On-Demand movies.

SeaChange's products address a number of specific markets. The SeaChange SPOT
System is the leading digital advertisement and other short-form video insertion
system for the multichannel television market in terms of installations in the
United States, based on currently available industry sources and the Company's
internal data. The SeaChange SPOT System encodes analog video forms such as



advertisements and news updates, stores them in remote or local digital
libraries, and inserts them automatically into television network streams. The
SPOT System provides high run-rate accuracy and video image quality, permits
geographic and demographic specificity of advertisements and reduces operating
costs. The Company has recently introduced the SeaChange Movie System, which
provides long-form video storage and delivery for the Video-On-Demand and pay-
per-view movie markets and is developing the SeaChange Programming System, a
long-form video storage and delivery product for cable television operators and
telecommunications companies. The SeaChange Traffic and Billing Software
operates in conjunction with the SeaChange SPOT System to automate and simplify
complex sales, scheduling and billing processes for the multichannel television
market. The Company also sells its Video Server 100, which is designed to store
and distribute video streams of various lengths, and MediaCluster, SeaChange's
proprietary software technology that enables multiple Video Server 100s to
operate together as an integrated video server, to systems integrators and value
added resellers (''VARs''). In addition, the Company is developing digital play-
to-air systems for the broadcast television industry.

The Company was incorporated in Delaware in July 1993 under the name SeaView
Technology, Inc. and changed its name to SeaChange Technology, Inc. in September
1993 and to SeaChange International, Inc. in March 1996.

INDUSTRY BACKGROUND

Television operators, the largest users of professional quality video,
historically have relied on analog technology for the storage and distribution
of video streams. Analog systems, which use video tapes as the primary mechanism
for the storage and distribution of video, have substantial limitations. Analog
tapes and their associated playback mechanisms are subject to mechanical failure
and generational loss of video quality. Analog tape-based systems also require
significant manual intervention, which makes them expensive and cumbersome to
operate and

also limits their flexibility for programming changes. Finally, analog tapes are
bulky and have limited storage capacity.

Over the past decade, the limitations of analog tape-based systems have become
increasingly apparent. Changes in government regulation and increased
competition have forced television operators to seek new revenue sources and
reduce costs. In addition, television operators are increasingly seeking to
offer new and enhanced video services while simultaneously improving the
efficiency of their operations. While analog tape-based systems are sufficient
for some traditional applications, they do not meet the performance and cost
requirements of these new, targeted applications.

Cable Television Operators & Telecommunications Companies

According to industry sources, there are approximately 11,000 cable systems
currently in the United States, serving over 64 million households. In 1995,
57.3% of all cable systems provided between 30 and 53 channels of programming as
compared to 35.9% in 1985. Because cable television programming is sent over
broadband lines, operators can segment and target their programming to viewers
in selected geographies. In addition, the continuing growth in cable
television's multiple specialized programming networks, such as CNN, MTV and
ESPN and newer networks such as Black Entertainment Television, the Discovery
Channel and Nickelodeon, allow advertisers to target viewers in selected
demographic profiles.

Despite this advantage over television broadcasters, cable television
operators historically have not realized advertising revenues in proportion to
their share of television viewers. According to industry sources, in 1995, 36%
of all television viewers were watching cable networks, yet cable television
advertising revenue accounted for only 16% of the total television advertising
revenue. In addition, advertising represents the major source of revenue for
television broadcasters, while most cable television operators derive less than
5% of their gross revenue from advertising. The limitations of analog tape-based
technology are a major factor which has prevented cable television operators
from historically exploiting their advantages over television broadcasters.
Analog systems are difficult to manage in multichannel and multi-zone
environments, resulting in relatively poor video insertion accuracy and high
operating costs.

Video-On-Demand represents a new opportunity for cable television operators.
Industry sources project that the Video-On-Demand market will generate
approximately $1.8 billion in revenues for cable television operators in 1999.
Increased channel capacity through the installation of fiber optic cables is
providing many cable television operators with the capacity to offer Video-On-
Demand programming capability to hotels and apartments. However, these complex
applications which demand reliable, rapid and cost-effective management and
operation are not as practical or feasible with existing analog technology.

The recent deregulation of the United States telecommunications industry has
lowered the legal barriers to entry for telecommunications companies to enter
the multichannel video delivery market. Telecommunications companies are
attempting to capitalize on the new growth opportunities by acquiring existing
cable television operators and by leveraging their existing telephony networks
to establish new multichannel video delivery operations. However,
telecommunications companies face the same limitations as cable television



operators in cost-effectively offering targeted, value-added services with
analog tape-based systems.

Increased demand for video and audio content over the Internet will require a
substantial increase in storage capacity and bandwidth over time. The Company
believes that cable television operators and telecommunications companies will
play an integral role in providing these broadband Internet applications. The
Company also believes that in order to offer high quality video applications
over the Internet, cable television operators and telecommunications companies
will need storage and distribution products capable of complex management and
scheduling of video data streams.

Television Broadcasters

The more than 1,500 broadcast stations in the United States, including network
affiliates and independent stations, face many of the same technological issues
as cable television operators. Additionally, television broadcasters rely on
advertising for nearly all of their revenue and require high advertisement run-
rate reliability and image quality. To date, television broadcasters have
utilized tape-based systems with robotic libraries, which are cumbersome and
require high levels of maintenance and manual intervention to ensure that the
needed performance requirements are met. Also, the video tapes in these systems
need to be replaced frequently due to repeated use.

In addition, many broadcasters are contemplating the use of the cable
infrastructure for the delivery of geography-specific advertising. These
broadcasters will insert targeted advertising into their television signals and
distribute them directly, often via microwave, to cable operators' distribution
sites. If this application develops, television operators will require video
storage and delivery systems that can effectively manage and deliver multiple
television signals to targeted markets.

Initial Digital Video Products

Over the past five years, several companies have introduced digital video
products aimed at addressing the limitations of analog tape-based systems. These
products generally have been expensive, not scalable, difficult to program and
have poor video quality. In addition, many initial digital video products have
required users to integrate several components from different vendors to create
a complete solution, which is time consuming, technologically difficult and
often results in poor system performance.

THE SEACHANGE SOLUTION

SeaChange develops, markets and supports software-based digital video
solutions designed to enhance its customers' ability to store, retrieve, manage
and distribute short- and long-form video streams, including advertisements,
movies, news updates and other video programming requiring precise, accurate and
continuous execution. The Company's solutions are based on five core areas of
functionality: (i) real-time conversion of analog video into digital video
format; (ii) storage and retrieval of video content to and from digital
libraries; (iii) scheduled distribution of video streams between digital
libraries via local and wide area data networks; (iv) delivery of video streams
over single and multiple channels; and (v) management of video sales,
scheduling, billing and execution of related business transactions.

SeaChange uses these core capabilities to provide solutions to a number of
commercial markets. The Company's products are designed to provide a consistent
set of features and benefits, including:

Viewer Targeting. The Company's digital video products enable television
operators to efficiently target viewers in specific demographic or geographic
groups. The ability to target selected viewers enables television operators to
increase revenues by offering more targeted services. The SeaChange SPOT
System offers this capability to television operators, while the SeaChange
Movie System makes it possible for television operators to offer Video-On-
Demand movies to individual hotel rooms or apartments.

Cost Reduction. The Company's products are designed to provide its customers
operating cost reductions as compared to analog tape-based systems due to,
among other things, the elimination of video tapes and their storage and lower
operating personnel requirements. The Company is also able to price its
products on a competitive basis by using standard operating systems and
components. The Company believes that the combination of competitive pricing
of its products and reductions in the operating costs of its customers results
in attractive pay-back periods on customers' initial capital outlay for the
Company's products.

Scalability. The Company's products are scalable to the needs of a
particular cable television operator or television broadcaster whether
operating in a single channel system concentrated in one specific zone or a
system with hundreds of channels serving multiple zones and markets. Moreover,
the Company's proprietary storage technology enables the scalability of
storage of digital video from a few minutes to hundreds of hours of video.

Reliability. The Company's products eliminate the need for traditional



mechanical tape-based systems, thereby reducing the likelihood of breakdowns.
Furthermore, through the use of redundant components and proprietary storage
technology and application software, SeaChange's products are designed to be
fault resilient, providing the high reliability required for television
operations.

Scheduling Flexibility. The digitizing and storage of video streams allows
advertisements, news updates and movies to be inserted on channels in local

communities and allows cable television operators to insert or delete video

content rapidly. This flexibility enables the provision of services such as

Video-On-Demand movies and provides advertisers and television broadcasters

the opportunity to insert new video content on short notice.

Video Image Quality. Because digital video streams do not degrade with
playback, image content and quality remain at the original professional level
even after multiple airings.

Ease of Use. The Company's products are simple to learn, require less
maintenance, and are less personnel intensive than analog systems. Due to
their innovative architecture, the Company's products offer a number of
features that simplify their use, including remote monitoring and service and
automated short- and long-form video distribution.

STRATEGY

SeaChange's objective 1s to be a leader in the emerging market for the
storage, management and distribution of professional quality digital video. The
key elements of the Company's strategy are to:

Develop Long-Term Customer Relationships. The Company is focusing its
product development, marketing and direct sales efforts on developing long-
term customer relationships with cable television operators,
telecommunications companies and television broadcasters in the United States
and internationally. The Company has formed its customer relationships by
providing software-based digital video solutions to address customers'
immediate problems, such as advertisement and other short-form video
insertion. The Company intends to continue to leverage its customer
relationships to offer new, compatible products to meet evolving market needs,
such as Video-On-Demand programming. The Company believes that the
fundamental shift from analog to digital video and the growing emphasis on
interactive technologies will continue to present opportunities for the
Company to develop, market and support its products to both its existing
customer base and to customers in additional markets.

Offer Complete Solutions. SeaChange's customers operate complex networks
that require the delivery and management of video programming across multiple
channels and target zones. SeaChange believes television operators desire
complete solutions that integrate all steps of digital video delivery from
scheduling to post-air verification and billing. To address these needs,
SeaChange provides integrated applications and support services which are more
valuable to customers than individual functional products not specifically
designed to work together. The Company believes that providing complete
solutions has been a significant factor in its success and will be an
increasingly important competitive advantage.

Establish and Maintain Technological Leadership Through Software. SeaChange
believes its competitive position is dependent in large part on the features
and performance of its application and network and storage
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software. As a result, the Company focuses a majority of its research and
development efforts on introducing new software applications and improving its
current software. The Company seeks to use standard hardware components
wherever possible to maintain its focus on software development.

Provide Superior Customer Service and Support. The Company's products
operate in environments where continuous operation is critical. As a result,
the Company believes that providing a high level of service and support gives
it a competitive advantage and is a differentiating factor in developing key
customer relationships. The Company's in-depth industry and application
knowledge allows it to better understand the service needs of its customers.
As of December 31, 1996, more than 30% of the Company's employees were
dedicated to customer service and support, including project design and
implementation, installation and training. In addition, using remote
diagnostic and communications features embedded in the Company's products, the
service organization has the ability to monitor the performance of customer
installations and, in most cases, rectify problems remotely. Customers have
access to service personnel via 24-hour, seven-day a week telephone support.

PRODUCTS

SeaChange develops digital video products and related applications for the
television industry. Its products are marketed to cable television operators,
telecommunication companies, television broadcasters, systems integrators and
VARS.

SeaChange SPOT System



The SeaChange SPOT System automates the complex process of advertisement and
other video insertion across multiple channels and geographic zones for cable
television operators and telecommunications companies. Through its proprietary
software, the SeaChange SPOT System allows cable television operators to insert
local and regional advertisements and other short-form video streams into the
time allocated for these video streams by cable television networks such as CNN,
MTV, ESPN, Black Entertainment Television, the Discovery Channel and
Nickelodeon.

The SeaChange SPOT System is an integrated solution composed of software
applications, hardware platforms, data networks and easy to use graphical
interfaces. The SeaChange SPOT System is designed to be installed at local cable
transmission sites, known as headends, and advertising sales business offices.
The SeaChange video insertion process consists of six steps:

Encoding: The process begins with the SeaChange Encoding Station, which is
based on SeaChange's proprietary encoding software, where analog-
based short- and long-form video is digitized and compressed in
real-time using standard MPEG-2 hardware.

Storage: Digital video is then stored in a disk-based video library,
capable of storing thousands of spots, where the SeaChange SPOT
System organizes, manages and stores these video streams.

Scheduling: SeaChange's scheduling and management software coordinates with
the traffic and billing application to determine the designated
time slot, channel and geographic zone for each video stream.

Distribution: SeaChange's strategic digital video software then copies the
video streams from the master video library and distributes them
over the operator's data network to headends, where they are
stored in video servers for future play.
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Insertion: Following a network cue, the SeaChange video switch module
automatically initiates the conversion of video streams to analog
and inserts them into the network feed, where they are then seen
by television viewers.

Verification: After the video streams run, SeaChange's proprietary software and
hardware verifies the content, accuracy, timing and placement of
such video streams to facilitate proper customer billing.

The selling price for a base SeaChange SPOT System is approximately $250,000;
to date, the largest single sale of a SeaChange SPOT System was $2.5 million.

SeaChange Traffic and Billing Software

The SeaChange Traffic and Billing Software is based on software the Company
has licensed from a third party and is designed to permit television operators
to manage advertising sales, scheduling, packaging and billing operations. This
product provides advertising sales executives with: (i) management performance
reports; (ii) inventory tracking; and (iii) order entry, billing and accounts
receivable management. Traffic and Billing Software can be integrated with the
SeaChange SPOT System and is also compatible with many other advertisement
insertion systems currently in use. The Company introduced the SeaChange
Traffic and Billing Software in the second quarter of 1996.

Long-Form Video Products

SeaChange is developing and marketing two products for the management and
delivery of long-form video content for cable television operators and
telecommunications companies.

SeaChange Movie System. SeaChange has developed a new product, the
SeaChange Movie System, which is a platform for the storage and delivery of
long-form video streams, particularly movies. SeaChange has worked together with
IPC Interactive (''IPC''), a provider of Video-On-Demand systems, to integrate
IPC's Guestnet system and its related movie programming with the SeaChange Movie
System. The integrated system is designed to permit viewers in hotels and
apartments to choose particular movies on demand and also offers a variety of
ancillary programming services, such as local programming and advertisements.
The Company and IPC have joint marketing rights to the integrated system.
SeaChange is marketing the SeaChange Movie System featuring the Guestnet movie
programming to cable television operators, acting as a sales representative for
the IPC portion of the system. IPC is entitled to market this product, acting as
a dealer or sales representative for the SeaChange portion of the system. The
cable television operators can package full scale Video-On-Demand systems
for hotels and apartments.

The integrated system consists of user interfaces and application hardware and
software, including set-top boxes and remote control devices, provided by IPC
and SeaChange's Video Server 100 technology and software architecture for the
delivery and storage of movies. The video servers will be installed at the cable
headend and the video will be delivered over a dedicated fiber optic line. The



integrated system is designed to provide cable television operators with a new
source of revenue and a competitive advantage over the encroaching services of
direct broadcast satellite companies. The SeaChange Movie System has been sold
to one customer for use with the Guestnet movie programming.

In addition, the SeaChange Movie System may be used by television operators to
provide pay-per-view movies. Pay-per-view movies are presented at regular
intervals and viewers can order and begin watching a movie at a time convenient
to them. The Company has begun marketing the SeaChange Movie System to
television operators for pay-per-view movies and has received an order for one
system with a sales price of approximately $300,000.

SeaChange Programming System. The SeaChange Programming System, which
employs the same underlying technology and basic functionality of the SeaChange
SPOT System, is designed to be a platform for the delivery of long-form video
streams in a multichannel environment. The SeaChange Programming System is
designed to permit television operators to store, manage and distribute long-
form video streams, such as movies, infomercials, and other local origination
programming. The SeaChange Programming System is designed to provide for the
storage of up to a terabyte of digital video (approximately 250 feature length
movies on-line), which is expected to accommodate most current customer
applications. Its proprietary software applications are designed to enable
television operators to easily schedule and manage the automated delivery of
movies, infomercials and other local programming.

The SeaChange Programming System is designed to have a number of advantages
over traditional analog tape-based systems. It is designed to provide a high
level of scheduling control to reduce personnel needs and improve scheduling
flexibility. By sharing common functions with the SeaChange SPOT System such as
encoding, scheduling, storage libraries and networks, the SeaChange Programming
System is designed to leverage a customer's existing investment in SeaChange
products. The Company is currently marketing the SeaChange Programming System.

Broadcast Television Products

SeaChange plans to introduce two offerings to the television broadcast market
in 1997.

SeaChange Extensible Disk Play-to-Air System. The SeaChange Extensible Disk
Play-to-Air System is designed to provide high quality, MPEG-2 based video
storage and playback for use with automation systems in broadcast television
stations. This product is intended to replace on-air tape decks used to store
and play back advertising from video tape cart systems and, in some cases, to
replace the cart systems themselves. The SeaChange Extensible Disk Play-to-Air
System is designed for customers in larger broadcast television markets which
use station automation systems.

The SeaChange Extensible Disk Play-to-Air System is designed to simultaneously
record, encode, store to a disk and play video content, using industry standard
MPEG-2 compression. This product is designed to seamlessly integrate into
television broadcasters' current tape-based operations and meet the high
performance requirements of television broadcasters.

SeaChange Commercial Playback System. The SeaChange Commercial Playback
System is designed to store, manage and distribute advertisements and other
short-form video streams for broadcast stations where broadcast automation
systems are not widely deployed. This product is designed to have the same
functionality and features of the SeaChange SPOT System but is designed to be
tailored for the high performance requirements of the broadcast television
environment.

The SeaChange Commercial Playback System is designed to encode advertisements
and other short-form video streams from video tape, interface with sales and
billing systems for scheduling and verification, and store and manage large
libraries of short-form video streams. The Company believes that the SeaChange
Commercial Playback System will often be a first step toward automation for many
television broadcasters.

OEM Products

The Company currently markets two original equipment manufacturer (''OEM'')
products.
Video Server 100. The Video Server 100, which is the Company's second

generation video server, is designed to store and distribute video streams of
various lengths. The Video Server 100 provides the base technology for all of
SeaChange's digital video products and is offered to systems integrators and
VARs as a platform for the storage and delivery of video in a wide range of
applications.

The Video Server 100 provides custom power and packaging and software for use
in professional video applications. It has features such as RAID and a redundant
power supply to enable continuous uninterrupted airing of video. The Video
Server 100 uses industry standard components, which differentiates it from
various video servers based on proprietary processors and specialized hardware
components and operating systems. The OEM list price of the Video Server 100 is
$32,000.



MediaCluster. MediaCluster is SeaChange's proprietary software technology
that enables multiple Video Server 100s to operate together as an integrated
video server. While the Video Server 100 is the base technology for short-form
video applications, MediaCluster serves as the base technology for long-form
video applications.

Through its software architecture, MediaCluster can join multiple Video
Server 100s to support large-scale applications by storing large amounts of
video data and delivering multiple video streams, with no single point of
failure in the system. The Company currently has a patent application pending
for its MediaCluster technology. Although MediaCluster software technology
has been integrated into the SeaChange SPOT System and the SeaChange Movie
System, the Company has not to date sold MediaCluster to any customer on a
stand-alone basis. The Company is currently marketing the first generation of
MediaCluster and plans to introduce a new version of MediaCluster in 1997.

The Company is in the process of establishing a subsidiary at its Greenville,
New Hampshire location for the manufacture, development and OEM sale of the
Video Server 100 and MediaCluster products. The Company expects that certain
employees of the Company or the subsidiary will acquire up to a 20% interest
over time in the subsidiary and that the Company will own the remaining 80%. The
Company intends that the subsidiary will license the necessary technology from
the Company and will manufacture these products on a contract basis for the
Company. The subsidiary will have the right to sell these products to OEM
customers that do not compete with the Company. The Company intends to provide
administrative and management services and, at least initially, selling and
marketing and customer support services, to the subsidiary on a negotiated fee
basis. It is expected that the subsidiary will conduct research and development
on video server-based products, including the Video Server 100 and MediaCluster
products, and will license all developments to the Company on a royalty-free
basis. It is intended that after three years, the Company will have the right,
but not the obligation, to acquire the 20% interest from the employees at fair
market value.

CUSTOMER SERVICE AND SUPPORT

The Company installs, maintains and supports its products in the United States
and Canada. Annual maintenance contracts are generally required for the first
year of a customer's use of the Company's products and customers are billed for
the initial maintenance fee at the time of the placement of the purchase order.
The maintenance contracts are renewable on an annual basis. The Company also
offers basic and advanced formal on-site training for customer employees at the
time of product installation. The Company currently provides installation,
maintenance and support to international customers but, in the future, may
provide such services through agents and distributors.

The Company offers technical support to customers, agents and distributors on
a 24-hour, seven-day a week basis. Support engineers are committed to providing
a response to technical support calls within two hours. The