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Angiotech Pharmaceuticals, Inc. is dedicated to enhancing the performance of medical devices and
biomaterials through the innovative use of pharmacotherapeutics.




Forward-Looking Statements and Cautionary Factors That May Affect Future Results

Statements contained in this annual report that are not based on historical fact, including without limitation statements containing the words
“believes,” “may,” “plans,” “will,” “estimate,” “continue,” “anticipates,” “intends,” “expects” and similar expressions, constitute “forward-
looking statements” within the meaning of the U.S. Private Securities Litigation Reform Act of 1995.

Such forward-looking statements involve known and unknown risks, uncertainties and other factors that may cause the actual results, events
or developments to be materially different from any future results, events or developments expressed or implied by such forward-looking
statements. Such factors include, among others, the following: general economic and business conditions, both nationally and in the regions
in which we operate; technology changes; competition; changes in business strategy or development plans; the ability to attract and retain
qualified personnel; existing governmental regulations and changes in, or the failure to comply with, governmental regulations; adverse results
in drug discovery and clinical development processes; failure to obtain or enforce patent protection for discoveries; commercialization
limitations imposed by patents owned or controlled by third parties; dependence upon strategic alliance partners to develop and
commercialize products and services based on our work; patents, liability and other claims asserted against us; the requirement for substantial
funding to conduct research and development and to expand commercialization activities; other factors referenced in our filings with the
Securities and Exchange Commission; and any other factors that may affect performance.

While we believe that our available cash, working capital, expected interest income, expected royalty revenue and estimated funding from
corporate partnerships, should be sufficient to finance our operating and capital needs for the next several years, our funding needs may vary
depending upon a number of factors including: progress of our research and development programs; costs associated with completing clinical
studies and the regulatory process; collaborative and license arrangements with third parties; opportunities to in-license complementary
technologies; cost of filing, prosecuting and enforcing our patent claims and other intellectual property rights; potential acquisitions and
technological and market developments. Consequently, we may need to raise additional funds or incur debt to continue to conduct our re-
search and development programs and to commence or to continue the preclinical studies and clinical studies necessary to obtain marketing
approval. In such an event, we intend to seek additional funding through public or private financings, arrangements with corporate partners,
and from other sources. No assurance can be given that additional funding will be available on favourable terms, or at all. If adequate capital
is not available, we may have to substantially reduce or eliminate expenditures in our operations. Insufficient financing may also require that we
relinguish rights to certain of our technologies that we would otherwise develop.

To the extent possible, management implements strategies to reduce or mitigate the risks and uncertainties associated with our business. In
addition to those noted above, operating risks include (i} our ability to successfully complete preclinical and clinical development of our prod-
ucts, (i) the ability to obtain and enforce timely patent and other intellectual property protection for our technology and products, (jii) decisions,
and the timing of decisions made by health regulatory agencies regarding approval of our technology and products, (iv) the ability to complete
and maintain corporate alliances relating to the development and commercialization of our technology and products, {v) market acceptance of
our technology and products, (vi) the competitive environment and impact of technological change, and (vii) the continued availability of capital
to finance our activities.

Given these uncertainties and risk factors, readers are cautioned not to place undue reliance on such forward-looking statements. We disclaim
any obligation to update any such factors or to publicly announce the result of any revisions to any of the forward-looking statements contained
to reflect future results, events or developments.




Financial Snapshot:
(Cdn GAAP, note: 15 month is audited; three and 12 month periods are unaudited)

3 Months Ended 12 Months Ended 15 Months Ended
December 31, December 31, December 31,
(in thousands of Canadian dollars) 2003 2003 2003*

Product sales 3,436 11,130 11,130
License fees 6,536 10,705 10,859
Royalty revenue 3,563 5,794 5,809

Total revenue 13,535 27,629 27,798

Cost of goods sold — product sales 1,785 6,655 6,655
License & royalty fees on royalty revenue 1,269 2,572 2,603
Research & development 5,902 18,556 21,027
Selling, general & administration 6,791 23,437 26,214
Amortization 5,570 13,545 14,617

Total expenses 21,317 64,765 71,116
Operating loss (7,782) (37,136) (43,318)

Other (expenses) income:

Foreign exchange (loss) (13,028) (27,527) (27,942)
Investment & other income 1,737 3,131 3,745
Interest expense — capital lease - (101) (101)

Total other (expenses) income (11,291) (24,497) (24,298)
Loss for the period (19,073) (61,633) (67,616)

Cash & short-term investments 383,577 *Fiscal Year End Changed from September
30 to December 31, effective December

Other current assets 14,003 31, 2003

Total current assets 397,580
Liabilities & Shareholders’ Equity 520,716
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DRUG-COATED MEDICAL DEVICES

AND BIOMATERIALS SYSTEMIC PROGRAMS

TAXUS™ Express?™ Coronary Stent System PAXCEED™
CE Mark (1) ¢  Phase | psoriasis: results {4)
Canadian approval (7) * Phase Il rheumatoid arthritis:
FDA panel review & unanimous recommendation completion of enroliment (14)
for approval (13)

FDA 2004 approval (17)

Paclitaxel-eluting peripheral vascular wrap

e Commencement of first clinical trial (8)
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Taxus IV — The U.S. pivotal, prospective, randomized trial
of the slow-release polymer-based paclitaxel-eluting
TAXUS™ stent.

Enroliment of the TAXUS IV clinical trial began in March
2002. Using the Boston Scientific Express®™ laser cut,
balloon-expandable stent and Angiotech’s proprietary
paclitaxel technology (Angiotechknowledgy™), the nine
month clinical trial results were one of the most
anticipated presentations at the Transcatheter Therapeu-
tics Conference in Washington, D.C.

Consistently Low Revascularization Rates

The study reported a target lesion revascularization
(TLR) rate of 3.0 percent in the TAXUS group compared
with 11.3 percent in the control group (p=<0.0001).
TLR, or retreatment rate, is one of the most accurate
indicators of the performance of drug-eluting stent
technology.

97% Effective

Only three percent of patients required retreatment
at the site of the lesion where the stent was placed.
In addition, 0.6 percent of patients required a
coronary bypass graft (CABG) compared with 3.1
percent of bare-metal stent patients, a highly
significant statistical result (p<0.001).

Promising Results in Diabetics

Diabetic patients are more likely than non-diabetic
patients to experience restenosis following
angioplasty and bare-metal stenting. This higher-
risk group seems to benefit from the effects of
paclitaxel, including those who are insulin
dependent. Approximately 40 percent of coronary
interventions could include diabetics in the future.

Consistently Demonstrated Performance
in Various Lesion Types

Similar to diabetics, patients with longer lesions and
small vessel disease have worse outcomes with
bare-metal stents. However, those who received
the TAXUS stent responded equally well across all
lesion lengths and stent diameters.

Reference: Stone GW, Ellis SG, Cox DA, Hermiller J, et al. “A Polymer-
Based, Paclitaxel-Eluting Stent in Patients with Coronary Artery Dis-
ease.” The New England Journal of Medicine. 2004;350:221-31

"Boston Scientific holds a worldwide co-exclusive license from Angiotech
for the rights to develop and market paclitaxel-coated coronary, peripheral

and gastrointestinal stents using our technology.
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“The approval of the TAXUS system marks an
important opportunity for clinicians in the United
States. In paclitaxel, we now have a multi-
functional drug that is safe and highly effective. The
TAXUS system has shown impressive results across
=2wide range of patients. lts performance has been

lesions.”

Gregg Stone, M.D., Vice Chairman of the Cardiovascular
Research Foundation at the Lenox Hill Heart and
Vascular Institute in New York, and Principal Investigator
of the TAXUS IV clinical trial.

Control TAXUS

TLR Target Lesion Revascularization

PCI Percutaneous Coronary Intervention

CABG Coronary Artery Bypass Graft
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ANGIOTECH AND ITS SUBSIDIARIES

1

Angiotech Pharmaceuticals, Inc.
Vancouver, BC (Canada) - Headquarters and Research

Cohesion Technologies, Inc.
Palo Alto, CA (U.S.) - Products and Research

STS Biopolymers, Inc.
Henrietta, NY (U.S.) - Products and Research

MCTec, B.V.
Venlo, The Netherlands - Products and Manufacturing

Angiotech International, SA
Zug, Switzerland - International Subsidiary
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DRUG-COATED MEDICAL DEVICES
AND BIOMATERIALS

Preclinical

Clinical

Approved

) TAXUS™ Express®™
(paclitaxel-eluting coronary stent)

_ COOK V-Flex Plus™ PTX
(paclitaxel-eluting coronary stent)
Peripheral Paclitaxel-Eluting Stent

Perivascular Wrap

Adhibit™ (drug-loaded anti-adhesion barrier)

CoSeal® (drug-loaded vascular sealant)

CoStasis® (drug-loaded surgical hemostat)

BIOMATERIALS

CoSeal® Vascular Sealant
Adhibit™ Anti Adhesion Barrier
(cardiac surgery)

CoStasis® Surgical Hemostat

Adhibit™ Myomectomy (pivotal)

Adhibit™ Endometriosis

SYSTEMIC PROGRAMS

PAXCEED™ for Rheumatoid Arthritis

PAXCEED™ for Psoriasis

COATING TECHNOLOGY

SLIP-COAT® Lubricious, Hydrophilic Coating
ECHO-COAT® Uitrasound Imaging Coating

MEDI-COAT® Drug Delivery Coatings




Solving Medical Problems Through Innovation

Problem: Bypass surgery is designed to “bypass”
the site of obstruction to blood flow. The injuries
created during the surgery lead to scar formation
and ultimately, graft failure.
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Problem: An adhesion is an abnormal
connection between tissues. Surgery can
sometimes cause adhesions, which can lead
to a variety of problems, such as infertility or
bowel obstruction. Adhesions typically occur
(40-90 percent of the time) at the site of a
surgical procedure.
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Problem: Sealants are used during various types of
surgery to prevent leakage of liquids, gases or solids.
The majority of competing sealants contain human or
animal products, and carry the potential risk of disease
transmission or infection.

ovel; fully synthetic sealing agent designed to optimize healing
tissue surfaces, suture lines and synthetic grafts during
ormulation was first approved in Europe and then the U.S.
pplication, CoSeal® quickly forms a flexible
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To Our Shareholders: In 2003, Angiotech joined the ranks of select few life sciences companies that have
introduced innovative breakthrough products on a global scale.

Among Angiotech’s many accomplishments in 2003, the most significant certainly include the launch of the paclitaxel-
eluting stent in Europe, Canada, and other international markets by our corporate partner Boston Scientific, and an FDA
panel’s unanimous recommendation that the TAXUS™ Express?™ stent be approved for sale in the U.S. market. Formal
FDA approval was received in March 2004, which we see as the crowning achievement in Boston’s weli-executed
development program. We are equally pleased to have been recognized during this period with the prestigious Technology
Pioneer Award by the World Economic Forum in Geneva.

Angiotech is uniquely positioned to be a leader in an industry where it is now proven that local drug delivery can produce
medical breakthroughs and blockbuster products on a scale that was formerly the domain of traditional pharmaceutical
companies. Our success as an industry pioneer with the paclitaxel-eluting stent is having a significant impact on the lives
of people with cardiovascular disease, the most common disease in the Western World. Our vision is to continue to build
this burgeoning specialized sector of the pharmaceutical industry, and to continue seeking compelling solutions for unmet
medical needs through the use of drug-loaded medical devices and biomaterials. The paclitaxel-eluting coronary stent
may be a “first-of-a-kind” in this regard, but it is not a “one-of-a kind” in terms of drug-coated device possibilities.

Building on our long-term vision to create a global multi-product company, we completed two strategic acquisitions of
U.S. companies in 2003, Cohesion Technologies, Inc. and STS Biopolymers, Inc., which jointly more than doubled our
size, strengthened our internal capabilities, and expanded our product offerings. Among the new products are three
surgical biomaterials, as well as biopolymer coatings used on medical devices. We are confident that the talented people
and technologies of Cohesion and STS will play pivotal roles as Angiotech continues to develop next-generation drug-
loadable products.

We also announced a major partnership in 2003 with Baxter Healthcare to manufacture, distribute and market CoSeal®.

This alliance (with an option for Adhibit™) will enable us to maximize CoSeal’s market reach by leveraging Baxter's global
marketing capabilities and sales force, while we focus our own resources on developing drug-loaded biomaterial products
and advancing our clinical programs. On that note, we were involved in six clinical trials unrelated to the paclitaxel-eluting
stents in 2003, two of which are European pivotal studies. Several additional clinical trials are expected to be launched as
our R&D projects move forward.




eine Chief Executive Offftieer

it

G

Hunter, Presic

Or. Williern

STS Blopolymars




Drug-Coated Medical Devices &
Biomaterials. 2003 was a landmark year, starting with
the approval of the TAXUS™ paclitaxel-coated stent
system in Europe by our corporate partner, Boston
Scientific. In September, the much-awaited U.S. pivotal
data was released, demonstrating 97% effectiveness; an
FDA expert panel’s unanimous recommendation for the
stent followed shortly thereafter. As a result of the FDA’s
formal approval of TAXUS™ in March 2004, interventional
cardiologists and patients in the U.S. have access to a
product that has shown promising benefits in even the
most difficult patient to treat - the diabetic. Qur stent
technology has captured a dominant market share almost
everywhere it has been launched.

In September, we commenced enrollment in our
paclitaxel-loaded surgical vascular wrap program, treating
patients with peripheral vessel disease. This proprietary
product now introduces to the vascular surgeon the same
paclitaxel technology that is being exploited by the
cardiologist today. Peripheral vessel disease represents a
large unmet medical need. Millions of people are
symptomatic and, in its most severe form, can resuit in
leg amputation. If successful, our paclitaxel-loaded
surgical wrap would not only improve the lifespan of a
by-pass graft around a diseased vessel, but spare a
patient from the loss of a limb and other complications.

Biomaterials Clinical Programs. Throughout the
year, we received U.S., European, and Canadian
regulatory approval for a new premix configuration of
CoSeal®, our fully synthetic vascular sealant. The new
premixed CoSeal® affords surgeons greater flexibility, is
simpler to use, can be stored at room temperature, and
has a two-hour lifespan once activated.

We are very excited about the prospects of expanding
uses for both CoSeal® and Adhibit™; three related studies
were commenced in 2003, including two

European pivotal studies initiated by our subsidiary,
Cohesion Technologies, Inc. In February 2003, we
commenced a pivotal study with CoSeal® to establish its
safety and effectiveness as a pulmonary sealant. The
second pivotal study, which began last summer, involves
Adhibit™, an anti-adhesion barrier applied at the time of
surgery to prevent painful internal scar formation in
women undergoing uterine fibroid removal. In Canada, a
feasibility study evaluating Adhibit™ for the prevention of
painful adhesions following surgery for endometriosis
commenced in October and will be followed by a U.S.
study in the latter half of 2004.

We believe CoSeal® and Adhibit™ are ideally suited for
the millions of minimally invasive surgical procedures
performed annually. Developing the market for these
products is a priority, not only in terms of maximizing
future sales but also facilitating the medical community’s
reception to next-generation drug-loaded biomaterials.
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Invent. Integrate. Innovate.™
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Identifying Agents to Combat Medical Device
Failure. Implanted devices commonly fail because of
recurring biological responses. Angiotech works to solve
device failure problems by identifying the right agents to
control these responses.

Screening Drugs with a Reduced Risk
Strategy. We reduce development risk and
timelines by working with approved drugs. We
screen proprietary and generic drugs as well as
compounds that have reached a minimum of
phase Il clinical development.

Local Drug Delivery Gets the Drug
Where It Is Most Needed. The advan-

tage with local drug delivery is that biological
responses can be precisely controlled at the site of
the implant using minute quantities of drug. Side
effects are minimized by avoiding

exposure to a drug where it is not needed.

Paclitaxel: Anti-Cancer Drug
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QOur vision is to continue the pursuit of drug-loading medical devices and biomaterials. Although news coverage of drug-
eluting coronary stents tends to dominate shareholder attention, there are important lessons to draw from coronary

stents that apply to our business strategy.

Drug-Loading for Competitive Advantage.

The ability to combine pharmaceutical agents with medical
devices can greatly enhance the performance of these
devices, as evidenced by the TAXUS™ stent. Minute
amounts of the drug paclitaxel combined with a coronary
stent enhance the performance of the device several
hundred fold when compared to that of its bare-metal
counterpart. In an industry where the marketplace is divided
among four or five major device manufacturers, the drug-
eluting coronary stent has changed the competitive
landscape virtually overnight. Indeed, Angiotech’s partner
Boston Scientific has become the market leader in virtually
every market where TAXUS™ Express?™ is available. The
bare-metal stent market is expected to continue to shrink
as physicians, patients, and payer groups switch to the
more effective drug-eluting stents. Market conversion and
premium pricing together wifl generate a drug-eluting stent
market estimated to be U.S. $5 billion in 2005.

Drug-Eluting Stent is the First-of-a Kind not a
One-of-a Kind. Following an exhaustive investigation
to determine which of the 120 million medical devices and
biomaterials implanted annually might benefit from drug-
loading, our scientists and business development
professionals have identified numerous commercially
attractive opportunities. Through drug-loading various
devices, patient care and outcomes can be significantly
enhanced and costly repeat procedures to replace failed

devices can be reduced. Drug-loadable technology that
improves the safety and efficacy of medical devices and
surgical procedures ultimately conserves much-needed
healthcare system resources, whether privately or publicly
funded.

The Integration of Two Industries: The
Angiotech Advantage. Angiotech is best described
as a specialized pharmaceutical company that is uniquely
positioned at the intersection of two complimentary, robust
industries - pharmaceutical research and medical device
manufacturing. Our approach to solving medical problems
is predicated on leveraging established biology and
pharmacology science to develop new platforms for drug
delivery, namely medical devices and biomaterials.

Licensing & Partnerships: The Value
Proposition. From a licensing perspective, we provide
an attractive value proposition for pharmaceutical
companies by finding new uses for their approved drugs
that can bring additional revenue, which is particularly
compelling in the case of their looming patent expirations.
For device manufacturers, we can establish partnerships
that share the costs and risks associated with novel drug-
device development. Partnerships also allow us to leverage
the capabilities of a device manufacturer with established
platforms, engineering, sales and marketing while
contributing our own expertise in pharmacology, drug-
delivery, biomaterial, and polymer chemistry.
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adhesion barriers are solid barriers.

Facts on Endometriosis

*  Affects 6-10% of women of reproductive age,
causing infertility in about 30-40% of these patients.

In 2002, 1.4 million women in U.S. were diagnosed
with endometriosis.

40% of patients will undergo surgical treatments.

Facts on Uterine Fibroids
¢ The most common solid pelvic tumor in women.
e | e  Presentin as much as 70% of the female population.

175,000-200,000 hysterectomies and 40,000
myomectomy procedures are performed in U.S.
each year due to uterine fibroids.

27
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In 2003 We Conducted Six Clinical
Programs, Including Two European
Pivotal Trials.

We reduce the risk of clinical development and regulatory
review by combining approved drugs with approved
devices and approved biomaterials. For example, pacli-
taxel, a drug discovered in the 1960s has been used
extensively as an anti-proliferative compound and has an
established clinical profile — an important consideration
when dealing with regulatory authorities. Boston Scien-
tific, our corporate partner, conducted the first clinical trials
of paclitaxel-coated stents in October 2000 and gained
European approval in February 2003.

Clinical Targets for the Paclitaxel-eluting Vascular
Wrap Program.

Patients diagnosed with peripheral vascular disease undergoing
“below the knee” femoral-popliteal arterial bypass surgery, will
receive a traditional graft or a graft plus Angiotech’s paclitaxel-
loaded biodegradable vascular wrap.

1 4 Femoral-popliteal graft (Study commenced Sept, 2003)
2 e« Femoral-femoral graft (Future target)

3 lliac graft (Future target)
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We are among the first companies to develop an
extensive intellectual property portfolio of products
combining approved pharmaceutical agents, such as
paclitaxel, with medical devices and surgical implants.
Recognizing the importance of intellectual property in
our industry, we plan to continue to aggressively pursue
patent protection in the United States and other
significant markets, as well as protect trade secrets and
know-how as our biological assays uncover additional
important drug-device combinations.
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Charter of Board Governance and
Expectations

Our charter of Board Governance & Expectations
outlines responsibilities of the Company’s Board of
Directors, and identifies the personal and professional
conduct expected of the directors.

Our shareholders, and our senior management team,
have been the beneficiaries of an active, skilled, and
independent Board of Directors who provide oversight
in the conduct of our business during our period of
dynamic growth.

For a complete description of our Corporate Gover-
nance Charters, Code of Ethics for Senior Management,
please visit our website at www.angiotech.com
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Management’s Discussion & Analysis of Financial
Condition and Results of Operations

(All amounts following are expressed in Canadian dollars unless otherwise indicated.)

In September 2003, we announced a change in our fiscal year end
from September 30 to December 31, effective as of December 31,
2003. We have reported our annual consolidated financial statements
for the fifteen month period ended December 31, 2003 (“the transition
year”). The following information should be read in conjunction with
the audited financial statements for the fifteen month period ended
December 31, 2003 and related notes prepared in accordance with
Canadian generally accepted accounting principles (“GAAP”).

Overview

We are a Canadian company dedicated to enhancing the perform-
ance of medical devices and biomaterials through the emerging field
of drug-coated medical devices and drug-loaded surgical implants.
We use our drug screening capabilities to identify pharmaceutical
compounds that can address the underlying biological causes of
sub-optimal clinical results obtained with specific medical devices or
surgical implants. Once the appropriate drug has been identified, we
optimize dosing and develop proprietary ways to enable the drug to
be released from a medical device or surgical implant in order to
enhance the performance of the medical device or surgical implant
and improve patient outcomes.

We have several products approved for sale in various jurisdictions
including products developed internally and products acquired
through recent acquisitions. Our leading product is our paclitaxel-
eluting coronary stent used to reduce restenosis in patients following
a balloon angioplasty procedure. This product has been approved for
commercial sale in Europe, and other countries outside of the regu-
lated markets of the United States and Japan, by our licensees,
Boston Scientific Corporation (“BSC”) and Cook, Incorporated
(“Cook™). BSC received FDA approval relating to this product in March
2004 (see Subsequent Events). Our additional commercial products
were obtained as a result of the acquisition of Cohesion Technologies
Inc. (“Cohesion”) in January 2003 and STS Biopolymers, Inc. (“STS”)
in December 2003.

Cohesion’s products inciude bioresorbable hemostatic devices and
biosealants for tissue repair and regeneration. Our acquisition of
Cohesion provides us with the opportunity to drug-load their approved
surgical implants. Cohesion has two products that have European and
United States regulatory approval; CoStasis® Surgical Hemostat and
CoSeal® Surgical Sealant and one product with CE Mark, Adhibit™
Anti-Adhesion Barrier. STS develops and manufactures biocompatible
coatings for medical devices. The STS acquisition provides us with
coating technology adaptable to many of the applications we are
developing for next-generation drug-loaded medical devices. STS's
products are in commercial use in Europe and the United States on a
range of medical devices and they also license a series of coatings to
a wide variety of medical device partners. The Cohesion and STS

acquisitions accelerate our product development timelines by combin-
ing the research, development, clinical and regulatory resources of all
of the companies.

We are currently conducting the following clinical trials:

* a safety study for the paclitaxel-loaded surgical vascular wrap
program, treating patients with peripheral vessel disease;

* a pivotal pulmonary sealant study using CoSeal®;

* a pivotal myomectomy adhesion prevention study in laproscopic
surgery using Adhibit™;

¢ a feasibility study for Adhibit™ to prevent post-surgical adhesion
formation following laproscopic surgery in endometriosis; and

* phase 1 and 2 clinical studies investigating the use of PAXCEED™
(Micellar Paclitaxel for Injection) in the treatment of patients with
severe psoriasis and rheumatoid arthritis.

We continue to add to our existing technology through our clinical
development programs, internal research and development, product
acquisition and in-licensing and through acquisition of companies
that contribute to our overall corporate strategy. We expect to
complete at least one business acquisition in fiscal 2004.

In October 2003, we completed a public offering for 11,500,000 com-
mon shares resulting in gross proceeds of $339.3 million (US $251.6
million). Net proceeds after underwriting discounts, commissions and
other expenses were $320.4 million (U.S. $237 million) These funds
will be used to support our continuing clinical studies, research and
development initiatives, working capital and for general corporate
purposes. We may use a portion of the net proceeds to fund acquisi-
tions of, or investments in, businesses, products or technologies that
expand, complement or are otherwise related to our business. How-
ever, we do not have any present agreements or commitments with
respect to any acquisition or investment.

Critical Accounting Policies

Our consolidated financial statements are prepared in accordance
with Canadian generally accepted accounting principles (“Canadian
GAAP”). A reconciliation of amounts presented in accordance with
United States generally accepted accounting principles (*U.S. GAAP”)
is described in Note 17 to our consolidated financial .statements
for the fifteen month period ended December 31, 2003. These
accounting principles require us to make certain estimates and
assumptions. We believe that the estimates and assumptions upon
which we rely are reasonable and are based upon information avail-
able to us at the time that these estimates and assumptions are
made. Actual resuits could differ from our estimates. Areas of signifi-
cant estimates include amortization of capital and intangible assets,
and recognition of deferred revenue.
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The significant accounting policies that we believe are the most criti-
cal in fully understanding and evaluating our reported financial results
include the following:

¢ Revenue recognition

¢ Research and development costs

¢ Goodwill and intangible assets

Revenue recognition

Product sales revenue is recognized when the product is shipped to
the customer provided we have not retained any significant risks of
ownership or future obligations with respect to the product shipped.
Revenue from product sales is recognized net of provisions for
product sales subject to returns and allowances. These provisions are
established in the same period as the related product sales are
recorded and are based on estimates and have historically not been
significant. A significant change in this estimate could have a material
impact on our earnings.

License fees are comprised of initial upfront fees and milestone
payments from collaborative licensing arrangements. Non-refundabie
milestone payments are fully recognized upon the achievement of the
milestone event when we have no further involvement or obligation to
perform under the arrangement. Initial upfront fees and milestone
payments which require our ongoing involvement are deferred and
amortized into income over the estimated period of our ongoing
involvement, which varies by each arrangement. Any change in our
involvement during the period could have a material impact on
our earnings.

We recognize royalty revenue once the amount is determinable, there
is reasonable assurance of collection and there are no further
obligations in respect to the royalty fee. As we only started to receive
royalty revenue in the current year, we do not currently have a long
enough history to estimate royalty revenue with a high degree of
certainty. Therefore, we record royalty revenue upon receipt, which
results in a one quarter lag from the time the associated sales were
recorded by our corporate partners. Once we have established a
history of receiving royaity revenue, we will be in a position to more
accurately estimate the amounts due, and will begin accruing the
royalty revenue in the same quarter as the associated sales are
recorded by our corporate partners.

Research and development costs

Research and development costs consist of direct and indirect expen-
ditures related to our research and development programs. Research
and development costs are expensed as incurred unless they mest
generally accepted accounting criteria for deferral and amortization.
We assess whether these costs have met the relevant criteria for
deferral and amortization at each reporting date. We did not capitalize
any research and development expenditures during the current fifteen

month period, nor in the year ended September 30, 2002, other than
the in-process research and development and intangible assets
acquired in our business combinations.

Under U.S. GAAP, research and development expense also includes
the cost to purchase rights to unproven technology which may not
have alternate future uses. Under Canadian GAAP the cost to
purchase such rights is generally capitalized as an intangible asset.
As part of the current year acquisitions, we acquired $9.3 million of
in-process research and development assets, which have been
capitalized for Canadian GAAP purposes and expensed for U.S. GAAP
purposes. Details of the difference between Canadian and U.S. GAAP
are provided in Note 17 to the consolidated financial statements for
the fifteen month period ended December 31, 2003. Any change in
the future use or impairment of unproven technology may have a
material impact on the Canadian GAAP financial statements.

Goodwill and intangible assets

Effective October 1, 2002, we adopted the Canadian Institute of
Chartered Accountants new Handbook Section 3062 and the
Financial Accounting Standards Board similar standard (SFAS 142),
both entitled Goodwill and Other Intangible Assets. Goodwill and
indefinite life intangible assets are no longer amortized but are tested
for impairment at least annually. Intangible assets with finite lives
acquired in a business combination, or other transaction, are to be
amortized based on their estimated useful lives. The adoption of
Section 3062 and SFAS 142 did not have any impact on our financial
position and results of operations as at October 1, 2002.

Goodwill acquired in the January 31, 2003 Cohesion and December
4, 2003 STS business combinations are tested for possible impair-
ment on an annual basis and at any other time if an event occurs or
circumstances change that would more likely than not reduce the fair
value of a reporting unit below its carrying amount. When the carry-
ing value of a reporting unit's goodwill exceeds the implied fair value
of the goodwill, an impairment loss is recognized in an amount equal
to the excess. Circumstances that could trigger an impairment
include adverse changes in legal or regulatory matters, technological
advances, decreases in anticipated demand and unanticipated com-
petition. We conducted our test on the goodwill acquired in January
2003 in the Cohesion acquisition as at October 31, 2003. The resuits
of the discounted cash flow analysis of the goodwill and other intan-
gibles held at October 31, 2003 indicated a fair value higher than the
carrying value and therefore there was no indication of impairment.
We have not conducted an impairment test of the goodwill arising in
the recent STS December 2003 business combination due to the
timing of the acquisition. We will perform the appropriate impairment
testing on an annual basis. Intangible assets acquired in the business
combinations that have finite lives will be amortized over their
estimated useful lives.
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Our identifiable intangible assets are comprised of developed prod-
uct and core technologies, in-process research and development and
customer relationships acquired through our business combinations.
Intangible assets also include purchased medical technologies,
including those acquired in exchange for the issuance of equity
instruments issued by the Company. We amortize intangible assets
on a straight line basis over the estimated life of the technologies,
which can be from two to ten years depending on the circumstances
and the intended use of the technology. We determine the estimated
useful lives for intangible assets based on a number of factors such
as legal, regulatory or contractual limitations; known technological
advances; anticipated demand; and the existence or absence of
competition. We review the carrying value of our intangible assets on
an annual basis to determine if there has been a change in any of
these factors. A significant change in these factors may warrant a
revision of the expected remaining useful life of the intangible asset,
resulting in accelerated amortization or an impairment charge, which
would impact earnings.

Change in Accounting Policy

Stock based compensation

We have elected to prospectively adopt the new recommendations
and amendments of The Canadian Institute of Chartered Account-
ants (“CICA”") Handbook section 3870, “Stock-Based Compensation
and Other Stock-Based Payments” for awards granted under our
stock option plan, modified or settled subsequent to October 1, 2002,
The standard requires the recognition of stock based compensation
expense for all employee and non-employee stock-based compen-
sation transactions using a fair value based method. Prior to the
adoption of this standard, the settlement method was used whereby
any consideration received on the exercise of stock options or the
purchase of stock was credited to share capital. The adoption of this
accounting policy resulted in the recognition of $4.0 million in com-
pensation expense for the fifteen month period ended December 31,
2003, of which $2.0 million relates to the quarter ended December 31,
2003. The Company has disclosed the pro forma effects to the loss
for the period and loss per share as if the fair value method had been
used for all awards including those granted prior to October 1, 2002,

We use the Black-Scholes option pricing model to calculate the fair
value of the stock options granted, modified or settled. Our current
weighted average assumptions include: an expected life of three
years, a risk free interest rate of 3.92% and annualized volatility of
67.5%. A change in any of these assumptions could impact earnings.

Acquisitions

Cohesion Technologies, Inc.

On January 31, 2003, we completed the acquisition of all of the com-
mon shares of Cohesion Technologies, Inc. in an all stock transaction,
for total consideration of approximately $73.3 million (U.S. $47.9 million).

Located in Palo Alto, California, Cohesion is focused on developing
and commercializing proprietary biomaterial products used by physi-
cians to facilitate their performance of surgical procedures, including
bioresorbable hemostatic materials and biosealants for tissue repair
and regeneration. As a result of this acquisition we obtained 2 FDA
approved products and 3 products approved for commercial sale in
non-U.S. major markets.

This acquisition was accounted for using the purchase method of
accounting. The assets, liabilities, revenue and expenses of Cohesion
have been included in our consclidated financial statements from
January 31, 2003, the date of acquisition.

STS Biopolymers, Inc.

On December 4, 2003, we completed the acquisition of all of the
common shares of STS Biopolymers, Inc., for total consideration of
approximately $31.9 million (U.S. $24.4 million). The consideration pri-
marily consisted of cash payments to shareholders and debtholders
of STS.

Located in Henrietta, New York, STS specializes in the development
and manufacturing of state-of-the-art biocompatible coatings for
medical devices. The STS coatings are in commercial use in Europe
and the United States on a range of medical devices including vas-
cular, neurointerventional catheters, dilators, cannulae, gastroenteral
feeding tubes, urinary catheters, blood filters, infusion catheters and
guidewires. STS also licenses a series of hydrophilic lubricious
(SLIP-COAT®), drug delivery (MEDI-COAT®) and medical imaging
(ECHO-COAT®) coatings to a wide variety of medical device partners.

This acquisition was accounted for using the purchase method of
accounting. The assets, liabilities, revenue and expenses of STS
have been included in our consolidated financial statements from
December 4, 2003, the date of acquisition.

Stock Splits

On March 3, 2003, the shareholders authorized a 2 for 1 stock split of
our common share capital. On January 2004, the shareholders again
authorized a 2 for 1 stock split of our common share capital. All loss
per share amounts discussed in the Management Discussion and
Analysis of Financial Condition and Results of Operations and all
common shares, options and per share amounts disclosed in the
consolidated financial statements have been retroactively adjusted to
give effect to both of the stock splits.

License Agreements

Baxter Healthcare Corporation

In April 2003, we finalized a Distribution and License Agreement and
a Manufacturing and Supply Agreement with Baxter Healthcare
Corporation (“Baxter”). These agreements give Baxter the right to
manufacture and distribute our surgical sealant product, CoSeal®,
currently approved for sale in the U.S. and Europe, an option to
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license our surgical anti-adhesive product, Adhibit™, which is
not currently approved for sale in the U.S., and another product
indication currently in development. We received an upfront fee of
approximately $11.6 million (U.S. $8 million) in April 2003, of which
approximately $8.7 million (U.S. $6 million) is not refundable and up to
$2.9 million (U.S. $2 million) is refundable if we terminate the
agreement, at our option, upon the failure of Baxter to achieve certain
minimum sales and we elect to continue distributing the product. Our
exposure to the potential refund expires at the end of 2006. We
received $2.6 million (U.S. $2 million) and received a further $2.6
million (U.S. $2 million) subsequent to December 31, 2003 upon the
transfer of manufacturing of the CoSeal® product to Baxter, and we
expect to receive up to an additional $14.9 million (U.S. $11 miilion) if
Baxter exercises its option to license one other product and extend
the exclusive distribution rights for two current products. We will earn
a percentage royalty once inventory has been sold. The agreements,
or portions thereof, may be terminated by Baxter at any time, or by
us if specified minimum sales are not achieved by Baxter. Unless
otherwise terminated, the agreements expire upon the earlier of the
expiration of the last issued patent or ten years.

We recognize products sales to Baxter as revenue upon the sale of
the product to the final customer once the final sales price is known.
Until that time, the product transferred to Baxter is recorded at cost
as deferred costs. The non-refundable upfront payment of approxi-
mately $8.7 million (U.S. $6 million) is being recorded as revenue on a
straight-line basis over the estimated period to conclude the transfer
of manufacturing to Baxter, which was originally estimated as 18
months and subsequently reduced to 10 months. The amount of $2.9
million (U.S. $2 million) that may be refundable, as well as the other
payments due upon transfer of manufacturing and exercise of
options will be recognized as revenue upon the lapse of the refund-
ability period and upon exercise of the options, respectively. The
amortization of the intangible asset related to CoSeal® is being
amortized in propertion to the revenue earned.

C.R. Bard, Inc.

In November, 2003 we announced that our license agreement with
C.R. Bard, Inc. was terminated by mutual agreement. The license
agreement, entered into in 1998, provided for the use of paclitaxel and
other related compounds for the perivascular treatment of stenosis
associated with peripheral vascular surgery. We have continued to
develop the primary product, the paclitaxel-loaded biodegradable
vascular wrap, which is currently being tested in a 60-patient clinical
study. There were no delays or disruptions to the program as a result
of terminating this license. No payments were required to be made to
C.R. Bard, Inc., and we received no payments as a result of the
termination of the agreement.

Results of Operations

For the fifteen month period ended December 31, 2003 (“transition
year”), we recorded a loss of $67.6 million ($0.96 per share). These
results compare with a loss of $20.1 million ($0.32 per share) and $8.3
million ($0.14 per share) for the fiscal years ended September 30, 2002
(“fiscal 2002”) and 2001 (“fiscal 2001”), respectively. The significant
increase in the loss for fiscal 2003 is primarily due to the fifteen month
period, as a result of changing our year end from September 30 to
December 31, and a $27.9 million foreign exchange loss recorded for
accounting purposes as a result of the weakening U.S. dollar. Operating
loss and loss for the twelve month period ending September 30, 2003
are presented as follows for comparative purposes:

Fifteen
months
ended Twelve month periods
(in thousands of CONS, December 31, ended September 30,
except share and 2003 2003 2002 2001
per share data) $ 3 3 $
{unaudited)
Operating loss (a) (43,318) (35,536) (24,2286) (23,439)
Other (expenses)
income {24,298) (13,007) 4,083 15,112
Loss for the period (67,616) {48,543) (20,143) (8,327)
Basic and diluted loss
per share (0.96) (0.72) (0.32) 0.14)

(@) Stock based compensation expense of $2.0 million has been

included in the operating loss for the twelve month period ended
September 30, 2003 and $4.0 million in the operating loss for the
fifteen month period ended December 31, 2003.

The comparison of operating losses for the twelve month periods
ending September 30 show an increase of 47% from fiscal 2002 to
2003. This increase in operating loss is due to inclusion of subsidiary
operations due to acquisitions, increased research and development
and corporate activity and recognition of stock based compensation
expense of $2.0 million during the twelve month period ended
September 30, 2003. The fifteen month period operating loss includes
$4.0 million in stock based compensation expense and was consistent
with our expectations.

The foreign exchange loss included in the loss for the fifteen month
period ended December 31, 2003 is the result of a 23% appreciation
of the Canadian dollar relative to the U.S. dollar during the period,
combined with an increase in U.S. denominated cash, cash equiva-
lents, short-term and long-term investments held of approximately
U.S. $178.6 million held during the last quarter of 2003 as a result of
our October 2003 public offering.
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We have incurred annual operating losses since inception and as at
December 31, 2003, we had an accumulated deficit of $127.9 million.
Future profitability will depend upon the commercial success of
our products in major markets worldwide and the achievement of
product development objectives.

Revenues

Fifteen

months

ended Twelve month periods
(in thousands of CDN$, December 31, ended September 30,
except share and 2003 2003 2002 2001
per share data) $ $ $ $
(unaudited)

Product sales 11,130 7,694 — —
License fees 10,859 4,323 7,322 1,123
Royalty revenue 5,809 2,246 8 —

27,798 14,263 7,330 1,123

Our revenue was derived from the sale of commercially approved bio-
material and biocompatible coatings, amortization of up-front license
fees and royalty revenue primarily generated from the sales of drug
eluting stents in certain countries other than the U.S.

Product sales for the fifteen month period ended December 31, 2003
were comprised of 11 months of commercial product sales for
Cohesion and 1 month of commercial product sales for STS, which
are the periods from the acquisition date of each subsidiary. We did
not have product sales in fiscal 2002 and 2001. Cohesion’s product
sales accounted for 96% of the total of which 73% was derived from
the sale of CoSeal® in the United States. As per the agreements
entered into with Baxter, they began to sell the CoSeal® product in
April 2003. We receive a percentage of the sales revenue for this
product until Baxter sells the remaining inventory manufactured by
Cohesion that was transferred to Baxter by December 31, 2003. Once
this remaining inventory is sold we will switch to receiving a royalty on
the sales of CoSeal® sold by Baxter. We expect product sales of the
remaining inventory of CoSeal® to continue for the first half of 2004
and then we expect to begin recording royalty revenue during the lat-
ter half of 2004, We expect product sales of the remaining Cohesion
products and the new STS products will continue throughout 2004.

License fees for the fifteen month period ending December 31, 2003
consist of amortization of upfront license payments received in the
current and prior years and milestone payments from corporate
partners. The increase in amortization of deferred revenue is primarily
due to additional deferred revenue relating to Cohesion’s license,
marketing and distribution agreements with Baxter, U.S. Surgical and
Tyco Healthcare Group. We received an upfront license fee of approx-
imately $11.6 million (U.S. $8 million) in April 2003 from Baxter of
which $7.0 million has been recognized as revenue in the fifteen
month period ended December 31, 2003. The remaining non-refund-
able portion of this upfront fee (approximately $1.7 million) will be fully

amortized by the end of January 31, 2004 at which time we will have
no further involvement in the transfer of the CoSeal® manufacturing
activities to Baxter. Also included in the current period license fees is
a $2.6 million (U.S. $2.0 million) milestone payment from Baxter upon
successful transfer of the manufacturing process of CoSeal® in
December 2003. In the first quarter of 2004, we received an additional
$2.6 million (U.S. $2.0 million) in milestone revenue from Baxter upon
FDA and European approval of the CaSeal® manufacturing process.
We expect to receive licensing fees and milestone payments in the
future from existing and new coltaborative arrangements. The extent
and timing of such additional licensing fees and milestone payments,
if any, will be dependent upon the overall structure of current and
proposed agreements and development progress of licensed tech-
nology, including the achievement of development milestones by our
collaborative partners.

License fee revenue for fiscal 2002 included $6.4 million in milestone
payments from BSC and Cook, two of our licensees. These milestone
payments arose upon Cook filing for regulatory approval to market a
coated stent using our licensed technology in Europe, and upon the
initiation of commercial sales by BSC of the product in certain coun-
tries outside of the regulated markets of Europe, the United States
and Japan.

Royalty income from our collaborators under the drug-coated stent
co-exclusive license was $5.6 million (U.S. $4.0 million) for the fifteen
month period ended December 31, 2003, compared to $8,000 in
fiscal 2002 and $nil in fiscal 2001. The royalty income received to date
has averaged approximately 4.3% (as expected) of the eligible drug
eluting stent sales incurred by our corporate partners in Europe and
other world markets (not including the U.S. or Japan). The average
royalty rate will increase as sales volumes increase due to the tiered
sales calculations provided for in the license agreement and the
expansion in the U.S. market now that FDA approval has been
received. We received a prepayment of royalty revenue of $6.3 million
(U.S. $4.3 million) in May 2003 from BSC which was recorded as
deferred revenue and is being amortized to income as subsequent
royalty payments otherwise due to us are reduced. Included in the
royalty revenue for the fifteen month period ended December 31,
2003 was $2.7 million of the prepaid royalty relating to sales made by
BSC in the current period. The remaining prepaid royalty of $3.6 mil-
lion will be recorded as revenue as it is credited against future royalty
revenue expected to be received over the next six months. Royalty
income is expected to increase significantly in 2004 based on the
recent FDA approval of the drug-eluting coronary stent. However, as
commercial sales have just recently begun in Europe, the U.S. and
other world markets (not including Japan), we are not able to estimate
future royalty amounts.
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Expenditures
Fifteen
months
ended Twelve month periods
(in thousands of CDN$, December 31, ended September 30,
except share and 2003 2003 2002 2001
per share data) $ $ $ 3
{unaudited)
Cost of goods sold 6,655 4,870 — —
Royalty and license
fees 2,603 1,334 — —
Research and
development (a) 21,027 15,126 16,311 15,114
Sales, general and
administrative (a) 26,214 19,422 12,104 7,336
Amortization 14,617 9,047 3,141 2,112
71,116 49,799 31,556 24,562

(@) Stock based compensation expense of $2.0 million has been

included in the research and development and sales, general and
administrative expenditures for the twelve month period ended
September 30, 2003 and $4.0 million in the operating loss for the fif-
teen month period ended December 31, 2003.

Cost of goods sold

Cost of goods sold relating to the sale of commercial products by
Cohesion and STS, as a percentage of product sales, was 60% for the
fifteen month period ended December 31, 2003. The Cohesion and
STS products had gross margins of 41% and 14% respectively from
their respective dates of acquisition. We did not have commercial
sales in fiscal 2002 or fiscal 2001. Gross margins achieved throughout
the period exceeded our expectations despite the distribution and
licensing agreements with Baxter resulting in a portion of the product
revenue remaining with Baxter, and a change in the packaging
requirements for the CoSeal® product which resulted in additional
one time manufacturing costs of approximately $567,000.

Royally and license fees

Royalty and license fee expense incurred in the current fifteen month
period primarily consist of license and royalty payments due to our
licensors based on net royalty revenue received for the period. The
significant increase in this expense for the current period is directly
related to the increase in royalty revenue for the same period.
Approximately $1.2 million of the current period expense relates to an
accrual for a portion of balloon milestone payments that will become
due to our licensors when our corporate partners reach certain levels
of cumulative net sales of the drug-eluting stent. There is approxi-
mately $700,000 of license fee expense remaining on these milestone
payments which we expect will be fully expensed and paid by the
second half of 2004. Approximately $1.2 million of the current year
expense related to the royalty on net sales of the drug-eluting stent
owing to our licensors.

Research and development

Research and development expenditures consist primarily of costs
associated with pre-clinical testing and clinical trials of our product
candidates as well as post approval product costs. We track expen-
ditures by these three categories and by the type of cost incurred.

For the fifteen month period ending December 31, 2003 approxi-
mately 55% of our research and development expenditures related to
pre-clinical testing, 38% to clinical trials and 7% to post approval
product costs. In fiscal 2002 and 2001, approximately 63% and 53%,
respectively, of our research and development expenditures were
spent in preclinical research and development projects and 37% and
47%, respectively, were spent on clinical development programs.’

Our preclinical research and development efforts are divided into
several distinct product development programs, including screening
and evaluation of pharmaceuticals, evaluation of mechanism of
action and filing patents related to our discoveries. The costs associ-
ated with these activities are primarily internal labour costs and we
expect to continue to expand these efforts in 2004.

We are currently enrolled in six separate clinical programs, four of
which commenced during the current year:

Clinical Programs

Estimated
R&D
Estimated expenditures
Study Enrolment date of Oct 1, 2002 to
(in thousands of CON$) location start date results Dec 31, 2003
Medical device coatings
and implants:
Paclitaxel-loaded surgical
vascular wrap— Europe Sept 2003  Late 2005 $ 1,045
safety study
Therapeutics:
Rheumatoid arthritis—
Phase 2 U.S. Sept2002  Mid 2005 $ 2411
Severe psoriasis—
Phase 1 U.S. Nov2000 Completed $ 105
Non-drug loaded biomaterials:
Pivotal pulmonary sealant
with CoSeal® Europe  Mar 2003  Late 2004 $ 308
Pivotal myomectomy
adhesion prevention
with Adhibit™ Eur/Can  July 2003  Late 2004 $ 1,899
Feasibility study
endometriosis
adhesion prevention
with Adhibit™ Canada  Oct2003 Late 2004 $ 283
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For any clinical trial, expenditures and results are generally affected
by the time required to fully enrol patients into the study, the poten-
tial for periodic reviews by a data safety monitoring committee, the
length of follow up required to measure efficacy and safety, the time
of data analysis and the submission deadlines for presentation at
medical conferences. The costs primarily associated with these activ-
ities are internal labour and external clinical research organization
expenditures. We expect clinical trial expenditures to increase in 2004
as we hope to commence new trials based on current preclinical
activities and progress current clinical trials into new phases
and locations.

Research and development expenditures for the fifteen month period
ended December 31, 2003 by type of costs incurred primarily con-
sisting of salaries and benefits ($10.1 miilion), external clinical trial
expenditures ($2.7 million), preclinical contract research ($2.0 million),
and patent costs ($1.8 million). The remaining $4.4 million includes lab
supplies, travel, occupancy and other research and development
operating costs.

In general, all of the research and development cost categories
increased over fiscal 2002 due to the inclusion of the extra three
month period and an increase in research and development activity.
Research and development expenditures for the extra three month
period from Qctober 1 to December 31, 2003 were $5.9 million, which
includes approximately $2.3 million in research and development
costs from Cohesion {consisting primarily of salaries and clinical trial
expenditures on the Adhibit™ and CoSeal® Lung clinical programs),
and $100,000 from STS. Significant changes for the fifteen month
period ended December 31, 2003 compared to fiscal 2002 include
increases in salaries and benefits of $5.3 million primarily due to the
inclusion of Cohesion employees, stock based compensation
expense of $1.2 million, and $880,000 in clinical trial expenditures due
to an increase from 2 to 5 products in the clinic. In addition to the
severe psoriasis and rheumatoid arthritis programs which were
underway in fiscal 2002, we commenced clinical studies for a perivas-
cular wrap, pulmonary sealants, and an adhesion prevention gel.
Research and development expenditure increases were offset by sig-
nificant decreases in milestone payments due to certain events
achieved in fiscal 2002 ($2.8 million) and the purchase of paclitaxel
and GMP contract manufacturing of PAXCEED™ in fiscal 2002 for
on-going clinical trials ($1.9 miliion).

We expect to continue incurring substantial research and develop-
ment expenses in the near future due to the continuation and
expansion of research and development programs for drug coating of
medical devices and implants; potential technology in-licensing and
regulatory related expenses; preclinical and clinical testing of various
products under development; and the continued clinical studies for

the perivascular wrap, pulmonary sealants, adhesion prevention gel
and rheumatoid arthritis programs. There will also be incremental
costs associated with hiring of additional research and development
personnel to support the continued progress of our research and
development programs.

Seliing, general and administrative expenses

Selling, general and administrative expenditures for the fifteen month
period ended December 31, 2003 by type of costs incurred consist of
salaries and benefits ($11.5 million), professional services ($4.6
million), Cohesion sales and marketing expenditures ($3.9 million),
operating costs ($3.9 million) trave! ($1.3 million), and occupancy
costs ($1.0 million). Each of these cost categories increased over fis-
cal 2002 due to the inclusion of the extra three month period and the
inclusion of the Cohesion and STS sales, general and administrative
costs. Expenditures for the extra three month period from October 1
to December 31, 2003 were $6.8 million, which primarily consist of
salary and benefit costs, including $1.6 million in stock based com-
pensation expense, ($3.7 million) and professional fees ($1.3 million).
Significant changes for the fifteen month period ended December 31,
2003 compared to fiscal 2002 include increases in salaries and
benefits ($6.6 million), primarily due to the inclusion of Cohesion
employees and stock based compensatian expense for the fifteen
month period of $2.8 million, and sales and marketing costs ($3.9 mil-
lion) for Coheston’s commercial products which were incurred prior to
the elimination of the sales and marketing work-force in April 2003.
Additional increases were in operating costs ($2.3 million), occupancy
costs ($671,000) and travel costs ($445,000). The additional increases
are due to the escalating Director and Officer insurance policy premi-
ums, costs to support our increased business development and
corporate activities, and costs related to the occupancy of our new
leasehold facility. Professional fees were comparable to fiscal 2002.

Selling, general and administrative expenses for fiscal 2002 increased
by 65%. The largest increment came from a $2.9 million increase in
external professional services related to merger and acquisition due
diligence for projects that did not complete, corporate and securities
counsel, and tax planning. Salaries and benefits increased $1.1 mil-
lion from $3.6 million in fiscal 2001 to $4.7 million in fiscal 2002. A large
part of the increase in salaries and benefits was related to one time
retirement accrual expenses incurred on the retirement of a senior
executive. The remaining increases in expenses is related to
expanded corporate activities related to a growing corporate entity
and occupancy costs.
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Selling, general and administrative expenses arising from the
Cohesion acquisition have continued to decrease over time as a
result of entering into an agreement with Baxter. This agreement
resulted in the elimination of the sales and marketing work-force and
the reduction in the number of employees in the general and admin-
istrative department. For fiscal 2004, we expect the selling, general
and administrative expenditures to remain at a level similar to the
period October 1, 2002 to December 31, 2003. However, general and
administrative expenditures could fluctuate significantly relative to the
level of potential acquisition and in-licensing transactions that we
undertake during fiscal 2004.

Amortization

Amortization expense relates to the amortization of property and
equipment, medical technologies and intangible assets purchased
through business combinations. The significant increase for the
fifteen month period ending December 31, 2003 includes amortization
of $9.3 million on the identifiable intangible assets acquired from
Cohesion, of which $6.7 million is for the CoSeal® intangible asset.
The amortization of the intangible asset related to CoSeal® is being
ameortized in proportion to the revenue earned from the Baxter license
agreement, resulting in an acceleration of amortization expense on
the CoSeal® intangible asset. The remaining increase is a result of the
additional amortization on the leasehold improvements and furniture
and equipment acquired in the previous fiscal year and amortization
of the Cohesion capital assets acquired in January 2003.

We expect the amortization expense to remain at a similar level for
fiscal 2004 as the remaining amortization to be expensed on the
CoSeal® intangible asset will offset against the increased amortization
related to the STS intangible assets estimated to be $2.3 million for
fiscal 2004.

Segment Reporting

We operate in three segments: medical device coatings/implants,
therapeutics and non-drug loaded biomaterials. The non-drug loaded
biomaterials segment was obtained as a result of the acquisition of
Cohesion. STS operations are included in the medical device
coatings/implants segment. Segment costs are based on actual
research and development costs incurred directly for the segment and
an allocation of general and administration costs based on estimated
usage as reflected by the amount of research and development
expenditures incurred.

Fifteen
months
ended Twelve month periods
December 31, ended September 30,
2003 2003 2002 2001
{in thousands of CDN$) $ $ $ 3
(unaudited)

Loss for reportable

segments for the

period

Medical device

coatings/implants (17,861) (14,852) (7,110} (6,313)
Therapeutics (4,342) (3,681) (10,704) (14,584)
Non-drug loaded
biomaterials (9,918} (9,899) — -

Total loss for reportable

segments (31,121) (28,432) (17,814) (20,897)
Non-allocable

corporate expenses {11,197) (7,104) 6,412) (2,542)
Total other (expense)

income (24,298) (13,007) 4,083 15,112
Loss for the period (67,616) (48,543) (20,143) (8,327)

Our research and development expenditures are derived from our
preclinical programs in our medical device coatings/implants and
non-drug loaded biomaterials segments. Clinical studies are under-
way in each of the segments.

This increase in the loss for the medical device coatings and implants
segment for the fifteen month period ended December 31, 2003 was
due to the inclusion of an extra three month period, the commence-
ment of the vascular wrap clinical trial and the continued focus of our
research and development efforts on this segment. The fiscal 2002
increase over fiscal 2001 was a net result of an increase in preclinical
research and development activities and license and royalty
payments, and a corresponding increase in the allocated general and
administration costs, offset by a $6.2 million increase in revenues
attributable to the milestone payments received from our corporate
partners as compared to fiscal 2001.

The decrease in the loss for the therapeutics segment for the fifteen
month period ended December 31, 2003, compared to fiscal 2002 and
the decrease from fiscal 2001 to 2002 was due to the discontinuation
of our secondary progressive multiple sclerosis program during fiscal
2002. This also resulted in a lower allocation of general and adminis-
tration expenses. The secondary progressive multiple sclerosis
program was discontinued due to failure of the Phase 2 study to
meet statistical significance in its primary MRI objective.

The loss for non-drug loaded biomaterial products for the fifteen
month period ended December 31, 2003 is related to the sale
of approved products, research and development activities, and the
pulmonary sealant and adhesion prevention gel clinical study activities
of Cohesion.
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Management’s Discussion & Analysis of Financial
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The increase in non allocable corporate expenditures is due to
the inclusion of the extra three month period of operations and the
inclusion of stock based compensation expense.

Investment and Other (Expense) Income

Fifteen
months
ended Twelve month periods
{in thousands of CDNS$, December 31, ended September 30,
except share and 2003 2003 2002 2001
per share data) $ $ $ $
(unaudited)
Foreign exchange
(loss) gain (27,942) (14,914) 629 5,976
Investment and other
income 3,745 2,008 3,454 9,136
Interest expense—
capital lease (101) (101) — —
Total other (expenses)
income (24,298) (13,007) 4,083 15,112

The net foreign exchange loss for the fifteen month period ended
December 31, 2003 was attributable to the effect of the strengthening
Canadian dollar (relative to the U.S. dollar) on our U.S. dollar cash and
cash equivalents, and the U.S. short term and long term investment
portfolio. The Canadian dollar to U.S. dollar exchange ratio increased
from 1.59 to 1.35, for the twelve month period ended September 30,
2003. Our monthly U.S denominated cash balance from October 1,
2002 to September 30, 2003 averaged approximately $63.5 million,
resulting in a recorded foreign exchange loss of $14.9 million for the
twelve month period. At December 31, 2003 we continue to maintain
in U.S. dollar denominations approximately U.S. $178.6 million of net
proceeds from our October 2003 public offering. The Canadian dollar
to U.S. dollar exchange ratic also increased from 1.35 to 1.29 during
the three month period from October 1, 2003 to December 31, 2003.
This increase combined with the higher balance of U.S. dollar denom-
inated cash balances resuited in an additional $13.0 million foreign
exchange loss recorded for the transitional quarter. We maintain U.S.
dollar cash and cash equivalents and short term and long term
investments to meet our anticipated U.S. dollar operating and capital
expenditures, potential acquisitions and in-licensing transactions in
future periods. We do not use derivatives to hedge against exposures
to foreign currency, interest rate and other market risks arising from
our balance sheet financial instruments because our future expendi-
tures are anticipated to be largely in U.S. denominated currency.

The net foreign exchange gains in fiscal 2002 and 2001 were attribut-
able to the effect of the strengthening U.S. dollar (relative to the
Canadian dollar) on our U.S. dollar investment portfolio. The U.S. dol-
lar exchange rate increased from 1.58 to 1.59 during fiscal 2002 and
from 1.51 to 1.58 during fiscal 2001.

Commencing in January 2004, we are changing our functional and
reporting currency to U.S. dollars in order to more accurately represent
the currency of the economic environment in which we operate. This
change should result in less significant foreign exchange losses in
2004. However, we will continue to hold Canadian dollar denominated
cash and cash equivalents and short term investments to meet our
Canadian company operating and capital expenditure requirements,
which will be impacted by future fluctuations in the Canadian/U.S
dollar exchange rates. See “Liquidity and Capital Resources”.

Investment and other income for the current fifteen month period
increased compared to fiscal 2002 due to a higher balance of cash
and cash equivalents and short and long term investments available
from the $321 million in net proceeds received from our public offer-
ing in October 2003. This increase is net of a decline in market yields
available on short-term investments, declining to an average invest-
ment yield of 1.6% for the fifteen month period ended December 31,
2003, compared to 2.4% in fiscal 2002.

The decrease in fiscal 2002 compared to fiscal 2001 was primarily due
to the decline in market yields available on short term investments,
declining to an average investment yield of 2.4% for the year ended
September 30, 2002 from 5.9% for the same period in 2001, together
with a decrease in the balance of cash and cash equivalents and
short-term investments. The Company expects that interest income
will continue to fluctuate in relation to cash balances and interest
yields. See “Liquidity and Capital Resources”.

Liquidity and Capital Resources

Since inception, we have financed technology acquisitions, research
and development activities and capital expenditures primarily from
public and private sales of equity securities. We have also received
proceeds from the licensing of our technology, milestone payments,
product sales, royalty revenue and interest income. In October 2003,
we received net proceeds of $320.4 million upon closing a public
offering for 11,500,000 common shares.
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At December 31, 2003 we had working capital of approximately
$382.7 million and cash resources, comprising cash and cash equiv-
alents and short-term and long-term investments in the amount of
$403.9 million. In aggregate, our cash resources increased by $267.5
million from $136.4 million at September 30, 2002. At December 31,
2003, we retained approximately $286.8 million (U.S. $221.9 million)
denominated in U.S. currency compared to approximately $104.1 mil-
lion (U.S. $65.6 million) at September 30, 2002. The significant
increase in working capital and cash resources was a result of the
October 2003 public offering.

We expect that our available cash resources, working capital,
expected product and royalty revenue, estimated funding from
corporate partnerships, and expected interest income, should be
sufficient to satisfy the funding of existing product development
programs, other operating and capital requirements, potential acqui-
sitions and in-licensing of technologies on both a short-term and
long-term basis. The amounts of the expenditures that will be neces-
sary to execute our business plan are subject to numerous
uncertainties, which may adversely affect our liquidity and capital
resources 1o a significant extent. We have six clinical trials underway
as at December 31, 2003 and completion of these trials may take
several years. The length of time generally varies substantially
according to the type, complexity, novelty and intended use of
a product candidate. We estimate that clinical trials of the type we
generally conduct are typically completed over 3 to 5 years. However,
the duration and the cost of clinical trials may vary significantly over
the life of a project as a result of unanticipated developments arising
during the clinical trials and the duration and. costs therefore cannot
be easily estimated.

Qur contractual commitments consist of operating leases on office
and laboratory space which expire through May 2012, with an option
to renew through 2017. The future minimum annual lease payments
under these leases are as follows:

{in thousands of CDN$) $
2004 2,345
2005 1,515
2006 1,472
2007 1,213
2008 1,252
Thereafter 4,695
12,492

Cash used in operating activities for the fifteen month period ended
December 31, 2003 was $49.7 million comprising the loss for the
period of $67.6 million, after adding back adjustments for items not
involving cash of $28.2 million, and net changes in non-cash working
capital items that used cash of $10.3 million, mainly due to an increase
in accounts receivable and a decrease in accounts payable. Cash
used in operating activities for fiscal 2002 was $15.0 million comptis-
ing the loss for the period of $20.1 million, adding back non cash
adjustments of $1.8 million and net changes in non-cash working
capital items that provided cash of $3.3 million.

Net cash provided by investing activities was $23.1 million for the
fifteen month period ending December 31, 2003. The increase was
primarily due to proceeds on maturing short-term investments, net of
purchases, of $76.8 million less the purchase of long-term monetary
investments of $20.9 million and cash used for the acquisition of STS
of $31.2 million. Net cash provided by investing activities in fiscal 2002
of $24.1 million was due to proceeds on maturing short-term invest-
ments, net of purchases of $28.7 million less purchase of capital
assets of $6.5 million.

Additions to capital assets for the fifteen month period were $8.9 mil-
lion including additions due to the acquisitions of Cohesion and STS,
of $4.3 million and $975,000 respectively. Included in the cash used
for capital asset purchases in the current fifteen month period is $1.8
million that was included in accounts payable and accrued liabilities
at the end of fiscal 2002. Additions to capital assets in 2002 were $8.3
million, of which $1.8 million was included in accounts payables and
accrued liabilities at the 2002 year end. The fiscal 2002 additions
primarily relate to leasehold improvements and office furniture and
equipment for our new leased facility, which we commenced leasing
on October 1, 2002. The leasehold improvements were offset by a
tenant allowance of $2.5 million, of which $1.8 million was received in
fiscal 2002 and an additional $0.7 million was received in the current
fifteen month period. The ieasehold inducement was deferred and will
be amortized over the lease term of 10 years and will be offset against
rent expense.
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Cash used to acquire medical technologies during the fifteen month
period ended December 31, 2003 of $2.4 miliion relates to payments
made during the current period for medical technologies capitalized
in September 2002 which reflect the payments due to certain
licensors upon the European approval of our stent technology. The
acquisitions of Cohesion and STS resulted in additional identifiable
intangible assets of $58.2 million compared to fiscal 2002. The
Cohesion identifiable intangible assets of $35.0 million were acquired
by way of a share for share exchange which did not result in a cash
outflow and the STS identifiable assets of $23.2 were purchased by
way of cash. The acquired identifiable intangible assets consist of
developed product technologies, core technologies, in-process
research and development and customer relationships. The intangi-
ble assets are being amortized over their estimated useful lives,
which have been estimated to be from two to ten years.

The goodwill balance of $40.9 million at December 31, 2003 consists
of $32.6 million in goodwill from the Cohesion acquisition less $3.8
relating to foreign exchange effects on translation and $12.1 million
from the STS acquisition. The Cohesion goodwill was tested for pos-
sible impairment in October 2003 using a discounted cash flow
method for valuation purposes. We did not find any indication of
impairment and therefore no write down of goodwill was required.
The STS goodwill acquired in December 2003 will be tested for
possible indication of impairment before the end of fiscal 2004.

Net cash provided by financing activities was $353.8 million during
the fifteen month period ended December 31, 2003 compared to $2.3
million in fiscal 2002. This was primarily a result of our public offering
of 11,500,000 common shares in October 2003 which resulted in net
proceeds of $320.4 million. In addition, employees exercised 3.9 mil-
lion stock options during the fifteen month period ended December
31, 2003 for cash proceeds of $35.0 million. We also paid out a $2.1
million capital lease assumed upon the acquisition of Cohesion. The
fiscal 2002 and 2001 financing activities were a result of proceeds
received from the issuance of common shares on the exercise of
stock options though our Employee Stock Option Plan.

We have recorded a future income tax liability of $4.7 million in
regards to the identifiable intangible assets that were acquired from
STS in December 2003. At December 31, 2003, we provided a
valuation allowance equal to our future tax asset due to not having
established a pattern of profitable operations for income tax report-
ing purposes.

Commitments and Risks Related to Our Business

We have no relationships with any “special purpose” entities and we
have no commercial commitments with related parties. The only con-
tractual obligations that we have are in the form of operating leases
and future research and development expenditures.

We enter into indemnification agreements with certain officers and
directors. In addition, we enter into license agreements with third
parties that include indemnification provisions in the ordinary course
of business that are customary in the industry. Those guarantees
generally require us to compensate the other party for certain dam-
ages and costs incurred as a result of third party claims or damages
arising from these transactions. In some cases, the maximum poten-
tial amount of future payments that could be required under these
indemnification provisions is unlimited. These indemnification provi-
sions may survive termination of the underlying agreement. The
nature of the indemnification obligations prevents us from making a
reasonable estimate of the maximum potential amount it could be
required to pay. Historically, we have not made any indemnification
payments under such agreements and no amount has been accrued
in the accompanying consolidated financial statements with respect
to these indemnification obligations. However, we maintain liability
insurance that limits the exposure and enables us to recover any
future amounts paid, less any deductible amounts pursuant to
the terms of the respective policies, the amounts of which are not
considered material.

We are exposed to market risk related to changes in interest and for-
eign currency exchange rates, each of which could adversely affect
the value of our current assets and liabilities. At December 31, 2003,
we had an investment portfolio consisting of highly liquid, high-grade
investment securities with maturity dates to June 2006, selected
based on the expected timing of future expenditures for continuing
operations. If market interest rates were to increase immediately and
uniformly by 10% from levels at December 31, 2003, the fair value of
the portfolio would decline by an immaterial amount. We do not
believe that the results of operations or cash flows would be affected
to any significant degree by a sudden change in market interest rates
relative to our investment portfolio, due to the relative short-term
nature of the investments.
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We are exposed to credit risk related to specific customers. During
the fifteen month period ended December 31, 2003, revenue from one
licensee in the medical device coatings/implants segment repre-
sented approximatefy 20% of total revenue and revenue from one
customer in the non-drug loaded biomaterials products segment
represents approximately 54% of total revenue. We had accounts
receivable of $4,463,000 (US $3,453,000) at December 31, 2003 due
from the customer in the non-drug loaded biomaterials products seg-
ment, which was fully collected subsequent to period end. We are
dependant upon BSC in regards to the commercial success of the
drug-eluting stent. We do not have control over the sales and
marketing effort, the stent pricing, production volumes or distribution,
Our involvement is limited to the terms of the contractual agreements
which provide for the receipt of royalty revenue based on the net
sales of BSC and specify the applicable royalty rates.

We have not entered into any forward currency contracts or other
financial derivatives to hedge foreign exchange risk, and therefore we
are subject to foreign currency transaction and translation gains and
losses. With a significant portion of our current cash resources
denominated in U.S. dollars, a sudden or significant change in foreign
exchange rates could have a material effect on our future operating
results or cash flows. Based on the total U.S. dollar denominated
funds that we held at December 31, 2003 of U.S. $221.9 million, an
increase in the value of the Canadian dollar of 5% against the U.S.
dollar, would result in an unrealized foreign currency translation loss
of approximately $13.6 million. We purchase goods and services in
both Canadian and U.S. dollars and to-date, earn a significant portion
of our license and milestone revenues in U.S. dollars. Foreign
exchange risk is managed primarily by satisfying foreign denomi-
nated expenditures with cash flows or assets denominated in the
same currency.

One of our partners, BSC, is involved in several legal proceedings
concerning challenges to its stent business. As an example, current
material litigation proceedings relate to the stent design, Express®™™,
used in BSC’s version of our lead product. That stent design has been
alleged to infringe patent rights held by Cordis Corporation, a sub-
sidiary of Johnson & Johnson Inc. Cordis is seeking preliminary and
permanent injunctions to prohibit BSC from making, using, selling,
offering for sale or importing the Express™ stent into the United
States. If Cordis is successful in obtaining an injunction, we and our
partner, BSC, would not be able to commercialize the paclitaxel-eluting

coronary stent in the United States until the relevant patent expires,
unless the injunction is lifted or we or one of our partners are able to
complete clinical trials for a version of the product using another stent
design that does not infringe Cordis' patent. As a result, if Cordis
obtains an injunction, commercialization of our lead product would
likely be significantly delayed. While we are not named as a party in the
Cordis lawsuit or injunction, our ability to successfully commercialize
our lead product depends on BSC's ability to sell its Express®™ stent in
the United States. We expect that either of our partners may be
involved in other material fegal proceedings in the future.

Subsequent Events

In January 2004, the shareholders authorized a 2 for 1 stock split of
the company’s common share capital and approved a new stock
option plan. The 2 for 1 stock split takes effect in early February 2004.
However, the Management Discussion and Analysis of Financial
Condition and Results of Operations and the consolidated financial
statements have been retroactively adjusted to give effect to the
stock split. The new 2004 stock option plan (“New Plan”) reduces the
length of an option’s term from ten to five years, provides for the exer-
cise period to be extended in the case of blackout periods, provides
non-discretionary options for independent directors and reduces the
percentage of common shares subject to the New Plan to 15% from
20% under the current plan. The New Plan results in 1.1 million
additional options (pre-split) available for grant to directors, officers
and employees.

On March 4, 2004, BSC received FDA approval to market its TAXUS™
Express®™ paclitaxel-eluting stent system. BSC plans to launch the
product in the United States immediately.
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Managements’ Responsibility
for Financial Reporting

The accompanying consolidated financial statements have been
prepared by management in accordance with Canadian generally
accepted accounting principles and have been approved by the
Board of Directors.

In support of this responsibility, management maintains a system
of disclosure controls and procedures and internal controls to provide
reasonable assurance as to the reliability of financial information
and the safeguarding of assets. The consolidated financial state-
ments include amounts, which are based on the best estimates and
judgments of management.

The Board of Directors is responsible for ensuring that management
fulfills its responsibility for financial reporting and internal control. The
Board of Directors exercises this responsibility principally through the
Audit Committee. The Audit Committee consists of three directors
not involved in the daily operations of the Company. The Audit
Committee meets with management and the external auditors to sat-
isfy itself that management’s responsibilities are properly discharged
and to review the financial statements prior to their presentation to
the Board of Directors for approval.

The external auditors, Ernst & Young LLP conduct an independent
examination, in accordance with Canadian and U.S. generally
accepted auditing standards, and express their opinion on the con-
solidated financial statements. The external auditors have free and
full access to the Audit Committee with respect o their findings
concerning the fairness of financial reporting and the adequacy of

internal controls. W

David Hall

William Hunter
President and CEQ CFO

Auditors’ Report

To the Shareholders of Angiotech Pharmaceuticals, Inc.

We have audited the consolidated balance sheets of Angiotech
Pharmaceuticals, Inc. as at December 31, 2003 and September 30,
2002 and the consolidated statements of loss and deficit and cash
flows for the fifteen month period ended December 31, 2003 and each
of the years in the two year period ended September 30, 2002. These
financial statements are the responsibility of the Company’s manage-
ment. Our responsibility is to express an opinion on these financial
statements based on our audits.

We conducted our audits in accordance with Canadian and U.S. gen-
erally accepted auditing standards. Those standards require that we
plan and perform an audit to obtain reasonable assurance whether
the financial statements are free of material misstatement. An audit
includes examining, on a test basis, evidence supporting the
amounts and disclosures in the financial statements. An audit also
includes assessing the accounting principles used and significant
estimates made by management, as well as evaluating the overall
financial statement presentation.

In our opinion, these consolidated financial statements present fairly,
in all material respects, the financial position of the Company as at
December 31, 2003 and September 30, 2002 and the results of its
operations and its cash flows for the fifteen month period ended
December 31, 2003 and each of the years in the two year period
ended September 30, 2002 in accordance with Canadian generally
accepted accounting principles. As required by the Company Act
(British Columbia), we report that, in our opinion, except for the
change in the method of accounting for stock based compensation
as described in note 3 to the consalidated financial statements, these
principles have been applied on a consistent basis.

w v ?M // UP
Ernst & Young LLP
Chartered Accountants

Vancouver, Canada,
February 13, 2004 (except as to note 13
which is as of February 27, 2004)




Consolidated Balance Sheets

December 31, September 30,
(in thousands of CDN$) 2003 2002
As at $ 3
ASSETS
Current
Cash and cash equivalents [note 6] 341,361 14,533
Short-term investments [note 6] 42,216 121,817
Accounts receivable 7,358 1,051
inventories [note 7] 2,476 —
Deferred costs 2,024 —
Prepaid expenses and deposits 2,145 519
Total current assets 397,580 137,920
Long term investments [note 8] 21,230 —
Capital assets [note 9] 13,100 8,958
Intangible assets, net [note 10] 47,150 4,687
Goodwill fnote 4] 40,913 —
Other assets 743 —
520,716 151,565
LIABILITIES AND SHAREHOLDERS’ EQUITY
Current
Accounts payable and accrued liabilities 9,401 8,898
Deferred revenue—current portion 5,516 615
Total current liabilities 14,917 9,513
Deferred revenue 2,701 103
Deferred leasehold inducement /note 12] 2,937 2,537
Future income tax liability [note 14] 4,674 —
10,312 2,640
Commitments and contingencies [notes 15]
Shareholders’ equity
Share capital [note 13(b)]
Common shares issued:
December 31, 2003—83,174,522
September 30, 2002—62,927,468 622,391 199,607
Contributed surplus [notes 4(a), 13(d} and 13(0)] 9,060 74
Deficit (127,885) {60,269)
Cumulative translation adjustment (8,079) —
Total shareholders’ equity 495,487 139,412
520,716 151,565

See accompanying notes

On behalf of the Board:

5..54\4«.)

Director Director

LA

David Howard Kenneth H. Galbraith, CA
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Consolidated Statements of
Loss and Deficit

Fifteen
months
ended
December 31,

Years ended September 30,

(in thousands of CON$, 2003 ° 2002 2001
except share and per share data) $ $ 3
REVENUE
Product sales 11,130 —_ —_
License fees 10,859 7,322 1,123
Royalty revenue 5,809 8 —
27,798 7,330 1,123
EXPENSES
Cost of goods sold—product sales 6,655 - —
License and royalty fees 2,603 — —
Research and development 21,027 16,311 15,114
Selling, general and administration 26,214 12,104 7,336
Amortization 14,617 3,141 2,112
71,116 31,556 24,562
Operating loss (43,318) (24,226) (23,439)
Other (expenses) income:
Foreign exchange (loss) gain (27,942) 629 5,976
Investment and other income 3,745 3,454 9,136
Interest expense—capital lease jnote 11] (101) — —
Total other (expenses) income (24,298) 4,083 15,112
Loss for the period (67,616) (20,143) (8,327)
Deficit, beginning of period (60,269) (40,126) (31,799)
Deficit, end of period (127,885) (60,269) (40,126)
Basic and diluted loss per common share (0.96) (0.32) (0.14)
Weighted average number of common shares
outstanding (in thousands) 70,580 62,532 61,656

See accompanying notes
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Consolidated Statements of Cash Flows

Fifteen
months
ended
December 31, Years ended September 30,
2003 2002 2001
(in thousands of CDN$) $ $ 3
OPERATING ACTIVITIES
Loss for the period (67,616) (20,143) (8,327)
Add items not involving cash:
Amortization 16,110 3,141 2,112
Unrealized foreign exchange loss (gain) 1,597 676) (2,475)
Unrealized (gain) loss on investments - 119 —
Detferred leasehold inducement 400 — —
Loss on disposal of capital assets 2 97 —
Equity income [note 8(a)] (230) — —
Stock based compensation expense [note 13(d)] 4,024 — —
Deferred revenue 6,323 (884) (690)
Net change in non-cash working capital items
relating to operations [note 79/ {10,293) 3,330 @1
Cash used in operating activities (49,683) (15,016) (9,791)
INVESTING ACTIVITIES
Purchase of short-term investments (269,662) (140,640) (215,330)
Proceeds from short-term investments 346,512 169,329 222,630
Purchase of long-term investments (20,925) — —_
Purchase of capital assets (5,282) (6,489) (644)
Proceeds on disposal of capital assets 8 9 —
Acquisition of Cohesion [note 4(a)] 2,785 — —
Acquisition of STS [note 4(b)] (31,236) — -
Restricted cash [note 11] 2,434 - —_
Other assets 117 — —
Leasehold inducements received 715 1,822 —
Cost of medical technologies (2,351) — (114)
Cash provided by investing activities 23,115 24,031 6,542
FINANCING ACTIVITIES
Repayments of capital lease obligation [note 77] (2,084) — —
Issuance of common shares—net of issue costs 320,928 — —
Proceeds from stock options exercised 34,992 2,308 2,350
Cash provided by financing activities 353,836 2,308 2,350
Effect of exchange rate changes on cash and
cash equivalents : (440} — —
Net increase (decrease) in cash and cash
equivalents during the period 326,828 11,323 (899)
Cash and cash equivalents, beginning of period 14,533 3,210 4,109
Cash and cash equivalents, end of period 341,361 14,533 3,210

See accompanying notes
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Notes to Consolidated
Financial Statements

. NATURE OF BUSINESS

Angiotech Pharmaceuticals, Inc. (the “Company”), was incorporated
under the Company Act (British Columbia) on October 12, 1983. The
Company is in the business of enhancing the performance of medical
devices and biomaterials through the innovative use of therapeutics.

The Company has financed its cash requirements primarily from
share issuances, proceeds from the licensing of our technology, mile-
stone payments, product sales, royalty revenue and investment
income. The Company’s ability to realize the carrying value of its
assets is dependent on successfully bringing its technologies to mar-
ket and achieving future profitable operations, the outcome of which
cannot be predicted at this time.

On September 9, 2003, the Company announced its intention to
change its fiscal year end from September 30 to December 31,
effective as of December 31, 2003. Accordingly, for the 2003 fiscal
period, the Company has reported its annual consolidated financial
statements for the fifteen month period ended December 31, 2003.

. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

The Company prepares its consolidated financial statements in
accordance with Canadian generally accepted accounting principles.
A reconciliation of amounts presented in accordance with United
States generally accepted accounting principles is detailed in note
17. A summary of the significant accounting policies are as follows:

Consolidation

These consolidated financial statements include the accounts of
the Company and its wholly-owned subsidiaries. All intercompany
transactions and bailances have been eliminated on consolidation.

Use of estimates

The preparation of the financial statements in conformity with
Canadian generally accepted accounting principles requires man-
agement to make estimates and assumptions that affect the amounts
reported in the financial statements and the notes thereto. Actual
results could differ from those estimates.

Foreign currency translation

The accounts of the Company and its integrated foreign subsidiaries
are translated using the temporal method of accounting. Under this
method, monetary assets and liabilities denominated in foreign cur-
rencies are translated into Canadian dollars using exchange rates in
effect at the balance sheet date. All other assets and liabilities are
translated at the exchange rates prevailing at the date the assets
were acquired or the liabilities incurred. Revenue and expense items
are translated at the average exchange rate for the period. Foreign
exchange gains and losses are included in the determination of the
loss for the period.

. Prior to October 1, 2003, the Company translated the accounts of one

of its subsidiaries, using the current rate method of accounting as it
was considered to be a self-sustaining subsidiary. Under this method,
asset and liability accounts were translated at the rate of exchange
prevailing at the balance sheet date. Shareholder’s equity accounts
were translated at applicable historical rates. Revenue and expense
items were translated at the average rate of exchange for the period.
The foreign exchange gain or loss on translation was recorded as a
cumulative transiation adjustment, reported as a component of
shareholders’ equity. As a result of significant changes in the eco-
nomic facts and circumstances, the Company re-classified the
investment as an integrated subsidiary and adopted the temporal
method of accounting as of October 1, 2003.

Cash equivalents

The Company considers all highly liquid financial instruments pur-
chased with an original maturity of three months or less to be cash
equivalents. Cash equivalents are recorded at the lower of cost plus
accrued interest and market.

Short-term investments

The Company considers all highly liquid financial instruments with an
original maturity greater than three months and less than one year to
be short-term investments. Short-term investments are recorded at
the lower of cost pius accrued interest and market.

Inventories

Raw materials are recorded at the lower of cost and replacement
cost. Work-in-process, which includes inventory stored at a stage
preceding final assembly and packaging, and finished goods are
recorded at the lower of cost, determined on a standard cost basis
which approximates average cost, and net realizable value.

Long-term investments

Long-term investments where the Company exercises significant
influence are accounted for using the equity method. Cther long-term
investments are recorded at cost less any provision for a loss in value
that is other than temporary. The Company reviews its long-term
investments for indications of impairment by reference to anticipated
undiscounted cash flows expected to result from the investment, the
results of operations, and financial position of the investee and other
evidence supporting the net realizable value of the investment.
Whenever events or changes in circumstances indicate the carrying
amount may not be recoverable and the impact of these events is
determined to be other than temporary, the investment is written
down to its estimated net realizable value and the resulting losses are
included in the determination of the loss for the period.

&
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Capital assets

Capital assets are recorded at cost less accumulated amaortization,
related investment tax credits, government grants and specific fund-
ing under research contract arrangements. Amortization is provided
using the straight-line method over the following terms:

Computer equipment 3 years
Research equipment 5 years
Manufacturing equipment 3-7 years
Office furniture and equipment 3 - 5 years

Leasehold improvements Term of the lease

Goodwill and intangible assets

Goodwill and indefinite life intangible assets are not amortized but are
tested for impairment at least annually. Intangible assets with finite
lives acquired in a business combination or other transaction are
amortized based on their estimated useful lives.

Goodwill and indefinite life intangible assets acquired in a business
combination are tested for impairment on an annual basis and at any
other time if an event occurs or circumstances change that would
indicate that an impairment may exist. When the carrying value of a
reporting unit’s goodwill or indefinite life intangible assets exceeds its
fair value, an impairment loss is recognized in an amount equal to the
excess.

Amortization of intangible assets with finite lives is provided using the
straight-line method over the following terms:

Developed product and core technologies 2 - 10 years
In-process research and development 7 - 10 years
Customer relationships 5 years
Medical technaologies 5-7 years

The Company reviews the carrying value of intangible assets with
finite lives, capital assets and other long-lived assets for existence of
facts or changes in circumstances that might indicate a condition of
impairment. An impairment loss would be recognized when estimates
of undiscounted future cash flows expected to result from the use of
an asset and its eventual disposition are less than the carrying
amount. No impairment relating to long-lived assets, including good-
will and intangible assets, has been identified by the Company for the
fifteen month period ended December 31, 2003 and the years ended
September 30, 2002 and 2001.

Revenue recognition

Product sales

Revenue from product sales, including shipments to distributors, is
recognized when the product is shipped from the Company’s facili-
ties to the customer provided that the Company has not retained any
significant risks of ownership or future obligations with respect to
products shipped. Revenue from product sales is recognized net of
provisions for future returns. These provisions are established in the
same period as the related product sales are recorded and are based
on estimates derived from historical experience. Products shipped

but for which the ultimate sales price is not known are recorded as
deferred costs. Such deferred costs will be recorded as an expense
as associated sales are recorded.

License fees

License fees comprise initial fees and milestone payments derived
from collaborative licensing arrangements. Non-refundable milestone
payments are recognized upon the achievement of specified mile-
stones when the milestone payment is substantive in nature, the
achievement of the milestone was not reasonably assured at the
inception of the agreement and the Company has no further signifi-
cant involvement or obligation to perform under the arrangement.
Initial fees and milestone payments received which require the ongo-
ing invoivement of the Company are deferred and amortized into
income on a straight-line basis over the period of the ongoing
involvement of the Company.

Royally revenue

Royalty revenue is recognized when the Company has fulfilled the
terms, in accordance with the contractual agreement, and has no
future obligations, the amount of the royalty fee is determinable and
collection is reasonably assured.

Future income taxes

The Company accounts for income taxes using the liability method of

tax allocation. Future income taxes are recognized for the future

income tax consequences attributable to differences between the

carrying values of assets and liabilities and their respective income

tax bases. Future income tax assets and liabilities are measured

using substantively enacted income tax rates expected to apply to

taxable income in the years in which temporary differences are

expected to be recovered or settled. The effect on future income tax

assets and liabilities of a change in rates is included in earnings in the
period the rate becomes substantively enacted. Future income®
tax assets are recorded in the financial statements if realization is

considered more likely than not.

Government grants
Government assistance is recorded as a reduction of the related
expenditures or capital assets, provided the grants are not repayable.

Research and development costs

Research costs are expensed in the year incurred. Development
costs are expensed in the year incurred unless the project meets
Canadian generally accepted accounting criteria for deferral and
amortization. )

Loss per common share

Loss per common share has been calculated using the weighted
average number of common shares outstanding during the year,
excluding contingently issuable shares, if any. Diluted loss per com-
mon share is equivalent to basic loss per share as the outstanding
options are anti-dilutive.
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Notes to Consolidated

Financial Statements, Continued

. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES, Continued

Stock based compensation .

The Company grants stock options to employees, directors, consult-
ants and clinical advisory board members pursuant to a stock option
plan described in note 13(c). The Company uses the fair value
method of accounting for all stock-based awards granted, modified
or settled since October 1, 2002 [note 3]. For awards granted
modified or settled prior to October 1, 2002, the Company discloses
the pro forma effects to the loss for the period and loss per common
share for the period as if the fair value method had been used at the
date of grant. The pro forma information is presented in note 13(e).

Deferred {easehold inducement
Leasehold inducements are deferred and amortized to reduce rent
expense on a straight line basis over the term of the lease.

. CHANGES IN ACCOUNTING POLICIES

Stock based compensation

Effective October 1, 2002, the Company adopted the new recom-
mendations of The Canadian Institute of Chartered Accountants
(“CICA”) Handbook section 3870, “Stock-Based Compensation and
Other Stock-Based Payments” requiring the use of the fair value
method of accounting for stock based compensation transactions.
The new recommendations have been adopted prospectively. Prior to
the adoption of this standard, the settlement method was used
whereby any consideration received on the exercise of stock options
or the purchase of stock was credited to share capital. As required by
the new recommendations, the Company discloses the pro forma
effects of awards granted, modified or settled prior to October 1, 2002
to the loss for the period and basic and diluted loss per share for the
period as if the fair value method had been in use at the date of grant
[notes 13(d) and (e)].

ACQUISITIONS

Cohesion Technologies, inc.

On January 31, 2003, the Company acquired all of the common
shares of Cohesion Technologies, Inc. (“Cohesion”), a U.S. based
Company. This acquisition was accounted for using the purchase
method of accounting. The assets, liabilities, revenue and expenses
of Cohesion have been included in the consolidated financial state-
ments of the Company from January 31, 2003, the date of acquisition.
Total consideration, which was determined by the fair value of the
consideration given at the date of acquisition, including acquisition
costs, was allocated to the assets acquired and liabilities assumed
based on their fair values on the date of acquisition as foliows:

January 31, January 31,
2003 2003
(in thousands of $, except share amounts) US.$ Canadian $
Cash and cash equivalents 2,464 3,767
Restricted cash 1,802 2,756
Other current assets 2,706 4,138
Capital assets 2,824 4,318
Other non-current assets 289 442
Identifiable intangible assets 19,450 29,739
In-process research and development 3,430 5,244
Goodwill 21,316 32,592
Current liabilities (5,219) (7,980)
Other non-current liabilities (1,112) {1,700)
47,950 73,3186

Consideration:

Common shares (4,811,256 common shares

reflecting stock splits fnotes 13 and 21]) 44,063 67,372

Cash consideration on fractional shares 15 23
Fair value of vested stock options

(contributed surplus) 3,245 4,962
Acquisition costs 627 959
47,950 73,316

Common share consideration

The value of common shares was determined by using the average
selling price on the NASDAQ stock exchange for the three days up to
the acquisition date of January 31, 2003, resulting in an average share
price of $14.00 (U.S. $9.16), reflecting each of the stock splits on
March 3, 2003 and February 4, 2004 [notes 13 and 21].

Fair value of stock options

The Company used the Black-Scholes option pricing model to esti-
mate the fair value of the stock options assumed at the acquisition
date, using the following weighted average assumptions: dividend
yield of 0%; risk fee interest rate of 5.02%; volatility factor of the
expected market price of the Company’s common stock of 50.1%;
and a weighted average expected life of the options of 2 years.

Description of acquisition

Cohesion has a patent portfolio that includes approximately 75
issued U.S. patents with 10 patent applications pending in the U.S.
This patent portfolio is comprised of proprietary technology in the
fields of collagen compositions and hydrophilic polymers.

Located in Palo Alto, California, Cohesion is focused on developing
and commercializing proprietary biosurgical products used by physi-
cians to facilitate their performance of surgical procedures, including
bioresorbable hemostatic materials and biosealants for tissue repair
and regeneration.
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Cohesion had the following product portfolic at the time of acquisition:

CoStasis® Surgical Hemostat, Cohesion’s first biosurgical product, is
designed for use in cardiovascular, orthopedic, urclogic and general
surgery indications to control bleeding. Cohesion received CE mark
approval for CoStasis® in September 1998, and in June 2000,
Cohesion received approval from the United States Food and Drug
Administration (“FDA”) to market CoStasis® in the U.S. The product is
also approved for sale in Australia and Canada.

CoSeal® Surgical Sealant, Cohesion’s second biosurgical product, is
a fully synthetic biosealant designed for sealing vascular grafts, and
other tissues and sites of incision. Cohesion received CE Mark
approval for CoSeal® in February 2000 and received approval from
the FDA to market CoSeal® in the U.S. in December 2001. Cohesion
launched the product in the U.S. in January 2002. The product is also
approved for sale in Australia and Canada. Cohesion received CE
Mark approval in August 2002 permitting the sale of Cohesion’s
Adhibit™ adhesion prevention gel to prevent or reduce the incidence,
severity and extent of post-surgical adhesion formation in patients
undergoing cardiac surgery.

Identifiable intangible assets

At the acquisition date, Cohesion had several developed products
that provided a stream of identifiable benefits from the sale of these
products. The proprietary developed technology was valued using a
discounted cash flow approach using a discount rate of 11%, result-
ing in an allocated fair value of $24.2 million at the date of acquisition.
Cohesion also possessed core patented technology that is expected
to leverage functionality from previously developed products and
technologies. The core patented technology was valued using a dis-
counted cash flow approach using a discount rate of 16.5%, resulting
in an allocated fair value of $5.5 million at the date of acquisition.

In addition, Angiotech acquired in-process research and develop-
ment that would require further development. The in-process
research and development was valued using a discounted cash flow
approach using a discount rate of 16.5%, resulting in an allocated fair
value of $5.2 million at the date of acquisition. The in-process
research and development acquired has been written off as of the
acquisition date, for U.S. GAAP purposes [note 17].

The impact of foreign exchange on the balances of intangible assets,
in-process research and development and goodwill as a result of
translating these amounts using the current rate method until
October 1, 2003 was a reduction of $7,714,000 with a corresponding
decrease in the cumulative translation adjustment.

(b) STS Biopolymers, Inc.

On December 4, 2003, the Company acquired all of the common
shares of STS Biopolymers, Inc. (“STS”), a U.S. based Company, for
cash consideration. This acquisition was accounted for using the pur-
chase method of accounting. The assets, liabilities, revenue and
expenses of STS have been included in the consolidated financial
statements of the Company from December 4, 2003, the date of
acquisition. Total consideration, which was determined by the
fair value of the consideration given as at the date of acquisition,
including acquisition costs, was allocated to the assets acquired and
liabilities assumed based on the preliminary fair values on the date of
acquisition as follows:
December 4, December 4,

2003 2003

{in thousands of §) U.S.$3 Canadian $
Cash and cash equivalents 146 19
Other current assets 1,465 1,919
Capital assets 745 975
Other non-current assets 14 19
Identifiable intangible assets 14,600 19,126
In-process research and development 3,100 4,061
Goodwill 9,257 12,128
Current liabilities (1,379) (1,807)
Future income tax liability (3,568) (4,674)
24,380 31,938

Consideration:

Cash paid to shareholders 20,204 26,467
Cash paid to debtholders 2,813 3,685

Liabilities assumed 160 210
1,203 1,576
24,380 31,938

Acquisition costs

The purchase price is expected to be finalized in the first quarter of
2004 upon completion of the formal valuation.

Description of acquisition

Located in Henrietta, New York, STS specializes in the development
and manufacturing of state-of-the-art biocompatible coatings for
medical devices. The STS coatings are in commercial use on a range
of medical devices including vascular, neurointerventional catheters,
dilators, cannulae, gastroenteral feeding tubes, urinary catheters,
blood filters, infusion catheters and guidewires. STS also licenses
a series of hydrophilic lubricious (SLIP-COAT®), drug delivery (MEDI-
COAT®) and medical imaging (ECHO-COAT ®) coatings to a wide
variety of medical device partners.
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Financial Statements, Continued

. ACQUISITIONS, Continued .

Identifiable intangible assets 4
At the acquisition date, STS had several developed products that pro-
vided a stream of identifiable benefits from the sale of these products.
The proprietary developed technology was valued using a discounted
cash flow approach using a discount rate of 22%, resulting in an
allocated fair value of $10.3 million at the date of acquisition. STS also
possessed core patented technology that is expected to leverage
functionality from previously developed products and technologies.
The core patented technology was valued using a discounted cash
flow approach using a discount rate of 22%, resulting in an allocated
fair value of $7.2 million at the date of acquisition. The Company also
allocated $1.6 million to customer relationships as an identifiable
intangible asset.

In addition, Angiotech acquired in-process research and develop-
ment that would require further development. The in-process
research and development was valued using a discounted cash flow
approach using a discount rate of 22%, resulting in an allocated fair
value of $4.1 million at the date of acquisition. The in-process
research and development acquired has been written off as of the
acquisition date, for U.S. GAAP purposes [note 17].

. FINANCIAL INSTRUMENTS AND FINANCIAL RISK

For certain of the Company’s financial instruments, including cash
equivalents, short-term investments, accounts receivable, deposits
and accounts payable, the carrying amounts approximate fair value

-due to their short-term nature. See note 8 for the fair value of long-

term investments.

Financial risk includes interest rate risk, exchange rate risk and credit
risk. Interest rate risk arises due to the Company’s investments bear-
ing fixed interest rates. Foreign exchange risk arises as the
Company’s investments which finance operations are substantially
denominated in United States dollars and a significant portion of the
Company’s expenses are denominated in Canadian dollars. Credit
risk arises as the Company provides credit to its customers in the
normal course of business. The Company carries out credit evalua-
tions of its customers on a continuing basis.

. CASH EQUIVALENTS AND SHORT-TERM INVESTMENTS

At December 31, 2003, included in cash and cash equivalents is
$239,682,578 (US $185,455,264) denominated in U.S. dollars
[September 30, 2002—$9,811,728 (US $6,187,242)].

Short-term investments are substantially comprised of investment
grade commercial debt with an average fixed interest rate of 1.7%
[September 30, 2002—2.6%] and maturities to December 2004
[September 30, 2002-June 2003]. Included in short-term investments
at December 31, 2003 are investments of $27,096,765 (US
$20,966,237) denominated in U.S. dollars [September 30, 2002—
$94,247,971 (US $59,432,444)).

At December 31, 2003, the fair value of the short-term investments
was approximately $42,218,000 [September 30, 2002—$121,923,000],
based on quoted market prices.

7. INVENTORIES

b)

=

December 31,  September 30,
2003 2002
(in thousands of CON$) $ $
Raw materials 391 -
Work in process 995 —
Finished goods 1,080 —
2,476 —
. LONG TERM INVESTMENTS

December 31,  September 30,
2003 2002
(in_thousands of CON$) $ 3

Investments accounted for by the equity method:
NeuColl, Inc. (a) 905 —
Investments accounted for at cost (b) 20,325 _
21,230 —

NeuColl Inc.

Effective January 31, 2003, through the acquisition of Cohesion
[note 4], the Company acquired a 39.6% equity interest in NeuColl
Inc. and a US$200,000 convertible debenture. NeuColl Inc. is a
privately held medical device company engaged in the development
and commercialization of collagen-based products for musculoskele-
tal repair. The debenture bearing interest at 7% per annum and due
June 20, 2003 can be converted into common shares at a rate of
US$0.50 per US$1.00 of convertible debenture at the option of
Cohesion. At the acquisition date, the Company allocated no value to
the equity investment and US$200,000 to the convertible debenture
receivable. The Company also acquired 3,000,000 warrants to pur-
chase common shares of NeuColl at US$0.50 per share that expire on
February 1, 2006 as part of the Cohesion acquisition. in July 2003,
Cohesion exercised 1,000,000 of the warrants at a cost of
US$500,000, increasing its equity interest to 46.6%, and recorded the
amount as a long-term investment.

For the period February 1, 2003 to December 31, 2003, the Company
recorded equity income of $230,000 (US $165,000) as its share of
NeuColl's net income. The fair value of the investment in the private
company is not readily determinable.

Investments recorded at cost

Investments recorded at cost are denominated in U.S. doliars
(US$15,548,289) and are substantially comprised of government
agency notes with an average yield to maturity of 2.2% [September 30,
2002—nif] and maturities ranging from May 2005 to June 2006
[September 30, 2002—nil).

At December 31, 2003, the fair value of long-term investments
recorded at cost was approximately $20,809,000 (September 30,
2002—nil) based on guoted market prices
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CAPITAL ASSETS
Accumulated Net book
Cost amortization value
{in thousands of CDN$) $ $
December 31, 2003
Computer equipment 4,106 1,868 2,238
Research eguipment 3,412 1,821 1,591
Manufacturing equipment 3,660 1,500 2,160
Office furniture and equipment 1,782 516 1,266
Leasehold improvements 6,648 803 5,845
19,608 6,508 13,100
September 30, 2002
Computer equipment 1,910 992 918
Research equipment 1,889 1,183 696
Office furniture and equipment 1,284 97 1,187
Leasehold improvements 6,164 7 6,157
11,247 2,289 8,958
INTANGIBLE ASSETS
Accumulated Net book
Cost amortization value
{in thousands of CDN$) $ $ $
December 31, 2003
Medical technologies 10,397 8,282 2,115
Developed product technologies 31,686 7,797 23,889
Core technologies 12,134 646 11,488
In-process research and development 8,693 607 8,086
Customer relationships 1,572 — 1,572
64,482 17,332 47,150
September 30, 2002
Medical technologies 10,397 5,710 4,687

CAPITAL LEASE OBLIGATION

The Company acquired a lease agreement relating to manufacturing
equipment and leasehold improvements upon the acquisition of
Cohesion. The lease was due to expire in August 2004 and was col-
lateralized by assets and restricted cash. In November 2003, the
Company paid out the lease for a net cash payment of $1,375,000 and
the balance of restricted cash of $1,817,000 was released to the
Company.

DEFERRED LEASEHOLD INDUCEMENT

The deferred leasehold inducement is comprised of a tenant
improvement allowance and is being amortized to reduce rental
expense on a straight line basis over the initial ten year term of the
lease which commenced in October 2002.

SHARE CAPITAL

On each of March 3, 2003 and February 4, 2004 [note 21], the share-
holders of the Company authorized a 2 for 1 stock split of the
Company's common shares. All common share capital, options and
per share amounts in these consolidated financial statements have
been retroactively adjusted to give effect to each of the stock spilits.

a)

Authorized
200,000,000 Common shares without par value
50,000,000 Class | Preference shares without par value

The Class | Preference shares are issuable in Series. The directors
may, by resolution, fix the number of shares in a series of Ciass |
Preference shares and create, define and attach special rights and
restrictions as required. None of these shares are currently issued
and outstanding.

Issued and outstanding

No. of Amount
(in thousands of CDN$, except share amounts). shares $
Common shares
Balance, September 30, 2000 61,026,388 192,981
Issued for cash upon exercise of stock options 1,096,628 2,350
Balance, September 30, 2001 62,123,016 195,331
Issued upon exercise of common share
purchase warrants fnote 73(f)] 100,256 1,968
Issued for cash upon exercise of stock options 704,196 2,308
Balance, September 30, 2002 62,927,468 199,607
Issued on acquisition of Cohesion [note 4] 4,811,256 67,372
Issued for cash pursuant to public offering—net 11,500,000 320,420
Issued for cash upon exercise of stock options 3,935,798 34,992
Balance, December 31, 2003 83,174,522 622,391

In October 2003, the Company completed a public offering of
11,500,000 common shares at a price of $29.51 per share (US $21.88
per sharej for gross proceeds of $339 million (US $252 million). Total
net proceeds to the Company amounted to $320 million (US $238
million) after underwriting commissions and other expenses.

As at February 27, 2004, taking into account the stock split on
February 4, 2004 /[note 21}, the Company had 83,413,580 common
shares issued and outstanding for a total of $625,456,650.

Stock Options

Angiotech Pharmaceuticals, Inc.

In 1998, the Company established a Stock Option Plan (“1998 Plan”),
whereby options to purchase shares of the Company’s stock may be
granted to employees, directors, consultants and clinical advisory
board members. The exercise price of the options is determined by
the Board but generally will be at least equal to the market price of
the common shares at the date of grant and the term may not exceed
ten years. Options granted are also subject to certain vesting provi-
sions. During the year ended September 30, 2000, the Company
obtained shareholder approval to amend the number of stock options
available for granting under the Plan from 7,075,460 common shares
to 8,062,084 common shares. On March 6, 2001, the shareholders
approved the adoption of the 2001 Stock Option Plan (“2001 Plan™},
which supercedes the 1998 Plan and increased the number of stock
options available for granting to 12,304,644 common shares of which
25,384 [September 30, 2002—1,070,520] options are available for
issuance pursuant to the 2001 Plan.




1

A UXEJUWA}WU U VSR U T VEAEATAS LUNSAZOVSS

13.

Notes to Consolidated

Financial Statements, Gontinued

SHARE CAPITAL, Continued

A summary of the stock option transactions is as follows:

Weighted
No. of average
optioned exercise price

shares
Balance, September 30, 2000 6,170,972 5.41
Granted 3,422,000 15.40
Exercised (1,096,628) 2.14
Forfeited (69,856) 12.74
Balance, September 30, 2001 8,426,488 9.83
Granted 2,463,200 20.23
Exercised (704,196) 3.28
Forfeited (295,120) 16.01
Balance, September 30, 2002 9,890,372 12.70
Granted 1,656,256 14.92
Exercised (3,088,136) 8.10
Forfeited (622,328) 18.64
Balance, December 31, 2003 7,836,164 14,52

These options expire at various dates from February 5, 2006 to
August 13, 2013.

As of February 27, 2004, taking into account the stock split on
February 4, 2004 [note 21), there were 9,123,424 stock options out-
standing (of which 5,322,821 are exercisable) at a weighted average
exercise price of $17.31. The total amount outstanding includes stock
options granted and exercised subsequent to year end of 1,437,888
and 150,628 respectively.

Cohesion Technologies, Inc.

On January 31, 2003, upon the acquisition of Cohesion, the Company
assumed a total of 1,101,488 stock options outstanding under
Cohesion’s stock option plans including the 1998 Stock Option Plan.
Under the 1998 Stock Option Plan, options may be granted to the
Company’s employees and consultants. The exercise price of the
options is determined by the Board but generally will be at least equal
to the market price of the common shares at the date of grant and the
term may not exceed ten years. Options granted are also subject to
certain vesting provisions. Each Cohesion stock option is converted
into one Angiotech common share upon exercise.

A summary of the Cohesion stock option transactions for the period
from January 31, 2003 to December 31, 2003 js as follows:

No. of Weighted

optioned average

shares exercise price

Qutstanding at January 31, 2003 1,101,488 UsS $ 8.55
Granted 153,744 US $10.28
Exercised (847,662) Us$ 8.39
Forfeited (74,450) Us $17.17
Outstanding at December 31, 2003 333,120 Us $11.14

These options expire at various dates from May 20, 2004 to

June 3, 2013.

As of February 27, 2004, taking into account the stock split on
February 4, 2004 [note 21], there were 244,690 stock options out-
standing (of which 126,329 are exercisable) at a weighted average
exercise price of $10.75.

Stock options outstanding
The options outstanding under all option plans are as follows:

Opticns outstanding Options exercisable
December 31, 2003 December 31, 2003
Number of Remaining Weighted Number ot Weighted
Range of common Contractual average common average
exercise shares life exercise shares exercise
prices issuable {years) price issuable price
$0.69 114,000 2.10 $ 0.69 114,000 $ 0.69
$2.25-$3.03 422,272 4.79 $ 2.79 422,272 $ 279
$3.75-$4.24 589,530 5.81 $ 419 589,630 $ 4.19
$11.47-$14.84 3,555,300 7.85 $13.62 2,006,050 $13.56
$15.10-$19.75 1,597,672 7.09 $17.03 1,213,192 $17.07
$21.39-$30.71 1,557,390 8.05 $22.08 785,276 $21.53
7,836,164 7.33 $14.52 5,130,320 $13.36

The following options are exercisable in USD:
US $4.58-$5.67 23,864 8.25 $ 5.41 23,864 $ 5.41
US $6.41-$9.60 199,462 8.05 $ 9.08 94,358 $ 8.50
US $10.37-$13.72 44,016 5.53 $11.80 44,016 $11.80
US $15.10-$18.70 33,450 8.22 $15.98 17,110 $16.82
US $20.04-$29.65 32,328 6.37 $22.21 32,328 $22.21
333,120 7.58 $11.14 211,676 $11.60

d) Stock based compensation expense
The estimated fair value of the stock options issued during the fifteen
month period ended December 31, 2003 was determined using the
Black-Scholes option pricing model with the following weighted
average assumptions:

Fifteen months

ended

December 31,

2003

Dividend Yield Nif
Annualized Volatility 67.5%
Risk-free Interest Rate 3.92%
Expected Life (Years) 3
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The estimated fair value of the options granted to the Company’s offi-
cers, directors, and employees in the fifteen month period ended
December 31, 2003 is amortized to expense on a straight-line basis
over the vesting period resulting in compensation expense of
$2,789,000. The weighted average fair value of stock options granted
in the fifteen month period ended December 31, 2003 was $6.80.

During the fifteen month period ended December 31, 2003, as the
result of an employee termination agreement, the Company acceler-
ated the vesting of 79,458 stock options to an immediate vesting from
approximately 1.7 years. The Company recorded compensation
expense of $1,235,000 based on the estimated fair value of the
modified award. The estimated fair value was determined using the
Black-Scholes option pricing model using the following assumptions:
dividend yield—nil; volatility—46%, risk-free interest rate 3.88% and
expected life—30 days.

The Black Scholes pricing model was developed for use in estimat-
ing the fair value of trade options which have no vesting restrictions
and are fully transferable. In addition, option valuation models require
the input of highly subjective assumptions including the expected
stock price volatility. Because the Company’s employee stock
options have characteristics significantly different from those of
traded options, and because changes in the subjective input
assumptions can materially affect the fair value estimate, in manage-
ment’s opinion, the existing mode!l do not necessarily provide a
reliable single measure of the fair value of its employee stock options.

Pro forma disclosure

The following pro forma financia! information presents the loss for the
period and basic and diluted loss per common share had the
Company recognized stock based compensation using a fair value
based method for all stock based awards granted, modified or settled
prior to October 1, 2002:

Fifteen months

ended
December 31, Years ended September 30,
(in thousands of CONS, 2003 2002 2001

except per share amounts) $ $ $

Loss for the period {67,616) (20,143) (8,327)
Add: Fair value of stock based
compensation {18,516) (20,769) (14,487)

Pro forma loss for the period (86,132) (40,912) (22,814)
Basic and diluted loss per
common share

As reported (0.96) (0.32) (0.14)

Pro forma (1.22) (0.66) (0.37)

The pro forma amounts may not be representative of future disclo-
sures as the estimated fair value of stock option compensation is
amortized to expense over the vesting period and additional options
may be granted in future periods. The weighted average fair value of
stock options granted in the years ended September 30, 2002 and
2001 was $9.79 and $10.11 respectively. The Company used the
Black-Scholes option pricing model to estimate the fair value of the
options at the grant date, using the following weighted average
assumptions:

Year ended Year ended

September 30, September 30,

2002 2001

Dividend Yield Nil Nit
Annualized Volatility 50% 74%
Risk-free Interest Rate 4.0% 4.4%
Expected Life (Years) 5 5

Common share purchase warrants

In November 2001, the Company issued 100,256 common shares in
net settlement of the remaining 120,000 common share purchase
warrants which were granted pursuant to a licensing agreement
entered into in December 1998. Accordingly, the estimated fair value
of the warrants of $1,968,000 was transferred from contributed
surplus to share capital.

Shareholder rights plan

Pursuant to a shareholders rights plan (the “Plan”) approved February
10, 1999 and amended March 5, 2002, the holder of the right is entitled
to acquire, under certain conditions, common shares of the Company
at a 50% discount to the market upon a person or group of persons
acquiring 20% or more of the common shares of the Company. The
rights are not exercisable in the event of a Permitted Bid as defined in
the Plan. The Plan is valid until the first shareholders meeting held after
March 5, 2005.
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INCOME TAXES

As at December 31, 2003, the Company has scientific research and
experimental development expenditures in the amount of $39,109,000
(September 30, 2002—$34,129,000) available for carry-forward indefi-
nitely to reduce future taxable income. The Company also has
unclaimed Canadian and U.S. federal and provincial/state investment
tax credits of approximately $11,154,000 and $4,173,000 respectively
(September 30, 2002—$7,813,000 and $2,363,000) available to reduce
future income taxes otherwise payable. The Company also has loss
carry forwards of approximately $78,837,000 (September 30, 2002—
$23,512,000) available to offset future taxable income in Canada
($33,829,000), the United States ($24,186,000), Switzerland
($18,206,000) and the Netherlands ($2,615,000). The investment tax
credits and loss carry forwards expire as follows:

Provincial/
Federal state Loss
investment  investment carry-
tax credits tax credits forwards
(in thousands of CDN$) $ $ $
2004 — - 3,192
2005 — — 3,129
2006 83 — 3,996
2007 240 —_ —_
2008 900 — 4,954
2009 1,329 54 13,272
2010 1,613 625 15,399
2011 2,047 828 8,094
2012 1,531 818 —
2013 1,130 612 —_
2014 314 160 —
2019 535 — —_
2020 550 — —
2021 417 — 1,430
2022 275 —_ 9,379
2023 190 —_ 11,199
2024 - — 2,178
Indefinitely — 1,076 2,615
11,154 4,173 78,837

Significant components of the Company’s future tax assets as of
December 31, 2003 are shown below.

December 31, September 30,
2003 2002
{in thousands of CON$) $ $
Future tax assets:
Book amortization in excess of
tax depreciation 3,717 1,457
Loss carry forwards 24,091 7,006
Capital loss carry forwards 3,825 —_
Research and development
deductions and credits 25,609 18,708
Other assets 6,482 1,734
Total future tax assets 63,724 28,905
Valuation allowance (51,303) (28,786)
Total future tax assets 12,421 119
Future tax liabilities:
Identifiable intangible assets (17,005) —
Unrealized foreign exchange gain —_ (119)
Total future tax liabilities (17,095) (119
Net future tax liability (4,674) —

Realization of the future tax assets is dependent upon generating suf-
ficient taxable income prior to the expiration of any loss carry forward
balances for tax purposes. Due to the Company’s state of develop-
ment and operations, the Company has not met the test that it is more
likely than not that the future tax assets will be realized. Accordingly, a
valuation allowance has been provided, equal to the net future tax
assets. The valuation allowance is reviewed periodically and when the
more likely than not criterion is met, the valuation allowance will be
adjusted accordingly by a credit or charge to earnings in that period.
In addition, due to the change in control of the acquired companies
during the period, the future utilization of certain loss carryforwards
and tax credits that were incurred by the acquired companies prior to
acquisition will be restricted and subject to annual limitations.

The reconciliation of income tax attributable to operations computed
at the statutory tax rates to income tax expense (recovery), using a
39.25% [2002—40.87%; 2001—44.87 %) statutory tax rate, is:

Fifteen months

ended
December 31, Years ended September 30,
2003 2002 2001
(in thousands of CDN$) $ 3 3
Income taxes at statutory rates (26,539) (8,233) (3,736)
Effect of Canadian tax rate
changes on future tax
assets and liabilities 1,142 1,535 2,471
Foreign tax rate differences 3,273 6,668 —
Research and development credits (1,477) (2,249) (1,408)
Losses not deductible for
tax purposes 4,768 — —
Other differences 711 5 (753)
Change in valuation allowance,
excluding the impact
of acquisitions 18,122 2,274 3,426
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COMMITMENTS AND CONTINGENCIES

Lease commitments

The Company has entered into operating lease agreements for office
and laboratory space which expire through May 2012, with an option
to renew through 2017. Future minimum annual lease payments
under these leases are as follows:

(in thousands of CDN$) $
2004 2,345
2005 1,515
2006 1,472
2007 1,213
2008 1,252
Thereafter 4,695
12,492

Rent expense for the fifteen month period ended December 31, 2003
amounted to $2,060,933 [years ended September 30, 2002 and
2001—8$667,759 and $552,576 respectively].

License agreements

Pursuant to various license agreements, the Company is responsible
for the payment of royalties based on a percentage of revenue, sub-
ject to certain minimum annual royalties, and the payment of amounts
upon the achievement of certain milestones. In addition, the
Company is committed to future research and development
expenses related to its clinical trials and research and development
programs [note 16].

Contingencies

The Company may, from time to time, be subject to claims and legal
proceedings brought against it in the normal course of business.
Such matters are subject to many uncertainties. Management
believes that adequate provisions have been made in the accounts
where required and the ultimate resolution of such contingencies will
not have a material adverse effect on the financial position of the
Company.

Oppositions have been filed with respect to a granted European
patent that relates to certain products. The Opposition Division found
that some of the claims in the patent, which do not recite stent
devices, were invalid. The decision of the Opposition Division was
appealed to a Board of Appeal of the European Patent Office. The
Board of Appeal has remanded the case to the Opposition Division
for further consideration of the claims which were granted by the
European Patent Office. An adverse decision by the Opposition
Division, or subsequently, by the Board of Appeal, could result in rev-
ocation of the patent or a narrowing of the scope of protection
afforded by the patent. The outcome of this case before the
Opposition Division, or subsequently, on appeal, is uncertain at
this time.

c)

16.
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The Company enters into indemnification agreements with certain
officers and directors. In addition, the Company enters into license
agreements with third parties that include indemnification provisions
in the ordinary course of business that are customary in the industry.
Those guarantees generally require the Company to compensate the
other party for certain damages and costs incurred as a result of third
party claims or damages arising from these transactions. In some
cases, the maximum potential amount of future payments that could
be required under these indemnification provisions is unlimited.
These indemnification provisions may survive termination of the
underlying agreement. The nature of the indemnification obligations
prevents the Company from making a reasonable estimate of the
maximum potential amount it could be required to pay. Historically,
the Company has not made any indemnification payments under
such agreements and no amount has been accrued in the accompa-
nying consolidated financial statements with respect to these
indemnification obligations. However, the Company maintains liability
insurance that limits the exposure and enables the Company
to recover any future amounts paid, less any deductible amounts
pursuant to the terms of the respective policies, the amounts of which
are not considered material.

LICENSE AND DISTRIBUTION, MANUFACTURING AND OTHER
AGREEMENTS
The Company’s most significant agreements are:

NeoRx Corporation (“NeoRx")

In December 1998, the Company entered into an exclusive license
agreement with NeoRx whereby the Company was granted an exclu-
sive, worldwide license to certain technologies of NeoRx relating to
the use of paclitaxel and analogues and derivatives for non-oncolog-
jcal diseases. Pursuant to this license agreement, the Company
issued 63,846 common shares and 230,000 common share purchase
warrants valued at $1,968,000 [note 13[f]]. In addition, as per the
license agreement, the Company is committed to pay $1.9 million
(US$1.5 million) of balloon milestone payments to NeoRx that
become due when the Company’s corporate partners reach certain
levels of cumulative net sales of the drug-eluting stent. As at
December 31, 2003, $1.2 million (US$1.0 million) has been accrued as
license fee expense in relation to these balloon milestone payments.

C.R. Bard, Inc. (“Bard”)

In December 1998, the Company and Bard entered into an exclusive,
worldwide, license and development agreement (the “Bard License
Agreement”) which granted Bard the right to use, manufacture, dis-
tribute and sell certain technology of the Company for peripheral
perivascular applications in connection with peripheral vascular
grafts and AV access grafts. In November 2003, the Bard License
Agreement was terminated by mutual agreement. The Company
retained all rights to the program and is continuing to independently
develop the products. Human clinical trials have been initiated.
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LICENSE AND DISTRIBUTION, MANUFACTURING AND OTHER
AGREEMENTS, Continued

Boston Scientific Corporation (“BSC”) and Cook Incorporated (“Cook™)
In July 1997, the Company, BSC and Cook entered into a licensing
agreement and investment agreement (together the “BSC/Cook
License Agreement”) which grants each of BSC and Cook a co-exclu-
sive, worldwide right and license to use, manufacture, distribute, and
sell certain technology of the Company for endoluminal vascular and
gastrointestinal applications on or incorporated in stents and other
drug delivery devices.

Pursuant to the BSC/Cook License Agreement, each of BSC and
Cook has agreed to reimburse the Company for certain research and
development expenses, make future milestone payments upon
achievement of certain critical clinical and commercial development
milestones, devote stated amounts for product research, develop-
ment and marketing and pay royalties on net product sales. The
payments and commitments pursuant to the BSC/Cook License
Agreement, including an equity investment of $5.4 million, if the
milestone payments are achieved and the other financial commit-
ments are incurred, excluding royalty payments, is approximately $32
million, of which $17.2 million and the equity investment has been
received as at December 31, 2003. The agreement may be terminated
by either party if regulatory milestones are not met. Unless otherwise
terminated, the agreement expires upon the expiration of the last
issued patent.

Baxter Healthcare Corporation (“Baxter”)

In April 2003, the Company finalized a Distribution and License and a
Manufacturing and Supply Agreement with Baxter, providing Baxter
with the worldwide (excluding Japan and certain other territories)
right to manufacture and distribute the Company’s surgical sealant
product, CoSeal®, currently approved for sale in the U.S. and Europe,
and an option to license the Company’s surgical anti-adhesive prod-
uct, Adhibit™, which is not currently approved for sale in the U.S. and
another product currently in development. These products were
acquired in the Cohesion acquisition. Pursuant to the agreements,
the Company received an upfront payment of US$8 million, of which
US$6 million is non-refundable. In addition the Company earned
US$2 million in December 2003 and will earn a further US$2 million in
January 2004 upon successful transfer of manufacturing of the
CoSeal® product to Baxter in January 2004, and up to an additional
US$11 million if Baxter exercises its option to license the one other
product and extend the exclusive distribution rights for two current
products. Up to US$2 million of the upfront payment is refundable if
the Company terminates the agreement, at its option, upon the
failure of Baxter to achieve certain minimum sales, and the Company
elects to distribute the product.

17.

a)

For the period ended December 31, 2003 and until manufacturing of
the product is transferred to Baxter, the Company will manufacture
the product for Baxter, receive a portion of the selling price to the
third party customer and record sales and cost of sales accordingly.
Thereafter, the Company will earn a percentage royalty. The agree-
ments, or portions thereof, may be terminated by Baxter at any time
or by the Company if specified minimum sales are not achieved by
Baxter. Unless otherwise terminated, the agreements expire upon the
earlier of the expiration of the last issued patent or thirty years.

The upfront payment of US$6 million is being recorded as revenue on
a straight-line basis over the estimated period to conclude the trans-
fer of manufacturing to Baxter which was originally estimated to be
18 months and subsequently reduced to 10 months. The amount of
US$2 million that may be refundable, as well as the other payments
due upon transfer of manufacturing and exercise of options will be
recognized as revenue upon the lapse of the refundability period and
upon exercise of the options, respectively. The amortization of the
intangible asset related to CoSeal® is being amortized in proportion
to the revenue earned.

RECONCILIATION OF GENERALLY ACCEPTED ACCOUNTING
PRINCIPLES

The Company prepares its financial statements in accordance with
Canadian generally accepted accounting principles (“Canadian
GAAP"), which, as applied in these financial statements, conform in
all material respects to United States generally accepted accounting
principles (“U.S. GAAP"), except as follows:

For U.S. GAAP purposes, the Company has elected to prospectively
adopt Statement of Financial Accounting Standard No. 148 (SFAS 148),
“Accounting for Stock Based Compensation—Transition and
Disclosure”, an amendment to Statement of Financial Accounting
Standard No. 123 (SFAS 123) “Accounting for Stock Based Compen-
sation” for employee awards granted under its stock option plan,
modified or settled subsequent to October 1, 2002. The standard per-
mits the prospective recognition of stock based compensation
expense for all employee stock-based compensation transactions
occurring subsequent to October 1, 2002 using a fair value based
method. Prior to the adoption of this standard, the Company applied
the disclosure provisions of SFAS 123 for stock options granted to
employees. As allowed by SFAS 123, the Company followed the intrin-
sic value approach of Accounting Principles Board Opinion No. 25
“Accounting for Stock Issued to Employees” (APB 25) which resulted in
no compensation expense being recognized for the years ended
September 30, 2002 and 2001 as the exercise price of the Company’s
employee stock options equaled the market price of the underlying
stock on the date of grant. As the Company has prospectively adopted
comparable accounting standards for both U.S. GAAP and Canadian
GAAP in the current period, employee stock based compensation
expense amounted to $2,789,000 for both U.S. GAAP and Canadian
GAAP for the fifteen month period ended December 31, 2003.
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Under U.S. GAAP SFAS 148 and SFAS 123, stock based compensa-
tion to non-employees must be recorded at the fair market value of
the options on the earlier of the date at which a performance com-
mitment is reached or the vesting date of the options. For purposes
of reconciliation to U.S. GAAP, the Company recorded additional
compensation expense of approximately $166,000 [years ended
September 30, 2002 and 2001—$287,000 and $449,000 respectively]
in respect of options granted to a consultant. The fair value of these
options was estimated using a Black-Scholes pricing model with the
following weighted average assumptions for the fifteen month period
ended December 31, 2003 and years ended September 30, 2002 and
2001, respectively: risk free interest rates of 3.8%, 4.0% and 4.4%;
dividend yields of 0%; volatility of the expected market price of the
Company’s common stock of 47%, 50% and 74%; and a weighted
average expected life of the options of three years, five years and
six years.

Under the prospective adoption of SFAS 148 for stock options
granted to employees subsequent to October 1, 2002, the acceler-
ated vesting of stock options is treated as a modification of the award
and stock based compensation expense must be recorded based on
the fair value of the new award. Prior to October 1, 2002, the
Company recorded compensation for stock options with accelerated
vesting at the intrinsic value of the stock options on the acceleration
date Iess the intrinsic value on the initial grant date, to the extent an
employee benefits from the acceleration. For the fifteen month period
ended December 31, 2003, the Company recorded compensation
expense of $1,235,000 for both U.S. GAAP and Canadian GAAP in
relation to such modifications. For the years ended September 30,
2002 and 2001, the Company recorded compensation expense in the
amount of $ nil and $49,000 respectively.

Under U.S. GAAP, amounts paid for medical technologies used solely
in research and development activities and with no alternative future
use, would be expensed.

Under U.S. GAAP, in-process research and development would be
expensed. During the fifteen month period ended December 31, 2003,
the Company acquired in-process research and development in the
acquisitions of Cohesion and STS of $5,244,000 and $4,061,000
respectively [note 4]. Accordingly, these amounts have been
expensed for U.S. GAAP purposes.

Under U.S. GAAP, short-term and long-term investments are
classified as available for sale and carried at market values with
unrealized gains or losses reflected as a component of other
comprehensive income.

For purposes of Canadian GAAP, the effect of the change in account-
ing principle for revenue recognition applied in fiscal 2001 was
applied retroactively and all prior years were restated. For purposes
of U.S. GAAP, this change in accounting principle was applied as a
cumulative effect adjustment to the fiscal 2001 reported net loss.

h) If U.S. GAAP were followed:

i) the effect on the Statements of Loss and Deficit would be:

Fifteen months

ended

December 31,

(in thousands of CDN§, 2003
except per share information) $

Years ended September 30,

2002 2001
$ $

Loss for the year, Canadian GAAP (67,616)
Adjustment for stock based

compensation

to non-employees [b]
Adjustment for accelerated vesting

of stock options {c} —_
Adjustment for medical technology

expense and amortization [d]
Adjustment for amortization of

in-process research

and development {g] 628
Adjustment for purchase of in-

process research

and development [g]

(166}

1,961

{9,305)

{20,143) (8,327)

(@87 (449)
— {49)

2,357 (231)

Loss before cumulative effect of
change in accounting principle
for the period, U.S. GAAP

Cumulative effect of a change in
accounting principle [g] -

(74,498)

(18,073) (9,0586)

— (2,292)

Loss for the period, U.S. GAAP (74,498)
Adjustment for short-term and

long-term investments,

unrealized gain [f] 484
Reclassification of unrealized

gain on short-term

and long-term investments (106)

(18,073) (11,348)

106 —

Comprehensive loss for the

period, U.S. GAAP (74,120)

(17,967)  (11,348)

Basic and diluted loss per
common share, U.S. GAAP:

Loss before change in
accounting principle

Cumulative effect of a change in
accounting principle —

{1.06)

0.29) 0.15)

— (0.04)

Basic and diluted loss per

common share, U.S. GAAP (1.06)

{0.29) {0.19)

Weighted average number of
common shares,

U.S. GAAP (in thousands) 70,580

62,532 61,656
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RECONCILIATION OF GENERALLY ACCEPTED ACCOUNTING

PRINCIPLES, Continued

iy Balance Sheet items which would differ under U.S. GAAP are as
follows:

December 31, September 30,

2003 2002

(in thousands of CDN$) $ $

Intangible assets [d] and [e] 38,893 2,555

Short-term investments ff] 42,216 121,923

Long-term investments [f 21,714 —

Total assets 512,943 149,539

Contributed surplus 12,407 3,255

Accumulated other comprehensive income 484 106
Deficit {140,080) (65,582)

Statements of Cash Flow items, which would differ are as follows:

iii)

Fifteen months

ended
December 31, Years ended September 30,
2003 2002 2001
{in thousands of CDN$) $ $ 3
Cash used in operating activities,
Canadian GAAP {49,683) (15,016) (9,791)
Adjustment for medical
technology expense — — (114)
Cash used in operating activities,
U.S. GAAP __(49,683) __{15,016) (9,905)
Cash provided by (used in)
investing activities,
Canadian GAAP 23,115 24,031 6,542
Adjustments for medical
technology —_ — 114
Cash provided by (used in)
investing activities, U.S. GAAP 23,115 24,031 6,656
Accounts payable and accrued liabilities comprise:
December 31, September 30,
2003 2002
{in thousands of CONS) $ $
Trade accounts payable 2,556 2,532
Accrued contract research — 504
Employee-related accruals 2,688 1,513
Other accrued liabilities 4,157 349
9,401 8,898

Pro forma information—Acquisition of Cohesion and STS

The following pro forma information presents a summary of the con-
solidated results of operations of the Company and Cohesion and
STS [note 4] required for U.S. GAAP as if the acquisitions had
occurred on October 1, 2001. All transactions between the Company
and Cohesion and STS have been eliminated.

Fifteen months

ended
December 31, September 30,
2003 2002
(in thousands of CDN$) $ 3
Pro forma total revenue 42,083 24,313
Pro forma loss {86,680) (66,476)
Pro forma basic and diluted loss per share _ {1.23) (1.06)

Included in the pro forma net loss for the year ended September 30,
2002 is $9.3 million of in-process research and development acquired
in the business acquisition and written off for U.S. GAAP purposes.

These pro forma consolidated resuits have been prepared for com-
parative purposes only. They may not be indicative of the results of
operations which would have resulted had Cohesion and STS been
acquired on October 1, 2001, They also are not indicative of future
consolidated results of operations of the Company.

Pro forma information—Stock based compensation

The following pro forma financia! information presents the loss for the
period and basic and diluted loss per common share had the
Company recognized stock based compensation for stock options
granted to employees and directors using a fair value based method
for all stock based transactions prior to October 1, 2002. The fair
value for these options was estimated at the date of grant using a
Black-Scholes pricing mode! [note 13(e)] for pro forma assumptions.

Applying the above, supplemental disclosure of pro forma loss and
loss per share is as follows:

Fifteen months

ended
December 31, Years ended September 30,
(in thousands of CDNS, 2003 2002 2001
except per share information) $ $ $
Loss for the period—U.S. GAAP {74,498) {18,073} (9,056)
Deduct: Stock based employee
compensation expense included
in reported loss above 4,024 — 49
Add: Total stock based employee
compensation expense using
fair value based method for
all awards {22,374) (20,482) (14,038)
Pro forma loss for the period _{92,848) (38,555) (23,045}
Basic and diluted loss per
common share
As reported {1.06) 0.29) (0.15)
Pro forma (1.32) (0.62) 0.37)
Recent pronouncements:
The Financial Accounting Standards Board issued FASB

Interpretation No. 45 (“FIN 45"), “Guarantor’s Accounting and
Disclosure Requirements for Guarantees, Including Indirect
Guarantees of Indebtedness of Others, an interpretation of FASB
Statements No. 5, 57 and 107 and Rescission of FASB Interpretation
No. 34”. The Interpretation requires that a guarantor recognize, at the
inception of a guarantee, a liability for the fair value of the obligation
undertaken by issuing certain types of guarantees and provide cer-
tain note disclosure. The adoption of FIN 45 on January 1, 2003 did
not have a material impact on the Company’s consolidated financial
position, results of operations or cash flows.

%
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In January 2003, the FASB issued FASB Interpretation No. 46 (“FIN
46"), “Consolidation of Variable Interest Entities” and in December
2003 issued a revision to FIN 46 (“FIN 46R"). FIN 46 and FIN 46R require
consolidation of a variable interest entity by the primary beneficiary of
the entity’s expected results of operations. FIN 46 is effective for all
new variable interest entities created or acquired between February
1, 2003 and December 31, 2003. For variable interest entities created
or acquired prior to February 1, 2003, the provisions of FIN 46R are
effective for the Company’s fiscal quarter ending March 31, 2004. For
variable interest entities created or acquired after December 31, 2003,
the provisions of FIN 46R are effective upon initial involvement with
the entity. The adoption of FIN 46 did not have a material effect on the
Company’s consolidated financial position or results of operations.
The Company is currently evaluating the impact of FIN 46R on its
consolidated financial statements.

. SEGMENTED INFORMATION
The Company operates in three segments: medical device coatings/
implants, therapeutics and non-drug loaded biomaterial products.

Medical device' coatings/implants comprise the research and
development of drug loaded coatings for medical devices and drug
loaded medical implants. Therapeutics comprise the research and
development of pharmaceuticals for the treatment of chronic inflam-
matory diseases such as rheumatoid arthritis and psoriasis.

The acquisition of Cohesion Technologies, Inc. on January 31, 2003,
resulted in an additional segment, non-drug loaded biomaterial
products. These products are used by physicians to facilitate the
performance of surgical procedures, including bioresorbable hemo-
static devices and biosealants for tissue repair and regeneration. STS
is included in the medical device coatings/implants segment.

The Company does not separate total assets and capital assets in
evaluating segment performance for medical device coatings/implants
and therapeutics, however, separate data is available for non-drug
loaded biomaterial products. The Company evaluates segment
performance based on segment profit or loss which includes an allo-
cation of capital asset and medical technology amortization based
upon estimated usage during the period.

December 31, September 30,

Also for purposes of evaluating segment performance, corporate
general and administration expenses are allocated to the segments
based upon estimated usage during the period. The unallocated
corporate general and administration expenses and amortization of
capital assets are included in non-allocable expenses. Investment
and other income and foreign exchange (loss) gain are not allocated
between segments.

Fifteen months

ended
December 31, Years ended September 30,
2003 2002 2001
{in thousands of CDN$) $ $ $
Revenue from external customers
Medical device coatings/implants 6,917 7,330 1,123
Biomaterials products 20,881 — —
Total revenue for reportable
_segments 27,798 7,330 1,123
Loss for reportable segments for
the period
Medical device coatings/implants (17,861) (7,110) (6,313)
Therapeutics (4,342} (10,704) (14,584)
Biomaterials products {9,918) — —
Total loss for reportable segments
for the period {32,121) (17,814) (20,897}
Non-allocable corporate expenses {11,197} 6,412) (2,542)
Total other {expense} income (24,298) 4,083 15,112
Loss for the period (67,616) (20,143) (8,327)

Geographic information
Revenues are attributable to countries based on the location of the
Company's customers or collaborators:

Fifteen months

ended
December 31, Years ended September 30,
2003 2002 2001
(in thousands of CDN$) $ 3 $
United States 93% 100% 100%
Other 7% — —
100% 100% 100%

Long-lived assets including goodwill:
December 31, September 30,

2003 2002 ) 2003 2002
(in thousands of CON$) $ $ (in thousands of CONS) $ $
Total assets—medical devices/therapeutics 453,918 151,565 Canada 14,729 13,645
Capital assets—medical devices/therapeutics 10,810 8,958 United States 89,434 —
Total assets—~biomaterial products 66,798 — 101,163 13,645
Capital assets—biomatenal products 2,290 —

Goodwill arising from the acquisition of Cohesion ($32,592,000) and
the acquisition of STS ($12,128,000) [note 4] relates to, and has been
allocated to, the biomaterial products segment and medical devices
segment respectively.

During the fifteen month period ended December 31, 2003, revenue
from one licensee in the medical device coatings/implants segment
represents approximately 20% of total revenue and revenue from one
customer in the biomaterials products segment represents approxi-
mately 54% of total revenue. The Company had accounts receivable
of $4,463,000 [US $3,453,000] at December 31, 2003 due from the
customer in the biomaterials products segment.
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CHANGE IN NON-CASH WORKING CAPITAL ITEMS RELATING TO
OPERATIONS AND SUPPLEMENTAL CASH FLOW INFORMATION:
The change in non-cash working capital items relating to operations

was as follows:
Fifteen months

ended
December 31, Years ended September 30,
2003 2002 2001
{in thousands of CONS$) $ $ $
Accrued interest on short-term
investments 1,279 2,934 (1,523)
Accounts receivable {4,066) (156) (124)
Inventories (646) — —
Prepaid expenses and deposits (1,370) 8) (384)
Accounts payable and accrued
liabilities {3,577} 560 1,620
Deferred costs (1,913) — —
_{10,293) 3,330 {411)

Supplemental disclosure:
Fifteen months

ended
December 31, Years ended September 30,
2003 2002 2001
(in thousands of CDN$) $ $ $
Common shares issued for
acquisition of Cohesion
[note 4(a)] 67,372 - —_
Common shares issued for
medical technologies — 1,868 —

20.

21.

COMPARATIVE FIGURES

Certain comparative figures have been reclassified from statements
previously presented to conform to the presentation adopted in the
current period.

SUBSEQUENT EVENT

In January 2004, the shareholders authorized a 2 for 1 stock split of
the company’s common share capital and approved a new stock
option plan. The record date for the stock split is February 4, 2004,
The new 2004 stock option plan (“New Plan”) reduces the length of
an option’s term from ten to five years, provides for blackout periods,
provides non-discretionary options for independent directors and
reduces the percentage of common shares subject to the New Plan
to 15% from 20% under the current plan. The New Plan results in 1.1
million additional options (pre-split) available for grant to directors,
officers and employees. All common share capital, option and per
share amounts in these consolidated financial statements have been
retroactively adjusted to give effect to the stock split.
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