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Various photographs in this report were supplied by
our Surface Characterization group. The image
above, for example, is a microscopic look at an
uncoated stent. Note the surface roughness.

The image on the cover is a microscopic image of a

stent after it has been coated with SurModics” drug-
eluting coating.

_ $29488

$22693

$18,279

$13.494

$9.779

1998 1999 2000 2001 2002
TOTAL REVENUE

{in thousands)

s

]

1958 1999 2000 2001 2002
DILUTED NET INCOME PER SHARE

SURMODICS, INC. IS THE LEADING PROVIDER OF SURFACE MODIFICATION
SOLUTIONS TO THE MEDICAL DEVICE INDUSTRY. THE COMPANY LICENSES
ITS PATENTED COATING PROCESS TO MEDICAL DEVICE MANUFACTURERS
AROUND THE WORLD. THE PRIMARY FOCUS OF THE COMPANY IS ITS UNIQUE

PHOTOLINK® PROCESS, A VERSATILE, EASILY APPLIED, LIGHT-ACTIVATED
COATING TECHNOLOGY THAT MODIFIES MEDICAL DEVICE SUREACES.

SURMODICS COATINGS MAKE MEDICAL DEVICES EASIER FOR PHYSICIANS
TO USE AND MORE COMPATIBLE WITH THE HUMARN BODY.

SURMODICS” STRATEGY IS TO LICENSE ITS COATING TECHNOLOGY TO

MEDICAL DEVICE MANUFAGTURERS WHO APPLY THE COATINGS TO
PRODUCTS IN THEIR OWN FACILITIES. BY PARTNERING WITH THE

WORLD'S LEADING MEDICAL DEVIGE AND TECHNOLOGY COMPANIES,

SURMODICS LEVERAGES ITS CORE TECHNOLOGY INTO OTHER HIGH-

GROWTH, HIGH-VALUE OPPORTUNITIES, IMCLUDING GENOMICS, TISSUE

ENGINEERING AND DRUG-ELUTING COATINGS.

FINANCIAL HIGHLIGHTS

Fiscal years ended September 30

Total revenue
Coatings revenue
Coatings royalty revenue
Income from operations
Net income
Diluted netincome per share

Pro forma amounts assuming the accounting
change was applied retroactively:

Net income
Diluted net income per share

29,488
23,576
9,360
10,709
1,79
44

O N H H H B

$  1.7%
$ 44

2002

{Dollars in thousands, except per share data)

e I - -

2001

27,693
15,861
7,181
7,566
5,109
.29

6,814%*
.38

@ B B ¥

2000

18,279
12,0M
6,763
5,333
4,240
.25

3,669
.22

1999

13,494
7,555
3,912
2,419
2,286*

A4

¥ B & B B A

$ 2,125%
$ A3

* As adjusted, excluding the reversal of a $2.5 million income tax valuation allowance.
** Before the cumulative effect of a change in accounting principle of $1.7 million.
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SurModics 2002 Annual Report

DALE R. OLSETH
CHAIRMAN AND
CRIEF EXECUTIVE OFFICER

. PR L “n 2003, SurModics will celebrate five years as a successful,
growing public company. Since our initial public offering in March 1998, we have met our primary objective of
achieving steady growth. As we write this letter, SurModics’ stock price, after a two-for-one stock split, is
around $35. An investment of $750 in SurModics stock (100 shares at the $7.50 offering price) at the initial
public offering would be worth over $7,000 today. We have come a long way in a relatively short period of time.

In fiscal 2002, SurModics added to its history of success, delivered on past promises to shareholders
and reinforced an already strong lineup of products and revenue sources. This year, several events occurred
that will likely have a positive impact on the Company in the future: (1) in April, Cordis Corporation, a Johnson
& Johnson company, launched a drug-eluting stent in Europe using our coating technology; (2) in July,
Amersham plc acquired Motorola’s CodeLink™ business, to which SurModics supplies activated slides for
microarrays; and (3) early in the fiscal year, SurModics announced a technology investment in Novocell, inc.,

a privately held firm that is developing a cure for diabetes.

2002 FINANCIAL BEVIEW Fiscal 2002 was the sixth straight year of record, profitable financial results for
SurMaodics. Revenue rose 30 percent to $29.5 million primarily because of a 131 percent increase in reagent
sales and a 104 percent increase in commercial development revenue. Royalties continued to fuel a large
portion of SurModics’ success, accounting for $11.8 million, or 40 percent, of revenue. Royalties represent a
key indicator of the success that our clients are enjoying with coated medical devices.

SurModics’ strong revenue heiped drive a 42 percent increase in operating income in fiscal 2002. Our net

income was $7.8 million, or $.44 per diluted share, up from $6.8 million, or $.38 per diluted share, in fiscal 2001

(before the cumulative effect of a change in accounting principle of $1.7 million).

Customers pay license fees for the right SurModics sells reagent chemicals to
to use SurModics’ coating technology on licensed customers who use the reagents
their medical devices. to coat products in their own fa
Medical device |
manufacturers After a
pay SurModics customer’s
commercial coated product
deveiopment fees is successfully
o optimize launched,
reagent SurModics earns
formulation and royalties based
coating processes on the sales
fo best suit a revenue

manufacturer’s _ generated by the
specific coated product,

requirements. Suriflodics Revenue Stream h
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SurModics 2002 Annual Report

_$69.985

_ $55,700
18303 |

L3809

sz i

M
*
!
|

198 199 2000 2001 2002
TOTAL STOCKHOLDERS' EQUITY
{in thousands)

_ 10709

$2.419

$948

mllil. .

1998 1999 2000 2001 2002

INCOME FROWN OPERATIONS
{in thousands)

alliance with Novocell. The alliance, which incorporates both development efforts and a $4 million equity
investment by SurMadics, is aimed at developing a cell encapsulation technology that could revolutionize the
treatment of diabetes. This coating encapsulates insulin-producing islet cells in a semi-permeable barrier to
reduce the likelihood of rejection by the human body. This technology is several years away from
commercialization, but human clinical trials could begin in calendar 2003.

QUTLBOK With another successful year of financial performance in fiscal 2002, SurModics maintains a
strong cash position, a broad patent portfolio and exciting long-term growth prospects.

We are committed to building the SurModics of the future through strong business principles and
fundamentals. The Company continues to add new licensed applications, and our clients continue to move
new coated products onto the market. The result is increasing levels of high-margin royaity revenue. These
earnings provide us with the opportunity to further invest in technology to ensure that we provide superior
results and service to our clients and business partners.

We go forward with a management team dedicated to the support of the Company's long-term
growth. SurModics will also benefit from the expertise of two new individuals recently named to our board
of directors: Gerald Fischer, President and Chief Executive Officer of the University of Minnesota Foundation,
and José Bedoya, founder and President of Otologics LLC.

We also express our sincere appreciation and acknowledge the contributions of two former hoard
members: James J. Grierson, who retired after serving 14 years, and Dr. Donald S. Fredrickson, who passed
away unexpectedly after serving for 11 years.

In fiscal 2003, we anticipate achieving revenue growth in excess of our previously stated long-term
goal of 2b percent. Net income growth should be even greater. A key factor in these growth expectations is
the timing and market performance of the Cordis drug-eluting stent program.

SurModics will strive to vigorously support our customers and we take seriously our responsibility to
perform well for our shareholders and employees. With a clean balance sheet, a strong board of directors
and a managementteam committed to corporate responsibility and integrity, we will steadfastly maintain our
commitment to solid business ethics. We are proud of our employees as they respond to the challenges of
finding new coating solutions while also serving our valued customers.

We look ahead to an exciting 2003, building on the momentum established over the past several years.

s wessm\wﬁﬁ

Dl B. Olleth.
James C. Powell

Dale R. Olseth
Chairman and Chief Executive Officer President and Chief Operating Officer
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SurModics 2002 Annual Report

DENISE LENZ

Quality Engineer Manager of
Human Use Coatings, Surifiodics

“Most people don't realize how tiny a stent is or
what a small amount of coating is used, yet the
combination is making a huge contribution toward
eliminating restenosis.”

F@@@:@:@@@ @@bﬁ:%@% If you have ever received a

catheter, you understand why lubricious coatings — which create a slippery
surface to dramatically reduce friction — are a necessity for a variety of
medical devices. In addition to increasing patient comfort, lubricious coatings
allow for ease of movement in tight quarters — an extremely important attribute
when physicians are performing delicate catheterization procedures in the tiny
blood vessels of the heart and brain.

SurModics has engineered lubricious coatings that can reduce friction
over 90 percent on medical devices such as catheters and the extremely small
metal guidewires often used in conjunction with catheters and other devices.

The surfaces created by lubricious coatings can smooth the way in many
medical procedures, allowing for shortened procedure times, increased patient comfort and reduced tissue
irritation and damage.

E m%@@@g_@\@%:@_wm @@\%ﬂ_ _.Z_@@ Blood naturally forms clots when exposed to air

or foreign abjects — a process that is vital to preventing blood loss, but not beneficial when it interferes with
the effectiveness of medical devices. SurModics has developed special hemocompatible, or “blood
compatible,” coatings that prevent blood components from attaching to a medical device. This reduces the
likelihood of thrombus (clot) formation that could cause a heart attack or stroke if they break loose {emboli)
and flow downstream.

A wide range of medical devices, including vascular catheters, guidewires and distal protection
devices, can benefit from SurModics’ hemocompatible coatings. The opportunities for hemocompatible
coatings continue to grow as medical device manufacturers develop more and more minimally invasive
devices that are deployed through the bloodstream.

SurModics’ drug-delivery coatings can add a new
dimension to many of today's most commonly used medical devices, including catheters, stents and
orthopedic implants. Drug-delivery coatings allow for the controlled, site-specific release of therapeutic
drugs from the surface of a medical device.
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Question: wHar
PLANS DOES SURMODICS
HAVE IN LIGHT OF ITS
CURRENT STRONG
CASH POSITION?

Answer:

SurModics has $44 million of cash and
investments with no debt. Historically, most of
our technology investments have been internal,
primarily by adding people and equipment. We
are now beginning to look externally as well,
and intend to invest in technologies that will
expand our growth opportunities for the future.

EZ%SEE@@@@E&F @@%&WGZ@@ Infections associated with implantable medical

devices are a serious cause of illness and result in increased healthcare costs. The U.S. Centers for Disease
Control reports that approximately 80,000 catheter-related bloodstream infections occurin U.S. intensive-care
units each year, leading to millions of dollars in excess medical costs and causing thousands of patient
deaths. SurModics’ surface modification experts have discovered ways to coat implantable medical devices
with antimicrabial compounds that resist or kill bacteria to lower the infection risk from such medical
devices. These applications have been slow to commercialize, primarily due to the many FDA hurdles that
must be overcome.

@@@ﬂb@m @Eb@b@ﬂﬁ@:Nbﬂ:@Z in arder to develop a highly specialized coating

for a medical device, one needs to fully consider the coating’s structure, composition and interaction with the
surface. In short, you need to understand the coating performance on a microscopic level. How smooth — or
rough —is the surface? How thick is the coating? Is the coating uniform? Answering such questions can help
SurModics speed optimization of the coating, resulting in faster time-to-market for the Company’s customers.

At SurModics, our highly skilled surface characterization personnel rely on an extensive knowledge
of chemistry and imaging techniques to make detailed observations about a coating’s unique characteristics.
SurModics experts can “visualize the invisible,” using advanced technology to measure and analyze the

coatings they have applied to the surface of a medical device in microscopic detail.
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_ 10 A Suriiodics 2002 Annual Report

SURMODICS, INC.
MANAGEMENT'S DISCUSSION AND ANALYSIS OF
FINANCIAL CONDITION AND RESULTS OF ORPERATIONS

SURMODICS 1S A LEADING PROVIDER OF SURFACE WIODIFICATION
SOLUTIONS TO MEDICAL DEVICE MANUFACTURERS. THE COMPANY'S
REVENUE IS DERIVED FROM FOUR PRIMARY SOURCES: (1) FEES FROM
LICENSING 1TS PATENTED COATING TECHNOLOGY TO CUSTOMERS;
(2) ROVALTIES RECEIVED FROM LICENSEES; (3) THE SALE OF REAGENT
CHEMIGALS TO LICENSEES, STABILIZATION PRODUGTS TO THE
DIAGNOSTICS INDUSTRY AND COATED GLASS SLIDES TO THE GENMOMICS
MARKET, AND (4) RESEARCH AND DEVELOPMENT FEES GENERATED ON
PROJECTS FOR COMMERCIAL CUSTOMERS AND GOVERNMENT GRANTS.

Fiscal 2002 was ancther record year for SurModics. Total revenue increased 30% to $29.5 million from $22.7
million in fiscal 2001. Coatings revenue increased 49% to a record $23.6 million from $15.9 million in 2001.
Reagent sales and commercial development revenue were particularly strong with triple-digit growth,
overshadowing the growth in royalties.

Commercial development revenue grew to $7.4 million from $3.6 million in 2001, a 104% increase. Reagent
sales jumped 131% to $6.1 million and coatings royalties increased 20% to $9.4 million. Operating income rose
42% to $10.7 million from $7.6 million in fiscal 2001. Net income was $7.8 million, or $.44 per diluted share,
compared to $5.1 million, or $.29 per diluted share, in fiscal 2001. Fiscal 2001 resuits included a charge of $1.7
million, or $.09 per diluted share, for the cumulative effect of a change in accounting principle related to the
adoption of the SEC’s Staff Accounting Bulletin No. 101.
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The revenue growth in fiscal 2002 was primarily
because of strong increases in reagent sales and
commercial development revenue. Sales of reagent
chemicals {chemicals that SurModics manufactures
and sells to licensees for coating their medical
devices) increased 131% over last year due mostly to
increased demand by Cordis Corporation, a Johnson &
Johnson company. During the past year, Cordis began
manufacturing stents utilizing a SurModics coating for
sale in Europe and in anticipation of U.S. FDA approval.
As a result, Cordis purchased 65% of the reagents sold
during fiscal 2002, up from 16% in fiscal 2001.
Management expects somewhat flat reagent revenue
growth next year. Cordis’ demand should continue to
grow, butinternal manufacturing efficiencies have been
passed on to Cordis in the form of lower reagent prices.
Cordis also largely influenced the 104% growth in
commercial development revenue. Cordis represented
84% of the Company’s commercial development
revenue, up from 66% in fiscal 2001, as SurModics
coated stents in support of Cordis’ various clinical trials
and performed other development projects. We expect
commercial development revenue to decline next year
as Cordis transitions from mu'tiple clinical trials, where
SurMaodics provides coating support, to manufacturing
Cordis
Corporation represented 38% of the Company’s total
revenue in fiscal 2002, up from 16% in fiscal 2001.
Although outpaced by the exceptional growth described
above, royalty revenue from coatings was also strong,
ending the year 20% above fiscal 2001. The Company

their own product for commercial sale.

expects this growth trend to continue next year as more
licensees enter the marketplace with SurModics-coated

products. The top 10 product applications accounted for
83% of the royalties received in fiscal 2002.

Revenue from license fees declined 62% to $684,000
in fiscal 2002 from nearly $1.8 million last year.
Included in last year's results was a $1.0 million
milestone payment from Motorola Life Sciences. No
similar milestone payment was received in 2002.
Excluding this payment, license fee revenue would
have ended fiscal 2002 down 14%.

In total, non-coatings revenue decreased 13% in fiscal
2002. One component, diagnostic royalties, decreased
25% from fiscal 2001.
included proceeds

Revenue in the prior year
from patent infringement
settlements that offset an overall trend of decreasing
revenue. The sole licensee of these diagnostic patents
has been subject to regulatory issues that have
prevented them from manufacturing certain royalty-
generating products resulting in decreased revenue.
As such, the Company expects sales to remain at
levels until the licensee
manufacturing. Sales of stabilization and coated glass
SurModics

licensed its genomics technology on an exclusive basis

current resumes

slides decreased 4% between years.

to Motorola Life Sciences in fiscal 2000. During fiscal
2002, Motorola sold its Codelink husiness to
Amersham plc. Slide sales decreased 25% in fiscal
2002, but management expects fiscal 2003 slide sales to
recover as the transition to Amersham is completed.
Finally, revenue from government grants increased 2%.
The Company continues to de-emphasize its reliance
on the government to fund its research projects.

In fiscal 2003, management expects overall revenue
growth to exceed 25%. A significant event impacting
this rate of growth will be the timing of Cordis’ launch
of its drug-eluting stent in the U.S. If U.S. regulatory
approval allows stent sales to begin on April 1, 2003,
SurModics will receive royalties in only its fourth
quarter of fiscal 2003. If approval is received sooner,
royalties will also be generated in the third quarter.
Royalties will also be positively impacted by the 9or 10
new coated products that clients are expected to
launch in fiscal 2003. Several of these products have
the potential to generate significant annual royalties.

Revenue will fluctuate from quarter to quarter
depending on, among other factors: success of clients
in selling coated medical devices; the timing of
introductions of coated products by clients; the number
and size of development projects that are entered into;
the number of new license agreements that are
finalized; and the impact of most medical devices
generating lower sales during the summer months,
which results in relatively lower royalty revenue to
SurModics in the first quarter of each fiscal year.

Product costs. The Company’s product costs were
$2.7 million for fiscal 2002, an increase of $243,000,
or 10%, over fiscal 2001. Overall product margins
averaged 70%, a significant increase from the 57%
The 131% increase in
relatively higher margin reagent sales boosted
overall product margins despite a slight decrease

margins in fiscal 2001.

in margins from stabilization and slide products. In
fiscal 2003, management expects overall product
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Years Ended September 30, 2001 and 2000
Revenue. The Company’s revenue was $22.7 million
in fiscal 2001, an increase of 24% over fiscal 2000.
The revenue components were as follows:

{Doliars in thousands) Fiscal 2001 Fiscal 2000 Increase % Increase
{Decrease) {Decrease)

Coatings revenue:
Royalties $ 7,781 $ 6,763 $ 1,018 15%
License fees 1,794 1,470 324 22%
Reagent sales 2,638 2,393 245 10%
Commercial development 3,648 1,445 2,203 152%
Total coatings revenue 15,861 12,01 3,790 31%
Diagnostic royalties 3,253 2,917 336 12%
Stabilization & slide sales 3,047 2,687 360 13%
Government research 532 604 (72) (12%)
Jotal revenue $ 22,693 $ 18,279 $ 4,414 28%

The revenue growth in fiscal 2001 was mostly due to
a 31% increase in total coatings revenue, especially
commercial development and royalty revenue. An
increase in customer-funded development activity
resulted in a 152% rise in commercial development
revenue. The two largest compaonents of this were
collaborative work performed with Cordis on its
drug-eluting stent and Motorola Life Sciences on
genomics projects. A single customer accounted
approximately 66% of the
development revenue in 2001 and 63% in fiscal 2000.
Coatings royalties increased 15% due to sales
growth of previously introduced coated products by
licensees, new coated products introduced in 2001,
The top 10
product applications accounted for 84% of the
coatings royalties received in fiscal 2001.

for commercial

and increased minimum royalties.

Reagent sales increased 10% due to additional
coated products on the market and increased

production of previously introduced devices by
licensed clients. A single customer purchased 38%
of the reagents sold during fiscal 2001, down from
55% in fiscal 2000. More importantly, reagent sales
to all other customers increased 53% between
years. During fiscal 2001, SurMadics signed 10 new
license agreements resulting in a 22% increase in
license fee revenue to $1.8 million.

In total, non-coatings revenue sources increased
10% in fiscal 2001. Diagnostic royalties increased
12%, most of which was due to proceeds from
patent infringement settlements. Stabilization and
A 31%
decrease in stabilization chemical sales was more
than offset by a 141% increase in sales of 3D-Link™

slide sales grew 13% between years.

Activated Slides. Finally, revenue from government
grants decreased 12% as the Company continued to
de-emphasize its reliance on the government to fund
its research projects.

Product costs. The Company's product costs were
$2.4 million for fiscal 2001, an increase of $500,000,
or 28%, over fiscal 2000. Overall product margins
averaged 57%, a decrease from 63% in fiscal 2000.
Reagent margins 2001,
stahilization and slide margins declined. A portion of

increased in while
this decrease was due to a 15% reduction in
In addition, the
Company completed additional manufacturing
capacity in the first quarter, which added to certain
overhead cost allocations.

stabilization product pricing.

Research and development expense. Research and
development expense was $8.0 million for fiscal
2001, an increase of $1.2 million, or 18%, over fiscal
2000. Most of this
compensation and benefit expenses associated

increase was due to

with the technical personnel hired by the Company
during the year. In addition, the Company incurred
increased legal fees associated with patents and
increased depreciation from the full-year impact of
the build-out of additional lab space in the prior year.

Sales and marketing expense. Sales and marketing
expense was $1.7 million for fiscal 2001, an increase
of $125,000, or 8%, over fiscal 2000.
compensation and benefit expenses, travel, and

Increased

consulting fees were partially offset by a decrease in
recruiting costs associated with sales and marketing
positions filled in the last quarter of fiscal 2000.
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SurModics’ investment policy requires investments
with high credit quality issuers and limits the amount
of credit exposure to any one issuer. The Company’s
investments principally consist of U.S. government
and government agency cbligations and investment-
grade, interest-bearing corporate debt securities
with varying maturity dates, the majority of which
are five years or less. Because of the credit criteria
of the Company’s investment policies, the primary
market risk associated with these investments is
interest rate risk. SurModics does not use
derivative financial instruments to manage interest
rate risk or to speculate on future changes in
interest rates. A one percentage point increase in
interest rates would result in an approximate
$520,000 decrease in the fair value of the Company’s
available-for-sale securities as of September 30,
2002, but no material impact on the results of
operations or cash flows. Management believes
that a reasonable change in raw material prices
would not have a material impact on future earnings
or cash flows because the Company's inventory
exposure is not material. Also, the Company's
foreign currency exposure is not significant since all

sales contracts are denominated in U.S. dollars.

The most significant financing activity over the last
three years was the fiscal 2000 sale of almost
800,000 shares of Common Stock to Motorola, Inc. in
a private placement that generated $13.0 million. All
other financing activity in the last three years was
related to proceeds from stock option exercises.

During the last several years, a significant source of
cash provided by operating activities was the result
of tax benefits from the exercise of employee stock
options. Management expects the impact of tax
benefits from option exercise activity to be less
significant in fiscal 2003, therefore the cash outlay
for income taxes will increase next year. In addition,
as discussed above, the Company expects to
expend in excess of $12.5 million to construct
additional reagent manufacturing capacity at its
new location in Bloomington, Minnesota.

As of September 30, 2002, the Company had no debt,
nor did it have any credit agreements. The Company
believes that its existing capital resources will be
adequate to fund SurModics’ operations into the
foreseeable future.

NEW ACCOURNTING PRONDUNCEMENTS

In October 2001, the FASB issued SFAS No. 144,
“Accounting for the Impairment or Disposal of
Long-Lived Assets.” SFAS No. 144 supersedes
SFAS No. 121, “Accounting for the Impairment of
Long-Lived Assets and for Long-Lived Assets
to Be Disposed Of.” SFAS No. 144 primarily
addresses significant issues relating to the
implementation of SFAS No. 121 and develops a
single accounting model for long-lived assets to
be disposed of, whether previously held and used,
or newly acquired. The Company adopted this
statement on October 1, 2002, with no impact on
the financial statements.

In July 2002, the Financial Accounting Standards
Board (“FASB”) issued SFAS No. 146, “Accounting
for Costs Associated with Exit or Disposal Activities.”
SFAS No. 146 replaces Emerging Issues Task Force
Issue No. 94-3, “Liability Recognition for Certain
Employee Termination Benefits and Other Costs to
Exit an Activity (including Certain Costs Incurred in a
Restructuring}.” SFAS No. 146 requires companies to
recognize costs associated with exit or disposal
activities when they are incurred rather than at the
date of a commitment to an exit or disposal plan.
Examples of costs covered by SFAS No. 146 include
lease termination costs and certain employee
severance costs that are associated with a
restructuring, discontinued operation, plant closing,
or other exit or disposal activity. SFAS No. 146 isto be
applied prospectively to exit or disposal activities
initiated after September 30, 2002, with early
application encouraged. Management believes there
will be no impact to the financial statements from
adoption of this statement.

in December 1999, the Securities and Exchange
Commission issued Staff Accounting Bulletin No.
101 (“SAB 101"}, “Revenue Recognition in Financial
Statements.” SAB 101 requires that license and
other up-front fees be recognized over the term of
the agreement unless the fee is in exchange for
products delivered or services performed that
represent the culmination of a separate earnings
process. The Company adopted SAB 101 effective
October 1, 2000. As a result, the Company reported
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SURMODICS, INC.
BALANGCE SHEETS

As of September 30
{in thousands, except share data)

The accompanying notes are an integral part of
these balance sheets.

2002 2001
Assets
Current Assets
Cash and cash equivalents $ 9,207 $ 9,044
Short-term investments 3,942 5,796
Accounts receivable, net of allowance for doubtful accounts of $40 5,506 3,245
Inventories 146 724
Deferred tax asset a7 297
Prepaids and other 1,058 871
Total current assets 20,876 19,983
Property and Equipment, net . 18,836 1,672
Long-Term Investments 30,726 29,565
Deferred Tax Asset 790 646
Other Assets, net 6,070 2,117
$ 77,248 $ 60,583
Liahilities and Steckholders’ Equity
Current Liabilities
Accounts payable $ 877 $ 553
Compensation 1332 874
Accrued construction-in-progress 1,922 —
Other 645 798
Deferred revenue 281 303
Total current liabilities 5,057 2,528
Deferred Revenue, less current portion 2,196 2,355
Total liabiliti 1,253 4,883
Commitments and Contingencies (Note 6)
Stockholders’ Equity
Series A preferred stock- $.05 par value, 450,000 shares

authorized; no shares issued and outstanding —_ —
Common stock- $.05 par value, 45,000,000 shares authorized;

17,271,594 and 16,760,501 shares issued and outstanding 864 838
Additional paid-in capital 53,936 47,711
Unearned compensation (460) (376)
Accumulated other comprehensive income 673 275
Retained earnings 14,982 7,186

Total stockholders’ equity 69,995 55,700
$ 77,248 $ 60,583
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SURMODIES, INC.
STATEMENTS OF
STOCKHOLDERS" EQUITY

For the years ended September 38, 2002, 2001 and 2000
{in thousands}

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

Commeon Stock

Additional
Shares Amount Paid-In Capital
Balance, September 30, 1939 15,404 3 770 $ 31624
Components of comprehensive income, net of tax:
Net income — — —
Unrealized holding gains on available-for-sale
securities arising during the period — — —
Total comprehensive income
Issuance of common stock 794 40 12,960
Common stock options exercised, net 360 18 220
Tax benefit from exercise of stock options — — 818
Restricted stock activity (2) — 118
Net loan activity —_ — _
Amortization of unearned compensation — — —
Balance, September 30, 2600 16,556 828 45,740
Components of comprehensive income, net of tax:
Net income — — —
Unrealized holding gains on available-for-sale
securities arising during the period — — —
Less reclassification for gains included in net income — — —
Total comprehensive income
Issuance of common stock 22 1 279
Common stock options exercised, net 177 9 168
Tax benefit from exercise of stack options — — 1,392
Restricted stock activity 6 — 198
Net loan activity — — —
Amortization of unearned compensation — — —
Balance, September 30, 2001 16,761 838 47,771
Components of comprehensive income, net of tax:
Netincome — — —
Unrealized holding gains on available-for-sale
securities arising during the period — — —
Less reclassification for gainsincluded in net income — — —
Total comprehensive income
Issuance of common stock 13 1 335
Common stock options exercised, net 492 25 928
Tax benefit from exercise of stock options — — 4,784
Restricted stock activity 6 — 12
Amortization of unearned compensation — — —
Balance, September 30, 2002 17,272 $ 864 $ 53936
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SURMODICS, INC.
STATEMENTS OF
CASH FLOWS

For the years ended September 30
{ir thousands)

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

2002 2001 2000
Operating Activities
Net income 1,796 5109 $ 4,240
Adjustments to reconcile net income to net cash
provided by operating activities—
Depreciation and amortization 1.867 1,547 1,126
Loss {gain) on sale of investments and real property (79) (701) 2
Amortization of unearned compensation, net i34 m 96
Tax benefit from exercise of stock options 4,784 1,392 818
Deferred tax provision (214) (31} 1,553
Cumulative effect of a change in accounting
principle, net of tax — 1,705 —
Change in operating assets and lia
Accounts receivable (2,261) (1,839) 27
Inventories (22) (224) {41}
Accounts payable and accrued lia 2,551 (94) (8)
Deferred revenue (181) 470 215
Prepaids and other (62) 366 (651)
Net cash provided by operating activities 14,313 781 1,377
Investing Activities
Purchases of property and equipment, net (13,004) (2,053) (2,994)
Purchases of available-for-sale investments (39,513) (81,907) (52,862)
Sales/maturities of available-for-sale investments 40,683 85,708 34,725
Purchase of equity in Novocell, Inc. (4,000) — —
Proceeds from sale of real property 500 — —
Purchase of real praperty — (2,489) —
Repayment of notes receivable 1 7 51
Net cash used in investing activities {15,333) (734) (21,080)
Financing Activities
Issuance of common stock, net 1,183 457 13,238
Net cash provided by financing activities 1,183 457 13,238
Net increase (decrease) in cash and
cash equivalents 163 7,534 {465)
Cash and Cash Equivalents
Beginning of year 9,044 1510 1,975
End of year 9,207 9,044 $ 1,510
Supplemental Information
Cash paid for income taxes 1,075 1,232 $ 67
Noncash transaction—Note receivable from sale
of real property 1,900 — $ —
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The amortized cost and fair value of investments
by contractual maturity at September 30, 2002,
were as follows:

the estimated useful lives of the assets. Property and
equipment consisted of the following components as of
September 30 (in thousands):

Amortized Cost __ Fair Value
Debt securities due within:
One year $ 3922 $ 3942
One to five years 18,880 19,631
Five years or more 10,818 11,195
Total $ 33620 $ 34,668

The following table summarizes sales of available-
for-sale securities for the years ended September
30, 2002, 2001 and 2000.

2002 2001 2000
Proceeds from sales $ 33227 $ 77131 $ 33413
Gross realized gains $ 194 3 705 $ 35
Gross realized losses $ (18) $ (4) $ (37)

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 (in thousands):

2002 2001 |
Raw materials $ 408 $ 269
Finished products 338 455
Total inventories $ 746 $ 724

Property and Equipment

Property and equipment are stated at cost and are
depreciated using the straight-line method over 3 to 20
years, the estimated useful lives of the assets. Included
in construction-in-progress is the cost to purchase the
Bloomington site and the costs-to-date to remodel the
facilities. Upon completion, construction-in-progress
will be transferred to the specific property and
equipment categories and will begin to depreciate over

Useful Life
2002 2001 {in years)
Laboratory fixtures
and equipment $ 6986 $ 518 3toh
Building and improvements 6,360 6,213 5to 20
Office furniture and equipment 2,823 2,401 3to5
Construction-in-progress 11,102 —
Less-accumulated
depreciation and amortization (8,435) (6,660)
Property and
equipment, net $ 18,836 $ 1672
Other Assets

Other assets consist principally of investments and
acquired patents. In December 2001, the Company
invested $4.0 million in privately held Novocell, Inc.,
an lIrvine, California-based biotech firm that is
developing a potential cure for diabetes. The
Company's investment represents less than 15%
ownership of Novocell and is accounted for under the
in June 2002, the
Company sold real property for approximately $2.4
million. The terms of the sale agreement included a

cost method of accounting.

$500,000 cash down payment and a note receivable
for $1.9 million, which is collateralized by the assets.
Finally, the cost of patents is amortized over 7 to 12
years. Other assets consisted of the following
components as of September 30 (in thousands):

2002 2001

Investment in Novocell $ 4,000 $ —
Note receivable 1,869 —
Real property held for resale — 2,489
Patents and other 339 m
Less-accumulated amortization {138} (113}
Other assets, net $ 6,070 $ 207

Impairment of Long-Lived Assets

The Company periodically evaluates whether events
and circumstances have occurred which may affect
the estimated useful life or the recoverability of the
remaining balance of its long-lived assets. If such
events or circumstances were to indicate that the
carrying amount of these assets would not be
recoverable, the Company would estimate the future
cash flows expected to result from the use of the
assets and their eventual disposition. If the sum of
the expected future cash flows {undiscounted and
without interest charges) were less than the
carrying amount of the assets, the Company would
recognize an impairment loss. No such impairment
losses were required to be recorded in the years
ended September 30, 2002, 2001 and 2000.

Revenue wmovomi:g

Revenue on product sales is recognized as products
are shipped. Revenue for research and development
is recorded as performance progresses under the
applicable contract. Royalties are recognized as
third-party licensees report sales of the licensed
product or as minimum royalties become due. Cash
received prior to performance is recorded as deferred

revenue in the accompanying balance sheets.

Prior to October 1, 2000, the Company recognized
initial license fees as revenue upon receipt, after a
license agreement transferring the technology was
executed and all significant obligations had been
performed. In December 1999, the Securities and
Exchange Commission issued Staff Accounting
Bulletin No. 101 {"SAB 101”), "Revenue Recognition
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Transactions in restricted stock were as follows:

145,000

years or upon termination of employment and are
exercisable at a rate of 20% per year from the date
of grant or 20% per year commencing one year
after the date of grant.

Under the Company’s Nongualified Stock Option
Plan, 1,944,480 shares of Common Stock were
reserved for issuance to outside directors,

employees and officers. The options are granted at

fair market value on the date of grant. Options
expire in 7 to 10 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, 2002, there were 500,240
additional shares available for grant under the
stock plans. Information regarding stock options
under all plans is summarized as follows:

Outstanding at September 30, 1999
Granted 11,000
Canceled (12,500}
Vested {48,000}
Outstanding at September 30, 2000 95,500
Granted 5,500
Qutstanding at September 30, 2001 101,000
Granted 8,000
Canceled (2,000}
Vested {52,000}
Outstanding at September 30, 2002 55,000

Stock Purchase Notes Receivable

The Company established a loan program during
fiscal 1997 to assist employees in purchasing
shares of the Company’s Common Stock. The loans
were collateralized by the employees’ purchased
shares and required annual interest payments at a
rate equal to prime at the date of issuance. All
loans have been repaid in full. This program has
been discontinued, with no additional loans
granted since fiscal 1997.

4, STOCK-BASED COMPENMSATION PLAN

Under the Company’s 1997 Incentive Stack Option
Plan {the “Plan”}, 1.2 million shares of Common
Stock were reserved for issuance to employees
and officers. The Plan requires that the option price
per share be at least 100% of the fair market value
of the Common Stock on the date of the grant or
110% with respect to optionees who own more
than 10% of the total combined voting power of all
classes of stock. Options expire in five to seven

2002 2001 2000
Weighted Average Weighted Average Weighted Average
Options Shares Exercise Price Shares Exercise Price Shares Exercise Price
Outstanding,
beginning of year 1,383,260 $ 84 1,565,560 $ 145 1,748,580 $ 3.76
Granted 154,350 34.80 16,550 42.29 267,800 23.96
Exercised {515,685) 3.07 {191,510 3.26 {417,720) 2.56
Canceled {57,740) 18.82 {7,340} 15.50 {33,100} 4.83
Outstanding,
end of year 964,215 $ 1486 1,383,260 $ 841 1,565,560 $ 745
Exercisable,
end of year 493,933 $ 8.41 851,190 $ 4.80 721,280 $ 3.19
Weighted average
fair value of
options granted $ 2480 $ 3m $ 1734
Shares Weighted Average
Outstanding Weighted Average  Remaining Contractual Life Shares Exercisable ~ Weighted Average
Exercise Price Range at September 30, 2002 Exercise Price (in years) at September 30, 2002 Exercise Price
$2.50-$4.75 290,885 $ 3.03 298 242,805 $ 2.96
$5.78 - $14.06 303,970 8.16 443 171,110 8.05
$20.31- $27.00 207,610 24.90 517 75,788 24.94
$30.13 - $53.00 161,750 35.86 6.22 4,230 40.70
964,215 $ 1486 4.45 493,933 $ 84




dn 1a4ap 0119a|a Aew sasho|dwa paiyienb ‘ue|d ays
Japun -sashojdwa payienb jo nauaq ayy Joj ueyd
sBuires pue Juswainal (y)Loy e sey Auedwo? sy

N¥Id NOLIASIMINGD G330 L

‘Auedwog ay jo suonesado Jo s3nsal

10 uoiusod [eioueuly ay} uo Joeduwl [e1IBl1EW B dARY
10U |pm s1ead 1oea3u09 uado 0112adsal yum ‘Aue Ji
‘anp syunowe aininj quawabeuew jo uoiuido ayy uj
5861 Yybnoayl s10eau09 ayl pamalnal sey Aauaby
1pNY 10B11U07) 8SUBJA(Q 8Y] "}OBJIUOS Y} JO SWIA)
8U) Japun a|gemojjeun paIapisuod sasuadxa 1aalal
01 1yBu 8yl suielas Juatuuidaob ay] $1509 19043100
J0 spiooas BuiApapun sAuedwo] 8yl mainal
pue ssadae 01 ybu ayl aney salouabe Juawuianoh
ayr Jo
luswulanoh ayi ul paureiuod suoisiaosd aapun
STITNIDNIINGD ONY SININIIANWGD 9

wm>_amu:mwm‘_am‘_ ‘s}oejuod  yoleasal

6057 § e’ $ 109t §  uoisinold xe} swody|

6 a9l (991) Jayi0

- — 89 S1aSSe Xe) pauajap
10} aauaiapip aiey
- 10¢ 09¢ saxe: ajelg

(191) — 29UBMO]|2 UONEN|eA
Xe} JO (eS19AaY

:0) enp abuey)

00ST $ 609t $ GEEY  § alel xel awoaut

Jesapay AJ0INIRIS 12 Junowy

000z 100z 2002

{(spuesnoyi ui) SMojjo} Se SeM 8led
xe} annaaya sAuedwor syl pue ajel xel |eiapa}
Aloiniels ajgedidde ayl 1e palgnojea sunowe
udsmiaq BaduaJtayip a8yl JO UOIlBI}IdU0IBS BY|

'spouad ainny
ul pajoadxa aq 03 1ey} jo aanejuasasdal aq jou Aew
uonnew.ojul ewsoy oud Bunnsal ayy ‘se61 ‘| 41890190
01 Joud pawesb suondo 01 paydde uaaq 10U sey
Bununoaoe jo poylaw £z| ON SY4S 8yl asnesag

605 $ 108 $ 9t $ uoisinoad je101

£ $ x4 $ e $ ewoj oid

1A $ 6¢ $ 12 $ pauodal sy
'818Ys 1ad awoaul 13u panjig

098e  $ 9607 $ £19'9 § BLII0J O4d

ey 8 601's $ 9Lt $ pavodal sy
ETTLEIBEIN

000z 1002 2002

9v9 $ obL $ $13SSe Xe} Paliajap UaLNIUON

878'L ELL (eev) (1yauaq}
uoIsinoid paliadjap [elo|
— (66) ShlL alelg
8761 A (8L5) |eJspaq
:(uauaq) uaisinosd pauajag
186 QMQM v£0'S uot _>o‘a uauno |e1o]
LL 29¢ x4 ublaloy pue aielg

¥06 $ 97 % 1y $ 1elapay

:uoisiaosd Juaung

000¢ 1002 2002

162 Ly S18SSE Xe) panaap Waung)
£v6 51 S1asSe Xe) paliajap (elof

{ae9) (v£9) JEITI
{691} (88¢) swayp Aunby
- 8L pieAMIOJALIED UPBID QRY
— 8l plemiojAiied ssof bunesado 18N
— €0l UOBZILIOWE 3301 PalouIsay
162 09¢ S8AI3SEI pUB S[EMIDDY
966 916 anuanal palaja(
11414 $ ¥09 $ uoneldardag
100z 200z

:(spuesnoyy u1) sasodind
Buntodal [elouRUl pUB XB] BWOIUI 10} SUONIBSURY
Jo uomubooas ayl ul saduBdIaYIp WOI4 }nsal
pue g¢ Jaqualdag jo se Buinmo||oy ayl Jo paisISuod

S8Xe} B8WOJUI paLIaep Jo siuauodwod ayj

‘ 174 _ woday |enuuy Z0oz salpopIng

[(spuesnoyy ui) Smo||o Se aiam (g Jaqualdag
papua SieaA ay} 10} awooul Jo SlU3WAIR)S
BulhAuedwoosoe syl ul saxel awoou| ‘saijgel|
pue sjasse xel paasagap ul teah ayl buunp sbueyo
Jau 3y} $199}3J uoisiaoid Xe) BWO0JIUI PaIIajap ayl

"SME| Xe] palaeua ayl Jo suoisinoid ayy uanib sanjigel
pue S)asSe JO SISBQ XB) PUB JUBWAIRIS [BIDURUY 3Y)
UsaMIaQ SBIUBIBYIP JO S10818 XB) ainIny pajewnsa
8yl U0 paseq ale SaxXel Paliaja( 'S8Xel aWooul 10}
Junoaae 0} poylaw Ayjigey ay) sazinn Auedwoq ayy

SINVL FNOINE 'S

‘(erep aieys Jad 1daoxa ‘spuesnoy) ui) g 1aquialdag
papua sieaA ayl Joj swunowe ewJloi oid Buimojjoy
8yl uaag aney pinom awodu Jau sAuedwo) sy}
Juonesuadwo? paseg-32901S Joj Bununoooy,, ‘szl
"ON SV4S UM Ju8ISISUGD paululalap uaaq suondo
8y} 41041509 uonesusdwod pey ‘paziuboaal uasg sey
1509 uonesuadwod ou yalym 1apun ‘Gz "'oN uoindg
gdv Japun suondo ayl 4o} siunodae Auedwon ayjy

"%CL Pue %11
‘%€l Jo Anjiejoa pajoadxa pue ‘gf pue oL ‘L'
J0 SBAI| pa129adxa !9 GE'G PUe % 1G'p '%69'E 40 Sale)
1SaJajul aaly-ysu cAjanoadsal ‘gooz pue 00z
‘00z w swuesb o) pasn suondwnsse abeiane
-pa1ybram Buimolo) syy yum japow Burond
uonndo sajoyss-yoerg ayi buisn juesb jo alep
ayl uo palewnsa si1 uondo ysea jo anjea Jiej ayl




28

SurModics 2002 Annuai Report

to 60% of their compensation, subject to a maximum
limit determined by the Internal Revenue Service.
The Company matches 50% of each dollar of the first
6% of the tax deferral elected by each employee.
Company contributions totaling $193,000, $166,000
and $138,000 have heen charged to income for the
years ended September 30, 2002, 2001 and 2000,
respectively.

8. OPERATING SEGMENTS

Operating segments are defined as components of
an enterprise about which separate financial
information is available that is evaluated regularly
by the chief operating decision maker, or decision
making group, in deciding how to allocate
resources and in assessing performance.

The Company manages its business on the basis of
three business segments: licensing, manufacturing,
and research and development. The licensing
segment includes all license fees and royalty
revenue generated from the transfer of the
Company’s technology. No expenses are allocated
to the licensing segment. The manufacturing
segment includes revenue from the sale of
chemical reagents, stabilization products and DNA
slides. The expenses include all preduction costs,
including analytical costs to verify quality of the
finished products and certain technical support.
The research and development segment includes
the revenue generated from development projects
for commercial customers and research revenue
received from government grants. The expenses
include all costs of the Company’s technical

personnel. Corporate includes all administrative,
sales and marketing costs of the Company. These
costs, along with interest income and income
taxes, are not allocated to the other business

segments. The Company’s assets are not reviewed
by business segment. The accounting policies for
segment reporting are the same as for the
Company as a whole {see Note 2).

Research &
{in thousands) Licensing Manufacturing Development Corporate Consolidated
Year Ended September 30, 2002
Revenue:
Coatings $ 10,044 $ 6,084 $ 7.448 $ — $ 23,576
Diagnostic 2,448 — — — 2,449
Stabilization & slide sales — 2,920 — — 2,920
Government — 543 — 543
Total revenue 12,493 9,004 7,991 — 29,488
Operating expenses — 2,683 9,714 6,382 18,779
Operating income {loss) 12,493 6,321 1,723) (6,382) 10,709
Other income 1,688 1,688
Income tax provision {4,601) (4,601)
Net income $ 7,79
Year Ended September 30, 2001
Revenue:
Coatings $ 9,575 $ 2,638 3 3,648 $ - $ 15,861
Diagnostic 3,253 — — — 3,253
Stabilization & slide sales — 3,047 — — 3,047
Government — — 532 — 532
Total revenue 12,828 5,685 4,180 — 22,693
Operating expenses 2,440 7,997 4,690 15,127
Operating income {(loss} 12,828 3,245 (3.817) {4,690} 1,566
Other income 3,055 3,055
Income tax provision (3,807) (3,807)
Income before cumulative effect
of a change in accounting principle $ 6,814
Year Ended September 30, 2000
Revenue:
Coatings $ 8,233 $ 2,393 $ 1,445 $ — $ 12,011
Diagnostic 297 — — — 2917
Stabilization & slide sales — 2,687 — — 2,687
Government — — 604 — 604
Totai revenue 11,150 5,080 2,049 — 18,279
Operating expenses — 1,903 6,797 4,246 12,946
Operating income {loss) 11,150 3177 (4,748) (4,246) 5,333
Other income 1,416 1,416
Income tax provision {2,509) {2,509)
Net income $ 4,240
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REPORT O
INDEPENDENT
PUBLIC ACCOUNTANTS

SurModics, Inc.
Eden Prairie, Minnesota:

We have audited the accompanying balance sheet of SurModics, Inc. (the Company} as of September 30,
2002, and the related statements of income, stockholders’ equity and cash flows for the year ended
September 30, 2002. 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 audit. The financial
statements of the Company for the years ended September 30, 2001 and 2000 were audited by other auditors
who have ceased operations. Those auditors expressed an unqualified opinion on those financial statements
in their report dated October 23, 2001.

We conducted our audit in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance ahout
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 audit provides 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 SurModics, Inc. as of September 30, 2002, and the results of its operations and its cash flows for
the year ended September 30, 2002 in conformity with accounting principles generally accepted in the United
States of America.

Deloitte & Touche LLP
Minneapolis, Minnesota
October 22, 2002
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REPORT OF
MIANAGEMENT

The management of SurModics, Inc. is responsible for the integrity of the financial statements and other
financial information 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 organization maintain and monitor these internal accounting controls on
an ongoing basis.

The Audit Committee of the Board of Directors, composed entirely of directors who are not employees of the
Company, meets at least twice per year with the Company’s independent public accountants, as well as
management, to review accounting, auditing, internal caontrol, financial reporting and other matters.

el R. Ol

Dale R. Olseth
Chairman and Chief Executive Officer

hn .

Stephen C. Hathaway

Vice President and Chief Financial Officer

CORPORATE INFORMATION
HEADQUARTERS

SurModics, Inc.

9924 West 74th Street

Eden Prairie, Minnesota 55344-3523
952.829.2700

952.829.2743 fax

www.surmodics.com

LEGAL COUNSEL
Fredrikson & Byron PA, Minneapolis, Minnesota

INDEPENDENT PUBLIC ACCOUNTANTS
Deloitte & Touche LLP, Minneapolis, Minnesota

INVESTOR RELATIONS COUNSEL
Padilla Speer Beardsley Inc., Minneapolis, Minnesota

{NFORMATIOM REQUESTS

Shareholders, securities analysts and investors
seeking additional information about the Company
should contact Stephen C. Hathaway, Vice President
and Chief Financial Officer, at 952.829.2700.

Requests for copies of news releases describing
significant company events, quarterly financial
results and Form 10-K and Form 10-Q Reports as
filed with the Securities and Exchange Commission
may be obtained from Investor Relations at the
Company’s principal address.

You may also learn more about SurModics at our
Web site: www.surmodics.com.
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SurModics, Inc.

9924 West 74th Street

Eden Prairie, Minnesota 55344-3523
952.829.2700

952.829.2743 Fax

www.surmodics.com




