SurModics, Inc

Management’s Discussion and Analysis of Financial
Condition and Results of Operations

General

SurModics is a leading provider of surface modification solutions
to medical device manufacturers. The Company’s revenues are
derived from four primary sources: fees from licensing its patent-
ed technology to customers; royalties received from licensees; the
sale of photoreactive chemical compounds to licensees and stabi-
lization products to the diagnostics industry; and research and
development fees generated on projects for commercial cus-
tomers and government grants. In March 1998, the Company
completed an initial public offering (“IPO”) of 2.3 million shares
of Common Stock which generated proceeds of approximately
$15.5 million, net of related offering costs.

Fiscal 1998 showed further evidence that SurModics” unique
economic model, based on the licensing of PhotoLink technology
to the medical device industry, can significantly impact the
Company’s financial performance. Revenues increased 29.0% to
$9.8 million in fiscal 1998 from $7.6 million in fiscal 1997. The
financial results were led by growth in royalty revenues, which
increased 64.2% over the prior year to a record $4.8 million. The
Company is continuing to see significant increases in the usage of
PhotoLink. PhotoLink royalties increased 52.3% to $2.2 million,
and sales of reagents, those chemicals used by clients in the
PhotoLink coating process, increased 60.7% to almost $800,000
in fiscal 1998. Diagnostic royalties also showed an increase of
76.0% to almost $2.6 million. These revenue gains led to net
income of $1.6 million, or $.24 per diluted share, compared to

$0.2 million, or $.04 per diluted share, in fiscal 1997.

Results of Operations

Years Ended September 30, 1998 and 1997

The Company’s revenues were $9.8 million in fiscal
1998, an increase of 29.0% over fiscal 1997. The revenue compo-
nents were as follows:

Fiscal Fiscal Increase % Increase
(Dollars in thousands) 1998 1997 (Decrease) (Decrease)
Royalties:
Diagnostic . . . ... $2,578 $1,465 $1,113 76.0%
PhotoLink . .. ... 2,205 1,448 757 52.3%
Total royalties . . . 4,783 2,913 1,870 64.2%
License fees . . . .. .. 222 540 (318)  (568.9%)
Product sales:
Reagents . ... ... 794 494 300 60.7%
Stabilization . . . .. 2,004 1,665 339 20.4%
Total product
sales . ... ... 2,798 2,159 639 29.6%
Research and
development:
Commercial . . . . .. 891 742 149 20.1%
Government . . . . . 1,085 1,228 143)  (11.6%)
Total research and
development 1,976 1,970 6 0.3%
Total revenues . . . $9,779 $7,5682 $2,197 29.0%
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The fiscal 1998 revenue increase was primarily due to an
increase in royalties received from licensed clients. The 76.0%
increase in diagnostic royalties was due primarily to the impact of
two events in fiscal 1998: a product acquisition by a licensee and
the issuance of a new patent to SurModics, both of which resulted
in more of the licensee’s sales being subject to royalties. While these
two events will continue to impact royalties into the future, the
most significant portion of the increase has already occurred; there-
fore, diagnostic royalties are expected to produce more modest
growth in fiscal 1999. The 52.3% growth in PhotoLink royalties
was due to increases in the minimum royalty payments from cer-
tain clients, the introduction of ten additional licensed products by
the Company’s clients, and increased earned royalties from greater
market penetration of coated products sold by licensees.

The Company’s product sales increased 29.6%, to $2.8 million.
The 20.4% increase in stabilization sales was the result of greater
market penetration due to the Company’s sales and marketing
efforts. The sales of reagent chemicals, those chemicals used by
licensees in the PhotoLink coating process, increased 60.7%,
which indicates growing production of PhotoLink-coated devices
by SurModics’ clients. This increase should result in royalty
growth in the future as these coated products are sold by the
Company’s clients. Commercial research and development rev-
enue increased 20.1% between years due to more customer-fund-
ed development projects related to PhotoLink coatings. Half of
this revenue was generated on projects for a single customer.
Finally, license revenue decreased due to the completion of fewer
new license agreements in fiscal 1998. Only three new license
agreements were signed during the year. The Company ended fis-
cal 1998 with a strong pipeline of new potential license agree-
ments and it expects to improve on the number of agreements
executed in fiscal 1999.

The Company’s product costs were $1.2 million for
fiscal 1998, a decrease of $238,000, or 16.7%, from fiscal 1997.
Overall product margins increased to 57.3% in fiscal 1998 from
33.7% in fiscal 1997. The margin improvements were due to var-
ious manufacturing efficiencies achieved during the year as a
result of increased production volumes. The most significant fac-
tors were: the transfer of stabilization production to a new man-
ufacturing space which increased efficiency; a change to a less
costly raw material formulation for the production of some stabi-
lization products; and the increased market demand for some of
the Company’s products that allowed the Company to establish
separate teams for stabilization and reagent production.

Research and development
expense was $4.5 million for fiscal 1998, an increase of $925,000,
or 25.7%, over fiscal 1997. Most of this increase was due to the
added compensation, benefit, and general business expenses
associated with the additional technical personnel hired by the
Company during the year. In addition, the Company incurred
additional depreciation expense associated with the build-out of
additional laboratory space. These cost increases were offset by a
reduction in the amount of research performed at external labo-
ratories on government grants.



Sales and marketing expense was
$1.4 million for fiscal 1998, an increase of $321,000, or 29.2%,
over fiscal 1997. This increase was primarily due to the addition-
al compensation, benefit, and travel expenses associated with
additional sales and marketing personnel hired during the year
and the cost of an external market study performed during the
year on potential genomics product applications.

General and administrative
expense was $1.7 million for fiscal 1998, an increase of $279,000,
or 19.7%, over fiscal 1997. The increase was primarily due to the
cost of a new directors’ and officers’ liability insurance policy that
was entered into at the time of the IPO; new expenses associated
with being a public company, such as investor relations costs,
Nasdaq fees, and other external reporting expenses; and addi-
tional expenses associated with certain consulting projects.

The Company’s net other income
was $726,000 for fiscal 1998, an increase of $517,000, or 246.9%,
over fiscal 1997. The increase in interest income was due to the
earnings generated on the additional investments resulting from
the $15.5 million of proceeds received from the IPO in March.

Years Ended September 30, 1997 and 1996
The Company’s revenues were $7.6 million in fiscal

1997, an increase of 22.6% over fiscal 1996. The revenue compo-
nents were as follows:

Fiscal Flscal Increase % Increase
(Dollars in thousands) 1997 1996 (Decrease) (Decreadse)
Royalties:
Diagnostic . . .. .. $1,465 $1,288 $ 177 13.7%
PhotoLink . .. ... 1,448 1,052 396 37.6%
Total royalties . . . 2,913 2,340 573 24.5%
License fees . . . .. .. 540 383 157 41.1%
Product sales:
Reagents . . ... .. 494 358 136 38.0%
Stabilization . . . .. 1,665 1,283 382 29.8%
Total product
sales .. ... .. 2,159 1,641 518 31.6%
Research and
development:
Commercial . . . . .. 742 526 216 41.0%
Government . . . . . 1,228 1,293 (65) (6.0%)
Total research and
development 1,970 1,819 151 8.3%
Total revenues . . . $7,582 $6,183 $1,399 22.6%

The revenue increase in fiscal 1997 was primarily due to
increases in all PhotoLink-related revenue sources: PhotoLink roy-
alties increased 37.6%, license fees increased 41.1%, reagent sales
increased 38.0% and commercial research and development
increased 41.0% between years. The growth in PhotoLink royalties
was primarily due to increases in the minimum royalty payments
from certain clients and increased earned royalties from greater
market penetration of coated products sold by licensees. The
increase in reagent chemical sales was due to growing production
of PhotoLink-coated devices by SurModics’ clients. The increase

in commercial development revenue was due to more customer-
funded development projects related to PhotoLink coatings.
Finally, the increase in license revenue was due to ten new license
agreements being signed in fiscal 1997 compared to five in fiscal
1996.

The 29.8% increase in stabilization sales was the result of
greater market penetration due to the Company’s sales and mar-
keting efforts.

The Company’s product costs were $1.4 million in
fiscal 1997, an increase of $217,000, or 17.9%, over fiscal 1996.
Overall product margins increased to 33.7% in fiscal 1997 from
26.0% in fiscal 1996. The margin improvement was primarily due
to manufacturing efficiencies achieved in producing reagent
chemicals due to the increased demand.

Research and development
expense was $3.6 million in fiscal 1997, an increase of $280,000,
or 8.5%, over fiscal 1996. Most of this increase was due to
increased patent-related costs, additional research studies at
external laboratories and the additional compensation and bene-
fit costs associated with the additional technical personnel hired
by the Company during the year.

Sales and marketing expense was
$1.1 million in fiscal 1997, an increase of $186,000, or 20.5%, over
fiscal 1996. This was primarily due to the additional compensa-
tion, benefit, and travel expenses associated with additional sales
and marketing personnel hired during the year and increased
customer activities, which resulted in more travel and promo-
tional spending.

General and administrative
expense was $1.4 million in fiscal 1997, an increase of $263,000,
or 22.8%, over fiscal 1996. The increase was primarily due to the
expenses associated with a new incentive compensation program.

The Company’s net other income
was $198,000 in fiscal 1997, a decrease of $23,000, or 10.2% over
fiscal 1996. This decrease was due primarily to a reduced level of
interest income from investments.

Net Operating Loss Carryforwards

As of September 30, 1998, the Company had a net operating loss
carryforward of approximately $4.7 million, which expires in
varying amounts through 2011. The Company also had $490,000
of capital loss carryforwards at September 30, 1998, which
expire in 2001. A valuation allowance for the full amount of the
deferred tax asset has been established due to the uncertainty of
realization.

Year 2000 Compliance

The Company has evaluated its information technology infrastruc-
ture for Year 2000 compliance. The Company does not utilize any
mainframe technology, but instead has an internal technical infra-
structure comprised of client server networks and desktop micro-
computers. The applications which run on these computers are
primarily purchased software without any significant customized
programming. Over the last two years, the Company has rou-
tinely upgraded most of its computer hardware, software and
telecommunications systems. As a result of its internal reviews,
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the Company does not anticipate any problems related to Year
2000 compliance with its information technology infrastructure.

The Company is in the process of evaluating its non-informa-
tion technology systems with regard to Year 2000 compliance.
This is especially important related to embedded technology such
as microcontrollers contained in various lab equipment, and raw
material suppliers who support the Company’s manufacturing
process. Based upon information currently available, the Company
does not anticipate any material disruption in its operations as a
result of any failure by either non-information technology equip-
ment or one of its suppliers to be in compliance. Compliance
should not be an issue with the Company’s products, since they
are not date-sensitive.

Costs associated with Year 2000 compliance are expensed as
incurred. To date, those costs have not been material. Based upon
currently available information, the Company does not expect
that the costs of addressing potential Year 2000 problems will
have a material impact on the Company’s financial condition or
results of operations. The Company plans to devote the necessary
resources to resolve any significant Year 2000 issues by no later
than the end of fiscal year 1999.

Although the Company is committed to addressing any issues
well in advance of the Year 2000, there are risks if the Company’s
objectives are not met. The most severe risk is business interrup-
tion. Specific examples of situations that could cause business
interruption include, among others, (i) computer hardware or
application software processing errors or failures; (ii) failure of lab
or manufacturing equipment; and (iii) outside suppliers who may
not be Year 2000 compliant. Depending on the extent and duration
of the business interruption resulting from non-compliant Year 2000
systems, such interruption could have a material adverse effect on
the Company’s financial condition and results of operations.

Liquidity and Capital Resources

As of September 30, 1998, the Company had working capital of
approximately $5.1 million and cash, cash equivalents and invest-
ments totaling approximately $21.1 million. The Company has
generated positive cash flows from operating activities of approx-
imately $2.1 million in fiscal 1998, $0.5 million in fiscal 1997 and
$0.4 million in fiscal 1996. The increase in fiscal 1998 was pri-
marily due to the increased net income generated during the year.
The significant increase in investing activities during fiscal 1998
was due to the repositioning of the public offering proceeds with-
in an investment portfolio managed by an external investment
manager. The Company’s investments principally consist of U.S.
government obligations and investment grade, interest-bearing
corporate debt securities with varying maturity dates, the majority
of which are three years or less. In addition, there was an increase
in the Company’s purchase of property and equipment in fiscal
1998 due to the build-out of some additional manufacturing and
laboratory space and the purchase of additional equipment with
a portion of the proceeds from the offering. The most significant
financing activity over the last three years was the completion of
the initial public offering of 2.3 million shares of Common Stock
in March 1998. In total, the IPO generated net proceeds to the
Company of approximately $15.5 million after deducting all
offering expenses.

As of September 30, 1998, the Company had no debt, nor did
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it have any credit agreements. The Company believes that its
existing capital resources will be adequate to fund the Company’s
operations into the foreseeable future.

Forward-Looking Statements

Certain statements contained in this Annual Report and other
written and oral statements made from time to time by the
Company do not relate strictly to historical or current facts. As
such, they are considered “forward-looking statements” which
provide current expectations or forecasts of future events. These
forward-looking statements are made pursuant to the safe harbor
provisions of the Private Securities Reform Act of 1995. Such
statements can be identified by the use of terminology such as
“anticipate,” “believe,” “estimate,” “expect,” “intend,” “may,”
“could,” “possible,” “plan,” “project,” “will,” “forecast” and similar
words or expressions. The Company’s forward-looking state-
ments generally relate to its growth strategy, financial results,
product development programs, sales efforts, and Year 2000
compliance. One must carefully consider forward-looking state-
ments and understand that such statements involve a variety of
risks and uncertainties, known and unknown, and may be affected
by inaccurate assumptions. Consequently, no forward-looking
statement can be guaranteed and actual results may vary materially.
The Company undertakes no obligation to update any forward-
looking statement.

Although it is not possible to create a comprehensive list of all
factors that may cause actual results to differ from the Company’s
forward—looking statements, such factors include, among others,
(1) the trend of consolidation in the medical device industry,
resulting in more significant, complex and long-term contracts
than in the past and potentially greater pricing pressures; (ii) the
Company’s ability to attract new licensees and to enter into agree-
ments for additional product applications with existing licensees,
and the willingness of potential customers to sign license agree-
ments under the terms offered by the Company; (iii) the success
of existing licensees in selling products incorporating SurModics’
technology and the timing of new product introductions by
licensees; (iv) the difficulties and uncertainties associated with
the lengthy and costly new product development and foreign and
domestic regulatory approval processes, such as delays, difficulties
or failures in achieving acceptable clinical results or obtaining
foreign or FDA marketing clearances, which may result in lost
market opportunities or postpone or preclude product commer-
cialization by licensees; (v) efficacy or safety concerns with
respect to products marketed by SurModics and its licensees,
whether scientifically justified or not, that may lead to product
recalls, withdrawals or declining sales; (vi) the development of
new products or technologies by competitors, technological obso-
lescence and other changes in competitive factors; (vii) the
Company’s ability to successfully respond to Year 2000 issues,
which depends, in part, on the availability of personnel, the
Company’s ability to identify and resolve issues, both foreseen
and unforeseen, and the readiness of third parties to resolve their
issues; and (viii) economic factors over which the Company has
no control, including changes in inflation and consumer confi-
dence. Investors are advised to consult any further disclosures by
the Company on this subject in its filings with the Securities and
Exchange Commission.



Report of Independent Public Accountants

To SurModics, Inc.:

We have audited the accompanying balance sheets of SurModics, Inc. (a Minnesota corporation) as of September 30, 1998
and 1997, and the related statements of operations, stockholders’ equity and cash flows for each of the three years in the
period ended September 30, 1998. These financial statements are the responsibility of the Company’s management. Our
responsibility is to express an opinion on these financial statements based on our audits.

We conducted our audits in accordance with generally accepted auditing standards. 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 basis, evidence supporting the amounts and disclosures in the
financial statements. An audit also includes assessing the accounting principles used and significant estimates made by
management, as well as evaluating the overall financial statement presentation. We believe that our audits provide a rea-
sonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the financial position
of SurModics, Inc. as of September 30, 1998 and 1997, and the results of its operations and its cash flows for each of the
three years in the period ended September 30, 1998, in conformity with generally accepted accounting principles.

ARTHUR ANDERSEN LLP

Minneapolis, Minnesota,

November 4, 1998

Report of Management

The management of SurModics, Inc. is responsible for the integrity of the financial statements and other financial infor-
mation contained in this annual report. The financial statements and related information were prepared in accordance
with generally accepted accounting principles and include some amounts that are based on management’s best estimates
and judgments.

To meet its responsibility, management depends on its accounting systems and related internal accounting controls.
These systems are designed to provide reasonable assurance, at an appropriate cost, that financial records are reliable
for use in preparing financial statements and that assets are safeguarded. Qualified personnel throughout the organiza-
tion maintain and monitor these internal accounting controls on an ongoing basis.

The Company’s financial statements have been audited by Arthur Andersen LLP, independent public accountants,
whose report thereon was based on audits conducted in accordance with generally accepted auditing standards. As part
of their audits, the independent public accountants consider the Company’s system of internal accounting controls for the
purpose of determining the nature, scope and timing of audit tests to be performed.

The Audit Committee of the Board of Directors, composed entirely of directors who are not employees of the
Company, has met with the Company’s independent public accountants, as well as management, to review accounting,
auditing, internal control, financial reporting and other matters.

Dale R. Olseth
Chairman and Chief Executive Officer

Stephen C. Hathaway
Vice President and Chief Financial Officer
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SurdModics, Inc
Balance Sheets

As of September 30 1998 1997
ASSETS
Current Avssets
Cash and cash equivalents . . . . . . . . . .. ... o000 $ 1,343,561 $ 491,624
Short-term investments . . . . . . . . ... 3,526,493 1,455,976
Accounts receivable, net of allowance of $35,000 and $29,000 . . . . . . . . . 1,056,710 922,466
Inventories, net . . . . . . . . L 379,946 264,008
Prepaidsandother . . . . . . . . . . ... 255,456 74,124
Total current assets . . . . . . . . . 6,562,166 3,208,198
Property and Equipment
Laboratory fixtures and equipment . . . . . . . .. .. ..., 2,313,236 2,027,940
Office furniture and equipment . . . . . . . . . ... 1,002,210 834,222
Leasehold improvements . . . . . . .. .. ..o 1,323,387 1,049,802
Less-Accumulated depreciation and amortization . . . . . . . . . .. . .. .. (3,399,285) (2,846,954)
Property and equipment, net . . . . . . . ... ... 1,239,548 1,065,010
Long-Term Investments . . . . . . . . . . . . ... 16,248,914 1,874,118
Other Avvets, nel . . . . . . . . . . 254,361 302,930
$24,304,989 $ 6,450,256
LIABILITIES AND STOCKHOLDERS’ EQUITY
Current Liabilities
Accounts payable . . . .. ..o $ 304,706 $ 280,467
Accrued liabilities —
Compensation . . . . . . . ... 615,264 400,861
Other . . . . . 334,904 91,807
Deferred revenues . . . . . . . 227,725 308,143
Total current liabilittes . . . . . . . . . . .. 1,482,599 1,081,278
Deferred Revenues and Other, less current portion . . . . . . . . . . . . . . . ... 124,231 266,973
Total liabilittes . . . . . . . .. 1,606,830 1,348,251
Commitments and Contingencies (Note 6)
Stockholders’ Equity
Series A Convertible Preferred Stock —$.05 par value;
none and 376,828 shares issued and outstanding . . . . . . . ... ... L. - 18,841
Common Stock —$.05 par value, 15,000,000 shares authorized;
7,214,085 and 3,400,868 shares issued and outstanding . . . . . . . . . . .. 360,704 170,044
Additional paid-in capital . . . .. ..o 28,934,732 13,491,665
Unearned compensation . . . . . . . . . .. ... (170,335) (259,000)
Stock purchase notes receivable . . . . . . ..o 000000 (182,273) (160,000)
Unrealized gain on investments . . . . . . . . . . . .. .. .. ... ... 278,244 —
Accumulated deficit . . . . . ..o (6,522,913) (8,159,545)
Total stockholders’ equity . . . . . . . . .. ... 22,698,159 5,102,005
$24,304,989 $ 6,450,256

The accompanying notes are an integral part of these balance sheet.
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SurdModics, Inc
Statements of Operations

For the Years Ended September 30 1998 1997 1996

Revenues
Royalties. . . . . . . . . ... .o $4,782,626 $2,913,119 $2,340,187
License fees . . . . . . . . ... 222,500 540,000 382,500
Productsales. . . . . . . . ... 2,797,647 2,158,572 1,641,226
Research and development. . . . . . . . .. ... ... .. 1,975,888 1,970,174 1,818,739
Total revenues . . . . . . . . . . ... 9,778,661 7,681,865 6,182,652

Operating Costs and Expenses

Product . . . . . ... 1,193,178 1,431,675 1,214,526
Research and development. . . . . . . . .. ... ... 4,521,689 3,697,061 3,316,767
Sales and marketing . . . . . ... ..o 1,419,028 1,098,316 911,622
General and administrative. . . . . . . . . .. ... .. 1,696,741 1,417,524 1,154,412
Total operating costs and expenses. . . . . . . . . . .. 8,830,636 7,644,576 6,597,327
Income (Loss) from Operations . . . . . . . . . . . ... ... 948,025 37,289 (414,675)
Otbher Income (Expense)
Investment income and other, net. . . . . . . . . . . .. .. 698,193 209,204 275,849
Gain (loss) on sale of investments . . . . . . . . . . . . .. 27,634 — (564,901)
Other income, net . . . . . . . . . . . .. ... .. .. 725,827 209,204 220,948
Net Income (Loss) Before Income Taxes. . . . . . . . . . . . . 1,673,852 246,493 (193,727)
Provision for Income Taxes . . . . . . . . . . . . . . ... .. 37,220 10,820 —
Net Income (Loss) . . . . . . . . . . . . .. ... ... ... $1,636,632 $ 235,673 $ (193,727)

Basic. . . . .. $ .26 $ .05 $ (.04)

Diluted . . . . . ... $ 24 $ .04 $ (.04)
Weighted Average Shares Outstanding

Basic. . . . . .. 6,224,362 4,853,558 4,775,598

Dilutive effect of outstanding stock options. . . . . . . . . . 574,271 531,780 —

Diluted . . . . . ... 6,798,633 5,385,338 4,775,598

The accompanying notes are an integral part of these financial statements.
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SurModics, Inc
Statements of Stockholders’ Equity

For the Years Ended September 30, 1998, 1997 and 1996

Convertible Preferred Stock Common Stock
Shares Amount Shares Amount
Balance, September 30, 1995 . . . . . . . . . ... .. 376,828 $ 18,841 3,218,420 $160,920
Common stock options exercised . . . . . . . . . .. — — 71,628 3,684
Conversion of nonvoting common stock to
common stock . . . . . .. ... — — 26,232 1,312
Restricted stock canceled. . . . . . . . . . . .. .. — - (4,800) (240)
Amortization of unearned compensation . . . . . . . - - - -
Unrealized loss on investments . . . . . . . . . . .. — — - -
Realized loss on investments . . . . . . . . . . . .. - - - -
Netloss . . . . . . . . ... ... - - - -
Balance, September 30, 1996 . . . . . . . . . ... .. 376,828 18,841 3,311,480 165,576
Common stock options exercised . . . . . . .. . .. — — 45,388 2,268
Restricted stock granted . . . . . . .. ... - - 44,000 2,200
Amortization of unearned compensation . . . . . . . - - - -
Netincome. . . . . . . . . . . . . . ... ... .. - - - -
Balance, September 30, 1997 . . . . . . . . . ... .. 376,828 18,841 3,400,868 170,044
Common stock options exercised . . . . . . .. . .. — — 25,905 1,296
Conversion of preferred stock to common stock. . . . (376,828) (18,841) 1,507,312 75,364
Issuance of common stock . . . . . . . .. .. ... — — 2,300,000 115,000
Restricted stock canceled. . . . . . . . . . . .. .. — - (20,000) (1,000)
Restricted stock extension . . . . . . . . . ... .. - - - -
Netloan activity . . . . . . . . .. ... ... ... - - - -
Amortization of unearned compensation . . . . . . . — - - -
Unrealized gain on investments. . . . . . . . . . .. — - - -
Netincome. . . . . . . . . . . . . ... .. .. .. — - - -
Balance, September 30, 1998 . . . . . . . . . ... .. — $ — 7,214,085 $360,704

The accompanying notes are an integral part of these financial statements.
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Nonvoting Common Stock Unrealized Total
Additional Unearned Stock Purchase Investment Gain Accumulated Stockholders’
Shares Amount Pawd-In Capital Compenvation Notes Recetvable (Loss) Deficit Equity
26,232 $ 1,512 $12,898,473 $(221,120) - $ _ $®201,491)  $ 4,656,935
- - 214,448 - - - - 218,032
(26,232) (1,512) - - - - - -
_ _ (18,960) 5,840 _ _ _ (15,360)
- - - 74,560 - - - 74,560
_ _ _ _ _ (54,901) _ (54,901)
- - - - - 54,901 - 54,901
_ _ _ _ _ _ (193,727) (193,727)
- - 13,093,961 (142,720) - _ (8,395,218) 4,740,440
- - 179,904 — (160,000) - - 22,172
- - 217,800 (220,000) - - - -
- - - 103,720 - - - 103,720
- - - - - - 235,673 235,673
- - 13,491,665 (259,000) (160,000) _ (8,159,545) 5,102,005
- - 111,988 - - - - 113,284
_ _ (56,523) _ _ _ _ _
- - 15,406,102 - - - - 15,521,102
_ _ (34,500) 35,500 - - - -
_ _ 16,000 (16,000) _ _ _ _
_ _ - _ (22,273) _ - (22,273)
- - - 69,165 - - - 69,165
- - — — - 278,244 - 278,244
- - - - - - 1,636,632 1,636,632
- $ - $28954,732 $(170,335)  $(182,275) $278,244  $(6,522,913)  $22,698,159

Improving Medical Products Through Surface Modification



SurModics, Inc
Statements of Cash Flows

For the Years Ended September 30 1998 1997 1996
Operating Activities
Netincome (loss) . . . . . . . . . . ... ... ... ... $ 1,636,632 $ 235,673 $ (193,727)
Adjustments to reconcile net income (loss) to net cash
provided by operating activities —
Depreciation and amortization. . . . . . . . . . . . .. 617,536 460,039 427,274
Realized (gain) loss on investments . . . . . . . . . .. (27,634) — 54,901
Amortization of unearned compensation, net. . . . . . . 69,165 103,720 59,200
Change in deferredrent . . . . . . . . . ... ... .. (17,742) (11,104) 2,174
Change in assets and liabilities:
Accounts receivable . . . . .. ... (134,244) (294,647) (67,849)
Inventories . . . . . . . ... (115,938) (3,240) (3,945)
Accounts payable and accrued liabilities . . . . . . . . 481,739 446,729 (9,962)
Deferred revenue . . . . . . .. ... (205,418) (393,416) 138,268
Prepaids and other . . . . . . .. ..o (181,332) (12,701) (33,303)
Net cash provided by operating activities . . . . . . 2,122,764 531,053 373,031
Investing Activities
Purchase of property and equipment, net. . . . . . . . . .. (775,402) (298,388) (201,580)
Purchases of available-for-sale investments . . . . . . . . . . (33,595,043) (3,923,184) (1,497,290)
Sales/maturities of available-for-sale investments . . . . . . . 17,455,608 2,425,000 2,659,520
Issuance of stock purchase notes receivable,
netof repayments . . . . . ... ... (22,273) - -
Other 31,897 (277,935) -
Net cash provided by (used in) investing activities. . (16,905,213) (2,074,507) 960,650
Financing Activities
Issuance of common stock, net of offering costs. . . . . . . . 15,634,386 22,172 218,032
Repayment of long-term debt and capital lease obligations . . - - (16,917)
Net cash provided by financing activities . . . . . . 15,634,386 22,172 201,115
Net increase (decrease) in cash and cash equivalents. . 851,937 (1,5621,282) 1,634,796
Cash and Cash Equivalents
Beginning of year . . . . . . . . .. ... 491,624 2,012,906 478,110
Endofyear . . . . . . . . . ... $ 1,343,561 $ 491,624 $2,012,906
Supplemental Cash Flow Information
Interestpaid . . . . . . ... $ - $ 1,700 $ 2,254
Non-cash investing and financing activity —
Issuance of stock purchase notes receivable from
$ - $ 160,000 $ -

exercised stock options. . . . . . . ...

The accompanying notes are an integral part of these financial statements.
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SurModics, Inc
Notes to Financial Statements

.I «  Description

SurModics, Inc. (the Company) develops, manufactures and
markets innovative surface modifications primarily for medical
devices and diagnostic products. The Company also produces and
markets a line of proprietary biomolecule stabilization products.
Its revenues are derived from the following: fees from licensing its
patented technology to customers; royalties received from
licensees; the sale of photoreactive chemical compounds to
licensees and stabilization products to the diagnostic industry; and
research and development fees generated on projects for commer-
cial customers and government grants. The Company markets its
products through a direct sales force primarily in the United States
and some international markets.

In March 1998, the Company completed an initial public
offering of 2.3 million shares of Common Stock, including
300,000 shares purchased by the underwriters pursuant to the
exercise of an overallotment option. In total, the offering generated
net proceeds to the Company of approximately $15.5 million

after deducting all offering expenses.

2 « Summary of Significant Accounting Policies

Cash and Cash Equivalents
Cash and cash equivalents consist principally of money market
instruments with original maturities of three months or less and

are stated at cost which approximates fair value.

Investments

Investments consist principally of U.S. government obligations
and corporate debt securities and are classified as available-for-
sale as of September 30, 1998 and 1997. Available-for-sale invest-
ments are reported at fair value with unrealized gains and losses
excluded from operations and reported as a separate component
of stockholders’ equity, except for other-than-temporary impair-
ments, which are reported as a charge to current operations and
result in a new cost basis for the investment.

The amortized cost, unrealized holding gains and losses, and
fair value of investments as of September 30, 1998, and the amor-
tized cost of the investments, which approximated fair value as of
September 30, 1997, were as follows:

September 30, 1998

The amortized cost and fair value of investments by contracted

maturity date at September 30, 1998, was as follows:

Amortized Cost Fair Value
Debt securities due within:
Oneyear................ $ 3,626,493 $ 3,626,493
One to five years . ........ 14,943,048 15,209,626
Five years ormore........ 1,027,622 1,039,288
Total . ............. ... $19,497,163 $19,775,407
Inventories

Inventories are stated at the lower of cost or market using the
specific identification method and include direct labor, materials
and overhead. Inventories consisted of the following components
as of September 30:

1998 1997

Raw materials .. ............ $107,522 $ 67,099

Finished products . .......... 272,424 196,909

Total ................... $379,946 $264,008
Property and Equipment

Property and equipment are stated at cost and are depreciated
using the straight-line method over three to five years, the esti-
mated useful lives of the assets. Amortization of leasehold
improvements is recorded on a straight-line basis over the esti-
mated useful lives of the assets or the lease term, whichever is

shorter.

Other Assets
Other assets consist principally of patents, which are amortized
over 7 to 12 years. Accumulated amortization was $40,000 and

$23,000 as of September 30, 1998 and 1997, respectively.

Revenue Recognition

Royalty revenue is recognized as third-party licensees report
sales of the licensed product or as minimum royalties become
due. Initial nonrefundable license fees are recognized as revenue
upon execution of the license agreement. Certain nonrefundable
license and research and development fees are recoverable by the

licensees as offsets against a percentage of future earned royalties.

September 30, 1997

Amortized Cost Unrealized Gains Unrealized Losses Fair Value Amortized Cost

U.S. government obligations. . . . .. $12,178,480 $243,326 $ - $12,421,806 $ -
Corporate bonds .. ............. 5,638,397 5,755 (724) 5,643,428 3,330,094
Mortgage-backed securities . . . . .. 1,286,413 28,784 (3,071) 1,312,126 —
Municipal bonds .. ............. 200,000 4,174 - 204,174 —
Other debt securities. . ... ... .. .. 193,873 - - 193,873 —
Total .......... ... ... ...... $19,497,163 $282,039 $(3,795) $19,775,407 $ 3,330,094
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Notes to Financial Statements

Revenues on product sales are recognized as products are
shipped and for research and development as performance pro-
gresses under the applicable contract.

Cash received prior to performance is recorded as deferred
revenues in the accompanying balance sheets. Deferred revenues
also included advance payments from a third-party licensee to
the Company, which were applied as a reduction of amounts oth-
erwise due for earned royalties up to $75,000 per quarter and

were fully absorbed during fiscal 1998.

Major Customers
Revenues from customers which exceed 10% of total revenues

were as follows for the year ended September 30:

1998 1997 1996
U.S. government agencies . .. ... 11% 16% 21%
Company A .................. 26% 21% 24%

Income Taxes

The Company utilizes the liability method to account for income
taxes, and deferred taxes are based on the estimated future tax
effects of differences between the financial statement and tax
basis of assets and liabilities given the provisions of the enacted

tax laws.

Uqse of Estimates

The preparation of financial statements in conformity with gen-
erally accepted accounting principles requires management to
make estimates and assumptions that affect the reported amounts
of assets and liabilities and disclosure of contingent assets and
liabilities at the date of the financial statements and the reported
amounts of revenues and expenses during the reporting period.

Ultimate results could differ from those estimates.

Reclagsification

Certain 1996 and 1997 amounts in the accompanying financial
statements have been reclassified to conform to the 1998 presen-
tation. These reclassifications had no effect on previously reported

net income (loss) or stockholders’ equity.

New Accounting Pronouncements
The Financial Accounting Standards Board has issued Statement
of Financial Accounting Standards (SFAS) No. 130, “Reporting
Comprehensive Income,” which establishes standards for report-
ing and displaying comprehensive income and its components in
financial statements. The Company will adopt the provisions of
SFAS No. 130 in fiscal 1999.

SFAS No. 131, “Disclosure about Segments of an Enterprise
and Related Information,” establishes standards for reporting
information about operating segments in annual and interim

financial statements. Operating segments are determined consis-
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tent with the way management organizes and evaluates financial
information internally for making decisions and assessing perfor-
mance. The Company will adopt the provisions of SFAS No. 131
in fiscal 1999.

3 « Stockholders’ Equity

Authorized Shares

The authorized capital stock of the Company consists of
20,000,000 shares of capital stock, $.05 per share par value, of
which 15,000,000 shares are Common Stock and 5,000,000
shares are undesignated.

Each share of the Series A Convertible Preferred Stock was
automatically converted into four shares of voting Common Stock
upon the closing of the initial public offering. The authorized
shares of Series A Convertible Preferred Stock were eliminated

and this class of stock was canceled.

Stock Split

On December 22, 1997, the Company’s board of directors
approved a 4-for-1 stock split of all the Company’s outstanding
Common Stock. All share and per share data have been restated
for all periods presented to reflect the Common Stock split.

Redtricted Stock Awards

The Company has entered into restricted stock agreements with
certain key employees, covering the issuance of Common Stock
(the Restricted Stock). The Restricted Stock will be released to
the key employees if they are employed by the Company at the
end of a five-year waiting period. Unearned compensation has
been recognized for the estimated fair value of the applicable
common shares, reflected as a reduction of stockholders’ equity,
and is being charged to operations over the five-year waiting
period.

Transactions in restricted stock were as follows:

Outstanding at September 30, 1995 .. ...... .. 87,200
Canceled . ............ . ... ... ........ (4,800)
Outstanding at September 30, 1996 .......... 82,400
Granted ............. .. ... ... . .. ... 44,000
Outstanding at September 30, 1997 .. ...... .. 126,400
Granted ............. .. ... ... . .. ... 4,000
Canceled . .......... ... ... ... ... ... .. (24,000)
Exercised ......... ... .. ... .. .. ... ... .. (42,400)
Outstanding at September 30, 1998 .......... 64,000

Stock Purchase Notes Receivable
The Company established a loan program during fiscal 1997 to
assist employees in purchasing shares of the Company’s stock.

The loans are collateralized by the employees’” purchased shares
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Notes to Financial Statements

and require annual interest payments at a rate equa] to prime at
the date of issuance (8.5%) with principal and any unpaid inter-
est due at the earlier of five years after the date of issuance or
three months after termination of employment. Employees may
borrow up to 100% of the option price for the shares purchased
or up to 100% of their previous investment in the Company’s

stock. No further loans are being granted under this program.

LI. = Stock-Based Compensation Plan

Upon adoption of the Company’s 1997 Incentive Stock Option
Plan (the Plan), 600,000 shares of Common Stock were reserved
for issuance to employees and officers. The Plan requires that the
option price per share cannot be less than 100% of the fair mar-
ket value of the Common Stock (as determined by the board of
directors) on the date of the grant of the option or 110% with
respect to optionees who own more than 10% of the total com-
bined voting power of all classes of stock. Options expire in five
to seven years or upon termination of employment and are exer-
cisable at a rate of 20% per year from the date of grant or 20%
per year commencing one year after the date of grant. In addi-
tion, options representing a total of 272,900 shares remain out-
standing from the Company’s 1987 Incentive Stock Option Plan
which was replaced by the 1997 Plan.

Under the Company’s Nonqualified Stock Option Plan,
972,240 shares of Common Stock were reserved for issuance to
outside directors, employees and officers. The options have been
granted at fair market value as determined by the board of direc-
tors on the date of grant. Options expire in five to ten years and
are exercisable at a rate of 20% per year from the date of grant
or 20% per year commencing two years after the date of grant.

As of September 30, 1998, there were 575,500 additional shares
available for grant under the stock plans. Information regarding

stock options under all plans is summarized as follows:

The options outstanding at September 30, 1998 have exercise
prices ranging between $4.00 and $7.75, with a weighted average
exercise price of $4.86 and a weighted average remaining con-
tractual life of 3.44 years.

The fair value of each option grant is estimated on the date of
grant using the Black-Scholes option pricing model with the fol-
lowing weighted-average assumptions used for grants in 1998
and 1997, respectively: risk-free interest rates of 5.00% and
6.24%; expected lives of 6.4 and 5.6 years; and expected volatility
of 73% for both years.

The Company accounts for the options under APB Opinion
No. 25, under which no compensation cost has been recognized.
Had compensation cost for the options been determined consistent
with SFAS No. 123, “Accounting for Stock-Based Compensation,”
the Company’s net income (loss) would have been the following

pro forma amounts for the years ended September 30:

1998 1997 1996
Net income (loss):
Asreported ....... $1,636,632 $235,673 $(193,727)
Pro forma ........ $1,506,492 $155,641 $(194,890)
Net income (loss)
per share:
As reported
diluted .......... $ .24 $ .04 $ .04)
Pro forma diluted .. $ 22 $ .03 $ (.04)

Because the SFAS No. 123 method of accounting has not been
applied to options granted prior to October 1, 1995, the resulting
pro forma information may not be representative of that to be

expected in future periods.

1998 1997 1996
Wetghted Wetghted Weighted
Average Average Average
Options Shares FEwxercise Price Shares FEwxercuwe Price Shares Lxercise Price
Outstanding, beginning of period .... 1,204,800 $ 4.60 1,163,600 $ 4.52 1,396,280 $ 4.35
Granted ...................... 137,300 6.98 167,400 5.00 5,400 5.00
Exercised .................. ... (26,220) 4.47 (45,388) 4.01 (71,628) 3.04
Canceled ..................... (46,240) 4.78 (70,812) 4.51 (166,452) 3.78
Outstanding, end of period ......... 1,269,640 $ 4.86 1,204,800 $ 4.60 1,163,600 $ 4.52
Exercisable, end of period .......... 757,860 $ 4.49 589,320 $ 4.42 436,760 $ 4.26
Weighted average fair value
of options granted .............. $ 4.91 $ 3.30 $ 3.23
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5- Income Taxes

Deferred income taxes consisted of the following as of
September 30:

1998 1997

Deferred tax assets . ........ $ 2,615,000 $ 3,242,000
Less- Valuation allowance . . . . . (2,615,000) (3,242,000)
Net deferred tax assets . ... $ — $ -

These deferred tax assets result from differences in the recog-
nition of transactions for income tax and financial reporting pur-
poses. The principal temporary differences relate to certain
financial reserves not deductible for tax purposes until paid, a
capital loss carryforward and net operating loss carryforwards.

The Company’s net operating loss carryforwards of approxi-
mately $4.7 million at September 30, 1998 expire in varying
amounts through 2011. The Company also had $490,000 of capital
loss carryforwards at September 30, 1998, which expire in 2001. A
valuation allowance for the full amount of the deferred tax asset
has been established due to the uncertainty of realization.

During fiscal year 1998 and 1997, the Company utilized
approximately $1.7 million and $64,000 of net operating loss car-

ryforwards to offset the current year income tax liability.

6- Commitments and Contingencies

Operating Leadses
The Company leases its office and laboratory space under an
operating lease that expires in 1999. The lease provides for base
monthly payments, which increase annually, and additional
amounts to cover the Company's share of common area expenses
and property taxes. The Company is responsible for maintenance,
insurance and other normal operating costs. Rental expense for
the base monthly payments and additional costs was approxi-
mately $296,000, $290,000 and $290,000 for the years ended
September 30, 1998, 1997 and 1996, respectively.

Future commitments under the operating lease are as follows

as of September 30, 1998:

1999 ......... $216,000
2000 ......... 54,000
$270,000
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Government Contracts

Under provisions contained in the government research contracts,
representatives of the government agencies have the right to
access and review the Company’s underlying records of contract
costs. The government retains the right to reject expenses con-
sidered unallowable under the terms of the contract. The
Defense Contract Audit Agency has reviewed the contracts
through 1989. In the opinion of management, future amounts
due, if any, with respect to open contract years will not have a
material impact on the financial position or results of operations

of the Company.

.Z Defined Contribution Plan

The Company has a 401 (k) retirement and savings plan for the
benefit of qualified employees. Under the plan, qualified employ-
ees may elect to defer up to 20% of their compensation, subject
to a maximum limit determined by the Internal Revenue Service.
The Company, at the discretion of the board of directors, may
elect to make an additional contribution. Additional contribu-
tions totaling $117,000, $86,000 and $78,000 have been charged
to operations for the years ended September 30, 1998, 1997 and
1996, respectively.

8- Quarterly Financial Data
(Unaudited, in thousands except per share data)

Fiscal 1998

First Quarter  Second Quarter — Third Quarter — Fourth Quarter
Revenues ........ $1,909 $2,5679 $2,672 $2,619
Income from
operations . . ... 101 288 330 229
Net income . . ... .. 151 376 566 544
Net income per share:
Basic ......... .03 .07 .08 .08
Diluted ....... .03 .06 .07 .07
Fiscal 1997
First Quarter  Second Quarter — Third Quarter — Fourth Quarter
Revenues ........ $1,655 $1,866 $1,954 $2,107
Income (loss) from
operations . . ... (13) 17 19 14
Net income . ... ... 26 68 73 69
Net income per share:
Basic ......... .01 .01 .01 .01
Diluted ....... .00 .01 .01 .01
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Investor Information

Surdodics, Inc.

9924 West 74th Street

Eden Prairie, Minnesota 55344-3523
(612) 829-2700

(612) 829-2743 fax

Firstar Trust Company

1555 North RiverCenter Drive, Suite 301
Milwaukee, Wisconsin 53212

(800) 637-7549

Fredrikson & Byron, PA.

Minneapolis, Minnesota

Arthur Andersen LLP

Minneapolis, Minnesota

Padilla Speer Beardsley Inc.

Minneapolis, Minnesota

The annual meeting of the shareholders of
SurModics,
Monday, January 25, 1999, beginning at
3:30 p.m. at the Hotel Sofitel in

Bloomington, Minnesota.

Inc. will take place on

Surdodics, Inc.

Shareholders, securities analysts and investors seeking additional information about the
Company should contact Stephen C. Hathaway, Vice President and Chief Financial
Officer, at (612) 829-2700.

Requests for copies of news releases describing significant company events, quarter-
ly financial results, and Form 10-K and Form 10-Q Reports as filed with the Securities
and Exchange Commission may be obtained from: SurModics, Inc., Investor Relations,

9924 West 74th Street, Eden Prairie, Minnesota 55344-3523.

You may also learn more about SurModics at our website: www.surmodics.com.

On March 4, 1998, the Company completed its initial public offering of Common Stock
at a price of $7.50 per share. The stock is trading on the Nasdaq National Market under
the symbol “SRDX.” The following table sets forth the range of high and low closing sale
prices for the Company’s Common Stock, as reported by Nasdaq:

Fiscal Quarter Ended High Low
December 31,1997 ... ... ... ... ... N/A N/A
March 31,1998 .. ... ... $9 $ 7%
June 30,1998 .. .. ... $ 1154 $ 81/
September 30, 1998 ... ... ... ... ... $14s $ 7%

According to the records of the Company’s transfer agent, as of November 25, 1998, the
Company had 258 holders of record of the Company’s Common Stock (excluding ben-

eficial owners of shares registered in nominee or street name).

The Company has never paid any cash dividends on its Common Stock and does not

anticipate doing so in the foreseeable future.
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