VIR e T e 7

02031409 :A)/ ' 6@@
}

2 @/3// )
PR@@ESSE@
PR 16 200
SON
FRANCAL

Diligent. Innovative.

DATAKEY, INC.
2001 Annual Report




Datakey, headquartered in Minneapolis, Minnesota, is a pioneer in developing
smart-card-based solutions for information security applications. Our technology Table of Contents

secures business-to-business e-commerce by safeguarding a user’s digital identity,

authenticating and managing user access to networks, applications and resources, Financial Highlights 2

and protecting the integrity and privacy of data.
P g oty P 4 Letter to Shareholders 3

Technology and Applications 4
Management Discussion and Analysis 8
Financial Statements 11

Notes to Financial Statements 15

Shareholder Information 21




Expect innovation. A technology company needs to stay out in fror
But more than ever, a dedication to innovation needs to be balance
with the d|l|gence of running a world-class business.

This is why 2001 was a pivotal year foi’ Datakey.

t.

Datakey thrived while other emerglng growth technology compamis
faded — doubling again in sales and seeing our first profitable quartg
for our new business. These milestones are, in part, due to our wel

accepted products. However, we have always run this business as
business, making sure our decisions are grounded in the fundamenta
that make solid performance possible; In a word, we are diligent. ‘

We find ourselves today in the spotliight of necessity. Businesses a{re
increasingly seeking better ways to pfotect information, secure build-
ings and authenticate individuals. Ouﬁ' pioneering work in smart-card-
based cryptographic technology proivides organizations around the

globe with the highest level of integrated security available.
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Focused. Visionary.

Financial Highllg hts {in thousands except per share data)

Year ended December 31, 2001 1999
Continuing Operations:

Revenue $ 7,815 $ 1,316
Gross margin 4,445 627
Net loss {2,006) (2,891
Basic and diluted loss per share (-21) (-80
Weighted average shares outstanding 8,714 3,730
Working capital 5,887 2,080
Total assets 7,942 4,598
Stockholders’ equity 6,470 3,500



To our shareholders:

As a leading developer of smart-card-
based information security solutions—
and unique around the world for our
singular dedication to information
security—our focused vision has paid
off. Datakey has met and exceeded the
aggressive goals we set for ourselves a
year ago through diligent and managed
growth.

We are pleased to report another year-
over-year growth of more than 100 per-
cent, this year at 117 percent. This is the
fourth consecutive year of doubled
revenue for our Information Security busi-
ness--now the only focus of our business
following the successful divestiture of our

Electronic Products operations in 2001.

We also saw our first profitable quarter

in five years. Our gross margin increased
from 47 percent to 57 percent through
our ability to hold our prices and reduce
our costs. By employing an outsourced
manufacturing model, we have reduced
direct material costs, and now have multi-
ple sources of supply. And we are working
to conserve cash, ending the year with
over $4.1 million, enhanced by generating
more than $900,000 in the fourth quarter
alone. This gives us the ability to continue
to aggressively develop our technology

and expand our market share.

Thanks to conservative management
of resources, Datakey is in the enviable
position to capitalize on the long-term
opportunities and predicted rapid
growth that lie ahead. Among other
trends toward better user identification
and integrated physical security,
Information Week recently identified
information security as the highest
priority for IT spending in 2002.

We do enjoy tremendous market accept-
ance—the latest including extending
Identrus compliance for working with
global financial institutions, integration
with Nortel Networks Contivity VPN
product for information security, and

certification with Computer Associates’

eTrust solutions for PKI and single sign-on.

In 2002, we expect to add to our soft-
ware offerings, expanding from middle-
ware to additional information security
applications. We also expect growth from
expanded channel sales with the increas-

ing acceptance of our technology.

We are fortunate to be where we are,
building the kind of company we have.
Fortunate, but not lucky. We’ve worked
hard to get here. The success we see on
many fronts is proof of this—not only
financially but also with the alliances
we’ve built, the service we provide, the
acceptance of the market and the
growing base of global business we've
secured. Datakey is well positioned to
continue to be extraordinarily responsive

to the market.

And we relish the chance to continue
to apply our vision and diligence going
forward, as a globally leading and inno-

vating company in information security.

Sincerely,

(ot P e

Carl P. Boecher
President and CEO

Ly Ml O

Gary R. Holland

Chairman of the Board
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A single Datakey smart card identity. (The code is based on the
provides the groundwork for encryption technology at the root
enterprise-wide logical and of all wide-scale secure e-business.)

physical security. This is where The flexibility of how our technology

we see new growth, as companies can be used has made it adaptable

work to integrate their building to limitless standards and applica-

access with data access. tions. In fact, our technology is

The central idea is two-factor compliant with more standards and
security, the combination of a proven with more applications than
password and a smart card that any other — a shortlist includes

makes either item useless without FIPS 140-1 Level 2, Identrus and
the other. When a Datakey smart GSA standards, and it’s certified to
card is inserted into a reader and work with most PKI’s and VPN's.
the user enters a2 password, the

on-card chip generates a virtually

hack-proof code that confirms

Logical. Physical.
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fieicome to t1e U.S. Deparimert of State (DOS), WNSTE 2 s
Dztakey SmanfD ba@' e creates an ideal integrated securi®y
system for phys: ccess, network access contre! and
secure e-mail.

U)
( 1
0

Devartment cf State users wm need a Datakey smart card 1o
zccess State Department buildings. The same smart carc wi..
2150 be used o store X[ certificates for secure e-mail anc
web portal access controi, arnd biometric data for network
access control.
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How do you secure the intranet for @ compzany with reverue
of § Billlon in more thar ~70 couniries? With the most
rof Jst twe-Tacior autrenticztion availzb e,

‘_mpmy@es at one glosel chemicel company use Datakey smart
ards for access o dusiness processes, zpplications and date
with the highest-leve. encryption. In fact, Datakey was selected
for its proven performance with both the Entrust® 2K sclution
anc incdustry leading VPN technciogies.
PR

3y the end of 2002, 10,000 emiloyees ETQLITTC the wor.d wi'
be using Datzkey smart cards for networs access.

Flexible. Stable.

Datakey's technology combines an  Applications for our products

inherent flexibility with an uncom-  include password management,
promising level of stable security. user authentication, Windows

To date, our technology remains log-on, virtual private network

the toughest to crack, using the access, web authorization, desktop
highest levels of cryptography encryption, corporate badge and
available. building access, biometric integra-

The examples on this spread and tion and digital signatures.

previous pages show some of the
breadth of the markets our tech-
nclogy serves —government, finance
and industry. We adapt our technol-
ogy easily without compromising
the fortress we are able to create

around data, privacy and identities.




Management Discussion and Analysis
of Financiai Condition and Results of Operations

Resufts of Operations

The table below summarizes changes in selected operating indica-
tors, showing certain income, cost and expense items as a percent-
age of total revenue from continuing operations for each of the past
two years. Inflation has not been a significant factor in Datakey's
operations to date.

Percentage of Total Revenue

Year Ended December 31, 2001 2000

Revenue 100% 100%

Cost and Expenses:
Cost of goods sold 43 53
Research and development,

engineering and technical support 30 56
Marketing and sales 44 61
General and administrative 10 16

Total cost and expenses 127 186
Operating loss (27) (86)
Interest income 1 4
Loss before income taxes (26) (82)
Income taxes - -
Net loss from continuing operations (26)% (82)%

Comparison of 2007 with 2000

Continuing Operations

Total revenue: Total revenue was $7,815,000 in 2001 compared to
$3,608,000 in 2000. The substantial increase in revenue is due to
increasing acceptance and demand for our information security solu-
tions’ products. This increasing acceptance is created, in part, by
banks, government agencies and enterprises placing more emphasis
on information security in general, and also because Datakey’s prod-
uct offering has certain technology advantages compared to other
product offerings of its competitors. Because of the sale of the
Electronic Products (EP) operation in 2001, total revenue includes
only revenue of Information Security Solutions (ISS) products.

Gross margins: The gross profit margin increased to 57 percent in
2001 from 47 percent primarily due to a significant reduction in the
costs of materials used in cards and readers without a corresponding
reduction in the selling price.

Research and development, engineering and technical support
(RDETS): Research and development, engineering and technical sup-
port expense increased by 16 percent to $2,325,000 in 2001 from
$2,003,000 in 2000. Such expenses represented 30 and 56 percent
of sales in 2001 and 2000, respectively. RDETS expense increased
during 2001 as the Company continued the development and sup-
port activities of its information security products.

Marketing and sales, General and administrative: Marketing and sales
expense increased 56 percent to $3,461,000 in 2001 from $2,216,000
in 2000. As a percentage of revenue these expenses decreased from
61 to 44 percent. The increase in 2001 marketing and sales expense
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resulted from additions to the sales staff, increased commissions due
to higher revenue and continuing activities to promote the Company’s
information security products. General and administrative expenses
increased 28 percent to $744,000 in 2001 from $582,000 in 2000
primarily as a result of increases in legal, audit, insurance and employ-
ment related expenses.

Interest income: Interest income, net of interest expense, decreased
to $79,000 in 2001 from $145,000 in 2000, primarily due to a signifi-
cant reduction in the market rate of interest on interest bearing
accounts.

Income tax expense: As a result of the cumulative net operating loss
carryovers of approximately $17,936,000 at December 31, 2001, and
$13,514,000 at December 31, 2000, the Company recorded no
income tax expense in either year.

Net loss: Net loss in 2001 was $2,006,000 compared to $2,953,000
in 2000, primarily due to the substantial increase in revenue and
gross margin which more than offset the increase in expenses.

Discontinued Operations

The Company announced in February 2001 that it planned to phase
down or divest its EP business segment. Subsequently, the operations
were sold in August 2001. As a result, the losses of $487,000 in 2001
and $1,846,000 in 2000 are reflected as {osses from discontinued
operations. Since the Company retained certain contracts that are
not yet complete, this business segment will continue to be shown as
discontinued operations until these contracts are finalized in 2002.

Comparison of 2000 with 1999

Continuing Operations

Total revenue: Total revenue was $3,608,000 in 2000 compared to
$1,316,000 in 1999. The increase in revenue was due to increasing
acceptance of the Company’s information security products and
technology.

Gross margins: The gross profit margin decreased to 47 percent in
2000 from 48 percent in 1999, primarily because the Company began
amortizing a prepaid license fee, equal to 6 percent of sales, in 2000.

Research and development, engineering and technical support
(RDETS): Research and development, engineering and technical sup-
port expense increased by 23 percent to $2,003,000 in 2000 from
$1,632,000 in 1999. RDETS expense increased during 2000 as the
Company continued the development and support activities of its
information security products.

Marketing and sales, General and administrative: Marketing and
sales expense increased 56 percent to $2,216,000 in 2000 from

$1,418,000 in 1999. The increase in 2000 expense resulted from
increases in commission on the higher level of sales, additions to

staff, including a new European office, and continuing promotional
activities.

General and administrative expenses increased 23 percent to




$582,000 in 2000 from $472,000 in 1999 primarily as a result of
increases in legal, audit and employment related expenses.

Interest income: Interest income, net of interest expense, increased
to $145,000 in 2000 from $3,000 in 1999 as the Company invested a
portion of the proceeds from a $4 million private placement, com-
pleted in February 2000, in an interest bearing account.

Income tax expense: As a result of the cumulative net operating loss
carryovers of approximately $13,514,000 at December 31, 2000 and
$10,000,000 at December 31, 1999, the Company recorded no
income tax expense in 2000 and 1999.

Net loss: Net loss in 2000 was $2,953,000 compared to $2,891,000
in 1999 primarily due to the significant 2000 increase in research
and development, engineering and technical support expenditures
in the ISS business segment that slightly exceeded the contribution
from additional revenue.

Discontinued Operations

Loss in the EP business segment, now reflected as discontinued oper-
ations, was $1,846,000 in 2000 compared to income of $18,000 in
1999. The loss in 2000 was primarily due to a reduction in revenue
to $3,799,000 in 2000 from $4,550,000 in 1999, and a charge of
$1,281,000, in 2000, to reflect the estimated loss upon disposal of
the segment.

Liquidity and Capital Rescurces

Cash as of December 31, 2001, was 54,112,000 as compared to
$1,533,000 as of December 31, 2000. The Company had an increase
of $2,579,000 in cash during 2001 compared to an increase of
$1,188,000 in 2000. The 2001 increase is due to proceeds from the
sale of common stock during the year of $4,752,000, offset by the
net loss of $2,493,000. The net loss was due, in part, to significant
expenditures, totaling $5,786,000 in research, development, engi-
neering, technical support, and sales and marketing which were
related to the Company’s information security products, and an addi-
tional charge of $487,000 relating to discontinued operations. The
Company invested $307,000 in equipment, licenses and patents in
2001 compared to $630,000 in 2000.

Datakey’s balance sheet reflected 55,887,000 in working capital and
a current assets to current liabilities ratio of 5.0 to 1 as of December
31, 2001.

Contractuai Cash Obligations

The Company presently has no long-term debt outstanding and its
only contractual cash obligations are those from operating lease
obligations. These lease obligations total $631,000 over the next
three years as shown in Note 8 to the financial statements.

We also have a commercial commitment of $1,000,000 for a line
of credit agreement through April 2002. There were no advances
outstanding on the line of credit agreement at December 31, 2001.

We believe that our cash balance, availability under our line of credit,

if needed, and anticipated cash flows from operations will be ade-
quate to fund our cash requirements for fiscal 2002.

Critical Accounting Policies

Our significant accounting policies are summarized in the notes to
our financial statements. Some of the most critical policies are also
discussed below.

Revenue Recognition and Deferred Revenue: The revenue from prod-
ucts and systems sold by the information security business segment
is recognized upon shipment to the customer as we have no future

obligation for support, upgrades or other services. If the customer
purchases an extended maintenance contract, revenue from the
contract is deferred and recognized over the term of the contract.

The revenue from products sold by the electronic products business
segment, which has been discontinued, is recognized upon ship-
ment, FOB shipping point.

Shipping and handling charges to customers are included in net
sales. Shipping and handling costs incurred by us are included in
cost of goods sold.

Software Development Costs: Our policy on software development
costs is to charge to expense those costs of software development

incurred until the point of technical feasibility is attained, at which
time such costs are capitalized.

Technical feasibility for our current products was attained several
years ago, before we were able to ascertain the market acceptance
of the products. As a result, we charged these costs to operations, as
the net realizable value was not determinable at that time. Costs in
recent years have been comprised primarily of maintenance and cus-
tomer support, which have been charged to operations. New product
development and/or significant product enhancements in the future
may result in an increased level of capitalized software costs.

Reserves and Review for Impairment: As a matter of policy, we review

our major assets for impairment. Our major operating assets are
accounts receivable, inventory, license agreements and property and
equipment. We have not experienced significant bad debts expense
and our reserve for doubtful accounts of $28,000 should be ade-
quate for any exposure toloss in our December 31, 2001 accounts
receivable. We have also established reserves for slow moving and
obsolete inventories and believe the reserve of $185,000 is adequate.

We depreciate our property and equipment and license agreements
over their estimated useful lives, and we have not identified any
items that are impaired except for one license agreement in 2001
for which we wrote off $45,000.

Recently tssued Accounting Proncuncements

In July 2001, FAS 141, Business Combinations, and FAS 142, Goodwill
and Other Intangible Assets, were issued. These pronouncements
provide that all business combinations initiated after June 30, 2001
be accounted for using the purchase method and that goodwill be

DATAKEY, INC.




reviewed for impairment rather than amortized, beginning on
January 1, 2002. The Company does not believe that the adoption
of these pronouncements will have a material effect on its financial
statements. Any business combination transactions in the future
would be accounted for under this new guidance.

In September 2001, the FASB issued Statement 143, Asset Retirement
Obligations. This Statement addresses financial accounting and
reporting for obligations associated with the retirement of tangible
long-lived assets and the associated asset retirement costs. The
Statement will be effective for the Company’s fiscal year ending
December 2003. The Company does not believe that the adoption

of this pronouncement will have a material effect on its financial
statements.

In August 2001, the FASB issued Statement 144, Accounting for
Impairment or Disposal of Long-Lived Assets. This Statement addresses
financial accounting and reporting for the impairment or disposal of
long-lived assets. The Statement will be effective for the Company’s
fiscal year ending December 2002. The Company does not believe
that the adoption of this pronouncement will have a material effect
on its financial statements.

In 2002, the Company plans to increase expenditures for product
development, marketing activities and inventory levels to support
anticipated revenue growth. The Company’s current plan estimates
annual revenue in 2002 in the range of $13 to $15 million. The
Company believes its working capital together with its bank line of
credit, which the Company plans to extend for another year, will be
sufficient to fund its planned operations and product development
and promotional activities in 2002.

Outiook & Risks

Certain statements in this Annual Report are forward looking, are
based upon current expectations and actual results may differ
materially due to certain risks and uncertainties, including those
set forth below.

Revenue: Revenue is expected to reach between $13 and $15 million
in 2002 as more pilot programs move into a deployment phase and
additional pilot programs are commenced. Revenue increases depend
on customer acceptance and demand, the effectiveness of the
Company’s marketing and sales organization, as well as general
business, economic and competitive conditions.

If a well-established company with much greater resources develops
or begins to aggressively market a competitive product, if new tech-
nology emerges that surpasses that of the Company, or if similar
technology is offered at a significantly lower price, the Company
could face significant competition obstacles that would negatively
impact the Company'’s ability to meet its revenue goals. There is no
assurance that the Company will achieve its revenue plan.
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Gross margins: A gradual improvement in gross profit margins during
2002 is expected through effective material purchasing and additional
contribution from software applications being developed. Such an
increase in gross margin depends on achievement of the expected
purchasing prices, realization of the revenue increases, a continuation
of improvement in manufacturing processes and general market

conditions.

Contributing to a reduction in gross profit margin, however, will be
revenue from resale of certain products rather than acting as a prin-
cipal supplier. A third factor is the contribution to revenue, if any,
from technology licensing fees that carry a very high margin. Less
than 5 percent of revenue in 2001 was technology licensing fees as
compared to about 30 percent in 2000.

On balance, therefore, the gross profit margin in 2002 may increase
or decrease depending on how significant revenue from resale of
products becomes in relation to technology licensing fees, and the
extent to which we are successful in achieving additional reductions
in material costs.

Research and development, engineering and technical support: The

Company intends to increase funding for product development and
support activities in 2002 by about 7 percent compared to 2001. The
ability to increase such funding depends in significant part on the
Company’s ability to meet its 2002 revenue plan.

Marketing and sales, General and administrative: Marketing and

sales expenses are expected to increase about 14 percent in 2002

to support new product introductions, increase the number of sales
and marketing personnel dedicated to the Company’s information
security products and to suppart the expected increase in revenue.
General and administrative expenses in 2002 are expected to
increase about 11 percent from the 2001 level to support the growth
in the level of activity.

Given the level of expected increases in expenses, the Company’s
ability to attain profitability for the 2002 year will depend on the
Company’s reaching revenue of at least $12 million in 2002.

Expected profit: The Company’s goal is to reach quarterly profitabili-
ty in the second half of 2002 and to report a small profit for the year.
The Company’s ability to attain profitability in the second half of
2002 and thereafter will depend primarily on its ability to significant-
ly increase the revenue from its information security products. There
is no assurance that this revenue increase will occur. Based upon the
level of information security products sales to date, there has not
been sufficient market acceptance to be assured that revenue will
increase significantly or that the Company will attain profitability.




December 31,

Assets (Note 3)
Current Assets

Cash and cash equivalents

Trade recejvables, less allowance for doubtful accounts of $28,000
in 2001 and $26,000 in 2000 (Note 7)

Inventories (Note 2)
Prepaid expenses and other
Net assets of discontinued operations (Note 10)

Total current assets

Other Assets

Licenses and patents, less accumulated amortization of $832,374
in 2001 and $698,517 in 2000 (Note 8)

Equipment and Leasehold Improvements, at cost
Production tooling
Equipment
Furniture and fixtures
Leasehold improvements

Less accumulated depreciation

Liabilities and Stockholders’ Equity
Current Liabilities
Accounts payable
Accrued expenses:
Compensation
Other
Deferred revenue
Net liabilities from discontinued operations (Note 10)

Total current liabilities

Commitments and Contingencies (Notes 3, 5, 8, and 10)

Stockholders’ Equity (Notes 5, 6, and 11)

Convertible preferred stock, voting, liquidation value $2.50 per share;
authorized 400,000 shares; issued and outstanding 150,000 shares

Common stock, par value $0.05 per share; authorized 20,000,000 shares;
issued and outstanding 9,974,012 shares in 2001 and 8,269,173
shares in 2000

Additional paid-in capital
Accumulated deficit

See Notes to Financial Statements.

7¥4_2»021 o 2000
S 4,112,264 $ 1,532,558
2,154,723 989,020
926,028 513,846
84,433 13,176
82,077 1,561,999
7,359,525 4,710,599
191,839 498,961
209,752 1,162,750
671,221 2,690,894
166,520 322,095
146,812 278,371
1,194,305 4,454,110
803,548 4,227,882
390,757 226,228

S 7,942,121 $ 5,435,788
S 566,345 S 386,613
313,098 226,803
118,119 74,031
474,897 63,797

- 480,875
1,472,459 1,232,119
375,000 375,000
498,701 413,459
18,580,288 13,906,744
(12,984,327) (10,491,534
6,469,662 4,203,669

$ 7,942,121 $ 5,435,788
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Statements of Cperations

Years Ended December 31,

Net sales (Note 7)
Costs and expenses:
Cost of goods sold
Research and development, engineering, and technical support
Marketing and sales
General and administrative

Total costs and expenses

Operating loss
Interest income
Interest expense

Loss from continuing operations before income taxes

Income tax expense (Note 4)

Net loss from continuing operations

Discontinued operations (Note 10}):
Loss from operations of discontinued segment
Loss on disposal of discontinued segment

Loss from discontinued operations

Net loss

Loss per share:
Basic and diluted loss from continuing operations
Basic and diluted loss from discontinued operations

Basic and diluted loss per common share

Weighted-average common shares:
Basic and diluted

See Notes to Financial Statements.
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2001 2000

$ 7.814,850 $ 3,608,480
3,369,483 1,904,221
2,325,037 2,003,455
3,460,675 2,216,282
744,335 582,238
9,899,530 6,706,196
(2,084,680) (3,097,716)
109,028 169,909
(30,096) (25,000
(2,005,748) (2,952,807)
(2,005,748) (2,952,807)
- (565,066)
(487,045) (1,281,000)
(487,045) (1,846,066)

S (24492,793)

$(4,798,873)

) (021) S (0.37)
(0.05) (0.23)
$ (026) S (0.60)

9,714,002

7,977,281




Statements of Stockholders’ Equity

Years Ended December 31, 2001 and 2000

Convertible Additional
Preferred Stock Common Stock Paid-In Accumulated
Shares Amount Shares Amount Capital Deficit Total
Balance, December 31, 1999 150,000 $ 375,000 6,322,285 $316,114 $ 8,501,543 $ (5,692,661) $ 3,499,996
Issuance of common stock
(net of offering expenses
of $409,745) - - 1,940,178 97,009 5,324,454 - 5,421,463
Issuance of common stock
in accordance with employee
stock purchase plan (Note 6) - - 6,710 336 16,775 - 17111
Compensation expense from
stock options - - - — 63,972 — 63,972
Net loss - - - - - (4,798,873) (4,798,873)
Balance, December 31, 2000 150,000 375,000 8,269,173 413,459 13,906,744 (10,491,534) 4,203,669
Issuance of common stock
(net of offering expenses
of $297,066) - - 1,689,473 84,474 4,625,421 - 4,709,895
Issuance of common stock
in accordance with employee
stock purchase plan (Note 6) - - 15,366 768 40,874 - 41,642
Compensation expense from
stock options - - - - 7,249 - 7,249
Net loss - - - - - (2,492,793) (2,492,793)
Balance, December 31, 2001 150,000 $375,000 9,974,012  $498,701 $18,580,288 ${12,984,327) $6,469,662

See Notes to Financial Statements.
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Statements of Cash Flows

Years Ended December 31,

Cash Flows From Operating Activities
Net loss
Adjustments to reconcile net loss to net cash used in operating activities:
Depreciation
Amortization
Reserve for loss on disposal of discontinued segment
Utilization of reserve for loss of discontinued segment
Loss on disposal of equipment
Noncash compensation from stock options
Changes in assets and liabilities:
Trade receivables
Inventories
Prepaid expenses
Accounts payable
Deferred revenue
Other

Net cash used in operating activities

Cash Flows From Investing Activities
Purchases of equipment
Proceeds on sale of segment
Proceeds on sale of equipment
License and patent costs

Net cash provided by (used in) investing activities

Cash Flows From Financing Activities
Net proceeds from issuance of common stock

Increase in cash and cash equivalents

Cash and Cash Equivalents
Beginning
Ending

Supplementa! Disclosures of Noncash Items
Cash paid for interest

See Notes to Financial Statements.
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2001 2000

$ (2.482,793) $(4,798,873)
233,403 353,881
415,934 543,580
- 1,281,000
(1,281,000 -
144,146 10,051
7,248 63,972
(749,499) (12,821)
1,035,306 (1,112,343)
28,743 -
(177,808) (59,734)
411,100 36,819
7,048 73,473
(2.418,171) (3.620,995)
(271,390) (182,626)
550,000 -
3,730 -
(36,000) (447,317)
246,340 (629,943)
4,751,537 5,438,574
2,579,706 1,187,636
1,532,558 344,922
$ 4,112,264 $ 1,532,558
s 25,000

S

30,096




Notes to Financial Statements

Nature of Business and Significant
Accounting Policies

T

Nature of business: Datakey, Inc., provides products and systems

directed to the information security market, which enables user
identification and authentication, secure data exchange, and
information validation. The Company is discontinuing a segment
(Note 10) which provides electronic products, consisting of pro-
prietary memory keys, cards, and other custom-shaped tokens,
that serve as a convenient way to carry electronic information
and are packaged to survive in portable environments. The
Company has a wholly-owned subsidiary which is inactive.

A summary of significant accounting policies follows:

Use of estimates: The preparation of financial statements in
conformity with accounting principles generally accepted in

the United States of America requires management to make
estimates and assumptions that affect the reported amounts

of assets and liabilities and disclosure of contingent assets and
liabilities at the date of the financial statements and the reported
amounts of revenues and expenses during the reporting period.
Actual results could differ from those estimates.

Cash and cash equivalents: For purposes of reporting in the
statements of cash flows, the Company includes all cash
accounts and all highly liquid debt instruments purchased with
an original maturity of three months or less as cash and cash

equivalents on the accompanying balance sheets.

The Company maintains its cash in bank deposit accounts,
which, at times, may exceed federally insured limits. The
Company has not experienced any losses in such accounts.

Inventories: Inventories are stated at the lower of cost (first-in,
first-out method) or market.

Licenses and patents: Licenses and patents are stated at cost.
Patents are being amortized using the straight-line method over

their economic useful lives, which have been estimated to be
five years. The costs of the license agreements are amortized to
cost of goods sold as the products incorporating the licensed
units are sold or over the life of the agreement.

Accounting for long-lived assets: The Company periodically

reviews the utilization of its licenses, patents, equipment, and
leasehold improvements for impairment. In 2000, management
had determined that no impairment in the value of these assets
had occurred. In 2001, the Company recognized an impairment
expense on one of its license agreements of $45,000.

Depreciation: Depreciation of equipment and leasehold
improvements is computed on the straight-line and accelerated
methods over the following estimated useful lives:

Years
Production tooling 2-5
Equipment 3-7
Furniture and fixtures 7
Leasehold improvements Life of lease

Warranty costs: The Company provides for estimated normai
warranty costs at the time of product sales to customers and for
other costs associated with specific warranty issues at the time
their existence and amounts are determinable.

Income taxes: Deferred taxes are provided on an asset and liability
method whereby deferred tax assets are recognized for deductible
temporary differences and operating loss or tax credit carry-
forwards, and deferred tax liabilities are recognized for taxable
temporary differences. Temporary differences are the differences
between the amounts of assets and liabilities recorded for income
tax and financial reporting purposes. Deferred tax assets are
reduced by a valuation allowance when management determines
that it is more likely than not that some portion or all of the
deferred tax assets will not be realized. Deferred tax assets and
liabilities are adjusted for the effects of changes in tax laws and
rates on the date of enactment.

Revenue recognition and deferred revenue: The revenue from

products and systems sold by the information security business
segment is recognized upon shipment to the customer, as the
Company has no future obligation for support, upgrades, or
other services. If the customer purchases an extended mainte-
nance contract, revenue from the contract is deferred and recog-
nized over the term of the contract.

The revenue from products sold by the electronic products busi-
ness segment, which has been discontinued, is recognized upon
shipment, FOB shipping point.

Shipping and handling charges to customers are included in net
sales. Shipping and handling costs incurred by the Company are
included in cost of goods sold.

Software development costs: The Company’s policy is to charge
to expense those costs of software development incurred until

the point of technical feasibility is attained, at which time such
costs are capitalized.

Technical feasibility for the Company’s current products was
attained several years ago, before the Company was able to
ascertain the market acceptance of the products. As a result, the
Company charged these costs to operations, as the net realiz-
able value was not determinable at that time. Costs in recent
years have been comprised primarily of maintenance and cus-
tomer support, which have been charged to operations.
Company plans for new product development and/or significant
product enhancements in the future may result in an increased
level of capitalized software costs.
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Research and development, engineering, and technical support:
Research and development costs, engineering, and technical
support are charged to expense as incurred and consist primarily
of engineering expenses related to product development.
Engineering and technical support consist primarily of mainte-

nance of the Company’s products and systems. Research and
development costs were approximately $1,972,000 and
$1,609,000 during 2001 and 2000, respectively.

Advertising: Expenditures for advertising costs are expensed as
incurred. Advertising and product promotion expense was
approximately $83,000 and $213,000 during 2001 and 2000,
respectively.

Fair value of financial instruments: The Company's financial
instruments consist of cash and cash equivalents and short-term
trade receivables and payables for which current carrying
amounts approximate fair vatue.

Loss per share: The Company computes basic and diluted net
loss per share based upon the weighted- average number of
common shares outstanding during each year. Potential com-
mon shares, such as options and warrants, were not included in
the computation of diluted loss per common share since their
effect would be anti-dilutive. Due to the losses in 2001 and
2000, basic and diluted loss per share were the same for both
years.

Emerging accounting standards: The FASB has issued SFAS No.
133, Accounting for Derivative Instruments and Hedging
Activities, which the Company adopted in the fiscal year ended
December 31, 2001. Statement No. 133 establishes accounting
and reporting standards for derivative instruments, including
certain derivative instruments embedded in other contracts, and
for hedging activities. It requires than an entity recognize all
derivatives as either assets or liabilities in the balance sheet and
measure those instruments at fair value. SFAS No. 133 did not
have a significant effect on the Company’s financial statements.

In July 2001, the Financial Accounting Standards Board issued
two statements —Statement No. 141, Business Combinations, and
Statement No. 142, Goodwill and Other Intangible Assets, which
will potentially impact the Company’s accounting for its reported
intangible assets. The standards generally are required to be
implemented by the Company in its 2002 financial statements.
The adoption of these standards is not expected to have a
material impact on the Company's financial statements.

In September 2001, the FASB issued Statement No. 143, Asset
Retirement Obligations. This statement addresses financial
accounting and reporting for obligations associated with the
retirement of tangible long-lived assets and the associated asset
retirement costs. The statement will be effective for the
Company'’s fiscal year ending 2003. Management does not
expect the adoption of this standard to have a material impact
on the Company’s financial statements.

FASB Statement No. 144, Accounting for the Impairment or
Disposal of Long-Lived Assets, replaces Statement No. 121 —an
earlier pronouncement on this topic. The new statement estab-
lishes a single accounting model for long-lived assets to be dis-
posed of by sale. Statement No. 144 will be effective for the
Company’s fiscal year ending 2002. Management does not
expect the adoption of this standard to have a material impact
on the Company’s financial statements.

2 Inventories

Inventories consist of the following components as of December
31, 2001 and 2000:

2001 2000

Raw materials S 764,249 § 459,729
Work in process 19,193 71,314
Finished goods 327,873 398,510
Inventory obsolescence reserve (185,287) (415,707)
$ 926,028 5 513,846

3 Financing Agreements

The Company has available a $1,000,000 line of credit from a
bank which bears interest at the prime rate (4.75 percent at
December 31, 2001) plus 1.25 percent and is secured by sub-
stantially all assets of the Company. The line of credit expires in
April 2002 and is subject to annual renewal. There were no bal-
ances outstanding as of December 31, 2001 or 2000.

Subsequent to year-end the Company entered into two standby
letters of credit with a bank up to a maximum $500,000 in favor
of two of its vendors. In connection with these letters of credit, the
Company has assigned cash of $500,000 held in an account at the
bank. The letters expire on March 15, 2002, and April 30, 2002.




4 ‘ Income Taxes

il

The income tax benefit is different from that which would
be computed by applying the U.S. federal income tax rate
(35 percent) to pretax loss as foliows:

December 31 2001 2000

Computed expected
federal tax benefit

at statutory rates S (872,000) $ (1,680,000)
Effect of net operating

loss with no current benefit 872,000 1,680,000
Actual tax benefit S — $ -

Deferred taxes consist of the following components as of
December 31, 2001 and 2000:

2001 2000
Deferred tax assets:
Net operating loss
carryforwards S 6,456,000 $ 5,279,000
Research and development
tax credit 349,000 279,000
Allowance for doubtful accounts 10,000 9,000
Inventory 58,000 270,000
Accrued expenses and deferred
revenue 59,000 506,000
Contributions carryforward 7,000 15,000
Depreciation 20,000 -
Total gross deferred tax assets 6,959,000 6,358,000
Valuation allowance (6,959,000) (6,314,000)
- 44,000
Deferred tax liability:
Depreciation — (44,000)
Net deferred taxes S — $ —

Realization of deferred tax assets is dependent upon the genera-
tion of sufficient future taxable income. Management has deter-
mined that significant uncertainty exists regarding the realizabil-
ity of the net deferred tax assets and, accordingly, has provided

a valuation allowance against them.

At December 31, 2001, the Company’s net operating loss and tax
credit carryforwards expire as follows:

Research and
Development

Operating Loss Tax Credit

Carryforward Carryforward

20Mm $ 1,850,000 $ -
2012 3,540,000 113,000
2018 2,560,000 59,000
2019 2,450,000 67,000
2020 3,114,000 40,000
2021 4,422,000 70,000
$ 17,936,000 $ 349,000

The use of the federal net operating losses will be limited to $5.5
million per year under the provisions of the Internal Revenue
Code, Section 382, which relates to a 50 percent change in con-
trol over a three-year period. Further changes of control may
result in additional limitations of the remaining carryforward.
Utilization of the carryforwards is dependent upon the Company
attaining profitable operations in the future.

5 ‘\ Stockholders’ Equity

Convertible preferred stock: The preferred stock is convertible

at the rate of one share of common stock for each share of
preferred stock, subject to certain anti-dilution adjustments.
Conversion is mandatory in the event of certain future public
offerings of corporate stock. The holders of the preferred stock
have certain piggyback and demand registration rights, voting
rights, and a liquidation preference of $2.50 per share, and share
in dividends paid on common stock.

Series B preferred stock: The Board of Directors has designated
120,000 shares of previously undesignated stock as Series B
Preferred Stock. The shares have a par value of $0.05 per share
and a liquidation value equal to the greater of $100 or 100 times
the aggregate amount to be distributed per share to holders

of common stock. Shares of Series B Preferred Stock are not
convertible into shares of the Company’s common stock. Each
share of Series B Preferred Stock will be entitled to a minimum
preferential quarterly dividend payment of $1 per share but will
be entitied to an aggregate dividend of 100 times the dividend
declared per share of common stock. Each share of Series B
Preferred Stock has 100 votes. In the event of any merger,
consolidation, or other transaction in which common stock is

exchanged, each share of Series B Preferred Stock will be enti-
tled to receive 100 times the amount received per share of
common stock. There are no shares of Series B Preferred Stock
outstanding.

Shareholder rights plan: On October 19, 2001, the Company’s

Board of Directors adopted a Shareholder Rights Plan which

took effect on October 26, 2001. Under the plan, rights were i
constructively distributed as a dividend at the rate of one right
for each share of common stock or convertible preferred stock of
the Company held by the shareholders of record as of the close
of business on November 9, 2001. The Board further authorized
the issuance of one right (subject to adjustment) with each share
of common stock or convertible preferred stock issued subse-
quent to November 9, 2001, but prior to the expiration date.
Each right entitles its holder to purchase one-hundredth of a
share of Series B Preferred Stock at an exercise price of 560, sub-
ject to adjustment. The rights will only be exercisabie if a person
or group acquires, has the right to acquire, or has commenced a
tender offer for 15 percent or more of the outstanding common

stock. The rights are nonvoting, pay no dividends, expire on
November 9, 2011, and may be redeemed by the Company for
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$0.001 per right at any time before the tenth day (subject to
adjustment) after a 15 percent position is acquired. The
rights have no effect on earnings per share until they become
exercisable.

After the rights are exercisable, if the Company is acquired in a
merger or other business combination, or if 50 percent or more
of the Company’s assets are sold, each right will entitle its holder
(other than the acquiring person or group) to purchase, at the
then current exercise price, common stock of the acquiring entity
having a value of twice the exercise price.

Undesignated stock: The Company has 9,480,000 shares of
undesignated capital stock.

6 Stock Options and Warrants

Stock options: The Company has reserved 1,400,000 common
shares for issuance as qualified and nonqualified stock options for
its key employees and directors. The Company has also reserved
100,000 common shares for issuance as nonqualified options to
various distributors, dealers, and consultants. Option prices are
generally at the fair market value of the stock at the time an
option is granted. Options become exercisable as determined

at the date of grant by a committee of the Board of Directors.
Options expire 10 years after the date of grant, unless an earlier
expiration date is set at the time of grant.

The Company has adopted the disclosure-only provisions of
Statement of Financial Accounting Standards No. 123, Accounting
for Stock-Based Compensation. In 2001 and 2000, compensation
cost of $7,249 and $63,972, respectively, was recognized for
stock options. Had compensation cost for the Company’s stock
options been determined based on the fair value at the grant
date for awards in 2001 and 2000, consistent with the provisions
of SFAS No. 123, the Company’s net loss attributable to common
stockholders and basic and diluted loss per share would have
changed to the pro forma amounts indicated below:

Years Ended December 31 2001 2000
Net loss attributable to
common stockholders,
as reported

Net loss attributable to
common stockholders,

$ (2,492,793) $ (4,798,873)

pro forma (3,232,857) (5,268,742)
Basic and diluted loss
per share, as reported (0.26) (0.60)
Basic and diluted loss
per share, pro forma (0.33) (0.66)

DATAKEY, INC.

The fair value of each option grant is estimated on the date of
grant using the Black-Scholes option pricing model, with the fol-

lowing weighted-average assumptions used for grants in 2001
and 2000:

Years Ended December 31 2001 2000
Expected dividend yield - -
Expected stock price volatility 101.45% 101.36%
Risk-free interest rate 5.01% 6.40%
Expected life of options 4.50 years 4.88 years
Weighted-average fair value

of options granted during the year $2.03 $3.95

Additional information relating to all outstanding options as of
December 31, 2001 and 2000, is as follows:

2001 2000
Weighted- Weighted-
Average Average
Exercise Exercise
Shares Price Shares Price
Options outstanding
at beginning of year 1,059,423 $3.84 1,011,581 $3.24

Options exercised (87,840) 2.31

(178,266)  3.46

(136,126)  3.42

Options forfeited (128,666) 3.55

Options granted 360,403 2.81 312,634 5.48
Options outstanding
at end of year 1,153,720 $3.66 1,059,423 $3.84

The following table summarizes information about stock options
outstanding at December 31, 2001:

Options Qutstanding

Weighted-
Average

Options Exercisable

Number  Remaining Weighted- Number Weighted-

Qutstanding at  Contractual  Average Exercisable at  Average

Range of Decemnber 31, Life Exercise  December 31,  Exercise
Exercise Prices 2001 (Years} Price 2001 Price
$0.01 7,354 8.84 $0.01 6,483 50.01
$1.50-52.25 219,125 8.30 1.86 114,227 1.89
$2.50-$3.625 540,165 7.00 3N 196,510 3.24
$3.74 - $5.25 208,576 7.42 4.42 134,433 4.63
$5.38 - $7.56 113,500 6.21 5.98 64,500 5.93
$8.00 - $8.38 65,000 8.29 8.13 26,001 8.1
$0.01 - $8.38 1,153,720 733 $3.66 542,154  $3.81

At December 31, 2000, there were 408,333 options exercisable
at a weighted-average exercise price of $3.62.

Employee stock purchase plan: Under its 1998 employee stock

purchase plan, which became effective for the plan year begin-
ning lanuary 1, 1999, the Company is authorized to issue up to
100,000 shares of common stock to its full-time employees,
nearly all of whom are eligible to participate. Employees can
choose each year to have up to 10 percent of their earnings
withheld to purchase the Company’s stock at a price that is 85
percent of the lower of its beginning-of-year or end-of-year fair
market value. During 2001 and 2000, 15,366 and 6,710 shares,
respectively, were issued under the plan.




Warrants: The Company has issued warrants to purchase shares
of common stock at prices between $1.25 and $6.60 per share.
All warrants are currently exercisable. The following tables sum-
marize information about warrants outstanding at December 31,
2001 and 2000:

2001 2000
Weighted- Weighted-
Average Average
Exercise Exercise
Shares Price Shares Price

Warrants outstanding
at beginning of year 1,395,243 $3.93

Warrants exercised - —

1,519,295 $1.59
(1,004,052) 1.34

Warrants granted 1,680,268 3.04 880,000 5.05
Warrants outstanding
at end of year 3,075,511 $3.44 1,395,243 $3.93

Warrants outstanding at December 31, 2001, expire as follows:

2003 97,353
2004 10,000
2005 880,000
2006 1,680,268
2008 37,890
2009 370,000
3,075,511
]
7 I Major Customers and International Sales

Major customers: Direct and indirect sales from continuing
operations to U.S. government agencies were approximately
$1,250,000 and $818,000 in 2001 and 2000, respectively.
Accounts receivable from U.S. government agencies were
approximately $844,000 and $41,000 at December 31, 2001
and 2000, respectively. In addition, sales to an agency of the
Canadian government were approximately $4,152,000, or

53 percent of net sales from continuing operations, during the
year ended December 31, 2001. Accounts receivable from this
customer were approximately $511,000 at December 31, 2001.
Sales to another customer were approximately $1,437,000, or
19 percent of total sales, during the year ended December 31,
2000. Accounts receivable from this customer were approxi-
mately $564,000 at December 31, 2000.

International sales: Export sales to international customers,
including Canada, for 2001 and 2000 were approximately
$5,206,000 and $1,593,000, respectively. Accounts receivable
from international customers were approximately $982,000 and
$277,000 at December 31, 2001 and 2000, respectively. Sales to
customers in Canada, including an agency of the Canadian gov-
ernment, accounted for approximately 57 percent of net sales
from continuing operations in 2001. No other individual coun-
tries accounted for more than 10 percent of sales in 2001. Sales
to customers in Great Britain accounted for approximately

12 percent of sales in 2000. No other individual countries
accounted for more than 10 percent of sales in 2000.
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Commitments and Contingencies

License agreements: The Company has entered into various
license agreements to allow the Company to bundle licensed
products into certain of the Company’s products. Under the
agreements, payments are based upon the number of units sold

and the nature of the item bundled. In these agreements, the
Company agreed to purchase a minimum quantity of software
units over a specified period of time. The value of the minimum
purchase is included in the initial license payment which has
been made.

Leases: The Company leases its office and warehouse facilities
under a noncancelable operating lease, which expires in June
2004. In addition, certain items of equipment are leased under
noncancelable operating leases through December 2004.

Future lease commitments are as follows:

2002 $266,000
2003 251,000
2004 114,000

$631,000

Rent expense totaled approximately $233,000 and $240,000 in
2001 and 2000, respectively.

In connection with the transaction described in Note 10, the
Company is subleasing a portion of its office space. The Company
will receive monthly rentals of $8,800 through June 2004.
Sublease income during 2001 was approximately $46,000.

Employee benefits: The Company maintains a voluntary 401(k)
plan in effect for its employees. The Company offers a match of
25 percent of the employees’ contributions, up to 6 percent. The
Company’s match was approximately $45,000 and $36,000 in
2001 and 2000, respectively. In addition, a discretionary contri-
bution can be authorized by the Board of Directors. There were
no discretionary contributions authorized in 2001 and 2000.

——

The Company had two reportable segments: ISS Information
Security Solutions (ISS) and Electronic Products (EP). The ISS
Information Security Solutions segment produces and markets

Operating Segments

products for the information security market, which enable user
identification and authentication, secure data exchange, and
information validation. EP produced proprietary memory keys,
cards, and other custom-shaped tokens that serve as a conven-
ient way to carry electronic information.

The accounting policies of the segments are the same as those
described in the summary of significant accounting policies.
There are no inter-segment transactions. The Company evaluates
performance based on operating earnings of the respective
segments. The following tables present information by segment.
As further discussed in Note 10, the revenues and expenses of EP
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are reflected in the statements of operations on a net basis as
loss from operations of discontinued segment.

_ 2001
o L :* 1S5 EP Unallocated Total
Revenue $ 7,815,000 $2425000 $% — $10,240,000
Depreciation and
amortization 479,000 170,000 - 649,000
Segment profit (loss) (_2,085,000) {487,000) 79,000  {2,493,000)
2000
- ISS EP Unallocated Total
Revenue $3,608,000 $3,799,000 3 — § 7407000
Depreciation and
amortization 583,000 314,000 - 897,000
Segment profit (loss) (3,098,000)  (1,846,000) 145,000  (4,799,000)

1@ Discontinued Operations

In February 2001, the Company's Board of Directors approved
management’s plan to discontinue the operations of the EP seg-
ment. The Company’s plan anticipated the phasedown of opera-
tions through December 31, 2001, and the 2000 financial state-
ments were prepared as if the operation would be phased down.
In August 2001 certain assets of the EP segment were sold to

an unrelated party for $550,000. One customer contract was
retained by the Company with deliveries expected to take place
in 2002.

The 2000 estimated loss of $1,281,000 on the phasedown of the
EP segment included the write-off of inventory, patents, and
equipment anticipated to remain at the date of closedown and
expenses associated with the phasedown, net of estimated oper-
ating income through closedown. The 2001 loss of $487,045

from the disposal of the discontinued segment was the amount
in excess of the loss estimated at December, 2000, net of sales
proceeds of $550,000. The disposal of the segment is being
accounted for as discontinued operations and, accordingly, its
net assets have been segregated from continuing operations in
the accompanying balance sheets, and the results of its opera-
tions have been excluded from continuing operations for all
periods presented.

Net assets and liabilities of the discontinued EP segment at
December 31, 2001 and 2000, are summarized as follows:

Years Ended December 31, 2001 2000
Trade receivables S 82,077 $ 498,281
Inventories - 1,927,488
Equipment and leasehold

improvements - 344,418
Patents - 72,812
Reserve for discontinued

operations - (1,281,000)
Net assets from discontinued

operations S 82,077 $ 1,561,999
Accounts payable S - $ 357,540
Accrued expenses:

Compensation - 90,165

Other - 33,170
Reserve for discontinued

operations - -
Net liabilities from

discontinued operations 'S - S 480,875’

The EP segment had total revenues of $2,425,299 and
$3,798,687 in 2001 and 2000, respectively.

Independent Auditor’s Report

To the Stockholders
Datakey, Inc.
Burnsvitle, Minnesota

We have audited the accompanying balance sheets of Datakey,
Inc., as of December 31, 2001 and 2000, and the related state-
ments of operations, stockholders’ equity, and cash fiows for the
years then ended. These financial statements are the 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 auditing standards
generally accepted in the United States of America. Those stan-
dards require that we plan and perform the audit to obtain rea-
sonable assurance about whether the financial statements are
free of material misstatement. An audit includes examining, on a
test basis, evidence supporting the amounts and disclosures in
the financial statements. An audit also includes assessing the
accounting principles used and significant estimates made by
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management, as well as evaluating the overall financial state-
ment presentation. We believe that our audits provide a reason-
able basis for our opinion.

In our opinion, the financial statements referred to above pres-
ent fairly, in all material respects, the financial position of
Datakey, Inc., as of December 31, 2001 and 2000, and the results
of its operations and its cash flows for the years then ended, in
conformity with accounting principles generally accepted in the
United States of America.

e dledesg v e plow, K5 P

Minneapolis, Minnesota

February 5, 2002




Common Stock Information

Shareholder Information

The Company’s common stock is traded on Nasdaq under the

symbol DKEY. The high and low sale prices for the common stock
by quarter as reported by Nasdaq are set forth in the following
table for 2001 and 2000. On April 1, 2002, the Company had
approximately 4,500 shareholders, including approximately 4,200
beneficial owners. The Company has never paid dividends on

its common stock and does not plan to in the foreseeable future.

High Low
2001
1st Quarter $ 4.75 $2.00
2nd Quarter $ 3.77 $1.63
3rd Quarter $ 3.46 $1.58
4th Quarter $ 6.35 $2.90
2000
1st Quarter $18.00 $3.28
2nd Quarter $ 9.50 $2.69
3rd Quarter $10.25 $4.75
4th Quarter $ 8.50 $2.00

Annual Meeting
The annual meeting of shareholders will be held at 3:30 p.m.

on Wednesday, May 22, 2002, at the Marriott Hotel City Center,

30 South Seventh Street, Minneapolis, Minnesota 55402.

10-KSB Available

A copy of the Company’s 2001 Form 10-KSB filed with the
Securities and Exchange Commission will be provided to
investors at no charge upon written request to:

investor Relations

Datakey, Inc.

407 West Travelers Trail

Minneapolis, Minnesota 55337-2558

Registrar and Transfer Agent

If your address has changed, please write or call our
transfer agent:

Wells Fargo Bank Minnesota, N.A.

Shareowner Services

161 North Concord Exchange

P.O. Box 64854

South St. Paul, Minnesota 55075

Phone: (651) 450-4064

Fax: (651) 450-4078

Legal Counsel
Fredrikson & Byron, P.A.
Minneapolis, Minnesota

Auditors

McGladrey & Pullen, LLP
Certified Public Accountants
Minneapolis, Minnesota

Corporate Headquarters

Datakey, Inc.

407 West Travelers Trail

Minneapolis, Minnesota 55337-2558
Phone: (952) 890-6850

Fax: (952) 890-2726

Corporate Officers
Carl P. Boecher, President and Chief Executive Officer

Alan G. Shuler, Vice President and Chief Financial Officer
Colleen M. Kulhanek, Vice President of Corporate Marketing

Timothy L. Russell, Vice President and General Manager,
Information Security Solutions

Directors
Gary R. Holland, Chairman of the Board,
President and Chief Executive Officer, Fargo Electronics, Inc.

Carl P. Boecher
President and Chief Executive Officer

Eugene W. Courtney
tanagement Consultant

Terrence W. Glarner
President
West Concord Ventures, Inc.

Thomas R. King
Shareholder
Fredrikson & Byron, P.A.
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