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SimpleChoice™ Easy

Company Profile

SpectRx, Inc. (Nasdaq®: SPRX) is a medical technology company providing innovative
detection, monitoring and treatment solutions for the diabetes and non-invasive diagnostics
healthcare markets. SpectRx is the maker of the SimpleChoice™ line of novel, disposable
insulin delivery products for people with diabetes. These FDA-cleared products complement
our consumer device for continuous glucose monitoring under development with our partner
Abbott Laboratories (NYSE: ABT). We are also creating opportunities for our leading
edge, non-invasive biophotonic detection and monitoring technology, which uses light and
spectral energies to create painless alternatives to blood-based and tissue-based procedures.
Non-invasive products include a developmental non-invasive cervical cancer detection device.
We also currently market the BiliChek™ a biophotonic non-invasive, painless monitor for
infant jaundice. For more information, visit our web site at www.spectrx.com or use

Internet keyword spectrx.
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Financial Highlights
Year Ended December 31 2001 2000
Revenue $ 2,458,000 $ 4,968,000
Net Loss $(7,281,000) $(6,662,000)
Net Loss per Diluted Share $ (0.75) $ (0.79)
Employees 79 70
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[ Milestone Payments ] Reimbursed

In 2001,

Abbott Laboratories
committed to full
development program
funding for our
continuous glucose
monitor and paid a
$1 million equity

milestone.
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Dear Fellow Shareholder:

The year 2001 was an important one for
SpectRx as we laid the strategic ground-
work necessary to accomplish our goals of
increasing shareholder value in 2002 and
achieving profitability in 2003. We believe
that the progress made during 2001 created
a foundation that will enable us to reach our
longer-term objectives of growth and prof-
itability, the two key goals that we believe

will lead to increased shareholder value.

Our major Progress Points for 2001 were:

e Abbort Laboratories (NYSE: ABT) com-
mitted to full development program fund-
ing for our continuous glucose monitor
and paid a $1 million equity milestone.

¢ Through the acquisition of Sterling
Medivations, we extended our product
pipeline and, as a result, expanded our
diabetes business opportunity to include
insulin delivery products.

* We realized a significant increase in
BiliChek™ disposable sales, meeting our
goal of selling 400,000 disposables, more
than double the number sold in 2000.

¢ We moved toward our cervical cancer
detection product launch, with our latest
prototypes undergoing testing at three

U.S. university medical centers.

A key element to implement our strategy
was the acquisition of Sterling Medivations
in December 2001, with its innovative
insulin delivery product line. The acquisi-
tion complements our continuous glucose
monitoring technology and significantly
expands our diabetes business opportunity.
It is also expected to provide us with near-
term revenue and a pipeline of innovative
products to address the growing $2 billion
insulin delivery market. We believe that
our diabetes business will be a significant
valuation driver for the company both near
term and long term.

We were also successful in financing the
company in 2001, We raised $12 million in
equity investments from high-quality insti-
tutional investors during a very tough
market and finished the year with $9.5 mil-
lion, the largest amount of cash on hand
since 1997, We also greatly reduced the
risk associated with litigation in two of our
product areas by reaching out of court set-
tlements in our two pending legal disputes.

2002 should be another eventful year
with planned continued progress in the
development of our continuous glucose
monitoring product, the launch of our
insulin delivery products and the further
refinement of our strategy in the non-

invasive diagnostics area.
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glucose monitoring and insulin delivery. Togethes, these 3
mackets represent about $5.7 billion annually,.

Our underlying non-invasive diagnostics
technology, once unified by biophotonics,
has been expanded with the acquisition
of Sterling Medivations to include non-
biophotonic technology. In 2002, we expect
to streamline our operations into two
distinct business areas: Diabetes and Non-
invasive Diagnostics. The diabetes business
focuses on the enormous opportunity pre-
sented by the $5.7 billion annual insulin
delivery and glucose monitoring markets.
The non-invasive business focuses on cancer
diagnostics and other areas where we can
generate revenue and create value by using
biophotonics to replace conventional tests,
as demonstrated by our BiliChek™ product.
In both areas, our primary business model
is to develop products that generate revenue
from product sales with recurring income
from disposable components.

As we bring you up to date on activities
related to achieving our goals in this report,
we will provide specific milestones—or
Progress Points—we are working toward
to achieve our longer-term goals. We plan
on building on the successes of 2001 to
help us reach those goals.

A Focus on Diabetes

Diabetes is one of the larger markets in
the healthcare industry. In the United States
alone, the cost of the diabetes to the health-
care system each year is almost $100 billion.
An aging and overweight baby boomer
population is driving the increasing num-
bers of people with the disease. Diabetes is
also a leading contributor to heart disease,
kidney failure and blindness. The key to
reducing these medical complications and
living a fuller, longer life is controlling glu-
cose. Frequent glucose testing and proper
insulin dosing is the current method for
controlling glucose.

Our focus is to meet the needs of this
growing population by providing innova-
tive products for glucose monitoring and
insulin delivery, with the ultimate goal of
producing a complete diabetes manage-
ment system or “artificial pancreas.” Qur
products target the two main areas of dia-
betes care and complication prevention:
glucose monitoring and insulin delivery.
Together, these markets represent about
$5.7 billion annually. Our insulin delivery
products are designed to capture customers
through innovation, performance and
convenience. We believe that the diabetes

market has consistently rewarded these

In 2002, we expect

to organize our
operations into two
distinct business areas:
Diabetes and
Non-invasive

Diagnostics.
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Continuous Glucose
Monitor Display

features in the past with increased market
share. We also believe that an innovative
company, such as SpectRx, will thrive in

this market and create long-term value.

Glucose Monitoring

We have partnered with Abbott Labora-
tories to develop the world’s first continuous
glucose monitoring system (CGMS) as
a consumer product. The current blood
testing market for glucose monitoring is
$3.7 billion, growing at 12% to 18% per
year. We estimate the total market poten-
tial for continuous glucose monitoring
devices to be about $1 billion annually.
Abbott, one of the world’s leading health-
care companies, has marketing rights to
the product. As part of our partnership
Abbott is funding development of the
product, pays developmental milestones
and will pay SpectRx a royalty on products
sold. Abbott is also a major stockholder
in SpectRx, owning about 5.6% of the
Company. Through the end of 2001,
Abbott had provided over $13 million
toward the development of our glucose
product through equity investments and
milestone payments.

This truly unique technology is designed
to provide real-time glucose readings with-

out the pain and inconvenience of drawing

blood. Instead of blood, our technology
measures glucose in interstitial fluid (ISF),
the clear fluid just under the skin. Using a
commonly available, low-cost laser to cre-
ate tiny micropores in the outermost layer
of skin provides access to the ISE. A tiny
amount of ISF is continuously sampled in a
patch worn under clothing and results are
displayed on a small, wireless remote
meter. The advantages of this technology
are that it:

® presents results without interrupting nor-
mal activities for a blood test

* stores readings for consultation with the
doctor about treatment

¢ provides alarms that warn of high or low
glucose levels

* allows discreet comfort for active lifestyles

In 2001, we tested our continuous glucose
monitoring technology on over 200 people
with diabetes ranging from 5 to 94 years of
age. This testing will continue in 2002 as
we further refine our product in anticipa-
tion of U.S. FDA pivotal clinical trials.

We are also developing a single-use appli-
cation of our ISF-based glucose sampling
technology. We believe that this product,
which we will develop and market, has the
potential to fill a niche market between

blood testing and continuous glucose
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We have partmered with Abbott Laboratories
to develop the world’s first CONEINUOUS glucose
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monitoring. This product is undergoing
developmental clinical studies.

Progress Points in 2002 for our glucose
monitoring technology will be: present new
continuous glucose monitor performance
data at the American Diabetes Association
meeting in June, update the anticipated
development schedule, receive an addi-
tional $1 million equity investment mile-
stone payment from Abbott Laboratories
and file for U.S EDA clearance for our
laser-based ISF access device for single-use

glucose monitoring.

Insulin Delivery

There are about five million people with
diabetes in the U.S who use insulin. Most
of these people use syringes to dose them-
selves and about 160,000 people use
insulin pumps. The annual estimated mar-
ket for rapidly growing insulin delivery is
about $2 billion, with about $200 million,
or 10%, being expended on insulin pump
disposables. We believe that there is
tremendous opportunity to capture market
share by providing insulin users with a
range of simple lifestyle solutions and
innovative choices.

In 2001, we expanded our diabetes busi-
ness to include insulin delivery by acquir-

ing Sterling Medivations and its pipeline of

19 FDA-cleared insulin delivery products.
This important acquisition provided a vir-
tual catalog of products to roll out in the
coming 12 to 16 months, we believe, creat-
ing a tremendous opportunity for growth.

Our new products, which we have trade-
marked SimpleChoice™ are designed to
improve the performance, flexibility and
comfort of existing insulin delivery meth-
ods. Products designed to work with the
installed insulin pump base will initially
drive our diabetes business. We believe that
these products will generate near-term rev-
enue, provide funding for new product
development and help move us toward
profitability. More importantly, we have an
additional number of new, groundbreaking
products that have the potential to fill the
void between the simple syringe and the
complicated pump. These products will
provide people with diabetes a clear and
simple choice to improve their quality of
life. Many of these products, which are in
various stages of manufacturing develop-
ment, should be on the market by the end
of 2003.

A key event in executing our insulin
delivery strategy was the early 2002 FDA
clearance of a new patch-based insulin
infusion set. We believe this patch has

the potential to replace many of the

A key event in
executing our insulin
delivery strategy was

the early 2002 FDA
clearance of a new
patch-based insulin

infusion set.

SimpleChoice Patch




Non-Invasive Cervical
Cancer Prototype

conventional infusion sets now in wide-
spread use. This product is based on unique
microneedle technology that provides the
user with a more discreet, comfortable and
secure experience. This means not only will
this be a less intrusive device—the micro-
needles are less than 1/8 of an inch long
versus 1/4 of an inch or longer for conven-
tional catheters—but one that is also better
tolerated than longer, more intrusive infu-
sion sets. We believe that the patch, expected
to be introduced in 2003, could become
the industry standard for drug infusion,
not only because of its comfort and lower
profile, but also because of its ability to
more efficiently deliver insulin and other
infusible drugs.

Other innovative products and features
in the pipeline include a 360-degree rotat-
ing hub for our infusion sets. This feature
provides more freedom of movement and
flexibility for pump wearers. Our pipeline
also includes a line of FDA-cleared unique
insulin pens to address the growing market
of people with diabetes who want to dis-
card their cumbersome traditional syringes.
We believe that the demand for pens will
rapidly expand as major pharmaceutical
companies nudge users toward pens and
away from syringes.

Progress Points in 2002 for our insulin

delivery business will be: to finalize supply

agreements with distribution channels and
original equipment manufacturers, the
expected 3rd quarter launch of the Simple-
Choice™ Easy tnsulin infusion set and the
expected 4th quarter launch of the Simple-
Choice™ Quick 90-degree insertion insulin

infusion set.

Qur Non-invasive Business

Our non-invasive business currently
consists of two products—our developmen-
tal non-invasive cervical cancer detection
device and the BiliChek™ Non-invasive
Bilirubin Analyzer. We believe that the
market potential for the cervical cancer
device is about $1.6 billion and about $60
million for the BiliChek™ Both of these
products are based on our proprietary bio-
photonic technology. Unique features of
these products include painless, rapid results
at the point of care and no hazardous med-
ical waste. As with our diabetes products,
the business model for our non-invasive
products includes revenue from sales of

disposable components.

BiliChek™

The BiliChek™, relaunched in the U.S. in
2001 after receiving expanded claims for
use from the FDA, is a unique product that
we believe will provide a healthy and

growing revenue stream. This product uses
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We are encouraged by the ramp up of both
BiliChek™ device and disposable sales
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-and early 2002 and believe that the U.S. market ...

for the product is beginning to ZAIMN traction.

biophotonic technology to replace a common
blood test for infant jaundice. Published data
suggest that as many as 60% of all babies
born in the U.S. present with some degree
of infant jaundice. If left untreated, severe
infant jaundice may lead to brain damage
or even death. In addition to the expanded
claims for the product, we believe the
product will gain market share in the U.S.
as a result of a call for more testing for
infant jaundice and a new OSHA require-
ment that healthcare facilities employ
“needle free” technology where available.

In 2001, we achieved our goal of selling
400,000 BiliChek™ disposables, which is
twice the number sold in 2000. While we
have been disappointed with the early
adoption rate of the product, we believe
that we are putting in place the programs
and support needed for the product to
achieve its market potential. We are
encouraged by the ramp up of both device
and disposable sales reported by our U.S.
marketing partner Respironics (Nasdag®:
RESP) in late 2001 and early 2002 and
believe that the U.S. market for the prod-
uct is beginning to gain traction. We expect
sales of disposables to continue to grow
rapidly over the coming quarters.

Progress Points for the BiliChek™ in
2002 will be: publish additional scientific
papers to support the technology and to

drive device sales, and increase the sales of
disposables 50% to 75% over 2001.

Non-invasive Cervical
Cancer Detection

QOur largest developmental non-invasive
diagnostic product opportunity targets
early cervical cancer detection, a market
we value at $1.6 billion annually. The goal
of our cervical cancer detection technology
is to eventually replace millions of Pap
tests with a non-invasive optical device
that provides instant results and greater
accuracy in detecting cervical cancers and
precancers. The device works by creating
an image of the cervix, pinpointing the
exact location of cancers and precancers.
We expect that our initial claims for the
technology will be for a product that can
be used to resolve the many cases of
ambiguous Pap results, which are often
determined to be “false positive” results.
The product is also designed to provide
the physician with more office revenue and
the insurance companies with fewer unnec-
essary follow-up visits, leading to cost-
saving opportunities.

We have established a path to regulatory
filing for the device with the U.S. FDA and
we believe the clinical data requirements
set by the FDA are reasonable and are

within our original expectations.
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We have provided clear

strategic goals for the coming
year in the form of progress
points for our diabetes and
nen-invasive diagnostic
businesses and encourage

you o measure our progress.

Prototypes of the device began undergo-
ing testing at three U.S. clinical sites in late
2001 as part of our developmental clinical
studies. While these prototypes are not the
final product, it is significant to note that
these devices use measurement techniques
and hardware that are directly portable
into a commercial instrument.

On the marketing side, we continue to
assess recent changes in the marketplace
and to evaluate appropriate market posi-
tioning and opportunities. The market is
dominated by cytology-based laboratory
technologies. Finding the appropriate posi-
tioning for an office-based biophotonic
product is the focus of our assessments.

Progress Points for the non-invasive cer-
vical cancer detection device in 2002 will
be: completion and publication of the
results of developmental clinical studies,
and the initiation of final design of the
product in anticipation of FDA pivotal
clinical studies in late 2002 or early 2003.

Looking Forward

We believe that we have established a
firm foundation for future success and are
focused on those activities that will be
most important to achieving our goals of

sales growth, profitability and increased

sharcholder value. We have provided clear
strategic goals for the coming vear in the
form of progress points for our diabetes
and non-invasive diagnostic businesses and
encourage you to measure our progress. As
we close, we want to thank our shareholders,
associates and partners for their continued
support and we look forward to what we

believe will be a successful 2002.

b med

Mark A. Samuels
Chairman and Chief Executive Officer

Keith D. Ignotz
President and Chief Operating Officer

Thomas H. Muller, Jr.
Executive Vice President and CFQO
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Management’s Discussion and Analysis of Financial Condition

and Resulis of Operations

Statements in this report which express “belief,” “anticipation” or
“expectation” as well as other statements which are not historical
facts are forward-looking statements within the meaning of Section
27A of the Securities Act of 1933 and Section 21E of the Securities
Exchange Act of 1934. These forward-looking statements are subject
to risks and uncertainties that could cause actual results to differ
materially from historical results or anticipated results, including
those listed under “Risk Factors” and elsewhere in this report.
Examples of these uncertainties and risks include, but are not
limited to:

o whether our products in development will prove feasible, safe
and effective;

o whether and when we or our strategic partners will obtain
approval from the FDA and corresponding foreign agencies;

o our need to achieve manufacturing scale-up in a timely manner,
and our need to provide for the efficient manufacturing of
sufficient quantities of our products;

o the lack of immediate alternate sources of supply for some
critical components of our products;

o our patent and intellectual property position;

o the need to fully develop the marketing, distribution, customer
service and technical support and other functions critical to
the success of our product lines;

o the effectiveness and ultimate market acceptance of our prod-
ucts; and

o the dependence on our strategic partners for funding, develop-
ment assistance, clinical trials, distribution and marketing of
many of our products. The following discussion should be
read in conjunction with our financial statements and related
notes included elsewhere in this report.

OVERVIEW

We were incorporated on October 27, 1992, and since that date we
raised capital through the sale of preferred stock, issuance of debt
securities, public and private sales of common stock and funding
from collaborative arrangements. Following our initial funding in
early 1993, we immediately began research and development activ-
itles with the objective of commercializing less invasive diagnostic,
screening, and monitoring products. As part of our business strategy,
we have established arrangements with leading medical device
companies for the development, commercialization and introduction
of some of our products. We have entered into collaborative
arrangements with Respironics for our infant jaundice product,
with Welch Allyn for our cancer detection product, with Abbott for
our glucose monitoring products, and with Roche for our diabetes
detection product. In December 1996, we sublicensed specified
technology to and acquired a 64.8% interest in FluorRx, Inc., a
Delaware corporation formed for the purpose of developing and
commercializing technology related to fluorescence spectroscopy.
At December 31, 2001, as a result of subsequent financings, our
interest in FluorRx was 43%. In December 2001, we acquired 100%
of the common stock of Sterling Medivations, Inc., a company
formed for the purpose of developing and marketing insulin
delivery products.

We have a limited operating history upon which our prospects can
be evaluated. Our prospects must be considered in light of the sub-
stantial risks, expenses and difficulties encountered by entrants into
the medical device industry. This industry is characterized by an
increasing number of participants, intense competition and a high
failure rate. We have experienced operating losses since our incep-
tion, and, as of December 31, 2001, we have an accumulated
deficit of about $39.3 million. To date, we have engaged primarily
in research and development efforts. We first generated revenues
from product sales in 1998, but do not have significant experience
in manufacturing, marketing or selling our products. Qur develop-
ment efforts may not result in commercially viable products, and
we may not be successful in introducing our products. Moreover,
required regulatory clearances or approvals may not be obtained in
a timely manner, or at all. Our products may not ever gain market
acceptance, and we may not ever generate significant revenues or
achieve profitability. The development and commercialization of
our products will require substantial development, regulatory, sales
and marketing, manufacturing and other expenditures. We expect our
operating losses to continue through at least 2002 as we continue
to expend substantial resources to introduce our SimpleChoice
product line, complete development of our products, obtain regula-
tory clearances or approvals, build our marketing, sales, manu-
facturing and finance organizations, and conduct further research
and development,

We expect that most of our near-term revenues will come from our
sales of our new diabetes product line acquired from Sterling
Medivations. In addition, we expect to receive revenues that will be
derived from royalties and manufacturing profits that we will
receive from Abbott and Respironics resulting from sales of the
products for which we have collaborative arrangements with each
of these companies. The royalties and manufacturing profits that
we expect to receive from each of our collaborative partners
depend on sales of these products. We and our collaborative partners
may not be able to sell sufficient volumes of our products to generate
substantial revenues or profits for us.

We have entered into collaborative arrangements with Respironics,
Welch Allyn, Abbott and Roche. The agreements evidencing these
collaborative arrangements grant a substantial amount of discretion
to each collaborative partner. If one or more of our collaborative
partners were to terminate their arrangement with us, we would
either need to reach agreement with a replacement collaborative
partner or undertake, at our own expense, the activities previously
handled by our collaborative partner. This would require us to
develop expertise we do not currently possess, would significantly
increase our capital requirements and would limit the programs we
could pursue. We would likely encounter significant delays in
introducing our products, and the development, manufacture and
sales of our products would be adversely affected by the absence of
collaborative arrangements.

PAGE 9
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Management’s Discussion and Analysis of Financial Condition

and Results of Operations (continued)

CRITICAL ACCOUNTING POLICIES

The material accounting policies that we believe are the most critical
to an investor’s understanding of our financial results and condi-
tion are discussed below. Because we are still early in our enterprise
development the number of these policies requiring explanation are
limited. As we begin to generate increased revenue from different
sources we expect that the number of applicable policies and
complexity of the judgments required will increase.

Currently our policies that could require critical management judg-
ment are in the areas of revenue recognition, allowance for doubtful
accounts, accruals of product warranties and inventory valuation.

¢ Revenue Recognition: We recognize revenue from sales of
products or services upon shipment of products or services.
We also recognize milestone revenue from our collaborative
partners when a milestone has been accomplished or when we
and our partner agree that a milestone is earned, which may
require management’s judgement in the case of a disagreement
between us and a collaborative partner.

o Allowance for Doubtful Accounts: We estimate losses from
the inability of our customers or subsidiaries to make required
payments, and periodically review the payment history of
each of our customers or subsidiaries, as well as their financial
condition, and revise our reserves as a result.

o Accruals of Product Warranties: We recognize a cost for
warranty work on each of our products at the time of sale and
match actual warranty work against that accrual, as the work
is performed. We periodically review the level of warranty
accrual and the actual warranty work incurred and adjust
these as needed.

o Inventory Valuation: Inventories are valued at the lower of
cost or market value and have been reduced by an allowance
for excess and obsolete inventories.

RESULTS OF OPERATIONS
Comparison of 2001 and 2000

General. Loss available to common stockholders increased to
about $7.3 million, or ($0.75) per share in 2001 from about
$6.7 million, or ($0.79) per share in 2000. The increased loss was
due primarily to a $2.6 million decrease in milestone payments
received from collaborative partners in 2001 as compared to mile-
stone payments received in 2000. This was offset by an increase in
expense reimbursements from our collaborative partners in 2001
as compared to reimbursements in 2000 of about $2.0 million. We
expect net losses to continue. If we are unable to attain specific
milestones under collaborative agreements, our collaborative
partners may not make milestone payments under, or may terminate
altogether, the agreements. If this were to happen, future net losses
would increase as a result of spending increases necessary to com-
plete research, development and clinical trials of our products,
begin sales and marketing efforts and establish manufacturing
capabilities, with respect to the products covered by the collaborative
agreements. This would delay some of our product development

activities. In addition, we expect net losses to continue as we begin
sales and marketing efforts and establish marketing capabilities for
our SimpleChoice product line.

Revenite and Cost of Product Sales. Total revenues decreased to
about $2.5 million in 2001 from about $5.0 million in 2000. The
decrease was solely due to a decrease in milestone payments, other
than equity purchases, received from collaborative partners, which
decreased to $100,000 in 2001 from about $2.7 million in 2000.
Product sales increased approximately 6% to $2.4 million in 2001
from about $2.2 million in 2000. Revenues related to the BiliChek
product line increased approximately 14% for the year. Cost of
product sales did not exceed product revenue for the first time in
2000, and again in 2001, but at a relatively low margin as we are
in the early stages of product introduction. Cost of product sales
increased to about $2.1 million in 2001 from about $1.7 million in
2000. Cost of product sales was reduced by about $332,000 in
2000 due to an agreement with a collaborative partner to reimburse
us for excess capacity. Also in 2001, we took a one time write-off
of obsolete tooling of about $150,000.

Research and Development Expenses. Research and development
expenses decreased to about $3.8 million in 2001 from about $5.8
million in 2000 primarily due to an increase of about $2.0 million
in expense reimbursements from our collaborative partners, partic-
ularly reimbursements from Abbott relating to our continuous glu-
cose monitoring product. We expect research and development
expenses to increase in the future as we develop products associated
with our current products and the SimpleChoice insulin delivery
products acquired with Sterling Medivations.

Sales and Marketing. Sales and marketing expenses decreased to
about $846,000 in 2001 from about $957,000 in 2000. The
decrease in expense was due to a decrease in travel and related
expenses incurred in 2000 relating to establishing distribution
outlets for our BiliChek product line and a reduction of costs asso-
ciated with marketing materials for those distribution channels. We
expect sales and marketing expenses to increase in the future as we
prepare to market and sell our SimpleChoice product line acquired
from Sterling Medivations.

General and Administrative Expense. General and administrative
expense decreased from about $2.9 million for 2001 from about
$3.2 million in 2000. The decrease resulted from more favorable
rates on insurance of approximately $50,000, a reduction of
allowances on uncollectibles due to a much higher percentage of
collections on receivables than originally anticipated, and a reduc-
tion of legal expenses associated with litigation during 2001 as
compared to 2000.

Net Interest Income and Other Expense. Net interest income and
other expense decreased to about $269,000 in 2001 from about
$355,000 in 2000. Although we did maintain higher cash balances
in 2001 as compared to 2000, the decrease is directly attributed to
the reduction in interest rates experienced during 2001.

PaGce 10
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Comparison of 2000 and 1999

General. Loss available to common stockholders increased to
about $6.7 million, or ($.79) per share, in 2000 from about $6.6
million, or ($.82) per share, in 1999. This increased loss was due
primarily to increases in research and development expenses and
general and administrative expenses.

Revenues and Cost of Product Sales. Revenues increased to about
$5.0 million in 2000 from about $3.3 million in 1999. The increase
was both in revenue from product sales and milestones from
collaborative partners. The primary reason product sales increased
was that our BiliChek product line grew 29% to about $1.9 million
in 2000. Revenue from collaborative agreements, which is generally
in the form of milestone payments increased to about $2.7 million
in 2000 from about $1.9 million in 1999; $2.5 million of the mile-
stones were received from Abbott for our continuous glucose
monitoring program. Cost of product sales were about $1.7 million
in 2000, unchanged from $1.7 million in 1999. All cost of sales
are related to product sales. Those costs did not exceed sales
revenues for the first time in 2000, but at a relatively low margin,
because we are in the early stages of product introduction and have
excess capacity.

Research and Development Expenses. Research and development
expenses increased to about $5.8 million in 2000 from about
$5.2 million in 1999. The increase in research and development
expenses was primarily due to increases in employee costs of
$816,000, costs of prototype materials of $317,000, temporary
help and consulting costs of $237,000, royalty expenses of
$279,000, primarily related to the initiatives in continuous glucose
monitoring and cancer detection, internal and external clinical
costs of $118,000 for our infant jaundice and diabetes detection
products. Research and development costs increases were offset by
an increase of reimbursements by our collaborative partners of
about $1.0 million.

Sales and marketing expenses. Sales and marketing expenses
increased to about $957,000 in 2000 from about $900,000 in
1999. The increase was due primarily to increases in marketing
materials of $36,000 and consulting costs for Latin and South
America of $26,000.

General and administrative expenses. General and administrative
expenses increased to about $3.2 million in 2000 from about
$2.2 million in 1999. The increase in general and administrative
expense was due to the increases in legal fees of $700,000, com-
pensation costs of $50,000, recruiting costs of $30,000 and costs
of contractual agreements of $130,000. The increase in legal fees is
primarily due to expenses incurred for the Altea arbitration and
other activities to protect our intellectual property.

Net interest income and other expense. Net interest and other
income increased to about $355,000 for the year ended December 31,
2000 from $125,000 in 1999. This increase results primarily from
interest received on higher average cash balances in 2000.
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LiQuIDITY AND CAPITAL RESOURCES

We have financed our operations since inception primarily through
private sales of our debt and equity securities and the public sale of
our common stock. From October 27, 1992, our date of inception,
through December 31, 2001, we received about $48.6 million in
net proceeds from sales of our debt and equity securities. At
December 31, 2001, we had cash of about $9.5 million and working
capital of about $2.3 million. We completed an initial public offer-
ing of our common stock on July 7, 1997, which resulted in our
receipt of net proceeds of about $13.2 million. In November 1999,
we received $2.75 million from our sale of redeemable convertible
preferred stock to Abbott in conjunction with an amendment to
our agreement with Abbott for research and development of our
glucose monitoring technology.

In January 2000, we received an additional $2.5 million from our
sale of redeemable convertible preferred stock to Abbott, and in
February 2000, we received $5.0 million in gross proceeds from
the sale of 400,000 shares of our common stock in a private place-
ment transaction.

In June 2001, we received $12 million from our sales of an aggre-
gate of about 1.9 million shares of common stock and warrants to
purchase about 380,000 shares of common stock to affiliates
of SAFECO Corporation and Special Situations Fund in private
placement transactions.

In October 2001, we received $1 million from our sales of about
126,000 shares of common stock to Abbott in connection with
a milestone under a program to commercialize our continuous glu-
cose monitoring technology for people with diabetes. We also
received funds in 2001 from grants related to our development pro-
grams. In September 2001, we received a grant of $338,000 from
the Centers for Disease Control for our continuous glucose moni-
toring product, and in July 2001, we received a $130,000 grant
trom the National Cancer Institute for our cervical cancer product.

Our major cash flows in 2001 consisted of cash out-flow of
$6.4 million from operations, offset by the cash in-flow of $12.1
million of private placement financing net of transaction costs.

In addition to funds that we expect to be provided by our collabo-
rative partners, we may be required to raise additional funds
through public or private financing, additional collaborative rela-
tionships or other arrangements. We will need additional funds as
compared to prior years to implement the introduction of the
SimpleChoice product line. We believe that our existing capital
resources will be sufficient to satisfy our funding requirements
through 2002. However, these resources may not be sufficient to
fund our operations to the point of commercial introduction of our
glucose monitoring product our cervical cancer product or our full
line of diabetes products.

We currently invest our excess cash balances primarily in short-
term, investment-grade, interest-bearing obligations until the funds

11




Management’s Discussion and Analysis of Financial Condition

and Results of Operations (continued)

are used in operations. Substantial capital will be required to
develop our products, including completing product testing and
clinical trials, obtaining all required FDA and foreign regulatory
approvals and clearances, beginning and scaling up manufacturing
and marketing our products. Any failure of our collaborative partners
to fund our development expenditures or our inability to obtain
financing from other sources would have a material adverse effect
on our business, financial condition and results of operations.

NEW ACCOUNTING PRONOUNCEMENTS

The FASB issued SFAS No. 141, “Accounting for Business
Combinations,” on June 30, 2001, It requires it at all business
combinations initiated after June 30, 2001 be accounted for using
the purchase method of accounting.

The FASB issued SFAS No. 142, “Accounting for Goodwill and
Other Intangible Assets,” on June 30, 2001. It requires that goodwill
and certain intangible assets will no longer be subject to amortization,
but instead will be subject to a periodic impairment assessment by
applying a fair-value based test. The Company’s required adoption
date is January 1, 2002. Adoption of SFAS No. 142 will not have a
material impact on the Company’s results of operations or financial
position as substantially all of the Company’s intangible assets
continue to be subject to amortization.

Additionally, in June 2001, the FASB issued SFAS No. 143, “Asset
Retirement Obligations,” which establishes new accounting and
reporting standards for legal obligations associated with retiring
assets. The fair value of a liability for an asset retirement obligation

must be recorded in the period in which it is incurred, with the cost
capitalized as part of the related long-lived assets and depreciated
over the asset’s useful life. Changes in the liability resulting from
the passage of time will be recognized as operating expenses. SFAS
No. 143 must be adopted by 2003 and is not expected to have
a material impact on the Company’s results of operations or
tinancial position.

In August 2001, the FASB issued SFAS No. 144, “Accounting for
the Impairment or Disposal of Long Lived Assets,” which supercedes
both Statement No. 121, “Accounting for the Impairment of Long-
Lived Assets for Long-Lived Assets to be Disposed Of,” and the
accounting and reporting provisions for the disposal of a segment of
a business contained in APB Opinion No. 30, “Reporting the Results
of Operations—Reporting the Effects of Disposal of a Segment of a
Business, and Extraordinary, Unusual and Infrequently Occurring
Events and Transactions.” SFAS No. 144 establishes a single
accounting model for long-lived assets to be disposed of by sale
and broadens the presentation of discontinued operations. The
provisions of SFAS No. 144 are effective beginning in 2002 and are
not expected to have a material impact on the Company’s results of
operations or financial position.

QUANTITATIVE AND QUALITATIVE DISCLOSURE
REGARDING MARKET RISK

We have not entered into any transactions using derivative finan-
cial instruments and believe our exposure to interest rate risk,

foreign currency exchange rate risk and other relevant market risks
1s not material,

Report of Independent Public Accountants

To SpectRx, Inc.:

We have audited the accompanying consolidated balance sheets of
SPECTRX, INC. (a Delaware corporation) and subsidiary as
of December 31, 2000 and 2001 and the related statements of
operations, stockholders’ equity, and cash flows for each of the
three years in the period ended December 31, 2001. These financial
statements are the responsibility of the Company’s management.
Our responsibility is to express an opinion on these financial state-
ments based on our audits.

We conducted our audits in accordance with auditing standards
generally accepted in the United States. Those standards require
that we plan and perform the audit to obtain reasonable assurance
about whether the financial statements are free of material mis-
statement. 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 management as well as evaluating the

overall financial statement presentation. We believe that our audits
provide a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present
fairly, in all material respects, the financial position of SpectRx,
Inc. and subsidiary as of December 31, 2000 and 2001 and the
results of its operations and its cash flows for each of the three
years in the period ended December 31, 2001 in conformity with
accounting principles generally accepted in the United States.

/s/ Arthur Andersen LLP

Atlanta, Georgia
February 14, 2002
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Comnsolidated Balance Sheets
December 31, 2000 and 2001

ANNUAL REPORT

2001

{in thousands) 2000 2001
ASSETS
Current Assets:
Cash and cash equivalents $ 3,609 § 9,458
Accounts receivable, net of allowance for doubtful accounts of
$138 and $76 in 2000 and 2001, respectively 1,259 1,229
Inventories 481 437
Other current assets 377 408
Total current assets 5,726 11,532
Noncurrent Assets:
Property and equipment, net 894 513
Intangibles 0 5,723
Due from related parties 528 557
Total noncurrent assets 1,422 6,793
$ 7,148 §$ 18,325
LIABILITIES AND STOCKHOLDERS® EQUITY
Current Liabilities:
Accounts payable $ 1,020 § 1,018
Accrued liabilities 1,262 1,194
Total current liabilities 2,282 2,212
Deferred Tax Liability 0 1,591
Collaborative Partner Advance 381 381
Commitments and Contingencies (Note 7)
Redeemable Convertible Preferred Stock 5,579 4,769
Stockholders’ (Deficit) Equity:
Preferred stock, $.001 par value; 5,000 shares authorized, 100 shares issued and outstanding as
preferred stock in 2001, and 525 and 425 shares issued and outstanding as redeemable convertible
preferred stock in 2000 and 2001, respectively 0 1,125
Common stock, $.001 par value; 50,000 shares authorized, 8,508 and 11,187 shares issued and
outstanding in 2000 and 2001, respectively 9 11
Additional paid-in capital 30,927 47,604
Treasury stock, at cost 0 (38)
Deferred compensation 0 (19)
Notes receivable from officers (31) (31)
Accumulated deficit (31,999)  (39,280)
Total stockholders’ (deficit) equity (1,094) 9,372
$ 7,148 $18,325

The accompanying notes are an ntegral part of these consolidated balance sheets.

Pacge 13




Consolidated Statements of Operations
For the Years Ended December 31, 1999, 2000 and 2001

{in thousands except per share data)} 1999 2000 2001
Revenues:
Product sales $ 1,440 $ 2,219 §2,358
Collaborative agreements 1,897 2,749 100
Total revenue 3,337 4,968 2,458
Costs and Expenses:
Cost of product sales 1,708 1,732 2,064
Research and development 5,170 5,804 3,842
Sales and marketing 900 957 846
General and administrative 2,222 3,177 2,941
10,000 11,670 9,693
Operating loss (6,663) (6,702)  {7,235)
Interest Income (Expense), Net 133 334 254
Other Income (Expense), Net (8) 21 15
Net Loss (6,538)  (6,347)  (6,966)
Preferred Stock Dividends (14) (315) (315)
Loss Available to Common Stockholders $(6,552) $(6,662) $(7,281)
Basic and Diluted Net Loss Per Share $ (0.82) $ (0.79) $ (0.75)
Basic and Diluted Weighted Average Shares Outstanding 8,033 8,429 9,646

The accompanying notes are an integral part of these consolidated statements.
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Consolidated Statements of Stockholders’ Equity
For the Years Ended December 31, 1999, 2000 and 2001

Notes Stock-

Additional Deferred  Receivable  Accu- holders’

Preferred Common Stock Paid-In Treasury  Compen- From mulated (Deficit)

(in thousands) Stock Shares  Amount  Capital Stock sation Officers Deficit Equity
Balance, December 31, 1998 $ 0 8,014 § 8 $25,761 $0 $(134) $(31)  $(18,785) §$ 6,819
Exercise of stock options 0 31 0 84 0 0 0 0 84
Employee stock purchase plan 0 11 0 43 0 0 0 0 43
Amortization of deferred compensation 0 0 0 0 0 76 0 0 76
Dividend on preferred stock 0 0 0 0 0 0 0 (14) (14)
Net loss 0 0 0 0 0 0 0 (6,538)  (6,538)
Balance, December 31, 1999 0 8,056 8 25,888 0 (58) (31) (25,337) 470
Issuance of common stock 0 406 1 4,863 0 0 0 0 4,864
Exercise of stock options 0 37 0 107 0 0 0 0 107
Employee stock purchase plan 0 9 0 69 0 0 0 0 69
Amortization of deferred compensation 0 0 0 0 0 58 0 0 58
Dividend on preferred stock 0 0 0 0 0 0 0 (315) (315)
Net loss 0 0 0 0 0 0 0 (6,347)  (6,347)
Balance, December 31, 2000 0 8,508 9 30,927 0 0 (31) (31,999)  (1,094)
Issuance of common stock 0 2,668 2 16,598 0 0 0 0 16,600
Conversion to preferred stock 1,125 0 0 0 0 0 0 0 1,125
Exercise of stock options 0 6 0 8 0 0 0 0 8
Employee stock purchase plan 0 12 0 71 0 0 0 0 71
Treasury stock purchase 0 (7} 0 0 (38} 0 0 0 (38)
Issuance of stock options 0 0 0 0 0 (19) 0 0 (19)
Dividend on preferred stock 0 0 0 0 0 0 0 (315) (315)
Net loss 0 0 0 0 0 0 0 (6,966)  (6,966)
Balance , December 31, 2001 $1,125 11,187 § 11 $47,604 $(38) $ (19) $(31)  $(39,280) $ 9,372

The accompanying notes are an integral part of these consolidated statements.
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Consolidated Statements of Cash Flows
For the Years Ended December 31, 1999, 2000 and 2001

(in thousands) 1999 2000 2001
Cash Flows From Operating Activities:
Net loss $(6,538) $(6,347) $(6,966)

Adjustments to reconcile net loss to net cash used in operating activities
excluding the effects of acquisition:

Depreciation and amortization 374 400 360
Retirement of property and equipment 38 0 116
Amortization of deferred compensation 76 58 0
Changes in operating assets and liabilities:
Accounts receivable (269) (307) 30
Inventories (137) 60 44
Other current assets (85) (173) (11)
Accounts payable 234 350 (85)
Accrued liabilities 509 414 121
Total adjustments 740 802 575
Net cash used in operating activities (5,798)  (5,545) (6,391)
Cash Flows From Investing Activities:
Additions to property and equipment (251) (440) (90)
Acquisition of Sterling Medivations, net of cash and cash equivalents 0 0 198
Net cash provided by investing activities (251) (440) 108
Cash Flows From Financing Activities:
Issuance of common stock, net of issuance costs 127 4,980 12,199
Treasury stock purchase 0 0 (38)
Issuance of redeemable convertible preferred stock 2,750 2,500 0
Due from related parties . (28) (29) (29)
Advance from a collaborative partner 381 0 0
Net cash provided by financing activities 3,230 7,451 12,132
Net Change in Cash and Cash Equivalents (2,819) 1,466 5,849
Cash and Cash Equivalents, Beginning of Year 4,962 2,143 3,609
Cash and Cash Equivalents, End of Year $2,143 $3,609 $ 9,458
Cash Paid For:
Interest $ 2 8 35 2

Supplemental Schedule of Noncash Investing and Financing Activities:

Payment of dividends in the form of preferred stock and redeemable convertible preferred stock $ 14 § 315 § 315
Common stock issued for royalty payments $ 0 $ 60 $ 189
Common stock issued in acquisition of Sterling Medivations $ 0 0 § 4229
Stock options issued in acquisition of Sterling Medivations $ 0 3 0 § 62

The accompanying notes are an integral part of these consolidated statements.
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Notes to Consolidated Financial Statements

December 31, 2000 and 2001

1. ORGANIZATION AND BACKGROUND

SpectRx, Inc. and subsidiary (the “Company” or “SpectRx”), each
a Delaware corporation, is a medical technology company develop-
ing and providing products for the diabetes and noninvasive
diagnostic markets. The Company uses its technologies to provide
minimally-invasive blood sampling procedures, insulin delivery
products, and cancer detection products. The Company’s goal is to
introduce products that reduce or eliminate pain, are convenient to
use, and provide rapid results at the point of care, thereby improving
patient well-being and reducing heaith care costs. The Company’s
products are based upon a variety of proprietary technologies. The
Company’s infant jaundice product and products in development
for glucose monitoring, diabetes screening and cancer detection are
based upon its proprietary biophotonic technologies. The technolo-
gies employed in its insulin delivery products, including those
under development, are designed to deliver insulin to people who
have diabetes more comfortably and effectively.

The Company has entered into collaborative arrangements with
Abbott Laboratories (“Abbott”), Roche Diagnostics BMC (“Roche”),
Respironics, Inc. (“Respironics”), and Welch Allyn, Inc. (“Welch
Allyn™) to facilitate the development, commercialization, and
introduction of its glucose monitoring, diabetes screening, infant
jaundice, and cervical cancer detection products, respectively. On
December 31, 2001, the Company acquired all of the outstanding
common stock of Sterling Medivations, Inc. {“Sterling”) a developer
of innovative insulin delivery products for people with diabetes.
The Company intends to develop and market its insulin products
without a collaborative partner.

The Company has a limited operating history upon which its
prospects can be evaluated. The Company’s prospects must be
considered in light of the substantial risks, expenses and difficulties
encountered by entrants into the medical device industry. This
industry is characterized by an increasing number of participants,
intense competition and a high failure rate. The Company has
experienced operating losses since its inception, and, as of
December 31, 2001, it has an accumulated deficit of about $39.3
million. To date, the Company has engaged primarily in research
and development efforts. The Company first generated revenues
from product sales in 1998, but does not have significant experi-
ence in manufacturing, marketing or selling its products. The
Company’s development efforts may not result in commercially
viable products, and it may not be successful in introducing its
products. Moreover, required regulatory clearances or approvals
may not be obtained in a timely manner, or at all. The Company’s
products may not ever gain market acceptance, and the Company
may not ever generate significant revenues or achieve profitability.
The development and commercialization of the Company’s prod-
ucts will require substantial development, regulatory, sales and
marketing, manufacturing and other expenditures. The Company
expects operating losses to continue through at least 2002 as it
continues to expend substantial resources to complete development
of its products, obtain regulatory clearances or approvals, build its

marketing, sales, manufacturing and finance organizations and
conduct further research and development.

A significant portion of the Company’s revenues and profits are
expected to be derived from royalties and manufacturing profits
that it will receive from Abbott and Respironics resulting from
sales of the products for which it has collaborative arrangements
with each of these companies and from the insulin delivery products
developed by its subsidiary, Sterling. The royalties and manufactur-
ing profits that the Company expects to receive from each of its
collaborative partners and from Sterling depend on sales of these
products. The Company markets the majority of its infant jaundice
product directly to distributors. The Company intends to market
its insulin delivery products directly to distributors and other
customers. The Company and its collaborative partners may not
be able to sell sufficient volumes of its products to generate sub-
stantial royalties, distribution profits, and manufacturing profits
for the Company.

2. SUMMARY OF SIGNIFICANT
ACCOUNTING POLICIES

Use of Estimates

The preparation of financial statements in conformity with
accounting principles generally accepted in the United States
requires management to make estimates and assumptions that
affect the reported amounts of 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.

Principles of Consolidation

The accompanying consolidated financial statements include the
accounts of SpectRx and its subsidiary, Sterling Medivations. All
significant intercompany transactions have been eliminated.

Cash and Cash Equivalents

The Company considers all highly liquid investments purchased
with an original maturity of three months or less to be cash or
cash equivalents.

Inventories

Inventories are stated at lower of cost or market using the first-in,
first-out method. Inventories are summarized as follows at
December 31, 2000 and 2001 (in thousands):

2000 2001
Raw materials $380  $298
Work in process 11 38
Finished goods 90 101
$481  $437
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Notes to Consolidated Financial Statements

December 31, 2000 and 2001 (continued)

Property and Equipment

Property and equipment are recorded at cost. Depreciation is com-
puted using the straight-line method over estimated useful lives of
five to seven years. Expenditures for repairs and maintenance are
expensed as incurred. Property and equipment are summarized as
follows at December 31, 2000 and 2001 (in thousands):

2000 2001
Equipment $2,016  $1,953
Furniture and fixtures 388 394

2,404 2,347
Less accumulated depreciation 1,510 1,334
Property and equipment, net $§ 894 § 513

Intangibles

Intangible assets include the excess of the purchase price of the
acquisition over the fair value of net tangible assets acquired as
well as various other acquired intangibles. Intangible assets are
amortized over the following estimated useful lives:

Years
Goodwill Not applicable
Patents 13 years
Noncompete and employment agreements 18 months

Goodwill is not subject to amortization but will be subject to a
periodic impairment assessment by applying a fair-value based test.

Long-Lived Assets

In accordance with Statement of Financial Accounting Standards
{“SFAS”) No. 121, “Accounting for the Impairment of Long-Lived
Assets and for Long-Lived Assets to be Disposed Of,” the
Company evaluates the carrying value of property and equipment
and intangibles in relation to the operating performance and future
undiscounted cash flows of the underlying business. The Company
adjusts the net book value of the underlying assets if the sum of
expected future cash flows is less than book value. Management
believes that the long-lived assets in the accompanying balance
sheets are appropriately valued.

Patent Costs

Costs incurred in filing, prosecuting, and maintaining patents are
expensed as incurred. Such costs aggregated approximately
$608,000, $550,000, and $445,000 in 1999, 2000, and 2001.

Accrued Liabilities

Accrued liabilities are summarized as follows at December 31,
2000 and 2001 (in thousands):

2000 2001
Accrued compensation $ 622 § 483
Accrued royalties 224 360
Other accrued expenses 416 351
Accrued liabilities $1,262  $1,194

Revenue Recognition

In accordance with Staff Accounting Bulletin No. 101, “Revenue
Recognition in Financial Statements,” the Company records rev-
enue from product sales at the time the product is shipped or title
passes pursuant to the terms of the agreement with the customer,
the amount due from the customer is fixed or determinable, and
collectibility of the related receivable is reasonably assured.
Revenue is recognized only when we have no significant future
performance obligation.

Revenue from collaborative agreements is recorded when mile-
stones have been met. Periodic license fee payments under collabo-
rative agreements related to future performance are deferred and
recognized as income when earned.

In July and September 2000, the Emerging Issues Task Force
{“EITF”) reached a consensus on Issue 00-10, “Accounting for
Shipping and Handling Fees and Costs.” EITF Issue 00-10 requires
that all amounts billed to a customer in a sale transaction for ship-
ping an handling be classified as sales and recommends that shipping
and handling expenses be classified as cost of sales. The Company
implemented EITF Issue 00-10 during 2001. The adoption of EITF
Issue 00-10 did not have a material impact on the Company’s
results of operations or financial position.

Research and Development

Research and development expenses consist of non-reimbursed
expenditures for research conducted by the Company and pay-
ments made under contracts with consultants or other outside parties.
All research and development costs are expensed as incurred.

Income Taxes

“Accounting for Income Taxes.” Under this method, deferred tax
assets and liabilities are determined based on differences between
the financial reporting and tax bases of assets and liabilities and
are measured using the enacted tax rates and laws that will be in
effect when the differences are expected to reverse.

Net Loss Per Share

The calculation and presentation of net loss per share are in accor-
dance with SFAS No. 128, “Earnings Per Share.” Basic earnings
per share are based on the weighted average number of shares out-
standing. Diluted earnings per share are based on the weighted
average number of shares outstanding and the dilutive effect of
common stock equivalent shares (“CSEs”) issuable on the conver-
sion of convertible preferred stock {using the if-converted method)
and stock options and warrants {using the treasury stock method).
For all periods presented, CSEs have been excluded from weighted
average shares outstanding, as their impact was antidilutive.

Fair Value of Financial Instruments

The book values of cash, accounts receivable, accounts payable,
and other financial instruments approximate their fair values prin-
cipally because of the short-term maturities of these instruments.
The fair value of the Company’s collaborative partner advance is
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estimated based on the current rates offered to the Company for
debt of similar terms and maturities. Under this method, the fair
value of the Company’s collaborative partner advance was not
significantly different than the stated value at December 31, 2000
and 2001.

Comprehensive Income

The Company has adopted the provisions of SFAS No. 130,
“Reporting Comprehensive Income,” which establishes new rules
for the reporting and display of comprehensive income and its
components; however, the Company has no other comprehensive
income items as defined in SFAS No. 130.

Deriative Investments and Hedging Activities

The Financial Accounting Standards Board (“FASB”) issued SFAS
No. 133, “Accounting for Derivative Instruments and Hedging
Activities,” in June 1998, SFAS No. 137, “Accounting for Derivative
Instruments and Hedging Activities—Deferral of the Effective Date
of the FASB Statement No. 133,” in June 1999 and SFAS No.
138, Accounting for Certain Derivative Instruments and Certain
hedging Activities—an amendment of FASB Statement No. 133,”
in June 2000. SFAS No. 133 establishes accounting and reporting
standards for derivatives and hedging. It requires that all deriva-
tives be recognized as either assets or liabilities at fair value and
establishes specific criteria for the use of hedge accounting. SFAS
No. 137 defers the effective date of SFAS No. 133 by one year to
fiscal years beginning after June-15, 2000. SFAS No. 138 amends
the accounting and reporting standards of SFAS No. 133 for certain
derivative instruments and certain hedging activities. The Company’s
required adoption date was January 1, 2001. Upon adoption of the
three statements, there was no material impact to its results of
operations or financial position as the Company has no material
derivative instruments.

New Accounting Pronouncements

The FASB issued SFAS No. 141, “Accounting for Business
Combinations,” on June 30, 2001. It requires that all business
combinations initiated after June 30, 2001 be accounted for using
the purchase method of accounting.

The FASB issued SFAS No. 142, “Accounting for Goodwill and
Other Intangible Assets,” on June 30, 2001. It requires that
goodwill and certain intangible assets will no longer be subject to
amortization, but instead will be subject to a periodic impairment
assessment by applying a fair-value based test. The Company’s
required adoption date is January 1, 2002. Adoption of SFAS No.
142 will not have a material impact on the Company’s results of
operations or financial position as substantially all of the
Company’s intangible assets continue to be subject to amortization.

Additionally, in June 2001, the FASB issued SFAS No. 143, “Asset
Retirement Obligations,” which establishes new accounting and
reporting standards for legal obligations associated with retiring
assets. The fair value of a liability for an asset retirement obligation
must be recorded in the period in which it is incurred, with the cost
capitalized as part of the related long-lived assets and depreciated
over the asset’s useful life. Changes in the liability resulting from
the passage of time will be recognized as operating expenses. SFAS
No. 143 must be adopted by 2003 and is not expected to have a
material impact on the Company’s results of operations or finan-
cial position.
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In August 2001, the FASB issued SFAS No. 144, “Accounting for
the Impairment or Disposal of Long Lived Assets,” which
supercedes both Statement No. 121, “Accounting for the
Impairment of Long-Lived Assets for Long-Lived Assets to be
Disposed Of,” and the accounting and reporting provisions for the
disposal of a segment of a business contained in APB Opinion No. 30,
“Reporting the Results of Operations—Reporting the Effects of
Disposal of a Segment of a Business, and Extraordinary, Unusual
and Infrequently Occurring Events and Transactions.” SFAS No.
144 establishes a single accounting model for long-lived assets to
be disposed of by sale and broadens the presentation of discontin-
ued operations. The provisions of SFAS No. 144 are effective
beginning in 2002 and are not expected to have a material impact
on the Company’s results of operations or financial position.

Reclassification

Certain amounts in the December 31, 1999 and 2000 financial
statements have been reclassified to conform to the current year
presentation.

3. ACQUISITION

On December 31, 2001, the Company purchased the outstanding
shares of Sterling Medivations. Sterling is a developer of innovative
insulin delivery products for people with diabetes. The acquisition
of Sterling expands the Company’s diabetes business by adding
a portfolio of FDA-cleared insulin delivery products, including
consumables for the rapidly growing insulin pump market. As a
result of the merger, the Company issued 548,056 shares of
Company common stock in exchange for all of the outstanding
Sterling common stock and preferred stock and reserved 22,024
shares for issuance upon exercise of stock options assumed in the
merger with an estimated fair market value of $61,895 plus 62,282
shares related to cash balances following the merger, Sterling stock-
holders and option holders will be entitled to up to an aggregate of
1,234,567 additional shares of Company common stock in the
future if the Sterling product line achieves specified financial goals.
In connection with the acquisition of Sterling, the Company
entered into employment agreements with four employees for
terms expiring June 2003. The excess of the cost over the estimated
fair value of net tangible assets acquired amounts to approximately
$4.1 million and has been included in intangibles in the accompany-
ing consolidated balance sheets. The $4.1 million purchase price
excess has been allocated between patents and noncompete agree-
ments. In addition, goodwill and a related deferred tax liability of
approximately $1.6 million have been recorded to reflect taxable
temporary differences existing at December 31, 2001. The acquisi-
tion has been accounted for as a purchase in accordance with SFAS
No. 141, “Accounting for Business Combinations.”

The Company’s preliminary estimate of the purchase price alloca-
tion arising from the acquisition is as follows (in thousands):

Purchase price $4,291
Less:
Net tangible assets acquired (525)
Patents (4,100)
Noncompete and employment agreements (32)
Deferred compensation (19)
Plus:
Deferred tax liability 1,591
Transaction costs of acquisition 385
Goodwill $1,591
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Notes to Consolidated Financial Statements

December 31, 2000 and 2001 (continued)

The following unaudited pro forma information has been prepared
assuming that the acquisition occurred at the beginning of the year
of acquisition (2001) and the year immediately preceding (2000).
The unaudited pro forma information is presented for informa-
tional purposes only and may not be indicative of the actual results
of operations which would have occurred had the acquisition been
consummated at the beginning of the respective periods, nor is the
information necessarily indicative of the results of operation which
may occur in the future operations of the combined entities (in
thousands, except loss per share data).

2000 2001
Pro forma revenues $4,968 $2,458
Pro forma net loss available rto common stockholders  (7,283)  (8,424)
Pro forma net loss per share (basic and diluted) $ (0.81) $ (0.82)

4. INVESTMENT IN FLUORRX, INC.

In December 1996, the Company sublicensed certain technology
to and acquired a 65% interest in FluorRx, Inc. (“FluorRx”), a
corporation organized for the purpose of developing and commer-
cializing technology related to fluorescence spectroscopy. The
Company’s interest in FluorRx is represented by two seats on the
board of directors and 1.2 million shares of convertible preferred
stock purchased for $250,000. In December 1997, March 1998,
August 1998, and April 1999, FluorRx sold additional convertible
preferred stock for net cash proceeds of $521,000, $429,000,
$511,000, and $300,000, respectively. The issuance of additional
preferred stock reduced the Company’s ownership (on a converted
basis) to 43%.

For the year ended December 31, 1997, FluorRx incurred an operat-
ing loss of $632,000 which was fully consolidated as the Company
represented FluorRx’s sole source of financial support and substan-
tially all the capital at risk related to investments and advances
from the Company. Beginning with the December 1997 funding
and through the August 1998 funding, the Company consolidated
the FluorRx losses, but with appropriate allocations to the minority
shareholders. FluorRx losses recorded by the Company during fis-
cal 1998 amounted to $306,000. Effective with the August 1998
funding, the Company began accounting for its investment in
FluorRx under the equity method of accounting. In connection
with the change in accounting from consolidation to the equity
method, the Company adjusted its investment in FluorRx to $0,
which resulted in a one-time gain of $635,000. The Company has
also suspended recording gains and losses from its investment in
FluorRx. Suspended equity (losses) gains amounted to $(342,000),
$(367,000) and $94,000 for the years ended December 31, 1999,
2000 and 2001, respectively. At December 31, 2001, the cumula-
tive suspended equity loss amounted to $1,406,000.

In 1999, 2000, and 2001, the Company paid certain patent main-
tenance and minimum royalty costs amounting to $80,000,
$226,000, and $2335,000, respectively, related to technology owned
by the Company and sublicensed to FluorRx. These costs have
been expensed as paid.

5. STOCKHCLDERS’ EQUITY
Common Stock

On February 23, 2000, the Company completed a private place-
ment of 400,000 shares of common stock. The shares were sold for
$12.50 per share resulting in gross proceeds of $5,000,000. The
Company incurred issuance costs of $197,000 which is presented
as a reduction of proceeds in the accompanying statements of
stockholders’ equity.

During the vear ended December 31, 2001, the Company issued
25,880 shares of common stock in satisfaction of minimum royalty
payments amounting to $189,000 related to the Company’s exclu-
sive rights to certain licensed technology.

In June 2001, the Company completed two private placements. On
June 4, 2001, the Company entered into an agreement with an
investor, which invested about $9.5 million in SpectRx common
stock before transaction expenses. On June 13, 2001, the Company
entered into an agreement with another investor, which invested
about $2.5 million in SpectRx common stock before transaction
expenses. The financings consisted, in total, of sales of approxi-
mately 1.9 million shares of common stock and warrants to
purchase 379,127 shares of common stock. Under the terms of the
agreements, each share of common stock was sold at a price of
$6.319 per share. The first transaction, funded on June 4, 2001,
involved the private placement of 1.5 million shares of common
stock. The second transaction, funded on June 13, 2001, involved
the private placement of 395,633 shares of common stock. The
combination of these two transactions resulted in net proceeds to
SpectRx of approximately $11.2 million after transaction
expenses. In addition, the purchasers of common stock also
received warrants to purchase an aggregate of 379,127 shares of
common stock for $9.8874 per share. These warrants expire on the
fifth anniversary of their issuance date. The warrants are valued at
approximately $1.7 million and are included in additional paid-in
capital in the accompanying consolidated balance sheets.

In October 2001, the Company issued 126,199 shares of common
stock to Abbott for gross proceeds of $1 million. The issuance of
shares of common stock was associated with a milestone under a
program to commercialize the Company’s continuous glucose mon-
itoring technology for people with diabetes.

Preferred Stock

In January 1997, the Company authorized 5,000,000 shares of
preferred stock with a $.001 par value. The board of directors has
the authority to issue these shares and to fix dividends, voting and
conversion rights, redemption provisions, liquidation preferences,
and other rights and restrictions.

In November 1999, the board of directors designated 525,000
shares of the preferred stock as redeemable convertible preferred
stock. Dividends are payable annually in cash or securities at a rate
of 6% per annum. During the years ended December 31, 1999,
2000, and 2001, the Company paid dividends in the form of
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redeemable convertible preferred stock of $14,000, $315,000, and
$315,000, respectively. The preferred shares, together with any
accrued but unpaid dividends, are convertible shares of common
stock at a conversion rate equal to the greater of $9.39 per share or
the average of the closing sales price for 30 trading days that begin
on the 15th trading day prior to the Company’s receipt of a con-
version notice sent by the holder of such shares. Also, the shares of
preferred stock automatically convert into shares of common stock
on December 31, 2004 at such conversion rate. The shares of pre-
ferred stock are mandatorily redeemable, except with respect to
100,000 shares, by the Company at $10 per share, plus accrued
but unpaid dividends, beginning on December 31, 2002, if the
Company receives a written notice from the holders of at least a
majority of the shares of preferred stock on or before the later of
September 30, 2002 or 60 days subsequent to the date that the
Company gives notice to the holders of preferred stock of its right
to redeem the shares (which notice may not be given prior to June 1,
2002). If this written election to be mandatorily redeemed is made,
one-half less 100,000 shares of the shares of preferred stock are to
be mandatorily redeemed on December 31, 2002, and the remain-
ing one-half on or prior to January 31, 2004, if the Company
achieves a revenue goal of $20 million during the year 2003. If the
Company does not achieve this goal, then of such shares of pre-
ferred stock outstanding, one-half must be redeemed prior to
January 31, 2004, and the balance by December 31, 2004.
Additionally, the Company has the option to redeem the shares of
any holder at $10 per share, plus accrued and unpaid dividends,
after receiving a notice from such holder electing to convert such
holder’s shares of preferred stock into common stock. The preferred
stock also has a liquidation of $10 per share, plus all accrued but
unpaid dividends.

In November 1999, Abbott subscribed to 525,000 shares of
Redeemable Convertible Preferred Stock for consideration of
$5,250,000 of which $2,750,000 was received in November 1999
and $2,500,000 was received in January 2000.

In September 2001, the Company entered into an agreement with
Abbott whereby Abbott waived its right to redeem 100,000 shares
of its Redeemable Convertible Preferred Stock plus the related
accrued but unpaid dividends.
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Treasury Stock

In September 2001, the Company’s board of directors approved a
stock repurchase program whereby the Company can purchase up
to $1.0 million of its common stock. As of December 31, 2001, the
Company has purchased 6,700 shares of common stock at an aver-
age price of $5.66 per share.

Stock Options

In May 19935, the Company adopted the 1995 Stock Plan (the
“Plan”) (as amended), under which 1,428,572 shares of common
stock are authorized and reserved for use in the Plan. During the
year ended December 31, 2000, the Company’s board of directors
amended the Plan by increasing the number of shares authorized
and reserved for use in the Plan by 500,000 shares of common
stock. The Plan allows the issuance of incentive stock options, non-
qualified stock options, and stock purchase rights. The exercise
price of options is determined by the Company’s board of direc-
tors, but incentive stock options must be granted at an exercise
price equal to the fair market value of the Company’s common
stock as of the grant date. Options generally become exercisable
over four years and expire ten years from the date of grant. At
December 31, 2001, options to purchase 285,063 shares of com-
mon stock were available for future grant under the Plan.

Stock option activity for each of the three years ended December
31, 2001 is as follows:

Weighted

Average

Number of  Price Per
Options Share
Qutstanding, December 31, 1998 972,913 $ 4.25
Granted 204,500 7.59
Exercised (31,130) 2.65
Canceled (31,774) 6.51
Outstanding, December 31, 1999 1,114,509 4.82
Granted 398,500 11.04
Exercised (36,712) 3.05
Canceled (46,237) 9.92
Outstanding, December 31, 2000 1,430,060 6.47
Granted 63,168 7.12
Exercised (5,361) 1.40
Canceled (97,500) 10.23
Outstanding, December 31, 2001 1,390,367 $ 6.25

The following table sets forth the range of exercise prices, number of shares, weighted average exercise price, and remaining contractual

lives by groups of similar price as of December 31, 2001:

Options Qutstanding

Options Exercisable

Weighted

Weighted Average Weighted
Number Average Contractual Number Average

Range of Exercise Prices of Shares Price Life of Shares Price
$ 0.21-% 0.70 355,003 $ 035 4.19 years 355,003 $ 0.55
$ 2.45-% 4.13 101,291 2.99 6.02 95,745 2.96
$ 5.13-% 9.00 643,805 7.58 6.70 532,552 7.53
$10.25-516.50 290,268 11.37 8.40 129,244 11.42
Total 1,390,367 $ 6.25 6.37 1,112,544 $ 5.36
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In June 1996, November 1996, and December 1996, the Company
granted options to purchase 269,652, 8,573, and 60,715, respec-
tively, shares of common stock at exercise prices of $.70, $2.45,
and $2.45 per share, respectively. In connection with the issuance
of these options, the Company recognized $304,000 as deferred
compensation for the excess of the deemed value for accounting
purposes of the common stock issuable upon exercise of such
options over the aggregate exercise price of such options. This
deferred compensation is amortized ratably over the vesting period
of the options.

In December 2001, as a result of the acquisition of Sterling
Medivations, the Company granted options to purchase 22,024
shares of common stock at an exercise price of $7.29 per share in
exchange for all the outstanding options, vested and unvested,
of Sterling.

The Company has elected to account for its stock-based compensa-
tion plan under Accounting Principles Board Opinion No. 235,
“Accounting for Stock Issued to Employees,” however, the
Company has computed for pro forma disclosure purposes the
value of all options granted in each of the three years ended
December 31, 2001 using the Black-Scholes option pricing model
as prescribed by SFAS No. 123, “Accounting for Stock-Based
Compensation,” and using the following weighted average
assumptions used for grants in 1999, 2000, and 2001:

1999 2000 2001

common stock at the end of each plan period for 85% of the lower
of the beginning or ending stock price in the plan period. At
December 31, 2001, there were 164,781 shares available for future
issuance under this plan.

6. INCOME TAXES

The Company has incurred net operating losses (“NOLs”) since
inception. As of December 31, 2001, the Company had net operat-
ing loss carryforwards of approximately $36,381,000 available to
offset its future income tax liability. The NOL carryforwards begin
to expire in 2007. The Company has recorded a valuation shares,
together with any accrued but unpaid dividends, are for all
NOL carryforwards. Utilization of existing NOL carryforwards
may be limited in future years if significant ownership changes
have occurred.

Components of deferred taxes are as follows at December 31, 2000
and 2001 (in thousands}:

Risk-free interest rate 5.09% 6.05% 4.60%
Expected dividend yield 0% 0% 0%
Expected lives 4 years 4 years 4 years
Expected volatility 58% 65% 63%

The total values of the options granted during the years ended
December 31, 1999, 2000, and 2001 were approximately
$749,000, $1,041,000, and $115,000, respectively, which would
be amortized over the vesting period of the options. If the
Company had accounted for these plans in accordance with SFAS
No. 123, the Company’s reported net loss and net loss per share
for each of the three years ended December 31, 2000 would have
increased by the following pro forma amounts (in thousands, except
per share amounts):

1999 2000 2001

Loss available to common stockholders:

As reported $(6,552) $(6,662) $(7,281)

SFAS No. 123 Pro forma (7,315)  (7,704)  (8,384)
Basic and diluted net loss per share:

As reported $ (0.82) $ (0.79) $ (0.76)

SFAS No. 123 Pro forma (0.91) $ (0.91) $ (0.87)

Employee Stock Purchase Plan

In 1997, the Company adopted an employee stock purchase plan
under which the Company may issue up to 214,286 shares of com-
mon stock. Eligible employees may use up to 10% of their com-
pensation to purchase, through payroll deductions, the Company’s

2000 2001
Deferred tax assets:
Net operating loss carryforwards $11,444 $13,825
Deferred tax liabilities:
Intangible assets $ 0 $ 1,591
Total net deferred tax asset before
valuation allowance 11,444 12,234
Less valuation allowance (11,444)  (13,825)
Total net deferred taxes . $ 0 % (1,591)

The following is a summary of the items which caused recorded
income taxes to differ from taxes computed using the statutory fed-
eral income tax rate for the years ended December 31, 1999, 2000,
and 2001:

1999 2000 2001

Statutory federal tax rate (34)% (34)% (34)%
State taxes, net of federal benefit 4) (4) (4)
Nondeductible expenses 2 2 2
Valuation allowance 36 36 36

0% 0% 0%

7. COMMITMENTS AND CONTINGENCIES
Operating Leases

Future minimum rental payments at December 31, 2001 under
non-cancellable operating leases for office space and equipment are
as follows (in thousands):

2002 $253
2003 158
2004 123
2005 24

Rental expense was $225,000, $360,000, and $333,000 in 1999,
2000, and 2001, respectively.
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Employment Agreements

In connection with the acquisition of Sterling, the Company
entered into employment agreements with four employees for
terms expiring June 2003. The agreements each provide for sever-
ance of not more than $235,000 plus benefits for termination of
employment for any reason other than cause. In the event of termi-
nation without cause, the salary and benefits are to be paid for a
term not to exceed six months.

Litigation and Claims

The Company has been subject to certain asserted and unasserted
claims, as described below, against certain intellectual property
rights owned and licensed by the Company. A successful claim
against intellectual property rights owned or licensed by the
Company could subject the Company to significant liabilities to
third parties, require the Company to seek licenses from third
parties, or prevent the Company from selling its products in certain
markets or at all. In the opinion of management, there are no
known claims against the Company’s owned or licensed intellectual
property rights that will have a material adverse impact on the
Company’s financial position or results of operations.

Legal Proceedings

In March 2000, the Company filed a Demand for Arbitration of
certain disputes arising under its License Agreement with
Altea/NIMCO and a former officer-employee of SpectRx who is
also a principal in Altea/NIMCO. The Company sought an inter-
pretation of certain portions of the License Agreement relating to
the Company’s obligation to assign future intellectual property
rights and seek relief for these and other issues. The Company also
asked for damages related to these and other issues. Altea had sent
two letters to the Company purporting to give notice of material
breach of the License Agreement for Failure to assign certain intel-
lectual property rights to Altea or NIMCO and to participate in a
joint development program and other items. Final arguments were
held October 23, 2000 and a decision was entered on November 7,
2000 and the Arbitration panel denied the claims for damages by
both parties. The panel also denied the claims by Altea/NIMCO
that SpectRx is required to continue a program of Joint Development
and all claims that SpectRx has breached the License and Joint
Development Agreement. The panel examined the scope of Joint
Technology under the Agreement and held that the two patent
applications at issue should be jointly assigned to Altea. The Panel
also resolved a dispute over stock options in effect at the time
Altea/NIMCO principal Jonathan Eppstein’s employment ended at
SpectRx. The Panel also denied the claims of both sides for attor-
ney’s fees and expenses of arbitration.

In December 2000, Altea/NIMCO filed a new Demand for
Arbitration of certain disputes arising under the licensing agree-
ment with SpectRx. Altea/NIMCO sought a decision requiring
SpectRx to jointly assign certain patents and patent applications to
Altea, holding SpectRx liable for alleged misconduct by a subcon-
tractor, declaring that SpectRx was required to engage in joint
development with Altea, and declaring that SpectRx had not
achieved commercialization under the licensing agreement. Near
the end of 2001, the parties resolved the dispute by agreeing to
amend the licensing agreement and dismiss the arbitration. The
amended licensing agreement released and discharged each of the
parties from any and all claims of any nature arising before
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December 30, 2001 of which the parties had knowledge as of
December 30, 2001. Although ownership rights in and to a limited
number of patents and patent applications remained in dispute fol-
lowing the execution of the amended licensing agreement, the par-
ties subsequently resolved all such disputes informally.

In August 2000, SpectRx filed a complaint for Declaratory
Judgment against Ampersand Medical Corp. (“Ampersand”) seek-
ing a declaration that SpectRx has not misappropriated or improp-
erly disclosed any alleged confidential information or alleged trade
secrets disclosed to it by Ampersand. Ampersand subsequently filed
a counter-suit in lllinois against SpectRx alleging that SpectRx had
misappropriated trade secrets belonging to Ampersand. The parties
announced that they had agreed to a settlement on February 1,
2002, releasing the parties from all claims.

Grant

In October 2000 and September 2001, the Company received
grants of $307,000 and $338,000, respectively, from the Center’s
for Disease Control and Prevention (“CDC”) to adapt its glucose
monitoring technology to monitor blood sugar levels of children
and elderly people with diabetes. The funding will be used to
conduct clinical studies, research ergonomic issues and to assist in
developing a plan for regulatory approval of the technology for
children and the elderly. The grant announcement represents a
commitment of more than $938,000 in funding to date from the
CDC. The Company also received a grant from the National
Cancer Institute for $130,000 in July 2001 for the Company’s
cervical cancer program.

8. RELATED-PARTY TRANSACTION

In connection with a June 1994 sale of restricted stock, the
Company loaned two officers of the Company $48,000, of which
$31,000 is outstanding at December 31, 2001. These loans are
secured by common stock of the Company held by the officers,
bear interest at 6% per annum, and become payable on December
31, 2002. Outstanding balances are classified as a reduction of
stockholders’ equity in the accompanying balance sheets.

In October 1996, the Company loaned two officers a total of
$400,000. The loans are secured by common stock of Laser
Atlanta Optics, Inc. (“LAO”) and Company shares of common
stock. The Company and LAQ are related through a common
group of shareholders. The loans bear interest at 6.72% per annum
and are due and payable in cash in October 2002. However, it is
management’s intention not to call the notes in 2002. Outstanding
balances are reflected as due from related parties in the accompa-
nying consolidated balance sheets.

9, LICENSE AND TECHNOLOGY AGREEMENTS

As part of the Company’s efforts to conduct research and develop-
ment activities and to commercialize potential products, the
Company, from time to time, enters into agreements with certain
organizations and individuals that further those efforts but also
obligate the Company to make future minimum payments or to
remit royalties ranging from 1% to 3% of revenue from the sale of
commercial products developed from the research.

The Company generally has the option not to make required mini-
mum royalty payments, in which case the Company loses the exclu-
sive license to develop applicable technology. Minimum required
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payments to maintain exclusive rights to licensed technology are as
follows at December 31, 2001 (in thousands):

2002 $3,310
2003 710
2004 310
2005 310
2006 510

During 1999, 2000, and 2001 the Company incurred royalty
expenses of $423,000, $813,000, and $1,184,000, respectively.

Additionally, the Company is obligated to obtain and maintain cer-
tain patents, as defined by the agreements.

10. COLLABORATIVE AGREEMENTS

The Company has entered into collaborative research and develop-
ment agreements (the “Agreements”) with collaborative partners
for the joint development, regulatory approval, manufacturing,
marketing, distribution, and sales of products. The Agreements
generally provide for nonrefundable payments upon contract sign-
ing and additional payments upon reaching certain milestones with
respect to technology.

Abbott

The Abbott Agreement, as amended, requires Abbott to make mile-
stone payments based on progress achieved, to remit royalties to
the Company based on net product sales, and to reimburse certain
direct expenses incurred by the Company in connection with the
development of glucose monitoring products. Reimbursed expenses
of $39,000, $827,000, and $2,801,000 for the years ended
December 31, 1999, 2000, and 2001, respectively, have been netted
with research and development expenses in the accompanying
statements of operations.

In 1997, Abbott purchased $3,000,000 of series C preferred stock
and in November 1999, subscribed to $5,250,000 of redeemable
convertible preferred stock (Note 35). The Company recorded rev-
enues of $0, $2.5 million, and $0 during 1999, 2000, and 2001,
respectively, related to the achievement of certain milestones.

At December 31, 2001, a receivable from Abbott represented 42%
of accounts receivable. The balance due was paid in January 2002.

Welch Allysn

The Welch Allyn agreement requires Welch Allyn to share equally
the operating expenses and cost of capital assets, to make milestone
payments based on progress achieved, and to pay the Company a
technology access fee. Reimbursed expenses of $524,000,
$987,000, and $831,000 for the years ended December 31, 1999,
2000, and 2001, respectively, have been netted with research and
development expenses in the accompanying statements of opera-
tions. Welch Allyn will have the exclusive rights to manufacture
and supply the cervical cancer detection system product with the
exception of a certain module. The parties have agreed to enter
into a joint venture for purposes of carrying out our commercial-
ization of the cervical product. The Company recorded revenues of
$700,000, $0, and $0 during 1999, 2000, and 2001, respectively,
related to the achievement of certain milestones.

Roche

The Roche agreement requires Roche to make milestone payments
based on progress achieved and to purchase diabetes screening
products manufactured by the Company at a predetermined profit
margin, subject to renegotiation between the parties in certain
instances. During 1999, 2000, and 2001, the Company recorded
$987,000, $124,000, and $0, respectively, in revenues related to
the achievement of certain milestones.

In July 1999, the Company received $381,000 in advance pay-
ments for inventory components with long lead times from Roche.
The balance is noninterest bearing and is due upon the date in
which Roche has received delivery of 250 diabetes screening
devices pursuant to the Roche agreement and Federal Drug
Administration Regulatory clearance has been issued.

Respironics

The Respironics agreement requires Respironics to make milestone
payments based on progress achieved and to purchase infant jaun-
dice products manufactured by the Company at a predetermined
profit margin, subject to renegotiation between the parties in
certain instances.

The Company recorded revenues of $200,000, $125,000, and
$100,000 in 1999, 2000, and 2001, respectively, related to the
achievement of certain milestones. Additionally, Respironics pur-
chased products amounting to $364,000, $479,000, and $726,000
during 1999, 2000, and 2001, respectively, from the Company.

11. BUSINESS SEGMENT INFORMATION

The Company operates in one business segment, the research and
development of medical products. The Company had no product
sales prior to fiscal year 1998. During fiscal years 1999, 2000, and
2001, total product revenues of $1,440,000, $2,219,000, and
$2,358,000, respectively, related primarily to the Company’s infant
jaundice product. The Company has licensed the right to distribute
the infant jaundice product within the United States and Canada to
Respironics. The Company distributes the product outside the
United States and Canada through a diverse group of foreign
distributors. All sales are payable in United States dollars. Product
revenues attributable to countries based on the location of the
customer are as follows (in thousands):

1999 2000 2001

United States and Canada § 364 § 837 §1,043
Europe 566 687 958
Latin America 209 191 112
Middle East 154 54 67
Asia 81 400 144
Other 66 50 34
Total $1,440 $2,219  $2,358

Because all product revenues are derived from the sale of U.S.-
produced product, the Company has no significant long-lived
assets located outside the United States.

~
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“Safe Harbor™ Statement under the Private Securities Litigation Reform Act of 1995. A number of the matters and subject areas discussed in this

report that are not historical or current facts deal with potential future circumstances and developments. The discussion of such matters and subject

areas is qualified by the inherent risks and uncertainties surrounding future expectations generally and also may materially differ from SpectRx’s actual

future experience involving any of or more of such matters and subject areas. SpectRx has attempted to identify, in context, certain of the factors that

they currently believe may cause actual future experience and results to differ from SpectRx’s current expectations regarding the relevant matter or

subject area. Such risks and uncertainties include: the early stage of its products in development, its dependence on collaborative arrangements, its

dependence on licensed intellectual property, the uncertainty of market acceptance of its products, the intense competition in the medical device industry,

the uncertainty of regulatory approval of its products, the uncertainty of additional capital to develop products, as well as those that are more fully

described from time to time in SpectRx’s reports under the heading “Risk Factors” filed with the SEC, including SpectRx’s Annual Report on Form 10-K

for the fiscal year ended December 31, 2001.
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