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DEAR FELLOW SHAREHOLDERS

I am pleased to report that 2002 was the best annual operating

period in OrthoLogic’s history. Record sales for our bone

growth stimulation products, combined with strong financial

results across all operating departments, led to the highest

annual net income ever achieved by our company. In addition,

in 2002 we accomplished the following objectives:

SpinaLogic

The SpinalLogic bone growth
stimulator is an adjunctive
treatment for lumbar spinal
fusion. The device is worn for
30 minutes each day. Clinical
studies have shown that fusion
success can be increased for
patients who wear a spinal
stimulator device.

© A 25% increase in bone growth stimulation revenues
© Positive cash flow from operations every quarter

© 535 million in cash and investments at year-end

© Initiated a Phase III trial of Chrysalin—fracture repair
© Initiated a Phase I/1I trial of Chrysalin—spinal fusion

In addition to our outstanding financial performance in 2002, we
continued to make significant progress with the Chrysalin product
development program. We believe that Chrysalin, our proprietary
orthobiologic product platform, is the first small-molecule therapy
for fracture repair and spinal fusion to enter human clinical trials in
the United States. The overall objective of the Chrysalin program is

to develop several commercially successful orthobiologic products.

Data permitting, the first potential Chrysalin product could be

available in the 2005-2006 timeframe.




Total Bone Growth
Stimulation Revenues Cash and Investments

In Millions Of Dollars In Millions Of Dollars
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The worldwide orthopedic business today is in the beginning stages of a major transformation. For the past 50 years, the

growth of the business has been driven primarily by the replacement of hips and knees with surgically implanted devices.

During the last few years, potential new products, collectively called orthobiologics, have begun to appear on the

market. Orthobiologic products act as a catalyst for the body’s own internal healing mechanisms to repair existing

tissue and bone, rather than replace them. Today, after five years of development work, two potential Chrysalin-based

orthobiologic products are in human clinical trials and a third potential product is completing pre-clinical studies.

Our company is now positioned at the forefront of the orthobiologic transformation, and we are very excited about

our future prospects.

We believe that the potential payoff for achieving a leadership position in the emerging arena of orthobiologics is

very significant. With worldwide demographics indicating a rapidly aging population, potential products that can

repair a patient’s tissue and bone cost effectively will find very large market opportunities in the years ahead. We

believe that Chrysalin has the potential to become a standard of care in the world of orthobiologic products.

2002 HIGHLIGHTS
Total Bone Growth Stimulation Revenues Up 25%
Revenues from our existing bone growth stimulation products
grew 25% in 2002 to more than $38 million. OL1ocoo sales
increased 21% and Spinal.ogic sales increased 30% year-over-
year. Analysts estimate that the total bone growth stimulation
market grew about 12%, to approximately s350 million in
2002. Because the sales of our bone growth stimulation
products grew significantly faster than the overall market
growth rate, we believe our products continued to gain market
share in 2002.

We expanded our direct sales force for the OL1ooo in 2002

and will add additional territory managers again in 2003.

i

OL1000

The OL1000 bone growth
stimulator is a portable, bat-
tery-powered, microproces-
sor controfled, non-invasive
bone growth stimulator. The
device is worn by a patient
for 30 minutes each day
and provides local magnetic
field treatment to a non-
union fracture.




Our marketing partner for Spinalogic, J&J/DePuy AcroMed,
also added sales specialists in 2002 and is doing so again in 2003.
We believe that these investments will allow us to continue to
grow our bone growth stimulation business and gain additional

market share in 2003 and beyond.

Record Net Income, Positive Cash Flow

OrthoLogic posted record annual net income for 2002 of s5.6
million, or so.17 per diluted share, significantly ahead of any

previous year in the company’s history. In addition, our focus on
asset management helped to produce four consecutive quarters
of positive cash flow from operations and a year-end balance of

more than $35 million in cash and investments.

Chrysalin: OrthoLogic’s Crthobiologic Platform

More than six years ago, OrthoLogic began seeking a licensing
opportunity for a promising orthobiologic product platform. In
early 1998, we made a small equity investment in Chrysalis
BioTechnology, an early-stage Galveston, Texas-based company
that had developed a promising orthobiologic product it designated
TPs08, or Chrysalin. Through a series of licensing agreements,
OrthoLogic obtained the worldwide rights to utilize Chrysalin
for all orthopedic indications.

Chrysalin is a synthetically manufactured 23-amino acid peptide
that represents a portion of the naturally occurring human thrombin
molecule. Thrombin is responsible for initiating key cellular events
involved in tissue and bone repair. Chrysalin mimics thrombin by
interacting with specific thrombin receptors on cells involved in
bone and tissue repair without affecting the blood clotting activity
of naturally occurring thrombin. In this manner, Chrysalin
stimulates the body’s own natural healing process, resulting in
accelerated tissue and bone repair.

Because it is a relatively simple small molecule, we believe
Chrysalin has numerous potential advantages over competing large
molecules on the market and in development. The most important
of these advantages are safety, cost and flexibility. Chrysalin has
shown no reportable adverse effects in human trials thus far and

carries an excellent safety profile. In addition, as a synthetic

Chrysalin ~ 23 Amino Acid Peptide

Caution: New Drug Limited by Federal Law to investigational use only.

Chrysalin is a synthetically manufactured 23-amino
acid peptide that represents a portion of the naturally
occurring human thrombin molecule. Thrombin is
responsible for initiating some of the cellular events
involved in tissue repalr. Chrysalin mimics thrombin by
interacting with specific thrombin receptors on cells
involved in tissue repair. Thus, Chrysalin has the
potential to stimulate the body's own natural healing
process, resulting in accelerated tissue repair.

Chrysalin Program

Product Platform
10 Million Total Annual Procedures Worldwide
Spinal Fusion
600 Thousand

Cartilage
Ligament & Tendon

3 Million

Fracture Repair

7 Million
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peptide, Chrysalin can be manufactured at significantly less cost
than large-molecule products, which are created using complex
and expensive recombinant DNA technology. Finally, Chrysalin is
a very stable molecule and offers numerous potential advantages
in packaging, shelf life and drug-delivery methods.

We anticipate that Chrysalin-based orthobiologic products
could have widespread applications in the worldwide orthopedic
market. Each potential Chrysalin product addresses a very large
individual market opportunity, which together could serve
more than 10 million patients annually. Analysts have pegged
the potential combined market opportunity at more than

$1 billion per year.

Chrysalin for Fracture Repair

In October 2002, the results of our earlier Phase I/II human clinical
trial of Chrysalin for fracture repair were presented at the 57th
Annual Meeting of the American Society for Surgery of the
Hand. Radiographic analysis of cortical bridging indicated that
the Chrysalin-treated patients in the low-dose group experienced
an average of 25% acceleration in healing compared with the placebo
patient group.

In July 2002, OrthoLogic received authorization from the U.S.
Food and Drug Administration (FDA) to begin a Phase I1I human
clinical trial of Chrysalin for fracture repair under an Investigational
New Drug (IND) application. The trial will be performed at 25 to
30 clinical sites in the United States and will include approximately
500 patients.

The purpose of the trial will be to determine whether Chrysalin
is safe and effective in accelerating fracture repair. We believe that
this potential product is the first to enter human clinical trials in the
United States for this indication. |

We are currently enroling patients at several sites and expect
to be enrolling patients at all sites by the fall of 2003. Enrollment
in the trial is expected to take 18 to 24 months, and data
permitting, could result in a commercially available product

in the 2005-2006 period.
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Chrysalin for Spinal Fusion

During the fourth quarter of 2002, OrthoLogic began enrolling
patients in an FDA-authorized combined Phase I/II human clinical
trial of Chrysalin for spinal fusion under an IND application.
The purpose of the trial is to evaluate the safety and preliminary
efficacy of Chrysalin in combination with allograft compared with
autograft when utilized in a spinal fusion procedure.

There is tremendous demand among spine surgeons and neuro-
surgeons for products that would eliminate the need to harvest
autograft from a patient during a spinal fusion procedure. Recently,
large-molecule products have become available that would allow
surgeons to achieve this goal; however, they are extremely expensive.
If Chrysalin combined with commercially available allograft showed
comparable results to autograft alone, Chrysalin could achieve
significant commercial success because of its cost advantages.

The Chrysalin spinal fusion trial will be conducted in 15-20
clinical sites in the United States and include approximately 330
patients. The patient enrollment process is expected to take

approximately 18 to 24 months with a nine-month follow-up.

Chrysalin for Cartilage Defect Repair

OrthoLogic has completed a series of pre-clinical animal studies
using Chrysalin in a sustained-release formulation that have shown
outstanding results for cartilage defect repair. In June 2002, the
results of these studies were presented at the 4th Symposium of

the International Cartilage Repair Society in Toronto.

During the fourth quarter of 2002, OrthoLogic met with the
FDA to discuss a potential IND application for the use of
Chrysalin for a cartilage defect repair indication. We are now
finalizing the manufacturing process for that potential product
and hope to begin a human clinical trial for this indication

before the end of 2003.



The Road Ahead

As we look to the remainder of 2003, we have again set ambitious objectives for the company, including:

© A 20% increase over 2002 in annual bone growth stimulation revenues, to $46 to s47 million
© Generating profits for the year sufficient to cover the cost of a 36 to $7 million R&D investment in the Chrysalin program
© Enrolling patients in all clinical sites for the Chrysalin human clinical trials for both fracture repair and spinal fusion

© Beginning a human clinical trial for a third potential Chrysalin product for cartilage defect repair

We are extremely encouraged on two major fronts: Our core bone growth stimulation business continues to
outpace the overall industry growth rate, and we're seeing notable progress in our orthobiologic product platform,
Chrysalin. As an investment, we believe that OrthoLogic today
represents a significant value proposition.

OrthoLogic is now attempting to accomplish what no other
medical specialty company has ever done: to lead the transformation
of its industry from a legacy of mechanical fixation to an era of
biotechnical innovation with our Chrysalin program. It is a
ploneering strategy — one that has the potential to be exciting
and beneficial for our patients, employees and shareholders alike.

In 2003, we look forward to building upon the gains of the
past as we continue to build for the future. We thank you for

your continued support.

Thomas R. Trotter
President and Chief Executive Officer
April 2003
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PARTI
Item 1. Business

General Development of Business

OrthoLogic Corp. was incorporated as a Delaware corporation in July 1987 as latroMed, Inc. and changed
its name to OrthoLogic Corp. in July 1991. Unless the context otherwise requires, references to the “Company” or
“OrthoLogic” refer to OrthoLogic Corp. and its subsidiaries. The Company's executive offices are located at 1275
West Washington Street, Tempe, Arizona 85281, and its telephone number is (602) 286-5520.

OrthoLogic develops, manufactures and markets proprietary, technologically advanced orthopedic products
designed to promote the healing of musculoskeletal bone and tissue, with particular emphasis on fracture healing
and spinal repair. OrthoLogic's products are designed to enhance the healing of diseased, damaged, degenerated or
recently repaired musculoskeletal tissue. The Company's products focus on improving the clinical outcomes and
cost-effectiveness of orthopedic procedures that are characterized by compromised healing, high-cost, potential for
complication and long recuperation time.

In 1999, the Company exercised its option to license the United States development, marketing, and
distribution rights for the fracture indications for Chrysalin, a new tissue repair synthetic peptide. In 2000, the
Company exercised its option to license Chrysalin for all orthopedic applications worldwide.

The Company’s research and development focus is on its Chrysalin product development program. The
Company has three potential Chrysalin products either in human clinical trials or in late-stage pre-clinical
development.

OrthoLogic periodically discusses with third parties the possible acquisition and sale of technology,
product lines and businesses in the orthopedic health care market and, from time to time, enters into letters of intent
that provide OrthoLogic with an exclusivity period during which it considers possible transactions.

Copies of the Company’s annual reports on Form 10K, quarterly reports on Form 10Q, current reports on
Form 8K, and amendments to those reports filed or furnished pursuant to Section 13(a) or 15(d) of the Securities
Exchange Act of 1934 are available free of charge through our website (www.orthologic.com) as soon as reasonably
practicable after we electronically file the material with, or furnish it to, the Securities and Exchange Commission.

Products and Other Product Development

OrthoLogic's product line includes bone growth stimulation and fracture fixation devices. The Company’s
OL1000 product line is sold primarily through the Company's direct sales force supplemented by regional
distributors. The Company uses an international spine product distributor for the sales and marketing of its bone
growth stimulation device, Spinal.ogic®.

Bone growth stimulation products

OL1000, OL1000 SC. The OL1000 is a U.S. Food and Drug Administration (“FDA”) approved portable,
noninvasive, physician-prescribed, electromagnetic bone growth stimulator designed for patients with nonunion
fractures. The OL1000 comprises two magnetic field treatment transducers (coils) and a microprocessor-controlled
signal generator that delivers a highly specific, low energy signal to the injured area. The device is attached to the
patient’s arm, leg or other area where there is a nonunion fracture. The OL1000 then evenly distributes a magnetic
field over the patient’s injured area. As a result, specific placement of the device over the nonunion fracture is not
crucial for product efficacy as it is for some of our competitors’ products.

The patient wears the device for 30 minutes each day. The Company believes the reduced treatment time
leads to increased patient compliance with treatment protocol. In addition, the micro-controller tracks the patient’s
daily treatment compliance.

The OL1000 is used for the noninvasive treatment of an established nonunion fracture acquired secondary
to trauma, excluding vertebrae and all flat bones. A nonunion fracture is considered to be established when the
fracture site shows no visibly progressive signs of healing.




The OL1000 SC is an FDA approved single coil device, which utilizes the same combined magnetic field
as the OL1000, is available in three sizes and is designed to be more comfortable for patients with certain types of
fractures.

SpinaLogic®. Spinal.ogic is a portable, noninvasive, electromagnetic bone growth stimulator, which
enhances the healing process as an adjunct to spinal fusion surgery. The Company believes that SpinaLogic offers
benefits similar to those of the OL1000 in that it is relatively easy to use, requires a small power supply and requires
only 30 minutes of treatment per day. The patient attaches the device to the lumbar injury location where it provides
localized magnetic field treatment to the fusion site. Like the OL1000, the Spinal.ogic device contains a micro-
controller that tracks the patient’s daily treatment compliance and can easily be checked by the surgeon upon follow-
up visits. Spinalogic is approved by the FDA as an adjunct treatment for primary lumbar spinal fusions. It is
designed for single patient use and is programmed for 270 consecutive, 30-minute daily treatments.

Sales of bone growth stimulation products were 95%, 48% and 23% of the Company’s total revenues in the
years ending December 31, 2002, 2001 and 2000, respectively.

_Fracture fixation devices

OrthoFrame®/Mayo®. The Company began to manufacture and distribute the OrthoFrame line of
external fixation products in 1993. The OrthoFrame/Mayo product is an external fixation device used in conjunction
with surgical procedures. It is low profile, lightweight, and primarily sold to hospitals. The Company temporarily
ceased manufacturing this product in 2000 to improve the product packaging, and it was relaunched in the fourth
quarter of 2002.

Discontinued or Divested Products

Continuous Passive Motion (“CPM”). In July 2001 the Company sold its CPM business. CPM devices
provide controlled, continuous movement to joints and limbs without requiring the patient to exert muscular effort
and are intended to be applied immediately following orthopedic trauma or surgery. The products are designed to
reduce swelling, increase joint range of motion, reduce the length of hospital stay and reduce the incidence of post-
trauma and post-surgical complications. The Company’s financial results reflect sales of the CPM devices through

July 11, 2001.

Sales of continuous passive motion devices were 46% and 67% of the Company’s total revenues for the
year ending December 31, 2001 and 2000, respectively. The Company had no CPM sales in the year ended
December 31, 2002.

Ancillary Orthopedic Products. Along with the July 2001 sale of the CPM business, the Company sold its
ancillary orthopedic product lines of bracing, electrotherapy, cryotherapy and dynamic splinting products. The
bracing line included post-operative, custom and pre-sized functional and osteoarthritis models. Postoperative braces
are used in the early phases of post-surgical rehabilitation, while functional braces are applied as the patient returns
to work or sports activities. Cryotherapy is used to cool the operative or injured site in order to prevent pain and
swelling. The electrotherapy line consisted of TENS, NMES, high volt pulsed current, interferential, and
biofeedback units.

Hyalgan® (sodium hyaluronate). The Company began selling Hyalgan to orthopedic surgeons in July
1997, under a Co-Promotion Agreement with Hyalgan’s distributor in the United States (the “Co-Promotion
Agreement”). In October 2000, OrthoLogic and the Hyalgan distributor announced that both parties had mutually
agreed to terminate this agreement. In connection with the early termination, the Company received an up-front
cash payment, financial incentives to complete the transition of the business through December 2000, and ongoing
royalties, which ended December 31, 2002.

Royalty and fee income for Hyalgan were approximately 5%, 5% and 10% of the Company’s total revenue
in the years ended December 31, 2002, 2001 and 2000, respectively.
Products in research

Chrysalin ®. In January 1998, the Company made a minority equity investment (less than 10%) in a
biotech firm, Chrysalis BioTechnology, Inc. (“Chrysalis”), and acquired, as part of that investment, an option to
license a unique synthetic peptide called TP508, or Chrysalin.
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Chrysalin is a 23-amino acid synthetic peptide representing a fragment of the human thrombin molecule.
Thrombin has been shown to be involved in the healing process for both soft tissue and bone. By mimicking
specific attributes of the thrombin molecule, Chrysalin stimulates the body’s natural healing processes, resulting in
accelerated tissue repair.

During 2001 the Company completed a Phase I/II human clinical trial utilizing Chrysalin for fracture repair
to test the safety and preliminary efficacy of Chrysalin. In July 2002, the Company received authorization to begin a
Phase IIT human clinical trial under an Investigational New Drug (“IND”) application from the Food and Drug
Administration (“FDA”). The trial will be performed at 25 to 30 clinical sites with approximately 500 patients.

In March 2002, the Company received authorization from the FDA to commence a Phase I/II clinical trial
for a spinal fusion indication for Chrysalin. The Company began enrolling patients during the fourth quarter of
2002. The clinical trial will include approximately 330 patients and will be performed at 15 to 20 centers in the
United States. The purpose of the study is to evaluate the safety and preliminary efficacy of Chrysalin in
combination with allograft. The patient enrollment process is expected to take approximately 18 to 24 months with a
nine-month follow-up period. The Company also hopes to begin a Phase I/II human clinical trial for Chrysalin for
articular cartilage repair before the end of 2003.

The Company has not yet applied for FDA approval to market Chrysalin and there is no assurance that the
Company will do so or that it would receive such approval if sought. (See “Item 1 — Business — Government
Regulation).

Orthol.ogic does not own the patents to Chrysalin. Chrysalin was developed by and patented by Chrysalis
BioTechnology, Inc., a company in which OrthoLogic holds a minority equity interest. OrthoLogic obtained the
worldwide rights to use Chrysalin for all orthopedic indications through a series of licensing agreements with
Chrysalis BioTechnology, Inc.

OrthoSound™, The Company holds patents for diagnostic and therapeutic devices utilizing its nonthermal
ultrasound technology "OrthoSound" for use in medical applications that relate to bone, cartilage, ligament or
tendon diagnostics and healing. The Company is not currently engaged in any clinical studies using this technology
and there can be no assurance that the Company will do so or that it would receive such approval if sought.

Marketing and Sales

OrthoLogic markets and sells its products to orthopedic and podiatric surgeons in private practice,
hospitals, and clinics, as well as to general orthopedic physicians. Direct sales and marketing efforts have centered
on these groups in these locations.

The launch of Spinal.ogic added a new customer base for the Company: orthopedic spine surgeons and
neurosurgeons who perform spine procedures. This fact, in combination with a desire to quickly penetrate this new
market, led the Company in August 2000 to sign an exclusive 10-year sales agreement with DePuy AcroMed, Inc.

* (*DePuy AcroMed”), a unit of Johnson and Johnson.

The Company conducts its sales efforts for the OL1000 through a combination of direct sales
representatives and select regional sales agents. Of the Company's approximately 156 employees at December 31,
2002, approximately 52 are involved in field sales and marketing. The Company employs a Senior Vice President
of Sales, as well as five Area Vice Presidents, to manage territory sales and coordinate with the Spinalogic
distributors.

Through its specialized marketing and sales staff, the Company has initiated and maintained contracts with
over 400 third party payors for the OL1000 and SpinaLogic product lines. In addition, the Company is an approved
Medicare and Medicaid provider, which accounts for approximately 16% of total revenues.

Orthologic has not typically experienced seasonality in sales of the OL1000 or Spinal.ogic. However,
revenues from the Company’s CPM business line sold in 2001 had proven to be seasonal. Historically the strongest
quarters for the CPM business were the first and fourth quarters of the calendar year. The Company does not
expect future revenues to be affected by seasonality.



Research and Development

Individuals within the research and development department have extensive experience in the areas of
biomaterials, bioengineering, animal modeling, and cellular and molecular biology. Research and development
efforts are focused on product engineering, basic and pre-clinical research, and the design and conduct of the clinical
trials.

The research and development staff conducts in-house basic research projects in the areas of bone biology,
fracture healing, and spine fusion, directed toward the clinical applications of the Chrysalin platform technology.
The staff also supports and monitors outsourced research projects in cartilage repair and biophysical stimulation
applications in tissue engineering. Both the in-house and outsourced research and development projects provide
technical marketing support for the Company’s products and explore the development of new products and
additional therapeutic applications for existing products.

The clinical affairs group within the research and development department designs, initiates, and monitors
clinical trials. The Company’s clinical affairs and regulatory groups are engaged in a Phase III clinical trial of
Chrysalin for fracture repair, a Phase I/II clinical trial of Chrysalin for spinal fusion indication, and are pursuing
further pre-clinical studies in articular cartilage, ligament, and tendon repair.

A portion of the Company’s research and development expense is from the license payments to Chrysalis.
In 2000, the Company paid Chrysalis $2.0 million to extend its original license agreement to include all Chrysalin
orthopedic indications worldwide. In July 2001, the Company paid $1.0 million to Chrysalis to extend its
worldwide license for Chrysalin to include the rights for orthopedic “soft tissue” indications, including cartilage,
tendon and ligament repair. In March 2002, the Company made a $500,000 milestone payment to Chrysalis for
receiving clearance from the FDA to begin a Phase I/II trial for spinal fusion. A pre-payment of $250,000 was made
subsequent to year-end 2002 to Chrysalis in anticipation of a potential IND filing with the FDA for a human clinical
trial for a cartilage indication. The license agreement calls for the Company to pay certain other additional
milestone payments and royalty fees, based upon the product’s development and achievement of commercial
introduction. '

The Company's research and development expenditures totaled $3.8 million, $3.9 million and $4.7 million
the years ended December 31, 2002, 2001 and 2000, respectively.

Manufacturing

The Company assembles the OL1000 and Spinal.ogic products from parts supplied by third parties,
performs tests on the components and the assembled product, and calibrates the assembled product to specifications.
The Company purchases several components, including the magnetic field sensor employed in the OL1000 and
SpinaLogic products, from a single source. Establishing additional or replacement suppliers for this component
cannot be accomplished quickly. Other components and materials used in the manufacture and assembly of the
OL1000 and Spinal.ogic are available from multiple sources.

The Company purchases components from specialty vendors for the OrthoFrame/Mayo external fixation
product. In-house manufacturing is limited to inspection of the components and minor assembly tasks. Assembly
and packaging of the OrthoFrame/Mayo is contracted to specialty vendors.

A third party produces Chrysalin for the Company in only limited amounts. Because Chrysalin is currently
still in the clinical trial phase and not being sold to the public, it is manufactured by a sole supplier.

Competition

The orthopedic industry is characterized by rapidly evolving technology and intense competition. The
Company has common competitors for its fracture healing and spine stimulation businesses. In addition to surgical
procedures (an alternative to bone growth stimulation), other manufacturers of bone growth stimulators include
Electro-Biology, Inc. (EBI), a subsidiary of Biomet, Inc., OrthoFix International N.V., and Exogen, Inc., a
subsidiary of Smith & Nephew.

New research in orthobiologics, such as the development of growth factors like bone morphogenic proteins
as well as the Company's own work with Chrysalin, may well affect the market potential for bone growth
stimulation in the future.




With respect to external fixation devices, the Company’s primary competitors are OrthoFix, Stryker, EBI,
Smith & Nephew, Richards, Inc., Synthes, Inc. and DePuy ACE, a division of DePuy Inc.

Many of the Company’s competitors have substantially greater resources and experience in research and
development, obtaining regulatory approvals, manufacturing, marketing and sales of medical devices and services,
and therefore represent significant competition for the Company. The Company is aware that its competitors are
conducting clinical trials for other medical applications of their respective technologies. In addition, other
companies are developing or may develop a variety of other products and technologies to be used in the treatment of
fractures and spinal fusions, including growth factors, bone graft substitutes combined with growth factors, and
nonthermal ultrasound. The Company believes that competition is based on, among other factors, the safety and
efficacy of products in the marketplace, physician familiarity with the product, ease of patient use, product
reliability, reputation, price, sales and marketing capability, and reimbursement.

Any product developed by the Company that gains the necessary regulatory approvals would have to

- compete for market acceptance and market share in an intensely competitive market. An important factor in such
competition may be the timing of market introduction of competitive products. Accordingly, the relative speed with
which the Company can develop products, complete clinical testing, as well as any necessary regulatory approval
processes, and supply commercial quantities of the product to the market, will be critical to its competitive success.
There can be no assurance the Company can successfully compete on these bases. See “Item 7 - Management's
Discussion and Analysis of Financial Condition and Results of Operations — Risks Related to Our Industry.”

Patents, licenses and proprietary rights

The Company's practice is to require its employees, consultants and advisors to execute a confidentiality
and non-compete agreement upon the commencement of an employment or consulting relationship with the
Company. The agreements provide that all confidential information developed by, or made known to, an individual
during the course of the employment or consulting relationship will be kept confidential and not disclosed to third
parties except in specified circumstances. The agreements provide that all inventions conceived by the individual
relating to the Company's business while employed by the Company shall be the exclusive property of OrthoLogic.
There can be no assurance, however, that these agreements will provide meaningful protection for the Company's
trade secrets in the event of unauthorized use or disclosure of such information.

It is also the Company's policy to protect its owned and licensed technology by, among other things, filing
patent applications for the technologies that it considers important to the development of its business. The most
important intellectual property to our current product lines is the BioLogic® technology. The Company uses the
BioLogic technology in its bone growth stimulation devices through a worldwide exclusive license granted by a
corporation owned by university professors who discovered the technology. With respect to the BioLogic
technology, the delivery of such technology to the patient and specific applications of such technology, the
Company holds title to or has exclusive worldwide license of a total of 61 BioLogic patents and design patents in the
United States, France, Switzerland, Germany, Canada, Japan, Spain, United Kingdom, Italy and Australia. The
Company’s license for the BioLogic technology extends for the life of the underlying patents, which are due to
expire over a period of years beginning in 2006 and extending through 2016. Once patents expire, competitors
would be able to copy the technology and could seek such approval from the FDA to market the technology. The
BioLogic technology license covers all improvements and applies to the use of the technology for all medical
applications in humans and animals. The license provides for payment of royalties by the Company from the net
sales revenues of products using the BioLogic technology. The license agreement can be terminated for breach of
any material provision of the license.

The Company has been assigned and maintains 14 patents in the United States, Europe, Canada and Japan
covering methods for ultrasonic bone assessment and therapy by noninvasively and quantitatively evaluating the
status of bone tissue in vivo through measurement of bone mineral density, strength and fracture risk.

OrthoLogic does not own the patents to Chrysalin. Chrysalin was developed by and patented by Chrysalis
BioTechnology, Inc., a company in which OrthoLogic holds a minority equity interest. OrthoLogic obtained the
worldwide rights to use Chrysalin for all orthopedic indications through a series of licensing agreements with
Chrysalis BioTechnology, Inc.

OrthoLogic®, OrthoFrame®, SpinaLogic®, Tomorrow's Technology Today®, CaseLog®, OrthoNail ™
are federally registered trademarks of the Company.



No asset amounts are recorded in the Company’s financial statements for these patents, licenses and
property rights.

Government Regulation

The activities of the Company are regulated by foreign, federal, state and local governments. Government
regulation in the United States and other countries is a significant factor in the development and marketing of the
Company's products and in the Company's ongoing manufacturing and research and development activities. The
Company and its products are regulated by the FDA under a number of statutes, including the Medical Device
Amendments Act of 1976 to the Federal Food, Drug and Cosmetic Act, as amended, the Safe Medical Devices Acts
of 1990 and 1992, and the Food and Drug Administration Modernization Act of 1997, as amended (collectively, the
“FDC Act™).

The Company's current BioLogic technology-based products are classified as Class III Significant Risk
Devices, which are subject to the most stringent FDA review, and are required to be tested under an Investigational
Device Exemption (“IDE”) clinical trial and approved for marketing under a Pre-Market Approval ("PMA"). To
begin human clinical studies the Company must apply to the FDA for an IDE. Generally, preclinical laboratory and
animal tests are required to establish a scientific basis for granting of an IDE. Once an IDE is granted, clinical trials
can commence, which involve rigorous data collection as specified in the IDE protocol. After the clinical trial is
completed, the data is compiled and submitted to the FDA in a PMA application. FDA approval of a PMA
application occurs after the applicant has established safety and efficacy to the satisfaction of the FDA. The FDA
approval process may include review by an FDA advisory panel. Approval of a PMA application includes specific
requirements for labeling of the medical device with regard to appropriate indications for use. Among the
conditions for PMA approval is the requirement that the prospective manufacturer's quality control and
manufacturing procedures comply with the FDA regulations setting forth Good Manufacturing Practices (“GMP”).

The FDA monitors compliance with these requirements by requiring manufacturers to register with the
FDA, which subjects them to periodic FDA inspections of manufacturing facilities. In addition, the Company must
comply with post-approval reporting requirements of the FDA. If violations of applicable regulations are noted
during FDA inspections, the continued marketing of any products manufactured by the Company may be limited or
terminated. No significant deficiencies have been noted in FDA inspections of the Company's manufacturing
facilities.

The FDC Act regulates the labeling of medical devices to indicate the uses for which they are approved,
both in connection with PMA approval and thereafter, including any sponsored promotional activities or marketing
materials distributed by or on behalf of the manufacturer or seller. A determination by the FDA that a manufacturer
or seller is engaged in marketing of a product for other than its approved use may result in administrative, civil or
criminal actions against the manufacturer or seller.

The OrthoFrame/Mayo Wrist Fixator is a Class II device. If a medical device manufacturer can establish
that a newly developed device is “substantially equivalent” to a device that was legally marketed prior to May 28,
1976, the date on which the Medical Device Amendments Act of 1976 was enacted, the manufacturer may seek
marketing clearance from the FDA to market the device by filing a 510(k) pre-market notification with the agency.
The Company obtained 510(k) pre-market notification clearance from the FDA for this device.

Regulations governing human clinical studies outside the United States vary widely from country to
country. Historically, some countries have permitted human studies earlier in the product development cycle than
the United States. This disparity in regulation of medical devices may result in more rapid product approvals in
certain foreign countries than the United States, while approvals in countries such as Japan may require longer
periods than in the United States. In addition, although certain of the Company's products have undergone clinical
trials in the United States and Canada, such products have not undergone clinical studiés in any other foreign
country and the Company does not currently have any arrangements to begin any such foreign studies.

As a potential new drug product, Chrysalin would be subject to clinical trial and GMP review similar to
those described for the BioLogic technology-based products. Under the FDC Act, drug products are required to be
tested under Investigational New Drug (“IND”) Phase I, II, and III clinical trials and approved for marketing under a
New Drug Application (“NDA”). To begin human clinical trials a company must apply to the FDA for IND
approval for a product for a specific indication. Generally, pre-clinical laboratory and animal tests are required to
establish a scientific basis for granting of an IND application. Once an IND application is granted, the clinical trial
commences and involves rigorous data collection as specified in the IND protocol(s). Data from earlier phases may
need to be reviewed by the FDA before proceeding to later phases.
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After all phases of the clinical trials are completed, data is compiled and submitted to the FDA in an NDA
application. FDA approval of an NDA application occurs after the applicant has established safety and efficacy to
the satisfaction of the FDA. Approval of an NDA application includes specific requirements for labeling,
manufacturing, and controls. The approval process may include review by an FDA advisory panel. Among
conditions for NDA approval is the requirement that the prospective manufacturer’s quality control and
manufacturing procedures comply with the FDA regulations setting forth Good Manufacturing Practices.

The process of obtaining necessary government approvals is time consuming and expensive. There can be
no assurance that the necessary approvals for new products or applications will be obtained by the Company or, if
they are obtained, that they will be obtained on a timely basis. Furthermore, the Company must suspend clinical
trials upon a determination that the subjects or patients are being exposed to an unreasonable health risk. The FDA
may also require post-approval testing and surveillance programs to monitor the effects of the Company's products.
In addition to regulations enforced by the FDA, the Company is also subject to regulations under the Occupational
Safety and Health Act, the Environmental Protection Act, the Toxic Substances Control Act, the Resource
Conservation and Recovery Act and other present and potential future federal, state and local regulations. The
ability of the Company to operate profitably will depend in part upon the Company obtaining and maintaining all
necessary certificates, permits, approvals and clearances from the United States and foreign and other regulatory
authorities and operating in compliance with applicable regulations. Failure to comply with regulatory requirements
could have a material adverse effect on the Company's business, financial condition and results of operations.

Regulations regarding the manufacture and sale of the Company's current products or other products that
may be developed or acquired by the Company are subject to change. The Company cannot predict what impact, if
any, such changes might have on its business. See “Item 7 - Management's Discussion and Analysis of Financial
Condition and Results of Operations — Risks Related to Our Industry.”

Since the July 2001 sale of the CPM business, the Company no longer has products manufactured in
Canada subject to the review of the Canadian food and drug regulatory agencies.

Third Party Payment

The Company’s products provided to the patient are reimbursed by a variety of third party payors,
including Medicare and private insurers. The Company is an approved Medicare provider and is also an approved
Medicaid provider for a majority of states. The Company contracts with over 400 third party payors as an approved
provider for its fracture healing products, including the Department of Veterans Affairs, Aetna, United Health Care
and various Blue Cross/Blue Shield organizations. Because the process of obtaining reimbursement for products
through third-party payors is longer than through direct invoicing of hospitals, the Company must maintain
sufficient working capital to support operations during the collection cycle. In addition, third party payors as an
industry have undergone consolidation, and that trend appears to be continuing. The concentration of such
economic power may result in third party payors obtaining additional leverage and thus could negatively affect the
Company's profitability and cash flows.

Product Liability Insurance

The business of the Company entails the risk of product liability claims. The Company maintains a product
liability and general liability insurance policy and an umbrella excess liability policy. There can be no assurance
that liability claims will not exceed the coverage limit of such policies or that such insurance will continue to be
available on commercially reasonable terms or at all. Consequently, product liability claims could have a material
adverse effect on the business, financial condition and results of operations of the Company. The Company has not
experienced any product liability claims to date resulting from its bone growth stimulation or external fixation
products. To date, liability claims resulting from the divested CPM business have not had a material adverse effect
on the Company. See “Item 7 - Management's Discussion and Analysis of Financial Condition and Results of
Operations - Risk Related to our Business.”

Employees

As of December 31, 2002, the Company had 156 employees in its operations, including 52 in sales and
marketing, 22 in research and development clinical and regulatory affairs, 32 in reimbursement and 50 in
manufacturing, finance and administration. The Company believes that the success of its business will depend, in
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part, on its ability to identify, attract and retain qualified personnel. In the future, the Company may need to add
additional skilled personnel or retain consultants in such areas as research and development, manufacturing and
marketing and sales. None of the employees are represented by a union. The Company considers its relationship
with its employees to be good. See “Item 7 - Management's Discussion and Analysis of Financial Condition and
Results of Operations — Risks Related to Our Business.”

Item 2. Properties

The Company leases a facility in Tempe, Arizona. This facility is designed and constructed for industrial
purposes and is located in an industrial district. The Company believes the facility is suitable for the Company's
purposes and is effectively utilized. The Company has subleased approximately 17 percent of the building through
June 2005 to another company. The table below sets forth certain information about the Company's facility.

Approx.
Location Square Feet Lease Expires Description Principal Activity
Tempe 80,000 (1) ‘ 11/07 2-story, in an Assembly,

industrial park Administration

(1) Approximately 17% of the facility is subleased through June 2005.

The Company believes that the facility is well-maintained and adequate for use in the foreseeable future.

Item 3. Legal Proceedings

Settlement of Class Action Suit Norman Cooper, et al. v. OrthoLogic Corp. et al.. Maricopa County
Superior Court, Arizona, Case No. CV 96-10799, and related federal cases. During 1996, certain class actions
lawsuits were filed in the United States District Court for the District of Arizona against the Company and certain
officers and directors alleging violations of Sections 10(b) of the Securities Exchange Act if 1934 (“Exchange Act”)
and SEC Rule 10b-5 promulgated thereunder, and, as to other defendants, Section 20(a) of the Exchange Act.

In early October 2000, the parties negotiated a global settlement of the consolidated class action suits. In
return for dismissal of both class actions, and releases by a settlement class comprised of all purchasers of
OrthoLogic Common Stock during the period from January 18 through June 18, 1996, inclusive, the settlement
called for $1 million in cash and 1 million shares of newly issued OrthoLogic Common Stock. On August 17, 2001,
the superior court gave final approval of the settlement and signed and filed a judgment of dismissal of the action
with prejudice. We are not aware of any appeal from the judgment or other challenge to the final approval of the
settlement. Pursuant to the terms of the settlement, the cash portion of the settlement fund has already been paid
into the settlement fund, with the substantial portion of the $1 million paid from the proceeds of the Company’s
directors’ and officers’ liability insurance policy, and the remaining cash paid by the Company. The Company
recorded a $3.6 million charge, including legal expenses, for settlement. Pursuant to the terms of the settlement and
order of the superior court, the Company has issued and delivered 300,000 shares of Common Stock to plaintiffs’
settlement counsel as part of the plaintiffs’ counsel’s fee award. The remaining 700,000 shares remain to be
delivered to the settlement fund pending administration of the claims process under the settlement. Notices have
been sent to stockholders of record for the relevant time period to calculate the settlement pool each stockholder is to
receive.

Management believes the settlement is in the best interests of the Company and its shareholders as it frees
the Company from the cost and significant distraction of the ongoing litigation. The settlement does not constitute,
and should not be construed as, an admission that the defendants have any liability or acted wrongfully in any way
with respect to the plaintiffs or any other person.

United States of America ex rel. David Barmark v. Sutter Corp., United States Orthopedic Corp..
Orthologic Corp., et al., United States District Court, Southern District of New York, Civ Action No 95 Civ 7637.
The complaint in this matter was filed in September 1997 under the Qui Tam provisions of the Federal False Claims
Act and primarily relate to events occurring prior to the Company’s acquisition of Sutter Corporation. The
allegations relate to the submission of claims for reimbursement for continuous passive motion exercisers to various
federal health care programs. In June 2001, the U.S. Department of Justice and the Company entered into a
settlement agreement and the government’s amended complaint was dismissed with prejudice. In October 2001,




Plaintiff Barmark filed a second amended complaint, pursuing the claim independent of the U.S. Department of
Justice.

The Company filed a motion to dismiss the second amended complaint on various grounds including that
the allegations are barred because of the earlier settlement. At the present stage, it is not possible to evaluate the
likelihood of an unfavorable outcome or the amount or a range of potential loss, if any, which may be experienced
by the Company.

OrthoRehab, Inc. and OrthaMotion, Inc. v. Orthol.ogic Corporation and OrthoLogic Canada, Ltd., Superior
Court of the State of Delaware, County of New Castle, Case No. C.A. No. 01C-11-224 WCC. In November 2001,
OrthoRehab, Inc., filed a complaint in connection with its acquisition of certain assets used in the Company’s CPM
business in July 2001 alleging, among other things, that some of the assets purchased were overvalued and that the
Company had breached its contract. The case is being heard in the Superior Court of the State of Delaware. The
Company has denied the Plaintiffs’ allegations and is defending the matter vigorously. The Company has filed a
counterclaim against OrthoRehab for nonpayment of the contingent payment believed to be due and owing in
connection with OrthoRehab’s acquisition of certain assets. The matter is presently scheduled to be tried in
Delaware in June 2003. The case is currently in discovery. At the present stage, it is not possible to evaluate the
likelihood of an unfavorable outcome or the amount or a range of potential loss, if any, which may be experienced
by the Company.

In addition to the matters disclosed above, the Company is involved in various other legal proceedings that
arise in the ordinary course of business. In management’s opinion, the ultimate resolution of these other legal
proceedings are not likely to have a material adverse effect on the financial position, results of operations or cash
flows of the Company.

The health care industry is subject to numerous laws and regulations of federal, state, and local
governments. Compliance with these laws and regulations, specifically those relating to the Medicare and Medicaid
programs, can be subject to government review and interpretations, as well as regulatory actions unknown and
unasserted at this time. Recently, federal government activity has increased with respect to investigations and
allegations concerning possible violations by health care providers of regulations, which could result in the
imposition of significant fines and penalties, as well as significant repayments of previously billed and collected
revenues from patient services. Management believes that the Company is in substantial compliance with current
laws and regulations.

Item 4. Submission of Matters to a Vote of Security Holders

Not applicable.




PART II

Item 5. Market for the Registrant’s Common Equity and Related Stockholder Matters

Market Information. The Company’s Common Stock commenced trading on the NASDAQ National
Market on January 28, 1993 under the symbol “OLGC.” The bid price information included herein is derived from
the NASDAQ Monthly Statistical Report, represents quotations by dealers, may not reflect applicable markups,
markdowns or commissions and does not necessarily represent actual transactions.

2002 2001
High  Low High Low
First Quarter $5.7400 $4.4700 $4.4375 $2.8438
Second Quarter $5.9500 $4.5100 $4.5000 $3.0000
Third Quarter $5.5000 $3.6900 $4.4600 $3.2500
Fourth Quarter $4.2500 $3.2200 $5.2800 $3.2000

As of March 12, 2003, 32,873,571 shares of the Common Stock of the Company were outstanding and held
by approximately 843 stockholders of record.

Dividends. The Company has never paid a cash dividend on its Common Stock. The Board of Directors
currently anticipates that all the Company’s earnings, if any, will be retained for use in its business and does not
intend to pay any cash dividends on its Common Stock in the foreseeable future.

Equity Compensation Plan Information. In January 2002 the Securities and Exchange Commission
adopted new rules for the disclosure of equity compensation plans. The purpose of the new rules is to summarize
the potential dilution that could occur from past and future equity grants under all equity compensation plans. The
following provides tabular disclosure of the number of securities to be issued upon the exercise of outstanding
options, the weighted average exercise price of outstanding options, and the number of securities remaining
available for future issuance under equity compensation plans, aggregated into two categories — plans that have been
approved by stockholders and plans that have not.

Number of
Securities Remaining
Available for Future

Number of Weighted-average Issuance Under
Securities to be Exercise Price of Equity Compensation
Issued upon Outstanding Plans (Excluding
Exercise of Outstanding Options and Securities Reflected
Plan Category Options and Warrants Warrants in 1st Column)
Equity compensation plans 3,583,037 $ 4.45 506,489
approved by stockholders
Equity compensation plans 500,000 2.92 -
not approved by stockholders
Total 4,083,037 $ 4.26 506,489
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Ttem 6. Selected Financial Data

SELECTED FINANCIAL DATA

The selected financial data for each of the five years in the period ended December 31, 2002, are derived

from audited financial statements of the Company. The selected financial data should be read in conjunction with

the Financial Statements and related Notes thereto and other financial information appearing elsewhere herein and

the discussion in “Management’s Discussion and Analysis of Financial Condition and Results of Operations.” The
Company sold its CPM business unit on July 11, 2001.

Years Ending December 31,

STATEMENTS OF OPERATIONS DATA 2002(1) 2001(2) 2000(3) 1999 1998

(in thousands, except per share amounts)

Total revenues $ 40,380 $ 62356 $ 90,080 $ 83,232 $ 75,369

Total cost of revenues 6,158 11,349 18,289 18,504 17,693

Operating expenses
Selling, general and administrative 26,560 46,467 71,580 61,936 72,011
Research and development 3,765 3,889 4,690 2,860 2,920
Restructuring and other charges - - - (216) (399)
CPM divestiture and related charges (1,047) 14,327 - - -
Legal settlements - - 4,499 - -
Write-off of goodwill - - 23,348 - -

Net gain from discontinuation

of the co-promotion agreement - - (844) - -
Total operating expenses 29,278 64,683 103,273 64,580 74,532
Operating profit (loss) 4,953 (13,676)  (31,482) 148  (16,856)
Other income 661 594 303 148 354
Income tax provision 6) (12) (12) (58) (100)
Net income (loss) 5,608 (13,094)  (31,191) 238 (16,602)
Accretion of non-cash preferred stock dividend - - - (824) (1,236)
Net income (loss) applicable to common $ 5608 §$ (13,094) $ (31,191) $ (586) $ (17,838)
stockholders
Net income (loss) per common share basic $ 017 $ 042) $ (1.04) $ (0.02) $ (071
Net income (loss) per common share diluted $ 017 § 042) $§ (104 $ (0.02) $ (071
Basic shares outstanding 32,642 31,464 29,855 26,078 25,291
Equivalent shares 731 - - - -
Diluted shares outstanding 33,373 31,464 29,855 26,078 25,291
1. Total operating expenses in 2002 were reduced by $1.0 million as a result of better than anticipated collection
of CPM accounts receivable than what had been originally estimated when the CPM business was sold in July
2001. Also, during 2002 the Company paid a $500,000 milestone payment to Chrysalis that was recorded as a
research and development expense.
2. The net loss in 2001 includes $14.3 million of CPM divestiture and related charges, and a $1.0 million payment
to Chrysalis recorded as research and development expense for a license extension for Chrysalin.
3. The net loss in 2000 includes charges of $4.5 million for the class action legal settlement and other legal

settlements; $27.3 million of additional expenses related to the CPM business comprised of the write-off of
impaired goodwill, adjustments to accounts receivable, and other legal settlements; and $2.0 million of research
and development expense paid to Chrysalis to obtain additional Chrysalin rights. Also, during 2000 the
Company recorded a $844,000 net gain from the discontinuation of the Co-Promotion Agreement for Hyalgan.
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Years Ended December 31,

BALANCE SHEET DATA 2002 2001 2000 1999 1998

(in thousands)

Working capital $39,584 $40,039 $43,056 $40,865 $38,817
Total assets 53,420 49,442 65,035 92,203 93,980
Long term liabilities, less current maturities 352 287 88 209 196
Stockholders’ equity 48,233 41,896 51,910 73,054 68,225

Item 7. Management’s Discussion and Analysis of Financial Conditions and Results
of Operations

Overview

The Company’s principal business is the sale of the OL1000 and SpinaLogic bone growth stimulation
devices.

Use of estimates. The preparation of the financial statements in conformity with accounting principles
generally accepted in the United States of America 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 revenue and expenses during the reporting period. These
estimates and assumptions form the basis for the carrying values of assets and liabilities. On an on-going basis, the
Company evaluates these estimates, including those related to allowance for doubtful accounts, sales adjustments
and discounts, investments, inventories, income taxes, contingencies and litigation. Management bases its estimates
on historical experience and various other assumptions and believes its estimates are reasonable under the
circumstances, the results of which form the basis for making judgments about the carrying values of assets and
liabilities not readily apparent from other sources. Under different assumptions and conditions, actual results may
differ from these estimates.

Critical Accounting Policies and Estimates

Allowance for Doubtful Accounts. The allowance for doubtful accounts (approximately $3.1 million
and $5.8 million at December 31, 2002 and 2001, respectively) are based primarily on trends in historical collection
rates, consideration of current events, payor mix and other considerations. On a quarterly basis, the Company
evaluates historical collection trends and tracks the percent of billings that are typically received by the first month
after billing, the second month, etc. This quarterly analysis of collections allows the Company to develop trends and
expectations for collection rates based on product, payor category and date of billing. If the Company identifies any
change in the collection rate or anticipates that future trends will not correspond to previous collection experience,
the reserve is adjusted to correspond with the expected change. The Company derives a significant amount of its
revenues in the United States from third-party payors, including Medicare and certain commercial insurance
carriers, health maintenance organizations, and preferred provider organizations. Amounts paid under these plans
are generally based on fixed or allowable reimbursement rates. Accounts receivable are recorded at the expected or
pre-authorized reimbursement rates. Billings are subject to review by third-party payors and may be subject to
adjustments. Any differences between estimated reimbursement and final determinations are reflected in the period
finalized. In the opinion of management, adequate allowances have been provided for doubtful accounts. 1f the
financial condition of the third-party payors were to deteriorate, resulting in an inability to make payments, or the
other considerations underlying the estimates were to change, additional allowances might be necessary.

Revenue recognition. Revenue is recognized for sales of the OL1000 and Spinalogic products at the
time the product is delivered to and accepted by the patient, as verified by the patient signing a “Patient Agreement
Form” accepting financial responsibility. If the sale of either product is to a commercial buyer, a purchase order is
required, and the revenue is recognized at the time of shipment to the commercial buyer. The Company’s shipping
terms are FOB shipping point. The amount of revenue recorded at the time of sale, net of sales discounts and
contractual adjustments, is based on contractual terms. If the Company does not have a contract with the third-party
payor then the amount of revenue recorded is the pricing expected to be approved by the third-party payor based on
historical experience with that payor. The Company records differences, if any, between the net revenue amount
recognized at the time of the sale and the ultimate pricing by the primary third-party payor as an adjustment to sales
in the period the Company receives payments from the third-party payor or earlier if the Company becomes aware
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of circumstances that warrant a change in estimate. In the opinion of management, adequate allowances have been
provided for sales discounts and contractual adjustments

The Company recognizes royalties from the Co-Promotion Agreement of Hyalgan, based on a flat royalty
fee of $5 for each unit distributed by Hyalgan’s distributor between January 1, 2001 and December 31, 2002, in
accordance with the termination agreement with Hyalgan’s distributor.

Inventory Valuation. The Company writes-down its inventory for inventory shrinkage and obsolescence.
Inventory is written down to estimated market value based on a number of assumptions, including future demand
and market conditions. If actual conditions used in determining these valuations change, future additional inventory
write-downs would be necessary.

Income Taxes. Under Financial Accounting Standards Board (“FASB”) Statement of Financial
Accounting Standards (“SFAS”) No. 109, “Accounting for Income Taxes,” income taxes are recorded based on
current year amounts payable or refundable, as well as the consequences of events that give rise to deferred tax
assets and liabilities. We base our estimate of current and deferred taxes on the tax laws and rates that are currently
in effect in the appropriate jurisdiction. Changes in tax laws or rates may affect the current amounts payable or
refundable as well as the amount of deferred tax assets or liabilities.

SFAS No. 109 requires that a valuation allowance be established when it is more likely than not that all or a
portion of a deferred tax asset will not be realized. Changes in valuation allowances from period to period are
included in our tax provision in the period of change. In determining whether a valuation allowance is required, we
take into account all evidence with regard to the utilization of a deferred tax asset including our past earnings
history, expected future earnings, the character and jurisdiction of such earnings, unsettled circumstances that, if
unfavorably resolved, would adversely affect utilization of a deferred tax asset, carryback and carryforward periods,
and tax strategies that could potentially enhance the likelihood of realization of a deferred tax asset.

The Company has accumulated approximately $64 million in federal and state net operating loss
carryforwards (“NOLs”) and approximately $800,000 of general business and alternative minimum tax credit
carryforwards. Management has evaluated the available evidence about future taxable income and other possible
sources of realization of deferred tax assets and has established a valuation allowance of approximately $32.5
million at December 31, 2002. The valuation allowance reduces deferred tax assets to an amount that management
believes will more likely than not be realized. We believe that the net deferred tax asset of $2.6 million at December
31, 2002, will be realized based primarily on our projected future earnings. However the amount of the deferred tax
assets actually realized could differ if we have little or no future earnings. In the event the Company determines it is
unable to realize deferred tax assets in the future, an adjustment to the deferred tax asset and charge to income would
be necessary in the period such a determination is made.

Investment in Chrysalis. The Company owns a minority ownership interest in Chrysalis, which is
recorded at cost. Chrysalis is not publicly traded so it is difficult to determine the value of the investment. However,
the Company does not believe the value of its investment has been impaired. Should sometime in the future the
investment be determined to be permanently impaired, a charge to income would be recorded in the period such a
determination is made.

Lease Cost. The Company leases its headquarters facility in Tempe, Arizona under an operating lease
arrangement. This lease has an expiration date of November 2007. As a result of the Company’s sale of its CPM
business during 2001 the Company occupies approximately 50% of all the available lease space. The Company had
subleased the unused space to the purchaser of the CPM business. The sublease expired in 2002. While the
Company believes the facility is well maintained and adequate for use in the foreseeable future, there can be no
guarantee that a different lessee will assume the remaining lease obligation. The Company recorded a charge of
$400,000 in the guarter ended September 30, 2002 to establish a reserve for the period the available sublease space
is anticipated to be vacant. The Company has a sublease agreement for approximately 17 percent of the building
with a different subtenant through June 2005.
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Results of Operations Comparing Year Ended December 31, 2002 to 2001

Overview. In July 2001, the Company sold its CPM and related ancillary product business. The
Statement of Operations of the Company includes the CPM business through the sales date of July 11, 2001.

Revenue. Revenues from net sales decreased from $41.5 million during 2001 to $38.2 million in 2002.
Net sales are comprised of sales of the OL1000, Spinal.ogic, and for a portion of 2001 before the sale of the CPM
business, orthopedic rehabilitation equipment and ancillary products. Net sales for the OL1000 increased from
$15.9 million in 2001, to $19.2 million in 2002. Net sales for Spinal.ogic increased from $14.6 million in 2001 to
$19.0 million in 2002. Net sales for the CPM business were $11.0 million in 2001 with no sales in 2002. Sales
recorded for both bone growth stimulation products increased by 25.2% from $30.5 million in 2001 to $38.2 million
in 2002. The Company believes the significant increase in bone growth stimulation sales signifies a growth in
market share for both the OL1000 and Spinalogic products.

Net rental revenues for the CPM equipment were $17.8 million in 2001, with no CPM rental revenue in
2002.

Hyalgan royalty revenue was $2.2 million in 2002 compared to $3.0 million in 2001, reflecting the
termination of the Co-Promotion Agreement for Hyalgan in the fourth quarter of 2000. Under the 1997 Co-
Promotion Agreement, the Company had exclusive rights to market Hyalgan to orthopedic surgeons in the United
States. In 2000, the Company and Hyalgan’s distributor mutually decided to terminate this Co-Promotion
Agreement and provided for certain royalty payments to continue to the Company through 2002. The Company
anticipates no additional royalty payments.

OrthoLogic’s total revenues decreased 35.3% from $62.4 million in 2001 to $40.4 million in 2002. The
decrease in sales is attributed to the divestiture of the CPM business in July 2001 and the decrease in the royalty
payments under the Hyalgan termination agreement. Sales of the continuing products increased by 25.2% in 2002
over 2001 as described above. :

Cost of revenues. Cost of revenues declined from $11.3 million to $6.2 million in 2001 and 2002,
respectfully. The cost of revenue in 2001 included $5.8 million for the divested CPM products. The cost of
revenues, as a percentage to total revenue, improved from 18.2% in 2001 to 15.2% in 2002. This improvement in
the cost of revenues is attributed to the divestiture of the CPM business in 2001, which had a higher cost of revenues
than the bone growth stimulation business.

Gross Profit. Gross profit decreased from $51.0 million in 2001 to $34.2 million in 2002. The majority
of the gross profit decrease of $16.8 million is a result of the divestiture of the CPM business, which produced a
gross profit of $23.1 million prior to the sale in July 2001. Gross profits, as a percentage of total revenues, increased
from 81.8% in 2001 to 84.8% in 2002. The gross profit as a percentage of total revenue was 79.9% in 2001 for the
CPM product line. The improvement in gross margins between 2001 and 2002 is due to the change in product mix
to higher margin products.

Selling, General and Administrative (“SG&A”) Expenses. SG&A expenses decreased 42.8% from
$46.5 million in 2001 to $26.6 million in 2002. The decrease is mainly attributable to the sale of the CPM business
and the variable expenses related to that business, such as commissions, bad debt, advertising and support staff
expenses. SG&A expenses, as a percentage of total revenues, were 65.8% in 2002 and 74.5% in 2001. The
Company recorded a charge of $400,000 in the quarter ended September 30, 2002 to establish a reserve for sub-
lease space anticipated to be vacant after the purchaser of the CPM business vacated the building at the conclusion
of its lease. The Company believes the comparison of the SG& A expense for the year-ended December 31, 2002 to
the year ended December 31, 2001 is not meaningful due to the costs associated with the divested CPM operation.

Research and Development Expenses. Research and development expenses were $3.8 miilion in 2002
compared to $3.9 million in 2001. In 2002, the Company paid a milestone payment of $500,000 to Chrysalis for
receiving clearance from the FDA to begin a Phase I/ clinical trial for spinal fusion. In 2001, the Company paid
$1.0 million to Chrysalis to extend its worldwide license to include the rights to orthopedic “soft tissue” indications,
including cartilage, tendon and ligament repair. Research and development costs, as a percentage of total revenue,
were 6.2% in 2001 and 9.4% in 2002. A significant portion of the 2002 and 2001 research and development
expense is attributed to the continuation and expansion of the Chrysalin clinical trials. Research and development
expenses for 2002 are primarily for the overall Chrysalin product platform, which include pre-clinical studies in
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cartilage and continuation of the Phase I/I1 human clinical trial under an IND for spinal fusion and the Phase II1
human clinical trial for an IND for fracture repair.

CPM Divestiture and Change in Estimated Collectability of CPM Receivables. In January 2001,
the Company announced plans to divest its CPM business to refocus the Company on its core business of fracture
healing and spinal repair. The sale of the CPM business was completed in July 2001 for $12.0 million in cash, with
the assumption of approximately $2.0 million in liabilities by the buyer. The Company retained and did not sell the
CPM invoiced receivables. The Company may receive up to an additional $2.5 million in cash, if certain objectives
are achieved by the purchaser of the CPM business. OrthoLogic is currently in litigation with the purchaser
regarding this $2.5 million contingent payment and other matters. The litigation is described in greater detail in
Note 10 of the Consolidated Financial Statements. The Company has not recorded the additional contingent
consideration in the Company’s financial statements because it is the subject of a dispute with the purchaser of the
CPM business.

In the second quarter of 2001, the Company recorded a $14.3 million charge related to the CPM divestiture.
The charge included $6.9 million to write down the value of the CPM assets to fair value less direct selling costs,
$2.8 million for a change in estimate regarding the collectability of the retained accounts receivable, $3.3 million for
employee severance, and $1.4 million for related exit costs.

The Company recorded the $6.9 million charge to write down the CPM assets to their fair value less direct
costs of selling the assets. Fair value was assessed to be the total consideration received for the CPM net assets in
the sale that closed on July 11, 2001. The Company had previously received non-binding letters-of-intent, which
had indicated higher values for the CPM net assets to be sold, but negotiations that ensued during the second quarter
of 2001 resulted in a lower final sales price for the CPM net assets that were sold.

The Company retained all the invoiced accounts receivable related to the CPM business. The net carrying
amount reflects a $2.8 million charge recorded in the second quarter of 2001 to increase the allowance for doubtful
accounts, The collection staff and supervisors previously responsible for the collection of these receivables were
part of the employee team hired by the purchaser of the CPM business. The purchaser requested an accelerated
transition plan to hire the majority of the Company’s collection team following the divestiture. The loss of
experienced personnel, without a sufficient period to hire and train new staff, changed the Company’s estimate of
what would be collectable of the retained CPM accounts receivable.

At December 31, 2001, the Company had collected $10.2 million of the $10.8 million of retained CPM
receivables. During 2002, collection of these receivables was better than anticipated. Based on the improved
collection trends, the Company revised its estimate and increased the estimated total collections by $600,000,
$226,000 and $221,000 in the quarters ended March 31, 2002, June 30, 2002 and September 30, 2002, respectively.
The effect of these changes in estimate resulted in additional income during 2002 and is included in the “CPM
Divestiture and Related Charges” line item in the 2002 Statement of Operations. At December 31, 2002, the
carrying value of the remaining CPM accounts receivable was approximately $90,000.

In connection with the sale of the CPM business, the Company eliminated approximately 331 of the
Company’s 505 positions. A charge of approximately $3.3 million is included in the “CPM divestiture and related
charges” for the severances paid to terminated employees. The Company also recorded additional exit charges of
approximately $1.4 million for CPM commissions, write offs of concessions for prepaid rents, space build out costs
relating to the purchaser’s sublease with the Company and other similar charges, and other CPM related prepaid
expenses for which no future benefits were expected to be received.
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A summary of the severance and other reserve balances at December 31, 2002 and 2001 are as follows (in
thousands):

Reserves Amount Charged Cash Reserves
December 31, 2001  Against Assets Paid December 31, 2002
Severance $ 046 % - $ (785) $ 161
Other exit costs 76 27 49
Total non-recurring charges $ 1,022 § - $ (812) § 210

Initial Amount Charged Cash Reserves

Reserves Against Assets Paid December 31, 2001
Severance $ 3,300 $ -3 (2,354) $ 946
Other exit costs 1,387 (245) (1,066) 76
Total non-recurring charges $ 4,687 $ (245) $ (3,420) $ 1,022

Cash requirements for the severance and exit costs were funded from the Company’s current cash balances.

Subsequent to the sale, the Company is no longer in the CPM business. Substantially all costs, expenses
and impairment charges related to CPM exit activities were recorded prior to the end of the second quarter of 2001.
The revenue and cost of revenue attributable to the CPM business for the year ended December 31, 2001 were
approximately (in thousands):

Year ended
December 31, 2001
Net sales $ 11,029
Net rental 17,831
Total net revenue 28,860
Cost of sale 2,219
Cost of rental 3,590
Gross profit $ 23,051

Most operating expenses were not directly allocated between the Company’s various hines of business.

Other Income. Other income in 2002 and 2001 consisted primarily of interest income. Other income
increased from $594,000 in 2001 to $706,000 in 2002 as a result of interest earned on the proceeds from the mid
year sale of the CPM business.

Net Income (Loss). The Company had net income in 2002 of $5.6 million compared to a net loss of $13.1
million in 2001. The net income in 2002 was the result of the (1) higher sales of bone growth stimulation products,
(2) non-recurring Hyalgan royalty revenues of $2.2 million with no associated cost of revenue expenses and (3) a
recovery of $1.0 million of CPM receivables previously estimated as unrecoverable.

Results of Operations Comparing Year Ended December 31, 2001 to 2000

Overview. In July 2001, the Company sold its CPM and related ancillary product business. The Statement
of Operations of the Company includes the CPM business for all of 2000 and only a portion of 2001.

Revenues. Net sales recorded for the bone growth stimulation products increased by 48.8% from $20.5
million in 2000 to $30.5 million in 2001. The increase in net sales is related to the introduction of SpinaLogic in
2000, a new OL1000 model (OL1000 SC) in 2001, and changes in Medicare guidelines for reimbursement of bone
growth stimulators enacted in 2000 that allow doctors to prescribe the bone growth simulators earlier in a patient’s
care. Net sales on the CPM products declined by 48.1% from $21.2 million in 2000 to $11.0 million in 2001
because of the sale of the CPM business. The net sales for bone growth stimulation products nearly offset the
decrease in net sales for the CPM products with total net sales for the Company only declining slightly from $41.7
million in 2000 to $41.5 million in 2001.
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Net rental revenues declined by 54.5% from $39.1 million in 2000 to $17.8 million in 2001 due to the sale
of the CPM business.

Hyalgan royalty revenue was $3.0 million in 2001 compared to Hyalgan co-promotion fees of $9.3 million
in 2000, reflecting the termination of the Co-Promotion Agreement with Hyalgan’s distributor in the fourth quarter
of 2000. Under the 1997 Co-Promotion Agreement, OrthoLogic had exclusive rights to market Hyalgan to
orthopedic surgeons in the United States. In the fourth quarter of 2000, the Company and Hyalgan’s distributor
mutually decided to terminate this Co-Promotion Agreement.

Cost of revenues. Cost of revenues declined from $18.3 million in 2000 to $11.3 million in 2001. The cost
of revenues, as a percentage to total revenue, improved from 20.3% in 2000 to 18.2% in 2001. This improvement in
the cost of revenues is attributed to the divestiture of the CPM business in 2001, which had a higher cost of revenues
than the bone growth stimulation business.

Gross Profit. Gross profit decreased from $71.8 million in 2000 to $51.0 million in 2001, primarily due to
the lower revenues resulting from the divestiture of the CPM business. Gross profits, as a percentage of total
revenues increased from 79.7% in 2000 to 81.8% in 2001. Gross profits from the CPM business declined from
$46.2 million in 2000 to $23.0 million in 2001 due to the sale of the CPM business.

Selling, General and Administrative (“SG&A”) Expenses. SG&A expenses decreased 35.1% from $71.6
million in 2000 to $46.5 million in 2001. The decrease is partially attributed to the sale of the CPM business and the
variable expenses related to that business such as commissions, bad debt, advertising and support staff expenses. In
addition, in 2000, the Company recorded a charge of approximately $3.0 million for additional bad debt related to
older CPM receivables as a result of a change in estimated collection rates. SG&A expenses, as a percentage of
total revenues, were 74.5% in 2001 and 79.5% in 2000 due to the sale of the CPM business. The SG&A expense for
2001 is not comparable to 2000 due to the costs associated with the divested CPM operations.

Research and Development Expenses. Research and development expenses were $3.9 million in 2001, a
decline of $800,000 compared to 2000. This decline is due to higher research and development expenses in 2000
because of a $2 million payment to Chrysalis to expand the Company’s license agreement to include all Chrysalin
orthopedic indications worldwide. Research and development expenses as a percentage of revenue increased from
5.2% in 2000 to 6.2% in 2001. In 2001, the Company paid $1.0 million to Chrysalis to extend the worldwide
license to include the rights to orthopedic “soft tissue” indications, including cartilage, tendon and ligament repair.
A significant portion of the 2001 research and development expense is attributed to the continuation of the Chrysalin
clinical trials.

CPM Divestiture and Related Charges. In January 2001, the Company announced plans to divest its CPM
business to refocus the Company on its core business of fracture healing and spinal repair. The sale of the CPM
business was completed in July 2001 for $12.0 million in cash, with the assumption of approximately $2.0 million in
liabilities by the buyer.

In the second quarter of 2001, the Company recorded a $14.3 million charge related to the CPM divestiture.
The charge included $6.9 million to write down the value of the CPM assets to fair value less direct selling costs,
$2.8 million for a change in estimate regarding the collectability of the retained accounts receivable, $3.3 million for
employee severance, and $1.4 million for related exit costs.

The revenue and cost of revenue attributable to the CPM business for the years ended December 31, 2001
and 2000 were approximately (in thousands):
Years ended
December 31,

2001 2000
Net sales $ 11,029 $ 21,189
Net rental 17,831 39,070
Total net revenue 28,860 60,259
Cost of sale 2,219 6,206
Cost of rental - 3,590 7,897
Gross profit $ 23,051 $ 46,156

Most operating expenses were not directly allocated between the Company’s various lines of business.

Legal Sertlements. In 2000, the Company recognized an expense of $3.6 million as a result of the
settlement agreement reached in the class action lawsuit and expensed $941,000 related to other legal settlements.
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Write off of Goodwill. In January 2001, the Company announced plans to divest its CPM business to
refocus the Company on its core business of fracture healing and spinal repair. After careful consideration, the
Board felt the emphasis on the rehabilitation segment of the orthopedic business no longer fit the Company’s long-
term strategic plan.

Letters of intent and results of discussions with parties interested in the CPM business during the fourth
quarter of 2000 and first quarter of 2001 indicated that the fair value of the CPM assets were below their carrying
amount. Management considered this information to be an impairment indicator that should subject the CPM assets
to impairment testing under Statement of Financial Accounting Standard No. 121, Accounting for the Impairment of
Long Lived Assets and for Long Lived Assets to Be Disposed. Consequently, as of December 31, 2000, the
Company performed the recoverability test prescribed in SFAS No. 121. The results of the Company’s
recoverability test indicated that the $23.3 million goodwill balance was fully impaired and that all of the tangible
assets of the CPM business were recoverable. Consequently, the Company recorded a $23.3 million goodwill
impairment charge in the fourth quarter of 2000.

Net Gain from discontinuation of Co-Promotion Agreement. The Company entered into an exclusive Co-
Promotion Agreement with Sanofi Pharmaceuticals Inc. at a cost of $4.0 million on June 23, 1997, for purpose of
marketing Hyalgan, a hyaluronic acid sodium salt, to orthopedic surgeons in the United States for the treatment of
pain in patients with osteoarthritis of the knee.

The Company's sales force began to promote Hyalgan in the third quarter of 1997. Fee revenue of $9.3 and
$8.3 million was recognized during 2000 and 1999. In the fourth quarter of 2000, the Company and Hyalgan’s
distributor mutually agreed to terminate this Co-Promotion Agreement. The Company returned the rights to sell
Hyalgan back to Hyalgan’s distributor. The Company received $3.0 million in cash in 2000 and $1.0 million in cash
in the first quarter of 2001 to complete a successful transition of the business back to Hyalgan’s distributor by
January 1, 2001, and received continuing royalties through 2002.

The Company had no further obligation to Sanofi after December 2000. As a result, the Company
recognized the entire $4.0 million payment as a component of the net gain of $844,000. At the time the termination
agreement was signed, the carrying value of the investment in the Co-Promotion Agreement was $3.2 million. The
net gain of $844,000 was calculated as the difference between the $4.0 million of cash proceeds received from
Hyalgan’s distributor and the carrying amount of the investment. The net gain was recognized in the fourth quarter
of 2000.

Other Income. Other income in 2001 and 2000 consisted primarily of interest income. Other income
increased from $303,000 in 2000 to $594,000 as a result of interest earned on the proceeds from the mid-year sale of
the CPM business.

Net Loss. The Company had a net loss in 2001 of $13.1 million compared to a net loss of $31.2 million in
2000. The significant decline in net loss is attributed to a one-time goodwill write off of $23.3 million in 2000 and
legal settlement expenses of $4.5 million discussed above, partially offset by the CPM divestiture and related
charges of $14.3 million in 2001.

Liquidity and Capital Resources

The Company has financed its operations through the public and private sales of equity securities and from
operating cash flows.

At December 31, 2002, the Company had cash and cash equivalents of $11.3 million, compared to $19.5
million at December 31, 2001. The Company also has short-term investments of $18.7 million at December 31,
2002 compared to $11.0 million at December 31, 2001. The Company also had long-term investments of $5.7
million at December 31, 2002.

Net cash provided by operations during 2002 was $5.3 million compared to $9.9 million in 2001. This
decrease was primarily attributed to (1) collections on the accounts receivable balance in 2001 after the CPM sale,
(2) an increase in inventories in 2002 compared to a decrease in inventories in 2001, and (3) a payout of CPM
divestiture related liabilities in 2002. These decreases in net cash provided by operations were partially offset by a
net income of $5.6 million in 2002 compared to net income {excluding the CPM divestiture) of $1.2 million in 2001.
Net cash provided by operations during 2001 was $9.9 million compared to $1.5 million in 2000. This increase was
primarily attributed to (1) a decline in net losses from $31.2 million in 2000 to $13.1 million in 2001; and (2) a
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decrease in accounts receivable of $10.7 million in 2001, offset by a decrease in accrued and other current liabilities
by $4.8 million during 2001 primarily as a result of the CPM divestiture.

The Company also has available a $4.0 million accounts receivable revolving line of credit with a bank.
Under the line of credit, the Company may borrow up to 75% of the eligible accounts receivable, as defined in the
agreement. The interest rate is at the prime rate. Interest accruing on the outstanding balance and a monthly
administration fee is due in arrears on the first day of each month. The line of credit expires February 28, 2005.
There are certain financial covenants and reporting requirements associated with the credit facility. The financial
covenants include (1) requirements to maintain tangible net worth of not less than $30 million, (2) requirement for a
quick ratio of not less than 2.0 to 1.0, (3) requirements to maintain a debt to tangible net worth ratio of not less than
0.50 to 1.0, and (4) a requirement that capital expenditures will not exceed more than $7.0 million dollars during any
fiscal year. The Company has not utilized this line of credit. As of December 31, 2002, the Company is in
compliance with all the financial covenants.

The Company does not expect to make significant capital investments in 2003 but anticipates additional
research and development expenditures related to the anticipated clinical trials for Chrysalin in fracture repair, spinal
fusion and further studies in articular cartilage repair. The Company anticipates that its cash and short term
investments, cash from operations and the funds available from its $4.0 million line of credit will be sufficient to
meet the Company’s presently projected cash and working capital requirements for the next 12 months. The timing
and amounts of cash used will depend on many factors, including the Company’s ability to continue to increase
revenues, reduce and control its expenditures, maintain profitability from operations and collect amounts due from
third party payors. Additional funds may be required if the Company is not successful in any of these areas.

In August 2001, the Company announced that its Board of Directors authorized a repurchase of up to 1
million shares of the Company’s outstanding shares over the subsequent 12 months. The repurchased shares are
held as treasury shares to reduce the dilution from the Company stock option plans. As of December 31, 2002, the
Company had repurchased 41,800 shares at a cost, net of fees, of $137,300 or an average price of $3.28 per share.
The repurchase period ended in August 2002.

Subsequent to year-end December 31, 2002, on March 6, 2003, the Company announced that it had
authorized a repurchase of up to one million shares of the Company’s outstanding shares over the next 12 months.
The repurchased shares will be held as treasury shares and used in part to reduce the dilution for the Company stock
plans.

The Company has been named as a defendant in certain lawsuits and product liability claims. Management
believes that the allegations are without merit and will vigorously defend them. No costs related to the potential
outcome of these actions have been accrued. See “Ttem 3 -Legal Proceedings.”

The following table sets forth all known commitments as of December 31, 2002 and the year in which these
commitments become due or are expected to be settled (in thousands):

Year Operating Leases Accounts Payable Total
and Accrued Liabilities
2003 $ 1,078 $ 4,835 $ 5,913
2004 $ 1,078 - $ 1,078
2005 $ 1,078 - $ 1,078
2006 $ 1,078 - 3 1,078
2007 $ 989 - $ 989
Total $ 5,301 $ 4,835 3 10,136

Approximately, 17% of the leased facility is subleased through June 2005, which will offset approximately
10% of the lease commitments listed above.

Risks

The Company may from time to time make written or oral forward-looking statements, including
statements contained in the Company’s filings with the Securities and Exchange Commission and its reports to
stockholders. This Report contains forward-looking statements made pursuant to the “safe harbor” provisions of the
Private Securities Litigation Reform Act of 1995. In connection with these “safe harbor” provisions, the Company
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identifies important factors that could cause actual results to differ materially from those contained in any forward-
looking statements made by or on behalf of the Company. Any such forward-looking statement is qualified by
reference to the following cautionary statements.

Risks Related to Our Industry

The Company is in a highly regulated field and we must obtain government approval before selling any new
products.

The Federal Drug Administration and comparable agencies in many foreign countries and in state and local
governments impose substantial limitations on the introduction of medical devices through costly and time-
consuming laboratory and clinical testing and other procedures. The process of obtaining FDA and other required
regulatory approvals is lengthy, expensive and uncertain. Moreover, regulatory approvals, if granted, typically
include significant limitations on the indicated uses for which a product may be marketed. In addition, approved
products may be subject to additional testing and surveillance programs required by regulatory agencies, and
product approvals could be withdrawn and labeling restrictions may be imposed for failure to comply with
regulatory standards or upon the occurrence of unforeseen problems following initial marketing.

The Company’s current and future products and manufacturing activities are and will be regulated under
the Medical Devices Amendment Act of 1976 to the Federal Food, Drug and Cosmetics Act, as amended, the Safe
Medical Devices acts of 1990 and 1992, and the Food and Drug Administration Modernization Act of 1997, as
amended, (collectively the “FDC Act”). The Company’s current BioLogic technology-based products and fracture
fixation devices are marketed for their current uses with clearance from the FDA. Before the Company is able to
market these products for any other use, it would have to seek the approval of the FDA, which may require lengthy
and costly testing and review by the FDA. In addition, the FDA may, if it believes the Company’s products have
problems unforeseen at the time of the initial approval, require additional testing to retain FDA approval.

Chrysalin, as a new drug, is subject to the most stringent level of FDA review. The Company has received
authorization to begin human clinical trials for fracture repair and spinal fusion indications and is currently seeking
approval to conduct human testing for articular cartilage repair. Even if the results of the current clinical trials are
favorable, there can be no guarantee that the FDA will grant approval of Chrysalin for the indicated uses or if it will
do so in a timely manner. In addition, changes in existing regulations or interpretations of existing regulations or
adoption of new or additional restrictive regulations could prevent or delay obtaining regulatory approvals.

The Company must adhere to current and evolving regulatory compliance standards in order to maintain the
approval to sell its products.

The Company is also required to adhere to applicable requirements for FDA Good Manufacturing
Practices, to engage in extensive record keeping and reporting and to make available its manufacturing facilities for
periodic inspections by governmental agencies, including the FDA and comparable agencies in other countries.
Failure to comply with these and other applicable regulatory requirements could result in, among other things,
significant fines, suspension of approvals, seizures or recalls of products, or operating restrictions and criminal
prosecutions. From time to time, the Company receives letters from the FDA regarding regulatory compliance. The
Company has responded to all such letters and believes all issues raised in such letters have been resolved.

If the Company experiences a delay in receiving or fails to obtain any governmental approval for any of its
current or future products or fails to comply with any reguiatory requirements, the Company's business, financial
condition and results of operations could be materially adversely affected.

Any limitations on third party payment reimbursement for the Company’s products and related services would
adversely affect the business and results of operations.

The Company’s ability to sell products successfully in the United States and in other countries will depend
in part on the extent to which government health administration authorities, private health insurers and other payors
continue to reimburse insureds for the cost of products and related treatment. Cost control measures adopted by
third party payors in recent years have had and may continue to have a significant effect on the purchasing and
practice patterns of many health care providers, generally causing them to be more selective in the purchase of
medical products. In addition, payors are increasingly challenging the prices and clinical efficacy of medical
products and services. Payors may deny reimbursement if they determine that the product used in a procedure was
experimental, was used for a non-approved indication or was unnecessary, inappropriate, not cost-effective, unsafe,
or ineffective.
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The Company’s products are reimbursed by most payors and recent governmental regulations have
favorably made our products available to patients earlier in their medical treatment, however, there are generally
specific product usage requirements or documentation requirements in order for the Company to receive
reimbursement. In certain circumstances, the Company is successful in appealing reimbursement coverage for those
applications which do not comply with the payor requirements. Significant uncertainty exists as to the
reimbursement status of newly approved health care products, and there can be no assurance that adequate third
party coverage will continue to be available to the Company at current levels.

The Company operates in an intensely competitive field in which many of its competitors are bigger or better known.

The orthopedic industry is characterized by intense competition. Currently, the Company has three major
competitors selling bone growth stimulation products approved by the FDA for the treatment of nonunion fractures,
which include Electro-Biology (EBI), a subsidiary of Biomet, Inc., Orthofix International N.V., and Exogen, Inc., a
subsidiary of Smith & Nephew. There are two competitors, EBI and Orthofix, selling bone growth stimulation
products for use with spinal fusion patients. The Company estimates that one of its competitors has a dominant
share of the market for bone growth stimulation products for non-healing fractures in the United States, and another
has a dominant share of the market for use of their device as an adjunct to spinal fusion surgery. In addition, several
large, well-established companies sell fracture fixation devices similar in function to those sold by the Company.

Many participants in the medical technology industry, including the Company’s competitors, have
substantially greater capital resources, research and development staffs and facilities than the Company. Such
participants have developed or are developing products that may be competitive with the products that have been or
are being developed or researched by the Company. Other companies are developing a variety of other products and
technologies to be used in the treatment of fractures and spinal fusions, including growth factors, bone graft
substitutes combined with growth factors, and nonthermal ultrasound.

Many of the Company’s competitors have substantially greater experience than the Company in conducting
research and development, obtaining regulatory approvals, manufacturing, and marketing and selling medical
devices. Any failure by the Company to develop products that compete favorably in the marketplace would have a
material adverse effect on the Company's business, financial condition and results of operations. See “Item 1 -
Business - Research and Development” and “Item 1 - Business - Competition.”

Technology in the medical device industry changes rapidly. If the Company is not able to keep up with
technological advances by its competitors, the business will be harmed.

The medical device industry is characterized by rapid and significant technological change. There can be
no assurance that the Company’s competitors will not succeed in developing or marketing products or technologies
that are more effective or less costly, or both, and which render the Company’s products obsolete or non-
competitive. In addition, new technologies, procedures and medications could be developed that replace or reduce
the value of the Company’s products. The Company’s success will depend in part on its ability to respond quickly
to medical and technological changes through the development and introduction of new products. Because of the
lengthy testing period required to develop new products and the costly FDA approval process, there can be no
assurance that the Company’s new product development efforts will result in any commercially successful products
or will do so in a timely manner. A failure to develop new products could have a material adverse effect on the
Company’s business, financial condition, and results of operations. See “Item 1 - Business - Research and
Development.”

The industry faces a high risk of product liability claims.

The Company faces an inherent business risk of exposure to product liability claims in the event that the
use of its technology or products is alleged to have resulted in adverse effects. To date, no product liability claims
have been asserted against the Company for its bone growth stimulation products. Over the years, the Company has
had limited product liability claims associated with CPM products, all of which have been or are being managed by
the Company’s insurance carrier. The Company sold the CPM business in 2001.

The Company also faces an inherent business risk of exposure to liability claims with the current and
potential Chrysalin clinical trials.

The Company maintains a product liability and general liability insurance policy with coverage of an
annual aggregate maximum of $2.0 million per occurrence. The product liability and general liability policy is
provided on an occurrence basis. The policy is subject to annual renewal. In addition, the Company maintains an
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umbrella excess liability policy, which covers product and general liability with coverage of an additional annual
aggregate maximum of $25.0 million.

Based on the history of claims, the Company believes the levels of insurance coverage are adequate,
however, there can be no assurance that liability claims will not exceed the coverage limits of such policies or that
such insurance will continue to be available on commercially reasonable terms or at all. If the Company does not or
cannot maintain sufficient liability insurance, its ability to market its products may be significantly impaired. In
addition, product liability claims could have a material adverse effect on the business, financial condition and results
of operations. See “Item 1- Business - Product Liability Insurance.”

Legislative reform of the health care industry could have a negative effect on the Company’s business.

In response to complaints from patients against insurance companies and recent and continued expectations
of rises in the cost of health care insurance coverage, the health care industry is being reviewed and investigated by
public and private groups to (i) increase access to health care for the uninsured and underinsured people, (ii) control
the escalation of health care expenditures within the economy and (iii) use health care reimbursement policies to
help control federal expenditures. Although this has been an ongoing public debate for a number of years that has
not resulted in substantial federal or state legislation fundamentally changing the health care industry business
model, the Company expects public debate of these issues to continue. The Company cannot predict which, if any,
of the current reform proposals will be adopted and when they might be adopted and what affect such reform would
have on a patients’ ability to seek reimbursement for use of our product and the costs associated with regulatory and
health care program compliance.

Significant changes in health care systems are likely to have a substantial impact over time on the manner in
which the Company conducts its business and could have a material adverse effect on the Company’s business,
financial condition and results of operations and ability to market its products and future products as currently
contemplated.

Medicare pricing for the bone growth stimulation products has remained constant, increasing slightly over
the past several years. However, Congress or other governmental agencies could enact legislation at any time that
could negatively impact revenues.

Increased investigation of health care providers.

The health care industry is subject to numerous laws and regulations of federal, state, and local
governments. Compliance with these laws and regulations, specifically those relating to the Medicare and Medicaid
programs, can be subject to government review and interpretations, as well as regulatory actions unknown and
unasserted at this time. Recently, federal government activity has increased with respect to investigations and
allegations concerning possible violations by health care providers of regulations, which could result in the
imposition of significant fines and penalties, as well as significant repayments of previously billed and collected
revenues from patient services. Management believes that the Company is in substantial compliance with current
laws and regulations.

Risks Related to Our Business

The Company is dependent on the sales of two primary products and has invested heavily in a future product, which
may not be available for sale for some time.

The Company’s business is focused on the sales of two primary products, the OL1000 and SpinaLogic.
The Company believes that, to sustain long-term growth, it must continue to develop and introduce additional
products and expand approved indications for its remaining products. The development and commercialization by
the Company of additional products will require substantial product development, regulatory review, and clinical
testing all of which may be expensive and lengthy. There can be no assurance that the Company will develop new
products or expand indications for existing products in the future or that the Company will be able to manufacture or
market such products successfully. Any failure by the Company to develop new products or expand indications
could have a material adverse effect on the Company's business, financial condition and results of operations. See
“Item 1 - Business - Products” and “Item 1 -- Business -- Competition.”

If the medical community does not accept the Company’s products as alternatives to current products and
procedures, sales will not grow and business will be adversely affected.
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The long-term commercial success of the OL1000 and Spinal.ogic and the Company’s other products will
depend in significant part upon their widespread acceptance by a significant portion of the medical community as a
safe, efficacious and cost-effective alternative to invasive procedures. The Company is unable to predict how
quickly, if at all, members of the orthopedic medical community may accept its products. The widespread
acceptance of the Company's primary products represents a significant change in practice patterns for the orthopedic
medical community and in reimbursement policy for third party payors. Historically, some orthopedic medical
professionals have indicated hesitancy in prescribing bone growth stimulator products such as those manufactured
by the Company. Failure of the Company and its distributors to create widespread market acceptance by the
orthopedic medical community and third party payors of our products would have a material adverse effect on the
Company’s business, financial condition and results of operations. See “Item 1 - Business - Third Party Payment.”

The Company’s ability to compete could be jeopardized if it is unable to obtain and protect its intellectual property
or retain licenses for intellectual property.

In this industry, a company’s success depends in part on its ability to obtain and maintain patent protection
for products and processes, to preserve its trade secrets and proprietary know-how and to operate without infringing
the proprietary rights of third parties.

While the Company holds title to numerous United States and foreign patents and patent applications, as
well as licenses to numerous United States and foreign patents, no assurance can be given that any additional patents
will be issued or that the scope of any patent protection will exclude competitors, or that any of the patents held by
or licensed to the Company will be held valid if subsequently challenged. See “Item 1 - Business - Patents, Licenses
and Proprietary Rights.” The validity and breadth of claims covered in medical technology patents involves
complex legal and factval questions and therefore may be highly uncertain. The Company licenses the technologies
in the BioLogic and OrthoFrame products for which it pays a royalty.

There has been substantial litigation regarding patent and other intellectual property rights in the orthopedic
industry. Litigation, which could result in substantial cost to and diversion of effort by the Company, may be
necessary to enforce patents issued or licensed to the Company, to protect trade secrets or know-how owned by the
Company, or to defend the Company against claimed infringement of the rights of others and to determine the scope
and validity of the proprietary rights of others. There can be no assurance that the results of such litigation would be
favorable to the Company. In addition, competitors may employ litigation to gain a competitive advantage.
Adverse determinations in litigation could subject the Company to significant liabilities, and could require the
Company to seek licenses from third parties or prevent the Company from manufacturing, selling or using its
products, any of which determinations could have a material adverse effect on the Company’s business, financial
condition and results of operations. See “Item 1 - Business - Patents, Licenses and Proprietary Rights.”

In addition the licenses for the technologies used by the Company in the BioLogic and OrthoFrame
products may be terminated by the licensor if the Company breaches any material provision of such license. The
termination of any license would have a material adverse effect on the Company’s business, financial condition and
results of operations.

The Company also relies on un-patented trade secrets and know-how. The Company generally requires its
employees, consultants, advisors and investigators to enter into confidentiality agreements which include, among
other things, an agreement to assign to the Company all inventions that were developed by the employee while
employed by the Company that are related to its business. There can be no assurance, however, that these
agreements will protect the Company’s proprietary information or that others will not gain access to, or
independently develop similar trade secrets or know-how.

Sales for one of the Company’s primary products depends on the success of a distributor, which has been given
exclusive distribution rights.

To enhance the sales of the Company’s Spinal.ogic product line, the Company entered into an exclusive
10-year worldwide sales agreement in August 2000 with DePuy AcroMed (“DePuy AcroMed”), a unit of Johnson
and Johnson. The sales agreement provides DePuy AcroMed with the right to terminate its sales activities on behalf
of Spinal.ogic without cause, by giving OrthoLogic a minimum of 120 days written notice. Any significant change
in the business relationship or termination of the sales agreement with DePuy AcroMed may have a material adverse
effect on the Company’s sales of Spinalogic. The Company relies upon the distribution of the Spinal.ogic product
for a large portion of its sales.
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The Company relies on distributors and sales representatives to sell the OL1000. There can be no
guarantees that the terms of the distribution and sales representative contracts will be renewed, as they currently
exist.

The Company’s reliance on a primary supplier could result in disruption of operations.

The Company purchases the microprocessor used in the OL1000 and SpinalLogic devices from a single
manufacturer. Although there are feasible alternate microprocessors that might be used immediately, all are
produced by one single supplier. In addition, there are single suppliers for other components used in the OL1000
and Spinalogic devices and only two suppliers for the magnetic field sensor employed in them. Establishment of
additional or replacement suppliers for these components cannot be accomplished quickly. Therefore, the Company
maintains sufficient inventories of such components in an attempt to ensure availability of finished products in the
event of supply shortage or in the event that a redesign is required. The Company maintains a supply of certain
OL1000 and Spinal.ogic components to meet sales forecasts for 3 to 12 months.

The Company is dependent on outside vendors for key parts and processes in the manufacture of the
OrthoFrame/Mayo. Chrysalin, which is currently only in the clinical trial phase, is produced by a third party sole
supplier.

Any delay or interruption in supply of components or products could significantly impair the Company’s
ability to deliver its products in sufficient quantities, and therefore, could have a material adverse effect on its
business, financial condition and results of operations.

If the Company is subject to an adverse outcome of litigation, it could affect its profitability.

At any given time, the Company becomes involved in various legal proceedings that arise in the ordinary
course of business. In addition, the Company is currently involved in two other legal proceedings United States of
America ex rel. David Barmark v. Sutter Corp.. and OrthoLogic Corp., and OrthoRehab, Inc. and OrthoMotion. Inc.,
v. Orthol.ogic Corp and OrthoLogic Canada, Ltd. The Company has provided a description of each matter in Note
10 to the Notes of the Condensed Financial Statements. At the present stage, the Company is unable to evaluate the
likelihood of an unfavorable outcome or the amount or range of potential loss, if any, which the Company may
experience. An unfavorable outcome could have a material adverse effect on the Company’s results of operations
and earnings.

If the Company is not able to retain and compete for key management and technical employees, its long-term
business will be adversely affected.

The success of the Company is dependent in large part on the ability of the Company to attract and retain
its key management, operating, technical, marketing and sales personnel as well as clinical investigators who are not
employees of the Company. Such individuals are in high demand, and the identification, attraction and retention of
such personnel could be lengthy, difficult and costly. The Company competes for its employees and clinical
investigators with other companies in the orthopedic industry and research and academic institutions. There can be
no assurance that the Company will be able to attract and retain the qualified personnel necessary for the expansion
of its business. A loss of the services of one or more members of the senior management group, or the Company’s
inability to hire additional personnel as necessary, could have an adverse effect on the Company’s business,
financial condition and results of operations. See “Item 1 - Business - Employees.”

The results of operations are affected by a number of conditions, which are outside the Company’s control.

The Company was founded in 1987 and only began generating revenues from the sale of its primary
product in 1994. The Company experienced significant operating losses since its inception and had an accumulated
deficit of approximately $90.7 million at December 31, 2002. The Company has only reported sustained profits
since the third quarter of 2001. There can be no assurance that the Company will maintain sufficient revenues to
retain net profitability on an on-going annual basis. In addition, estimations of future profits based on our historical
financial reports may be speculative given our limited profitability history. The Company may experience
fluctuations in revenues and operating results based on such factors as demand for the Company’s products; the
timing, cost and acceptance of product introductions and enhancements made by the Company or others; levels of
third party payment; alternative treatments that currently exist or may be introduced in the future; completion of
acquisitions and divestitures; changes in practice patterns, competitive conditions, regulatory announcements and
changes affecting the Company’s products in the industry and general economic conditions. The development and
commercialization by the Company of additional products will require substantial product development and
regulatory, clinical and other expenditures. See “Item 1 - Business - Competition.”
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The Company’s stock price is volatile and fluctuates due to a variety of factors.

The stock price has varied significantly in the past and may vary in the future due to a number of factors
including:

fluctuations in the Company’s operating results;

developments in litigation to which the Company or a competitor is subject;

announcements and timing of potential acquisitions, divestitures, conversion of preferred stock;
announcements of technological innovations or new products by the Company or its competitors;
FDA and international regulatory actions;

actions with respect to reimbursement matters; .
developments with respect to patents or proprietary rights of the Company or competitors;

public concern as to the safety of products developed by the Company or others;

changes in health care policy in the United States and internationally;

changes in stock market analyst recommendations regarding the Company, other medical device companies
or the medical device industry generally; and

¢  general market conditions.

In addition, the stock market has from time to time experienced significant price and volume fluctuations
that are unrelated to the operating performance of particular companies. These broad market fluctuations may
adversely affect the market price of the Company's stock.

Developments in any of these areas, which are more fully described elsewhere in “Item 1 - Business,”
“Item 3 - Legal Proceedings,” and “Item 7-- Management's Discussion and Analysis of Financial Condition and
Results of Operations” could cause the Company's results to differ materially from results that have been or may be
projected by or on behalf of the Company.

The Company cautions that the foregoing list of important factors is not exclusive. The Company does not
undertake to update any forward-looking statement that may be made from time to time by or on behalf of the
Company.

Item 7A. Quantitative and Qualitative Disclosures about Market Risk

The Company has no debt and no derivative instruments at December 31, 2002.

The Company’s Canadian operation was sold as part of the CPM sale, and consequently the Company has
no exposure to foreign exchange rates and therefore does not use foreign currency exchange forward contracts. The

Company is not currently vulnerable to a material extent to fluctuations in interest rates, commodity prices, or
foreign exchange rates.

Item 8. Financial Statements and Supplementary Data

Consolidated balance sheets, as of December 31, 2002 and 2001, and consolidated statements of
operations, stockholders’ equity and cash flows for each of the three years in the period ended December 31, 2002,
together with the related notes and the report of Deloitte & Touche LLP, independent auditors, are set forth on the
“F” pages following this report and are incorporated herein by reference. Other required financial information is set
forth herein, as more fully described in Part IV, Item 15 hereof.

Item 9. Changes in and Disagreements with Accountants on Accounting and Financial
Disclosure

None.
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PART III

Item 10. Directors and Executive Officers of the Registrant

Executive Officers of the Registrant

The following table sets forth information regarding the executive officers of the Company:

Name . Age  Title

Thomas R. Trotter 55 Chief Executive Officer, President and Director

Sherry A. Sturman 38 Senior Vice President and Chief Financial Officer

Ruben Chairez, Ph.D. 60 Vice President of Medical Regulatory and Compliance

Jeff Culhane 35 Vice President of Manufacturing and Product Development
Shane P. Kelly 33 Senior Vice President of Sales

Donna L. Lucchesi 39 Vice President of Marketing

James T. Ryaby, Ph.D. 44 Senior Vice President and Chief Technology Officer

Thomas R. Trotter joined OrthoLogic as President and Chief Executive Officer and a Director in October
1997. From 1988 to October 1997, Mr. Trotter held various positions at Mallinckrodt, Inc. in St. Louis, Missouri,
most recently as President of the Critical Care Division and a member of the Corporate Management Committee.
From 1984 to 1988, he was President and Chief Executive Officer of Diamond Sensor Systems, a medical device
company in Ann Arbor, Michigan. From 1976 to 1984, he held various senior management positions at Shiley, Inc. -
(a division of Pfizer, Inc.} in Irvine, California. He holds a B.S. degree from the University of Maryland and a
Masters of Business Administration from Pepperdine University.

Sherry A. Sturman joined OrthoLogic as Director of Finance in October 1997 and began serving as the
Vice President of Administration, and Chief Financial Officer in June 2000 and was promoted to Senior Vice
President in early 2003. From 1994 to 1997, Ms. Sturman was employed as the Chief Financial Officer for
ComCare, a large managed care company based in Phoenix. She has over fifteen years of financial management
experience in both health care and public companies. She is a Certified Public Accountant, with a Masters in
Business Administration.

Ruben Chairez, Ph.D., joined OrthoLogic in May 1998 as Vice President, Medical Regulatory and Clinical
Affairs and is currently Vice President, Medical, Regulatory and Compliance. From November 1993 through April
1998, Dr. Chairez served as Vice President, Regulatory Affairs/Quality Assurance of SenDx Medical, Inc., a
manufacturer of blood gas analyzer systems. From July 1990 to November 1993, Dr. Chairez was the Director of
Regulatory Affairs with Glen-Probe Incorporated, an in-vitro diagnostic device manufacturer.

Jeff Culhane joined OrthoLogic as Vice President, Product Development & Engineering in June 1998.
From May 1993 to June 1998, Mr. Culhane held Industrial Design and Manager of Product Development positions
at OrthoLogic Canada (previously Toronto Medical Corp.). His related product development experience includes
bone growth stimulators, continuous passive motion devices and cryotherapy.

Shane P. Kelly joined OrthoLogic in 1991 as a Field Sales and Service Representative. Since then, he has
held various positions within the company in the area of sales, managed care and operations. He was named Vice
President of Sales in 2000 and was promoted to Senior Vice President in early 2003. Mr. Kelly received an
undergraduate degree in business from Tulane University and a Masters of Business Administration in International
Management from Thunderbird, The American Graduate School of International Management.

Donna L. Lucchesi joined OrthoLogic in August 1998 as Director of Marketing - Injectable Products. She
was promoted to Director of Marketing in February 2000 and moved into her current position as Vice President of
Marketing in January 2001. From 1990 to 1998, Ms. Lucchesi held a variety of marketing positions at Mallinckrodt,
Inc. in St. Louis, Missouri, most recently as Director of Health Care Systems Marketing. She holds a Master’s
Degree in Business Administration from Washington University.

James T. Ryaby, Ph.D., joined OrthoLogic as Director of Research in 1991 and became Vice President of
Research in 1997 and was promoted to Senior Vice President and Chief Technology Officer in early 2003. Prior to
joining OrthoLogic, he was a research scientist at Mt. Sinai School of Medicine in New York, where he received his
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Ph.D. degree in cellular biology. His current research interests are applications of cytokines, growth factors, and
electromagnetic fields in musculoskeletal tissue repair. Dr. Ryaby also serves as Adjunct Professor of
Bioengineering at Arizona State University.

Information in response to Item 10 is also incorporated by reference to (i) the biographical information
relating to the Company's directors under the caption “Election of Directors™ and the information relating to Section
16 compliance under the caption, “Section 16(a) Beneficial Ownership Reporting Compliance” in the Company's
definitive Proxy Statement for its Annual Meeting of Stockholders to be held May 29, 2003 (the “Proxy
Statement™). The Company anticipates filing the Proxy Statement within 120 days after December 31, 2002.

All of the Company’s executive officers and the manager of financial analysts are members of the
Disclosure Committee.
Item 11. Executive Compensation

The information under the heading “Executive Compensation” and “Compensation of Directors” in the
Proxy Statement is incorporated herein by reference. ‘

Item 12. Security Ownership of Certain Beneficial Owners and Management

The information under the heading “Voting Securities and Principal Holders Thereof - Security Ownership
of Certain Beneficial Owners and Management” in the Proxy Statement is incorporated herein by reference.

Item 13. Certain Relationships and Related Transactions

The information under the heading “Certain Transactions” in the Proxy Statement is incorporated herein by
reference.

Item 14. Evaluation of Controls and Procedures

As of a date within 90 days prior to the date of filing of this report, the Company’s Chief Executive Officer
and Chief Financial Officer have reviewed and evaluated the effectiveness of our disclosure controls and
procedures, which included inquiries made to certain other employees. Based on their evaluation, the Chief
Executive Officer and Chief Financial Officer have each concluded that the disclosure controls and procedures are
effective and sufficient to ensure that the Company records, processes, summarizes, and reports information required
to be disclosed in the periodic reports filed under the Securities Exchange Act within the time periods specified by
the Securities and Exchange Commission’s rules and forms. Subsequent to the date of their evaluation, there have
not been any significant changes in the internal controls or in other factors that could significantly affect these
controls, including any corrective action with regard to significant deficiencies and material weaknesses.

PART IV

Item 15. Exhibits, Financial Statement Schedules and Reports on Form 8-K

(a) The following documents are filed as part of this report:

1. Financial Statements

The following financial statements of OrthoLogic Corp. and Independent Auditors' Report are listed in
addendum F:

Independent Auditors' Report
Consolidated Balance Sheets - December 31, 2002 and 2001.

Consolidated Statements of Operations - Each of the three years in the period ended December 31, 2002.
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2.

(b)

(c)

(@

Consolidated Statements of Comprehensive Income - Each of the three years in the period ended December
31, 2002.

Consolidated Statements of Stockholders’ Equity - Each of the three years in the period ended December
31, 2002.

Consolidated Statements of Cash Flows - Each of the three years in the period eﬁded December 31, 2002.
Notes to Consolidated Financial Statements

Financial Statement Schedule

Independent Auditors Consent

Schedule II - Valuation and Qualifying Accounts
All management contracts and compensatory plans and arrangements are identified by footnote after the
Exhibit Descriptions on the attached Exhibit Index.

Reports on Form 8-K.

None.
Exhibits

See the Exhibit Index immediately following the signature page of this report, which Index is incorporated
herein by reference.

Financial Statements and Schedules - See Item 15(a)(1) above.

Schedule II - Valuation and Qualifying Accounts
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Valuation and Qualifying Accounts
Allowance for doubtful accounts:

Balance December 31, 1999

2000 Additions charged to expense
2000 Deductions to allowance
Balance December 31, 2000

Balance December 31, 2000

2001 Additions charged to expense
2001 Deductions to allowance
Balance December 31, 2001

Balance December 31, 2001

2002 Additions charged to expense
2002 Deductions to allowance
Balance December 31, 2002

Allowance for inventory shrinkage
and obsolescence:

2000 Additions charged to expense
2000 Deductions to allowance
Balance December 31, 2000

Balance December 31, 2000

2001 Additions charged to expense
2001 Deductions to allowance
Balance December 31, 2001

Balance December 31, 2001

2002 Additions charged to expense
2002 Deductions to allowance
Balance December 31, 2002

Write-offs

Balance at beginning Charged to and other Balance at end
of period Expenses adjustments of period
(15,450,462)
(16,348,442)
18,080,611
(13,718,293)
(13,718,293)
(6,770,362)
14,708,614
(5,780,041)
(5,780,041)
(1,955,667)
4,624,725
(3,110,983)
(979,802)
(3,329,720)
3,063,700
(1,245,822)
(1,245,822)
(2,286,868)
2,810,923
(721,767)
(721,767)
(241,140)
276,134
(686,773)
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the
registrant has duly caused this report to be signed on its behalf by the undersigned, thereunto duly authorized.

Date: March 26, 2003

ORTHOLOGIC CORP.

By _/s/ Thomas R. Trotter
Thomas R. Trotter
President and Chief Executive Officer

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed
below by the following persons on behalf of the registrant and in the capacities and on the dates indicated.

Signature

/s{ Thomas R. Trotter
Thomas R. Trotter

/s/ John M. Holliman III
John M. Holliman III

/s/ Fredric J. Feldman
Fredric I. Feldman

/s/ Elwood D. Howse, Jr.
Elwood D. Howse, Jr.

s/ Stuart H, Altman
Stuart H. Altman, Ph.D.

/s/ Augustus A. White III

Augustus A. White III, M.D.

/s/ Sherry A. Sturman
Sherry A. Sturman

Title
President, Chief Executive Officer and

Director (Principal Executive Officer)

Chairman of the Board of Directors
and Director

Director

Director

Director

Director

Senior Vice President and Chief Financial

Officer (Principal Financial and Accounting
Officer)
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March 26, 2003

March 26, 2003

March 26, 2003

March 26, 2003
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CERTIFICATIONS
I, Thomas R. Trotter, certify that:
1. Thave reviewed this annual report on Form 10-K of OrthoLogic Corp. (“OrthoLogic”)

2. Based on my knowledge, this annual report does not contain any untrue statement of a material fact or omit to
state a material fact necessary to make the statements made, in light of the circumstances under which such
statements were made, not misleading with respect to the period covered by this annual report;

3. Based on my knowledge, the financial statements, and other financial information included in this annual report,
fairly present in all material respects the financial condition, results of operations and cash flows of the registrant
as of, and for, the periods presented in this annual report;

4. The registrant’s other certifying officers and I are responsible for establishing and maintaining disclosure
controls and procedures (as defined in Exchange Act Rules 13a-14 and 15d-14) for the registrant and have:

a) designed such disclosure controls and procedures to ensure that material information relating to the
registrant, including its consolidated subsidiaries, is made known to us by others within those entities,
particularly during the period in which this annual report is being prepared;

b) evaluated the effectiveness of the registrant’s disclosure controls and procedures as of a date within 90
days prior to the filing date of this annual report (the "Evaluation Date"); and

c) presented in this annual report our conclusions about the effectiveness of the disclosure controls and
procedures based on our evaluation as of the Evaluation Date;

5. The registrant’s other certifying officers and I have disclosed, based on our most recent evaluation, to the
registrant’s auditors and the audit committee of the registrant’s board of directors (or persons performing the
equivalent functions): : ‘

a) all significant deficiencies in the design or operation of internal controls which could adversely affect
the registrant’s ability to record, process, summarize and report financial data and have identified for
the registrant’s auditors any material weaknesses in internal controls; and

b) any fraud, whether or not material, that involves management or other employees who have a significant
role in the registrant’s internal controls; and

6. The registrant’s other certifying officers and I have indicated in this annual report whether there were significant
changes in internal controls or in other factors that could significantly affect internal controls subsequent to the
date of our most recent evaluation, including any corrective actions with regard to significant deficiencies and
material weaknesses.

Date: March 26, 2003

/s/ Thomas R. Trotter
Thomas R. Trotter
President & CEO




CERTIFICATIONS
I, Sherry A. Sturman, certify that:
1. Thave reviewed this annual report on Form 10-K of OrthoLogic Corp. (“OrthoLogic”)

2. Based on my knowledge, this annual report does not contain any untrue statement of a material fact or omit to
state a material fact necessary to make the statements made, in light of the circumstances under which such
statements were made, not misleading with respect to the period covered by this annual report;

3. Based on my knowledge, the financial statements, and other financial information included in this annual report,
fairly present in all material respects the financial condition, results of operations and cash flows of the registrant
as of, and for, the periods presented in this annual report;

4. The registrant’s other certifying officers and I are responsible for establishing and maintaining disclosure
controls and procedures (as defined in Exchange Act Rules 13a-14 and 15d-14) for the registrant and have:

b) designed such disclosure controls and procedures to ensure that material information relating to the
registrant, including its consolidated subsidiaries, is made known to us by others within those entities,
particularly during the period in which this annual report is being prepared;

b) evaluated the effectiveness of the registrant’s disclosure controls and procedures as of a date within 90
days prior to the filing date of this annual report (the "Evaluation Date"); and

¢) presented in this annunal report our conclusions about the effectiveness of the disclosure controls and
procedures based on our evaluation as of the Evaluation Date;

5. The registrant’s other certifying officers and I have disclosed, based on our most recent evaluation, to the
registrant’s auditors and the audit committee of the registrant’s board of directors (or persons performing the
equivalent functions):

a) all significant deficiencies in the design or operation of internal controls which could adversely affect
the registrant’s ability to record, process, summarize and report financial data and have identified for
the registrant’s auditors any material weaknesses in internal controls; and

b) any fraud, whether or not material, that involves management or other employees who have a significant
role in the registrant’s internal controls; and

6. The registrant’s other certifying officers and I have indicated in this annual report whether there were significant
changes in internal controls or in other factors that could significantly affect internal controls subsequent to the
date of our most recent evaluation, including any corrective actions with regard to significant deficiencies and
material weaknesses.

Date: March 26, 2003

/s/ Sherry A. Sturman
Sherry A. Sturman
Sr. Vice President and CFO
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ORTHOLOGIC CORP.
EXHIBIT INDEX TO REPORT ON FORM 10-K
FOR THE FISCAL YEAR ENDED DECEMBER 31, 2002
(File No. 0-21214)

Description

Amended and Restated Certificate of
Incorporation

Amended and Restated Certificate of
Incorporation dated May 9, 2000
Certificate of Designation in respect of
Series A Preferred Stock

Bylaws of the Company

Rights Agreement dated as of March 4,
1997, between the Company and Bank of
New York, and Exhibits A, B and C
thereto

1987 Stock Option Plan of the Company,
as amended and approved by
stockholders (1)

1987 Stock Option Plan of the
Company(1)

Stock Purchase Warrant dated March 2,
1998, issued to Silicon Valley Bank
Antidilution Agreement dated March 2,
1998, by and between the Company and
Silicon Valley Bank

Amendment to Stock Purchase Warrant
dated May 12, 1998, issued to Silicon
Valley Bank

Form of Warrant

Registration Rights Agreement

1987 Stock Option Plan of the Company
(1)

License Agreement dated September 3,
1987, between the Company and Life
Resonance's, Inc.

Form of Indemnification Agreement*
License Agreement dated December 2,
1992, between Orthotic Limited
Partnership and Company
Co-promotion Agreement dated June 23,
1997, by and between the Company and
Sanofi Pharmaceuticals, Inc.
Single-tenant Lease-net dated June 12,
1997, by and between the Company and
Chamberlain Development, L.L.C.
Registration Rights Agreement dated
March 2, 1998, by and between the
Company and Silicon Valley Bank
Licensing Agreement with Chrysalis
BioTechnology, Inc.

1998 Management Bonus Program

Incorporated by Reference To:

Exhibit 3.1 to the Company’s Form 10-Q for the
quarter ended March 31, 1997 (“March 1997 10-Q”)
Exhibit 3.2 to the Company's Form 10-Q for the
quarter ended March 31, 2000

Exhibit 3.1 to Company's Form 10-Q for the quarter
ended March 31, 1997

(“March 1997 10-Q”)

Exhibit 3.4 to Company's Amendment No. 2 to
Registration Statement on Form S-1 (No. 33-47569)
filed with the SEC on January 25, 1993 (“January
1993 S-1")

Exhibit 4.1 to the Company's Registration Statement
on Form 8-A filed with the SEC on March 6, 1997

Exhibit 4.4 to the Company’s Form 10-Q for the
quarter ended June 30, 1997 (“June 1997 10-Q”)
Exhibit 4.5 to the Company’s June 1997 10-Q
Exhibit 4.10 to the Company’s 1997 10-K

Exhibit 4.11 to the Company’s 1997 10-K

Exhibit 4.1 to the Company’s form 10-Q for the
quarter ended March 31, 1998

Exhibit 4.1 to the Company’s Form 8-K filed on July
13,1998

Exhibit 4.2 to the Company’s Form 8-K filed on July
13,1998

Exhibit 4.5 to the Company’s June 1997 10-Q
Exhibit 10.6 to January 1993 S-1

Exhibit 10.16 to January 1993 S-1
Exhibit 10.22 to January 1993 S-1

Exhibit 10.1 to the Company’s June 1997 10-Q

Exhibit 10.2 to the Company’s Form 10-Q for the
quarter ended September 30, 1997 (“September 1997

IO_Q’?)
Exhibit 10.45 to the Company’s 1997 10-K

Exhibit 10.1 to the Company’s September 1998 10-Q

Exhibit 10.2 to the Company’s September 1998 10-Q
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10.9 Securities Purchase Agreement Exhibit 10.1 to the Company’s Form 8-K filed on
July 13, 1998
10.10 First Amendatory Agreement to March 4,  Exhibit 10.1 to the Company’s Form 8-K filed
1997, Rights Agreement August 24, 1999
10.11 Credit and Security Agreement between Exhibit 10.18 to the Company’s 1999 form 10/KA
the Company and Wells Fargo Business
Credit, Inc. dated February 28, 2000
10.12 Termination of Co-Promotion Exhibit 10.20 to the Company’s form 10K for the
Agreement/ Hyalgan between the year ended December 31, 2001
Company and Sanofi Pharmaceuticals,
Inc.
10.13 Amendment of Marketing and Exhibit 10.1 to the Company’s form 10Q for the
Distribution Agreement Effective July quarter ended June 30, 2000.
12,2000. (2)
10.14 Employment Agreement effective Exhibit 10.22 to the Company’s form 10Q for the
December 4, 2000 between the Company  quarter ended March 31, 2001.
and Shane Kelly. (1) - :
10.15 Employment Agreement effective Exhibit 10.23 to the Company’s form 10Q for the
January 2, 2001 between the Company quarter ended March 31, 2001.
and Donna Lucchesi. (1)
10.16 Asset Purchase Agreement effective May  Exhibit 10.1 to the Company’s form 10Q for the
8, 2001 between the Company, quarter ended September 30, 2002.
OrthoLogic Canada, Ltd. and
OrthoRehab Inc.
10.17 First Amendment to the May 8, 2001 Exhibit 10.2 to the Company’s form 10Q for the
Asset Purchase Agreement. quarter ended September 30, 2002.
10.18 Employment Agreement effective June 1,  Exhibit 10.21 to the form 10K for the fiscal year
2001 between the Company and James ended December 31, 2001
Ryaby. (1)
10.19 Employment Agreement effective Exhibit 10.22 to the form 10K for the fiscal year
May 1, 2001 between the Company and ended December 31, 2001
Sherry Sturman. (1)
10.20 Employment Agreement effective July 9,  Exhibit 10.23 to the form 10K for the fiscal year
2001 between the Company and Jeff ended December 31, 2001
Culhane. (1)
10.21 Employment Agreement effective Exhibit 10.24 to the form 10K for the fiscal year
May 1, 1998 between the Company and ended December 31, 2001 :
Ruben Chairez. (1)
10.22 Employment Agreement effective July Exhibit 10.1 to the Company’s form 10Q for the
15, 2002 fiscal year ended December 31, 2002.
between the Company and Thomas R.
Trotter. (1)(2)
21.1 Subsidiaries of Registrant Exhibit 21.1 to the form 10K for the fiscal year ended
December 31, 2001
231 Independent Auditor’s Consent and
Report on Schedule
99.1 Chief Executive Officer’s certification
pursuant to 18 U.S.C. section 1350, as
adopted pursuant to section 906 of the
Sarbanes-Oxley Act of 2002.
99.2 Chief Financial Officer’s certification
pursuant to 18 U.S.C. section 1350, as
adopted pursuant to section 906 of the
Sarbanes-Oxley Act of 2002.
(1) Management contract or compensatory plan or arrangement
2) Filed under confidential treatment request with the Securities and Exchange Commission.
* The Company has entered into a separate indemnification agreement with each of its current direct and

executive officers that differ only in party names and dates. Pursuant to the instructions accompanying Item 601 of
Regulation S-K, the Company has filed the form of such indemnification agreement.
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INDEPENDENT AUDITORS’ REPORT

Board of Directors and Stockholders
OrthoL.ogic Corp.
Tempe, Arizona

We have audited the accompanying consolidated balance sheets of OrthoLogic Corp. and subsidiaries as of
December 31, 2002 and 2001, and the related consolidated statements of operations, comprehensive income (loss),
stockholders’ equity, and cash flows for each of the three years in the period ended December 31, 2002. Our audits
also included the financial statement schedule listed in the Index at tem 15. These financial statements and
financial statement schedule are the responsibility of the Company’s management. Our responsibility is to express
an opinion on these financial statements and financial statement schedule based on our audits.

We conducted our audits 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 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, such consolidated financial statements present fairly, in all material respects, the financial
position of OrthoLogic Corp. and subsidiaries at December 31, 2002 and 2001, and the results of their operations
and their cash flows for each of the three years in the period ended December 31, 2002 in conformity with
accounting principles generally accepted in the United States of America. Also, in our opinion, such financial
statement schedule, when considered in relation to the basic consolidated financial statements taken as a whole,
presents fairly in all material respects the information set forth therein.

As discussed in Note 2 to the consolidated financial statements, the Company changed its method of
accounting for goodwill and other intangible assets with indefinite lives as required by Statement of Financial
Accounting Standards No. 142, “Goodwill and Other Intangible Assets,” which was effective January 1, 2002.

Deloitte & Touche LLP
Phoenix, Arizona
January 29, 2003




ORTHOLOGIC CORP.
CONSOLIDATED BALANCE SHEETS

December 31,
2002 2001
ASSETS
Current assets:
Cash and cash equivalents $11,286,345 $19,502,751
Short-term investments 18,659,773 11,008,444
Accounts receivable less allowance for doubtful accounts,
$3,110,983 and $5,780,041 9,640,573 11,361,861
Inventories, net 2,567,706 1,506,889
Prepaids and other current assets 598,251 687,555
Deferred income taxes - current 1,666,947 2,630,659
Total current assets 44,419,595 46,698,159
Furniture and equipment, net 1,498,337 1,901,928
Long-term investments 5,659,442 -
Deferred income taxes — non-current 963,712 -
Deposits and other assets 128,575 91,752
Investment in Chrysalis BioTechnology 750,000 750,000
Total assets $53,419,661 $49,441,839
LIABILITIES AND STOCKHOLDERS’ EQUITY
Current labilities:
Accounts payable $ 477,338 $ 775,783
Accrued compensation 2,290,366 2,415,470
Other accrued liabilities 1,857,305 2,445,492
Accrued CPM divestiture costs 210,201 1,021,994
Total current liabilities 4,835,210 6,658,739
Deferred rent and capital lease obligation 351,630 287,131
Total liabilities 5,186,840 6,945,870
Commitments and contingencies (Notes 3,9,10,12 and 13)
Series B Convertible Preferred Stock, $1,000 per value; 600 shares
issued and outstanding; liquidation preference, $600,000
at December 31, 2001 - 600,000
Stockholders” Equity
Common stock, $.0005 par value;
50,000,000 shares authorized; and 32,047,021 and
31,805,418 shares issued and outstanding 16,045 15,924
Additional paid-in capital 136,944,815 136,216,495
Common stock to be used for legal settlement 2,078,125 2,078,125
Accumulated deficit (90,668,864) (96,277,275)
Treasury stock at cost, 41,800 shares (137,300) (137,300)
Total stockholders' equity 48,232,821 41,895,969
Total liabilities and stockholders’ equity $53,419,661 $49,441,839

See notes to consolidated financial statements
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ORTHOLOGIC CORP.
CONSOLIDATED STATEMENTS OF OPERATIONS

REVENUES
Net sales
Net rental
Royalties and fee revenue from co-promotion agreement
Total revenues
COST OF REVENUES
Cost of goods sold
Costs of rentals
Total cost of revenues
GROSS PROFIT
OPERATING EXPENSES
Selling general and administrative
Research and development
CPM divestiture and related charges
Legal settlements
Write-off of goodwill

Net gain from discontinuation of co-promotion
agreement

Total operating expenses
OPERATING INCOME (LOSS)
OTHER INCOME
Interest and other income
Interest expense
Total other income
INCOME (LLOSS) BEFORE INCOME TAXES
Income tax provision
NET INCOME (LOSS)

Net income (loss) per common share - basic
Net income (loss) per common share - diluted
Basic shares outstanding

Equivalent shares

Diluted shares outstanding

Years Ending December 31,

CONSOLIDATED STATEMENTS OF COMPREHENSIVE INCOME (LOSS)

Net income (loss) applicable to common stockholders

Foreign translation adjustment
Comprehensive income (loss) applicable to
common stockholders

See notes to consolidated financial statements
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2002 2001 2000
$ 38,158,721 $ 41,507,670 $ 41,699,626
- 17,830,606 39,069,630
2,229,959 3,017,516 9,310,648
40,388,680 62,355,792 90,079,904
6,157,895 7,758,654 10,392,292
- 3,590,297 7,897,143
6,157,895 11,348,951 18,289,435
34,230,785 51,006,841 71,790,469
26,560,254 46,467,358 71,580,178
3,765,199 3,888,838 4,689,588
(1,047,423) 14,327,315
- - 4,498,847
- - 23,348,074
- - (844,424)
29,278,030 64,683,511 103,272,263
4,952,755 (13,676,670) (31,481,794)
705,877 682,319 450,792
(44,410) (88,296) (147,372)
661,467 594,023 303,420
5,614,222 (13,082,647) (31,178,374)
(5,811) (12,000) (12,175)
$ 5608411 $(13,094,647) $(31,190,549)
$ 0.17 $ 042) $ (1.04)
$ 0.17 $ 042) $ (1.04)
32,641,798 31,463,502 29,855,397
730,762 - -
33,372,560 31,463,502 29,855,397
Years Ending December 31,
2002 2001 2000
$ 5,608,411 $(13,094,647) $(31,190,549)
- 222,762 (47,957)
$ 5,608411 $(12,871,885) $(31,238,506)




ORTHOLOGIC CORP.

CONSOLIDATED STATEMENTS OF STOCKHOLDERS’ EQUITY

Balance December 31, 1999

Exercise of common stock options

Conversion of Preferred Stock

Common stock to be used for legal
settlement

Foreign translation adjustment
Net loss

Balance December 31, 2000

Exercise of common stock options

Conversion of Preferred Stock

Common stock issued in connection
with legal settlement

Foreign translation adjustment
Treasury stock repurchases
Net loss

Balance December 31, 2001

Exercise of common stock options

Conversion of Preferred Stock

Net Income

Balance December 31, 2002

Additional
Paid in Capital
and Common

Stock to be Used Accumulated

Common Stock for Legal ~ Comprehensive Accumulated — Treasury

Shares Amount Settlement Loss Deficit Stock Total
27,637,593 $ 13,818  $ 125206,621 $ (174,805) $(51,992,079) $ 73,053,555
91,637 46 186,428 186,474
2,620,711 1,310 6,938,690 6,940,000
2,968,750 2,968,750
(47.957) (47,957)
(31,190,549) (31,190,549)
30,349,941 15,174 135,300,489 (222,762)  (83.182,628) 51,910,273
124,407 63 354,818 354,881
1,072,870 537 2,639,463 2,640,000

300,000 150 (150)

222,762 222,762
(41,800) $ (137,300) (137,300)
(13,094,647) (13,094,647)
31.805.418 15,924 138,294,620 (96,277,275)  (137,300) 41,895,969
43,927 22 128,419 128,441
197,676 99 599,901 600,000
5,608,411 5,608,411
32,047,021 $ 16,045 § 139,022,940 3 - $(90,668,864) $(137,300) $ 48,232,821

See notes 1o consolidated financial statements
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ORTHOLOGIC CORP.

CONSOLIDATED STATEMENTS OF CASH FLOW

Years Ending December 31,

2002 2001 2000
Operating Activities ‘
Net income (loss) $ 5,608,411 $ (13,094,647) (31,190,549)
Adjustments to reconcile net income (loss) to
net cash provided by operating activities:
Depreciation and amortization 701,767 970,428 5,325,111
Common Stock issued for legal settlement - - 2,968,750
Write-off of Goodwill - - 23,348,074
Loss from CPM divestiture and related charges - 14,327,315 -
Elimination of foreign currency adjustment - 222,762 -
Change in operating assets and liabilities:
Accounts recetvable 1,721,288 10,728,353 319,568
Inventories (1,060,817) 1,962,616 (700,210)
Prepaids and other current assets 89,304 (79,039) (32,239)
Deposits and other assets (36,823) 246,316 428,518
Accounts payable (298,445) (587,380) 461,151
Accrued and other current liabilities (1,460,585) (4,841,732) 574,852
Net cash provided by operating activities 5,264,100 9,854,992 1,503,026
Investing Activities
Expenditures for rental fleet, equipment and furniture (298,176) (806,730) (1,861,658)
Proceeds from sale of CPM assets - 12,000,000 -
Officer note receivable - - 157,800
Purchase of investments (40,178,238) (19,747,657) (35,354,087)
Maturities of investments 26,367,467 11,231,592 33,111,708
Sale of Hyalgan rights - discontinuation of
co-promotion agreement - - 3,155,576
Net cash (used in) provided by investing activities (13,608,947) 2,677,205 (790,661)
Financing Activities
Payments under long-term debt and capital lease obligations - - (121,172)
Treasury stock purchases (137,300) -
Net proceeds from stock options exercised 128,441 354,881 138,517
Net cash provided by financing activities 128,441 217,581 17,345
Net Increase in Cash and Cash Equivalents (8,216,406) 12,749,778 729,710
Cash and Cash Equivalents, Beginning of Year 19,502,751 6,752,973 6,023,263
Cash and Cash Equivalents, End of Year $ 11,286,345 19,502,751 6,752,973
Supplemental schedule of non-cash investing and financing
activities:
Conversion of series B Preferred Stock to Common Stock 3 600,000 2,640,000 6,940,000
Cash paid during the year for interest $ 44,410 88,296 91,467
Cash paid during the year for income taxes $ (62,085) (27,193) 12,175

See notes to consolidated financial statements
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ORTHOLOGIC CORP.
NOTES TO FINANCIAL STATEMENTS
YEARS ENDED DECEMBER 31, 2002, 2001 and 2000

1. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Description of the business. OrthoLogic develops, manufactures and markets proprietary,
technologically advanced orthopedic products designed to promote the healing of musculoskeletal tissue, with
particular emphasis on fracture healing and spinal repair.

OrthoLogic’s products are designed to enhance the healing of diseased, damaged, degenerated or recently
repaired musculoskeletal tissue. The Company’s products focus on improving the clinical outcomes and cost-
effectiveness of orthopedic procedures that are characterized by compromised healing, high-cost, potential for
complication and long recuperation time.

In July 2001 the Company sold its continuous passive motion (“CPM”) business. CPM devices provide
controlled, continuous movement to joints and limbs and are designed to reduce swelling, increase joint range of
motion, reduce the length of hospital stay and reduce the incidence of post-trauma and post-surgical complications.
The Company’s financial results reflect sales of the CPM devices through July 11, 2001.

In 1999, the Company exercised its option to license the United States development, marketing, and
distribution rights for the fracture indications for Chrysalin™, a new tissue repair synthetic peptide. In 2000, the
Company exercised its options to license Chrysalin™ worldwide for all orthopedic applications. The Company’s
research and development focus is on its Chrysalin product development program. The Company has three potential
Chrysalin products either in human clinical trials or in late-stage pre-clinical development.

The Company also distributed Hyalgan® (sodium hyaluronate), a therapeutic injectable for relief of pain
from osteoarthritis of the knee under the terms of an exclusive Co-Promotion Agreement with Hyalgan’s United
States distributor, Sanofi Synthelabo, Inc. The rights to distribute this product began in 1997 and were terminated in
October 2000. The Company received royalties from Hyalgan’s distributor through December 2002. There will be
no future royalties.

During the years ended December 31, 2002, 2001, and 2000, the Company reported net income (losses) of
$5.6 million, $(13.1) million and $(31.2) million, respectively. The Company anticipates that its cash and short-
term investments on hand, cash provided from operations and the funds available from the revolving line of credit
(Note 9) will be sufficient to meet the Company’s presently projected cash and working capital requirements for the
next 12 months. There can be no assurance, however, that this will prove to be the case. The timing and amounts of
cash used will depend on many factors, including the cost of research and development activities and the Company’s
ability to maintain profitability and collect amounts billed to Medicare and private insurers. The Company’s ability
to continue funding its planned operations beyond the next 12 months is dependent on its ability to generate
sufficient cash flow to meet its obligations on a timely basis, or to obtain additional funds through equity or debt
financing, as may be required.

Use of estimates. The preparation of the financial statements in conformity with accounting principles
generally accepted in the United States of America 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 revenue and expenses during the reporting period. Actual
results could differ from these estimates. Significant estimates include the allowance for doubtful accounts
(approximately $3.1 million and $5.8 million at December 31, 2002 and 2001, respectively), which are based
primarily on trends in historical collection rates, consideration of current events, payor mix and other considerations.
The Company derives a significant amount of its revenues in the United States from third-party payors, including
Medicare and certain commercial insurance carriers, health maintenance organizations, and preferred provider
organizations. Amounts paid under these plans are generally based on fixed or allowable reimbursement rates.
Revenues are recorded at the expected or pre-authorized reimbursement rates when earned and included unbilled
receivables of $860,000 and $1.9 million on December 31, 2002 and 2001, respectively. The decrease in the
unbilled receivables from 2001 to 2002 primarily results from changes to the Company’s billing processes during
2002. Billings are subject to review by third party payors and may be subject to adjustments. Any differences
between estimated reimbursement and final determinations are reflected in the period finalized. In the opinion of
management, adequate allowances have been provided for doubtful accounts and contractual adjustments.
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Principles of consolidation. The consolidated financial statements include the accounts of OrthoLogic
and its subsidiaries. All intercompany accounts and transactions have been eliminated. The Company prepares its
consolidated financial statements in accordance with accounting principles generally accepted in the United States
of America. The following briefly describes the significant accounting policies used in the preparation of the
financial statements of the Company:

A. Cash and cash equivalents. Cash and cash equivalents consist of cash on hand and cash deposited
with financial institutions, including money market accounts, and commercial paper purchased with an original
maturity of three months or less.

B. Inventories. Business inventories are stated at the lower of cost (first in, first out method) or market.
The Company writes-down its inventory for inventory shrinkage and obsolescence. Inventory is written down to
estimated market value based on a number of assumptions, including future demand and market conditions.

C. Furniture and equipment. Furiture and equipment are stated at cost or, in the case of leased assets
under capital leases, at the present value of future lease payments at inception of the lease. Depreciation is calculated
on a straight-line basis over the estimated useful lives of the various assets, which range from three to seven years.
Leasehold improvements and leased assets under capital leases are amortized over the life of the asset or the period
of the respective lease using the straight-line method, whichever is the shortest.

The Company adopted Statement of Financial Accounting Standards No. 144, Accounting for the
Impairment or Disposal of Long-Lived Assets (“SFAS No. 144”) effective January 1, 2002. SFAS No. 144
addresses financial accounting and reporting for the impairment or disposal of long-lived assets, and supersedes
Statement of Financial Accounting Standards No. 121, Accounting of the Impairment of Long-Lived Assets and for
Long-Lived Assets to be Disposed Of. SFAS No. 144 requires that the Company evaluate long-lived assets based on
the net future cash flow expected to be generated from the asset on an undiscounted basis whenever significant
events or changes in circumstances occur that indicate that the carrying amount of an asset may not be recoverable.
The adoption of SFAS No. 144 did not have a significant impact on the Company’s operating results or financial
position.

D. Investment in Chrysalis. The Company owns a minority ownership interest in Chrysalis, which is
recorded at cost (see Note 13).

E. Income taxes. Under Financial Accounting Standards Board (“FASB”) Statement of Financial
Accounting Standards (“SFAS”) No. 109, “Accounting for Income Taxes”, income taxes are recorded based on
current year amounts payable or refundable, as well as the consequences of events that give rise to deferred tax
assets and liabilities. The Company bases its estimate of current and deferred taxes on the tax laws and rates that are
currently in effect in the appropriate jurisdiction. Pursuant to SFAS No. 109, the Company has determined that the
deferred tax asset at December 31, 2002 requires a valuation allowance (see Note 7).

F. Restructuring and other related charges. The Company recorded restructuring charges during the
second quarter of 2001 using the authoritative guidance in Emerging Issues Task Force Issue No. 94-3 (“EITF No.
94-3%), Liability Recognition for Certain Employee Termination Benefits and Other Costs to Exit an Activity
(including Certain Costs Incurred in a Restructuring). In June 2002, the Financial Accounting Standards Board
issued Statement of Financial Accounting Standards No. 146, Accounting for Costs Associated with Exit or Disposal
Activities (“SFAS No. 146™). The provisions of SFAS No. 146 are effective for exit or disposal activities that are
initiated after December 31, 2002, with earlier adoption encouraged. The Company will adopt SFAS No. 146
effective January 1, 2003. SFAS No. 146 addresses financial accounting and reporting for costs associated with exit
or disposal activities and nullifies EITF No. 94-3. Under SFAS No. 146, the liability for costs associated with exit
or disposal activities is recognized and measured initially at fair value only when the liability is incurred, rather than
at the date the Company committed to the exit plan. The adoption of SFAS No. 146 is not expected to have a
significant impact on the Company’s operating results or financial position.

G. Revenue, Revenue is recognized for sales of the OL1000 and SpinaLogic products at the time the
product is delivered to and accepted by the patient, as verified by the patient signing a “Patient Agreement Form”
accepting financial responsibility. If the sale of either product is to a commercial buyer, a purchase order is
required, and the revenue is recognized at the time of shipment to the commercial buyer. The Company’s shipping
terms are FOB shipping point.

Rental revenue for the divested CPM products was recorded over the period the equipment was utilized by
the patient. Ancillary products for the divested CPM business were sold to both patients and commercial buyers.
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Revenue for the sale of the ancillary products provided to patients was recognized at the time the patient accepted
the product by signing a “Patient Agreement Form.” CPM ancillary products sold to commercial buyers required a
purchase order, and were recorded as a sale at the time the product was shipped “FOB shipping point.”

The amount of revenue recorded at the time of sale is based on contractual terms, or if the Company does
not have a contract with the third-party payor, then the amount of revenue recorded is the pricing expected to be
approved by the third-party payor, based on historical experience with that payor. The Company records
differences, if any, between the net revenue amount recognized at the time of the sale and the ultimate pricing by the
primary third-party payor as an adjustment to sales in the period the Company receives payments from the third-
party payor or earlier if the Company becomes aware of circumstances that warrant a change in estimate.

Royalties and co-promotion fee revenue is recorded in accordance with the Co-Promotion Agreement and
the Termination Agreement the Company had with Hyalgan’s distributor (see Note 12). The agreements with
Hyalgan’s distributor concluded December 2002. The Company will receive no further Hyalgan related revenues.

The Company maintains a warranty reserve for the expected cost to replace or repair products. Warranty
costs are recorded in cost of goods sold. The Company does not offer price protection or rebates to any of its
customers.

H. Research and development. Research and development represents both costs incurred internally for
research and development activities, as well as costs incurred by the Company to fund the research activities with
which the Company has contracted and certain milestone payments regarding the continued clinical testing of
Chrysalin. All research and development costs are expensed when incurred.

1. Stock-based compensation. In December 2002, the Financial Accounting Standards Board issued
Statement of Financial Accounting Standards No. 148, Accounting for Stock-Based Compensation - Transition and
Disclosure (“SFAS No. 148”) which is effective for fiscal years ending after December 15, 2002. SFAS No. 148
amends SFAS No. 123 to provide alternative methods of transition to SFAS No. 123's fair value method of
accounting for stock-based employee compensation if a company elects to account for its equity awards under this
method. SFAS No. 148 also amends the disclosure provisions of SFAS No. 123 and APB Opinion No. 28, Interim
Financial Reporting, to require disclosure of the effects of an entity's accounting policy with respect to stock-based
employee compensation on reported net income and earnings per share in both annual and interim financial
statements. The Company will provide the comparative interim annual pro forma disclosures required by SFAS
No. 148 beginning in first quarter 2003 and has provided the required additional annual disclosures below. The
Company is currently evaluating the impact if it were to adopt the fair value method of accounting for stock-based
employee compensation under all three methods.

At December 31, 2002, the Company has two stock-based employee compensation plans, which are
described more fully in Note 8. The Company accounts for those plans under the recognition and measurement
principles of APB Opinion No. 25, Accounting for Stock Issued to Employees, and related Interpretations. No
stock-based employee compensation cost is reflected in net income, as all options granted under those plans had an
exercise price equal to the market value of the underlying common stock on the date of grant. The following table
illustrates the effect on net income and earnings per share if the Company had applied the fair value recognition
provisions of FASB Statement No. 123, Accounting for Stock-Based Compensation, to stock-based employee
compensation (in thousands except per share data).
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2002 2001 2000

Estimated weighted-average fair value of options
granted during the year $ 187 § 1.71 $ 1.49
Net income (loss) attributable to common stockholders:

As reported $ 5608 $ (13,095 $ (31,191)

Stock based compensation expense $ (838) $ (1,3200 $§ (1,572

Pro forma ‘ $ 4770 $ (14415 $ (32,763)
Basic net income (loss) per share:

As reported $ 017 % 042) $ (1.04)

Pro forma $ 015 §$ 0.46) $ (1.10)
Diluted net income (loss) per share

As reported $ 017 $ (©042) $ (1.04)

Pro forma $ 014 $ (046) $ (1.10)
Black Scholes model assumptions:

Risk free interest rate 2.0% 3.5% 5.5%

Expected volatility 51% 60% 70%

Expected term 2.6 Years 5 Years 5 Years

Dividend yield 0% 0% 0%

The table above presents pro forma net income and basic and diluted earnings per share as if compensation
expense had been recognized for stock options granted in the three year period ended December 31, 2002, as
determined under the fair value method used in the Black-Scholes pricing model, and includes the effect of shares

_issued under the employee stock purchase plan.

J. Income (Loss) per common share. Income (loss) per common share is computed on the weighted
average number of common or common and equivalent shares outstanding during each year. Basic earnings per
share is computed as net income (loss) divided by the weighted average number of common shares outstanding
during the period. Diluted earnings per share reflects the potential dilution that could occur from common shares
issuable through stock options, warrants, and other convertible securities when the effect would be dilutive.

K Certain reclassifications. Certain reclassifications have been made to the prior year financial
statements to conform to the 2002 presentation.

L. New Accounting Pronouncements. In November 2002, the FASB issued Interpretation No. 45
(“FIN 45”), GUARANTOR’S ACCOUNTING AND DISCLOSURE REQUIREMENTS FOR GUARANTEES,
INCLUDING INDIRECT GUARANTEES OF THE INDEBTEDNESS OF OTHERS, which clarifies the
requirements of SFAS No. 5, ACCOUNTING FOR CONTINGENCIES, relating to a guarantor’s accounting for and
disclosures of certain guarantees issued. FIN 45 requires enhanced disclosures for certain guarantees. FIN 45 also
requires certain guarantees that are issued or modified after December 31, 2002, to be initially recorded on the
balance sheet at fair value. For guarantees issued on or before December 31, 2002, liabilities are recorded when and
if payments become probable and estimable. The Company had no guarantees at December 31, 2002. As the
financial statement recognition provisions are effective prospectively, the Company cannot reasonably estimate the
impact of adopting FIN 45 until guarantees are issued or modified in future periods, at which time the related results
will be initially reported in the financial statements.

In January 2003, the FASB issued Interpretation No. 46 (“FIN 46”), CONSOLIDATION OF VARIABLE
INTEREST ENTITIES, which clarifies the application of Accounting Research Bulletin No. 51, CONSOLIDATED
FINANCIAL STATEMENTS, relating to consolidation of certain entities. First, FIN 46 will require identification
of the Company’s participation in variable interest entities (“VIEs™), which are defined as entities with a level of
invested equity that is not sufficient to fund future activities to permit it to operate on a standalone basis. For
entities identified as a VIE, FIN 46 sets forth a model to evaluate potential consolidation based on an assessment of
which party to the VIE (if any) bears a majority of the exposure to its expected losses, or stands to gain from a
majority of its expected returns. Interpretation 46 applies to variable interest entities created or acquired after
January 31, 2003. For variable interest entities existing at January 31, 2003, Interpretation 46 is effective for
accounting periods beginning after June 15, 2003. The application of Interpretation 46 is not expected to have a
material effect on the Company’s financial statements.

F-9




2. CPM DIVESTITURE IN 2001 AND RELATED CHARGES IN 2001 AND 2002

In July 2001, the Company announced the sale of its CPM business. The Company received $12.0 million
in cash, with the purchaser assuming approximately $2.0 million in liabilities in connection with the sale of certain
CPM related assets that had been recorded in the Company’s financial statements at a carrying value of Lt
approximately $20.7 million. The Company recorded a $6.9 million charge to write down the CPM assets to theirﬁf"‘ Lo
fair value less direct costs of selling the assets, all of which is included in the “CPM Divestiture and Related
Charges” total in the accompanying 2001 Statement of Operations. The Company may receive up to an additional
$2.5 million of cash, if certain objectives are achieved by the purchaser of the CPM business. The Company is
currently in litigation with the purchaser regarding this $2.5 million contingent payment and other matters (see Note
10). Because there is no reasonable basis for estimating the degree of certainty that these objectives will be reached,
the additional contingent consideration has not and will not be recorded in the accompanying financial statements
until cash is actually received by the Company.

The Company retained all the billed accounts receivable related to the CPM business. The collection staff
and supervisor previously responsible for the collection of these receivables were part of the employee team that was
hired by the purchaser of the CPM business. The purchaser requested an accelerated transition plan to hire the
majority of the Company’s collection team following the divestiture. The loss of experienced personnel, withouta -
sufficient period to hire and train new staff, changed the Company’s estimate of what would be collectible of the
retained CPM accounts receivable. As a result, a charge of $2.8 million was recognized in 2001 to write down the
carrying value of the retained CPM accounts receivable and is included in the “CPM Divestiture and Related
Charges” total in the accompanying 2001 Statement of Operations.

At December 31, 2001, the Company had collected $10.2 million of the remaining $10.8 million of the
retained CPM receivables. During 2002, collection of these receivables was better than anticipated. Based on the
improved collection trends, the Company revised its estimates and increased the estimated total collection of the
retained CPM accounts receivable by $600,000, $226,000, and $221,000 in the quarters ended March 31, 2002, June
30, 2002 and September 30, 2002, respectively. The effect of these changes in estimate resulted in additional income
during 2002 and is included in the “CPM Divestiture and Related Charges” line item in the 2002 Statement of
Operations. As of December 31, 2002, the net value of the remaining CPM accounts receivable was approximately
$94,000.

In connection with the sale of the CPM business, the Company notified approximately 331 of the
Company’s 505 employees that their positions were being eliminated. The accompanying 2001 Statement of .
Operations includes a charge of approximately $3.3 million included in the “CPM Divestiture and Related Charges™
total in the accompanying 2001 Statement of Operations for severance and related benefits. The Company also
recorded additional exit charges of approximately $1.4 million for CPM commissions, write offs of prepaid rents,
space build out costs relating to the purchaser’s sublease with the Company and other similar charges, and other
CPM related prepaid expenses for which no future benefits were expected to be received by the Company. These’
additional exit costs are also included in the “CPM Divestiture and Related Charges” total in the accompanying
2001 Statement of operations.

A summary of the severance and other exit cost reserve balances at December 31, 2002 and 2001 are as
follows (in thousands):

Reserves Amount Charged Cash Reserves
December 31, 2001 Against Assets Paid December 31, 2002
Severance $ 946 $ - $ (785) $ 161
Other exit costs 76 27) 49
Total non-recurring charges 8 1,022 $ - $ 812) $ 210.
Initial Amount Charged Cash Reserves
Reserves Against Assets Paid December 31, 2001 .
Severance $ 3,300 $ - % 2,354y $ 946
Other exit costs 1,387 (245) (1,066) 76
Total non-recurring charges $ 4,687 $ (245) $ (3,420) §% 1,022
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Cash requirements for the severance and exit costs were funded from the Company’s current cash balances.

Subsequent to the sale, the Company is no longer in the CPM business. Substantially all costs, expenses
and impairment charges related to CPM exit activities were recorded prior to the end of the second quarter, 2001.
The revenue and cost of revenue attributable to the CPM business for the following fiscal year ending December 31
were (in thousands):

Years ended
December 31,

2001 2000
Net sales $ 11,029 $ 21,189
Net rental 17,831 39,070
" Total net revenue 28,860 60,259
Cost of sale 2,219 6,206
Cost of rental 3,590 7,897
Gross profit $ 23,051 $ 46,156

Most operating expenses were not directly allocated between the Company’s various lines of business.

During the fourth quarter of 2000, the Company recorded a charge of approximately $3.0 million of
additional bad debt expense for a change in the estimated collectability of older receivables of the CPM business.

During the fourth quarter of 2000, the Company recorded a charge of $23.3 million for the write-off of
goodwill related to the CPM business. Letters of intent and results of discussions with third parties during the fourth
quarter of 2000 indicated that the fair value of the CPM assets were below their carrying amount. Management
considered this information to be an impairment indicator that should subject the CPM assets to impairment testing
prescribed under Statement of Financial Accounting Standard No. 121, ACCOUNTING FOR THE IMPAIRMENT
OF LONG LIVED ASSETS AND FOR LONG LIVED ASSETS TO BE DISPOSED. The Company performed the
recoverability test as of December 31, 2000, which indicated that the $23.3 million goodwill balance was fully
impaired.

The Company adopted SFAS No. 141 effective January 1, 2002. In addition to requiring that the purchase
method of accounting be used for all business combinations initiated after June 30, 2001, SFAS No. 141 also
provides guidance on the types of acquired intangible assets that are to be recognized and reported separately from
goodwill. The adoption of SFAS No. 141 did not have an effect on the Company’s financial statements.

The Company also adopted SFAS No. 142 effective January 1, 2002. SFAS No. 142 addresses how
intangible assets should be accounted for after they have been initially recognized in the financial statements. SFAS
No. 142 also requires that goodwill and certain other intangible assets with indefinite useful lives no longer be
amortized, but instead be tested for impairment at least annually. The adoption of SFAS No. 142 did not affect the
Company’s financial statements as all goodwill and certain other intangible assets were written off as of December
31, 2000.




At December 31, 2002, 2001 and 2000, goodwill and other intangible assets, all related to the CPM
business, consisted of the following (in thousands except per share data):

For the years ended December 31,

2002 2001 2000
Reported net income (loss) $ 5,608 $ (13,095 $ (31,191)
Add back: Goodwill amortization - - 1,296
Adjusted net income (loss) $ 5,608 $  (13,095) $  (29,895)
Basic earnings (loss) per share $ 017 $ (0.42) $ (1.04)
Goodwill amortization - - 0.04
Adjusted net income (loss) $ 0.17 $ (0.42) $ (1.00)

3. LICENSE AGREEMENTS

The Company uses the BioLogic technology in its bone growth stimulation devices through a worldwide
exclusive license granted by a corporation owned by university professors who discovered the technology. The
Company’s license for the BioLogic technology extends for the life of the underlying patents, which are due to
expire over a period of years beginning in 2006 and extending through 2016. The license provides for payment of
royalties by the Company from the net sales of products using the BioLogic technology. The royalty percentages
vary but generally range from 0.5% to 7% of the sales amount for licensed products. The royalty percentage under
the different agreements decrease when either a certain sales dollar amount is reached or royalty amount is paid.
Royalty expense under these agreements totaled $200,000, $106,000 and $382,000 in 2002, 2001, and 2000,
respectively.

4, INVESTMENTS AND FAIR VALUE DISCLOSURES

At December 31, 2002, marketable securities consisted of municipal and corporate bonds and were
classified as held-to-maturity securities. Such classification requires these securities to be reported at amortized
cost unless they are deemed to be permanently impaired in value.
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A summary of the fair market value and unrealized gains and losses on these securities is as follows:

Investments with maturities —Short term

Amortized costs
Gross unrealized gains
Gross unrealized losses

Fair value

Investments with maturities - Long term

Amortized costs
Gross unrealized gains
Gross unrealized losses

Fair value

December 31
2002 2001

$ 18,659,773 $ 11,008,444
90,684 ]

- (88,709)

$ 18,750,457 $ 10,919,735

_December 31
2002

$ 5,659,442
26,164

$ 5,685,606

SFAS No. 107, Disclosures about Fair Value of Financial Instruments, requires that the Company disclose
estimated fair values for its financial instruments. Fair value estimates are made at a specific point in time and are
based on relevant market information and information about financial instruments; they are subjective in nature and
involve uncertainties, matters of judgements, and therefore, cannot be determined with precision. These estimates
do not reflect any premium or discount that could result from offering for sale at one time the Company’s entire
holdings of a particular instrument. Since the fair market values above are estimated at December 31, 2002, the
amounts that will actually be realized or paid in settlement of the instruments could be significantly different.

For the Company’s cash and cash equivalents, the carrying amount is assumed to be the fair market value
because of the liquidity of these instruments. The carrying amount is assumed to be the fair value for accounts
receivable, accounts payable and other accrued expenses because of the short maturity of the portfolios. Therefore,
management believes the fair values approximate the carrying values of these financial instruments.

5. INVENTORIES

Inventories consisted of the following:

Raw materials
Work in progress
Finished goods

Less allowance for shrinkage and obsolescence

Total

December 31,

2002 2001
$ 1,640,980 § 828,541
177,376 410,569
1,436,123 989,546
3,254,479 2,228,656
(686,773) (721,767)

$ 2,567,706 $ 1,506,389
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6. FURNITURE AND EQUIPMENT
Equipment and furniture consisted of the following:

December 31,

2002 2001
Machinery and equipment $ 2,086,002 $ 2,095,908
Computer equipment 4,769,592 4,513,159
Furniture and fixtures 994,016 994,016
Leasehold improvements 722,762 721,638

8,572,372 8,324,721
Less accumulated depreciation and amortization (7,074,035) (6,422,793)
Total $ 1,498,337 $ 1,901,928

Depreciation expense for the years ended December 31, 2002, 2001 and 2000 was $701,767, $970,428 and
$3,851,586, respectively.

7. INCOME TAXES

The components of deferred income taxes at December 31 are as follows:

(In thousands) December 31,

2002 2001

Allowance for bad debts $ 1,051 $ 2,272
Other accruals and reserves 616 1,397
Valuation allowance - (1,038)
Total current 1,667 2,631
Net operating loss and general business credit

carryforwards 25,489 25,081
Deferred revenue 645 963
Difference in basis of fixed assets (306) 369)
Nondeductible accruals and reserves 183 159
Difference in basis of intangibles 7,464 7,839
Valuation allowance (32,511) (33,673)
Total non current 964 -
Total deferred income taxes $2,631 $ 2,631
The provision for income taxes are as follows Years Ended December 31

(in thousands): 2002 2001 2000
Current $ 6 $ 12 % 12
Deferred - - -
Income Tax Provisions $ 6 3 12 $ 12

SFAS No. 109 requires that a valuation allowance be established when it is more likely than not that all
or a portion of a deferred tax asset will not be realized. Changes in valuation allowances from period to period are
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included in the tax provision in the period of change. In determining whether a valuation allowance is required,
the Company takes into account all evidence with regard to the utilization of a deferred tax asset included in past
earnings history, expected future earnings, the character and jurisdiction of such earnings, unsettled circuamstances
that, if unfavorably resolved, would adversely affect utilization of a deferred tax asset, carryback and carryforward
periods, and tax strategies that could potentially enhance the likelihood of realization of a deferred tax asset.
Management has evaluated the available evidence about future taxable income and other possible sources of
realization of deferred tax assets and has established a valuation allowance of approximately $32.5 million at
December 31, 2002. The valuation allowance reduces deferred tax assets to an amount that management believes
will more likely than not be realized. The Company believes that the net deferred tax asset of $2.6 million at
December 31, 2002, will be realized based primarily on our projected future earnings. However, the amount of the
deferred tax assets actually realized could differ if we have liitle or no future earnings.

The Company has accumulated approximately $64 million in federal and state net operating loss
carryforwards (“NOLs”) and approximately $800,000 of general business and alternative minimum tax credit
carryforwards. The federal and state NOLs expire from 2007 to 2022.

A reconciliation of the difference between the provision (benefit) for income taxes and income taxes at
the statutory U.S. federal income tax rate is as follows for the year ending December 31 (in thousands):

Years Ended December 31,

2002 2001 2000
Income tax (benefit) at statutory rate $ 1,950 $ (4,578 $ (10,912)
State income taxes (benefit) 201 (589) (1,559)
Change in valuation allowance (2,201 5,926 7,611
Other 56 (747) 4,872
Net provision $ 6 § 12 8 12

8. STOCKHOLDERS’ EQUITY

The number of common shares reserved for issuance under the 1987 Option Plan is 4,160,000 shares.
This plan expired during October 1997. In May 1997, the stockholders adopted a new Stock Option Plan (the
“1997 Option Plan”), which replaced the 1987 Option Plan. The 1997 Option Plan reserved for issuance
1,040,000 shares of Common Stock. Over 1998, 1999, 2000 and 2001 the Board and Shareholders approved
amendments to the 1997 Plan that increased the number of shares of Common Stock reserved for issuance by
375,000, 275,000, 1,000,000 and 500,000 shares, respectively. Two types of options may be granted under the
1997 Option Plan: options intended to qualify as incentive stock options under Section 422 of the Internal
Revenue Code (“Code”) and other options not specifically authorized or qualified for favorable income tax
treatment by the Code. All eligible employees may receive more than one type of option. Any director or
consultant who is not an employee of the Company shall be eligible to receive only nonqualified stock options
under the 1997 Option Plan.

In October 1989, the Board of Directors (the “Board”) approved that in the event of a takeover or merger
of the Company in which 100% of the equity of the Company is purchased, 75% of all unvested employee options
will vest, with the balance vesting equally over the ensuing 12 months, or according to the individual’s vesting
schedule, whichever is earlier. If an employee or holder of stock options is terminated as a result of or subsequent
to the acquisition, 100% of that individual’s stock option will vest immediately upon employment termination.

Options are granted at prices that are equal to the current fair value of the Company’s Common Stock at
the date of grant. The vesting period is generally related to length of employment and all incentive stock options
lapse upon termination of employment if not exercised within a 90-day period (or one year after death or disability
or the date of termination if terminated for cause).
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A summary of the status of the Option Plans as of December 31, 2002, 2001, and 2000, and changes

during the years then ended is:

2002 2001 2000
Weighted Weighted Weighted
Average Average Average
Shares Exercise price  Shares Exercise price Shares Exercise price
Fixed options outstanding
at the beginning of year 3,871,700 $ 430 3,625,846  $ 4.85 3,488,913 § 5.24
Granted 310,200 3.60 1,348,850 3.40 762,400 333
Exercised (43,927) 292 (124,407) 2.87 (125,990) 2.37
Forfeited (54,936) 3.87 (978,589) 527 (499,477) 592
Qutstanding at end of year 4,083,037 $ 426 3,871,700 $ 4.30 3625846 § 4.85
Options exercisable at year-end 3,179,034 $ 444 2,711,137 $ 4.62 2,734,347 $§ 5.09
The following table summarizes information about fixed stock options outstanding at December 31, 2002:
Outstanding Exercisable
Range of Number Weighted Weighted Number Weighted
Exercise Prices outstanding Average remaining Average Exercisable Average
as of 12/31/02 Contractual Life Exercise Price as of 12/31/02  Exercise Price
$ 181 § 2.53 444 500 4.61 $ 2.29 435332 § 2.29
$ 263§ 3.02 436,250 7.89 $ 2.86 309,167 $ 2.88
$ 306 $ 3.19 414,687 8.06 $ 3.16 276874 $ 3.17
$ 325 % 3.50 621,900 7.49 $ 3.35 378397 $ 3.26
$ 353 % 3.63 456,000 7.79 $ 3.58 346313 § 3.58
$ 393 § 4.56 427,900 8.22 $ 4.10 245,151 § 3.98
$ 470 $ 5.38 454,050 5.57 $ 5.11 370,050 $ 5.16
$ 550 % 5.63 495,500 4.92 $ 5.59 435,500 S 5.60
$ 581 $ 12.75 236,250 3.42 $ 6.79 236,250 $ 6.79
$ 1738 § 17.38 96,000 3.34 $ 17.38 96,000 § 17.38
$ 1.81 $ 17.38 4,083,037 6.53 $ 4.26 3,179,034 § 4.44

In January 2002, the Securities and Exchange Commission adopted new rules for the disclosure of equity
compensation plans. The purpose of the new rules is to summarize the potential dilution that could occur from
past and future equity grants under all equity compensation plans. The following provides tabular disclosure of
the number of securities to be issued upon the exercise of outstanding options, the weighted average exercise price
of outstanding options, and the number of securities remaining available for future issuance under equity
compensation plans, aggregated into two categories — plans that have been approved by stockholders and plans

that have not.
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Number of
Securities Remaining
Available for Future

Number of Weighted-average Issuance Under
Securities to be Exercise Price of Equity Compensation
Issued upon Outstanding Plans (Excluding
Exercise of Outstanding Options and Securities Reflected
Plan Category Options and Warrants Warrants in 1st Column)
Equity compensation plans 3,583,037 $ 4.45 506,489
approved by stockholders
Equity compensation plans 500,000 2.92 -
not approved by stockholders
Total 4,083,037 $ 4.26 506,489

In July 1998, the Company completed a private equity placement with two investors, an affiliate of
Credit Suisse First Boston Corp. and Capital Ventures International. Under the terms of the purchase agreement,
OrthoLogic sold 15,000 shares of Series B Convertible Preferred Stock for $15 million (before costs). The Series
B Convertible Preferred Stock was convertible into shares of Common Stock. Each share of Series B Convertible
Preferred Stock was convertible into Common Stock at a per share price equal to the lesser of the average of the 10
lowest closing bids during the 30 days prior to conversion or $3.0353.

In connection with the private placement of the Series B Convertible Preferred Stock, OrthoLogic issued
to the purchasers warrants to purchase 40 shares of Common Stock for each share of Series B Convertible
Preferred Stock, exercisable at $5.50. These warrants expire in 2008. The warrants were valued at $1,093,980.
Additional costs of the private placement were approximately $966,000. Both the value of the warrants and the
cost of the equity offering were recognized over the 10-month conversion period as an “accretion of non-cash
Preferred Stock dividends.” The Company filed a registration statement covering the underlying Common Stock.

Proceeds from the private placement were used to fund new product opportunities, including Spinal.ogic
and Chrysalin, as well as to complete the re-engineering of the Company’s key business processes.

In August 2001, the Company announced that it authorized a repurchase of up to ! million shares of the
Company’s outstanding shares over the subsequent 12 months. The repurchased shares are held as treasury shares
and used in part to reduce the dilution from the Company stock option plans. As of December 31, 2002, the
Company had repurchased 41,800 shares at a cost, net of fees, for $137,300 or an average price of $3.28 per share.

At December 31, 2002, there were 2,000,000 shares of Preferred Stock authorized and there were no
warrants for Preferred Stock outstanding.

At the close of business on December 31, 2002, 15,000 shares of Series B Convertible Preferred Stock
had been converted into 5,944,260 shares of Common Stock.

9. COMMITMENTS
The Company is obligated under non-cancelable operating lease agreements for its office, manufacturing
and research facilities. Rent expense for the years ended December 31, 2002, 2001, and 2000, was approximately

$1.0 million (offset by $570,000 for rent received from the buyer of the CPM business under a sublease
agreement), $1.5 million and $1.8 million, respectively. The sublease agreement ended in December 2002.
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The following table sets forth the obligated base payments:

2003 $1,078,000
2004 1,078,000
2005 1,078,000
2006 1,078,000
2007 989,000

$5,301,000

Approximately, 17% of the leased facility is subleased through June 2005, which will offset
approximately 10% of the lease commitments listed above.

The Company signed an exclusive worldwide sales agreement for a 10-year period, beginning August 18,
2000, with DePuy AcroMed, a unit of Johnson and Johnson, whereby DePuy AcroMed will assume sales
responsibility for SpinalLogic, the Company’s device used as an adjunctive treatment after lumbar spinal fusion
surgeries, in return for a commission. OrthoLogic is responsible for product development, testing and quality
control, general inventory risk, distribution, regulatory approvals, customer service, shipping, patient fitting, and
billing and coilection activities. As such, the Company records the gross revenues for orders received from
DePuy AcroMed representatives. OrthoLogic pays DePuy AcroMed a commission of the net sales price for the
sale of all Spinal.ogic products. Net sales price is defined as the amounts invoiced less any contractual discounts,
taxes or government charges. This sales agreement began with full implementation in 2000 .

On February 28, 2000, the Company obtained a $10.0 million accounts receivable revolving line of credit
with a lending institution. At the Company’s request, the revolving line of credit was reduced to $4.0 million on
September 24, 2001. The Company may borrow up to 75% of the eligible accounts receivable, as defined in the
agreement. The interest rate is at the prime rate. Interest accruing on the outstanding balance and a monthly
administration fee is due in arrears on the first day of each month. The line of credit was extended in 2002 and
expires February 28, 2005. There are certain financial covenants and reporting requirements associated with the
line of credit. Included in the financial covenants are (1) tangible net worth of not less than $30.0 million, (2) a
quick ratio of not less than 2.0 to 1.0, (3) a debt to tangible net worth ratio of not less than 0.50 to 1.0, and (4)
capital expenditures will not exceed more than $7.0 million dollars during any fiscal year. The Company has not
utilized this line of credit. As of December 31, 2002, the Company was in compliance with all the financial
covenants.

10. LITIGATION

Settlement of Class Action Suit Norman Cooper. et al. v. OrtholLogic Corp. et al.. Maricopa County
Superior Court. Arizona, Case No. CV 96-10799. and related federal cases. During 1996, certain class actions
lawsuits were filed in the United States District Court for the District of Arizona against the Company and certain
officers and directors alleging violations of Sections 10(b) of the Securities Exchange Act if 1934 (“Exchange
Act”) and SEC Rule 10b-5 promulgated thereunder, and, as to other defendants, Section 20(a) of the Exchange
Act.

In early October 2000, the parties negotiated a global settlement of the consolidated class action suits. In
return for dismissal of both class actions, and releases by a settlement class comprised of all purchasers of
OrthoLogic Common Stock during the period from January 18 through June 18, 1996, inclusive, the settlement
called for $1 million in cash-and 1 million shares of newly issued OrthoLogic Common Stock. On August 17,
2001, the superior court gave final approval of the settlement and signed and filed a judgment of dismissal of the
action with prejudice. We are not aware of any appeal from the judgment or other challenge to the final approval
of the settlement. Pursuant to the terms of the settlement, the cash portion of the settlement fund has already been
paid into the settlement fund, with the substantial portion of the $1 million paid from the proceeds of the
Company’s directors’ and officers’ liability insurance policy, and the remaining cash paid by the Company. The
Company recorded a $3.6 million charge, including legal expenses, for settlement. Pursuant to the terms of the
settlement and order of the superior court, the Company has issued and delivered 300,000 shares of Common
Stock to plaintiffs’ settlement counsel as part of the plaintiffs’ counsel’s fee award. The remaining 700,000 shares
remain to be delivered to the settlement fund pending administration of the claims process under the settlement.
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Notices have been sent to stockholders of record for the relevant time period to calculate the settlement pool each
stockholder is to receive.

Management believes the settlement is in the best interests of the Company and its shareholders as it
frees the Company from the cost and significant distraction of the ongoing litigation. The settlement does not
constitute, and should not be construed as, an admission that the defendants have any liability or acted wrongfully
in any way with respect to the plaintiffs or any other person.

United States of America ex rel. David Barmark v. Sutter Corp., United States Orthopedic Corp.,
OrthoLogic Corp., et al., United States District Court, Southern District of New York, Civ Action No 95 Civ
7637. The complaint in this matter was filed in September 1997 under the Qui Tam provisions of the Federal
False Claims Act and primarily relate to events occurring prior to the Company’s acquisition of Sutter
Corporation. The allegations relate to the submission of claims for reimbursement for continuous passive motion
exercisers to various federal health care programs. In June 2001, the U.S. Department of Justice and the Company
entered into a settlement agreement and the government’s amended complaint was dismissed with prejudice. In
October 2001, Plaintiff Barmark filed a second amended complaint, pursuing the claim independent of the U.S.
Department of Justice.

The Company filed a motion to dismiss the second amended complaint on various grounds including that
the allegations are barred because of the earlier settlement. At the present stage, it is not possible to evaluate the
likelihood of an unfavorable outcome or the amount or a range of potential loss, if any, which may be experienced
by the Company. »

OrthoRehab, Inc. and OrthoMotion, Inc. v. OrthoLogic Corporation and OrthoLogic Canada, Ltd.,
Superior Court of the State of Delaware, County of New Castle, Case No. C.A. No. 01C-11-224 WCC. In
November 2001, OrthoRehab, Inc., filed a complaint in connection with its acquisition of certain assets used in the
Company’s CPM business in July 2001 alleging, among other things, that some of the assets purchased were
overvalued and that the Company had breached its contract. The case is being heard in the Superior Court of the
State of Delaware. The Company has denied the Plaintiffs’ allegations and is defending the matter vigorously.
The Company has filed a counterclaim against OrthoRehab for nonpayment of the contingent payment believed to
be due and owing in connection with OrthoRehab’s acquisition of certain assets. The matter is presently
scheduled to be tried in Delaware in June 2003. The case is currently in discovery. At the present stage, it is not
possible to evaluate the likelihood of an unfavorable outcome or the amount or a range of potential loss, if any,
which may be experienced by the Company.

In addition to the matters disclosed above, the Company is involved in various other legal proceedings
that arise in the ordinary course of business. In management’s opinion, the ultimate resolution of these other legal
proceedings are not likely to have a material adverse effect on the financial position, results of operations or cash
flows of the Company.

The health care industry is subject to numerous laws and regulations of federal, state, and local
governments. Compliance with these laws and regulations, specifically those relating to the Medicare and
Medicaid programs, can be subject to government review and interpretations, as well as regulatory actions
unknown and unasserted at this time. Recently, federal government activity has increased with respect to
investigations and allegations concerning possible violations by health care providers of regulations, which could
result in the imposition of significant fines and penalties, as well as significant repayments of previously billed
and collected revenues from patient services. Management believes that the Company is in substantial
compliance with current laws and regulations.

11. 401(K) PLAN
The Company adopted a 401(k) plan (the “Plan”) for its employees on July 1, 1993. The Company may

make matching contributions to the Plan on behalf of all Plan participants, the amount of which is determined by
the Board of Directors. The Company matched approximately $95,000, $144,000 and $195,000 in 2002, 2001,

and 2000 respectively.
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12. CO-PROMOTION AGREEMENT - HYALGAN

In June 1997, the Company signed an exclusive Co-Promotion Agreement with Sanofi Synthelabo, Inc.
(“Sanofi”) at a cost of $4.0 million, which provided the Company with the right to market the Hyalgan product to
orthopedic surgeons in the United States. The Company capitalized the $4.0 million investment in the
agreement. From June 1997 through December 2000, the Company earned a fee from Sanofi for each unit of the
Hyalgan product sold. The fee earned from Sanofi was contractually determined and was based on Sanofi’s
wholesale price for the Hyalgan product, less any discounts or rebates and less any amounts deducted for Sanofi’s
estimated distribution costs, returns, a Sanofi overhead factor and a royalty factor. Sanofi did this calculation,

prior to sending the Company the fee revenue earned for the promotion of the product. The Company forwarded
orders for the product to Sanofi, which handled the product distribution. Co-promotion fee revenue of $9.3 million
was recognized by the Company in 2000.

In the fourth quarter of 2000, the Company and Sanofi mutually agreed to terminate this Co-Promotion
Agreement. The Company signed a Termination Agreement and received $4 million for the return of the rights
and the completion of a successful transition of the business back to Sanofi by January 1, 2001. The Company had
no further obligation to Sanofi after December 2000. As a result, the Company recognized the entire $4.0 million
payment as a component of the net gain of $844,000. At the time the Termination Agreement was signed, the
carrying value of the investment in the Agreement was $3.2 million. The net gain of $844,000 is calculated as
the difference between the $4.0 million of cash proceeds received from Sanofi and the carrying amount of the
investment. The net gain was recognized in the fourth quarter of 2000 and presented as a separate line item in the
2000 Statement of Operations entitled “Net gain from discontinuation of co-promotion agreement”.

The Termination Agreement stipulated that the Company would receive royalties of $5 for each unit of
the Hyalgan product distributed by Sanofi during the two-year period from January 1, 2001 through December 31,
2002. During 2001 the Company received approximately $3.0 million in royalties from Sanofi in accordance with
the Termination Agreement. During 2002, the Company received an additional $2.2 million in royalties. The
royalty payments ended December 2002. All of the royalties and co-promotion fees received from Sanofi have
been included in the Company’s respective Statements of Operations in the line item entitled “Royalties and fee
revenue from co-promotion agreement.”

13. CHRYSALIS LICENSING AGREEMENT

In January 1998, the Company acquired a minority equity investment (less than 10%) in a biotech firm,
Chrysalis BioTechnology, Inc. (“Chrysalis™), for $730,000. As part of the transaction, the Company was awarded
a worldwide exclusive option to license the orthopedic applications of Chrysalin, a patented 23-amino acid
peptide that had shown promise in accelerating the healing process. The Company’s agreement with Chrysalis
contains provisions for the Company to continue and expand its option to license Chrysalin contingent upon
regulatory approvals, successful pre-clinical trials, and certain trials and milestone payments to Chrysalis by the
Company.

In January 1999, the Company exercised its option to license the United States development, marketing
and distribution rights for Chrysalin for fracture indications. As part of the license agreement, and in conjunction
with FDA authorization of an Investigational New Drug (“IND”) application to begin human clinical trials for
fracture repair, OrthoLogic made a $500,000 milestone payment to Chrysalis in the fourth quarter of 1999. In
January 2000, the Company began enrolling patients in the combined Phase I/II clinical trial for Chrysalin. In July
2000, the Company made a $2.0 million payment to Chrysalis and announced it was expanding its license
agreement to include all Chrysalin orthopedic indications worldwide.

In July 2001, the Company paid $1.0 million to Chrysalis to extend its worldwide license for Chrysalin to
include the rights for orthopedic “soft tissue” indications including cartilage, tendon and ligament repair. The
license agreement calls for the Company to pay certain additional milestone payments and royalty fees, based
upon products developed and achievement of commercial services.

In March 2002, the Company received authorization from the FDA to commence a Phase I/I1 clinical
trial under an IND application for a spinal fusion indication and made a $500,000 milestone payment to Chrysalis
for receiving this FDA clearance. The Company began enrolling patients during the fourth quarter of 2002. The
clinical trial will include approximately 330 patients and will be performed at 15 to 20 centers in the United
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States. The purpose of the study is to evaluate the safety and preliminary efficacy of Chrysalin in combination
with allograft. The patient enrollment process is expected to take approximately 18 to 24 months with a nine-
month follow-up period.

The Company completed a Phase I/II clinical trial utilizing Chrysalin for fresh fracture repair, and in July
of 2002, announced that the FDA had authorized a Phase III trial for that indication. The trial will be performed at
25 to 30 clinical sites with approximately 500 patients. In addition, the Company is currently moving forward with
an IND application for a human clinical trial for Chrysalin for articular cartilage repair and hopes to begin a Phase
I/I1 human clinical trial during 2003. There can be no assurance that any of these clinical trials will result in
favorable data or that New Drug Application (“NDA”) approvals by the FDA, if sought, will be obtained.

A pre-payment of $250,000 was made subsequent to year-end 2002 to Chrysalis in anticipation of a
potential IND filing with the FDA for a human clinical trial for a cartilage indication.

At this stage of research, the Company is not yet able to apply for FDA approval to market Chrysalin.
The process of obtaining necessary government approvals is time consuming and expensive. There can be no
assurance that the necessary approvals for new products or applications will be obtained by the Company or, if
they are obtained, that they will be obtained on a timely basis. Significant additional costs for the Company will
be necessary to complete development of these products.

OrthoLogic does not own the patents to Chrysalin. Chrysalin was developed by and patented by
Chrysalis. Except for the $750,000 minority equity investment in Chrysalis, all payments made to Chrysalis have
been expensed as research and development. The license agreement with Chrysalis calls for the Company to pay
certain other additional milestone payments and royalty fees, based upon the product’s development and
achievement of commercial introduction.

14. RELATED PARTY TRANSACTIONS
At December 31, 1999, the Company had an outstanding note receivable from an officer of the

Company for approximately $158,000. The loan was increased by approximately $81,000 in January 2000. The
principal and interest of both loans were paid in full in 2000.

15. CONDENSED CONSOLIDATED QUARTERLY RESULTS (UNAUDITED)

First Quarter Second Quarter Third Quarter Fourth Quarter

2002 2001 2002 2001 2002 2001 2002 2001
(in thousands, except for per share data)

Net revenues 9,609 21,682 9,705 22,094 10,780 9,553 10,295 9,027
Gross profit 8,296 16,949 8,262 18,195 8,915 8,299 8,758 7,564
Operating income (loss) 1,272 142 1,087  (15,176) 1,235 383 1,359 974
Net income (loss) 1,446 204 1,256  (14,986) 1,392 606 1,514 1,081
Net income (loss) per share:
Basic 0.04 0.01 0.04 (0.48) 0.04 0.02 0.05 0.03
Diluted 0.04 0.01 0.04 (0.48) 0.04 0.02 0.05 0.03

In July 2001, the Company sold its CPM and related ancillary product business. The Statements of
Operations of the Company include the CPM business through the sales date of July 11, 2001. In the second
quarter of 2001, the Company recognized a $14.3 million charge related to the divestiture of the CPM business
(see Note 2).
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