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Focus on the Future

(1 2001, HTS-based technology entered the
<5 mainstream of performance enhancement options
available to the wireless communications industry.
Previously, it was viewed as an “exotic” or cutting-
edge option, applicable only in unusual cases, but as
the needs of the industry have changed and the cost of
implementing HTS solutions has fallen, this is no

longer the case.

hnolovygies

e Annual Report 2001

Superconductor Technologies Inc. has led the way in
bringing about this change, by continuously improving
the technology, reducing costs, and demonstrating in the

field that HTS-based systems are robust and reliable.

Advancing the Technology
In March, we introduced our SuperLink™ Solutions, a
family of products that includes our flagship product,
SuperFilter®, as well as complementary high-perform-
ance products such as premium multiplexers and

multi-carrier power amplifiers (MCPAs). This powerful

combination enables wireless communications

providers to optimize both uplink and downlink
performance in their systems; we call

this Total Link Enhancement™.

By year-end, our SuperFilters

logged an impressive cumulative
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2000 Timeline

| FEBRUARY | V
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| SEPTEMBER | - m——

> SV anneunces SuperPlax™ Solutions, exiending
capebiliies with HT'S-complementary technalogy

—

> Soldl 1,000 Superdtiter system. ST has sold the vest
majjority of all HTS systanms deployed

i

DECEMBER

I
z

o A major cusiomer placed & follow-on order fer 1,000 umits,
& quaniity equall v lost 4 years sales in ol

Superconductor Technologies ® Annual Report 2001
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STH Helps Carriers Maximize Network
Performance with Superlink Solutions

At Superconductor Technologies Inc., we have
mastered the use of high-temperature superconduct-
ing (HTS) technology to improve the quality of wireless

networks. Our strategy is to provide Total Link

Enhancement by teaming our field-proven HTS

solutions with high-performance multiplexers and
multi-carrier power amplifiers (MCPAs). Together, our
SuperLink Solutions provide the only comprehensive
package of RF link performance enhancement

solutions available today.

Superlink Solutions are easily added to a new base
station or retrofitted to an existing one, and will
increase its capacity by 20%, 50% or more—at a

small fraction of the cost of building new towers.

Our SuperPlex™ Solutions include our premium HTS-
Ready™ Duplexers and SuperPlex 1-1900. Designed
and built by STI to meet the stringent performance
requirements of our Superlink Solutions, SuperPlex
Solutions enable fast and cost-effective averlays while

providing premium performance benefits.

: @0«0&00:035&
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International Markets

%1’ n 2001, Allied Business Intelligence estimated

there would be approximately 1.1 million mehile
wireless base stations installed throughout the world
by year-end, with close to 75% of these in Europe and
Asia. This number is estimated to grow fivefold over
the next decade, and many of these base stations are
excellent candidates for performance optimization

using STI's SuperLink Solutions.

STl has entered into relationships with agents to rep-
resent us in Europe, Asia and Latin America. We have
met with leading wireless communications companies,
OEMs, and governmental agencies to determine how

our products can meet their needs.

In June, STI's senior management was invited by the
Chinese National Academy of Sciences, Tsinghua

University, and Sinocomm Limited to meet with major

O p>J>J R
L Jw

Chinese mobile operators and wireless product manu-
facturers, including China Unicom, Datang’s Telecom
Technology & Industry Group, and Huawei, to explore
the use of HIS in China’s rapidly expanding mobile

cellular telecommunications system.

In Japan, where 3G services are rapidly gaining
widespread acceptance, the need for state-of-the-art
performance is especially acute. To meet this demand,
STl introduced in early 2002 the new SuperFilter®

v

IMT-2000 Tower Top System, the industry’s first
cryogenic receiver front-end (CRFE) system designed
specifically for deployment in international markets
adopting 3G wireless standards. Developed to meet
stringent environmental specifications defined by
Japanese carriers, the system will be sold in Japan by

Matsushita Inter-Techno Co., Ltd., a division of

Matsushita Electric Industrial Co., Ltd.

i

S
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For the year ended December 31, 1997 1998 1999 2000 2001 Selected Financial Data
(In thousands, except per share data) The information set forth to the left is not necessarily indica-
Statement of Operations Data: tive of results of future operations and should be read in
Net Revenue: cenjunction with the Company's Financial Statements and
Net commercial product revenue $175 $1,954 $2,053 $5.303 $7.601 Notes thereto and “Management’s Discussion and Analysis
Government contract revenue 8,104 6,029 5,059 4,643 4,782 of Financial Condition and Results of Operations” appearing
Sub license royalties 38 - 10 10 10 in this Report.
Total net revenue 8.317 7,983 7122 9,956 12,393
Costs and expenses: Management’s Discussion and Analysis of Financial
Cost of commercial product revenue - 5873 6,848 15,710 10,626 Condition and Results of Operations
Contract research and development 6,218 4,693 3,427 4,235 3,359
Other research and development 1,809 1,161 1,747 2,633 4,606 General
Selling, general and administrative 4,076 5435 5,664 8.225 11,907 We develop, manufacture and market high performance
Non-recurring charges - - - 132 — products to service providers, systems integrators and origi-
Total costs and expenses 12,103 17,162 17,686 30,935 30,498 nal equipment manufacturers in the wireless telecommuni-
Loss from operations (3,786) {9,179) (10.564) (20,979}  (18.,105) cations industry. Qur praducts, known collectively as
Other income {expense), net 245 17 {311} 323 904 Superlink Solutions, maximize the performance of wireless
Net loss {3.541) {9.162) (10.875) (20,656}  (17,201) networks by improving the quality of "uplink” signals from
Less deemed and cumulative preferred stock dividends - (271) (1,364} (2,203) (2,603) subscriber terminals {wireless handsets or mobile wireless
Net loss available to common stackhalders devices) to network base stations and of “"downlink” signals
before cumulative effect of accounting change (3,541) (9,433) (12,239) (22,859)  {19.804) from network base stations to subscriber terminals. These
Cumulative effect of accounting change on premium products work in concert to provide Total Link
preferred stock beneficial conversion feature - — — {10,612) - Enhancement, a combination of complimentary wireless
Net {oss available to common stockholders {$3,541) {$9.433)  ($12,239)  ($33.471) {$19.804) products built around our flagship SuperFilter® System to
Basic and diluted net loss per share: meet the growing demand of the wireless telecommunica-
Net loss per common share before cumulative effect of tions industry for improved capacity, reduced interference,
accounting change ($0.46}) ($1.22) ($1.58) ($1.42) ($1.10) and greater coverage for their network base stations.
Cumulative effect of accounting change - - - (0.67) -
Net loss per common share ($0.46) ($1.22) ($1.58) ($2.09) ($1.10) SuperlLink Sofutions consist of three unique product families:
Weighted average number of shares outstanding 7,701 7,725 7,744 16,050 17,956 Supertink Rx Solutions, Superlink Tx Solutions and
SuperPlex Solutions. Together, these solutions allow service
December 31, 1997 1998 1999 2000 2001 providers to benefit from lower capital and operating costs.
Balance Sheet Data: They also increase the minutes of use because subscribers
Cash and cash equivalents $3,537 $310 $66 $31.824  $15,205 experience better call quality, fewer dropped calls and high-
Working capital 3,500 1,349 (13 36.186 18,753 er speed data transmissions.
Total assets 10,087 12,509 11,085 46,761 30,161
Long-term debt, including current portion 13 1112 961 75 509 Superlink™ Rx Solutions. In order to receive uplink sig-
Redeemable preferred stock - 8.982 17,125 - - nals from wireless terminals, base stations require a
Total stockholders’ equity {deficit) 8,166 (1,197) {11,656) 38,409 23,663 wireless filter system to eliminate, or filter out, out-of-
iz Superconductor Technologies o Annual Report 2001
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All payments to the Company for work performed on con-
tracts with agencies of the U.S. Government are subject to
adjustment upon audit by the Defense Contract Audit
Agency. Based on histarical experience and review of cur-
rent projects in process, management believes that the
audits will not have a significant effect on the financial posi-
tion, results of operations or cash flows of the Company.

Our valuation allowance against the deferred tax assets is
based on our assessments of historical losses and projected
operating results in future periods. If and when we generate
future taxable income in the U.S. against which these tax
assets may be applied, some portion or all of the valuation
allowance would be reversed and an increase in net income
would consequently be reported in future years.

We are currently engaged in a patent dispute with ISCO
International, Inc. This case is discussed in Note 11 to the
December 31, 2001 financial statements. We have not record-
ed any liability relating to this litigation but may be required
to do so if we are unsuccessful in defending ourselves.

Backlog

Our backlog consists of accepted product purchase orders
scheduled for delivery within 24 months and consists of pur-
chase orders for both dollar and unit purchase commitments.
The exact dollar commitment for unit commitments may vary
depending on the exact units purchased. Based on past pur-
chasing patterns and expected purchasing trends of cus-
tomers with unit commitments we estimate our backlog at
December 31, 2001 to be $21.3 million, as compared to $6.5
million at December 31, 2000. The backlog at December 31,
2001 includes $3.1 million remaining under a $7.8 million
purchase order from U.S. Cellular that will be delivered by
December 31, 2002. The subsection below entitled “Non-
Cash Charges For Warrants Issued to U.S. Cellular” includes
a discussion of the accounting for this purchase order. We
estimate that $14.5 million of the December 31, 2001 back-
log will be delivered in fiscal 2002, with the remainder deliv-

ered by the end of the first quarter of 2003.

Results of Operations

2001 as Compared to 2000

Total net revenue increased by $2.4 million, or 24%, from
$10.0 million in 2000 to $12.4 million in 2001. The increase
is primarily due to higher commercial product sales.

Our commercial revenue is generated from {i) the sales of
our Superfilter product line which combines specialized
superconducting RF filters with a proprietary cryogenic cool-
er {and, in most cases, a low noise amplifier) in highly com-
pact systems and {ii) starting in February 2001, from the
sales of our new multiplexer product line. We also intro-
duced our multi-carrier power amplifier product in March
2001, but it has not yet contributed significantly to our rev-
enue. Net commercial product revenue consists of grass
commercial product sales proceeds less sales discounts and
the allocation of certain sales proceeds to a warrant issued
to one customer in 1999 under a long-term supply agree-
ment. For a discussion of the allocation to warrants, please
read the discussion under the caption “Non-Cash Charges
for Warrants Issued To U.S. Cellular.” The following table
summarizes the calcutation of net commercial product rev-
enue for 2000 and 2001:

Dollars in Thousands ~ Year ended 12/31, 2000 2001

Gross commercial product sales proceeds $7,647  $9,907
Less allocation of proceeds to
warrants issued to U.S. Cellular (2,295)  (2,238)
Less sales discounts (49) {68)

Net commercial product revenue $5,303  $7,601

Net commercial product revenue in 2001increased to $7.6
million from $5.3 million in the same period last year, an
increase of $2.3 million, or 43%. This increase is the resuit
of higher sales of our SuperFilter products, a shift in the
product mix toward higher-priced SIX-Pak units and sales of
our new duplexer product introduced in 2001. Multiplexer

sales in 2001 totaled $635,000. The increase in gross com-
mercial product sales proceeds was partially offset by $2.3
million in 2001 and $2.2 million in 2000 to refiect an alloca-
tion of sales proceeds to warrants issued to U.S. Cellular in
connection with those sales. Our two largest customers
accounted for 85% of our net commercial revenue in 2001 as
compared to 49% in 2000.

In 2001, government contract revenue totaled $4.8 million as
compared to $4.6 million last year. This revenue included
government subcontract revenue which totaled $1.4 million
in 2001 as compared to $689,000 in 2000. Excluding the
impact of subcontract revenue, government contract revenue
declined this last year as we focused more of our research
and development resources on our commercial business. We
plan to focus our future government contract work on proj-
ects that have applications to our commercial product busi-
ness and expect government revenue to increase slightly in
the future.

Cost of commercial product revenue includes all direct costs,
manufacturing overhead and related start-up costs. The cost
of commercial product revenue totaled $10.6 million for 2001
and was reduced by the amortization of $2.2 million, relating
to the acerual for non-cash contract loss on the purchase
order received from U.S. Cellular. The cost of commercial
product revenue was $15.7 million for 2000 and included an
accrued non cash {oss of $4.2 million relating to the pur-
chase order received from U.S. Cellular and other non-cash
warrant charges relating to U.S. Cellular of $482,000. Please
read the subsection below entitled “Non-Cash Charges for
Warrants Issued To U.S. Cellular.” Excluding these non-cash
charges and credits relating to the supply agreement with
U.S. Cellular, cost of commercial revenue increased to $12.9
million in 2001, or 17%, from $11.0 million in 2000. This
increase was the result of increased unit shipments and
higher costs associated with ramping up the Company’s
manufacturing capacity, partially offset by lower material
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Contract research and development expenses increased by
$808,000, or 24%, from $3.4 million in 1999 to $4.2 million
in 2000. Contract research and development expenses as a
percentage of related revenue totaled 91% for 2000, as
compared with 68% last year. The percentage increase is
due to higher expenses associated with a completed con-
tract, the effect of spreading fixed expenses over a lower
revenue base and the increased use of subcontractors.

Other research and development expenses increased by
$886.000, or 51%, from $1.7 million in 1999 to $2.6 million
in 2000. This increase is due to increased spending on prod-
uct line expansion, further development of the SuperFilter
product line and product cost reduction efforts.

Selling, general and administrative expenses increased by
$2.6 million, or 45%, from $5.7 million in fiscal 1999 to $8.2
million in fiscal 2000. This increase results primarily from
increased corporate development, domestic and internation-
al marketing and sales efforts, management recruitment
activities, occupancy expenses, the implementation of a
management incentive program, liability insurance premiums
and expenses associated with distributing annual meeting
information to a larger shareholder base.

Non-recurring charges of $132,000 consist of the write off of
deferred offering expenses in the second quarter of 2000.

Interest income increase to $806,000 in 2000, as compared
to $21,000 in the prior year, due to higher levels of cash
available for investment.

Interest expense increased by $151,000, or 45%, from
$332,000 in 1999 to $483,000 in 2000 and resulted from
new financing agreements in 1999 and 2000.

We had a net loss of $20.7 million for the year ended
December 31, 2000, as compared to $10.9 million for the
prior year. Excluding the effect of the allocation of sales pro-

ceeds to warrants and loss accrual relating to the long-term
sales contract with U.S. Cellular, the Company would have
had a net loss of $13.6 million in 2000 as compared to $10.8
million in the prior year.

The net loss available to common shareholders of $33.5 mi
lion, or $2.09 per share, for 2000 included $10.6 million for
the non-cash cumulative effect of an accounting change and
$2.2 million of non-cash deemed dividends on preferred
stock. The net loss available to common shareholders of
$12.2 million, or $1.58 per share, for 1999 included $1.4 mil-
lion for non-cash dividends and other deemed distributions
to preferred stockholders. Excluding the effect of these non-
cash items and those in the preceding paragraph, the loss
per share for 2000 totaled $0.85 per share as compared to
$1.39 per share last year.

Liquidity and Capital Resources

Cash and cash equivalents decreased by approximately
$16.6 million from $31.8 million on December 31, 2000 to
$15.2 million on December 31, 2001. The decrease results
from cash used in operations and investing activities.

Cash used in operations totaled $14.7 million in 2001. We
used $15.1 million to fund the cash portion of our net losses.
We also used cash to fund a $2.0 million increase in inven-
tory. Cash generated from the decrease in accounts receiv-
able totaled $2.2 million. Cash used in operations in 2000
totaled $14.5 million and was used primarily to fund operat-
ing losses of $11.8 million net of non-cash adjustments, $2.1
million for the increase in accounts receivable and $1.0 mi

n for the increase in inventory.

Net cash used in investing activities totated $1.9 million in
2001 and $2.2 million in 2000 and related to the purchase of
manufacturing equipment.

Net cash used by financing activities totaled $24,000 in
2001. Cash received from the exercise of outstanding stock

options totaled $218,000 and was offset by the net reduction
in borrowings of $242,000. In the same period of 2000, cash
provided by financing operations totaled $48.4 million and
primarily resulted from issuance of convertible preferred
shares and warrants and the exercise of stock options and
warrants, partially offset by payments on borrowings.

We also have a revolving line of credit available that
matures on June 20, 2002. The line of credit cannot exceed
the lesser of (i) $2.5 million or (ii) 80% of eligible accounts
receivable. The line of credit bears interest at prime rate
(4.75% at December 31, 2001} plus 1%, requires that certain
financial and business covenants be maintained and is col-
lateralized by substantially all of the Company's assets.
Upon maturity, we plan on replacing this facility with one
from a new institution.

On March 11, 2002 we had binding commitments totaling
$13.0 million in a new equity private placement. The trans-
action is expected to generate net proceeds of $12.4 million.
The Company closed commitments totaling $11.2 million on
March 12, 2002 and expects to close the remaining commit-
ment for $1.8 million pending a response to our request for
guidance from Nasdaqg. The Company may decline to accept
the additional investment if Nasdaq concludes that share-
holder approval is required. In that event, the net proceeds
of the transaction would be $10.6 million.

If the remaining commitment is accepted, the Company will
have issued a total of 3,714,286 shares of common stock at
$3.50 per share and 5-year warrants to purchase an addition-
al 557,143 shares of the common stock at $5.50 per share.
The common stock was priced on February 27, 2002 when the
term sheet was signed, and the Company's common stock
closed at $4.02 per share on that date. The underlying war-
rants were priced on March 6, 2002 when the definitive pur-
chase agreement was signed, and the Company's common
stock closed at $4.45 per share on that date.
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Dollars in thousands Year ended December 31, 1999 2000 2001
Warrants issued to U. S. Cellutar allocated from gross commercial product

sales proceeds through September 14, 2000 $124 $1177 -
Warrants issued to U.S. Cellular allocated from gross commercial product

sales proceeds subsequent to September 14, 2000 — 1.118 2,238
Total $124 $2,295 $2,238
Warrants issued to U.S. Cellular included in cost of commercial product revenue - $482 -
Non-cash loss included in cost of commercial product revenue in September 2000 - $5,300 -
Amortization of non-cash loss against cost of commercial product

revenue delivered to U.S. Cellutar - (1,059) (2,243)
Non-cash loss remaining at December 31, 2000 to be amortized against cost of

commercial product revenue based on future products deliverable to U.S Cellular - $4,241 $1.998

As of December 31, 2001, U.S. Cellular had 585,560 unvested warrants that can be earned from future product orders through

August 27, 2004.

Net Operating Loss Carryforward

At December 31, 2001, we had a federal net operating loss
carryforward of approximately $84.6 million. Section 382 of
the Internal Revenue Code imposes an annual limitation on
the utilization of net operating loss carryforwards based on
a statutory rate of return {usually the "applicable federal
funds rate", as defined in the Internal Revenue Code) and
the value of the corporation at the time of a "change of own-
ership” as defined by Section 382. We recently completed

an analysis of our equity transactions and determined that
we had a change in ownership in 1999. Therefore, the ability
to utilize net operating loss carryforwards incurred prior to
the change of ownership totaling $32.6 million will be sub-
ject in future periods to an annual limitation of $2.3 million.
Net operating losses incurred subsequent to the change
totaled $52.0 million are not subject to this limitation.
However, they may be subject to limitation should a subse-
quent change in ownership occur.

Future Accounting Requirements

In August 2001, the Financial Accounting Standards Board
(FASB) issued Statement of Financial Accounting Standard
(SFAS) No. 144, Accounting for the Impairment or Disposal

of Long-Lived Assets. SFAS No. 144, which supercedes
SFAS No.121, Accounting for the Impairment of Long Lived
Assets and for Long Lived Assets to be Disposed Of, pro-
vides a single accounting model for long-lived assets to be
disposed of. The statement is effective January 1, 2002 and
the Company does not believe it will have a material impact
on its financial position or results of its operations.

In June 2001, the FASB issued SFAS No. 141, Accounting for
Business Combinations, and SFAS No. 142, Goodwill and
Other Intangible Assets, effective for fiscal years beginning
after December 15, 2001. Under the new rules, goodwill and
intangible assets deemed to have indefinite lives will no
longer be amartized but will be subject to annual impair-
ment tests in accordance with the Statements. Other intan-
gible assets will continue to be amortized over their useful
lives. The Company does not believe that adoption of these
statements will have a material impact on its financial posi-
tion of results of operations.

Warket Risk
We are exposed to various market risks, including changes
in interest rates. Market risk is the potential loss arising

from adverse changes in market rates and prices. We do not
enter into derivatives of other financial instruments for trad-
ing or speculation purposes.

We rely on short-term variable rate debt obligations. As of
December 31, 2001, we had no amounts outstanding under a
variable rate revolving line of credit. The variable rate obli-
gations are based on the lenders’ prime rate plus 1%.
Assuming $2.5 million borrowings against the revolving line
of credit, an increase of one-half of a percentage point in the
lenders’ prime rate on January 1, 2002, and no principal pay-
ments for the remainder of the year, our total interest
expense would increase by less than $13,000 for 2001 as
compared to 2000.

At December 31, 2001, we had approximately $15 million
invested in a money market account yielding approximately
2.01%. Assuming a 1% decrease in the yield on this money
market account and no liquidation of principal for the year,
our total interest income would decrease by $150,000 per
annum.

Inflation
The Company does not foresee any material impact on its
operations from infiation.
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Assets December 31, 2000 2001

Current Assets:

Cash and cash equivalents $31.824,000 $15,205,000

Accounts receivable, net 3,689,000 1,448,000

Inventory 3,775,000 5,734,000

Prepaid expenses and other current assets 500,000 595,000
Total Current Assets 39,788,000 22,982,000
Property and equipment, net of accumulated depreciation of

$9,353,000 and $11,027,000 respectively 4,991,000 5,215,000
Patents and licenses, net of accumulated amortization of

$1,761,000 and $2,075,000 respectively 1,877,000 1,681,000
Other assets 105,000 283,000
Total Assets $46,761,000 $30,161,000

Liabilities and Stockholders’ Equity
Current Liabilities:

Accounts payable $1,996,000 $2.695,000
Accrued expenses 1,364,000 1,254,000
Current portion of capitalized lease obligations 242,000 280,000
Total Current Liabilities 3,602,000 4,229,000
Capitalized lease obligations and other 509,000 271,000
Accrual for loss on contract-Note 8 4,241,000 1,998,000
Total Liabilities 8,352,000 6,498,000

Commitments and contingencies—Note 10 and 11
Stockholders’ Equity:
Preferred stock, $.001 par value, 2,000,000 shares authorized, Series E
convertible preferred stock, 37,500 shares authorized, 37,500 and 34,500
issue and outstanding, respectively; liquidation preference of $37,530,000 - -
Common stock, $.001 par value, 75,000,000 shares authorized,

17,823,164 and 18,579,160 shares issued and outstanding 18,000 18,000
Capital in excess of par value 110,654,000 110,871,000
Deferred warrant charges {4,517,000) {2,280,000)
Accumulated deficit (67,746,000) (84,947,000}

Total Stockholders' Equity 38,409,000 23,663,000
Total Liabilities and Stockholders' Equity $46,761,000 $30,161,000

See accompanying notes to the financial statements
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Statement of Stockholders' Equity
Convertible Preferred Capital in Deferred
Common Stock Stock Excess of Warrant Accumulated
Shares Amount Shares Amount Par Value Charges Deficit Total

Balance at December 31, 1998 7,722,591 $8,000 - - $35,010,000 - $(36,215,000)  $(1,197,000)
Cumulative dividends on redeemable preferred stock {95,000) (95,000)
Issuance of warrants 491,000 431,000
Exercise of stock options 16,627 20,000 20,000
Net loss {10,875,000)  (10,875,000)
Balance at December 31, 1999 7,739,218 8,000 - - 35,426,000 —  (47,090,000)  (11,656,000)
Conversion of mandatory redeemable

convertible preferred stock 5,633,901 6,000 17,119,000 17,125,000
Issuance of common stock for

conversion of note payable 153,846 500,000 500,000
Issuance of common stock for cash 2,319,855 2,000 7,381,000 7,383,000
Exercise of warrants 1,152,174 1,000 3,968,000 3,969,000
Exercise of stock options 824,170 1,000 3,562,000 3,563,000
Issuance of warrants and stock options 7,543,000 {5,635,000) 1,908,000
Amortization of deferred warrant charges 1,118,000 1,118,000
Issuance of Series E Convertible

Preferred Stock and warrants 37.500 35,155,000 35,155,000
Net loss (20,656,000)  (20,656,000)
Balance at December 31, 2000 17,823,164 18,000 37,500 — 110,654,000  (4517,000) (67,746,000)  $38,409,000
Conversion of convertible preferred stock 676,305 1,000 (3,000) (1,000} -
Exercise of stock options 79,691 218,000 218,000
Amortization of deferred warrant charges 2,237,000 2,237,000
Net loss (17,201,000)  {17.201,000)
Balance at December 31, 2001 18,579,160 $19,000 34,500 — _$110,871,000  ($2,280,000) {$84,947,000) $23,663,000

See accompanying notes to the financial statements
22 Superconductor Technologies °© Annual Report 2001
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Notes to Financial Statements

Mote 1—The Company

Superconductor Technologies Inc. (the “Company”) was
incorporated in Delaware on May 11, 1987 and maintains its
headquarters in Santa Barbara, California. The Company,
which operates in a single industry segment, manufactures
and markets high-performance filters to service providers
and original equipment manufacturers in the mobile wireless
communications industry. The Company's principal product,
the "Supertilter”, combines high-temperature superconduc-
tors with cryogenic cooling technology to produce a filter
with significant advantages over conventional filters. From
1987 to 1997, the Company was engaged primarily in
research and development and generated revenue primarily
from government research contracts. The Company began
full-scale commercial production of the SuperFilter” in 1997
and shipped 393 units in 2000 and 438 in 2001.

The Company continues to be involved as either contractor
or subcontractor on a number of contracts with the United
States government. These contracts have been and continue
to provide a significant source of revenue for the Company.
For the years ended December 31, 1999, 2000, and 2001,
government related contracts account for 71%, 47%, and
39% respectively, of the Company’s net revenue.

Mote 2—Summary of Significant Accounting Policies
Cash and Cash Equivalents. Cash and cash equivalents con-
sist of highly liquid investments with original maturities of
three months or less. Cash and cash equivalents are main-
tained with quality financial institutions and from time to
time exceed FDIC limits.

Accounts Receivable. The Company sells predominantly to
entities in the wireless communications industry and to en

S
of the United States government. The Company grants uncoliat-
eralized credit to its customers. The Company performs ongoing
credit evaluations of its customers before granting credit.

Revenue Recognition. Commercial revenue is principally
derived from the sale of the Company's SuperFilter® products
and is recognized once all of the following conditions have
been met: a) an authorized purchase order has been received
in writing, b) customer’s credit worthiness has been estab-
lished, c) shipment of the product has occurred, d) title has
transferred, and e} if stipulated by the contract, customer
acceptance has occurred and all significant vendor obliga-
tions, if any, have been satisfied.

Contract revenue is principally generated under research and
development contracts. Contract revenue is recognized utiliz-
ing the percentage-of-completion method measured by the
relationship of costs incurred to total estimated contract
costs. If the current contract estimate were to indicate a
loss, utilizing the funded amount of the contract, a provision
would be made for the total anticipated loss. Revenue from
research related activities is derived primarily from contracts
with agencies of the United States Government. Credit risk
related to accounts receivable arising from such contracts is
considered minimal. These contracts include cost-plus, fixed
price and cost sharing arrangements and are generally short-
term in nature.

All payments to the Company for work performed on con-
tracts with agencies of the U.S. Government are subject to
adjustment upon audit by the Defense Contract Audit
Agency. Based on historical experience and review of cur-
rent projects in process, management believes that the
audits will not have a significant effect on the financial posi-
tion, results of operations or cash flows of the Company.

Warranties. The Company recognizes the estimated cost of
warranty expense at the time of revenue recognition.
Warranty reserves are reviewed periodically and adjusted
based on actual and anticipated experience.

Research and Development Costs. Research and develop-
ment costs are expensed as incurred. Research and develop-

ment costs incurred solely in connection with research and
development contracts are charged to contract research and
development expense. Other research and development
costs are charged to other research and development
expense.

Inventories. Inventories are stated at the lower of cost or
market, with costs primarily determined using standard
costs, which approximate actual costs utilizing the first-in,
first-out method. Provision for potentially obsolete or slow
moving inventory is made based on management’s analysis
of inventory levels and sales forecasts.

Property and Equipment. Praperty and equipment are record-
ed at cost. Equipment is depreciated using the straight-line
method over their estimated useful lives ranging from three
to five years. Leasehold improvements and assets financed
under capital leases are amortized over the shorter of their
useful lives or the lease term. Furniture and fixtures are
depreciated over seven years. Expenditures for additions and
major improvements are capitalized. Expenditures for repairs
and maintenance and minor improvements are charged to
expense as incurred. When property or equipment is retired
or otherwise disposed of, the related cost and accumulated
depreciation are removed from the accounts. Gains or losses
from retirements and disposals are recorded as other income
ar expense.

Patents and Licenses. Patents and licenses are recorded at
cost and are amortized using the straight-line method over

the shorter of their estimated useful lives or approximately

seventeen years.

Long-Lived Assets. The realizability of long-lived assets is
evaluated periodically as events or circumstances indicate a
possible inability to recover the carrying amount. Such evalu-
ation is based on various analysis, including cash flow and
profitability projections. The analysis necessarily involve sig-
nificant management judgment. In the event the projected
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In June 2001, the FASB issued SFAS No. 141, Accounting for
Business Combinations, and SFAS No. 142, Goodwill and
Other Intangible Assets, effective for fiscal years beginning
after December 15, 2001. Under the new rules, goodwill and
intangible assets deemed to have indefinite lives will no
longer be amortized but will be subject to annual impair-
ment tests in accordance with the Statements. Other intan-
gible assets will continue to be amortized over their useful
lives. The Company does not believe that adoption of these
statements will have a material impact on its financial posi-
tion of results of operations.

Mote 3—Cumulative Accounting Change

On November 6, 2000, the Emerging Issues Task Force (“EITF”)
issued EITF 00-27, “Application of EITF Issue No.98-5,
Accounting for Convertible Securities with Beneficial
Conversion Features or Contingently Adjustable Conversion
Ratios to Certain Convertible Instruments”. EITF §-27 requires
that any beneficial conversion feature assoctated with a con-
vertible instrument be calculated using the intrinsic value of a
conversion option after first allocating the proceeds received
to the convertible instrument and any other detachable instru-
ments included in the exchange {such as detachable war-
rants). As a result of adopting EITF 00-27, the Company
included in the computation of basic and diluted loss per
share for fiscal 2000 a non-recurring cumulative effect of an
accounting change on a preferred stock beneficial conversion
feature of $10,612,000 related to the issuance of its Series E
Preferred Stock in September 2000 and to the issuance of its
Series D Preferred Stock in June 1999.

Note 4—Patents and Licenses

The Company has focused its development efforts on thalli-
um barium calcium copper oxide (“TBCCO") materials and, to
a lesser extent, on yttrium barium copper oxide ("YBCO")
maternials. Several U.S. patents have been issued to the
University of Arkansas covering TBCCO, and the Company
has an exclusive worldwide license {including the right to

sublicense) under these patents, subject to the University of
Arkansas’ right to conduct research related to the patents.
The Company is obligated to pay royalties of 4% on sales of
TBCCO-based products, subject to a $100,000 annual mini-
mum and royalties of 35% of sublicense revenue received by
the Company. In the event that the Company fails to pay
minimum annual royalties, the license automatically
becomes non-exclusive. These royaity obligations terminate
in 2009. Royalties under this agreement totaled $100,000 in
each of the last three years.

Mote 5—Short Term Borrowings and Notes Payable
The Company has a revolving line of credit maturing on June
20, 2002. The revolving line of credit is not to exceed the
lesser of {i) $2.5 million or (i) 80% of eligible accounts
receivable. The revolving line of credit bears interest at the
prime rate {9.5% at December 31, 2000 and 4.75% at
December 31, 2001) plus 1%. Nothing was outstanding
under this line of credit at December 31, 2000 and 2001. The
Company is required to maintain certain minimum tangible
net worth, debt, cash flow and other financial and business
covenants. Borrowings under the revolving line of credit are
collateralized by substantially all of the Company’s assets. In
connection with the credit agreement in 1939, the Company
issued warrants for the purchase of 62,500 shares of com-
mon stock at a price of $3 per share. In December 1999, five
year warrants to purchase 33,333 shares of common stock
at $3 per share were issued in connection with an amend-
ment to the credit agreement. In January 2000, the credit
facility was amended to include a $1.5 million term note.
The term note bore interest at the prime rate (8.5% at
January 12, 2000) plus 4%. Five year warrants to purchase
27,692 shares of common stock at $3.25 per share were
issued in connection with this amendment. This term loan
was paid in full on February 11, 2000.

During 1999, the Company borrowed $2.4 million from the
majority preferred stockholder. These borrowings were due

on demand and bore interest at 8%. Notes totaling $1.9 mil-
lion were used to purchase shares of Series C and D
Convertible Preferred Stock. A demand note for $500,000
remained outstanding at December 31, 1999 and was subse-
quently used to purchase 153,846 shares of common stock
on February 11, 2000. A five-year warrant to purchase
20,000 shares of common stock at $3 per share was issued
in connection with this borrowing.

The weighted average interest rate on short-term borrow-
ings at December 31, 1999 was 8.4%.

The fair values of the warrants issued in connection with
borrowings were estimated using the Biack-Scholes option
pricing mode! and were accounted for as debt issuance costs
and were amortized over the term of the related debt.

Note 6—Income Taxes

The Company has incurred a net loss in each year of operation
since inception resulting in no current or deferred tax expense
for the years ended December 31, 1999, 2000 and 2001.

The benefit for income taxes differs from the amount
obtained by applying the federal statutory income tax rate to
loss before benefit for income taxes for the years ended
December 31, 1999, 2000 and 2001 as follows:

For the year ended 12/31, 1999 2000 2001
Tax benefit computed at
federal statutory rate 34.0% 34.0% 34.0%

Increase (decrease) in taxes due to:
Change in valuation

allowance (39.8} (42.8) (41.3)

State taxes, net of
federal benefit 58 85 7.0
Other - 0.3 03
-% -% -%

26

Superconductor Technologies o Annual Report 2001




o

t0g0z l1o0day (enuuy o Satbojouysai 21039npuodradng

"(1uang uanbasqns ‘g | 910N 88S) UoIsinoid SIy) Japun
Sjuawsnipe Jo }Nsal 8y} Se |5'§1$ 4O WNWIUIL B MOag
paanpal aq Jouues a3ud 951218 1ueLem ay | aaud 1axyew
Y1 03 JUNDJSIP 8U} 4O JUNOWE By} PUE UOIIBSURI} 18)1BW
-M0J90 9Y) JO BZIS 8y} uo.spusdap Juswisnipe ay) Jo nowe
ay] -saoud 19ew Buljieaard uayl 01 1UnoJsIp B e sanl
-noas Aunba s)jas Auedwor) ay) 1UaAS 8Y) Ul S3JBYS JO J3qUINU
pue aoud 8s121axs eLem ayy 1snlpe yaiym suaisiaoid uon
-nipiue , abesane papyBlam, uiLIL0I pUE B|qeSIIEXa Apual
-INJ 8Je SJUBLIEM U10g "}I0IS UOWILLOD JO SaJBYS [eusnIppe
861"/ 01 dn jo aseyaind ay} 10} SI JUBLIEM PUOIBS QYL pue
$81eys O/£'c1E Jo aseyand ayy Joj S1IUBLIEM ISII BY) BIeys
Jad $G°1Z$ J0 901d 3S1018%8 UR 1B 3901S UOWIWOI JO S3IeYS
aseyaind o3 sjueliem JeaA-aa1) oMy panssi osje Auedwo?)

a1 “001s paliagald Ayl 4O 3es By} Lpim UoIIBUU0D U)

"J001S UOWIWOD JO $8IBYS £9G'676'Z

JO WNWIXEW B 0JUI 8|GILIBAUOD 3B saleys paliagaid J sausg
00S'pE Buluiewal a8y} ‘100z ‘L€ J18qwadag] 1y "wniwaid uois
~13AUOJ B} LJIM UONIBUUOI Ul PANSS] S1aM YI0)S LOWWOD
JO S3IRYS 7|7’ LG PUB Y20}S UOWIWOI JO SBIBYS £60'GZY Ol
palianu0d alam Saleys pauajaid 3 sauas goo’s 100z Buing

Jap|oyaols panajaid aur Aq paules

s 11 powad 8yl JBAC SIBP|OYaIBYS UOWWA 01 3jge|lene

$S0| 18U JO uoiendjed ay) ui papnjoul Buiaq si wniwaid
U0ISIaAU03 3y uondo s Auedwon syl 18 ‘suoieIWI| UIRLad
0] 198[gNS 3201 LOWWOI 10 YSed ul uoisiaauod uodn ajgeded
‘wniwald UoISIBAU0D 9%/ B S8HIRD %201s pawajald ay)

‘8lep U0ISI8AU0I Jrewolne ayl ybnolyl wniwsid UOISIBAUO3
paiejnwnaae Aue Aed 01 1daoaxa uonebigo Jayio Aue Jnoyum
Pa|18aurd aq [|IM PANSS! 8Q UeD 1.y} S8IRYS JO JaquInu ay)
UO }iWl} 8y} 0} 8NP SUDISIBAUOI JNBLIOINE Bl pue |euondo
ybno.y) palaau0d 10u saleys pausiald Auy }001S UOWWOD
J0 sa1eys 9Gg'yG6 ' 40 winwixew siebaibbe ue 61 payuny
3le §001$ panaald J0 SUOISIAAUDD JITRWOINE pue |euondo
ay] "sainyeaj uonnjipiiue ou sey pue Buiso|a ay) jo Ales

-19AIUUE PUO3BS BY] UO I01S UOWILLDD OIUI SLBAUOD A)|BarlEew
-one y20)s pauajaid ay] “1004 HIdwi ue 03 193(gns ‘UOISIBA
-U09 J0 Wi} Y} 1. %30]S LOWWOD By} 4o 3Iud 1axyiew ay Jo
a1eys uowwod 1ad G5/ 1§ 10 JoMO] BY] 1B JI0]S UOLWILIOD O
81qI13AU0D SI pue ‘a1eys Jad OO’ L$ 40 80udsasaId uonepInby|
e pue anjeA paiels e sey ‘Bunoa-uou s1 ¥30is pauajad ay|

'000°551'5e$ Aetewixosdde

9)e10] 'S1S00 BIUBNSST JO 18U 'SPadInIJ HO0IS UOWWOd

J0 sa1eys oG yy(’ L jeuonippe ue o1 dn aseyaind o} siuel
-1BM DU %0015 PalIajdid 8|qIiaAu0y)  $auag paleald Ajmau
B JO SaJeys 0pg' /g uswaze|d a1eaud e ul panssi Auedwo)
a1 ‘0007 ‘67 1eqwiaidas uQ) YI03S paLiajal4 8jqiLsAuc])

"$8119S 1ans Jo uoneubisap auy 4o sauas Aue Bunniisuod
Saleys Jo Jaquinu ayl pue 'sasualayaid uoiepinbiy ‘saoud

10 aoud uondwapal sybu Bunoa ‘sybu uoisiaruod ‘s1ybu
puapialp ayy Butpnjoul ‘suonausas pue ‘sabajiaud ‘saoua
-1a4a4d ‘3Bl au1 x14 01 pue S8LJSS 310W JO BuC Ul (Bleys Jad
L00'$ anjea Jed) 201s pauasid Jo saleys gpo'goQ’z oy dn
anss| 0} pazuoyIne Si §1039311(] JO pieog sy ‘uonelodioau)
10 81831H118Y) S AuRAWOY BY) 0} JUeNsINd YI0IS paLiajald
Aunb3 siapjoyyo015—£ 210

“1n920 diysiaumo ur abueyd Juenbasgns e pinoys uonenwy o}
108[gns ag Aew Aay ‘1anemoy ‘uoneuw| iyl 0y 13a(gns jou
aie uoijjiw 'z pajerol sbueya ayy o1 Juanbasqns parnaul

$ass0] bunesado 19 "uol|iw £7$ JO UOIELIWI| [BNUUE U 0}
spouad ainny ur 193(qns agq |im uoliw g 'ze$ Buijelol diysia

-umo Jo abueyd ayy o1 Joud pannaur spiemicjAsed ssoj bune

-18do 1au 8z!|1n o1 AljIge 8y 810818y "66G1 IsnBny Ul jon
-u02 diystaumo ur abueys e pey i ey} pauiuLaIap pue suon
-oesuel} Aunba s Jo sishjeue ue pas|dwos Auedwoy ayy
Apuaday ‘zge uondasS Ag paunap se diysieumo Jo abueyd,
e JO aui} 8y} 1e uonelcdiod Y} Jo anjen sy pue {(apoy)
aNUBA3Y {ewIdlL| 8y} Ul pauydp Se *, 1.l Spuny (e1apa) ajqed

-ljdde,, auy Afjensn) winial Jo 9182 A10INIEIS B UD PAseq SpIEm

-10jA11e9 $S0| Bunesado 18U O UONEZIIIN By} UO UOIRYIWI|
|enuue ue sasodwi 8po7 anuaAsy {BuIBIU| Yl JO Z8E U0NIES

19ays aaueleq BuiAuedwodae ayy ui paplogss usag sey
19sse xe} pauajap ou ‘AfBuipioddy ‘s1asse xel pasajap 1au
s ysutefie souemo||e uonen|ea ||ny e papiodal sey Auedwon
ay) ‘uonezijeal Jiay) Butpunouns Ajuielasun ayy o3 anQ

‘020z ybnoiy) Zooz sieah syl ul aiidxa

Yoiym “Asanadsal 000°90£$ pue 000°y98$ Alelewixoidde jo
sasodind Xe1 awooul 81e1S pue [eiapay 10 SHPaII Xe} JBY10
pue juawdo[aadp pue yaieasal sey Auedwao? ay) ‘uonippe

ul ‘Aunba S18pjoyp001s 01 paypald aq 1M suondo 3ools

3y} 0} pajejal syysuaq Buninsal ayy sasodind Bununoaae 1o}
paziufiodas ale spiemuojiied ssof Buierado 16u Juaixa ayi
0] "sasodind Xe) 8WIOJUI BIUI0JI|RY) PU [RIBP3) 1O} UOI||IW
9°€1$ pue uol|jiw 7 Z$ Ajsrewxoidde jo suondo ¥201s 01
pajejas suononpap ale spieauojiued sso unesado 18u ayy
ul papnyau| "zz0z ubnolyl zopz ssesh ayr ui andxa yaym ‘A
-anijaadsas ‘uor(iw G geg pue uoi(iw g g Aisiewxaidde jo
sasodind xe) awodul 1e1S pue [e1apa} Jo} SpIemiojAlIes sso|
Bunetado jau sey Auedwos 8yl 100z ‘LE 18qwada( Jo sy

‘Ajaanoadsal

'LO0Z pue 000Z ‘6661 Ul 000'B9Y'/$ PUE "000°05L91L$
‘000'Z¢Z'€$ Aq pasealaul 8UBMo|[e uolen|eA Y|

- $ - 3 ~  $ 18SSe xel paliajap 1aN
(000°826"L¥) (000'09% 7€) (000'0LE'8L) douemojje
uonen|eA :ssa
000'¥92 000748 - Yo
000'9%Z 000'091 00008 Aojuaay|
000°0€€’L  000'/8L'L 00086 S)PaId Xe|
000°79L'L  000°780°L  Q00'/8Y'L uoneldaidag
000964 000069l — 19R1U0D UO SSO) pBNIdYY
000'/v0°'C  000'L68  — safileyn yuelep
000'G/Y'y  000'0Z2'€  000'GGL'Z  Juawdojanap pue

yo1easal pazijenden
000'800°1€$ 000°158'GZ$ 000'E09'EL Sp.EMIOJALIED S507

1002 0002 6661
‘SMOJ|0} SB BJB | £ 1aquada(] 1B (S8l
-f]1gel) s1asse xe) pauiajap Jo syuauodwod jueayiubis ay|




The Company is prohibited from paying any dividends on, or
repurchasing any shares of, common stock as long as any of
the shares of the preferred stock remain outstanding. The
Company has filed with the Securities and Exchange
Commission a registration statement for resale of the shares
of common stock issuable upon conversion of the preferred
stock and exercise of the warrants.

Redeemable Convertible Preferred Stock. In February 1998,
the Company entered into an agreement to exchange all of
the then outstanding redeemable preferred shares and relat-
ed warrants for shares in a new series of preferred stock
and modified warrants. The impact of the exchange was to
eliminate the redemption provision of the then outstanding
redeemable preferred stock. The Series A preferred stock
and related warrants were exchanged for 64,584 shares of
Series A-2 preferred stock and warrants to purchase 100,000
shares of common stock. The Series A-1 preferred stock and
related warrants were exchanged for 12,500 shares of
Series A-3 preferred stock and warrants to purchase 66,669
shares of common stock. The Series B preferred stock and
related warrants were exchanged for 50,000 shares of
Series B-1 preferred stock and warrants to purchase 120,000
shares of common stock. The warrants received in the
exchange generally have the same terms as the warrants
surrendered. In connection with the exchange, the Company
issued to the preferred stockholders warrants to purchase up
to 75,000 shares of common stock at $7.00.

Each share of the Series A-2, Series A-3 and Series B-1
Convertible Preferred Stock was convertible into twenty
shares of common stock and had voting rights. The Series A-
2 Convertible Preferred Stock carried a cumulative annual
dividend of 6% per share and a liquidation preference of $72
per share until March 26, 2001, and $60 per share plus
accrued dividends, thereafter. Each share of the Series A-3
Convertible Preferred Stock carried a cumulative annual divi-
dend of 6% per share and a liquidation preference of $96
per share until March 26, 2000, and $80 per share plus

accrual dividends, thereafter. Each share of the Series B-1
Convertible Preferred Stock carried a cumulative annual divi-
dend of 7% per share and had a liquidation preference of
$80 per share plus unpaid dividends.

In March 1899, the Company completed a private placement
of 41,667 shares of Series C Convertible Preferred Stock to
certain investors at $72 per share. The gross proceeds of the
offering totaled $3 million. Each share of preferred stock
carried a cumulative dividend of 7% per annum, had voting
rights and a liquidation preference of the greater of $86.40
or $72 per share plus accrued dividends. A five-year warrant
to purchase 120,000 shares of common stock at $4.50 per
share was also issued in connection with this financing.

In June 1999, the Company entered into a private equity
financing agreement providing for the sale of securities in
two traunches with gross proceeds of up to $5.3 million.
Under the first transaction, the Company sold 77,296 shares
of Series D Convertible Preferred Stock at $50 per share,
which resulted in gross proceeds of approximately $3.9 mil-
lion. Under the second transaction, the Company sold 28,704
shares of Series D Convertible Preferred Stock at $50 per
share, resulting in gross proceeds of approximately $1.4 mil-
lion. Each share was convertible into twenty shares of com-
mon stock, and carried a cumulative dividend of 6% per
annum, had voting rights and a liquidation preference of $65
per share until December 17, 2003 and $50 per share plus
accrued dividends per share thereafter. In connection with
this financing, the Company also issued five year warrants
for the purchase of up to 212,000 shares of common stock at
$3 per share. The Company granted the Series D investors
registration rights with respect o the common stock under-
lying the Series D preferred stock and related warrants.

The Company recorded a deemed distribution for accounting
purposes in 1999 totaling $456,000 relating to the issuance
of the Series C and D Convertible Preferred Stock, which, at
issuance, was convertible at a discount from the market

price of the Company’s comman stock. The deemed dividend
was a non-cash, non-recurring accounting entry for deter-
mining net loss available to common stockholders and the
related net loss per share.

The issuance of the Series D Convertible Preferred Stock
resulted in an anti-dilution adjustment to the Series A-2, A-
3. B-1 and C Convertible Preferred Stock. Following the com-
pletion of the Series D financing, the total number of com-
mon shares issuable upon conversion of the Company's out-
standing preferred stock was as follows:

Common Stock Issuable

Shares of Preferred Upon Conversion

Series A-2 64,584 1,322,539
Series A-3 12,500 263,852
Series B-1 50,000 1,055,410
Series C 41,667 872,100
Series D 106,000 2,120,000
Total 5,633,901

As described below, all redeemable convertible preferred
shares were converted into common shares in 2000.

On February 11, 2000, the Company completed the registra-
tion and sale of 2,473,701 shares of common stock, priced at
$3.25 per share, of which 2,319,855 shares of common stock
were sold for a cash payment totaling $7,540,000 and
153,846 shares of common stock were exchanged for short-
term indebtedness of $500,000. Net proceeds to the
Company totaled $7.4 million. Concurrent with the offering,
the holders of the Series A-2, A-3 and C Redeemable
Convertible Preferred Stock converted their holdings into
2,458,391 shares of common stock. As an inducement to
convert the preferred shares, the Company issued the pre-
ferred stockholders warrants to purchase 250,000 shares of
common stock at $3.58 per share. The fair value of the war-
rants was estimated using the Black-Scholes option-pricing
mode! utilizing a volatility factor of 75%, risk-free interest
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and 2001 for which the exercise price equals the market
price on the grant date was $1.80, $13.86, and $3.05
respectively.

Warrants. The following is a summary of outstanding war-
rants at December 31, 2001:

in the right to exercise the warrant and purchase a total of
48,980 and 53.460 shares of common stock, respectively. As
a result, sales proceeds allocated to warrants vesting in
1999 and 2000 were $124,000 and $1,660,000, respectively.
In addition, the estimated value of warrants vesting in
excess of certain sales to U.S. Cellular in the second quarter

Mumber of Common Shares

revenue using the percentage relationship which existed
between the fair value of the warrants as recorded in
September 2000 and the amount of the non-cancelable pur-
chase order. The fair value of the warrants was calculated
utilizing a volatility factor of 85%, risk-free interest rate of
6.01%, and an expected life of 3.92 years. During fiscal 2000
and 2001 sales praceeds of $1,118,000 and $2,238,000,
respectively, for shipments pursuant to this purchase order

Currently Price per Expiration Date were allocated to the deferred warrant charge and proceeds
Total Exercisable Share of $1,765,000 and $879,000, respectively, were recorded as
Warrants related to issuance of commercial product revenue.
Series E Preferred 1,044,568 1,044,568 $21.54 September 29, 2005
After the allocation of sales proceeds to the related war-
Warrants related to borrowings rants, the estimated cost of providing products under the
and sales agreements 62,500 62,500 $3.00 June 18, 2004 purchase order exceeded related revenue by $5.3 million.
1,000,000 414.440 $4.00 August 27, 2004 The resulting loss was reflected in the results of operations
33,333 33,333 $3.00 December 1, 2004 for the year ended December 31, 2000. Through December
27,692 27.692 $3.25 January 12, 2005 31, 2000 and 2001, $1,059,000 and $2,243,000, respectively,

Note 8—Warrants Issued to U.S. Cellular

In August 1999, the Company entered into a warrant agree-
ment with United States Cellular Corporation (“U.S.
Cellular”) where the exercise of a warrant to purchase up to
1,000,000 shares of common stock was conditioned upon
future product purchases by U.S. Cellular. Under the terms of
the warrant, U.S. Cellular vests in the right to purchase one
share of common stock at $4 per share for every $25 of
SuperFilter systems purchased from the Company. The war-
rant is immediately exercisable with respect to any vested
shares and expires August 27, 2004. For accounting purpos-
es proceeds from sales to U.S. Celluiar under this agreement
are allocated between commercial product revenue and the
estimated value of the warrants vesting using the Black-
Scholes option-pricing model. The estimated fair value of
the warrants in excess of the related sales, when applicable
is recorded in cost of commercial product revenue. For prod-
uct sales in 1999 and 2000, respectively, U.S. Cellular vested

of 2000 of $482,000 was recorded in cost of commercial
product revenue.

In September 2000, the Company received a $7.8 million
non-cancelable purchase order from U.S. Cellular for
SuperfFilter systems to be shipped over the next nine quar-
ters. In consideration for the purchase order, the Company
amended the August 1999 warrant agreement and vested
312,000 warrants to U.S. Cellular. The vested warrants are
immediately exercisable, not subject to forfeiture, and U.S.
Cellular has no other obligations to the Company.

The estimated fair value of the warrants vesting upon
receipt of this order was calculated to be $5,635,000 using
the Black-Scholes option-pricing model and has been record-
ed as a deferred warrant charge in the statement of stock-
holders” equity. As SuperFilter systems are shipped under
this purchase order, the related sales proceeds will be allo-
cated between stockholders’ equity and commercial product

of this reserve was reversed against the cost of product
delivered under this purchase order.

As of December 31, 2001, U.S. Cellular has 585,560 unvest-
ed warrants that can be earned from future product orders
through August 27, 2004.

Note —Employee Savings Plan

In December 1989, the Board of Directors approved a 401(k)
savings plan {the "401(k) Plan") for the employees of the
Company that became effective in 1990. Eligible employees
may elect to make contributions under the terms of the
401(k) Plan; however, contributions by the Company are
made at the discretion of management. The Company has
made na contributions to the Plan.

NMote 10—Commitments and Contingencies

Operating Leases. The Company leases its offices and pro-
duction facilities under non-cancelable operating leases that
expire at various times over the next ten years. Generally
leases contain escalation clauses for increases in annual

30
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Mote 13—Details of Certain Financial Statement
Components and Supplemental Disclosures of Cash

Flow Information and Mon-Cash Activities

Balance sheet data:

Accrued Expenses:

Compensation related $900,000 $840,000
Warranty reserve 250,000 242,000
Other 214,000 172,000

$1,364,000 $1,254,000

million. The Company closed commitments totaling $11.2
miilion on March 12, 2002 and expects to close the remain-
ing commitment for $1.8 million pending a response to our
request for guidance from Nasdag. The Company may
decline to accept the additional investment if Nasdaq con-

December 31, 2000 2001 cludes that shareholder approval is required. In that event,
Accounts receivable: Unbilled accounts receivable represent costs and profits in the net proceeds of the transaction would be $10.6 million.
Accounts receivable-trade  $2,662,000 $1,036,000 excess of billed amounts on contracts-in-progress at year-
U.S. government accounts end. Such amounts are billed based upon the terms of the If the remaining commitment is accepted, the Company will
receivable-bilted 718,000 345,000 contractual agreements. Such amaounts are substantially col- have issued a total of 3,714,286 shares of common stock at
U.S. government accounts lected within one year. $3.50 per share and 5-year warrants to purchase an addition-
receivable-unbilled 321,000 91,000 al 557,143 shares of the common stock at $5.50 per share.
Less: allowance At December 31, 2000 and 2001, equipment includes The common stock was priced on February 27, 2002 when the
for doubtful accounts (12,000} (24,000} $1.211,000 of assets financed under capital lease arrange- term sheet was signed, and the Company's comman stock
$3,689,000 $1,448,000 ments, net of $718,000 and $943,000 of accumulated amor- closed at $4.02 per share on that date. The underlying war-
tization, respectively. Depreciation expense amounted to rants were priced on March 6, 2002 when the definitive pur-
Inventories: $1,126,000, $1,299,000 and $1,674,000 for the years ended chase agreement was signed, and the Company’s common
Raw materials $1,094,000 $1,389,000 December 31, 1999, 2000 and 2001, respectively. stock closed at $4.45 per share on that date.
Work-in-process 1,960,000 2,947,000
Finished goods 721,000 1.398.000 Supplemental Cash Flow Information:
$3,775,000 $5,734,000 December 31, 1999 2000 2001
Cash paid for interest $232,000 $230,000 $146,000
Property and Equipment; Non-cash investing and financing activities:
Equipment $12,165,000 $14,003,000 Equipment acquired through issuance of capital lease 34,000 - -
Leasehold improvements 2,072,000 2,098,000 Redeemable preferred stock exchanged for common stock - 17,125,000 -
Furniture and fixtures 107.000 141.000 Common stock options issued for past services in lieu of
$14,344,000 $16,242,000 accounts payable 14,000 72,000 -
Less: accumulated Issuance of warrants in connection with debt and lease agreements 491,000 131,000 -
depreciation and Dividends accrued not paid 95,000 - -
amortization {9,353,000) {11,027,000) Conversion of notes payable to purchase preferred and common stock 1,875,000 500,000 -
$4,991,000 $5,215,000 Equity issuance costs not yet paid - 40,000 -
Assets acquired through issuance of stock options - 26,000 -
Patents and Licenses: Conversion of preferred shares into common shares - - 3,000,000
Patents issued $460,000 $780,000
Patents pending 612,000 410,000
Licenses 2,566,000 2,566,000 Note 14—Subsequent Event The securities sold in this private placement have not been
$3,638,000 $3.756,000 On March 11, 2002 the Company had binding commitments registered under the Securities Act of 1933 and may not be
Less, accumulated totaling $13.0 million in a new equity private placement. The offered or sold in the United States in the absence of an
amortization (1,761,000) (2,075,000) transaction is expected to generate net proceeds of $12.4 effective registration statement or exemption from the regis-
$1.877,000 $1,681,000
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Quarterly Financial Data (Unaudited)

First Quarter Second Quarter

Third Quarter

Fourth Quarter

2001

Net revenue $2,826,000 $4 206,000 $2,134,000 $3,227,000

Loss from operations (4,312,000) (3,743,000} (4,965,000} {5,085,000)

Net loss (3,912,000} (3,482,000) {4,795,000) (5.012,000)

Basic and diluted loss per common share

Net loss per common share ($0.26) ($0.23) {$0.30) ($0.31)

2000

Net revenue $1,669,000 $2,249,000 $2.372,000 $3,666,000

Loss from operations {3,616,000) (4,014,000) (9,292,000) {4,057,000)

Net loss (3,760,000} (4,081,000 {9.318,000) (3,497,000)

Basic and diluted loss per common share

Net loss per common share before cumulative

effect of accounting change ($0.47) {$0.23) ($0.53) ($0.23)

Cumulative effect of accounting change - - - ($0.60)

Net loss per common share ($0.47) ($0.23) ($0.53) {$0.83)
wb Superconductor Technologies o Annual Report 2001
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