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a SpectRy company

SpeciRx, Inc. (NASDAQ: SPRX) is a medical technology company providing innovative detection, moni-

toring and freatment solutions for the diabetes and cancer healthcare markets. SpectRx markets the
SimpleChoice® line of innovative diabetes management products, which include insulin pump disposable i
supplies and overthe-counter diabetes festing kits. These FDA-cleared products complement its consumer
device for continuous glucose monitoring currently under development. SpectRx is also
applying its leading-edge biophotonic technology to the early detection of cancer.
Products in development include devices to detect and guide treatment of cervical

cancer and skin cancer. The combined market opportunity for SpectRx’s products is

$7 billion. For more information, visit SpeciRx's Web sites at www.spectrx.com

and www.mysimplechoice.com.




Mark“A. Samuels
Chairman & Chief Executive Officer

The year 2002 was one of refinement and focus for
SpeciRx as our people accomplished a number of important
planned milestones setting the stoge for what should be o
positive and exciting 2003. Today we are better positioned
to achieve our near-term goal of becoming a profitable
company through the sale of SimpleChoice® products, while
preserving the significant longer-term opportunity of our devel-
opmental glucose monitoring and cancer detection products.

While in many respects 2002 was a difficult year, we
were successful in focusing the company to address two
large target markets: diabetes and cancer. These fwo disease
states represent a combined market opportunity of $7 billion.
Importantly, we believe that our core technologies address
crifical needs in these markets by promising to improve the
quality of life for people with diabetes and provide early
detection and more accurote treatment of cancer.

Among the major accomplishments of SpectRx in 2002
ond early 2003 were:

s Our first iwo diabefes management products were launched
in late 2002. The SimpleChoice®reservoir, an insulin car-
tidge or syringe for insulin pumps, provides us access to @

$39 million market niche. The SimpleChoice®Alc is an
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Keith D. Ignofz
President & Chief Operating Officer

Thomas H. Muller, Jr.
Executive Vice President & CFO

over-the-counter fest to monitor the long-term glucose control
of a person with diabetes. The current prescription-based
market for the Alc test is about $165 million.

We regained the full rights to, and control of, our continuous
glucose moniforing technology. In 2003, we plan to align
with a new sirategic partner as part of our strategy 1o
accelerote the commercialization process.

Our cancer program was boosted by a $1.4 million grant
from the National Cancer Institute, positioning us fo begin
FDA pivotal clinical trials this year.

We capiiclized on the value of the BiliChek product line
by selling the business at an atractive price. Faced with
difficult financial markets in 2002, this transaction simulia-
neously avoided o highly dilutive financing and achieved
our goal of increasing our focus on more significant
opportunities in the diabetes and cancer markets. The
transaction provides us with $5 million of cash in the near
term and up to an additional $6.25 million in royalties
and earn oufs over time.

We have tcken steps to manage our resources so that we

have sufficient capital 1o grow the SimpleChoice® business

in 2003.




Helping to Conquer Two Major Diseases

Dicbetes and cancer are two of the most dreaded dis
cases. The diabetes epidemic affects more than 100 million
ceople worldwide and is o leading contributor fo blindness,
heart disease, kidney failure and disfiguring amputations.
Cancer is a painful killer of millions. While progress is being
made in the fight against these diseases, breakthroughs in
detection, monitoring and freaiment are sorely needed.

We believe that our technologies are uniquely capable
of providing @ major positive effect on both diabetes and
cancer. Short of a cure, the best treatment for diabetes is con
irolling glucose levels to reduce deadly complications. Our
continuous glucose fechnology and SimpleChoice® products
provide methods to monifor and a means fo treat through the
efficient delivery of insulin. Early detection of cancer offers the
best hope of a cure. Here, our non-invasive cancer detection
lechnologies provide instant resulis at the point of care and @
guide to more accurate freaiment.

Our vision for the company is to become o major force in
these two large and growing markets. Our products provide
better information, which leads to better outcomes.
The patient will benefit through more comferiable
and converient tests with immediate results; the
ohysician can benefit from improved information with

which to treat disease more

efficiently and effectively; and,

M the heclthcare system will enjoy
efficiencies from fewer costly false
positives and better monitoring

of treatment.

Diabetes Business

Our diabefes business is structured fo target the $260 mil-
lion of disposable products sold in the insulin pump infusion
market in the near term, while pursuing a larger opportunity
in the $4 billion glucose monitoring area over the long term.

In 2002, we developed the SimpleChoice® line of dic-
betes management products. Insulin pump users told us that
too litfle attention is focused on their pump's disposable
products. After leaming fo operate the pump, the disposable
infusion sets become the most important part of the pump
users’ personal experience. The infusion set must move with
the body and be like a part of the person. The last major
innovation in infusion sefs was in the mid-1980s when the
soft catheter was introduced to replace steel needles. Based
on our research, we believe that the market is demanding
innovalion and more convenient access fo products. Designed
with a focus on customer input and feedback, our disposable
insulin pump products are highly innovative and are designed
o improve the pump experience. SimpleChoice® products are
designed to be more like a part of the body and less like a
part of the pump addressing o wide variety of life style needs.

With a focus on quality and propriefary features, which
we believe will help to ensure demand and the long-term suc-
cess of the produci line, we launched our first two
SimpleChoice® products in late 2002. We anficipate
launching additional disposable insulin pump products in
2003.




that make a real difference

for real people.

The diobefes management product line:

SimpleChoice®reservoir—an insulin pump cartridge,
launched in December 2002
SimpleChoice®A I c—a fest for long-term glucose contral,
launched in December 2002
SimpleChoice®easy—a 30° insulin pump infusion set,
planned for 2003
SimpleChoice®quick—a 90° insulin pump infusion set,
planned for 2003
SimpleChoice®patch—an insulin pump infusion sef,
planned for 2004
We are iaking steps to have the majority of our U.S. dis-
fribution channels in ploce by year end. These channels will
include most of the larger diabetes distributors in the country.
Although SimpleChoice® is expected to provide the
majority of our revenue in 2003, we believe continuous glu-
cose monitoring, which addresses the $4 billion glucose
monitoring market, is @ much larger opportunity in the long ferm.
Cur continuous glucose monitoring fechnology measures
glucose levels in interstitial fluid (ISF) rather than blood. ISF is
the clear fluid in the body that resides between the cells and
is the transfer mechanism for glucose, insulin and other nutrients

from the circulatory system to the cells. Our device painlessly

collects @ microscopic stream of ISF through an array of shal-
low micropores created with a laser in the outer layer of skin.
Once collected, a sensor embedded in a poich can analyze
the ISF for glucose concentrations. Because our system works
outside the body, rather than as an implant, we believe that
we have the best plaiform for developing @ continuous moni-
toring product that is capable of capturing a significant portion

of the $4 billion glucose monitoring market.

We launched our first SimpleChoice® products in late
2002 and plan to introduce more products in 2003.
These products provide nearer term growth opportunities
while we develop our glucose monitoring and cancer
detection technology.

In ecrly 2003, we were successful in having Abbott
laboratories release us from our glucose monitoring collabo-
rative agreement and we are seeking o new strategic partner
that will helo us rapidly commercialize the product. We
believe the key to developing a successful product will be
joining our sampling technology fo a third-party glucose sensor
specifically designed fo work in a continuous mode.

We believe our continuous glucose monitoring technol-

ogy, combined with an expanding line of SimpleChoice®




diabefes management products, represents an outstanding

opportunity o create value for our customers and shareholders.

Cancer Detection
We believe that our technology for defecting early signs
of malignancy could become an importont weapon in the
war on cancer. Experts agree that early defection and treat-
ment offer the best hope for surviving cancer. Our technology
not only identifies disease before it becomes malignant, but
may be used to guide treatment; therefore preserving more
healthy tissue.
Our cervical cancer detection technology is designed
to help preserve the reproductive health of women
' by detecting disease early.

Our cervical carcer defection device uses proprietary
biophotonic fechnology to create an image of the cervix that
highlights the location and severity of disease at the point of
care. Unlike Pap or HPV tests, our fest does not require a tissue
sample or laboratory analysis, and the results are available
immediately. To date, more than 1,000 women have been
tested with prototype devices that have consistently provided
more accurate results than Pap tests.

We estimate the annual global market potential for a non-
invasive cervical cancer test at over $1 billion. Our market
share will be driven by the many clinical, economic and patient
benefits our technology has over conventional invasive testing.

We are very pleased with the recent endorsement of our
cervical cancer defeciion technology by the National Cancer

Institute. The $1.4 million grant, awarded after an extensive
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Cervical cancer detection profotype

and rigorous scientific review process, will be used to help
fund product development. In 2003 we expect to begin
pivotal clinical trials to support a PMA application with the
FDA. Entering pivotal clinical trials represents a significant
achievement for the company that should help in our efforts
to raise the capital necessary to complete the trials and
commercialize the product.

Additionally, our technology has the potential o pro-
vide defection and imaging of a wide variety of other
diseases including skin cancer. By using an image to guide
the physician’s biopsy or removal of cancer, we hope to pro-
vide an important new tool to combat a wide variety of

invasive cancers.

Looking Forward

We have three stated goals for 2003, to bring the
SimpleChoice® business to profilability by year’s end, to
move development ahead by aligning with a new strategic
pariner for our continuous glucose monitoring technology and
to advance development and pivotal FDA clinical trial by
separately funding the cancer business. The groundwork for
achieving these goals has been put info place and we are
moving forward. If successful in achieving these goals, we
believe that our shareholders will be rewarded.

During the coming year we will provide you with periodic
updates on our progress and encourage you fo participate in
those updates. As always, we wish to thank our shareholders,
associates and pariners for your continued support and fock

forward to a successful 2003.




Management’s Discussion and Analysis of Financial Condition

and Results of Operations

Statements in this report which express “belief,” "anficipation” 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
fo certain risks and uncertainties that could cause actual results to differ
materially from historical results or anticipated results, including those
set forth under “Risk Factors” in this “Management's Discussion and
Analysis of Financial Condition and Results of Operations” and else-
where in, or incorporated by reference, inio this report. Examples of
these uncerfainties and risks include, but are not limited to:

e access to sufficient debt or equity capital to meet our operating
and financicl needs;

e whether our products in development will prove safe, fecsible
and effective;

e our ability to continue to meet Nasdag SmallCap Market listing
standards;

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

® our need fo achieve manufacturing scale-up in a timely manner,
and our need to provide for the efficient manufacturing of suffi-
clent quantities of our products;

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

e our pafent and intellectual property position;

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

¢ the effectiveness and ultimate market acceptance of our products;
and

s the dependence on our strategic partners for funding, develop-
ment assistance, clinical trials, distribution and marketing of some
of our producis.

The following discussion should be read in conjunction with our financial
statements and notes thereto included elsewhere in this report.

Overview

We were incorporated on October 27, 1992, and since that date
we raised capilal through the sale of preferred stock, issuance of debt
securities, public and private sales of common stock, funding from col
laborative arrangements and sales of assets. Following our initial funding
in early 1993, we immediately began research and development
acliviies with the objective of commerciclizing less invasive diagnostic,
screening and monitoring products. As part of our initial business strat-
egy, we established arrangements with leading medical device com
panies for the development, commercialization and introduction of
some of our products. We developed collaborative arrangements with
Abbott, Welch Allyn and Respironics for our continuous glucose meni-
toring technology, cervical cancer detection product and BiliChek

products, respectively. Over the past year, we have sold our BiliChek
business to our collaborative partner, Respironics, and have agreed io
terminate our collaborative relationships with Abboit for our continuous
glucose monitoring product and with Welch Allyn for our cervical
cancer product. In addition, we have a collaborative agreement with
Roche related fo a dicbetes detection product, although there is cur-
renfly litle development activity with regard o this product, and we
expect no revenue from this product in the foreseecble future. We are
pursuing a collaboralive partner for our glucose monitoring product,
and we may seek to esftablish sirategic relationships with other leading
companies for the development, commercialization, and introduction
of additional products, if it is the best path to commercialization for
those products.

In December 2001, we acquired 100% of the common stock of
Sterling Medivations, Inc. [doing business as SimpleChoice®), a com-
pany formed for the purpose of developing and marketing insulin-
delivery producs.

We have a limited operating history upon which our prospects can be
evaluated. Our prospects must be considered in light of the substential
risks, expenses and difficulties encountered by entrants into the med-
ical device industry. This industry is characterized by an increasing
number of parficipants, intense competition and a high failure rate.
We have experienced operating losses since our inception, and, as
of December 31, 2002, we have an accumulated deficit of about
$48 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, mar-
keting or selling our products. Qur development efforis 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 commercializotion of our products will require substantial devel-
opment, regulatory, sales and marketing, manufecturing and cther
expendilures. We expect our operating losses fo confinue through af
least 2003 as we continue to expend substantial resources to infro-
duce our SimpleChoice product line, further the development of our
products, obtain regulaiory clearances or approvals, build our market-
ing, sales, manufacturing and finance organizations and conduct
further research and development.

Cur product revenues to date have been limited. For 2002, a sub-
stantial majority of our product line revenues have come from our
BiliChek product line, which we sold in March 2003. We expect that
the majority of our revenue in 2003 will be derived from sales of our
SimpleChoice insulin delivery products, the first product of which has
just been introduced to the market. Our other products for glucose
monitoring and cervical cancer defection are still in development.
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Management’s Discussion and Analysis of Financial Condition

and Results of Operations ccontinuea)

We currently sell our producis to disiributors, which then distribute our
products, resulling in revenues from distributor scles. The channels for
sales of our glucose moniforing and cervical cancer detection are not
currently established. The royalties that we expect 1o receive from
Respironics depend on sales of the applicable products. We or our
collaborative partner, if we secure one, may not be able fo sell suffi-
cient volumes of our products to generate substantial revenues or prof-
its for us.

Critical Accounting Policies

Cur material accounting policies that we believe are the most crifical
fo an investor's understanding of our financial results and condition are
discussed below. Because we are sfill early in our enterprise develop-
ment, the number of these policies requiring explanation are limited.
As we begin to generale increased revenue from different sources, we
expect that the number of applicable policies and complexity of the
judgmenis required will increcse.

Currently our policies that could require critical management judgment
are in the areas of revenue recognition, reserves for accounts receiv-
able, accruals of product warranties and inveniory evaluation.

o Revenue Recognition: Ve recognize revenue from sales of prod-
ucts or services upon shipment of products or delivery of services.
We also recognize milestone revenue from our collaborative
pariners when a milesione has been accomplished or when we,
and our partner, agree that o milestone is due.

e Reserve for Accounts Receivable: We estiimate losses from the
inability of our customers to make required payments and perk-
odically review the payment history of each of our customers or
subsidiaries, as well as their financial condition, and revise our
reserves os a resul.

o Accruals of Product Warranties: We book o 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 per-
formed. We periodicdlly review the level of warranty accrual
and the actual warranty work incurred and adjust these
as needed.

° |nventory 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 2002 and 2001

General. loss atiributable to common stockholders increased 1o about
$8.8 million, or $0.79 per share, in 2002 from about $7.3 million,
or $0.75 per share, in 2001. The increased loss was due primarily fo
a $3.1 million increase in expenses in 2002, entirely related to devet
opment, marketing and administrative expenses related to the
SimpleChoice product line. This was offset by an increase of $1.8 mil-
lion in gross profit in 2002 over 2001, primarily due to a $1.1 million
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milestone achievement in 2002 as compared to $0.1 million in
2001. We expect net losses fo continue. We expect no additional
milestone revenue for the foreseeable future, so we are dependent
upon the growth of product revenue, which will provide funding for
both the SimpleChoice product line as well as our development pro-
grams. It is possible that our product revenue will not meet our expec-
tations. If this were to happen, future net losses could increase as a
result of spending increases necessary to complete research, develop-
ment and clinical irials of our products, begin sales and marketing
efforts and establish manufacturing capabilities. 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 estab-
lish marketing capabilities for our SimpleChoice product line.

Revenue and Cost of Product Sales. Tofal revenues increased fo
cbout $3.8 million in 2002 from about $2.5 million in 2001. The
increase was primarily due to an increase in milestone payments
received from collaborative pariners, which increased to $1.1 million
in 2002 from about $0.1 million in 2001, Product sales increased
approximately 14% to $2.7 million in 2002 from about $2.4 million
in 2001, Revenues related to the BiliChek product line increased
approximately 8% for the year. Cost of product sales decreased
significantly to about $1.6 million for the year ended December 31,
2002 from about $2.1 million in 2001. Cost of product sales was
reduced largely as a result of reducing production overhead including
excess production capacity.

Research and Development Expenses. Research and develop-
ment expenses increased o about $5.8 million in 2002 from about
$3.8 million in 2001 primarily due to an increase of about $1.8 million
in development expense related o the SimpleChoice product line. We
expect research and development expenses o decrease mildly in the
future based upon lower expected expenditures on our glucose moni-
joring and cervica!l cancer programs, and continued expenditures as
we develop our SimpleChoice insulin delivery products.

Sales and Marketing. Sales and marketing expenses increased to
about $1.6 million in 2002 from about $846,000 in 2001. The
increase in expense was due to approximately $1.2 million of expen-
ditures related to establishing distributors, developing marketing mate-
rials, and building the infrasiructure for the SimpleChoice brand. We
expect sales and marketing expenses to increase in the future as we
expand our markefing and sales activities for our SimpleChoice product
line in support of the product launches expected to occur in 2003.

General and Administrative Expense. General and administrative
expense decreased fo about $2.8 million for 2002 from about $2.9
million in 2001, Expenses related to SimpleChoice, outside services
and insurance caused increases of about $400,000, $80,000
and $60,000, respectively, which were offset by decreases in bonus
payments [$202,000), aftorney fees {$304,000) and contfractor
R&D ($32,000).



Net Interest Income and Other Expense. Net interest income
and other expense decreased 1o a loss of about $418,000 in 2002
from an increase of about $269,000 in 2001 . The loss resulted from
lower net interest income ($164,000] and a charge related to non-
recourse loans to officers for which we received the collateral, which
was of a lower value than the outstanding balance.

Comparison of 2001 and 2000

General. Loss afiribuiable 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 milesione payments received from col-
laborative pariners in 2001 as compared to milestone payments
received in 2000. This was offset by an increase in expense reim-
bursemenis from our collaborative partners in 2001 as compared to
reimbursements in 2000 of about $2.0 million.

Revenue 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 fom 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 relaled to the BiliChek
product line increased approximately 14% for the year. Cost of prod-
uct 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 for the year ended December 31, 2001 from
about $1.7 million in 2000. Cost of product sales was reduced by
about $332,000 in 2000 due o an agreement with a collaborative
partner to reimburse us for excess capacity. Also in 2001, we toock @
one fime write off of obsolefe tooling of about $150,000.

Research and Development Expenses. Research and develop-
ment 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 mil-
lion in expense reimbursements from our collaborative pariners, partic-
ulorly reimbursements from Abbott relating to our continuous glucose
monitoring product.

Sales and Marketing. Scles and marketing expenses decreased to
about $846,000 in 2001 from about $257,000 in 2000. The
decrease in expense was due to a decrease in fravel and related
expenses incurred in 2000 relating to establishing distribution outlets
for our BiliChek product line and a reduction of costs associated with
markefing materials for those distribution channels.

General and Administrative Expense. General and adminisirafive
expense decreased from about $2.9 million for 2001 from about
$3.2 million in 2000. The decrease resulied from more favorable
rates on insurance of approximately $50,000, a reduction of

allowances on uncollectibles due to @ much higher percentoge of
collections on receivables than originally anticipated, and @ reduction
of legal expenses associated with litigation during 2001 as com-

pared 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
afiributed to the reduction in interest rates experienced during 2007,

Liquidity and Capital Resources

We have financed our operations since inceplion primarily through
orivate sales of debt and private and public sales of our equity securi
ties. From October 27, 1992 (inception) through December 31,
2002, we received approximately $54.5 million in proceeds from
sales of our debt and equity securities. At December 31, 2002, we
had cash of approximately $1.3 million and working capital of
approximately $1.1 million.

In August 2002, Abbott notified us that it intended to redeem the
$4.25 million of redeemable converiible preferred stock eligible to be
redeemed. Under a seflement agreement related fo the termination of
our collaborative arrangement with Abbott, we agreed with Abbett to
redeem the 425,000 shares of preferred stock on an extended
schedule through 2006, See Note 7.

Our major cash flows in the vear ended December 31, 2002 con-
sisted of cash outflow of $7.9 million from operations {including $8.5
million of operating loss) and $290,000 in additions to property and
equipment. Of this cash outflow from operations, $1.9 million
resulied from a prepayment of royaliies relating to our agreement with
Allea Technologies, Inc.

We have historically also received funds from milestones and reim-
bursements from our collaborative partners. About 30% of our funds
inflow has come from these sources. We are currently seeking an
additional collaborative partner for our glucose monitoring technology.
Uniil we reach an agreement with a new pariner, we expect no such
milestones or reimbursements. We have been successful in securing
grants o support some of our programs, including a $1.4 million
grant, o be spent over two years, from the National Cancer Institute
for our cervical cancer program. In March 2003, we sold the assets
related to the BiliChek products, as non-core assets, for $4.0 million
of cash af closing, on odditional $1.0 million upon completion of
some component replacement engineering work already in process,
and up to $6.25 million in royalties and earn out payments based
upon the future performance of the business as conducted by the
buyer, Respironics. We may be required fo raise additional funds
through public or private financing, additional collaborative relation-
ships or other arrangements in addition to those sources. We believe
our existing and available capital resources will be sufficient fo satisfy
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Management’s Discussion and Analysis of Financial Condition

and Results of Operations (continued)

our funding requirements through 2003, including the approximately
$700,000 due on redeemabie convertible preferred stock during the
year, although we need to secure a collaborative partner to move for-
ward with our continuous glucose program and will need funding in
addition to that provided by grants to complete our pivetal trials for
our cervical cancer product in a timely fashion.

We currently invest our excess cash balances primarily in shortterm,
investment-grade, interest-bearing obligations or direct or guaranteed
obligations of the U.S. government until such funds are utilized in oper-
ations. Substantial capital will be required 1o develop our products,
including completing product festing and clinical trials, obtaining all
required United States and foreign regulatory approvals and clear-
ances, and commencing and scaling up manufaciuring and marketing
our products. Any failure of our collaborative partners 1o fund our
development expenditures, or our inability to obtain capital through
other sources, would have a material adverse effect on cur business,
financial condition and results of operations.

New Accounting Pronouricements

In June 2001, the FASB issued SFAS No. 141, Business Combina-
tions, and SFAS No. 142, Goodwill and Other Intongible Assets. The
Company adopted SFAS No. 141 and SFAS No. 142. See
Coodwill and Other Intangible Assets in Note 2.

In June 20071, the FASB issued SFAS No. 143, Asset Retirement
Obligations, which esfablishes new accounting and reporting stand-
ards for legal obligations associated with retiring assets. The fair value
of a liability for an asset refirement 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 assef’s useful life.
Changes in the liability resuliing from the passage of fime will be rec-
ognized as operating expenses. SFAS No. 143 must be adopied by
2003 and is not expected io have o material impact on the
Company’s results of operatians or financial position.
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In October 2001, the FASB issued SFAS No. 144, Accounting for the
Impairment or Disposal of longlived Assets. SFAS No. 144 super-
cedes SFAS No. 121, Accounting for the Impairment of long-lived
Assets and for long-lived Assefs to be Disposed of, although it retains
the fundamental provisions of SFAS No. 121 related to the recogni-
tion and measurement of the impairments of long-lived assets to be
"held and used.” The Company adopted SFAS No. 144 on January
1, 2002, The March 6, 2003 sale of the BiliChek assets has been
accounted for in accordance with SFAS No. 144. See Note 13.

In June 2002, the FASB issued SFAS No. 146, Accounting for Costs
Associated with Exit or Disposal Activities. SFAS No. 146 requires
that a fiability for costs associated with an exit or disposal activity be
recognized and measured initially af fair value only when the liability
is incurred. SFAS No. 146 is effective for exit or disposal activities
that are inifiated after December 31, 2002 and is not expected fo
have a material effect on the financial statements of the Company.

In April 2002, the FASB issued SFAS No. 145, Rescission of FASB
Statements No. 4, 44, and 64, Amendment of FASB Statement
No. 13, and Technical Corrections. SFAS No. 145, among other
things, rescinds SFAS No. 4, which required all gains and losses from
the extinguishments of debt to be classified as an extraordinary item
and amends SFAS Na. 13 to require that certain lease modifications
that have economic effects similar to sale-leaseback transactions be
accounied for in the same manner as sale-leaseback transactions.
Upon adoption of SFAS No. 145, no material effects upon the
Company'’s financial statements are expected.

Quantitative and Qualitative Disclosure
Regarding Market Risk

VWe have not entered into any transactions using derivative financial
instruments and believe our exposure fo inferest rate risk, foreign cur-
rency exchange rate risk and other relevant market risks is not material.



Report of Independent Auditors

To the Board of Directors and Stockholders
SpeciRx, Inc.

We have audited the accompanying consolidated balance sheet of
SpeciRx, Inc. and subsidiary as of December 31, 2002, and the
related consolidated statements of operations, stockholders’ equity
and cash flows for the year then ended. These financial siatements are
the responsibility of the Company’s management. Our responsibility is
fo express an opinion on these financial statements based on our
audit. The finoncial statements of SpeciRx, Inc. and subsidiary as of
December 31, 2001 and for each of the two years in the period
ended December 31, 2001 were audited by other auditors who
have ceased operations and whose report dated February 14, 2002
expressed an ungualified opinion on those sfatements before the dis-
closure and restatement adjustment described in Notes 1 and 3.

We conducted our audit in accordance with auditing standards gen-
erally accepted in the United States. Those standards require that we
olan and perform the audit fo obtain reasonable assurance about
whether the financial statements are free of material misstatement. An
audit includes examining, on a test basis, evidence supporting the
amounts and disclosures in the financial statements. An audit also
includes assessing the accounting principles used and significant esti-
mates made by management, as well as evaluating the overall financial
statement presentation. We believe that our audit provides a reason-
able basis for our opinion.

In our opinion, the financial statements referred to above present fairly,
in all material respects, the consolidated financial position of SpeciRx,
Inc. and subsidiary as of December 31, 2002, and the consolidated
results of their operations and their cash flows for the vear then ended
in conformily with accounting principles generally accepted in the
United States.

As discussed above, the financial statements of SpeciRx, Inc. and sub-
sidiary as of December 31, 2001 and for each of the two vears in
the period ended December 31, 2001 were audited by other audi-
fors who have ceased operations. As described in Notes 1 and 3, the
financial statements of SpeciRx, Inc. and subsidiary as of December
31, 2001 have been restated fo reflect a purchase price allocation
adjustment 1o reverse goodwill initially recorded in the December 37,
2001 acquisition of Sterling Medivations, Inc. and record a corre-
sponding decrease in the deferred tax asset valuation allowance
account equal to the deferred fax liability established for patents
acquired. We audited the adjustments that were applied fo restate the
purchase price allocation reflected in the 2001 financial statements.

Our procedures included agreeing the deferred fox liability to the pur
chase price allocation in accordance with the asset purchase agree-
ment and the valuation of intangibles acquired. In addition, as
discussed in Note 2, the consolidated financial statements of SpectRx,
Inc. and subsidiory as of December 31, 2001 and for each of the
two years then ended have been revised fo include the disclosures
required by Statement of Financial Accounting Standards No. 148,
Accounting for Stock-Based Compensation-Transition and Disclosure,
which was adopted by SpeciRx, Inc. as of December 31, 2002. Our
audit procedures with respect to the disclosures in Note 2 with respect
to 2001 and 2000 included (a] agreeing the previously reported net
loss to the previously issued financial siatements, (b) agreeing the
adjustments fo reporied net loss representing compensation expense
and pro forma compensation expense related fo those periods to
the Company's underlying records obtained from management and
(c) testing the mathematical accuracy of the reconciliation of pro forma
net loss to reported nef loss and related loss per share amounts. In our
opinion, the purchase price allocation adjusiment and revised stock
compensation disclosures are appropriaie and have been properly
applied. However, we were not engaged to audif, review, or apply
any procedures to the 2001 financial statements of SpeciRx, Inc. and
subsidiary other than with respect to the purchase price allocation
adjustment and revised stock compensation disclosures and, accord-
ingly, we do not express an opinion or any other form of assurance on
the 2001 financial statements taken as a whole.

The accompanying financial statements have been prepared assuming
that SpeciRx, Inc. and subsidiary will continue as a going concern. As
more fully described in Note 1, the Company has incurred recurring
operafing losses and is dependent on and will need 1o obtain addi-
tional financing or generate sufficient cash flow from sales and royalty
revenue to confinue ifs development efforts and fund its operations.
These conditions raise substantial doubt about the Company's ability
to continue as a going concern. Management's plans in regard to
these matters are also described in Note 1. The financial statements
do not include any adjustments to reflect the possible future effects
on the recoverability and classification of assets or the amounts
and classification of liabilities that may result from the outcome of
this uncertainty.

/s/ Emst & Young LLP

Allanta, Georgia
March 11, 2003
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Report of Independent Auditors

NOTE: THIS IS A COPY OF THE AUDIT REPORT PREVIOUSLY 1SSUED
BY ARTHUR ANDERSEN LiP {"ARTHUR ANDERSEN") IN CONNEC-
TION WITH SPECTRX, INC.'S FORM TOK HUNG FOR THE FISCAL
YEAR ENDED DECEMBER 31, 2001. THE INCLUSION OF THIS PRE-
VIOUSLY ISSUED ARTHUR ANDERSEN REPORT IS PURSUANT TO
THE "TEMPORARY FINAL RULE AND FINAL RULE REQUIREMENTS
FOR ARTHUR ANDERSEN LLP AUDITING CUENTS” ISSUED BY THE
U.S. SECURITIES AND EXCHANGE COMMISSION IN MARCH
2002. NOTE THAT THIS PREVIOUSLY ISSUED ARTHUR ANDERSEN
REPORT INCLUDES REFERENCES TO CERTAIN FISCAL YEARS THAT
ARE NOT REQUIRED TO BE PRESENTED IN THE ACCOMPANYING
CONSOLDATED FINANCIAL STATEMENTS AS OF AND FOR THE
YEARS ENDED DECEMBER 31, 2001 AND 2000. THIS AUDIT
REPORT HAS NOT BEEN REISSUED BY ARTHUR ANDERSEN IN
CONNECTION WITH THE FILING ON FORM 10K,

To SpeciRx, 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 releted statements of opera-
tions, stockholders” equity, and cash flows for each of the three years
in the period ended December 31, 2001. These financial state-
ments are the responsibility of the Company’s management. Our
responsibility is to express an opinion on these financial staterments
based on our audits.
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We conducted our audits in accordance with auditing standards gen-
erally occepied in the United Stotes. Those standards require that we
plan and perform the cudit to obtain reasonable assuronce about
whether the financial statements are free of matericl misstatement. An
audit includes examining, on a fest basis, evidence supporting the
amounts and disclosures in the financial statlements. An audit aiso
includes assessing the accounting principles used and significant esti-
mates made by management as well as evaluating the overall financial
stafement presentation. We believe that our audits provide a reason-
able 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 sub-
sidiary as of December 31, 2000 and 2001 and the resulis of ifs
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



Consolidated Balance Sheets
December 31, 2001 and 2002

{In thousands) 2001 2002
Assets
Current Assets:
Cash and cash equivalents $ 9458 $ 1,165
Restricted cash 0 122
Accounts receivable, net of allowance for doubtful accounts of $76 and $46 in 2001 and 2002, respectively 1,229 291
Inveniories 437 643
Other current assets 408 776
Total current assets 11,532 2,997
Noncurrent Assets:
Property and eguipment, net 513 546
Infangibles 4,132 3,852
Due from related parties 557 77
Total noncurrent assets 5,202 4,475
$16734 $ 7472

Liabilities and Stockholders’ Equity

Current Liabilities:

Accounts payable

$ 1,018 § 565

Accrued liabilities 1,194 666
Redeemable preferred siock—short term portion 0 700
Total current liabilities 2,212 1,931
Collaborative Partner Advance 381 381
Redeemable Preferred Stock 4,769 4,324
Stockholders’ Equity:
Preferred stock, $.001 par value; 5,000 shares authorized, 100 shares issued and
outstanding as preferred stock in 2001 and 2002, respectively 1,125 1,185
Common stock, $.001 par value; 50,000 shares authorized, 11,187 and
11,263 shares issued and outstanding in 2001 and 2002, respectively 11 I
Additional paid-in capital 47,604 47,913
Treasury siock, at cost (38 [38)
Deferred compensation (19} (88)
Notes receivable from officers (371) 147)
Accumulated deficit {39,280)  |48,100)
Total stockholders” equity 9,372 836

$16734 $ 7472

The accompanying notes are an integral part of these consolidated balance sheets.
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Consolidated Statements of Operations
For the Years Ended December 31, 2000, 2001 and 2002

In Thousands Except Per Share Data) 2000 2001 2002
Revenues:
Product sales $ 2219 $2,358 $ 2,698
Colloborative agreements 2,749 100 1,100
Total revenue 4,968 2,458 3,798
Costs and Expenses: ’
Cost of product sales 1,732 2.064 1,624
Research and development 5,804 3,842 5,827
Sales and marketing 957 846 1,649
General and administrative 3,177 2,941 2,785
Total cosis and expenses 11,670 9,693 11,885
Operating loss (6,702) {7,235) (8,087}
Interest Income (Expense), net 334 254 Q1
Other Income (Expense), net 21 15 {509)
Net Loss (6,347) (6,966} (8,505)
Preferred Stock Dividends {(315) {315) [315)
Loss Attributable to Common Stockholders $(6,062) $(7,281} $ (8,820
Basic and Diluted Net Loss Per Common Share $ (079 $ {075 $ (0.79)
Basic and Diluted Weighted Average Shares Outstanding 8,429 Q646 11,209

The accompanying nofes are an integral part of these consolidated statements.,
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Consolidated Statements of Stockholders’ Equity
For the Years Ended December 31, 2000, 2001 and 2002

Noies
Additional Receivable Stockholders’
Preferred Common Stock Paidn Treasury Deferred From Accumulated {Defici)
ftn Thousands) Stock Shores  Amount  Capifal Siock  Compensation  Officers Deficit Equily
Balance, December 31, 1999 $ O 805 $8 32588 §$ 0 $ (58) $(31) $(25,337)  $ 470
- Issuance of common stock 0 406 1 4,863 0 0 0 0 4,864
Exercise of sfock opfions 0 37 0 107 0 0 0 0 107
Employee sfock purchase plan 0 9 0 69 0 0 0 0 o)
Amortization of deferred :
compensation 0 0 0 0 0 58 0 0 58
Dividends on preferred sfock 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 Q 30,027 0 0 {31 {(31,999) {1,094)
Issuance of common stock 0 2668 2 16,508 0 0 0 0 16,600
Conversion fo 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 siock 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 siock options 0 0 0 0 0 (19} 0 0 (19)
Dividends 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) 13N [39,280) 9,372
Amortization of deferred
compensation 0 0 0 0] 0 37 0 0] 37
Issuance of common stock
for services 0 46 0 118 0 0 0 0 118
Non-employee stock options 0 21 0 142 0 (106) 10) 0 20
Employee stock purchase plan 0 16 0 67 o 0 0 0 67
Sterling acquisition adjustments 0 7) 0 (18] 0 0 0 0 {18
Dividends on preferred stock 60 0 0 0 0 0 0 {315) [255)
Net loss 0 0 0 0 0 0 0 (8,505) {8,505)
Balance, December 31, 2002 $1,185 11,263  $11 $47.913  3(38] $ (88) $147) $148,100) § 836

The accompanying nofes are an integral part of these consolidated statements.
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Consolidated Statements of Cash Flows
For the Years Ended December 31, 2000, 2001 and 2002

(in Thousands] ‘ 2000 200] 2002
Cash Flows From Operating Activities:
Net loss $(6,347) $16,966]  $(8,505)

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

Depreciation and amortization 400 360 533
Loss on relirement of property and equipment 0 116 5
Amortization of deferred compensation 58 0 54
Loss on notes due from related parties 0 0 508
Issuance of common stock for services 0 0 118
Changes in operating assets and liabilities:
Accounts receivable (307] 30 338
Inventories 60 44 (206}
Other current assets (173} (11} (368)
Accounts payable 350 (85) (453)
Accrued liabilities 414 121 (528)
Total adjustments 802 575 601
Net cash used in operating ccfivities (5,545] (6,391} [7.904)
Cash Flows From Investing Activities:
Additions fo property and equipment (440 (90 {290
Acquisition of Sterling Medivations, net of cash and cash equivalents 0 198 (18]
Net cash used in investing activities {440) 108 (308]
Cash Flows From Financing Activities:
Issuance of common stock, net of issuance costs 4,980 12,199 70
Treasury stock purchase 0 (38] 0
Issuance of redeemable convertible preferred stock 2,500 0 0
Due from related parties (29) (29) (29)
Net cash provided by financing activities 7,451 12,132 41
Net Change in Cash and Cash Equivalents 1,466 5,849 (8,171}
Cash and Cash Equivalents, beginning of year 2,143 3,609 ?.,458
Cash and Cash Equivalents, end of year $3,600 $ 9458 $1,287

Cash Paid For:
Interest $ 3 2 % 0

Supplemental Schedule of Noncash Investing and Financing Activities:

Payment of dividends in the form of preferred stock and redeemable convertible preferred stock $ 315§ 315 § 315
Commeon stock issued for royalty payments $ 60 $ 189 § 118
Common stock issued in acquisition of Sterling Medivations 3 $ 4229 $ (18
Stock options issued in acquisition of Sterling Medivations $ $ 62 % 0

The accompanying notes are an infegral part of these consolidated statements.
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Notes to Consolidated Financial Statements
December 31, 2001 and 2002

1. Organization, Background and Basis of Presentation

SpeciRx, Inc. (the "Company” or “SpeciRx") fogether with ifs subsid-
iary, Sterling Medivations, each a Delaware corporation, is @ medical
technology company developing and providing products for the dia-
betes and non-invasive diagnostic markets. The Company uses its
technologies to develop minimally-invasive fluid sampling procedures,
insulin delivery products and cancer defeciion products. The Company's
goal is to introduce products that reduce or eliminate pain, are
convenient to use, and provide rapid results of the point of care,
thereby improving patient well-being and reducing health care costs.
The Company's products are based upon a variety of proprietary tech-
nologies. The Company’s producis in development for glucose monitor
ing and cancer detection are based upon its propriefary biophotonic
fechnologies. The technologies employed in its insulin delivery prod-
ucts, including those under development, are designed to deliver
insulin more comfortably and effectively to pecple who have dicbetes.

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 @
collaborative partner. See Note 3.

On March 6, 2003, SpeciRx sold the assets used in its infant jaundice
detection products to Respironics, Inc., ifs former collaborative partner
in these products. See Note 13.

The financial statemenis of SpeciRx, Inc as of December 31, 2001 and
for each of the two years in the period ended December 31, 2001,
were audited by other auditors who have ceased operations. As
described in Note 3, the financial stalements of SpectRx, Inc. as of
December 31, 2001 have been restated to reflect a purchase price
allocation adjustment to reverse goodwill initially recorded in the
December 31, 20071 acquisition of Sterfing Medivations and record
a corresponding decrease in the deferred tox asset valuation
allowance account equal to the deferred tax liability established for
palents acquired.

Basis of Presentation

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
enfrants into the medical device industry. This industry is characterized
by on increasing number of parficipants, infense competition and a
high failure rate. The Company has experienced operating losses
since its inception, and, as of December 31, 2002, it has an accu
mulated deficit of $48.1 million. To date, the Company has engaged
primarily in research and development efforts. The Company first
generated revenues from product sales in 1998, but doss not have

significant experience in manufaciuring, 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 prod-
ucts. Moreover, required regulatory clearances or opprovals may not
be obtained in a timely manner, or at all. The Company’s producis
may not ever gain market acceptance, and the Company may not
ever generafe significant revenues or achieve profitability. The devel
opment and commercialization of the Company's products will require
substantial development, regulatory, sales and marketing, manufacturing
and other expenditures. The Company expecis operating losses to
continue through at least 2003 as it continves to expend substantial
resources to complete development of its products, obicin regulatory
clearances or approvals, build its markefing, sales, manufacturing and
finance organizations and conduct further research and development.

In addition, a pertion of the Company's revenues and profits are
expected 1o be derived from royalties that it will receive from
Respironics resulting from sales of the infant jaundice products and
from the insulin delivery products developed by its subsidiary, Sterling.
The royalties that the Company expecis to receive from Respironics
and manufacturing profits from Sterling depend on sales of these prod-
ucts. The Company infends to market its insulin delivery products directly
to disiributors and other customers. The Company and Respironics
may not be able to sell sufficient volumes of its products to generate
substantial royalties, distribution profits and manufacturing profits for
the Company.

The Company's financial statements have been prepared and presented
on a basis assuming it will continue as a going concern. Management
is evaluating various funding alternatives and believes funds will be
available either from obtaining additional financing or from sales and
royalty revenue sufficient to support planned operations through
December 31, 2003. However, there can be no assurance that the
Company will be able ‘o raise additional funds or achieve planned
sales volumes. These conditions raise substantial doubt about the
Company’s ability to continue as a going concern through at least
December 31, 2003. These financial statements do not include any
adjusiments o reflect the possible future effects on the recoverability
and classification of assets or the amounts and classification of liabilities
that may result form the outcome of this unceriainty.

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 manage
ment to make estimates and assumptions that affect the reported
amounts of assets and liabilities af the date of the financial statements
ond the reported amounts of revenues and expenses during the reporting
period. Actual results could differ from those estimates.
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Notes to Consolidated Financial Statements (continued)
December 31, 2001 and 2002

Principles of Consolidation

The accompanying consolidated financial statements include the
accounts of SpectRx and its subsidiary, Sterling Medivations. Al
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 o be cash or cash equivalents.

Inventories

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

2001 2002

Raw materials $ 208 § 475
Work in process 38 3
Finished goods 101 165
Total inventories $ 437 % 643

Advertising Costs

All odvertising costs are expensed as incurred. Approximately
$513,000, $93,000 and $107,000 were charged fo advertising
expense for the years ended December 31, 2002, 2001, and
2000, respectively.

Property and Equipment

Property and equipment are recorded at cost. Depreciation is com-
puted using the straight-ine mathod over estimated useful lives of three
to seven years. Expenditures for repairs and maintenance are expensed
as incuired. Property and equipment are summarized as follows at
December 31, (in thousands:

2001 2002
Equipment $1,953 $2,234
Fumiture and fixtures 394 261
2,347 2,495
less accumulated depreciation 1,834 1,040
Property and equipment, net § 513 § 546

Goodwill and Cther Intangible Assets

The Company adopted Statement of Financial Accounting Standards
["SFAS") No. 142, Goodwill and Other Intangible Assets, on January 1,
2002. Under the new rules, goodwill and intangible assets with
indefinite lives are not subject to amortization but will be subject to @
periodic impairment assessment by applying o fairvalue based test.
Separate intangible assets that are not deemed 1o have an indefinite
life will continue to be amortized over their useful lives.

As of December 31, 2002, goodwill of $57,000 relates to the
excess of the purchase price cf Sterling over the fair value of nef assets
acquired. Intangible assets relate o the excess of the purchase price
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of Sterling over the fair value of tangible net assets acquired. As of
December 31, 2002, the financial statements include intangible
assets of $4.2 million, net of amortization of $337,000. These intan-
gible assefs include $4.1 million reloted 1o patents as well as
$32,000 related to non-compete and employment agreements
acquired in the Sterling acquisition which are being amortized over
13 year ond 18 month periods, respectively.

Patent Costs

Costs incurred in filing, prosecuting, and maintaining patents are
expensed os incurred. Such costs aggregated approximately
$550,000, $445,000 and $411,000 in 2000, 2001 and 2002,

respectively.

Clinical Trials

Costs associated with infernal clinical fricls are expensed as incurred
and contracted clinical frials are expensed as each patient is seen.

Accounts Receivable

Accounts receivable at December 31, 2002, include receivables due
from product sales. There were no significant concentrations of credit
risk in 2002. The Company performs periodic credit evaluations of its
customers financial condition and generally does not require collateral.
For December 31, 2002, uncollectible accounts written off totaled
approximately $30,000.

Accrued Liabilities

Accrued liabilities are summarized as follows at December 31,
{in thousands):

2001 2002

Accrued compensation $ 483 $205
Accrued royalties 360 33
Other accrued expenses 351 428
Accrued liabilities $1,194  $666

Revenue Recognition

In accordance with Staff Accounting Bulletin No. 101, Revenue
Recognition in Financial Statements, the Company records revenue
from product sales at the fime the product is shipped or title passes
pursuant o 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 recorded at gross
which includes all shipping and handling costs, and recognized only
when the Company has no significant future performance obligation.
Revenue from collaborative agreements is recorded when milestones
have been met. Periodic license fee payments under colloborative
agreements related to future performance are deferred and recog-
nized as income when eamed.



Research and Development

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

Income Taxes

The Company uses the liability method of accounting for income taxes
in accordance with SFAS No. 109, Accounting for Income Taxes.
Under this method, deferred tax assets and liabilities are determined
bosed on differences between the financial reporiing and tax bases of
assets and liabilifies and are measured using the enacted tax rates
and laws that will be in effect when the differences are expected to
reverse. Management provides valuation allowances against the
deferred tax assets for amounts which are not considered more likely
than not to be realized.

Stock Based Compensation

In December 2002, the Financial Accounting Standards Board, ["FASB"),
issued SFAS No. 148, Accounting for Stock-Based Compensation-
Transition and Disclosure. SFAS 148 amends SFAS No. 123,
Accounting for Stock-Based Compensation, to provide alternative
methods of transition for a voluntary change to the fair value method
of accounting for stock-based compensation. In addition, SFAS
No. 148 amends the disclosure requirements of SFAS No. 123 to
require prominent disclosures in both annual and interim financial
stafements about the method of accounting for stock-based employee
compensation and the effect of the method on reported results.

The Company uses the intrinsic value method for valuing its awards of
stock options and recording the related compensation expense, if any,
in accordance with Accounfing Principles Board ("APB") Cpinion
No. 25, Accounting for Stock Issued to Employees, and related inter-
pretations. No stock-based employee or director compensation cost
for stock options is reflected in net income, as all options granted have
exercise prices equal to the market value of the underlying common
stock on the date of grant. The Company records compensation
expense related to options granted to non-employees based on the
fair value of the award.

The following table illustrates the effect on net loss and loss per share
if the Company had applied the fair value recognition provisions of
SFAS No. 123 fo stock-based employee compensation. {in thousends):

Years Ended December 31,

2000 2001 2002

Net loss, as reported $(6,347) $(6,966] ${8,505)
Deduct: Total stock-based employee

compensation expense determined

under fair value based method

for all awards $(1,042) $(1,103) $ (767)
Pro forma net loss $(7,389) $(8,069) $(9,272)
Pro forma net loss attributable

to common stockholders $17,704) $(8,384) $(9,587)
Net loss atiributable o

common stockholders per share
Basic & Diluted—as reported $ 10790 $ 1076 $ (0.79)
Basic & Diluted—pro forma $ (091) $(0.87) $ (0.8%)

Fair Value of Financial Instruments

The book values of cash, accounts receivable, accounts peyable, and
other financial instruments approximate their fair values principally
because of the short-term maturities of these instruments. The fair value
of the Company’s collaborative partner advance is estimated based
on the amount payable fo settle the fliability. Under this method, the
fair value of the Company's collaborative partner advance was not
significantly different than the stated value at December 31, 2001
and 2002.

New Accounting Pronouncements

In June 2007, the FASB issued SFAS No. 141, Business Combina-
tions, and SFAS No. 142, Goodwill and Other Intangible Assets. The
Company adopled SFAS No. 141 and SFAS No. 142. See Goodwill
and Other Infangible Assets in Note 2.

In June 2001, the FASB issued SFAS No. 143, Asset Retirement
Obligations, which establishes new accounting and reporting stond-
ards for legal obligations associated with refiring 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 fime will be rec-
ognized 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 financial position.
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Notes to Consolidated Financial Statements (continued)

December 31, 2001 and 2002

In October 2007, the FASB issued SFAS No. 144, Accounting for the
Impairment or Disposal of long-Lived Assets. SFAS No. 144 supercedes
SFAS No. 121, Accounting for the Impairment of long-lived Assets
and for long-lived Assets io be Disposed of, clthough it retains the fun-
damental provisions of SFAS No. 121 related to the recognition and
measurement of the impairments of long-lived assets to be "held and
used.” The Company adopted SFAS No. 144 on Janvary 1, 2002
The March 6, 2003 sale of the BiliChek assets has been accounted
for in accordance with SFAS No. 144. See Note 12.

In June 2002, the FASB issued SFAS No. 146, Accounting for Costs
Associated with Exit or Disposal Activities. SFAS No. 146 requires
that a liability for cosls associated with an exit or disposal activity be
recognized and measured initially af fair value only when the liability
is incurred. SFAS No. 146 is effective for exit or disposal activities
that are initiated after December 31, 2002 and is not expected fo
have a material effect on the financial statements of the Company.

In April 2002, the FASB issued SFAS No. 145, Rescission of FASB
Statements No. 4, 44, and 64, Amendment of FASB Statement
No. 13, and Technical Corrections. SFAS No. 145, cmong other
things, rescinds SFAS No. 4, which required all gains and losses from
the extinguishments of debt to be classified as an extraordinary item
and amends SFAS No. 13 to require that certain lease modifications
that have economic effects similar to sale-leaseback fransactions be
accounted for in the same manner as scle-leaseback transactions.
Upon adoption of SFAS No. 145, no material effects upon the
Company’s financial statements are expected.

3. Acquisition

On December 31, 2001, the Company purchased the ouistanding
shares of Sterling Medivations, now doing business as Simple Choice.
Sterling is @ developer of innovative insulin delivery products for peo-
ple with diabetes. The acquisition of Sterling expands the Company’s
diabetes business by adding a portfolic of FDA-cleared insulin deliv-
ery products, including consumables for the rapidly growing insulin
pump market. As a result of the merger, the Company issued o total of
612,562 shares of the Company’s common stock in exchange for all
of the outstanding Sterling common stock and preferred stock and
reserved 22,151 shares of our common stock for issuance upon
exercise of stock options assumed in the merger with an esfimated fair
market value of $62,159. Following the merger, Sterling stockholders
and opticn holders will be entilled to receive up to an aggregate of
1,234,567 odditional shares of Company common stock in the future
if the Sterling product line achieves specified financicl goals. In con-
nection with the acquisition of Sterling, the Company enfered into
employment agreements with four employees for terms expiring june
2003. The excess of the ccst over the estimated fair value of net
tangible assets acquired amcunts o approximately $4.1 million and
has been included in intangible assets in the accompanying consoli-
dated balance sheets. The $4.1 million purchase price excess has
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been allocated between patents and non-compete agreements. In
addition, goodwill and a related deferred tax liability of approxi-
mately $1.6 million have been recorded 1o reflect taxable temporary
differences existing of December 31, 2001, The acquisition has been
accounted for as a purchase in accordance with SFAS No. 141,
Accounting for Business Combinations.

The financial stalements of SpeciRx, Inc. as of December 31, 2001
included goodwill and a related tox liability of approximately
$1.6 million for taxable temporary differences existing at December 31,
2001 reloted 1o the acquired pafents and non-compete agreements.
The financial statements of SpectRx, Inc. as of December 31, 2007
have been restated to reflect a purchase price dllocation adjusiment to
reverse the goodwill initially recorded and record o corresponding
decrease in the deferred fax asset valuation allowance account equal
to the deferred tox liability established for patents acquired.

The restated allocation of the purchase price of $4.291 million and
transaction cost of $385,000 arising from the acquisition is as follows
{in thousands):

Net tangible assets acquired $525
Patents 4100
Non-compete and employment agreements 32
Deferred compensation 19

During 2002, the Company recorded additional price adjusiments
resulting in $57,000 of goodwill.

The following unaudited pro forma information has been prepared
assuming that the acquisifion occurred at the beginning of the year of
acquisition {2001} and the year immediately preceding {2000). The
unaudited pro forma information is presented for informational pur
poses only and may not be indicative of the actual results of operc-
tions which would have occurred had the acquisition been
consummated af 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 datal.

2000 2007
Pro forma revenues $4,068 $2,458
Pro forma net loss attributable to
common stockholders $(7,283) $i8,424)
Pro forma net loss per common share
|basic and diluted) $ (0.81) $ (0.82)

4. Investment in FluorRx, Inc.

In December 1996, the Company sublicensed certain fechnology to
and acquired a 65% interest in FluorRx, Inc. ["FluorRx"), a corporation
organized for the purpose of developing and commercializing tech-
nology related 1o fluorescence speciroscopy. The Company's interest
in FluorRx is represented by two seats on the board of directors and




1.2 million shares of convertible preferred sicck purchased for
$250,000. In December 1997, March 1998, Augusi 1998, and
April 1999, FluorRx sold additional convertible preferred stock for net
cash proceeds of $521,000, $42%,000, $511,000 and $300,000,
respectively. The issuance of additional preferred siock reduced the
Company’s ownership [on an as converted basis) 1o 43%. Effective
with the August 1998 funding, the Company began accounting for
FluorRx under the equity method of accounting. In connection there-
with, the Company began suspending the equity losses from our
investment in FluoRx.

Cn June 18, 2002, the board of directors of FluorRx approved a
series of actions that resulted in dissolution of that corporation and its
business. Those actions were subsequently approved by the FluorRx
stockholders, and effective August 15, 2002, FluorRx was dissolved.
There is no impact on the Company’s Statement of Operations or
Balance Sheet for the year 2002.

5. Stockholders’ 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 stock-

holders'" equity.

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

in June 2001, the Company completed two private placements. On
June 4, 2001, the Company entered info 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 fransaction expenses.
The financings consisted, in fofal, of sales of approximately 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 com-
mon stock was sold at o price of $6.319 per share. The first fransac-
fion, funded on June 4, 2001, involved the private placement of 1.5
million shares of common stock. The second fransaction, 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 1o SpectRx of approximately $11.2 million after transac-
tion expenses. In addition, the purchasers of common sfock also
received warrants o purchase an aggregaie 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 September 2001, the Company's board of direciors approved @
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 af an average
price of $5.66 per share. No shares were repurchased in 2002.

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 o milesione under @
program to commercialize the Company’s continuous glucose monitor-
ing technology for people with diabetes.

During the year ended December 2002, the Company issued
46,101 shares of common stock valued at $118,125 in satisfaction
of minimum royalty payments related fo the company’s exclusive rights
to certain licensed patents.

In November 2002, the Company issued a nofe fo a former employee
for the exercise of options for 21,000 shares of common stock. The
shares are held in escrow for collateral on the note. The note is
payable upon sale of all the shares or December 31, 2003, whichever
occurs earlier. During 2002, the Company recognized approximately
$19,000 in compensation expense associated with the issuance of
this note. The outstanding note balance as of December 31, 2002 of
approximately $16,000 is reflected in stockholders” equity.

Preferred Stock

In January 1997, the Company authorized 5,000,000 shares of pre-
ferred stock with a $.001 par value. The board of directors has the
authority fo issue these shares and o fix dividends, voting and conver-
sion 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 af a rate of
6% per annum. During the years ended December 31, 2000, 2001
and 2002, the Company accrued dividends in the form of redeemable
convertible preferred stock of $315,000 in each vear. The preferred
shares, together with any accrued but unpaid dividends, are convertible
info common shares at the greater of $9.39 per share or the average
of the closing sales price for 15 days prior and 15 days subsequent
io the conversion and auvtomatically convert on December 31, 2004
at the then conversion rate. The shares were mandatorily redeemable
at $10 per share, plus accrued bul unpaid dividends, at the later of
September 30, 2002 or 60 days subsequent o the date upon which
the Company gives notice to Abbott of Abbott's right to redeem
the shares [which notice may not be given prior to June 1, 2002].
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Notes to Consolidated Financial Statements (continued)
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The shares have a liguidation preference 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 info an agreement with
Abbott whereby Abbott waived ifs right to redeem 100,000 shares of
its Redeemable Convertible Preferred Stock plus the related accrued
but unpaid dividends.

In September 2002, Abbott delivered notice of its election to cause
the redemption of the 425,000 shares of redeemable convertible pre-
ferred stock eligible for redemption. On March 7, 2003, the
Company reached a seftlement with Abbott regarding their disputes in
connection with the prior fermination of the parties’ Research &
Development and license Agreement and the election of Abbott fo
have shares of the Company's preferred siock held by Abbott
redeemed by the Company. Abboft had previously elected 1o have
425,000 shares of the Company's preferred stock redeemed, with
162,500 shares to be redesmed on December 30, 2002 ot $10
per share, plus accrued dividends, and the remaining shares to be
redeemed no later than January 31, 2004, Under the setilement,
which included mutual releases, the Company has ogreed to make
quartery payments to Abbott during 2003 and 2004 and end of the
year lump sum payments in 2005 and 2006 to redeem 425,000
preferred shares and to pay cccrued dividends as to such shares. The
Company’s yearly financial obligations to Abbott under the agreement
are approximately $0.7 million, $1.3 million, $1.8 million and $1.9
million for 2003, 2004, 2005 and 20006, respectively. Under the
setlement, neither party admitted any liability or wrongdoing.

Stock Options

In May 1995, the Company adopted the 1995 Stock Plan (the
“Plan”} {as amended), under which 1,654,001 shares of common
stock are authorized 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 for use in the Plan
by 500,000 shares of common stock. The Plan allows the issuance of
incentive stock options, nonqualified stock options, and sfock pur-
chase rights. The exercise price of options is defermined by the
Company's board of directors, 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 fen years from the
date of grant. At December 31, 2002, options to purchase 112,941
shares of common stock were available for future grant under the Plan.

Stock option activity for each of the three years ended December 31,
2002 is as follows:

Weighted

Average

Number of Price Per

Options Share

Outstanding, December 31, 1999 1,114,509 $ 4.82
Granted 398,500 11.04
Exercised (36,712) 3.05
Canceled {46,237) 3.92
Qutstanding, December 31, 2000 1,430,060 6.47
Granted 63,168 7.2
Exercised 15,361) 1.40
Canceled |97,500) 10.23
Outstanding, December 31, 2001 1,390,367 6.25
Granted 329,029 4.22
Exercised [21,429) 0.70
Canceled {157,807) 8.16
Qutstanding, December 31, 2002 1,541,060 $ 5.70

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

by groups of similar price as of December 31, 2002:

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-% 0.70 333,574 $ 0.54 3.17 vyears 333,574 $ 0.54
$ 1.46-% 4.26 174,015 2.35 7.1 35,670 2.86
$ 5.00-% 9.00 794,210 6.93 6.59 570,762 /.34
$10.13-$16.50 239,261 11.22 7.47 156,806 11.24
Total 1,541,060 $ 570 6.05 1,156,812 $ 554
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In june 1996, November 1996, and December 1996, the Company
granted options fo 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 com-
pensation 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
was amortized ratably over the vesting period of the options.

In December 2001, os @ result of the acquisition of Sterling, the Com-
pany granted options fo purchase 22,024 shares of common sfock af an
exercise price of $7.29 per share in exchange for all the outsianding
options, vested and unvesled, of Sterling. As of December 31, 2002,
8,561 of these shares remain available for exercise.

The Company has elected to account for ifs stock-based compensa-
tion plan under APB Opinion No. 25, Accounting for Stock Issued fo
Employees, however, the Company has computed for pro forma dis-
closure purposes the value of all options granted in each of the three
years ended December 31, using the Black-Scholes option-pricing
model as prescribed by SFAS No. 123, Accounting for Stock-Based
Compensation, and using the following weighted average assump-
tions used for grants in 2000, 2001 and 2002:

2000 2001 2002
Risk-free interest rate 6.05% 4.60% 3.75%
Expected dividend vield 0% 0% %
Expecied lives 4years 4 vyears 4 years
Expecied volatility 65% 63% 78%

During the year ended December 31, 2002, the Company recorded
deferred compensation of $106,000 in connection with options to
purchase 40,000 shares of common stock outstanding to a non-
employee. These options were issued in exchange for services. The vesk
ing period provided for one-quarter vesting annually. Approximalely
$35,000 was expensed in 2002 relating to these options.

Company shares outstanding and reserved December 31, 2002, are
as follows:

Common

Shares
Options outsianding under employee incentive plan 1,541,060
Options available under employee incentive plan 121,502
Shares reserved under employee stock purchase plan 148,275
Shares reserved for exercise of warrants 379,127
Shares reserved for converiible preferred stock conversion 138,754

Employee Stock Purchase Plan

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

at the end of each plan pericd for 85% of the lower of the beginning or
ending sfock price in the plan period. At December 31, 2002, there
were 148,275 shares available for future issuance under this plan.

6. Income Taxes

The Company has incurred net operating losses {"NOLs") since incep-
tion. As of December 31, 2002, the Company had net operating loss
carryforwards of approximately $47,446,490 available to offset ifs
future income tax liability. The NOL carmyforwards begin to expire in
2007. The Company has recorded a valuation allowance 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,
{in thousands):

2001 2002

Deferred tax assets:

Net operating loss carryforwards $13,825 $18,030
Deferred tax liabilities:

Intangible assets and other $1,591 $1,313
Total net deferred taxes before valuation allowance 12,234 16,717
Valuation allowance (12,234}  {16,717)
Total net deferred taxes $ —  $ —

The following is a summary of the items which caused recorded
income taxes to differ from taxes computed using the siatutory federal
income tax rate for the years ended December 31:

2000 2001 2002
Statutory federal tax rate (34)%  (34)%  (34)%
State taxes, net of federal benefit vy 14) (4)
Nondeductible expenses 2 2 0
Valuation allowance 36 36 38

0% 0% 0%

7. Commitments and Contingencies

Operating Leases

Future minimum rental payments ot December 31, 2002 under non-
cancellable operating leases for office space and equipment are as
follows (in thousands):

2003 $214
2004 74
2005 24
2006 0]

Rental expense was $360,000, $333,000 and $288,000 in
2000, 2001 and 2002, respectively.
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Notes to Consclidated Financial Statements (continued)
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Employment Agreements

In connection with the acquisition of Sterling, the Company entered
info employment agreements with four employees for terms expiring
June 2003. The agreements each provide for severance of not more
than $235,000 plus benefits for termination of employment for any
reason other than cause. In the event of termination without cause, the
salary and benefits are to be paid for a term not to exceed six months,
Two of these employees have since left the Company. Expense incurred
under these arrangements amounted to $70,000 during 2002.

Litigation and Claims

The Company has been subject to certain asserted and unasserted
claims, against certain infellectual 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 ifs
products in certain markefs cr at all. In the opinion of management,
there are no known claims against the Company’s owned or licensed
infellectual property rights that will have o material adverse impact on
the Company’s financial position or results of operations.

Legal Proceedings

in September 2001, the Company announced its agreement with
Abbott to postpone payment of a $1.0 million milestone due pursuant
to an amendment to an agreement signed September 4, 2001, On
May 17, 2002, the Company nofified Abbott that it infended to pur-
sue the alternative dispute resolution provisions of its agreement with
Abbott regarding the nonpayment of this milestone. The Company
had provided Abbott with nctice of its achievement of the milestone,
but Abbott had disputed whether the Company had met the required
conditions for the milestone payment and whether the payment was
due. On September 21, 2002, the Company received full payment
of the $1.0 million milestone.

In January, 2003, the Company announced that it had given notice
that it was initiating actions required to terminate our research, devel
opment and license agreement with Abbott fo jointly develop o con-
finuous glucose monitor. We further announced that it was withholding
payment due in connection with the redemption of the shares of the
Company's preferred stock held by Abbott as an offset to claims
which have also been made by the Company’s under its agreement
with Abbott. Under the terms of the preferred stock, 162,500 shares
of SpectRx preferred stock were required to be redeemed on
December 30, 2002 at $10 per share. The Company also announced
that we had asked the U.S. patent office to resolve an inventorship
dispute involving issued Abbott patents related to Abbott's glucose
monitoring technology. Abbott exercised the right 1o terminate the
agreement on January 7, 2003. A settement with Abbott Laboratories
was reached on March 7, 2003 regarding the disputes in connection
with the prior termination of the parties Agreement and the election of
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Abbott to have shares of the Company's preferred stock redeemed,
with 162,500 shares to be redeemed on December 30, 2002 at
$10 per share, plus accrued dividends, and the remaining shares fo
be redeemed no later than January 31, 2004. Under the sefflement,
the Company has agreed to make quarterly payments o Abbott dur
ing 2003 and 2004 and end of the year lump sum payments in
2005 and 2006 fo redeem 425,000 preferred shares and to pay
approximately $0.7 million, $1.3 million, $1.8 million and $1.9 mil-
lion for 2008, 2004, 2005 and 2006, respectively.

Grants

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 mon-
iforing technology to monitor blood sugar levels of children and eld-
erly people with diabetes. The funding will be used to conduct clinical
studies, research ergonomic issues and to assist in developing a plan
for regu\ofory opprovo! of the fechno|ogy for children and the e\der|y,
The grant announcement represents a commitment of more than
$238,000 in funding to date from the CDC. As of December 31,
2002, $122,000 remains available under this grant. This amount is
reflected as restricted cash on the Consolidated Balance Sheet at
December 31, 2002.

In July 2001, the Company received a grant from the National
Cancer institute for $130,000 for the Company’s cervical cancer pro-
gram. in February 2003, the Company received an additional $1.4
million grant from the National Cancer Institute to further studies info
the company’s cervical cancer program.

All funds received from grants are recorded as reductions in Research &
Development expenses on the Company's Income Statements.

8. Related-Party Transactions

In connection with a June 1994 sale of approximately 325,500 shares
of restricted stock, the Company loaned two officers of the Company
$48,000, of which $31,000 is outstanding at December 31, 2002.
These full recourse loans were secured by the related common stock of
the Company held by the officers, bore interest at 6% per annum, and
became payable on December 31, 2002. Quistanding balances are
classified as a reduction of stockholders’ equity in the accompanying
balance sheefs. These notes were fully satisfied in January and
February 2003, and the collateral was released.

In October 1996, the Company loaned two officers a total of
$400,000. The loans were secured by shares of common siock of
laser Atlanta Optics, Inc. ["LAC") and shares of the Company's com-
mon stock. The Company and LAO are related through a common
group of shareholders. The loans, which were recourse only to the
extent of the collateral, bore interest at 6.72% per annum and became

due and payable on December 31, 2002. During February 2003,



SpectRx took possession of the collateral, As of December 31, 2002,
these loans have been written down to their estimated fair value of
$57,000, which represents the value of the collateral shares at
December 31, 2002. The resulting charge to operations in 2002
was approximately $508,000.

9. License and Technology Agreements

As part of the Company's efforts to conduct research and development
activities and fo commercialize potential products, the Company, from
fime 1o fime, enters info agreements with certain organizations and
individuals that further those efforts but also obligate the Company to
make future minimum poyments or to remit royclties ranging from 1%
to 3% of revenue from the sale of commercial products developed
from the research.

The Company generally has the opfion not to make required minimum
royalty payments, in which case the Company loses the exclusive
license to develop applicable technology. Minimum required pay-

ments to maintain exclusive rights fo licensed technology are as follows
at December 31, 2002 (in thousands):

2003 $1,500
2004 0
2005 200
2006 200
2007 200

During 2000, 2001 and 2002 the Company incurred royalty
expense of $813,000, $1,184,000 and $1,088,821, respeciively.

Addifionally, the Company is obligated to obtain and maintain certain
patents, as defined by the agreements,

10. Collaborative Agreements

During 2002, the Company had collaborative research and develop-
ment agreements [the "Agreements”] with collaborative pariners for the
joint development, regulatory approval, manufacturing, marketing, dis-
tribution and sales of products. The Agreements generally provided for
nonrefundable payments upon confract signing and additional pay-
ments upon reaching certain milestones with respect to technology.

Abbott

The Abbott Agreement, as amended, required Abbott to make mile-
sione payments based on progress achieved, to remit royalties 1o the
Company based on nef product sales, and to reimburse certain direct
expenses incurred by the Company in connection with the develop-
ment of glucose monitoring products. Reimbursed expenses of
$827,000, $2.8 million and $745,000 for the years ended
December 31, 2000, 2001 and 2002, respectively, have been
netted with research and development expenses in the accompanying
statements of operations. The Company recorded revenues of

$2.5 million, $0, and $1.0 million during 2000, 2001 and 2002,

respectively, related o the achievement of cerfain milestones.

In 1997, Abbott purchased $3.0 million of series C preferred stock
and in November 1999, subscribed to $5.25 million of redeemable
convertible preferred sfock [Nofe 5). In 2001, the Company entered
info 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. In 2002, Abbott deliv-
ered notice of its election to cause the redemption of the 425,000
shares of the redeemable convertible preferred stock eligible for
redemption. At December 31, 2001, a receivable from Abbott repre-
senfed 42% of accounts receivable. The balance due was paid in
January 2002.

In Januory 2003, the Company’s agreement with Abbott was termi-
nated. See Notes 5 and 7.

Welch Allyn

The Welch Allyn Agreement required Welch Allyn to share equally the
operating expenses and cost of capital assefs, 1o make milestone pay-
ments based on progress achieved, and to pay the Company a fech-
nology access fee. Reimbursed expenses of $987,000, $831,000
and $0 for the years ended December 31, 2000, 2001 and 2002,
respectively, have been nefied with research and development expenses
in the accompanying stolements of operations. In November 2002,
Welch Allyn and the Company agreed fo terminate this Agreement.

Roche

The Roche Agreement requires Roche fo 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 2000, 2001 and 2002, the Company recorded
$124,000, $0 and $0, respectively, in revenues related 1o the
achievement of cerfain milestones.

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

Respironics

The Respironics Agreement required Respironics fo 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 $125,000,
$100,000 and $100,000 in 2000, 2001 and 2002, respectively,
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related to the achievement of certain milestones. Additionally, Respironics
purchased products amounting to $47%,000, $726,000 and
$900,000 during 2000, 2001 and 2002, respectively, from the
Company. On March 6, 2003, the Company sold its infant jaundice
product line and assets to Respironics. See Note 13.

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 fo fiscal year 1998. During fiscal years 2000, 2001, and
2002, total product revenues of $2,219,000, $2,358,000 and
$2,698,000 respectively, related primarily to the Company’s infant
jaundice product. The Company had licensed the right to distribute the
infant jaundice product within the United Stotes and Canada to
Respironics. The Company distributed the product oufside the United

States and Canada through o diverse group of foreign distributors. Al
sales are payable in United States dollars. Product revenues attributa-
ble fo countries based on the location of the customer are as follows

(in thousands):
2000 2001 2002

United States and Canada $ 837 $1,043 $1,602
Europe 687 @58 822
Latin America 191 112 26
Middle East 54 67 37
Asia 400 144 182
Other 50 34 29
Total $2,219  $2,358  $2,698

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

12. Selected Quarterly Consolidated Financial Information (unaudited)

Quarter Ended
March June September  December  March June September  December
31, 30, 30, 37, 31, 30, 30, 31,

{in thousands except per share data) 2001 2001 2001 2001 2002 2002 2002 2002
Total Revenue 621 635 570 632 652 774 1,598 774
Cost of Goods Sold 501 506 410 647 424 393 356 451
Operating Income [2,346) [1,402) {1,633) (1,854) [2,4006) (3,196) (1,073) (1,412)
Net loss {2,310) [1,360) (1,527) (1,769 |2,370) (3,175} (1,049) (1,911)
Preferred Stock Dividends 179) 79} (78) (79 79 179 (78) 179
loss Attributed to Common Stockholders [2,389) (1,439 (1,605) (1,848 (2,449) (3,254 (1,127} (1,990}
Net loss Per Share

Basic $(0.28 $ 016 $ 1015 $ 018 ${022 $ (029 % 0.10) $ 10.18)

Diluted $ (028 $ (016 $ (015 $10.18 $ 022 $1(029 %1010 $ 10.18)
Weighted Average Common shares Outstanding

Basic 8512 0,048 10,428 10,550 11,202 11,197 11,210 11,249

Diluted 8,512 9,048 10,428 10,559 11,202 11,197 11,210 11,249

The Company recorded a $508,000 charge to operations in December 2002 for the exiinguishments of officer loans. See Note 8

13. Subsequent Events

On March 6, 2003, the Company sold its BiliChek Non-invasive
Bilirubin Analyzer product line and related assefs to Respironics, Inc.
Respironics had previously been the exclusive U.S. licensee and dis-
fributor of the product line. The base cash purchase price was $4 mik-
lion with an additional $1 million to be paid based upon completion
of product development work, and up to an additional $6.25 million
to be paid in royaliies and earn out payments over the next five years
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based upon the achievement of certain operating results. The sale of
the BiliChek products enables the Company to focus on expanding ifs
diabetes and cancer detection businesses. At December 31, 2002,
fixed assets of approximately $443,000, which were fully depreci-
ated, and inventory of $643,000 were included in the sale. BiliChek
revenue was approximately $2.5 million in 2002, which represents
65% of the Company's tofal revenue for the year.
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6025A Unity Drive
Nercross, GA 30071
770-242-8723
bwells@spectrx.com

Stock Listing and Stock Price
Summary

The Company’s Common Stock is
fraded on the NASDAQ SmallCap
Market under the symbol SPRX. As

of February 24, 2003, there were
approximately 2,300 beneficial owners
of the Company’s Common Stock.

Quarter Ended High Llow
3/31/02 $7.18  $4.46
6/30/02 $6.60  $3.00
9/30/02 $3.91  $1.45

12/31/02 $2.31  $1.09

“Safe Harbor" Statement under the Private Securities Lifigation 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 circumsiances and developments. The discussion of such mafters and

subject oreas is qualified by the inherent risks and uncertainties surrounding future expectaiions generally and also may materially differ from

SpectRx’s actual future experience involving any of or more of such matlers and subject areas. SpeciRx has attempted fo identify, in context,

certain of the factors that they currently believe may cause actual future experience and results to differ from SpeciRx's current expeciaiions

regarding the relevant matter or subject area. Such risks and uncertainties include: the ability of the Company to continue as a going concemn,
the early stage of products in development, the uncertainty of market acceptance of preducts, the uncertainty of development or effectiveness

of distribution channels, the intense competition in the medical device industry, the uncertainty of capital fo develop products, the uncertainty of

regulatory approval of products, dependence on licensed intellectual property, as well as those that are more fully described from fime io time

in SpeciRx's reporis under the heading “Risk Factors” filed with the SEC, including SpectRx’s Annual Report on Form 10K for the fiscal year
ended December 31, 2002 and subsequent quarterly reports.




ITF

SPEGTR

WWwW. specirx.com
www. mysimplechoice.com




