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Our Mission

i

Qur mission is to become the ]eading
deveioper and worldwide marketer of
innovative continence care products of

bighest quah’t)/ and value.
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Dear Shareholders:

)

U behalf of our em pleyess and sharehelders,
) am @V&A' ‘yp @oﬁf@nc preprietarny technology
and advanesd produets the: Rechester Medicel
b@s’pcm%ou brings to the global merkstplece,
In pertieular, our Infeetion contral technelogy
continues teo be unparalleled. [ think it is fir to
ng Hkaﬁ nm@v e last

L.
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Your continuing support is deeply
appreciated. We at Rochester Medical
Wholebearted]y believe we are on

course, and that our mission is,

indeed... Mission Possible.

In the coming mornths the market momentum driven by our technology will be boosted with the
introduction of some exciting new products. We have reason to believe these new additions to
Rochester Medical’s product offering will be well received by our current and future customers.

We continue our efforts to increase sales under our own Rochester Medical Brand as well as under
private fabel arrangements with both our current distributors and potential new strategic partners.

The Corporate Mission Statement on the previous page simply and plainly states our constant and
overriding objective. We believe we now fulfill two requirements of our mission: (1) to become the
leading developer and (2) to provide the highest quality and value . It now remains our dedicated task
to become the leading worldwide marketer .

Your continuing support is deeply appreciated. We at Rochester Medical wholeheartedly believe we are
on course, and that our mission is, indeed... Mission Possible.

Sincerely,
Anthony ). Conway, President & CEQ
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THE SERIOUSNESS OF INFECTION

4 , o darre & 13 ¢y TH I
A look at the facts & figures regarding infection

ROCHESTER MEDICAL'S SOLUTION
Our use of the broad spectrum antibacterial compound

Nitrofurazone through the science of marrixing

ADVANCED FOLEY CATHETERS
,S'icc-;pccfﬁc antibacrerial pmph)’/ax'is_ jbr

Catheter-Associated Urinary Tract llzj}ﬁfi)on

ADVANCED PERSONAL CATHETERS

A targeted antibacrerial delivery system

ExECUTIVE STAFE

Commitred 1o new ideas, technology & products

BoARD OF DIRECTORS

Dedicated to Rochester Medical’s success

FinaNcIaLs
Fiscal year ended September 30, 2004
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The Seriousness of Infection

Catheter-Associated Urinary Tract Infections
(CAUTI) can make a sick patient sicker. CAUTI is
a major healthcare problem. It is the single most
common hospital-acquired infection, and is the
second leading cause of potentially deadly

bloodstrearm infections.

“Urinary tract infections that occur in

catheterized patients have the potential

to be very dangerous. With the help
of Rochester Medical’s new

techno}logjes these infections
7 99

e b@ prevented.

REBECCA BUSS,

RocCHESTER MEDICAL + 6
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States start In the wurinary track.
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fourth leading cause of me sriality after
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Rochester Medical’s Sclution

In clinical trials, the antibacterial

agent ;'\"jmy‘ilmzone has been found
to be highly effective against a broad
spectrum of both gram-positive &

ram-negative bacteria.
g g

Our catheters have the broad spectrum
antibacterial compound Nitrofurazone matrixed
directly into the silicone structure of the catheter.
Once placed in the urethral tract, the drug elutes
for up to 30 days, preventing bacteria from colonizing
the normally sterile urethral tract and bladder.

This technology is available with indwelling
Foley Catheters as well as with the Company’s
Intermittent Personal Catheters®. The technology
was awarded the 2003 Frost & Sullivan Product
Innovation Award for the U.S. Antimicrobial
Catheter Market.

RocHESTER MEDICAL * 8




Localized Antibacterial Protection

SUSCEPTIBILITY RATES
against mu]tidrug-resistant CAUTI pathogens

Efcoli 100% 100% (] CAUT! Pathogen
Kpneunoniae 100% 100% | [ Susceptible
@fretndii 100% 100% | [] Multidrug-resistant
Sfaikeds] 100% | 100%

Congplesenegive Steph| 100% 100%
gfaccim 100% | 0%

Rochester Medical's Release-NF*® Foley Catheter

shovied exceflent in vitro activity against multidrug-
resistant CAUTI pathogens, including resistant

strains of £ coli & Staphylococcus aureus.
P

“It’s goodl to
Rochester Medical’s Erahgr ol

technology genumeiy ’helps peop]e‘

S

throughout the world.”

JIM JECHE, Quality Control

‘‘‘‘‘

2ao4 ANNUAL R}:Pomﬁ9




BACTERI

AL INFECTIONS

oumber of bacerial infections 5 days

CO0Q0

(O silicone Foley ﬂ 0000
—= 00000

00000

(O Release-NF® @2 00000
00000

I @ prospective cliniedl erial
of 344 pastents @t @ mafor
Midesiern wniversiyy hospial,
Release NF* Folgy Casherer
showed @ 6 10l 0-old reduction
tn beciertal CAUT]
to @ sanderd silicone folgy.
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TuE RELEASE-NE® FoLEY CATHETER

(hcﬁrst and only drug delivery Foley Catheter

The technologically

! Y
advanced Release-NF*
foley Catheter contains
nitroﬁlru/onc in the
silicone matrix in
both the inside and
outside surfaces

of the catheter.

“We're very

to brmg these new techn oﬂ@

to the world market.”

TANYA JOHNSON, Customer Service

i

| preventing bacteria from colonizing the
' normally sterile urethral tract and bladder.

. Rochester Medical’s patented Release-NF®

urological catheters are the only drug-eluting
urinary catheters in the world marketplace.

' Clinical studies have shown they dramatically

reduce bacterial Urinary Tract Infections that
occur in catheterized patients.

These catheters have the broad spectrum
antibacterial compound Nitrofurazone
matrixed directly into the silicone structure

' of the catheter. Once placed in the urethral

tract, the drug elutes for up to 30 days,

oud

5

es
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ANTIBACTERIAL
PErsoNAL CATHETERY

the diﬁérence is antibacterial protection

The Antibacterial Personal Catheter® features

a unique silicone composition that provides an
antibacterial agent matrixed into the catheter’s
outer layer. The Antibacterial Personal Catheter®
is the ideal product for the patient who is at risk
from the typical complications associated with
intermittent catheterization such as urethral
trauma and urinary tract infections.

Rochester Medical

estimates the combined | The unique silicone construction provides

size of the U.S. and enough firmness for comfortable, easy insertion
European Intermittent | while minimizing the trauma to urethral tissues
Catheter Market to that can occur with stiffer catheters. It also

he approximately eliminates the potential for allergen, toxin or
190 million U.S. disposal concerns commonly associated with
dollars annually. latex and PVC catheters.

RocHESTER MEDICAL « 12




More advanced

ANTIBACTERIAL
HyproruiLic CATHETER®

two remarkable innovations — one exclusive catheter

One Intermittent catheter now combines

the delivery of an antibacterial agent with the
virtually friction-free surface of a hydrophilic
coating. The catheter comes with it's own
sterile water, so everything needed is in

one convenient package.

More cOnvenient

More to [i f:@

1004 ANNUaY REponrT - 13
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ROW 1

ROW 2

ROW 3

ADDTL.

Executive Stalf

Anthony Conway — Chief Executive Officer, President
Lonnie Boe — Executive Secretary to CEO

Marty Sholtis —Corporate Vice President
Dara Lynn Horner — Vice President, Marketing
Philip J. Conway — Vice President, Production Technology

Rob Anglin — Director of Quality & Regulatory
Elsa Maas - Director of Human Resources
Dave jonas — Chief Financial Officer

Todd Cianfrocca {not pictured) — National Sales Director
Mark Foote (not pictured) ~ Director of International Sales

2004 ANNUAL REPORT « 15
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Board of Directors

&

L‘ a7
e
A

Darnell L. Boehm
Prineipal & Diractor of Damell L. Beehm & Asseaianes

Benson F. Smith = Auther ¢ Lesiurer jor #e Callup erganization,
Chalmnan of the Beard of the Natlenal Assecietion for Continanes

L-TO-R Roger R. Schnobrich
Prineipal of Waynersh Led.

Anthony |. Conway
Chaimnan of the Beard, Chigl Breuive Ojffear,

Erasldlant, Fovmder

Peter R. Conway (not pictured)
Clilef Breeutive Offfleer of Halson Conperation

RocHESTER MEDICAL - 16




WE ARE Proub...

to announce that Rochester Medical
was the recipient of the 2004 Deloitte
Technology Fast 50 award. Deloitte’s

Fast 50 is made up qfthc\fastcst growing

Minnesota-based technology companics. ;

2004 ANNUAL REPORT - 17
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FIN ANCIAL INFORMATION

- The followrng pages contain selected financial 1nformat10n from the Company’s Annual Report on -
"Form 10-K for the fiscal year ended September 30, 2004. The entrre Form 10-K is available -to any
shareholder upon request, at no charge, from:

- Investor Relations
Rochester Medical Corporation
One Rochester Medical Drive
Stewartville, MN 55976
" Telephone: (507) 533-9600
_Fax: (507) 533-9725

‘ - The selected data begins with certain ‘matters included under Item 5 from the Form 10-K. The selected
" data includes the following:

Description - ST . ) o " Page - ‘
" Market for Registrant’s Common Equrty and Related Stockholder Matters. . ... ... o 20
: Se]ected Financial Data ... ... P e . s ’ 21
: Management s Discussion and: Analysis of Flnan01al Condition and Results of -

Operations . ................. e S P , 22-27
Report of Independent Auditors ... ... .. e DR e, P 28
Financial Statements .. ... ... T T ' 29-32
NotestoFrnancralStaternents‘.r...:...'........'...:...-.z..'.....‘.'...‘.' ....... . 33-41

Schedule II — Valuation and Quahfyrng Accounts ‘and Reserves ............. L 42

19




’ Holders

_Item 5 Market for Regrstrant’s Common Equlty and Related Stockhelder Matters ‘

The Common Stock is quoted on the Nasdaq National Market under the symbol ROCM. The followmg :
table sets forth, for the periods indicated, the range of hlgh and low last sale prices for the, Common' Stock as.
reported by the Nasdaq Natronal Market

Fiscal 2003~ . .7 | | o |
First Quarter.'. R R ©. $870 $594
Second Quarter . ... ... : . N o .. 11.00 790
TThird Quarter ... ..o .. 12300 9.90
. Fourth Quarter.‘..‘..;...:'.~.'..'..A'.~.,. S L. 1184 10,06
Flscal 2004 L R T .
- First Quarter..‘:.'..l ..... e L e PP e e $12.58 - $ 8.85
>Se'cohd _Quarter"...‘.'.;..‘....‘....'.'.’...,.: ...... e o e 01042 00 913
~ Third QUArter ..\ oL e L. .. 10000 7.64
. Fourth QUETET .. ... i 29T6 7.90

. As of December 8, 2004, the Company had’ 151 shareholders of record. Such number of record holders
. does not reflect- shareholders who beneﬁc1ally own Common Stock in nominee or street name. .

s D1v1dends B o —‘ o o B

The Company has‘ pald no cash d1v1dends on its Common Stock, and it does not 1ntend to pay cash
-dividends. on its Common ‘Stock in. the future. * : :

90 -




Item 6 Selected Financial Data

The followmg selected financial data of the Company as of September 30, 2004 and 2003 and for the
three fiscal years ended September 30, 2004, 2003 and 2002 are derived from, and should be read together
with, the financial statements of the Company audited by Ernst & Young LLP, independent auditors, included
elsewhere in this Form 10-K. The following selected financial data as of September 30, 2002, 2001 and 2000
- and for the fiscal years ended September 30, 2001 and 2000 are derived from audited financial statements not
included herein. The information set forth below should be read in conjunction with “Management’s’
Discussion and Analysis of Financial Condition and Results of Operations,” the Financial Statements and
- Notes thereto and other ﬁnanmal 1nformat10n 1ncluded elsewhere in this Form 10-K.

' Fiscal Years Ended September 30,
2004 2003 2002 2001 2000
(In thousands, except per share data)

Statements of Operations Data: L . : »
‘Nefsales ............. P e $15,011  $14,655 $11,076 $ 8,302 '$. 7,860

- Costof sales .................oo. S 9,615 9,574 7,888 6,304 6,151
Gross pro'ﬁt J P S . 5,396 5,081 3,188 1,998 1,709

Operating expenses: : _ o _ _ ‘
"_Marketing and selling........................ 2,176 . 2,225 2,196 2,545 4,589
Research and development ........... ST 706 875 835 1,062 1,008

. .General and administrative .. ............. ... 1,857 1,809 1,763 1,730 2,238

Total opcfa‘ting expenses ..... .‘ ............. - .4,739 4,909 4,794 5,337 7,835

Income. (Loss) from operations ... e 657 b_ m (1,606)  (3,339) (6,126)
Interest i income, net ... . S e 90 158 212 384 595
.Net income (Loss) ........... S e 0§ 747 S 330 $(1,394) $(2,995) §(5,531)
Net 1ncome {Loss) per common share —basic.... $ .14 $ 06 § (26) $ (35 $ (1.04)

Net income -(Loss) per common share — diluted... § .13 § 06 % (26) $ (55 $ (1.04)
“Weighted average number of common shares C ‘

outstandlng —basic'.. ... o ‘ 5,434 5,380 5,329 5339 5341
- Weighted average number of common shares o _ ! -
outstanding — diluted . . . .. I I 5,687 - 5,654 - 5,329 5,339 5,341

P ) As.of September 30,
2004 2003 2002 2001 2000
' (In thousands, except per share data)

Balanée Sheet Data:

Cash, cash equlvalents and marketable :
sécurities ....... .. ..o ... $ 5872 8§ 5966 $§ 4464 $ 5748 $§ 8,859

Working capital . .......... e oo 11,119 10,398 8,523 8,319 10,329
Total ASSELS « v v oo e e L. 21384 - 21,125 19,636 19,659 23,254
Long-term debt and leases............... 172 267 — — —
Accumulat_ed deficit ........ ..., wcesos (22,979) 0 (23,726) 0 (24,056)  (22,661)  (19,706)
Total shareholders’ equity R 18‘,888 - $ 18,142 $ 17,144 $ 18455 §$ 21,573

21




iv fItem 7. . Management’s Dlscussron and Analysrs of Fmancral Condrtron and Results of Operatlons

Statements other than hrstoncal information contalned hereln constltute “forward-looking statements”
~ within- the meaning of the Private Securrtres Lrtlgatron Reform Act of 1995. Such forward-looking statements
_'may be identified by ‘the use of termrnology such as “may,” “wrll ” “expect,” “ant1c1pate predict,” “intend,”

3 &

" “designed, » “estimate,” “should” or “contmue or the: negatrves thereof or ‘other 'variations thereon or

comparable terminology. The forward- looklng statements involve known or unknown risks, uncertalntles and
other factors which may cause the actual tesults, performance or.achievements of the Company, or industry
results, to be materially different from any future results, performance or ‘achievements expressed or implied
* by such forward-looking statements. Factors that might cause such drfferences include, but are not limited to,
‘v'those drscussed in the section entitled “Risk’ Factors” below. Readers are cautioned not to place undue
reliance on the forward- lookrng statements, which reflect -management’s opinion “only ‘as of the date hereof. '

The Company undertakes no obhgatlon to revrse or, pubhcly release the results of any revisions to these -
' 'bforward lookrng statements. : Lo

, _Overvrew o

Rochester Medrcal Corporation develops manufactures -and" markets a' broad. hne of 1nnovat1ve

- technologically enhanced latex-free and PVC free urinary contlnence and uriné drainage care products for the

- extended care and.acute care markets. The. Company s products are compnsed of its base products, which
include its male external catheters and standard silicone . Foley catheters, and its.advanced products, which
include its 1nterm1ttent catheters, its ‘anti-infection Foley catheters and its- FemSoft Insert. The Company

. markets its products under its. Rochester Medical® brand, and also supplies-its products to several large

- 'medical product companies for sale under brands owned by these companies, which are referred to as private
’ label sales. The. Company sells its’ products both in the domestlc market and. 1nternat10nally :

Appllcatlon of Crltlcal Accountmg Polrcres

e

Management 5 D1scuss1on and Analysrs of Fmanmal Condrtlon and Results of Operatlons addresses the
: 'Company s financial statéments, which have been prepared in accordance w1th accounting principles. generally
~accepted in the United States. The preparation of these financial statements requires that the Company make

estimates- and assumptlons that affect the reported amounts of assets and liabilities and the disclosure of ~ "

contingent-assets and liabilities at the date of the. financial statements and the reported amounts of revenues
and expenses during the reporting ‘period. On an ‘on-going: basis, the Company evaluates these estlmates and
judgments. The Company ‘bases its estimates and judgments on historical experience and on various other
_ factors that are believedi to be reasonable under the circumstances, the results of which form the: basis for -
maklng Jjudgments’ about the carfying value of ‘assets. and hablhtres that are not readlly apparent from other
'sources Actual results may drffer from these estrmates under dlfferent assumptrons or conditions. .

‘The Company beheves the following - cntrcal ‘accounting pohcles among others affect the more
‘ srgruﬁcant ]udgments and est1rnates used in the preparanon of the. Company § ﬁnancral statements. ‘

<'-'

I nv‘entories :

Inventorres are valued at the lower of cost determmed usmg the ﬁrst -in, ﬁrst out (“FIFO”) method or
the current ‘estimated market value of the 1nventory The Company’s policy is to ‘establish an excess. and
* ‘obsolete’ reserve for.ifs products in excess of the expected demand for such products. At September 30, 2004,

. .‘thrs reserve. was $100,000, which was equal to the amount of the reserve at September 30, 2003. If actual
future demand or market condltlons differ from those prOJCCth by the Company, .additional 1nventory‘
valuation ad]ustments may be requrred These valuatlon adjustments would be included i in cost of goods sold.

- ~The Company maintains an allowance for doubtful accounts which is calculated by a combination of
specific account 1dent1ﬁcat10n as.well as percentages of past due balances. At September 30, 2004, this
’allowance was $73,445 compared to $69,948 at-September 30,.2003.. If actual future demand or market
conditions differ from those. prOJected by the Company, addrtlonal recervables valuatron ad)ustments may be
: requrred ‘ :

22.




Revenue Recogmtton

‘ The Company recogmzes revenue from product sales upon. shlpment when title transfers to customers.
. Amounts received for upfront license fees under multiplé-element supply dand distribution arrangements are

deferred and recognized over the period of supply, if such arrangcments require the Company’s on-going
services or performance. ~ :

: Income Taxes

The carrying value .of the Company s net deferred tax assets assurnes that the Company will be able to’
. generate sufficient taxable income in the United States, based onestimatés and assumptions. The Company

records a valuation allowance to reduce the carrying value of its net deferred tax asset to the amount that is
- more likely than not to be realized. For the year ended September 30, 2004, the Company recorded a
- $8.9 million valuatlon allowance related to its net deferred tax assets of $8.9 million. In the event the
Company were to determine that it would be able to realize its deferred tax assets in the future, an adjustment
to the deferred tax asset would increase net income. in the period such-determination is made. On a quarterly
‘basis, the Company evaluates the reahzablhty of its deferred tax ‘assets and assesses the requirements for a
_ valuatlon allowance. '

Results of Operations .

The following table sets, forth for the periods indicated, certain 1tems from the statements of operatlons of
~ the Compdny expressed as a percentage-of net salcs ‘ »
: : " Fiscal Years Ended
September 30, _
2004 2003 2002

" Total net sales . ... ..\ iin e 100% 100% 100%

-.Cost of sales .. .... e Ll 640 65 T

* Gross margin.........eloe e P A 36 35 29
-Operating expenses: o . ‘ : ‘

Marketing and selling.......... e R 15 15 20

. Research and development . . e PR 5 6 8

 General and administrative .............. ... e e 120 13 16
Total operating éxpenses-. ... .... S . 32 34 .44
Income (loss) from operations ... ... e P U 4 1 (15
~Interest income, het ......... FEE 112
Net income (loss) ......... e O e % 2% (13)%

23




. The followmg table sets forth for the penods 1ndleated net sales 1nformat10n by product category (base
- products and advanced products), marketmg method (private label and Rochester Medical branded sales)
and distribution. channel (domest1c and 1nternatlonal markets) (all dollar amounts below are in thousands) :

“Fiscal Years Ended September 30, '
2004 - .- 2003 B 2002

¢

i l Domestic International . Total ﬁomestic International Total .- Domestic International  Total

Private label sales: - . L L P : : o . v .

Base products. ... ... SN $3;660_ ‘$3,500- § 7,56(_) ‘$4,136 . $4,074 $ 8210 $3.271 ° _$2,835_ $ 6,106 -
- Advanced products ..\......... 725 - 154 879 . — 135 . 135 . 85 25 110

To_t_a_l,privatelabel sales ........ $4385  $4054  $:8430. $4136  $4209 $ 18345 $3356 . $2860 . $ 6,216
" Branded sales: T o : Sl 7 o L ‘

Base products.' ........... PITI '$3,027 - $2,618° .$ 5,645 $2.910- $2,695 $ 5,605 82,596 - $2,052 $'4_.648 )

Advanced products ... ..., e ,.575_" 352 927 © 417 .- 289 o 705 198 13 - 211

Total hrande’d sales . .. L. - : $3,602.‘~ $2,970°  $ 6,572 $3‘;327 - $2,984° $ 6,310 $2,794 $Z,065 T $ 4859 -

" Total net sales ... ... eeee. $7,987 is7024 $15,011'$7,463 '$7,193 S 14655 $6150 34925 $11075°

Fzscal Year Ended September 30 12004 Compared to Ftscal Year Ended September 30 2003

Net Sales. Net sales 1ncreased 2. 4% to $15.0 million i in fiscal- 2004 from $14.7 rmlhon in the prior ﬁscal
.year, which'sales primarily were comprised of the Company s base products, including male external catheters
_and standard Foley catheters. The increase in net ‘sales primarily was attributable to an increase in net sales of
‘ advanced products offset by a decrease in net sales of base products particularly to-private label customers.-
- This decrease in private label sales prrrnarrly was attributable to .an unanticipated overstocKing by our
customers during a rapid, initial conversion of the European market from latex male-external catheters to
siliconé male external catheters, as well as in part from changes in 1nventory management practice- at some of -
. the Company s major accounts. :

‘ Gross Margz'n‘ The Company $'gross margrn was 36% in ﬁscal 2004 compared to 35% in the prior ﬁscal
- year. The Company’s increase in gross margin in fiscal 2004 was due to - increased utrhzatlon of production.
capacity and. mcreased efﬁcrencres n manufacturmg .

. Marketzng and Sellzng Marketmg and sell1ng expense was relatively flat in ﬁscal 2004 as compared to
- . fiscal 2003, with. marketing and selling expense of approx1mately $2.2 ‘million in each of fiscal 2004 and fiscal
2003. Marketmg and selling expense as a percentage of net sales for fiscal 2004 and fiscal 2003 was 15%. The
» decréase in marketing and. selling expense as a. percentage of net sales primarily reflects the growth in net
. sales, ‘while expenditures relating to the Company’s sales force, marketlng team and network of drstrlbutor
‘ ~relat10nsh1ps have remarned at relat1vely constant levels. '

Research and Development "Research-and development expense decreased 19% to $0.7 mrlhon in ﬁscal
12004 from $0.9 million in the prior fiscal year.. The’ decrease in research .and development expense primarily
reflects a decrease in clinical costs, development costs associated with the Company’s advanced intermittent
_ products and bonus compensation to executive officers. Research and. development expense as a percentage of
“net sales for fiscal 2004 and fiscal 2003 was 5% and 6%, respectively. The decrease in research and
development expense as a percentage of net sales primarily reflects the Company s growth in net sales as well
as the factors descrrbed earl1er in this paragraph v :

- General and Admzn‘zstratlve General and adm1n1strat1ve expense 1ncreased 3% to $1.9 ‘million in ﬁscal
2004 from $1.8 million in the prior fiscal year. The increase in general and administrative expense primarily
reflects increased costs associated with being a piiblic company, including legal, audit and shareowner services.
General and adm1n1strat1ve expense as a percentage of net sales: for fiscal 2004 and fiscal 2003 was 12% and
: 13%, respectively. . : : :

Interest Income Nez Interest income, net decreased 43% to: $90,000 in ﬁscal 2004 from $158 000 in "
the pnor ﬁscal year The decrease in net interest 1ncome pnmarlly reﬂects generally lower interest rates in .
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ﬁsca] 2004, as well as interest expense relatmg to debt incurred by the Company in purchasmg real property in

. fiscal 2003.

. Income Taxes. The Company has a history of pre-tax losses and had not generated taxable income since
inception until fiscal 2003. While the Company had pre-tax income in fiscal 2004 and 2003, the Company
. utilized a portion of its net operating loss carryforward and therefore, no federal income taxes are due for ﬁscal

: 2004 or fiscal 2003.

As of September 30, 2004, the Company has $23.5 mllhon of federal net operating loss carryforwards
“available to- offset future taxable income which begin to expire in 2005. The expiration by year for the
upcoming five fiscal years and thereafter are as follows: 2004: 0; 2005: 0; 2006: 0; 2007: $572,000;. 2008:
© - $892,000; 2009: $1,086,000; and thereafter, $21.0 million. In addition, under the Tax Reform Act of 1986, the
amounts of and benefits from net operating loss carryforwards may be impaired or limited in certain
- circumstances, including significant changes in ownership interests. Future use of the Company’s net operating’
- loss carryforwards may be restricted due to changes in ownership or from future tax legislation.

" The Company has established a valuation allowance against the entire amount of its deferred tax asset
because it has not been able to conclude that it is more likely than not that it will be able to realize the
deferred tax asset, due primarily to its hlstory of operatmg losses. ..

: Fistal Year Ended September 30, 2003 Compared to Fiscal Year Ended September 30, 2002

" Net Sales. Net sales increased 32.3% to $14.7 million in fiscal 2003 from $11.1 million in the prior fiscal
year, which sales primarily were comprised of the Company’s male external catheters, Foley catheters and
‘intermittent catheters. Domestic sales increased 22% compared to the prior fiscal year, with growth of 19% in
'Rochester Medical brand product sales and growth of 23% in sales to domestic private label customers.
International sales increased 46%.in fiscal 2003 compared to the prior fiscal year, primarily due to growth in
Eufopean markets, with ‘international growth of 38% in Rochester Medical brand product sales and
international -growth of 52% in sales to international private label customers. The Company believes that its
- sales growth in part has been attributable to an increasing preference in the marketplace for silicone versus
. latex products. C : '

The Company believes that sales growth in fiscal 2003 was in large part attributable to an increase in net
sales to five significant-customers of the Company who collectively accounted for approximately 44% of total
" net sales in fiscal 2003. In fiscal 2003, sales to Mentor. represented 14% of net sales, sales to Hollister
‘represented 13% of net sales, and sales to two subsidiaries of Mentor, Porges and Mentor Medical (formerly
Sims Portex), represented 6% and 5% of net sales, respectively. The Company anticipates that sales growth
~ may not continue to be as robust in the first half of fiscal 2004 as in fiscal 2003, based in part upon the outlook
of the Company’s top customers regarding their anticipated purchases in fiscal 2004.

 Gross Margin.  The Company s gross margm was 35% in fiscal 2003 compared to 29% in the prior fiscal
year. The Company s increase in gross margin in fiscal 2003 was due to 1ncreased utilization of productlon
‘capac1ty and increased eﬁic1enc1es in manufacturmg :

“ Marketing and Sellmg. Marketing and selling expense was relatively flat in fiscal 2003 as compared to
fiscal 2002, with marketing and selling expense of approximately $2.2 million in each of fiscal 2003 and fiscal
©2002. Marketing and selling expense as a percentage of net sales for fiscal 2003 and fiscal 2002 was 15% and
" 20%, respectlvely The decrease in marketing and selling expense as a percentage of net sales primarily reflects
* the growth in net sales, while expenditures relating to the Company’s sales force, marketing team and network
of distributor relationships have remained at relatively constant levels.

- 'Research and Development. - Research and development expense increased 5% to $0.9 million in fiscal
2003 from $0.8 million in the prior fiscal year. The increase in research and development expense primarily
reflects an increase in compensation. Research and development expense as a percentage of net sales for fiscal
2003 and fiscal 2002 was 6% and 8%, respectively. The decrease in research and development expense as a -
percentage of net sales primarily reflects the Company’s growth in net sales.
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' ‘General and’ Atz'mmzstratzve General and admlnlstratrve expense was relatively ﬂat in fiscal 2003 as
~* compared. to fiscal 2002, with general and administrative expense of approximately- $1.8 million in each of
fiscal 2003 and fiscal 2002. General and administrative expense as a percentage of net sales for fiscal 2003 and

" fiscal 2002 was 13% and 16%, respectively. The decrease in general and administrative expense as a percertage

of net.sales primarily reflects the growth in net sales whlle general and admlmstranve expenses have: remamed
at relattvely constant levels : : : ‘

o Interest Income Interest income decreased 26% to $158 000 in fiscal 2003 from $212 OOO in the pnor -
' ﬁscal year. The decrease in 1nterest 1ncome prlmarrly reﬁects generally lower 1nterest rates in ﬁscal 2003.

; Income Taxes. .. The Company has a hrstory of pre- tax losses and had not generated taxable income since
_ inception until ﬁscal 2003 While the Company had pre-tax income in fiscal 2003, the: Company utilized.a
portlon of its net operatlng loss, carryforward and therefore no federal i income taxes are due for fiscal 2003.

‘As of September 30, 2003, the Company had $24 million of federal net operating loss . carryforwards .

) 'ava1lable to offset. future ‘taxable -income: which begin to expire in 2005. The expiration by year for the
-upcoming ﬁve ﬁscal years and thereafter are as follows: 2004: $0; 2005: $159,000; 2006: $148,000; 2007:

'$1,168,000; 2008: $892,000; and theteafter: $21.6 million. Tn addition, under the Tax Reform Act of 1986, the
amounts ofand -benefits from net operating loss carryforwards may be impaired- or limited ‘in certain

) cucumstances 1nclud1ng s1gn1ﬁcant changes,in ownership interests. Future use of the Company’s net operatmg
" loss carryforwards may be restncted due to changes in ownersh1p or from future tax: leg1slat10n

The Company hasestabhshed a valuatlon allowance agalnst the entrre amount. of its deferred tax asset
. because it has-not beéen able to conclude that it is ‘more likely than not that 1t w1ll be able to- real1ze the
v deferred tax asset due. pnmanly to its’ hlstory of operatmg losses ‘

‘lquutdlty and Capltal Resources '

The Company has ﬁnanced its operatlons pnmanly through pubhc offerlngs and pnvate placements of its -
© equity secunt1es and has rarsed approx1mately $40.7 mrlhon in' net proceeds since its inception. * ’

The Companys cash, cash equlvalents and. marketable secuntles were $5 9 million at September 30,
2004 .compared with $6/0. mllhon at September 30, 2003. : o

, The Company generated a net $l 072,000 of cash in operatmg act1v1t1es dur1ng the year. Investlng
act1V1t1es pnmanly cap1tal expendltures and the purchase of marketable securltles used net cash. of
$2,202,000 in ﬁscal 2004 : ST S SR .

In ﬁscal 2002 the' Company entered. 1nto an agreement wnh Coloplast grantmg Coloplast excluswe
marketing and distribution rights with respect to ‘the Companys Release-NF Foley catheters in certain
_-geographic areas.. Coloplast paid the Company $1, OOO 000 for these exclusive rights. In addition, durmg the -
fiscal quarter énded September: 30, 2003, the Company entered into -an .agreement granting to . another
_ distributor exclusive marketing and distribution . rights in certain ‘geographic areas with respect to the

~Compahy’s hydrophilic intermittent catheters in exchange for a cash payment of $200,000. In accordance with
generally accepted accounting pnnc1ples the Company 18 recognlzrng these amounts over the terms of the
‘ respectrve agreements . : : :

) Durmg the fiscal quarter ended March 31 2003 the Company entered 1nto a $1,000, OOO revolv1ng hne of
‘crédit with U.S. Bank Natronal Association, The Company did-not have any borrowings outstanding at any,
time during 'the fiscal year ended September 30, 2004. The agreement calls for a variable 1nterest rate that is
‘equal to 1% plus the one-month LIBOR rate. The agreement runs through March 31, 2005.° '

During fiscal’ 2004 the Company S workmg capltal posrtlon excludlng cash ‘and marketable secuntresh
increased by $815,000. Accounts receivable balances increased 7% or $177,000 dunng the fiscal year primarily
* as-a result of one past due private label account. Inventories as-of September 30, 2004 increased 11% primarily

as.a result of the expanded product line in the Company s intermittent catheters. Other current asséts were
r relatlvely flat as compared to the prior fiscal year: Current liabilities decreased 13%, or $235,000, during the
_year, primarily as a result of a decrease in thé accraal of executive bonus compensatlon Changes in other asset
and hablhty balances related to tlmlng of expense recogn1t1on
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In December 1999, the Board of Directors authorized a stock repurchase program. Up to one million
shares of the Company’s outstanding common stock may be repurchased under the program. Purchases may
be made from time to time at prevailing prices in the open market and through other customary means. No
time limit has been placed on the duration of the stock repurchase program and it may be conducted over an
extended period of tirhe as business and market conditions warrant. The Company also may discontinue the
stock repurchase program at any time. The repurchased shares will be available for reissuance pursuant to
employee stock option plans and for other corporate purposes. The: Company intends to fund such repurchases
with currently avallable funds During fiscal 2004, the Company did ‘not repurchase any shares of common
stock :

The followmg table summanzes the Company’s contractual cash commitments as of September 30 2004: ‘
Payments Due by Period. ’

’ ' - - Less than 1 After
Contractual Obl|gatlons . Total o Year 1-3 Years 4-5 Years 5 Years
: Long Term Debt, mcludmg interest  $ 116,280 $ ‘41,140  $ 75,140 § — $—
- Capital Lease Obligations ......... 156,830 - 44,615 . 89,230 22,985 —
Purchase Obhgatlons (general . - R . ‘
operating) . ............... A 987,008 .987,008 — - -
Purchase Obligations’ (warehouse . . v : ‘ )
expansion) ........ e 137,804 137,804 . — — -
Total Contractual Cash - B T
- Obligations ... ... ...... P $1,397,922  $1,210, 567 $164,370  $22,985 $—

The Company currently believes that 1ts existing resources and ant1c1pated cash flows from operations

will be sufficient to satisfy its capital needs for the foreseeable future. However, the' Company’s actual liquidity
and capital requlrements will depend upon numerous factors, including the-costs and timing of expansion of

~ sales and marketing activities; the amount of revenues from sales of the Company's existing and new products;
changes in, termination.of, and the success of, existing ‘and new distribution arrangements; the”cost of
maintaining, enforcing and defending patents and other intellectual property rights; competing technological
~ and market developments; developments related to regulatory and third party reimbursement matters; the cost
and. progress of the Company’s research and development efforts; and other factors. In the event that
*additional financing is needed, the ‘Company may seek to raise additional funds through public or private
financing, collaborative relationships or other arrangements. Any additional equity financing may be dilutive to
shareholders, and debt financing, if available, may involve significant restrictive covenants. Collaborative
arrangements, if necessary to raise additional funds, may require the Company to relinquish its rights to
certain of its technologies, products or markefing territories. Failure to raise capital when needed could have a
. material adverse-cffect on the Company’s business, financial condition and results of operations. There can be
no assurance that such ﬁnancmg, if required, will be available on terms satisfactory to the Company, if at all.

New Accountmg Pronouncements

- I March 2004, the FASB 1ssued an exposure draft, “Share-Based Payments, an Amendment of FASB
Statements No. 123 and 95,” which may eliminate the ability to account for share-based compensation
transactions using APB No. 25 and require companies to recognize the cost of émployee services received in
exchange for equity instruments; based on the grant-date fair value of those instruments. In Octobr 2004, the
FASB delayed the effective date of this proposed pronouncement until fiscal or interim periods beginning after
June 15, 2005. The Company will continue to monitor the rules and statements released by the FASB in
_ regard-to how it accounts for stock-based employee compensation.
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Report of Independent Regrstered Publrc Accountlng F irm .

The Board of Dlrectors ‘and- Shareholders
~of Rochester Medlcal Corporatlon

* . We have -audited the accompanying- balance ‘sheets of Rochester Medical . . Corporation as of -
September 30, 2004 and 2003 and the related statements of operations, shareholders’ equlty and cash flows -
for each of the three years in the period ended September 30, 2004. Our audits also included the financial
statement schedule listéd in Item 15(a) (2). These financial statements and schedule are the respon51b111ty of
the Company’s-management. Our respon51b1hty is to express an- opinion on these ﬁnancral statements ‘and

~schedule based. on our audlts : : '

~ We conducted our audrts in accordanee wrth the- standards of the Public Company Accountlng Oversight
Board (United States.) Those standards require that we plan and perform the audit to obtain reasonable
assurance. about whether the financial statements are free of ‘material misstatement. An audit includes .
- examining, on a test ba51s ‘evidence supportmg the amounts and disclosures in the financial statements. An
_audit also includes assessmg the accounting principles used and’ significant estimates made by management, as
-well as evaluating the overall ﬁnan01al statement presentatlon We believe that our audits prov1de a reasonable
- ‘bas1s for our opinion. - ‘ C o

~In our opinion, the ﬁnanmal statements referred to above present falrly, in all matenal respects, the
financial: ‘position of Rochester Medlcal Corporation at September 30, 2004 and 2003, and the results, of its
operations and its cash flows for each of the three years in the period ended September 30, 2004, in conformlty‘
with- U.S. generally accepted accounting principles. Also, in our oplnlon the related financial statement
schedule, when considered in relation to'the basic financial statements taken as a whole, presents fairly in all
- material respects the 1nformat10n set forth therem ‘ :

~-/s/ ERNST & YOUNG LLP

. Minneapolis, Minnesota !
October 22, 2004 . -
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~ ROCHESTER MEDICAL CORPORATION
: BALANCE SHEETS

Assets:
Current assets:
" Cash and cash equlvalents ..... e Cee e e
Marketable securities.. .. .....: A S, U

Accounts receivable, less allowance for doubtful accounts o
(873,445 — 2004; $69,948 —2003) . ... ..l ... oL S

Inventories, net..................... e Ll
~ Prepaid expenses and other current assets e P N U

" Total current assets .. .............. e P P
Property, plant and equlpment ' ’
Land ...........0.0 0oL, e e AR
Buildings . .. .. e IR e U S P A

- Equipment and fixtures . . ......... B S

Less accumulated dcpre’ciaﬁon' ...... FRUP e .

. Total property, plant and equipment ....... e e }
Patents, less accumulated amortlzanon ($906,698 — 2004; $850 315 — 2003)

Total assets ... ......... e e P ST

Liabilities and Shareholders Equnty

Current liabilities: , S
Accounts payable .. :..........ooo S P

. Accrued compensation ...:. ... ... N S
Accrued expenses. . ............... S S
. Deferred revenue .. ..:.......
Current maturities of debt .. .. .. o L [P
. Current maturities of capital leases .. ............ P

Total current liabilities ... .. ... e e

"~ Long-term liabilities:
Deferred revenue ............. e e DS '

Long-term debt, less current maturities ... .. e
Capitalyleases,. less curreﬁt maturities .......... P e
Total long-term liabilities ... :............. SN .
Shareholders’ équity: ‘ '
Common Stock, no par value:

Authonzed Shares — 20,000,000 Issued and outstandmg shares .
(5,441,131 — 2004; 5424 J700—2003) . ..o

Accumulated deficit. .. ....... .. e [ .
_ Unrealized gain (loss) on avallable for- sale securities ............. e

. Total shareholders’ equity . . ... .: I e

" Total liabilities and shareholders’ EQUILY .o I

See accompanying notes.
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September 30,

2004 2003
$ 620,441 $ 1,764,499
5,251,763 4,201,736
2,631,188 2,454,310
3,945313 3,542,619
273,229 272,245
12,721,934 12,235,409
365,951 365,951
5,881,435 5,315,002
11,568,452 11,117,426
17,815,838 16,798,379
(9,373,411)  (8,134,717)
8,442,427 8,663,662
219,296 225,597
$21,383,657  $21,124,668
$ 778,766 $ 507,580
275826 - 708,367
319,319 390,211
157,143 157,143
34,000 134,000
37,611 40,263
1,602,665 1,837,564
721,429 878,571
68,000 102,000
103,814 " 164,806
893,243 1,145,377
41,940,700 . 41,857,144
(22,979,077)  (23,725,890)
(73,874) 10,473
18,887,749 18,141,727
$21,383,657  $21,124,668




ROCHESTER MEDICAL CORPORATION
STATEMENTS OF OPERATIONS

) Flscal Years Ended September 30
. S ‘ 2004 2003 . 2002
Netsales ..o SISOLLAIS $14,655372  $11,075496
Cost-of sales...u;..- ..... R L. 29615427 . 9,574414 7.887.893
Gross profit’ .. ... ... ol 5395992 5080958 3,187,603
* Operating expenses: . T R R
Marketing and selling ..........0.......00..... 2175665 2225376 ' 2,196,426
Rescarch ‘and development .. .......... Lo.lo.. 0 706,157 .. 874715, - 834,568
. General and admxnlstratlye e T o i 856 858 1,808,838 1,763,341
Total operating expenses ........... il . 4738680 4908929 4794335
" Income (loss) from operations................... L 657,312 172,029 (1,606,732).
Other income (expense) L S - e D
Interest income,met... ... oo .. 89501 157,874 - 211927
Net 1ncome (loss) U E 746,813 329,903 (1,394,805)
;Net income: (loss) per common share———bas1c '$; 14§ .06 : $ . ;(.26)
Net income. (loss) per common share —diluted:".. § 13§ 06§ _(26)
Welghted average \number of common shares L . h EETEE o
A outstandlng ~—basic.... .. [RRPRS s .. - 5,434,338 5,379,954 5,328,531
Welghted average number of common shares _ ’ S L
outstandlng — duluted ....... ERREEIT R . 5,686,594 '5653,859 5,328,531

- See accompanying notes.: -
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ROCHESTER MEDICAL CORPORATION
. STATEMENT OF SHAREHOLDERS’ EQUITY

" Balance at Séptember 30, 2001 ... -

~ Net loss for the year .........
. Unrealized gain on

available-for-sale sécurities . S

i Subtotal — comprehensive loss
" Stock option exercise. .. ... o
Balance at September 30, 2002 ..

Net income for the year ... ..

‘Unrealized gain on
available-for-sale securities . .

' Subtotal — comprehensive

income...... S ,
Stock option exercise. .. ... ... .

- Balance at Sepfémber 30, 2003 ..
Net income for the year ... ..
Unrealized loss on

- available-for-sale securities . .

" Subtotal — comprehensive
income........c.... 0. .

Balance at September 30, 20(_)_4‘ .

Common Stock

Unrealized
Gain (Loss)
on Available-

‘ " Accumulated for-Sale

Shalfes' Amount ‘ Deficit Securities Total
5,328,500  $41,249,003  $(22,660,988) $(132,830) $18,455,185
— — (1,394,805 —  (1,394,305)
— — — 79,426 79,426
o (1,315,379)
750 4125 — — 4125
5,329,250 41,253,128 (24,055793) -+ (53,404)  17,143931
— S — 329903 — 329,903
— — — 63,877 163,877
— — — — 393,780
95,450 604,016 = — 604,016
5,424,700 41,857,144 (23,725,890) 10473 . 18,141,727
' — — 746,813 — 746,813
— — — (84,347) (34,347)
— - — — 662,466
. 16,431 83,556 — — 83,556

$41,940,700  -$(22,979,077) $ (73,874)

' 5441131,

-See accompanying ‘notes.
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ROCHESTER MEDICAL CORPORATION
STATEMENTS OF CASH FLOWS

* Operating A‘ctivities

. Net income . (loss)r R R S N e ,'
; Ad]ustrnents to-reconcile net income (loss) to net

_ cash provided by (used 1n) operating act1v1t1es

‘Depreciation... ;.. ... .. B T S S
,Amortlzanon. S L e i Lo

' Changes in operatlng assets and hablhtles

N jAccounts recelvable e e R
TInventories ... ... ..: N A Cel

- Accounts payable ... ...... PRI
Other current Iiab.ilities'. e ..
Net cash provrded iby (uséd in) operatmg act1v1t1es
wlnvestlng Activities: ‘
Capital expendltures R O

Patents. ... ... SEORRRRRREIE

Sales and maturmes of marketable securmes

Net cash, used i ifvesting actrvmes ..... . P

" Financing Actmtres

-Payments on capital leases ... . ...... e
- Payments on long -term debt. S T
- Sale of Comrion Stock.......’.,\...

Net cash proylded by (usedfln) ‘ﬁnancmg activities ‘
' In'crease'_A(de'cr'ease)‘ in cash and cash ecjuiyalents S
" Cash and cash equivalents at beginning of year. .. ..

Cash and casH equivalents at end of- year..........

Supplemental Cash Flow Informatlon o
Interest Paid ... .... e
Non-Cash- Investmg and Fmancmg Actmtles »
~Capital lease arrangements ...... S
Land purchased with debt. .. ... e T

Fiscal Years Ended September 30,

See accompanying notes.
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12004 - 2003 2002
§. 746813 $ 329903  $(1,394,805)
1238694 1206666 1,245,962
56,383 54,051 45,267
(157,142) 85,714 950,000
©(176878)  (548.868)  (406,105)
- (402,694) 35312 (1,478,705)
(984) (54,062) (41,078)
271,186 (126,354) © 250,789
(503433) __ 190277 87,334
CLOTI945T 1,172,639 (741,340)
(1017459)  (244,357)  (559,840)
. -(50,082) " (70,570)  (66,000)
L (3474519)  (4.093,145)  (1,121,195) .
2,340,145 4,007,676 ~ 1,053.072
C(2201,915)  (400,396) - - (693,963)
(63644)  (23378) - . —
(34,000) S -
83,556, 604,016 4,125
- (14,088) 580,638 4125
(1,144,058) 1,352,881  (1,431,178)
1,764,499 411,618 1,842,796 .
$ 620441 $ 1764499 $ 411618
$- 22903 $ 8109 $ —
S, — s 2262 § —
- — 136,000 ‘ -




ROCHESTER MEDICAL CORPORATION
NOTES TO FINANCIAL STATEMENTS

September 30, 2004

1. Business Activity

Rochester Medical Corporation (the “Company”) develops, manufactures and markets a broad line of
_Innovative, technological ly enhanced latex-free urinary continence and urine drainage care ‘products for the
home care and acute/extended care markets. The Company currently manufactures and markets standard
continence care products, including male external catheters, Foley catheters and intermittent catheters and
innovative and technologically advanced products such as its FemSoﬂ Insert, Release-NF cathetcr and

_annbactenal and hydrophlhc mtermlttent catheters

2 Summary of Significant Accountmg Pollaes
‘ Cash Equivalents '

The Company conslders all hlgh]y liquid invéstments with a remammg maturity of three months. or less
'when purchased to be cash equ1valents

Marketable Securities

- Marketable securities are classified as available for sale and are carried at fair value, with unrealized gains

or losses included as a separate component of sharcholders’ equity. At September 30, 2004 and 2003, the
- balance consists of corporate bonds with remaining contractual maturities of one month to twelve months. The -

" 'amortized cost and estimated market value of available-for-sale securities are as follows:

Amortized Unrealized Estimated
) . Cost Gain (Loss) Market Value
Sepfember 30,2004 ........ PR Lo, 285,325,637 $(73,874) $5,251,763
"September 30, 2003 -, . e - 4,191,263 10,473 4,201,736

Concentration of Credit

© The Company manufactures and sells its products to a full range of companies in the medical industry on

. a worldwide basis. There is a concentration of sales to larger medical wholesalers and distributors. Sales of
products are recorded upon shipment when title transfers to customers. The Company performs periodic credit °
evaluations of its customers’ financial condition. The Company requires irrevocable Ietters of credit on sales to
‘certain foreign. customers. Receivables generally are due within 30 to 60 days. Credit losses' relating to
customers consistently have been within management expectations.

Inventories

. Inventories; consisting of material, labor and manufacturing overhead, are stated at the lower of cost or
- market. Cost is determined by the first-in, first-out (FIFO) method. ’

Property and Eguipment

_ Property and equipment are stated at cost less accumulated depreciation. Deprec1atlon is based on
“estimated useful lives of 4-35 years computed using the straight-line method.

Patents

Capitalized costs include costs incurred in connection with making patent applications for the Company’s
~ products and are amortized on a straight-line basis over eight years. The Company periodically reviews its
'patents for impairment of value. Any adjustment from the analysis is charged to operations.
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ROCHESTER MEDICAL CORPORATION
' NOTES TO FINANCIAL STATEMENTS — (Continued)

Research and Development Costs

, Research and development Costs are charged to operat1ons as 1ncurred Research and development costs
“include clinical testing: costs, certain salary and related expenses, other labor COStS,. matenals and an allocat1on/ s
of certain overhead expenses L o S '

Revenue Recogmtzon

The Company recogmzes revenue: from product sales upon shIpment when t1tle transfers to. customers
‘ Amounts received. for upfront license fees. under ‘multiple-element supply and distribution: arrangements are

deferred and recognlzedl over the penod of supply, if such arrangements require- the Company’s on-going
: serv1ces or performance A , - :

Income T axes :

- Income taxes are accounted for under the l1ab111ty method Deferied income taxes are provrded for
temporary dlﬁerences between financial reporting and tax bases of assets and liabilities. The Company records
a valuation allowance to. reduce the’ carrying - value of its net deferred tax assets to’ ‘the’ amount that is more
P ’hkely than not to be reahzed :

Stock Based Compensatton

: At September 30, 2004 the Company has three stock based employee compensat1on plans which are'

_described more- fully in Note 5. The Company accounts for those plans under the recognition and
measurement principles of APB Op1n1on No.. 25, “Accounting for Stock Issued to Employees”, and related
+ “Interpretations. No stock-based employee compensation cost is reflected in net income (loss), as all options
granted under those plans had an exercise price equal to the market value of the underlying common stock on
the date of grant. The followmg table illustratesthe el“feet on net income (loss) and net income (loss) per
common share if the Company had applied the fair value recognmon prov1srons of FASB Statement No. 123,
“Accounting for Stock-Based Compensation,” to stock-based employee comperisation.

s S Year ended September 30,

. S . _ 2004 2003 - 2002
Net 1nc0me (loss) as reported e e 8 746',813 _'$ '3'29,9'03 ’$(l,39.4',805)"
Deduéts total stock- based: employee. compensatlon T ’ : -
. expense under fair value method for all awards ceene._(462,276) (537,847) (762,615) ...
Pro forma net 1ncome (loss) B D e . $ 284,537 $(207,944). $(2,157,420)
" Net: Income (loss) per common share i ; " . | - - ' ‘ 7 .
" Basic,— as reported e e - R L8 L1408 06 8 0 (26) o
Diluted ~~ as reported ..... R S -8 13§ - 06 § (.26)
e Ba_s1c an_d»drluted — pfo forma. I L8 0 05 s, (04) .S (40)

. Use of Esttmates

v The preparatlon of ﬁnancral statements in conformlty w1th generally accepted accountmg pr1n01ples
requires management to fake estimates and assumptlons that affect the amounts reported in the ﬁnanc1al
statements and accompanying notes. Actual results could d1ﬁ“er from those estimates.
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ROCHESTER MEDICAL CORPORATION
" NOTES TO FINANCIAL STATEMENTS — (Continued)

"Impairmenr of Long-Lived Assets

The Company will record impairment losses on long-lived assets used in operations when indicators of
impairment are present and the undiscounted cash flows estimated to be generated by those assets are less
than the assets’ carryrng amount. :

Net Income (Loss) Per Share .

" Net income (loss) per common share is calculated in accordance with Financial Accounting Standards
Board Statement No. 128, “Earnings Per Share.” The Company’s basic net income (loss) per common share
is computed by dividing net income (loss) by the weighted average number of common shares outstanding

~during the period. Diluted net income per common share is computed by dividing net income by the weighted

“average number of common shares outstanding during the period, increased to include dilutive potential

-common shares issuable upon the exercise of stock optlons that were outstandmg during the period: For
periods of net loss, diluted net loss per common share equals basic net loss per common share because
common stock éqliivalents are not included in‘periods where there is a loss, as they are antidilutive. A
reconciliation of the numerator and dcnommator in the basic and diluted net income (loss) per share
calculatron is ‘as follows; :

* Year ended Septémber 30,

‘ 2004 . 2003 - 2002

‘Numerator: . : . -

" Net income (loss) .......... s oo $ 746813 'S 329,903 $(1,394,805)
Denominator: R ' ‘ ‘ N
Dcnomrnator for basic net income (loss) per
‘ common share — welghted average shares _ : ' ‘
2 7. outstanding ... L e 5434338 5,379,954 5,328,531
Effect of drlutrve stock options e cee AP .+ 252,256 . 273,905 —
Denominator for diluted net 1ncorﬁe (loss) per . ' , _
common share — weighted average shares ‘ L . 5 o

- outstanding . . R R TR R PR PR, . 5,68_6,594 5,653,859 5,328,531
Net income (loss) per common _sharc — basic ..... L $ 014§ 006 §. (0.26)
Net income (loss) per common share — diluted . . . . . . ¢ 013§ 0.06 $ (0.26)

Employee stock options of 351,000 for the fiscal year ended September 30, 2004 and 355,500 for the fiscal year
-ended September 30,"2003 have been excluded from the diluted net income per common share calculations
" because their exercise prices were greater than the average market price of the Company’s common stock. In
addition, the effect of stock optiors for the fiscal year ended September 30, 2002 have been excluded from the
) drlutcd net loss. per common share calculation because they are antrdrlutrve

" In March 2004, the FASB issued an exposure draft, “Share-Based Payments, an Amendment of FASB
Statements No.. 123 and. 95,” which may eliminate the ability to account for share-based compensation
transactions using APB No. 25-and require companies to recognize the cost of employee services received in
exchange for equity instruments, based on the grant-date fair value of those instruments. In Octobr 2004, the -
 FASB delayed the effective date of this proposed pronouncement until fiscal or interim periods beginning-after
June 15, 2005. The Company will continue to monitor the rules and statements released by the FASB in,
regard to how it accounts for stock based employee compensation. :

3. Advertlsmg Costs :

The Company incurred advertlslng expenses of $165 000 $126,000 and $334 000 for the years ended.
September 30, 2004, 2003 and 2002, respectively. All advertrsrrlg‘costs are charged to operations as incurred.
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- 4. Inventories .
Inventories .are summarized as follows: _
o ’ . September 30,

‘ ) ) . o o ) e 2004 h 2003
- Rawmaterials. .l S 686492 87 614,763
Work-in-process . ..., ... T SRR "1,890,860 - 1,565,213
~ Finished goods ... .. T 1,467,961 1,462,643
' Rcserve for-inventory obsolescence el Ui oooUSoo 00 (100,000) (100,000 .

| $3,945313 -+ $3,542,619

5. Shareholders"'Equity

Stock Optwns

. In February | 2001 the Cornpany s shareholders approved the 2001 Stock Incentive Plan., Under the terms
of the 2001 Stock Incentrve Plan, 500,000 shares are authorized for issuance pursuant to grants’ of incentive
stock- options and. non-qualified optlons Per the terms of 'the 2001 ‘Stock Incentive Plan, options may be”
" granted with a term no longer than'ten years. The vesting schedule and term for: options granted under the
2001 Stock Incentive Plan is determlned by the Compensatlon Committee of the ‘Company’s Board of
Dlrectors Co : ~ ‘

In August 1998, the 1991 Stock Optron Plan was arnended to increase by 300 000 shares the number of"
shares authorized for issuance to 1,000,000.shares. Under terms of the 1991 Plan, the Board of Directors may
‘grant employee incentive stock options equal to fair market value of the Company’s Common Stock or
- employee non-qualified options at a price which cannot be less than 85% of the fair market value. Per the
'terms of the 1991.Plan, jas of April 20, 2001 no new stock options may be granted under the 1991 Plan.

_ ~The 1995 Non-Statutory -Stock Optlon Plan authorizes the issuance of up to 50,000 shares of Common
Stock Per the terms of 'the 1995 Non- Statutory Stock Option Plan, no option may be granted with a term
longer than ten years. The vesting schedule for options granted under the 1995 Non- -Statutory Stock Option
Plan is determined by the Compensatlon Committee of the Company’s Board of Directors. In September
1995, Medical Advisory Board members were granted options to purchase 12,000 shares of the Company’s .

o Common Stock at an exercise price of $15.75 per share. In April 1999, one member of the Medical Advisory

Board was granted options to purchase 6, OOO shares of the: Company’s Common Stock at an exercise price of .
$10: 125 per share - : , :
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Option activity is summarized as follows: .
Weighted

) Average

Shares Exercise

Reserved Options Price Per
) . . ‘ . For' Grant  Outstanding Share

" Balance as of September 30, 2001 ... e . ..... 477,000 960,000 $9.16
Options granted S T e (203,000) 203,000 4.44
Options exercised .......... S . PO L — (750) 5.50
. Options canceled e S AU R 127,250 {127,250) 8.49
1991 Plan — options canceled and not re1ssuable e (111,000) - — L —
Balance as of September 30,2002 ..ol SR ©.290,250 1,035,000 8.32
Options granted .......................... e ... oo (73,000) 73,000 8.36
Options exercised ... ... R e Lo o - (95,450) 6.33

' y Options canceled . .. . ... AU P P Lo 47250 (47,250) 8.18
1991 Plan — options canceled and not re1ssuable e (33,250) C—
Balance as of September 30, 2003 e 230,250 965,300 852
Optlons granted . ... ... . oo e . (66,000) 66,000 -9.25
Options exercised . e e . —_ (16,431) 5.09
Options canceled ... .. .... A e Ceean 2,250 (2,250) 8.25
1991 Plan — options canceled and not reissuable ........... — et
Balance as of September 30, 2004 .............. ... 166,500 1,012,619 - $8.62

, The number of stock options exercisable at September 30, 2004, 2003 and 2002 was 775,869, 636,800 and
586,750 at a weighted average exercise price of $9.34, $10.08 and $10.59 per share, respectively.

The Company has elected to follow Accounting Principles Board Opinion No. 25, Accounting for Stock
Issued to Employees (“APB 25”) and related interpretations in accounting for its employee stock options
because, as discussed below, the alternative fair value accounting provided under FASB Statement No. 123,
“Accounting for Stock-Based Compensation” (“‘Statement 123”), requires use of option valuation models

. that were not developed for use in valuing employee stock options. Under APB 25, when the exercise price of

the Company’s employee stock options equals the market price of the underlying stock on the date of grant, no
compensanon expense is recognized.: S

Pro forma information regardlng net income (loss) and income (loss) per share is required by
Statement 123, and has been determined as if the Company had accounted for its employee stock options
under the fair value method of Statement 123. The fair value of these options was estimated at the date of
“grant using the Black-Scholes option pricing model with the following weighted average assumptions: risk-free
interest rate of 3.42%, 3.10% and 3.50% for fiscal 2004, 2003 and 2002, respectively; volatility factor of the
. expected market price of the Company’s common stock of .554, .561 and .569 for fiscal 2004, 2003 and 2002,
- respectlvely, a weighted average expected life of the option of 6.6 years, 6.6 years and 6.4 years for fiscal 2004,
2003 and 2002, respectively; and an expected dividend yield of 0%.
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The we1ghted average farr value of options granted in 2004, 2003 and 2002 was $5. 34 $4.97 and $2 58 per . -
“share respectlvely The -exercise price of options outstandmg at September 30, 2004 ranged from $4.33 to
'$20 00 per share as summanzed in the followmg table: -

" Weighted S »Weigh'ted

S Average . v N Average
- " Weighted - " . Exercise Price -~ . .. .- Exercise Price .~ -
o ' Number Average ' " “Per Share — . /Number . Per Share —

Range of .- "+ Outstanding -~ Remaining . . Total Options.- - . Exercisable = - . . Options

Exercise Prices at 9/30/04 - Contractual Life . Outstanding at 9/30/04 ) Exercisable

$ 4338500 . 333619 T 6Tyears .. $454 - 206619  $4.59
5.01 — 10.00. - 382,000 . '6.7‘years - 7189 264,500- - 7.42
1001 —1500.- - 187,000 - " 28 years .. = 1344 184750 .  13.48

15.01 —20.00 - 110,000 ~-.2.5 years. : 1637 '110,0000 16.37 -

‘ | L0619 5.5 years: - $~"8;6‘2.' 5869 . 8934

. " The Black Scholes option valuatlon model v was developed for use.in estimating the fair value of traded

~opt10ns which have no vesting restrictions and are: fully ‘transferable. In addition, option valuation models-
require the. input of h1ghly subjective assumptions. Because the Company’s employee stock options have
characteristics srgmﬁcantly different from those of traded options, and because changes in the subjective input
assumptions can materially affect the fair value estimate, in management’s opinion, the existing models do not
. necessanly prov1de a rel1able s1ngle measure -of the fair value of its employee stock optrons '

‘6. Income Taxes -

. Deferred i income taxes are due to temporary d1fferences between the carrymg values of certain assets and
' lrabrl1t1es for ﬁnancral repomng and income tax purposes S1gn1ﬁcant components of deferred income taxes are-
as follows: - ° C - : : "

September 30,

A o : 2004 2003
Deferred 1ncorne tax. assets: e S A A R o
Net operating loss carryforwards ........ L Lioe o $8,698,000 0§ 8,956,000 .
* Résedrch and development credit carryforwards i 31 l,OOO. - 279,000
Allowance for doubtful aceounts RS . ;:-; Y R . 27,000_ ] ~26,000' _
. Inventory reserves .o.......... ... : e U SRR . 37',000' 37,000 - '
- Inventory capitalization : .. ..., ...cciee. .l s oo, 133,000 128,000
N Accrued ¢ expenses-. Sl R .. 50,000 - 760,000 - 4
- Deferred revenue e L FRRRERON 325,000 '383,000
: Total income tax’ deferred assets. . . Co i ‘_9,581;000 o 9,869,000;
. Deferred income tax liability: o SRR I
Deprecranon and’ amort1zatlon B Sl 462,000 520,000
. Net deferred 1neome tax assets . o .., B 9‘,1‘1.9,000 . 9,349,000
- Valuation allowance . ... ......0.coi i ERUIU ©_(9,119,000) - (9,349,000)
-Net deferred income taxes $ 0 — $ —_—

" The Company records a- valuat1on allowance to reduce the carrymg value of its net deferred tax assets to
“the amount that.is ‘more l1kely than not to be realized. The Company will be subject to federal.income taxes .
when ‘operations become profitable. The . Company’s ‘net operating loss carryforwards of approxunately :
'$23 508 000 can’ be carrted forward to offset future taxable income, subject to the llmltanon of Internal _ _‘
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Revenue Code Section 382. The net operating loss carryforWard will expire at different times beginning in
-2005. The expiration by year for the upcoming five fiscal years and thereafter are as follows: 2005: $0; 2006:
$0; 2007: $572,000; 2008: $892,000; 2009: $1,086,000; and thereafter: $21 million.

The reconciliation between the statutory federal income tax rate of 34% and the effective income tax rate
for the years ended September 30 is as follows:

2004 2003 2002

Statutory federal income tax- rate ........ L e B 34% 34% 34%

Increase (decrease) in taxes resultrng from , . . S
~ State taxes . ..... T P S PR 3 3 3
" Utilizdtion of net operating loss carryforward ... ...... e 36) (21) . —
Change in valuation allowance .............c......... e (1) 6) (37

-Effectiveincome_taxrate..'....'..\..‘...’ ....... ..... _ 0% J% 0%

. Related Partyk Trans‘actions '
. The Chairman of the Board of one of the Cornpany s significant ouetomers Mentor Corporation, is the
brother of the Company s Chief Executlve Ofﬁcer and two other directors of the Company.

“Thé brother-in- law of the. CEO and President, the Vlce President of Production Technologies and a
member of the board of directors of the Company has performed legal services for the Company. During the
. years ended September 30, 2004, 2003 and 2002, the Company incurred legal fees and expenses of-
approximately $60,000, $19,000 and $39 000, respectrvely, to such counsel for services renderéd in connection
with litigation and for general legal services.. Management believes the fees paid for the services rendered to
the Company ‘were on- terms at least as favorable to the Company as could have been obtamed from an
unrelated party. ' : :

The Company contracts with Petersen Blacksmlth Company for the fabrication of customized,

) proprretary manufacturing equipment used in the Company’s automated production lines. During 2004, 2003
and 2002, the Company paid Petersen Blacksmith Company the sum of $101,000, $9,000 and $14,000,

‘respectively. Michael Petersen, the proprietor of Petersen Blacksmith Company, is the brother-in- -law of the
- former Vice President, Research and Development of the Company. Management believes that the terms of
: the agreement are at least as favorable to the Company as could have been obtained from an unrelated party.

B 8. Signiﬁcant Customers

Significant customers, measured as a percentage of sales, are summarized as follows:

September 30,
2004 2003 2002

Signiﬁeant custoriers: - .
Hollister . ..o e 16 13 13

Mentor............... e S e 13 14 15 -

Porges(asubsrdraryofMentor).._.‘..;..'.‘..., ..... 9 6 6

Mentor Medrcal (formerly Slms Portex now a sub51d1ary of Mentor) 3 5 3
TOtal . oo oo e B 41% 44%  44%
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9 Employee Beneﬁt Plan B 3 J
The Company has a 40l(k) plan' covering employees meetlng certam e11g1b111ty requrrements The
Company currently does not match employee contnbutlons ,
ll@ Geographlc Area Data

Sales rélated to customers in the Umted States Europe and the rest of the world are.as follows o
’ September 30, ‘

L. - : s . } 2004 L. 2003 - - ’4 2002
 United States .. oL $T990527. S TAT6812 S 6150095
" Burope.. ... T FRETRERE .4,769,601' . 4,§3l,470 _2,9837730 ‘
‘Restof world .......... SO R Lo 2251091 2547000 1941671
| Total oo PP  STUPRP S SISOILAI9  $14,655372  $11,075496 "

: Sales are attnbuted to countries based upon the address to whrch the Cornpany ships products as set forth on
the customer s purchase order.

' Illl. lLong Term Debt

- 'In June 2003, the Company entered into an agreement with the City of Stewartville to: purchase .
additional land. The purchase price of the property is $170,000 plus interest at 7%. The initial down payment
was $34,000. The balance outstanding at September 30, 2004 was $102, 000.- Annual- pnncrpal payments of
'$34 000 will be made plus 1nterest for four years endlng May 1, 2007 ‘ .

B A Caprtal Leases

Durrng 2003 the Company entered into commltments under two capital leases for the lease of packaglng' o
“equipment and a trash compactor. -These ledses are payable in monthly installments through 2008. Future -
" minimum lease payment\s under non-cancelable cap1tal leases as of September 30 2004 are as follows '

. Fiscal Year

S 44615

2007 e e e e e e - 44,615

2008 .. ... oL B S T T A 22,985

- Total future minimum lease payments e R e 156, 830 .
Less amount representmg interest . -'. el Z. T oo (s, 405)

- Present value of net mlnlmum lease payments e L. USRS ‘141,425
“Less current portion-.............. TR S P . - Joieeeen oo _(37.610)

o Long-term capital lease obllgatlon Y o D o $103,814 .
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Assets under capital leases as included in property, plant and equipment in the Company’s balance
.sheets, are as follows:

September 30,

, 2004 2003
Packaging equipment.......... e PR .. 8$194,024  $222,622

Less-accumulated amortization ...... .. e {26,563) (4,085)
' $167,461  $218,537 -

_ Amortization of assets under capital leases is included in depreciation expense.

.13, Lme of Credlt

) The Company has a $l 000, OOO line of credit with U.S. Bank National Association. The agreement calls
for a variable interest rate that'is equal to 1% plus the one-month LIBOR -rate. The agreement runs through
March 31, 2005. As of September 30, 2004, the Company had no amounts outstanding under this line of
credit, and did not have any borrowings outstanding at any time during fiscal 2004,

14. . Quarterl‘y Resuits (.Unaudited)

Summary data relating to the results of operatrons for each quarter of the- ‘years ended September 30,
. 2004 and 2003 follows (1n thousands ‘except per share amounts)

Tl1ree Months Ended
December 31 March 31 June 30 September 30

Fiscal year 2004: - ‘ ’ - o .
Netsales ................ B o0 783,348 . 83811 $4,257 $3,594

“Gross profit ....... P 1,195 1,345 1,605 1,251
Income from operations .....0............0.. 51119 358 130
“Net income . ...y e 64 139 387 157
Net income per common share — basic. ... .. % 0l %03 § .07 $ .03
Net income per cornmon share —diluted ;... $ .01 = - § 02 § .07 $ .03
Fiscal yéar 2003: o : : «
UNetsales ... B $3,539  $3,718  $3,777  $3,621
Gross profit ......... ..o L L 1,199 1,344 1252 1,286

" Income from operations .. ..... e 19 99 49. S5
*Netmcome....,....‘.{.......‘...‘ ............ E 61 142 86 41

Net income per- common share — bas1c and o :

diluted- ..o 8 0L 08 03§ 02§01
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t SCHEDULE n —~VALUATION AND QUAlLIFYING ACCOUNTS AND RESERVES

" COL.A. " . ~ COL. B

. COL.D

H Uncollectable accounts written off net of recovenes ‘

- '(2) Valuatlon of 1nventory at’ lower of cost or market

4 R

COL.-C COL. E-
. o Additions ) : ’
Balance at  Charged to.- - Charged to - Balance at
: : ; Beginning . ~ Costs.and  ‘Other Accounts  Deductions End of
Descnptlon _ of Period = Expenses . — Describe ‘ — Describe o Period
" Year énded September 30 2004 } L '
" “Reserves and allowances deducted from
j“‘asset accounts:™ ST I e
. Allowance for doubtful accounts. Sio..$.69,948  $18,996- — C.$15,499. $ 73,445
Allowance for inventory obsolescence R 100,000 PR N— — 100,000 °
Allowafice for inventory valuatron e — — — — CLo—
Year ended September 30, 2003
Reserves and allowances deducted from
. asset accounts: o B : - v
Allowance for- doubtful accounts. S 864,629 - $76,000 — ©$ 0 681(1) -$ 69,948
" Allowance for mventory obsolescence . 100,000. — — — 100,000
. Allowance for: 1nventory valuatlon Lo 61,439 - — - ©61,439(2) - —
" Year énded September 30, 2002: AR
A Reserves and allowances deducted from -

“asset-accounts: ‘ T e S
Allowance for doubtful accounts.-. .:. $ 60,498 § 5004 . — $ 873(1) -$ 64,629
Allowance for inventory obsolescence . 100,000 ~  — — o — . 100,000
Allowance for 1nventory valuation ... - 131‘,490 ' — — ©70,051(2) 61,439 -
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