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Moving Forward Through Achievements

Company founded by a team of physicians.

Delcath receives initial financing.

Company commences Phase | and Phase Il clinical trials.

Delcath receives 1st of 7 U.S. patents for delivery system.

Company receives Canadian & European patents.

Delcath receives Japanese patent.

Company receives FDA approval for conducting Phase ili clinical trials.

Delcath completes Initial Public Offering of Common Stock.

Company commences Phase | clinical trial study with melphalan at the National Cancer Institute.
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ne of the key events of 2001 was the start of the National Cancer Institute’s study of
Delcath’s technology in patients with metastatic liver cancer.

Patient enrollment using the drug melphalan began in August and the first phase is
scheduled for completion this year. Our agreement with the NCI calls for a Phase Il study to
closely follow the completion of the current Phase | study. We expect the normal progression
of clinical trials to take place, leading to a pivotal Phase It study, which, if successful, will allow
the company to move forward with a PMA application to the Food & Drug Administration
for marketing approval.

Meantime, and subsequent to the year-end, we received notification from the New York
University’s School of Medicine that it will conduct a Phase [l trial of Delcath’s system with the
drug doxorubicin, subject to final funding arrangements and the approval of the school's
Institutional Review Board. We are continuing our discussions with a number of other cancer
centers and we expect to finalize arrangements with additional principal investigators soon.
The protocol for our Phase Il study, which has been approved by the FDA, requires enrollment
of 61 patients with a control group of equal size.

The Delcath program at the NCI, which compliments our own Phase Il! studly, is espe-
cially important for several reasons. As one of the nation’s leading cancer research centers,
the NCI has been a driving force in pioneering clinical application of organ-specific delivery
of cancer agents. Under the leadership of H. Richard Alexander, MD, NClI clinicians have been
performing isolated perfusion of the liver for the past nine years using a highly invasive surgi-
cal technique.

The NCI hopes to replace its current surgical procedure with Delcath’s minimally
invasive technology, increasing the chances for longer patient survival and dramatically
reducing the side effects heretofore associated with liver-specific drug delivery.

Since the Delcath system is minimally invasive, it allows doctors to repeatedly deliver
high doses of chemotherapy to the liver for as long as it helps the patient. The resultis a
treatment program implemented over several months and tailored to each patient’s cancer.
This was not previously possible with high dose chemotherapy treatments. The NCl's older
procedure, which requires six to seven hours of surgery under full anesthesia, could be
performed only once, greatly limiting the prospects for long-term success.
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| Cancsr of the liver, the cancsr @ww@mﬁﬂy being treated in our clinical trels, (s an
‘ ‘u@ ly debiliteting form of the disease. Whils the oversll five ear strvive e
all combined forms of cancer is 62 pereent, the American Caneer Society estimates
idh@ survival rate fer liver ceneer is-enly ebeut 5% Addiienelly; since syrmptemns aflivafummm-
caneer do net often appesr until the disease has advanced, more then 70 pereent
of cancerous liver tumers cannet be surgicelly removed &t time of disgnesis.” The
Deleath System is cleary. indicated for these individuals. In.addition. to. SelVEIING, mmmmmme:
extremely high doses of @h@ﬁm@iﬁh@n’@p@mﬁ@ @g@m@ the procedurs is repeatable. [t is
- the-repeatability of the prececure, made pessible by its. minimally.invasive, aIE, TNEE
should, in eur opinien, & U@w the FDA to view our eventual PMA spplication favorably.
While eur existing Phase | and Phase il studies invelve the trestment of
metastatic liver cancer, the Delcath System is 2 pletiorm technology that has the
potential to trest other crgens and diseases other then concer. We believe the tech-
nolegy alse has the potential to treat hepatitis by delivering interferon therapy.
On behelf of the Beard of Directeors, we sppreciate your continued supper.
We believe we are poised to effectively continue our clinieal trisls and anticipate
thelr suceess, which will uldmately lead to FDA spprovel and & successiul entry inte
the merketplace.
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Plan of Operation

Delcath Systems, Inc.

PLAN OF OPERATION

Since our founding in 1988 by a team of physicians, we
have been a development stage company engaged prima-
rily in developing and testing the Delcath system for the
treatment of liver cancer. A substantial portion of our histor-
ical expenses have been for the development of our med-
ical device and the clinical trials of our product, and the
vigorous pursuit of patents worldwide, which now tctal ten.
We expect to continue to incur significant losses from costs
for product development, clinical studies, securing patents,
regulatory activities, manufacturing and establishment of a
sales and marketing organization without any significant
revenues. A detailed description of the cash used to fund
historical operations is in the financial statements and the
notes thereto. Without an FDA-approved product and
commercial sales, we will continue to be dependent upon
existing cash and the sale of equity or debt to fund future
activities over at least the next three years. While the
amount of future net losses and time required to reach
profitability are uncertain, our ability to generate significant
revenue and become profitable will depend on our success
in commercializing our device.

During 2001, Delcath initiated the clinical trial of the system
for isolated liver perfusion using the chemotherapeutic
agent, melphalan. The Phase | trial at the National Cancer
Institute marks an expansion in the potential labeled usage
beyond doxorubicin, the chemotherapeutic agent used in
our initial clinical trials. The patent protection for the
Delcath technology was also expanded in 2001, with the
issuance of a U. S. patent for the system for isolated kidney
perfusion. Similar applications are pending in several for-
eign countries.

(A Development Stage Company)

Our management continued to speak to potential investors
and investment analysts at a series of meetings in several
major U. S. cities. In particular we were invited to make a
presentation at the New York Society of Security Analysts’
annual Health Care Conference in March 2001. This meet-
ing led to further discussions with several investment pro-
fessionals and an article in the Gray Sheet, a medical
publication focused on healthcare and FDA issues.

The contracted manufacture and assembly of the commer-
cial grade Delcath system kit was completed in 2001, with
the first human use kits shipped to NCI for use in the clini-
cal trials. We continue efforts to qualify additional sources
of the key components of our device, in an effort to further
reduce manufacturing costs and minimize dependency on a
single source of supply.

Over the next 12 months, we expect to continue to incur
substantial expenses related to the research and develop-
ment of our technology, including Phase Ill clinical trials
using doxorubicin with the Delcath system and Phase |
clinical trials using melphalan with the Delcath system.
Additional funds, when available, will be committed to
pre-clinical and clinical trials for the use of other chemo-
therapy agents with the Delcath system for the treatment
of liver cancer, and the development of additional products
and components.

In January 2002, we announced that the New York
University School of Medicine plans to proceed with the -
FDA approved Phase Il study using the Delcath system.
This trial is pending budget approval by NYU and approval
by NYU's Institutional Review Board. If this trial receives the
required approvals and proceeds to accrue patients, this
study will involve a portion of the total of the 122 patients
that are required by the FDA to participate in the Phase il
trials at several institutions. We cannot estimate the starting
date or duration of the trial.




Plan of Operation (continued)

Delcath Systems, Inc.

LIQUIDITY AND CAPITAL RESOURCES

We currently anticipate that our available funds will be suffi-
cient to meet our anticipated needs for working capital and
capital expenditures through at least the next 12 months.
The Company is not projecting any capital expenditures
that will significantly affect the Company’s liquidity or the
hiring of additional employees during the next 12 months.

Our future liquidity and capital requirements will depend on
numerous factors, including the progress of our research
and product development programs, including clinical stud-
ies; the timing and costs of making various United States
and foreign regulatory filings, obtaining approvals and com-
plying with regulations; the timing and effectiveness of
product commercialization activities, including marketing
arrangements overseas; the timing and costs involved in
preparing, filing, prosecuting, defending and enforcing
intellectual property rights; and the effect of competing
technological and market developments.

The Company’s future results are subject to substantial risks
and uncertainties. The Company expects to require addi-
tional working capital in the future and there can be no
assurance that such working capital will be available on
acceptable terms, if at all.

(A Development Stage Company)

FORWARD-LOOKING STATEMENTS

The foregoing information should be read in conjunction
with the Financial Statements and Related Notes that
appear herein. This discussion contains forward-looking
statements that involve risks and uncertainties. Delcath
Systems, Inc. makes such forward-looking statements under
the provisions of the “Safe Harbor” election of Section 27A
of the Securities Act of 1933, as amended, and Section 21E
of the Securities and Exchange Act of 1934, as amended.
Our ability to generate revenues and become profitable is
subject to substantial risks and uncertainties. These include
whether clinical trials establish the effectiveness of the
Delcath system, whether we receive regulatory approvals
for commercialization of the system and whether competing
technologies are introduced that receive greater market
acceptance. These statements relate to future events or our
future financial or business performance and are identified
by terminology such as “may,” “might,” “will,” “should,”
“expect,” “scheduled,” "plan,” “intend,” “anticipate,”
“believe,” “estimate,
negative of such terms or other comparable terminology.

"o

potential,” or “continue” or the




Balance Sheet

Delcath Systems, Inc. (A Development Stage Company)

December 31,

2001
ASSETS

CURRENT ASSETS:
Cash and cash equivalents $ 3,295,300
Interest receivable 1,056
Prepaid insurance 69,667
Total current assets 3,366,023
Furniture and fixtures, net 13,496
Due from affiliate 24,000

Total assets

LIABILITIES AND STOCKHOLDERS’ EQUITY
CURRENT LIABILITIES:

Accounts payable and accrued expenses $ 176,080
Total current liabilities 176,080
STOCKHOLDERS' EQUITY (Note 2):
Preferred Stock, $.01 par value: 10,000,000 shares authorized; no shares issued and outstanding —
Common Stock, $.01 par value; 15,000,000 shares authorized; 3,903,816 shares issued and outstanding 39,038
Additional paid-in capital 18,835,160
Deficit accumulated during development stage (15,646,759}
Total Stockholders’ equity 3,227,439
Total liabilities and Stockholders’ equity $ 3,403,519
See accompanying notes to financial statements.
Statements of Operations
Delcath Systems, Inc. (A Development Stage Company)
Cumulative

Years ended December 31,

$ 3,403,519

from inception
(August 5, 1988)

2000 to
(Restated) 2001 December 31, 2001
COSTS AND EXPENSES:
Legal, consulting and accounting fees $ 474,061 $ 1,034,025 $ 6,025,255
Stock option compensation expense — — 2,520,170
Compensation and related expenses 259,446 557,087 3,304,703
Other operating expenses 298,204 477,544 2,967,024
Total costs and expenses 1,031,711 2,068,656 14,817,152
Operating loss (1,031,711) (2,068,656) (14,817,152)
Interest income 94,555 208,220 840,471
Interest expense (23,029 (15,571) (171,473)
Net loss (960,185) (1,876,007) (14,148,154)
Preferred Stock dividends paid in Common Stock (999,070) —
Preferred Stock dividends paid in cash (499,535) —
Net loss attributable to Common Stockholders $(2,458,790) $(1,876,007)
COMMON SHARE DATA:
Basic and diluted loss per share $ (1.52) $ (0.48)
Weighted average number of basic and
diluted Common Stock outstanding 1,621,723 3,903,816

See accompanying notes to financial statements.




Statements of Stockholders’ Equity
Delcath Systems, Inc. (A Development Stage Company)

Years ending December 31, 2001 and 2000 and cumulative from inception (August ¢, 1988) to December 31, 2001

Common Stock $.01 par value

Issued in Treasury Outstanding
No. of No. of No. of
shares Amount shares Amount shares Amount

Shares issued in connection with the formation

of the Company as of August 22, 1988 621,089 $ 6,211 — $ — 621,089 $ 6,211
Sale of Preferred Stock, August 22, 1988 — —_ — — — —
Shares returned as of March 9, 1990 — — (414,059) 4,141) (414,059) (4,147)
Sale of stock, October 2, 1990 — — 17,252 173 17,252 173
Sale of stock, January 23, 1991 — — 46,522 465 46,522 465
Sale of stock, August 30, 1991 — — 1,353 14 1,353 14
Sale of stock, December 31, 1992 — — 103,515 1,035 103,515 1,035
Sale of stock, July 15, 1994 — — 103,239 1,032 103,239 1,032
Sale of stock, December 19, 1996 — — 39,512 395 39,512 395
Shares issued in connection with conversion

of short-term borrowings as of

December 22, 1996 58,491 585 98,388 984 156,879 1,569
Sale of stock, December 31, 1997 53,483 535 — — 53,483 535
Exercise of stock options 13,802 138 3,450 35 17,252 173
Shares issued as compensation 2,345 23 828 8 3,173 31
Amortization of compensatory stock

options granted — — — — — —
Forfeiture of stock options — — — — — —
Shares issued in connection with exercise

of warrants 21,568 216 — — 21,568 216
Sale of stock, January 16, 1998 34,505 345 — — 34,505 345
Sale of stock, September 24, 1998 3,450 35 — T— 3,450 35
Shares returned, April 17, 1998 (3,450) (35) — — (3,450) (35)
Amortization of compensatory stock

options granted — — — — — —
Forfeiture of stock options — — — — — —
Exercise of stock options 8,626 86 — — 8,626 86
Sale of stock, June 30, 1999 46,987 470 — — 46,987 470

Amortization of compensatory stock

options granted — — — — — —
Forfeiture of stock options — — — — — —
Shares issued in connection with exercise

of warrants 2,300 23 — — 2,300 23
Deficit accumulated from inception

to December 31, 1999 — — — — _ : _

Balance at December 31, 1999 863,196 8,632 — — 863,196 8,632
Sale of stock, April 14, 2000 230,873 2,309 — — 230,873 2,309
Dividends paid on Preferred Stock 690,910 6,909 — — 690,910 6,909
Conversion of Preferred Stock 833,873 8,339 — — 833,873 - 8,339
Sale of stock, October 19, 2000 1,200,000 12,000 —_ —_ 1,200,000 12,000
Shares issued as compensation for stock sale 85,000 850 — — 85,000 850

Stock options issued as compensation — — — — — —
Net loss for year ended December 31, 2000 — — — — — —_

Balance at December 31, 2000 3,903,852 39,039 —_ — 3,903,852 39,039
Sum of fractional common shares
cancelled after year 2000 stock splits (36) n — — (36) (1

Stock warrants issued as compensation — — — — — —
Net loss for year ended December 31, 2001 — — — — — -

Balance at December 31, 2001 3,903,816 $39,038 — $ — 3,903,816 $39,038

P See accompanying notes to financial statements.




Class A Class B Deficit

Preferred Stock Preferred Stock Preferred Stock accurnulated
$.01 par value $.01 par value $.07 par value Additional during

No. of No. of No. of . paid-in development

shares Amount shares Amount shares Amount capital stage Total
— $— — $ — -— 3 _ $ (5,211) 3 — $ 1,000
— — 2,000,000 20,000 — — 480,000 — 500,000
— — — — - — 4,141 — —
— — — — — — 24,827 — 25,000
_ — — — 416,675 4,167 1,401,690 — 1,406,322
— — — — — — 9,987 . — 10,001
— — — — — — 1,013,969 — 1,015,004
— — — — — — 1,120,968 — 1,122,000
—_ — — — — — 999,605 — 1,000,000
_ _ _ _ — — 1,703,395 — 1,704,964
_ _ — — — — 774,465 — 775,000
. — — — — — 30,827 — 31,000
—_ — —_ — — —_ 34,454 —_ 34,485
- —_ — — —_— —_ 2,496,347 — 2,496,347
_ — — — — — (279,220) — (279,220)
— — — — — — 234,182 — 234,398
_ — — — — — 499,655 — 500,000
— — — — — — 56,965 — 57,000
— — — — — — (4,965) — (5,000)
_ — — — — — 1,166,418 — 1,166,418
_ _ _ _ — — (407,189) — (407,189)
— — _ —_ — — 67,414 —_ 67,500
— — —_ — — — 775,722 —_— 776,192
_ — — —_ — —_ 98,186 —_ 28,186
— — — — _— — (554,371) — (554,371)
. — — — — — 24,975 — 24,998
_ _ — — — — — (11,311,962) (11,311,962)
— — 2,000,000 20,000 416,675 4,167 11,767,236 (11,311,962) 488,073
_ — — — — — 499,516 — 501,825
_ — — — — —_ 992,161 (1,498,605) (499,535)
— —_ (2,000,000) (20,000) (416,675) 4,167) 15,828 —_ —_
_ —_ — —_ — — 5,359,468 — 5,371,468
— _ _ — — — (850) — —
_ — — — — — 3,800 — 3,800
_ — — —_ — — —_ (960,185) (960,185)
— — _ — — — 18,637,159 (13,770,752) 4,905,446
_ — _ _ — _ 1 - _
— — — — — —_ 198,000 — 198,000
_ — — — — — — (1,876,007) (1,876,007)
— $— — $ — - 3 — $18,835,160 $(15,646,759) $ 3,227,439
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Delcath Systems, Inc. (A Development Stage Company)

Cumulative
from inception
{(August 5, 1988)
Years ended December 31, to

2000 2001 December 31, 2001

CASH FLOWS FROWM OPERATING ACTIVITIES:
Net loss $ (960,185) $(1,876,007) $(14,148,154)
Adjustments to reconcile net loss to net cash used
in operating activities:

Stock option compensation expense — — 2,520,170

Stock, option and warrant compensation expense
issued for consulting services 3,800 198,000 236,286
Depreciation expense 3,000 5,014 14,764
Amortization of organization costs — — 42,165
{Increase) decrease in prepaid expenses (64,999) (501) (69,667)
(Increase) decrease in interest receivable (29,042) 31,312 (1,056)
Due from affiliate — — (24,000)

{Decrease) increase in accounts payable and
accrued expenses 686,167 (622,835) 176,080
Net cash used in operating activities (361,259) (2,265,017) (11,253,412)
CASH FLOWS FROM INVESTING ACTIVITIES:

Purchase of furniture and fixtures — (13,260) (28,260)
Purchase of short-term investments — — (1,030,000)
Proceeds from maturities of short-term investments — — 1,030,000
Organization costs — — (42,165)
Net cash used in investing activities — (13,260) (70,425)

CASH FLOWS FROM FINANCING ACTIVITIES:
Net proceeds from sale of stock and exercise of stock

options and warrants 5,873,293 — 13,413,708
Dividends paid (499,535) — (499,535)
Proceeds from (Repayments) short-term borrowings 230,000 (230,000) 1,704,964

Net cash provided by financing activities 5,603,758 (230,000) 14,619,137
Increase (decrease) in cash and ‘
cash equivalents / 5,242,499 (2,508,277) 3,295,300
Cash and cash equivalents at beginning of period . 561,078 5,803,577 —
Cash and cash equivalents at end of period o $ 5,803,577 $ 3,295,300 $ 3,295,300
Cash paid for interest ! $ 23,029 $ 36,141 $ 171,473
SUPPLEMENTAL NON-CASH ACTIVITIES:
Conversion of debt to Common Stock $ — $ — $ 1,704,964
Common Stock issued for Preferred Stock dividends $ 999,070 $ — $ 999,070
Conversion of Preferred Stock to Common Stock 3 24167 $ _— $ 24,167
Common Stock issued as compensation for stock sale $ 510,000 $ — $ 510,000
Stock, options and warrants issued as compensation for
consulting services $ 3,800 $ 198,000 $ 236,286

See accompanying notes to financial statements.
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Notes to Financial

Delcath Systems, Inc.

(1) DESCRIPTION OF BUSINESS AND SUMMARY OF
SIGNIFICANT ACCOUNTING POLICIES

(A) DESCRIPTION OF BUSINESS

Delcath Systems, Inc. (the “Company”} is a development
stage company which was founded in 1988 for the purpose
of developing and marketing a proprietary drug delivery
system capable of introducing, and removing, high dose
chemotherapy agents to a diseased organ system while
greatly inhibiting their entry into the general circulation sys-
tem. It is hoped that the procedure will result in a meaning-
ful treatment for cancer. In November 1989, the Company
was granted an IDE (Investigational Device Exemption) and
an IND status (Investigational New Drug) for its product by
the FDA (Food and Drug Administration). The Company is
seeking to complete clinical trials in order to obtain FDA
pre-marketing approval for the use of its delivery system
using doxorubicin, a chemotherapeutic agent, to treat
malignant melanoma that has spread to the liver.

(B) BASIS OF FINANCIAL STATEMENT PRESENTATION

The accounting and financial reporting policies of the
Company conform to generally accepted accounting princi-
ples. The preparation of financial statements in conformity
with generally accepted accounting principles requires man-
agement tc make assumptions and estimates that impact the
amounts reported in those statements. Such assumptions
and estimates are subject to change in the future as addi-
tional information becomes available or as circumstances are
modified. Actual results could differ from these estimates.

(C) FURNITURE AND FIXTURES

Furniture and fixtures are recorded at cost and are being
depreciated over the estimated useful lives of the assets of
five years. Accumulated depreciation amounted to $14,764
at December 31, 2001.

(D) INCOME TAXES

The Company accounts for income taxes following the
asset and liability method in accordance with Statement of
Financial Accounting Standards (SFAS) No. 109, “Accounting
for Income Taxes.” Under such method, deferred tax assets
and liabilities are recognized for the future tax consequences
attributable to differences between the financial statement
carrying amounts of existing assets and liabilities and their
respective tax bases. The Company’s income tax returns are
prepared on the cash basis of accounting. Deferred tax
assets and liabilities are measured using enacted tax rates
expected to apply to taxable income in the years that the
asset is expected to be recovered or the liability settled.

Statements

(A Development Stage Company)

(E) STOCK OPTION PLAN

The Company has historically accounted for its employee
stock option plans in accordance with the provisions of
Accounting Principles Board (“APB”) Opinion No. 25,
"Accounting for Stock Issued to Employees,” and related
interpretations. As such, compensation expense is recorded
on the date of grant only if the current fair market value of
the underlying stock exceeds the exercise price. Fair market
values of the Company's Common Stock at the dates options
were granted, prior to the Company's stock becoming pub-
licly traded, were based on third party sales of stock at or
around the dates options were granted, or in the absence of
such transactions, based on a determination by the Board
of Directors based on current available information. In 1996,
the Company adopted Statement of Financial Accounting
Standards (SFAS) No. 123, “Accounting for Stock-Based
Compensation,” which permits entities to recognize as
expense over the vesting period the fair value of all Stock-
based awards on the date &f grant. Alternatively, SFAS No.
123 also allows entities to continue to apply the provisions
of APB Opinion No. 25 and provide pro forma net income
and pro forma earnings per share disclosures for employee
Stock option grants as if the fair-value-based method defined
in SFAS No. 123 had been applied. The Company has elected
to continue to apply the provisions of APB Opinion No. 25
and provide the pro forma disclosure provisions of SFAS
No. 123 (see note 2(B)).

(F) LOSS PER SHARE

The Company follows the provisions of SFAS 128, “Earnings
Per Share,” which requires presentation of both basic

and diluted earnings per share (EPS) cn the face of the
Statements of Operations. Basic EPS excludes dilution, and
is computed using the weighted average number of com-
mon shares outstanding during the period. The diluted EPS
calculation assumes all dilutive stock options or contracts
to issue Common Stock were exercised or converted into
Common Stock at the beginning of the period. We have
excluded certain Common Stock equivalents from our diluted
EPS calculation for all years presented as their effect would
have reduced our net loss per share.

(G) RESTATEMENT OF NET LOSS ATTRIBUTABLE TO COMMON
STOCKHOLDERS AND LOSS PER SHARE FOR 2000

Loss per share for the year ended December 31, 2000 has
been restated from $(.90) per share as previously reported
to $(1.52) per share and net loss attributable to Common
Stockholders for the year ended December 31, 2000 has
been restated from $(1,459,720) as previously reported to
$(2,458,790) to give effect to $999,070 of Preferred Stock
dividends that were paid in Common Stock in 2000. The

"1




NoCcITes 10 rFrinancial

Delcath Systems, Inc.

effect of such dividends paid in Common Stock on the loss
attributable to Common Stockholders was not included in
the computation underlying the previously reported amount
for 2000.

{H) STATEMENTS OF CASH FLOWS

For purposes of the statements of cash flows, the Company
considers highly liquid debt instruments with original
maturities of three months or less to be cash equivalents.
At December 31, 2001 cash equivalents included commer-
cial paper of $1,741,571.

(2) STOCKHOLDERS' EQUITY
(A) STOCK ISSUANCES

BGH Medical Products, Inc. (name later changed to Delcath
Systems, Inc.), a Delaware corporation (BGH-Delaware),
was formed on August 5, 1988. As of August 22, 1988,
BGH Medical Products, Inc., a Connecticut corporation
(BGH-Conn.), was merged into BGH-Delaware, the sur-
viving corporation. As of the merger date, the authorized
capital stock of BGH-Conn. consisted of 5,000 shares of
Common Stock, par value $.01 per share, of which 1,000
shares were issued and outstanding. Upon the merger, each
BGH-Conn. Common Share outstanding was exchanged
into 621.089 BGH-Delaware Common Shares. As a result
of the conversion, BGH-Delaware issued 621,089 shares of
Common Stock at $.01 par value, The aggregate amount
of the par value of all Common Shares issued as a result of
the exchange, $6,211, was credited as the Common Stock
capital of BGH-Delaware, and the difference in respect to
the capital account deficiency was charged to additional
paid-in capital.

On August 22, 1988, BGH-Delaware then sold in a
private placement 2,000,000 shares of Class A Preferred
Stock, with a par value of $.01, to two affiliated venture
capital funds for an aggregate amount of $500,000 in cash.

On March 8, 1990, 414,059 shares of Common Stock
were returned to the Company as treasury stock due to rel-
evant technology milestones not being fully achieved within
the specified time period, in accordance with provisions of
a Stockholders’ agreement.

Effective May 7, 1990, the Company changed its name
to Delcath Systems, Inc.

On October 2, 1990, the Company sold 17,252 shares
of Common Treasury Stock, $.01 par value, for an aggre-
gate amount of $25,000.

On January 23, 1991, the Company offered in a pri-
vate placement shares of Common Stock and/or Class B
Preferred Stock at $7.39 and $2.55 per share respectively
for an aggregate maximum amount of $2,000,000. Under
the terms of the private placement, 46,522 shares of
Common Treasury Stock and 416,675 shares of Class B
Preferred Stock were sold, yielding net proceeds to the
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Company of $1,406,322. The Common Stock and Class B
Preferred Stock sold each has a par value of $.01, resulting
in an increase in additional paid-in capital of $1,401,566.
The two affiliated venture capital funds that owned the
Class A Preferred Shares purchased 117,650 of the Class B
Preferred Shares sold in the private placement.

On August 30, 1991, the Company scld an additional
1,353 shares of Common Treasury Stock at $7.39 per share,
yielding proceeds to the Company of $10,001. The shares
have a par value of $.01, resulting in an additional paid-in
capital amount of §$9,987.

In a December 1992 private placement, the
Company sold 103,515 shares of Common Stock held in
our treasury at $10.14 per share for a total placement of
$1,050,000 ($1,015,004 after expenses). The shares issued
have a par value of $.01, resulting in an additional paid-in
capital amount of $1,048,965 ($1,013,969 after expenses).
The two affiliated venture capital funds that owned the
Class A Preferred Shares purchased 27,604 of the Common
Treasury Shares sold.

Effective January 1, 1994, the Company issued 1,725
shares of Common Treasury Stock at $1.45 per share for a
total price of $2,500 upon the exercise of stock options by
an employee of the Company.

During the first quarter of 1994, the Company increased
its authorized number of Common Shares from 5,000,000
to 15,000,000.

On July 15, 1994, the Company sold through a private
placement offering, units at a price of $51,000 per unit. Each
unit consisted of 4,693 Common Shares and 469 Warrants,
each of which entitled the holder to purchase one share of
Common Stock for $10.87. In connection therewith, the
Company sold twenty-two (22) units (103,239 Common
Shares and 10,324 Warrants expiring August 30, 1997) for
total proceeds of $1,122,000. The two affiliated venture
capital funds that owned the Class A Preferred Shares pur-
chased six (6) of the units sold. During August 1997, the
holders of Warrants exercised 8,916 Warrants to purchase
8,916 Common Shares at $10.87 each for total proceeds
of $96,900. The remaining Warrants expired unexercised.

Effective January 1, 1995, the Company issued 1,725
shares of Common Treasury Stock at $1.45 per share for a
total price of $2,500 upon the exercise of stock options by
an employee of the Company.

Effective January 1, 1996, the Company issued 828
shares of Common Stock, valued at $10.87 per share for a
total of $9,000, as compensation for consulting services.

On December 19, 1996, the Company sold through a
private transaction 39,512 shares of Common Stock for total
proceeds of $1,000,000. In connection with the offering, the
purchaser obtained sole distribution rights for the Company’s
products in Japan, Korea, China, Taiwan, and Hong Kong
through December 31, 2004, No value was attributed to the




distribution rights. In addition, under certain conditions,
the purchaser will be required to buy certain products
from the Company.

On April 26, 1996, the Company entered into short-
term borrowing agreements with 26 investors under which
it borrowed $1,704,964 bearing interest at 10.25% per
annum. Under the terms of the agreements, on December
22,1996, the short-term borrowings were converted into
156,879 shares of Common Stock, based on a conversion
price of $10.87 per share, and 78,438 Warrants, expiring
April 25, 1999, entitling the holders to purchase 78,438
additional shares of Common Stock at $10.87 per share.
The two affiliated venture capital funds discussed above
provided $250,000 of the short-term loan, converting that
debt into approximately 23,003 shares of Common Stock
and 11,502 Warrants. From April 26, 1996 through December
22, 1996, interest of $114,948 accrued on the borrowings.
Such interest was paid in January 1997. During September
1997, the holders of Warrants exercised 1,150 Warrants to
purchase 1,150 Common Shares at $10.87 each for total
proceeds of $12,499. During December 1997, the two affili-
ated venture capital funds exercised their 11,502 Warrants
to purchase 11,502 Common Shares at $10.87 each for
total proceeds of $124,999. During April 1999, the holders
of Warrants exercised 2,300 Warrants to purchase 2,300
Common Shares at $10.87 each for total proceeds of
$24,998. The remaining Warrants expired unexercised.

In 1997, the Company issued 2,345 shares of Common
Stock, valued at $10.87 per share based on a 1996 agree-
ment, for a total cost of $25,485, as compensation for
consulting services.

From September 1997 through December 31, 1997,
the Company received $775,000 and issued 53,483 Common
Stock. During January 1998, the Company received an
additional $500,000 and issued another 34,505 shares of
Common Stock. In April 1998, under the terms of restricted
Stock sale agreements, the Company issued to the purchasers
of the 87,988 shares of Common Stock 11,732 three-year
Warrants entitling the holders to purchase 11,732 Common
Shares at $10.87 per share. These Warrants expired unexer-
cised in April 2001.

In December 1997, the holder of non-incentive stock
options exercised 13,802 options to purchase 13,802
restricted Common Shares at $1.88 each for total proceeds
of $26,000.

In April 1998, a venture capital firm exercised 8,626
non-incentive Stock options to purchase 8,626 restricted
Common Shares at $7.83 each for total proceeds of $67,500.

In April 1998, in connection with the settlement of a
dispute with a former Director, the Company cancelled
3,450 shares of Common Stock previously held by the for-
mer Director in return for $1.45 per share, the price origi-
nally paid by the former Director.

In September 1998, the Company sold 3,450 shares
of restricted Common Stock to an individual for $16.52 per
share, yielding proceeds to the Company of $57,000.

in June 1999, the Company sold 46,987 shares of
Common Stock to individual investors for $16.52 per share
and Warrants entitling the holders to purchase 5,218 Com-
mon Shares at $14.87 per share (which Warrants expire
April 30, 2002), yielding proceeds to the Company of
$776,192.

In April 2000, the Company sold 230,873 Common
Shares at $2.17 per share to existing Stockholders in a rights
offering yielding proceeds to the Company of $501,825.

The Company completed an initial public offering
("IPO") underwritten by Whale Securities Co., L.P. on
October 19, 2000 of 1,200,000 units for $6.00 per unit,
each unit consisting of one share of Common Stock and
one redeemable Warrant to purchase one share of Common
Stock at a price of $6.60 until October 18, 2005. In connec-
tion with the initial public offering, the Company received
$7,200,000 before offering costs ($5,371,468 after expenses).
The Company also issued to Whale Securities Co., L.P.
Warrants to purchase 120,000 units for $6.60 per unit, each
unit consisting of one Common Share and one redeemable
Warrant to purchase one share of Common Stock at a price
of $10.50 until October 18, 2005. The Company also issued
85,000 shares of Common Stock valued at $510,000 for legal
services provided in connection with the offering. -

Also, in connection with the initial public offering, the
holders of the 2,000,000 outstanding shares of the Company’s
Class A Preferred Stock and the 416,675 outstanding shares
of the Company’s Class B Preferred Stock agreed to convert
their shares into Common Stock prior to the closing of the
offering. Upon the conversion of the Company’s Ciass A
Preferred Stock and the Company’s Class B Preferred Stock
into 833,873 shares of Common Stock, the holders of the
Class A and Class B shares received an aggregate of
$499,535 in cash and 690,910 shares of Common Stock
in payment of declared dividends.

In December 2000, the Company issued 1,720
Common Stock options at an exercise price of $3.31, fair
valued at $2.21 per option for a total of $3,800, and 1,720
Warrants to purchase Common Stock at an exercise price of
$6.00, fair valued at $0 per Warrant, as compensation for
consulting services. Both the options and Warrants expire
December 1, 2005.

The Company issued the following Common Stock
Warrants in 2001 for consulting services: (1) 150,000
Warrants to purchase 150,000 units at $7.00 per unit,
through January 4, 2005, each unit consisting of one fully-
paid and non-assessable share of Common Stock, and one
Common Stock Purchase Warrant entitling the holder to
purchase one share of Delcath Common Stock for $6.60 per
share. None of these Warrants have been exercised as of
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December 31, 2001. Such Warrants, valued at $175,000,
were recognized as an expense in the first quarter of 2001;
and (2) 150,000 Warrants to purchase up to 150,000 shares
of Delcath Common Stock, through April 30, 2005, for $6.60
per share. None of these Warrants have been exercised as
of December 31, 2001. 25,000 of such Warrants vested in
2001 and the remaining 125,000 Warrants vest if the share
price of the Company’s Commaon Stock exceeds certain share
price levels above the IPO price. As of December 31, 2001,
none of the thresholds have been met. Such remaining
Warrants will not vest if the conditions are not met by May
2002. The 25,000 vested, non-contingent Warrants have been
valued at $23,000, and were recognized as an expense in the
first quarter of 2001. The expenses, as noted above, recog-
nized with these two warrant issues are non-cash expenses.

The value of the above Warrants were $1.17 per
warrant for Warrants described in (1} above, and $.90 per
warrant for the 25,000 Warrants that vested immediately
described in (2) above, and were estimated on the date of
grant using the Black-Scholes option-pricing model with the
following weighted average assumptions, respectively: risk
free interest rates of 4.95% and 5.9%, volatility of 26.7%
and 22.9%, expected lives of four years and four and one-
half years, with no dividend yield for either issue.

In 2001, the Company cancelled a total of 36 shares
which represented the total of fractional shares resulting
from year 2000 Stock splits.

On October 30, 2001, the Company entered into a
Rights Agreement with American Stock Transfer & Trust
Company (the “Rights Agreement”) in connection with the
implementation of the Company’s Stockholder rights plan
(the “Rights Plan”). The purposes of the Rights Plan are to
deter, and protect the Company’s shareholders from, certain
coercive and otherwise unfair takeover tactics and to enable
the Board of Directors to represent effectively the interests
of shareholders in the event of a takeover attempt. The
Rights Plan does not deter negotiated mergers or business
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combinations that the Board of Directors determines to be in
the best interests of the Company and its shareholders. To
implement the Rights Plan, the Board of Directors declared

a dividend of one Common Stock purchase right (a “Right”)
for each share of Common Stock of the Company, par value
$0.01 per share (the "Common Stock”) outstanding at the
close of business on November 14, 2001 ({the “Record Date”)
or issued by the Company on or after such date and prior to
the earlier of the Distribution Date, the Redemption Date or
the Final Expiration Date (as such terms are defined in the
Rights Agreement). The rights expire October 30, 2011. Each
Right entitles the registered holder to purchase from the
Company one share of Common Stock, at a price of $5.00
per share, subject to adjustment (the “Purchase Price”), in the
event that a person, or group announces that it has acquired,
or intends to acquire, 15% or more of the Company’s out-
standing Common Stock.

The two affiliated venture capital funds discussed above
were liquidated in 1998 and the shares of the Company
then owned by the funds were distributed to the individual
investors of the funds, or their nominee, if so directed.

(B) STOCK OPTION PLANS

The Company established an Incentive Stock Option Plan
and a Non-Incentive Stock Cption Plan under which Stock
options may be granted. Additionally, the Company has
entered into separate contracts apart from the Incentive
Stock Option Plan and the Non-Incentive Stock Option
Plan under which options to purchase Common Stock have
been granted. A Stock option grant allows the holder of
the option to purchase a share of the Company’s Common
Stock in the future at a stated price. The Plans are adminis-
tered by the Board of Directors which determines the indi-
viduals to whom the options shall be granted as well as
the terms and conditions of each option grant, the option
price and the duration of each option.




The Company's Incentive and Non-incentive Stock Plans were approved and became effective on November 1, 1992.
During 2000 and 2001, respectively, the 2000 and 2001 Stock Option Plans became effective. The Incentive Stock Options
vest as determined by the Company and expire over varying terms, but not more than five years from the date of grant.

Stock option activity for the period January 1, 2000 through December 31, 2001 is as follows:

Non-Incentive and Other
Incentive Option Plans Option Grants

Weighted Weighted

Average Average

Exercise Exercise
Shares Price Shares Price
Outstanding at December 31, 1999 441,664 $4.13 17,252 $2.90
Granted during 2000 248,020 3.31 — —
Outstanding at December 31, 2000 689,684 3.82 17,252 2.90
Granted during 2001 280,000 .83 — —
Expired during 2001 (84,000) 3.31 — —
Outstanding at December 31, 2001 885,684 $294 17,252 $2.90

The following summarizes information about shares subject to option at December 31, 2001:

Options outstanding

Options exercisable

Weighted
Weighted average Weighted
Number Range of average remaining Number average
outstanding exercise prices exercise price life in years exercisable exercise price
100,000 $ 60 $ .60 4.92 — —
150,000 .85 .85 5.00 — —
30,000 1.53 1.53 4.67 — —
189,777 2.90 2.90 3.00 189,777 $2.90
164,020 3.31 3.3 3.95 164,020 3.31
269,139 4.93 4.93 2.00 269,139 4.93
902,936 $ .60-34.93 $2.94 3.47 622,936 $3.89

The Company applies APB 25 and related interpreta-
tions in accounting for its plans. As such, compensation cost
is measured at the date of grant as the excess, if any, of the
fair market value of the underlying stock over the exercise
price. Such cost is then recognized over the period the recip-
ient is required to perform services to earn such compensa-
tion. If a stock option is not exercised because an employee

compensation cost for the Company’s stock option grants

been determined based on the fair value at the grant dates
consistent with the methodology of SFAS 123, the Company’s
net loss and net loss per share for the years ended December
31, 2000 and 2001 would have been increased to the pro

forma amounts indicated as follows:

2000 2001
fails to fulfill an obligation, the estimate of compensation
expense recorded in previous periods is adjusted by decreas- Net foss:
ing compensation expense in the period of forfeiture. Stock As reported § (960,189 5(1,876,007)
P P P ' Pro forma (1431,352)  (2,186,270)

option compensation expense gssociated with the Incentive
and Non-Incentive Stock Plans for the years ended December
31, 2000 and 2001 was $3,800 and $0, respectively. Had

Basic and diluted loss per share
As reported (Restated for 2000) $ (1.52) % (0.48)
(1.75) (0.56)

Pro forma (Restated for 2000)
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The per share weighted average fair value of stock
options granted during 2000 and 2001 were $2.21 and
$.30, respectively, estimated on the date of grant using the
Black-Scholes option-pricing model with the following
weighted average assumptions used for the grants for 2000
and 2001, respectively: risk free interest rates of 6.5%
and 3.6%-4.95%, respectively, and volatility of 76.7% and
26.7%-36.3%, respectively, while no dividend yield and
expected lives of five years were assumed for both years.

(3) INCOME TAXES

As of December 31, 2001, the Company had net operating
loss carryforwards for federal income tax purposes of approxi-
mately $11,109,000 which are available to offset future federal

Independent Au

The Board of Directors
Delcath Systems, Inc.:

We have audited the accompanying balance sheet of
Delcath Systems, Inc. (a development stage enterprise) as
of December 31, 2001 and the related statements of cpera-
tions, stockholders’ equity, and cash flows for each of the
years in the two-year period ended December 31, 2001 and
for the period from August 5, 1988 (inception) to December
31, 2001. These financial statements are thé responsibility of
the Company’s management. Our responsibility is to express
an opinion on these financial statements based on our audits.

We conducted our audits in accordance with audit-
ing standards generally accepted in the United States of
America. Those standards require that we plan and perform
the audit to obtain reasonable assurance about whether the
financial statements are free of material misstatement. An
audit includes examining, on a test basis, evidence support-
ing the amounts and disclosures in the financial statements.
An audit also includes assessing the accounting principles
used and significant estimates made by management, as
well as evaluating the overall financial statement presenta-
tion. We believe that our audits provide a reasonable basis
for our opinion.
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taxable income, if any, through 2021. The net operating loss
carryforwards resulted in a deferred tax asset of approximately
$3,777,000 at December 31, 2001 (33,209,000 at December
31, 2000). Management does not expect the Company to be
taxable in the near future and established a 100% valuation
allowance against the deferred tax asset created by the net
operating loss carryforwards at December 31, 2001 and 2000.

(4) DUE FROM AFFILIATE

The Company sublets office space from an affiliate pursuant
to an informal arrangement. In addition, the Company paid
the affiliate $24,000, which the affiliate then paid to the
landlord as a deposit on the lease.

ditors’ Report

In our opinion, the financial statements referred to
above present fairly, in all material respects, the financial
position of Delcath Systems, Inc. (a development stage
enterprise) as of December 31, 2001 and the results of its
operations and its cash flows for each of the years in the
two-year period ended December 31, 2001 and for the
period August 5, 1988 (inception) to December 31, 2001,
in conformity with accounting principles generally accepted
in the United States of America.

As discussed in Note 1(G) to the financial statements,
Delcath Systems, Inc. has restated the net loss attributable
to Common Stockholders and the loss per share for the
year ended December 31, 2000 to give effect to Preferred
Stock dividends paid in Common Stock.

KPre P

New York, NY
February 22, 2002
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