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For the Years Ended June 30 1998 1997 1996 1995 1994

S TAT EM EN T  O F  O P E RAT IO NS  D ATA

Sales $ 11,194,212 $ 5,503,800 $ 362,118 $ 489,350 $ 9,350

Operating loss (13,692,861) (10,066,654) (7,824,564) (5,755,807) (2,568,890)

Net loss (15,012,991) (8,233,856) (7,593,312) (5,426,747) (2,524,516)

Basic and diluted net loss 

per common share $ (1.44) $ (0.90) $ (1.22) $ (0.91) $ (0.69)

Basic and diluted weighted average 

number of common shares outstanding 10,428,520 9,173,419 6,235,291 5,996,162 3,645,960

BA LA NC E  S HE ET  DATA

Working capital $ 41,375,073 $ 27,013,450 $ 39,939,529 $ 3,372,419 $ 8,896,836

Total assets 53,488,759 35,582,087 42,367,855 4,875,715 9,800,797

Long-term debt 8,871 37,725 57,868 22,632 –

Shareholders’ equity 49,336,904 32,397,043 40,588,337 3,976,689 9,393,080



t r a n s i t i o n sf o u rt e e nu r o l o g i x

O V E R V I E W

U ro l o gi x ,I n c . ,i n c o r p o rated in 1991, d eve l o p s ,m a nu fa c t u res and markets minimally inva s i ve medical devices for the treatment of

u ro l o gical diseases. The Company has developed the Ta rgis System, a nonsurgi c a l ,a n e s t h e s i a - f re e , catheter-based thera py that uses

a pro p ri e t a ry microwave tech n o l o gy for the treatment of benign prostatic hyperplasia (BPH), a disease that affects over 23 million

men wo r l dw i d e . In August 1997, the Company re c e i ved Food and Drug A d m i n i s t ration (FDA) approval to market the Ta rgis System

in the United States and launched the Ta rgis System in the United States during the fo u rth calendar quarter of 1997. R e g u l a t o ry

a p p rovals necessary to market the Ta rgis System in Japan and the European Union countries we re obtained in fiscal year 1997.

The Company ’s Ta rgis System consists of a control unit and a pro c e d u re kit, w h i ch includes the microwave delive ry system incor-

p o rated in a catheter, a cooling bag and a rectal thermosensing unit.

The Company markets the Ta rgis System through a direct sales fo rce in the United States. I n t e rn a t i o n a l ly, the Company has 

d eveloped broad-based relationships with two parties for market development and sales of the Ta rgis System. Boston Scientifi c

C o r p o ra t i o n , a wo r l dwide deve l o p e r, m a nu fa c t u rer and marketer of medical dev i c e s , has ex cl u s i ve distribution rights for the Ta rgi s

System in all countries outside the United States, except Ja p a n . Nihon Kohden Corpora t i o n , a major Japanese deve l o p e r,

m a nu fa c t u rer and marketer of medical dev i c e s , has ex cl u s i ve distribution rights for the Ta rgis System in Ja p a n .

Since inception, the Company has ex p e rienced operating losses and anticipates that its operating losses will continue for the 

fo re s e e able future . E x p e n d i t u res will be pri m a ri ly related to the continuing Ta rgis System market introduction in the United 

S t a t e s , scale-up of commercial manu fa c t u ri n g , clinical trials and re s e a rch and development activities.

The Company expects sales of the Ta rgis System to account for all of its reve nues for the fo re s e e able future . In the United States,

the Company offe rs uro l o gists or hospitals the option to purchase or lease the Ta rgis System control unit. The leases are offe re d

by a third - p a rty lessor dire c t ly to the Company ’s customer, a l l owing the Company to re c o rd the transaction as a sale. R eve nu e s

f rom the sale of Ta rgis System control units and disposable pro c e d u re kits are recognized upon shipment.

R E S U L T S  O F  O P E R A T I O N S

F i s c a l  Y e a r s  E n d e d  J u n e  3 0 ,  1 9 9 8  a n d  1 9 9 7

Sales increased to $11.2 million in fiscal year 1998 from $5.5 million in fiscal year 1997 due to initial sales in the United States

resulting from FDA commercial marketing approval and an increase in shipments of the Ta rgis System to the Company ’s intern a-

tional distri b u t o rs resulting from re g u l a t o ry marketing approvals obtained in the European Union and Ja p a n . Sales in the United

States re p resented approx i m a t e ly 27% of total sales in fiscal year 1998. The Company expects to continue increasing United States

sales of the Ta rgis System in fiscal year 1999; h oweve r, i n t e rnational sales are expected to be minimal due to significant inve n t o ry

l evels of the Ta rgis System at the Company ’s international distri b u t o rs .

Cost of goods sold includes raw materials,labor and royalties,as well as costs incurred in connection with the production of Targis

Systems. Cost of goods sold increased to $9.2 million in fiscal year 1998 from $4.9 million in fiscal year 1997,due primarily to the

significant increase in sales and production. Cost of goods sold were impacted by two events in 1998. First,the Company wrote

down finished goods inventory by $700,000 during the third quarter as a result of a component that caused an occasional failure of

M A N A G E M E N T ’ S  D I S C U S S I O N  A N D  A N A L Y S I S
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the Targis System catheters. Second,during the fourth quarter, the Company reduced its current production schedule in anticipa-

tion of introducing an upgraded catheter in fiscal year 1999, resulting in the allocation of overhead over a lower production volume.

The upgraded catheter production began in July 1998. The Company expects cost of goods sold as a percentage of sales to decrease

in 1999 due to higher United States sales as a percentage of total sales and efficiencies obtained from higher production volumes.

R e s e a rch and development expenses include those costs associated with the development and protection of the Company ’s 

intellectual pro p e rt y, t reatment of patients participating in clinical tri a l s , the accumulation of outcome data to substantiate cl i n i c a l

results and the pre p a ration and submission of applications for re g u l a t o ry approva l s . Research and development expenses in fiscal

year 1998 increased to $6.7 million from $5.0 million in fiscal year 1997 due primarily to costs related to new and on-going clinical

studies of the Targis System,product development activities related to Targis System improvements and alternative applications for

the Company’s technology, and the Company’s settlement of litigation concerning its rights under a previous settlement agreement

(see Note 5 of Notes to Financial Statements). R e s e a rch and development expenses in fiscal year 1999 are expected to decre a s e

due to the conclusion of some clinical studies, l ower re g u l a t o ry expenses and the recent settlement of litigation.

Sales and marketing expenses in fiscal year 1998 increased to $6.8 million from $3.4 million in fiscal year 1997, due pri m a ri ly to

costs associated with the Company ’s United States marketing launch of the Ta rgis System and supporting the marketing of the

Ta rgis System in Europe and Ja p a n . These costs included the hiring of sales and marketing manage m e n t ,p re p a ration of pro m o-

tional materi a l s , re c ruitment of field sales re p re s e n t a t i ves and effo rts related to obtaining third - p a rty re i m b u rsement for the Ta rgi s

S y s t e m . The Company expects sales and marketing expenses to increase as it increases its sales effo rts in the United States,

i n cluding the expected expansion of its direct sales fo rc e , and continues supporting its international distri b u t o rs ’ sales effo rt s .

G e n e ral and administra t i ve expenses in fiscal year 1998 increased slightly to $2.3 million from $2.2 million in fiscal year 1997 due

to administra t i ve costs associated with an increase in employees in connection with the Company ’s growth and commencement

of United States sales activities.

I n t e rest income was re l a t i ve ly unch a n ged for year 1998 compared to fiscal year 1997, p ri m a ri ly as a result of similar ave rage 

i nvested balances. Litigation settlement expenses resulted from the settlement agreement described ab ove .

F i s c a l  Y e a r s  E n d e d  J u n e  3 0 ,  1 9 9 7  a n d  1 9 9 6

Sales increased to $5.5 million in fiscal year 1997 from $362,000 in fiscal year 1996 due to sales of the Ta rgis System to the Company ’s

i n t e rnational distri b u t o rs as a result of marketing approvals obtained during fiscal 1997 in the European Union and Ja p a n .

Costs of goods sold increased to $4.9 million in fiscal year 1997 from $1.2 million in fiscal year 1996 p ri m a ri ly due to the increase in

sales of the Ta rgis System.

R e s e a rch and development expenses increased to $5.0 million in fiscal year 1997 from $4.8 million in fiscal year 1996 pri m a ri ly

due to costs associated with the filing of the Ta rgis System pre - m a rket approval application (PMA) with the FDA and clinical stud-

ies conducted to document the safety and efficacy of the Ta rgis System.
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Sales and marketing expenses increased to $3.4 million in fiscal year 1997 from $1.0 million in fiscal year 1996, p ri m a ri ly due to

costs associated with the marketing launch of the Ta rgis System in Europe and Japan and pre p a ration for United States marke t i n g

l a u n ch . P re p a rations included the hiring of sales and marketing manage m e n t ,p re p a ration of promotional materi a l s , re c ruiting fo r

field sales re p re s e n t a t i ves and effo rts related to obtaining medical re i m b u rsement for the Ta rgis System.

G e n e ral and administra t i ve expenses increased to $2.2 million in fiscal year 1997 from $1.2 million in fiscal year 1996 due to

a d m i n i s t ra t i ve costs associated with an increase in employees in connection with the Company ’s growth and commencement of

sales activities, and costs related to the Company ’s ex t e rnal re p o rting obligations as a public company.

I n t e rest income increased signifi c a n t ly during fiscal year 1997, p ri m a ri ly due to income from the investment of proceeds from the

C o m p a ny ’s initial public offe ri n g , completed in June 1996.

L I Q U I D I T Y  A N D  C A P I T A L  R E S O U R C E S

The Company has financed its operations since inception through sales of equity securities and,to a lesser ex t e n t , sales of the Ta rgi s

S y s t e m . As of June 30, 1 9 9 8 , the Company had total cash, cash equivalents and ava i l abl e - for-sale securities of $36.5 million and

wo rking capital of $41.4 million.

D u ring fiscal year 1998, the Company used $17.3 million in operating activities, p ri m a ri ly re flecting the Company ’s net loss, a n

i n c rease in inve n t o ries of $2.2 million and an increase in accounts re c e i vable of $2.7 million. The Company used $14.0 million in

i nvesting activities, p ri m a ri ly re flecting the net purchase of $9.7 million in securi t i e s , $2.2 million of the purchase of pro p e rty and

equipment and $2.0 million for the purchase of other assets. The Company financed its fiscal year 1998 operating and inve s t i n g

activities pri m a ri ly through a November 1997 secondary offe ring that raised net proceeds of $31.5 million.

At June 30, 1 9 9 8 , the Company had committed to purchase $2.5 million in components for the Ta rgis Systems from a third - p a rt y

vendor (see Note 5 to Notes to Financial Statements).

The Company expects to continue to incur additional losses, and will use its wo rking capital as it incurs substantial expenses 

related to the Ta rgis System market introduction in the United States, clinical trials and re s e a rch and development activities. I n

a d d i t i o n , should the Company choose to rent Ta rgis System Control Units to customers in the future , substantial capital could be

re q u i re d . Although the Company believes that existing cash, cash equivalents and ava i l abl e - for-sale securities will be sufficient to

fund its operations for at least the next 24 months, t h e re can be no assurance that the Company will not re q u i re additional 

financing in the future or that any additional financing will be ava i l able to the Company on satisfa c t o ry term s , if at all.

Y E A R  2 0 0 0  I S S U E

The Company is evaluating the potential impact of what is commonly re fe rred to as the Year 2000 issue, c o n c e rning the inab i l i t y

of certain info rmation systems to pro p e r ly recognize and process dates containing the year 2000 and beyo n d . The Company has

e s t ablished a dedicated Year 2000 team wo rking with eve ry operational area throughout the Company, and this team has wo rke d

with management to commence the fo l l owing steps: (i) implementing a Year 2000 Assessment and Testing Plan for all intern a l

M A N A G E M E N T ’ S  D I S C U S S I O N  A N D  A N A L Y S I S  c o n t i n u e d
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i n fo rmation systems and other systems that contain micro c o n t ro l l e rs that may be affected by the Year 2000 date ch a n ge ; (ii) 

implementing a Year 2000 Assessment and Testing Plan for all Company pro d u c t s ; (iii) communicating with third parties that 

s u p p ly product to the Company to ensure they are addressing the Year 2000 issue; and (iv) developing contingency and disaster

re c ove ry planning to ensure Year 2000 pro blem re s o l u t i o n .

The Company has identified and tested the systems it believes are mission cri t i c a l , and the test results indicate that these systems

a re Year 2000 compliant. The Company expects to complete testing and establish compliance with respect to all of its systems

and products by December 31, 1 9 9 8 , subject to possible equipment upgrades during 1999 and on-going communications with

t h i rd part i e s . R e g a rdless of the Year 2000 compliance of the Company ’s systems and pro d u c t s ,t h e re can be no assurance that the

C o m p a ny will not be adve rs e ly affected by the fa i l u re of others to become Year 2000 compliant.

The Company estimates that its direct costs for Year 2000 compliance will consist of costs related to the staff time devoted to Ye a r

2000 compliance. The Company does not expect capital ex p e n d i t u res will be necessary related to Year 2000 compliance. C o s t s

and capital ex p e n d i t u res in these areas have not been material for historical peri o d s .

As noted below under “ Fo r wa rd-Looking Statements,” statements in this section that are not historical or current facts are fo r wa rd -

looking statements made pursuant to the safe harbor provisions of the Pri vate Securities Litigation Refo rm Act of 1995, i n cluding state-

ments re g a rding the timetable for Year 2000 compliance, the Company ’s cost and capital ex p e n d i t u re s , the success of the Company ’s

e ffo rts and others ’e ffo rts to ach i eve compliance, and the effects of the Year 2000 issue on the Company ’s future financial condition

and results of opera t i o n s . These statements are subject to certain risks and uncertainties that could cause actual results to diffe r

m a t e ri a l ly from historical results and those pre s e n t ly anticipated or pro j e c t e d . The fo l l owing important fa c t o rs , among others ,

could affect the accuracy of these statements: (i) the inherent uncertainty of the costs and timing of ach i eving compliance on the

wide va riety of systems used by the Company ; (ii) the reliance on the effo rts of ve n d o rs , c u s t o m e rs , gove rnment agencies and

other third parties to ach i eve adequate compliance and avoid disruption of the Company ’s business in early ; 2000 and (iii) the 

u n c e rtainty of the ultimate costs and consequences of any unanticipated disruption in the Company ’s business resulting from the

fa i l u re of one of the Company’s applications or of a third part y ’s systems. The fo re going list is not ex h a u s t i ve , and the Company

d i s claims any obligations subsequently to revise any fo r wa rd-looking statements to re flect events or circumstances after the date of

s u ch statements or to re flect the occurrence of anticipated or unanticipated eve n t s .

F O R W A R D - L O O K I N G  S T A T E M E N T S

Statements included in this re p o rt that are not historical or current facts are “ fo r wa rd-looking statements” made pursuant to the safe

harbor provisions of the Pri vate Securities Litigation Refo rm Act of 1995 and are subject to certain risks and uncertainties that could

cause actual results to differ materi a l ly. These risks and uncertainties incl u d e :competition from other BPH tre a t m e n t s ;the ability of the

C o m p a ny ’s distri b u t o rs and re p re s e n t a t i ves to successfully market and sell the Ta rgis System;the Company ’s ability to manu fa c t u re the

Ta rgis Systems in sufficient quantities; the Company ’s ability to maintain intellectual pro p e rty protection for its pro p ri e t a ry pro d u c t s

and to defend its existing intellectual pro p e rty rights from ch a l l e n ges by third part i e s ; and the extent to which the physicians 

p e r fo rming the Ta rgis System pro c e d u res are able to obtain third - p a rty re i m b u rs e m e n t . In addition, a detailed discussion of risks and

u n c e rtainties may be found in Item 1 of the Company ’s annual re p o rt on Fo rm 10K for the fiscal year ending June 30, 1 9 9 8 .
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As of June30, 1998 1997

A S S E T S

CU R R E N T A S S E T S :

Cash and cash equivalents $ 882,801 $ 275,571

Available-for-sale securities 35,616,726 25,825,238

Accounts receivable 4,013,533 1,272,994

Inventories 4,313,895 2,119,373

Prepaids and other current assets 691,102 667,593

Total current assets 45,518,057 30,160,769

PR O P E RT Y A N D E Q U I P M E N T:

Leasehold improvements 1,001,934 539,039

Machinery, equipment and furniture 3,900,839 2,141,622

Less – accumulated depreciation and amortization (1,703,293) (832,604)

Property and equipment,net 3,199,480 1,848,057

OT H E R A S S E T S 4,771,222 3,573,261

$ 53,488,759 $ 35,582,087

L I A B I L I T I E S  A N D  S H A R E H O L D E R S ’  E Q U I T Y

CU R R E N T L I A B I L I T I E S:

Current maturities of capitalized lease obligations $ 28,138 $ 19,531

Accounts payable 1,960,768 2,087,443

Accrued liabilities 2,154,078 1,040,345

Total current liabilities 4,142,984 3,147,319

CA P I TA L I Z E D L E A S E O B L I G AT I O N S ,  l e s s  curr ent  ma turi t i e s 8,871 37,725

Total liabilities 4,151,855 3,185,044

CO M M I T M E N T S A N D C O N T I N G E N C I E S (NOTE 5)

SH A R E H O L D E R S ’  E Q U I T Y (NOTE 4):

Undesignated stock,5,000,000 shares authorized;none issued or outstanding – –

Series A Junior Participating Preferred Stock,250,000 shares authorized,

none issued or outstanding – –

Common stock,$.01 par value,25,000,000 shares authorized;

11,239,892 and 9,256,594 shares issued and outstanding 112,399 92,566

Additional paid-in capital 91,016,366 59,131,097

Accumulated deficit (41,780,353) (26,767,362)

Net unrealized losses on investments (11,508) (59,258)

Total shareholders’equity 49,336,904 32,397,043

$ 53,488,759 $ 35,582,087
The accompanying notes to financial statements are an integral part of these balance sheets.
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For the Years Ended June 30, 1998 1997 1996

SA L E S $ 11,194,212 $ 5,503,800 $ 362,118

CO S T O F G O O D S S O L D 9,161,708 4,866,082 1,177,455

Gross profit (loss) 2,032,504 637,718 (815,337)

CO S T S A N D E X P E N S E S :

Research and development 6,676,716 5,048,917 4,811,165

Sales and marketing 6,764,832 3,429,443 1,006,544

General and administrative 2,283,817 2,226,012 1,191,518

Total costs and expenses 15,725,365 10,704,372 7,009,227

OP E R AT I N G L O S S (13,692,861) (10,066,654) (7,824,564)

IN T E R E S T I N C O M E ,  N E T 2,056,014 1,832,798 231,252

LI T I G AT I O N S E T T L E M E N T E X P E N S E (N O T E 5 ) (3,376,144) – –

NE T L O S S $ (15,012,991) $ (8,233,856) $ (7,593,312)

BA S I C A N D D I L U T E D N E T L O S S P E R C O M M O N S H A R E $ (1.44) $ (0.90) $ (1.22)

BA S I C A N D D I L U T E D W E I G H T E D AV E R A G E N U M B E R O F

C O M M O N S H A R E S O U T S TA N D I N G ( N O T E 2 ) 10,428,520 9,173,419 6,235,291

The accompanying notes to financial statements are an integral part of these statements.



Noncumulative
Convertible Preferred Additional Net Total

Stock Common Stock Paid-In Accumulated Unrealized Shareholders’
Shares Amount Shares Amount Capital Deficit Losses on Investments Equity

B A L A N C E , June 30,1995 3,603,993 $ 36,040 1,197,904 $ 11,979 $14,868,864 $(10,940,194) $ – $ 3,976,689

Issuance of preferred stock,net 638,806 6,388 – – 4,580,676 – – 4,587,064

Stock options exercised – – 160,375 1,603 63,312 – – 64,915

Preferred stock conversion (4,242,799) (42,428) 4,665,154 46,652 (4,224) – – –

Shares issued through 

initial public offering,net – – 3,105,000 31,050 39,521,931 – – 39,552,981

Net loss – – – – – (7,593,312) – (7,593,312)

B A L A N C E , June 30,1996 – – 9,128,433 91,284 59,030,559 (18,533,506) – 40,588,337

Stock options exercised – – 128,161 1,282 100,538 – – 101,820

Change in unrealized losses on investment – – – – – – (59,258) (59,258)

Net loss – – – – – (8,233,856) – (8,233,856)

B A L A N C E , June 30,1997 – – 9,256,594 92,566 59,131,097 (26,767,362) (59,258) 32,397,043

Stock options exercised – – 240,562 2,406 198,142 – – 200,548

Shares issued through public of fering,net – – 1,725,000 17,250 31,509,851 – – 31,527,101

Shares issued pursuant to employee stock

purchase plan – – 17,736 177 177,276 – – 177,453

Change in unrealized losses on investment – – – – – – 47,750 47,750

Net loss – – – – – (15,012,991) – (15,012,991)

B A L A N C E , June 30,1998 – $ – 11,239,892 $112,399 $91,016,366 $(41,780,353) $(11,508) $49,336,904

The accompanying notes to financial statements are an integral part of these statements.

S T A T E M E N T S  O F  S H A R E H O L D E R S ’  E Q U I T Y
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S T A T E M E N T S  O F  C A S H  F L O W S

u r o l o g i xt we n t y - o n et r a n s i t i o n s

For the Years Ended June 30, 1998 1997 1996

OP E R AT I N G A C T I V I T I E S :

Net loss $ (15,012,991) $ (8,233,856) $ (7,593,312)

Adjustments to reconcile net loss to net cash 

used for operating activities –

Depreciation and amortization 1,619,940 431,223 128,770

Change in operating items:

Inventories (2,194,522) (1,703,453) 69,713

Accounts receivable (2,740,539) (1,237,928) (35,065)

Prepaids and other assets 29,278 (301,617) (193,813)

Accounts payable and accrued liabilities 987,058 1,424,064 832,458

Net cash used for operating activities (17,311,776) (9,621,567) (6,791,249)

I N V E S T I N G A C T I V I T I E S :

Purchases of property and equipment (2,222,112) (1,901,246) (134,336)

Purchase of securities (57,164,738) (83,807,022) (40,529,176)

Proceeds from sale of securities 47,421,001 98,701,702 1,972,452

Purchase of other assets,net (2,000,000) (3,244,620) –

Net cash provided by (used for) investing activities (13,965,849) 9,748,814 (38,691,060)

FI N A N C I N G A C T I V I T I E S :

Proceeds from issuance of common stock,net 31,704,554 – 39,552,981

Proceeds from issuance of preferred stock,net – – 4,587,064

Proceeds from exercise of stock options 200,548 101,820 64,915

Payments made on capital lease obligations (20,247) (18,538) (6,650)

Net cash provided by financing activities 31,884,855 83,282 44,198,310

NE T I N C R E A S E ( D E C R E A S E)  I N C A S H A N D C A S H E Q U I VA L E N T S 607,230 210,529 (1,283,999)

CA S H A N D C A S H E Q U I VA L E N T S :

Beginning of period 275,571 65,042 1,349,041

End of period $ 882,801 $ 275,571 $ 65,042

SU P P L E M E N TA L C A S H F L O W D I S C L O S U R E S :

Cash paid for interest $ 5,863 $ 8,706 $ 3,976

Noncash investing and financing activities:

Common stock issued upon conversion of preferred stock $ – $ – $ 42,428

The accompanying notes to financial statements are an integral part of these statements.
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N O T E S  T O  F I N A N C I A L  S T A T E M E N T S

1 . N A T U R E  O F  B U S I N E S S :

D e s c r i p t i o n  o f  O p e r a t i n g  A c t i v i t i e s U ro l o gi x ,I n c .( U ro l o gix or the Company) was organized to re s e a rch ,d eve l o p ,

m a nu fa c t u re and market innova t i ve devices for the treatment of benign prostatic hyperplasia (BPH) and other uro l o gi c

d i s e a s e s . Since inception ( M ay 29, 1991) through June 30, 1 9 9 6 , the Company was a development stage enterpri s e , h aving devoted 

s u b s t a n t i a l ly all of its effo rts to pro p ri e t a ry product development and selling the Ta rgis System to international distri b u t o rs . These effo rt s

also included raising capital, performing clinical tri a l s , and developing commercial marke t s . The Company re c e i ved 

re g u l a t o ry a p p rovals necessary to market the Ta rgis System in the European Union countri e s , Japan and Canada prior to fiscal year 1998

and in August 1997, re c e i ved United States Food and Drug A d m i n i s t ration approval to market the Ta rgis System in the United States.

Although the Company began actively selling its products during 1997 and no longer considers itself to be in the development stage,

it has not operated profitably to date and there are no assurances that it will operate profitably in the future.

2 . S I G N I F I C A N T  A C C O U N T I N G  P O L I C I E S :

C a s h  a n d  C a s h  E q u i v a l e n t s The Company classifies highly liquid investments with original maturities of 90 days or

less to be cash equivalents. Cash equivalents are stated at cost,which approximates market value.

A v a i l a b l e - f o r - S a l e  S e c u r i t i e s The Company invests in money market funds and United States gove rnment and

i nve s t m e n t - grade corporate securities with ori ginal maturities ra n ging from 90 days to two ye a rs . These investments are considere d

to be ava i l abl e - fo r - s a l e , and are stated at market va l u e , with the resulting unrealized gains or losses re p o rted as a component of 

s h a re h o l d e rs ’e q u i t y.

I n v e n t o r i e s Inventories are stated at the lower of first-in, first-out cost or market and consisted of:

June 30, 1998 1997

Raw materials $ 2,349,717 $ 915,609

Work-in-process 132,559 352,174

Finished goods 1,831,619 851,590

$ 4,313,895 $ 2,119,373

P r o p e r t y  a n d  E q u i p m e n t P ro p e rty and equipment are stated at cost. I m p rovements that extend the useful lives of 

p ro p e rty and equipment are capitalized at cost and depreciated over the remaining useful live s . R e p a i rs and maintenance are ch a rge d

to expense as incurre d . D e p reciation is provided using the straight-line method based upon estimated useful lives of three to seven ye a rs

for mach i n e ry, e q u i p m e n t ,f u rn i t u re and leasehold improve m e n t s .

O t h e r  A s s e t s Other assets consist primarily of license fees and prepaid royalties resulting from patent licensing agreements.

The agreements require the Company to pay a royalty on sales of certain catheters and related systems. The license fees and

amounts prepaid by the Company have been charged to expense as sales are recognized.

R e s e a r c h  a n d  D e v e l o p m e n t  C o s t s Research and development costs are charged to expense as incurred.
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N e t  L o s s  P e r  C o m m o n  S h a r e Basic and diluted net loss per common share is computed by dividing net loss by the we i g h t-

e d ave rage number of shares of common stock outstanding during each peri o d . The impact of common stock equivalents has been 

ex cluded from the computation of weighted ave rage common shares outstanding, as the effect would be antidilutive .

U s e  o f  E s t i m a t e s The preparation of financial statements in conformity with generally 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. The ultimate results could differ from those estimates.

F i n a n c i a l  I n s t r u m e n t s For most financial instru m e n t s , i n cluding cash, ava i l abl e - for-sale securi t i e s , accounts payable 

and accru a l s ,m a n agement believes that the carrying amount approximates fair va l u e , as the majority of these instruments are short - t e rm 

in nature .

N e w  A c c o u n t i n g  P r o n o u n c e m e n t s The Company has adopted the provisions of Statement of Financial A c c o u n t i n g

S t a n d a rds No. 1 2 8 ,“ E a rnings Per Share ”( S FAS No. 1 2 8 ) . S FAS No.128 establishes accounting standards for computing and pre s e n t i n g

e a rnings per share . Basic earnings per common share are computed by dividing net income by the weighted ave rage number of

s h a res of common stock outstanding during the peri o d . No dilution for potentially dilutive securities is incl u d e d . Diluted earn i n g s

per share are computed under the tre a s u ry stock method and are calculated to compute the dilutive effect of outstanding options,

wa rrants and other securi t i e s . The adoption had no effect on prev i o u s ly re p o rted loss per share .

The Financial Accounting Standards Board issued Statement of Financial Accounting Standards No.130,“Reporting Comprehensive

Income” (SFAS No. 130) in June 1997. SFAS No. 130 requires the disclosure of other comprehensive income in the Company’s

financial statements and will be adopted in fiscal year 1999. The adoption of SFAS No.130 is not expected to have a material impact

on the Company’s financial statements or the disclosures contained therein.

3 . I N C O M E  T A X E S :

A reconciliation of the Company’s statutory tax rate to the effective rate for the years ended June 30 is as follows:

1998 1997 1996

Federal statutory rate 34% 34% 34%

State taxes,net of federal tax benefit 6 6 6

Valuation allowance (40) (40) (40)

–% –% –%

As of June 30, 1998, the Company had net operating loss carryforwards of approximately $42,000,000 for federal income tax 

purposes that are available to offset future taxable income through the year 2012. Certain restrictions caused by the change in 

ownership resulting from sales of stock will limit annual utilization of the net operating loss carryforwards. The components of the 

Company’s deferred tax asset for the years ended June 30,is as follows:
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N O T E S  T O  F I N A N C I A L  S T A T E M E N T S  c o n t i n u e d

1998 1997 1996

Net operating loss carryforwards $ 16,762,000 $ 10,151,000 $ 6,802,000

Temporary deductible differences 228,000 160,000 870,000

Valuation allowance (16,990,000) (10,311,000) (7,672,000)

$ – $ – $ –

4 . S H A R E H O L D E R S ’  E Q U I T Y :

I n i t i a l  a n d  S e c o n d a r y  P u b l i c  O f f e r i n g s In May 1996, the Company completed an initial public offering of

3,105,000 shares of common stock which generated net proceeds of $39,552,981,to be used to fund research and development,

clinical trials,sales and marketing activities,and fixed asset and working capital requirements.

In November 1997,the Company completed a secondary public offering of 1,725,000 shares of common stock that generated net

proceeds of $31,527,101,to be used primarily to fund the commercial launch of the Company’s Targis System in the United States.

R e v e r s e  S t o c k  S p l i t The Company ’s share h o l d e rs approved a 1-for-2 reve rse common and conve rt i ble pre fe rred stock

split effe c t i ve Ap ril 30, 1 9 9 6 . The effect of the reve rse stock split has been re flected for all periods presented in the accompany i n g

financial statements.

C o n v e r t i b l e  P r e f e r r e d  S t o c k From February through June 1994,the Company issued 1,250 Series B and 2,264,292

Series C convertible preferred shares at $4.00 and $4.40 per share, respectively, for total net proceeds of $9,848,050. In December

1996 and March 1997,the Company completed the sales of 312,500 and 326,306 Series D convertible preferred shares at $8.00 per

share, for total net proceeds of $4,587,064.

In conjunction with the Company ’s initial public offe ri n g , all shares of conve rt i ble pre fe rred stock we re conve rted to 4,665,153 share s

of common stock , in accordance with each Seri e s ’ re s p e c t i ve conve rsion ra t i o .

S t o c k  O p t i o n s The Company has a stock option plan (the 1991 Stock Option Plan) which provides for the granting of 

incentive stock options to employees and nonqualified stock options to employees,directors and consultants. As of June 30,1998,

the Company has re s e rved 1,950,910 shares of common stock under this plan. As of June 30, 1 9 9 8 , 341,634 shares we re ava i l able fo r

f u t u re grants under this plan. Options ex p i re seven to ten ye a rs from the date of grant and are subject to va rying vesting sch e d u l e s .

In Ap ril 1996, the Company amended the 1991 Stock Option Plan to provide for the automatic grant of 10,000 stock options to each

n o n e m p l oyee director upon their initial election. Options are granted at fair market va l u e , vest over four ye a rs , and ex p i re ten ye a rs

f rom date of gra n t , or one year after the person ceases to be a director of the Company, w h i ch ever occurs earlier. In May 1998, t h e

C o m p a ny re p riced certain stock options prev i o u s ly granted to $8.81, the fair market value on the date of re p ri c i n g .
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Shares subject to option are summarized as follows:

Weighted Average

Stock Options Exercise Price

B A L A N C E at June 30,1995 691,825 $ .46

Options granted 376,936 8.83

Options canceled (454) .60

Options exercised (160,389) .48

BA L A N C E at June 30,1996 907,918 3.93

Options granted 196,000 16.35

Options canceled (2,020) .60

Options exercised (128,161) .81

BA L A N C E at June 30,1997 973,737 5.47

Options granted 447,234 10.51

Options canceled (161,885) 8.27

Options exercised (238,312) 1.19

BA L A N C E at June 30,1998 1,020,774 $ 8.23

Options exercisable at June 30,1998 394,299 $ 5.85

The Company accounts for stock options under Accounting Principles Board Opinion No.2 5 ,under which no compensation cost has been re c-

o g n i z e d . Had compensation cost for these options been determined consistent with SFAS No.1 2 3 ,“Accounting for Stock-Based Compensation,”

the basic and diluted net loss and basic and diluted net loss per share would have been increased to the fo l l owing pro fo rma amounts:

1998 1997 1996

Basic and diluted net loss As reported $ (15,012,991) $ (8,233,856) $ (7,593,312)

Pro forma (16,942,255) (9,872,331) $ (7,913,515)

Basic and diluted net loss per share As reported $ (1.44) $ (0.90) $ (1.22)

Pro forma (1.62) (1.08) $ (1.27)

For purposes of calculating the ab ove re q u i red discl o s u re , the fair value of each option grant is estimated on the date of grant using

the Black - S choles option pricing model with the fo l l owing weighted ave rage assumptions used for grants in 1998, 1997 and 1996,

re s p e c t i ve ly : ri s k - f ree interest rates of 5.52%, 6.87% and 5.00%, no expected dividend yield; expected lives of seven ye a rs and ex p e c t e d

volatility of 54.25%.

The weighted ave rage fair value of options granted during 1998, 1997 and 1996 was $10.51, $16.35 and $8.83, re s p e c t i ve ly. O p t i o n s

issued during 1998, 1997 and 1996, w h i ch remain outstanding at June 30, 1 9 9 8 ,h ave an exe rcise price between $.60 and $20.88, a

weighted ave rage exe rcise price of $9.43 and a weighted ave rage remaining contractual life of 7.25 ye a rs .

1 9 9 6  E m p l o y e e  S t o c k  P u r c h a s e  P l a n In 1996, the Company adopted the 1996 Employee Stock Purchase Plan (the

P l a n ) , and re s e rved 100,000 common shares for issuance under the Plan. Under the terms of the Plan, e m p l oyees may purchase 
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N O T E S  T O  F I N A N C I A L  S T A T E M E N T S  c o n t i n u e d

common shares at prices to be determined by the Company ’s board of dire c t o rs , ra n ging from 85% to 100% of the share s ’e s t i m a t e d

fair market va l u e . E l i gi ble employees elect to participate through pay roll deductions at the maximum level established by the board

of dire c t o rs , but not to exceed 10% of the part i c i p a n t ’s base pay, as defi n e d . As of June 30, 1 9 9 8 , 17,736 shares had been purch a s e d

under the Plan for gross proceeds of $177,543.

5 . C O M M I T M E N T S  A N D  C O N T I N G E N C I E S :

P u r c h a s e  C o m m i t m e n t s At June 30,1 9 9 8 , the Company has ord e rs outstanding to purchase Ta rgis Control Systems, the pri-

m a ry system necessary for all tre a t m e n t s ,f rom a third - p a rty vendor for a total purchase commitment of approx i m a t e ly $2,500,000.

S a l e s  C o m m i t m e n t s The Company has signed agreements granting Boston Scientific Corporation and Nihon Kohden

Corporation exclusive distribution rights of the Targis System in all geographic areas other than the United States. Nihon Kohden

Corporation has exclusive distribution rights for Japan. Boston Scientific Corporation has exclusive distribution rights for the rest

of the world.

L i t i g a t i o n In May 1998, the Company entered into a settlement agreement resolving litigation with BSD Medical Corpora t i o n

(BSD) and T h e r M a t r x , I n c . re g a rding a dispute about a previous settlement agre e m e n t . P u rsuant to the settlement agre e m e n t , t h e

C o m p a ny paid $5 million to BSD and T h e r M a t r x ,I n c . and will maintain its non-ex cl u s i ve license to certain patents owned by BSD and

T h e r M a t r x ,I n c .p e rtaining to tra n s u re t h ral insert able applicators and systems for the treatment of BPH and other uro l o gical conditions.

Of the $5 million settlement amount, $2 million is included in Other Assets and will be amortized against future sales and the re m a i n-

ing $3 million plus related legal expenses we re ch a rged to Litigation Settlement Expense for the year ended June 30, 1 9 9 8 .

4 0 1 ( k )  P l a n The Company provides a 401(k) savings plan to which eligi ble employees may make pretax pay roll contri b u t i o n s

up to 15% of compensation. C o m p a ny matching contributions are discre t i o n a ry, and none have been made to date.

L e a s e s The Company leases its facility and certain equipment under noncancelable operating or capital leases,which expire at

various dates through fiscal year 2003. Rent expense related to operating leases was approximately $195,500, $139,700 and

$102,500 for the years ended June 30,1998,1997 and 1996, respectively. Future minimum lease commitments under noncancelable

operating and capital leases with initial remaining terms of one year or more are as follows as of June 30,1998:

Operating Leases Capital Leases

Fiscal year:

1999 $ 280,409 $ 31,170

2000 280,409 9,517

2001 280,409 –

2002 296,763 –

2003 205,632 –

$ 1,343,622 40,687

Less – imputed interest (3,678)

Current maturities (28,138)

Long-term capitalized lease obligations $ 8,871
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R E P O R T  O F  I N D E P E N D E N T  P U B L I C  A C C O U N T A N T S

T O  U R O L O G I X ,  I N C . :

We have audited the accompanying balance sheets of Uro l o gi x ,I n c . (a Minnesota corporation) as of June 30, 1998 and 1997, and the

related statements of opera t i o n s ,s h a re h o l d e rs ’ equity and cash fl ows for each of the three fiscal ye a rs in the period ended June 30,

1 9 9 8 . These financial statements are the responsibility of the Company ’s manage m e n t . Our responsibility is to ex p ress 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 reasonable basis for our opinion.

In our opinion,the financial statements referred to above present fairly, in all material respects,the financial position of Urologix,

Inc.as of June 30,1998 and 1997,and the results of its operations and its cash flows for each of the three fiscal years in the period

ended June 30,1998,in conformity with generally accepted accounting principles.

ARTHUR ANDERSEN LLP

Minneapolis,Minnesota,

August 31, 1998
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Minneapolis,MN 55447

(612) 475-1400

S T O C K  T R A N S F E R  A G E N T  A N D  R E G I S T R A R

Norwest Bank Minnesota, N.A.

Post Office Box 64854

St. Paul,MN 55164-0854

(800) 468-9716

S E C U R I T I E S  I N F O R M A T I O N

The Company ’s shares are publ i cly traded on the Nasdaq Stock

M a rket under the symbol ULGX. On September 15, 1 9 9 8 , t h e

C o m p a ny had 291 share h o l d e rs of re c o rd . The Company has neve r

paid cash dividends on its Common Stock . The Board of Dire c t o rs of

the Company curre n t ly intends to retain any and all income for use

in the Company ’s business and does not anticipate paying any cash

dividends in the fo re s e e able future . Fo l l owing are the quart e r ly high

and low closing prices of the Company ’s common stock as re p o rt e d

on the Nasdaq Stock Marke t .

Fiscal Quarter First Second Third Fourth

1 9 9 8 :

High 231⁄4 251⁄ 4 197⁄8 113⁄8

Low 16 161⁄4 81⁄4 81⁄4

1 9 9 7 :

High 153⁄4 161⁄2 197⁄8 181⁄8

Low 103⁄8 131⁄4 15 125⁄8

F O R M  1 0 - K  A V A I L A B I L I T Y

The Company will furnish to any shareholder, without charge, a

copy of the Company’s annual report filed with the Securities and

Exchange Commission on Form 10-K for the 1998 fiscal year upon

written request from the stockholder addressed to:

Secretary

Urologix,Inc.

14405 Twenty-First Avenue North

Minneapolis,MN 55447

For additional information about the Company, visit our Internet

website at www.urologix.com
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