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CBI failed to meet its primary objective of proftability in 2001, In ocder to conserve cash in the face of a
slowing economy, many of CBI's anticipated contractual clients reversed their decisions (e out=source their
work and simply deferred their research projects tooa later, as el undelmed, pomt in time, Our bodaet
projections for 2001, uwpon which CBI's profitability was predicted, were thus unatiainable; much of the
new anticipated revenue in the first and second quarters failed to materialize while stll other early-vear
anticipated projects were delayed until the third and fourth quarters of 2001, which are now continuing into
2002,

In looking at podentially stafic revenues and declining cash reserves, CBI Management acted to redoce
staffing through layoffs and attrition and to reduce or eliminate all non-production related expenditures.
Fiscal practices were strictly enforced which restrict all material purchases to service on-going work only
and serve o minimize all material inveniories. While reductions in advertising and marketing negatively
impacted CBI's ability to attract new work through the print media, expanded development and use of
CBI's web page (done with internal resources) combined with favorable word-of-meath and limited print
pdvertising, continue to enhance CBI's exposure to hife sciences investigators throughout the warld.

CBI continues to re-define its client population and actively secks clients with long-term project goals,
rather than individual orders for selected technologies. Concept-to-Clinic defines the approach taken with
all clients — design, development, implementation and testing.  Whether the client is a start-up company
wilh research and development needs, or an established ficm wishing to move a product throogh the
regulatory process, CBI stands ready as partner of choice to provide fhe required services that ensures
success, CBI's long-term contract revenues increased nearly 50% in 2001 as compared to 2000,

CBI underwent an internal strategic review of ils platform technobogies te identily tose, which were not
contributing bo the overhead, and profit margin of the Company. A5 a resull, several technology platforms
have been re-priced and some have been eliminated all together. CBIL also underwent an extensive
independent review of its fiscal practices and strategic dircetion. The results of the review indicate that
Management has implemented measures to hold down expenses while protecting the various revenue
streams, CBI Management is keenly aware of the need 1o continucusly streamling its operations while
maintaining its competitive edae. This straightforward Annuval Report that yvou are reading is an example of
where costs can be minimized by the Company while still meeting our obligations to our shareholders and
clients.

All Was Not Bad News

CBI Tost nearly 30% of its workforee in 2000 due to layoffs and attrition. [n spite of this fact, CBI's
employees have re-committed themselves to our success and productivity has boon maintained.

CRI licensed twa of its infellectual properties aver the past year. Aceutrac , CBI's DNA sequencing
reagent, was licensed o Applied Biosvstems, Ing,, Foster City, CA, under terms of o non-exclusive license
dpreement,

CHI also licensed HepArrest to MediRox AB, Linkoping, Sweden for use as an in vitro reagent for
reversal of heparin-induced anticoapulation in blood samples collected at the point of care from patients.
MediRox found HepArrest to be the “only agent, which caused sustained and immediate reversal of heparin
in whole hlond samples withour serionsly affecring the infegrity blood barne cells,” MediRox paid a one-
time license tee and is buving HepArrest exclusively from CEL  Depending on how quickly MediRox can
growy its i vitre disgmostic marked, sales of HepArrest can become a contributing revenue source.
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CBI expanded its molecular diagnostics platform to detection and quantitation of Ue vanous human Herpes
viruses. Particular Herpes family members have boen linked to chronic fatigue syndrome, organ rejection,
multiple sclerosis, and Karposi's syndrome.  CRI's platform offers rapid analysis combmed with single
copy sensitivities. CBI developed the platform under contract from Vigen, Inc., Wilmette, IL, and while
CBI is the named inventor on patents protecting this platform filed with the US and PCT patent authoritics,
the patent is assigned to Vigen. CBI performs the assays relative to this platform under a non-exclusive
license from Vigen, In the period May through December, CBI analyzed the blood serum from more than
350 paticnts for the presence of DNA attributable to Herpes viruses 4,5,6, 7 and 8. CBI's platform is also
being used in support of a clinical trial for new anti-Herpes medications. Even without a formal marketing
effort, gross revenues from Herpes viral assays were $1835,000 over this eighl-month period.

CBI comtinues 1o grow its defense contract business. CBI's subcontract from the Hlinois Institule of
Resenrch Institute on behalf of a government sponsor was renewed in 2001 for proprictary protocol
development work in the general arca of bio-defense. CBI is the prime contractor for a second government
sponsor. Under this latter agreement, research is aimed at identifying novel molecules associated with
nefirious bio agents. A third contract with ancther government Sponsor, awarded in September, 2001, for
which CBI is the prime contractor charges CBI with delincating strain identity by DNA sequence analysis
of particular human pathogenic bacteria. Management believes that these contracts demonstrate the high
regard with which the various governmental agencics view CBI and are acknow kedgemenl of its expertise in
this comphex area of detection and identification of agents, which may be used in bio-warfare. Together,
these confracts are expecied to bring nearly $ 2 million in gross revenue 1o the Company during the course
of one contractual vear period.

2002

The hoerific events of September 11" and the subsequent anthrax related events heightened the awareness
of every US citizen to the global threats of terrorism and bioterrorism. This heightened awarensss has
translated into new monics designated by Congress for the specific purpese of combating and preventing
bioterrorism. CBI expects 10 benefit from these new monics because it is uniquely equipped o address
these problems on a multi-disciplinary fromt and is already recognized for its ability to solve problems in a
timely and cost-efficient manner. CBI is competing for these monies in the form of new grant and research
program applications, which are targeted for entities, which can meet absolute criteria of capabilitics,
confidentiality, security, compliance and certification. CBI has also inslituted ils vwn pathogenic organism
analysis service in which suspoct materials are analyzed for the possible presence of hazardous biological
agenis, including anthrax. CRIs clients for this work include various governmental agencies, first
responders to acts of bioterrorism, and private contractors and busincsses.

In addition 1o its own applications for new contract monics, CBI was invited to team with two dilferent
major bic-defense contract providers for significant dollar contracts. The outcome of these applications is
nol vt known,

i i i business, CBI will re-organize in 2002 and assign some of the
current dutics and responsibilities of senior Management to various senior scientific stafl members. This
move will allow Dr, Harris, Dr. Freer and Mr. Reynolds to have more lime 1o become more actively
involved in the early interaction with potential clicats and development of mew business. [Dv. Harris will
assume the responsibilities of Chicl Scientific Officer (CS0) in addition to his dutics as President. This is
in keeping with his strengths in interacting very positively with potential clients and should give those
potentinl clients some additional comfort when developing scientific relationships. Dr. Freer will assume
the responsibilities of Chiel Operating Officer (COO) in addition to his dutics a3 Chairman of the Board of
Directors. This move will consolidate his current oversight of marketing, sales, compliunce, safety, and
drug development services under one organizational entity. The DNA laboratories were re-organized at the
end of 2001 o allow Mr. Reynolds more time to fully participate in strategic marketing and business
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development activities. The focus of these marketing efforts will be to develop new, long-term contracts
and business relationships with pharmaceutical, biotech, and research companies.

And finally, in 2002, the Company will once again focus its energies on becoming profitable. By holding
the line on expenses and increasing revenues, CBI will position itself to tum the comer and become a
sustainable, profilable business,

Thank You for Your Continued Support

CRBI's Management recognizes that 2001 was a difficult vear for CBI stockholders, and we thank you for
seeing us through this tough period. To all its hard-working emplovess who have also faced a very tough
wear, CBI again owes its thanks and pratitude. The Company's current Board of Directors has taken an
active rode m helping to formulate CBI's fulvre path, and Management thanks them for their advice and

insight.

With best regards,

Richard J. Freer, Ph.D. Robert B. Harris, Ph.D.
Chairman of the Board President

Thomas R. Reynol ;Jamn‘ H. Brennan
Senior Vice=President, Controller

Seerelary

CBI welcomes your calls and inquiries.

Phaone: B0-T35-9224

Fax: B04-648-2642

E-Mail: infofEehi-bistech.com

Wk wwnw chi-hintech com

Adedress: G0 Bintech Dirive
Richmond, WA 23235

¥ou are cordially invited to attend CBI's 2002 Annual Meeting of Shareholders on May 23, 2002 at 11:00
a.m. at the Company”s facility.
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Stockholder Matters
Murkel for Common Equity
The company completed its initial public offering on October 28, 1997 at a price per share of $6.00. Since

that time. the comman stock has traded on the NASDADQ Small Cap Market (“"NASDAQ”). The following
table sets forth the range of high and low sales price per share of common stock for 2001,

Peorbd High Stock Price Low Stock Price
1* Quarter, 2001 § 4625 $ 3375
2 Quarter, 2001 $ 7.060 § 310
3" Quarter, 2000 S 4850 $ 3.850
4" Quarter. 2001 5 7.080 $ 2.350

On March 15, 2002, the last reported sales price for a share of the Company's Common Stock on
NASDAQ was 5 1,85, As of March 31, 2002, there were 39 holders of record of the Company's Lommean
stock and 1067 benelicial holders.

The Company has not paid any cash dividends on its Common Stock. The Company intesds to retain its
earnings 1o finance the growth and development of its business and does nol expect ta declare or pay
dividends in the foreseeable future, The declaration of dividends is within the discretion of the Company.
However, the Company”s ability 10 pay dividends may be constrained by certain provisions of its industrinl
revenue bond financing.

Sulected Financial Data

Set forth below is selected financial data with respect 1o the Company for the years ended December 31,
2001 and December 31, 2000, which has been derived from the audited financial statements of the
Company. The selected financial data sct forth below should be read in conjurction with “Management’s
Discussion and Analysis of Financial Conditions and Results of Operation.”

For the years Ended
December 31, December 31, December 31,
2001 2000 1999

Operational Data:
Revenies: £ 4. TR6,087 5 4166959 £ 28564, /32
Net Loss 01,673,031 § <921.916> £ <2090, 194>
Loss per cornmon and
common equivalent share 3 =0El= 3 <0.51> 5 <127
Weighted averape common
shares outstanding 2076164 2,076,164 1,641,738
Bakance Shect Diaia;
Total Current Assels £ E17.026 § 2460 582 T A60L5TH
Total Assets £8348 718 S 10,343,694 § R.230,369
Total Current Liabilities § EBOG.638 £ D674 947,866
Tatal Liabilitics 4,693,949 5 4.994,129 L 4967560
Total Stockholders cquity § 3.654,769 £ 5349565 £ 3,282,503
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MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND
RESULTS OF OPERATIONS.

The following should be read in conjunction with "Selected Financial Data” and the Company's Audited
Financial Statements and Notes thereto included herein.

Going Concern

Since 1997 and through 2001, the Company incurred recurring operating losses due (o increasad operating
cosis without corresponding increascs in revenucs.  Throogh 2001, these deficits were substantially funded
through use of funds obained from a private placement and the IO, The Company has also used proceeds
from its offerings for capital acquisitions, which were primarily funded through its issuance of Industrinl
Fevenue Development Bonds, At December 31, 2001, the Company had used virtually all of the funds
receivid in connection with its offerings.

The financial statements have been prepared assuming the Company will continue as a going concern. The
Company incurred logses of $1,673,031 during the year 2000 as compared to 8921916 during the year
2000 and has a history of losses that have resulted in an accumulated deficit of $8,238, 186 as of December
31, 2001. In addition, the Company has had negative cash flows in three of the past five years. The years in
which the Company reached positive cash Mlows were years in which equity offerings were completed.

At the ouzet of 2002, the Company iz in an uncertain cash position. However, management believes that
the Company has the capacity to address the immediate needs for cash and liquidity through an aggressive
approach on a number of fronts. In 2001, when confronted with potentially static revenues and declining
cash reserves, management rediced staffing through layofTs and atirition and reduced or eliminated non-
production related expenditures. Fiscal practices have been strictly enforced which restricted all material
purchases Lo service on-going work only and serve to minimize all material inventories.

There can be no assurance that any funds required during the next twelve months or thercafter can be
generated from operations or that il such reguired funds are nol internally gencrated that funds will be
available from external sources, such as debt or equity financing or other potential sources, The lack af
adequate cash neserves resulting from the inability to generate cash flow from operations or (o raise capital
from external sources would force the Company to substantially curtail or cease operations and would,
therefore, have n material adverse cffect on its business, The Company s actively exploring the availability
of varying financial and strategic transactions, which, if consummated, would address the Company s nesd
Lo improve its linancial condition and’or s operations.,

There can be no assurance, however, that any such required funds, it presented, will be available on
attractive terms or that they will not have a significantly dilutive effiect on the Compamys existing
sharcholders.

The Company’s independent auditors have included a paragraph emphasizing “going concern™ in their
report on our 2001 financial statements, These Tinancial statements do not include any adjustments relating
to the recoverahility or classification of nssel carrying amounts or the amounts and classifications of
liabilities that may result should the Company be unable to continue as a poing concermn.

Page 5




Overview

The Company”s revenues arc derived principally from providing macromelecular synthetic and analytical
services to researchers in the bioteclmology industry or who are cnpaged in life sciences research in
government or academic labs throughout the world, Development of innovative technologies for
biotechnology requires sophisticated laboratory techniques and the Company provides these services to
customers on a contract basis, The Company’s customers consist of privatc companies, academic
institutions and government agencics, all of which use biokogical processes 1o develop products for health
care, agricultural, and other purposes.

The Company generally derives revenue from two types of customers! 1hose who require a discrere set of
services (“lab services™), and those who contraet with the Company on an extended hasiz for
perlonmance of a variety of integrated services (commercial contracts, drug development contracts, and
government contracts). More often than not, the Compamy™s customers provide repeat business 1o the
Company. The Company views commercial, drug development, and government contracts as the more
important source of revenue. The Company has continued 10 focus its efforts on identifying these
customers. These contracts penerally range from a few months to more than a yvear. Revenues are
generally recognized as services are rendered or as products are delivered, In addition, revenue is also
recognized with performance-based installments pavable over the contract as milestones are achieved.

The Company also derives revenuves from genetic identity and clinical services. There has been a
dramatic and constant incrense in the number of private patemity cases implemented a1 the Company and
in the number of molecular diagnostic assavs performed.  The Company designed and implemented
molecular disgnostic assays for the presence of DNA attributable to the various human herpes viruses.
This platform technology is being vsed 1o serve individual patients across the couniry and in suppont of
an on-going <linical study with a new anti-viral therapeutic. The Company has grown its molecular
diagnostic platform in several other critical areas and its services are being uged in support of s1ill other
on-going clinical irials and in support of fundamental rescarch and development programs for its cliemts,

In 2001, the Company expanded its microbiology test services in the area of food safesy, general
microbiology, and assessment of biological pathogens in test sumples, The Company is currently being
used 1o determing the presence of bacterial organisms in suspicious powders and other test samples.

The Company continues 10 grow its defense contract business and is now actively engaged in pursuit of
three different defense related contracts in v general area of bio-defense. The Company acts as both
prime and subconiractor for bio defense related work,

il iy

Year Ended December 31, 2001 Compared to Year Ended December 31, 2000,

Revenues

Giross revenues increased by 5419128 or 9.6% from § 4,566,959 during ended December 31, 2000
{"2000") o $4,786,087 during the vear ended December 31,2001 (“20017),

The Company experiences fuctuations in all revenue categories. Continuation of existing projects, or
engagement for future projects is usually dependent upon the customer's satisfaction with the scientific
results provided in initial phases of the scientific progmam. Continuation of existing prajects or
engagemenl of future projects also ofien depends upon factors beyond the Cempany's control, such as the
timing of product development and commercialization programs of the Company’s customwrs, The
Company is unable 1o predict for more than a few months in advance the velumne and dollar amount of
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future projects.  The combined impact of commencement and termination of research contracts from
several large customers and unpredictable fluctuations in revenuc for laboratory services can result in
wiery large Muctuations in financial performance.

Revenves realized from lab services decreased by 3204,004 or 23.6% from $863.737 during 2000 (o
$659,733 during 2001. As mentioned in the overview section above, the Company continues 1o view lab
services as o potential revenue source. Howewer, the Company views commercial and povemment
projects as the mone important source of revenue and has continued to focus its efforts on identifving
lome-lerm contractual customens.,

Revenues realized from various commercial contracts increased by 3588581 or 49.2%, from 51,197,149
during 2000 1o 51,785,730 during 2001, OF the $1,785,730 in commercial contracts, two major clienis
represented 10.3% and 9.6% respectively, of the revenue eamed during 2001, During 2001, the Company
performed work on ninety-five commercial customers compared to forty-five during 2000.

Revenues realized from varions govemment contracts deereased by 3439075 or 21.9%, from 52,007,190
during 2000 1o $1.568.113 during 2001, This decrease was primarily due to delay in the release of funds
necessary to perform work for the [innis Institute of Technology Research Institute (IITRI) program
curing the fourth gquarter. The hobd-status placed by [ITRI is due to a delay in release of monies to [ITRI
by 1he Sponsor of the research pragram which in turn, was due 10 a delay in release of monies o the
Sponsar by Congress. However, subsequent 1o vear-end, some of the funds that were delayed have bean
released to the Company and the remainder of the funds that were delayed is expected to be released
during the remainder of the first quarter of 2002, As [unds are released, work is recomimenced on the
program objeclives,

AL present, revenues from Govemment contracts primarily consist of two major projects, Work on a
third Government project, awarded in September 2001, is just now beginning, due to delays caused by
the events of September 11", This latter contract is for $550,000 for the period September 2001 through
Anpust 2006, The Sponsor las the option o increase this conteact by 5225,000. Revenues realized as of
December 31, 2000 are 56, T,

Revenves recognized from the IITRI subcontract were 51,024,030 during 200 1. OF these monies,
£125,784 represents revenue from the third year of the comtract, which was awarded in September 2001,
Additional revenwes 1 be recognized for the remainder of the third vear of the conteact in 2002 are
$473,314. It is anticipated that revennes for the fourth vear of the contract, to be awarded in September
2002 and continuing into 2003, will be §1, 129,680,

Revenwes recognized from the second Govemmment Sponsor for the period Auwpust 20001 through
December 2001 are 5384.543, These monies represent the Orsl portion of the second year of this
conteact,  Additional revenues 1o be recognized for the remainder of the second vear of this confract
during 2002 are 5545667,

Revenues realized from various genetic testing decreased by 571,635 or 25.1%, from 3284,847 during
2000 10 $213.212 during 2001, This overall decrease is a direct resolt of the cancellation of a major
eontract by a customer who chose to continue the waork intemally. Revenues from individual patemnity
testing imcreased by 397,705 or 121.1% from 380,727 during 2000 1o 5178432 during 2001, This is due
to o dramatic and constant increase in the number of private paternity cases during 2001.

In 2000, wnder license from @ thind party. the Company implemented rapid and novel techniques for
analysis of patien! samples for the presence of residual DNA attributable to the various human herpes
vimses. Gross revenues for the period May 2000 through December 2001 for performance of these
assays was 5187366, However. in onder to attract new patient work, the Company offers discounts to
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large clinical practices. In addition, the Company must pay royalties on the technology used. Hence, total
net revenue derived from this particular clinical technology platform amounted 1o $125,046 during 2001,
There were no revenoes derived from herpes virus testing in 2004,

On Apeil 30, 2001 the Company signed a patent license agreement (LS. Patent No. 6.1 10,683 entithed
“Automated DNA Sequencer Loading Dyve Which Contains A Lane Tracking Aid isswed August 29,
Eﬂﬂﬂ‘j with Applied Biosystems Group, an Applera Corporation, Foster City, CA. The Company received

licensing fees of $400,000 of which $200,000 was received in cash in the second quarier and the
remaining $200,000 in product and serviee eredits. These eredits were utilized in June and the equipment

iz fully operational.

In November 2001, the Company signed a license agreement for the in vitro use of HepAmest with
MediRex Al3, Linkoping, Sweden. This non-exclusive license limits MediRox to the use of HopArmest in
its own propriciary diagnostic instruments and obligates MediRox to purchase HepArrest from the
Company. MediRox will pay the Company a $50,000 license fee and is buying HepArrest exclusively
from CBL. Depending on how fast MediRox can grow its in virro diagnoestic market, sales of HepArrest
can become a contributing revenue source for the Company.

Cost ol Servives

Cost of services consists prlm.‘lrih of materials, lahor, subcontraclor costs mmd overhead, The cost of
services increased by $T01,496 or 22.0%, from 33,182,758 dunng 2000 1o $3.884,254 during 2001, The
cost of services as a percentage of revenue was §1.2% and 72.9% during 2001 and 2000, respectively.
This percentage increase was primarily duc to additional expenditures in subcontractor costs (sce below.)

Labor costs increased by $233,859, or 23.8%, from §906,012 during 2000 1o 21,139,871 during 2001.
This increase refects additional hours being directly charged to prajects in lieu of overhead.

The costs for divect materials increased by $74.4410, or 13.8%, from 5538143 during 2000, 10 3612584
during 2001, These increased costs are altributable 1o the increase of revenue generaled by the Company.

Subeontractor costs as of 2001 were 102,907, These costs incurred were from subcontractons in the new
drug development activity that was placed in operation in 2001, There were no subcontract costs in 2000,

Overhead cost consists of indirect labor, depreciation, freight charges, repairs and miscellancous supplics
not directly related to a parlicular project. Total overhend costs incrensed by $397,322 or 25.0%, from
£1.589,061 during 2000 to 51,986,333 during l{l}l Increased costs were seen primarily in the following
major categorics: i. indirect labor, $87,3%; i fringe benefits from increased costs and additional
personnel, S77,448; and iii. amortization ccms of SI83.047 from the acquisition of the Drug
Development contraets in January 2001,

Research amid Development.

Research and development costs within the Company fall imto two general categories: grant-related
research and development and in-house research and development, These eategories are distinguished by
those performed in support of government prant-sponsored programs, and those performed in the absence
of such grants which are funded from working capital. Total expenditures for these two categories
decreased by $135, 194, or 90,4%, from $149,542 during 2000 10 314,348 during 2001,

Expenditures 1o perform grant-related research activities decreased by 370,821 or 100.0%%, fram 570,821

during 2000 tc 0 during 2001. This decrease is primarily due to the Company redirecting its focus on
lomg-term commercial contracts.
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Expenditures made by the Company for in-house research activities decreased by 364,373 or 81.8%,
from $78.721 during 2000 to 514,348 during 2001, This decrease is primanly atwribulable tw the
reallacation of personnel from intemal R&D efforts 1o focus on its core business in contract research.

Sales, General and Administrative

Sales, general and administrative expenses (“SGA™) consist pamarily of compensation and related costs
for administralive, marketing and sales personnel, Tacility expenditures, professional fees, consulting.
taxes, e depreciation, Total SGA costs increased by §41 1,838, or 22.7%, from §1,817,466 during 2000
w §2,229,304 during 2001, As a percentage of revenue, these costs were 46.6% and 41.6% during 2001
and 2000, respectiviely.

Increases in SGA cxpenses were seen in the following categories. Total compensation and benefits
increazed by $279.058 or 40.9% from $394,348 during 2000 1o $673,406 during 2000, These increases
are attributable 1o new employees who assist in the administrative support of the Company (who have
since heen Inid off o put on pari-time status as of the third quarter, 2001), 1o increased vacation time
useel by stafT who acerued an additional vacation week because of their length of tenure with the
Company, and increased benefits costs associated with The Company's major medical and dental plans.

Professional Tees increased by $70,632, or 22.9%, from 3309013 during 2000 10 5379665 during 2001.
This increase i primarily doe to fees paid to consultants who were initially used by the Company in
pursuit of its Drug Development contracts. In addition. the Company opted to increase its coverage in
personal liability for bath the corporate and drug development offices.

Oifice Expenscs decreased by 354,412, or 35.8% from $131,772 during 2000 1o $97,360 during 2001,
This reduction is 2 direct result of eliminating various items previously purchased in prior periods which
are no longer reeded by the Company and 1o 2 severe curtailment in office supply inventeries.

Marketing Expenses increased by 5185522, or 124.5% from $148.983 during 2000 to 5334.505 dunng
2001. In the early part of the 2001 Perod, the Company opted to increase its marketing exposure with
major increases in advertising and public relations, This marketing effon has since been dramatically
downscaled.

Other Income (Expenses

Interest income increased by $33.631. or 33.1% from 563,348 during 2000 to 596,979 during 2001.
Interest income has been derived rom investing the unused portion of the restricted cash realized hy the
Company from the suceessful sale (March, 1998) of Industrial Revenue Bonds (IRBz) for construction of
the Company's new facility, Interest income alse increased due to the investing of the procesds reccived
from the private placement on September 27, 2000,

Interest costs incurred by the Company during the 2000 and 2001 included: i. interest paid to financial
institutions for loans made to the Company; ii. inferest paid for the Company's ITRBs; and iii.amortization
of costs incurred as a consequence of the completion of the Company’s IRB financing. [Interest costs
decreased by ST0,181 or 19.9% from $353,305 during 2000 to $281,124 during 2001, This decrcase is
the resull of puyvments on the principal balance of long-term debi.

In addition, the Company elected to write oft costs for a private placement that did not materialize during
the year. This one-time write off amounted to $110,598. The Company also clected to take a complete
imventory on all lab equipment. It was determined that certain items could no longer be nsed or repaired.
The one-time write oft for these obsolete eguipment ems amounted 1o 548,417,
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Resulis of Operations
Year Ended December 31, 2000 Compared to Year Ended December 31, 1999

Revenues

Gross revenucs increased by 51,801,827 or 70.2% from 32,563,132 dering ended December 31, 1999
(“1992 ") to $4,366,959 during the year ended December 31,2000 (2000 7).

The Company experiences fluctuations in all revenue categorics. Conlinuation of existing projects, or
engagement for future projects is usually dependent upon the eustomer’s satisfaction with the seientific
results provided in initial phases of the scientific program. Continuation of existing projects or
engagement of fulure projects also often depends upon factors beyond the Company's control, such as the
timing of product development and commercialization programs of the Company’s eustomers, The
Company is unable 1o predict for more than a few months in advance the volume and dollar amouvntl of
future projects. The comhined impact of commencement and ermination of research contracts from
several large customers and unpredictable fluctuations in revenue for laboratory services can result in
very large fluctuations in financial performance.

Revenues realized from lab services remained relatively flat. Revenue increased by $28,939 or 03%
from $334,797 during 1999 w $363,736 during 2000. Historically, a majority of the Company’s net
revenues have been earncd under lab services, However, the Company stills views commercial and
government contracts as the more important source of revenue, (as mentioned below) and has continued
1o focus its efforts on identifying long-term customers.

Revenues realized from commercial contracts decreased by §15,548 or .01% from $1.212,697 dunng
1999 to £1.197,149 during 2000. This slight decrease was due 1o the delay in the starp of certain
projects that were anticipated to begin in the fourth quarter of 2000, However as mentioned below, the
Company entered info the arca of government contracts and was awarded from (he Iinais Institute of
Technology Research Institute the second vear of this contract which was expected to provide revenues
of $1.2 millien.

Revenues realized from various governmenl contracts increased by $1.588.827 or 3,797.7%. from
£418.363 during 1999 10 $2.007,190 during 2000, This increase was primarily due 1o the awarding of one
project form the llinois Instituie of Technology Research Institue. During the third quanter of 2000, the
second year of this contract was awarded 1o the Company and provided revenues of $1.2 million,

Revenues realized from genctic identity ane primarily due to the startup of Paternity lesting, Reventes
realized from this activity have amounted o $284,847 during 2000 compared to 530,410 10 19949,

The Company experienced a decrease in revenue realized from AccuTrac in the amount of $28.506, or
68.8%, from § 41,420 during 1999 to $12,914 during 2000. This decréase is primarily due 10 purchases in
1999 allter the initiation of the product into the market, which was not continued in 2000,

Expenses

Cost_of Services. Cost of services consists primarily of materials, labor, subcontractor costs and
overhead, The cost of services increased by $728,826 or 29.7%, from $2,453.932 during 1999 to
$3,182,758 during 2000. The cost of services as a percentage of revenue was 95.6% and 72.9% during
1999 and 2000, respectively.
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Labor costs increased by 5454096 or 100.5% from $451,916 during 1999 to 3906,012 during 2000.
llinois This increase is primarily atiributable to the reallocation of personnel in the administrative area te
work on the subcontract from the llineis Institute of Technology Rescarch Institute.

The costs for direct materials increased by 338,121, or 12.1%, from $480,022 during 1929 10 $538,143
during 2000. These increased costs are attributable to the increase of revenue generated by the Company.

Overhead cost consists of indireet lahor, depreciation, freight charges, repairs and miscellancous supplies
not dircetly related 1o a particular project. Tetal overhead costs increased by $446,820 or 39.1%, from
$1,142.241 during 1999 to $1,589.061 during 2000. Increased costs were seen primarily in the
Following major categorics: i indirect labor, 3206,826; i I'nnge benefits from inercased costs and
additional personnel, $113,%17: §ii. increased depreciation expenses, 540,224; and iv. general supplies
not directly associated with any particular project, 559,603 and v, maintenance and repair of equipment
$63.576.

Research amd Development. Research and development costs within the Company fall into two general
categories: grant-related research and development and in-house research and development. Those
performed in support of povernment grant-sponsored programs distinguish these categories, and those
performed in the absence of such grants, which are funded from working capital. Total expenditures for
these two catepories decrensed by $230,211, or 60.6%, lrom 379,753 during 1999 to $149,541 during
2000, Total grant-related rescarch and in-house rescarch as a percentage of revenue were 3.4% and
1 4.8% during 2000 and 1999, respectively.

Expenditures 1o perform grant-related rescarch activities decreased by 5113472 or 61.6%, from
$184,293 during 1999 10 §70,821 during 2000. This decrease is primarily due to the completion of all of
the gramts i house,

Expenditures made by the Company for in-house research activitics decreased by 3116,740 or 57.3%,
from § 195,461 during 1999 0 §78,72] during 2000 Period. This decrease is primarily attributable to the
reallocation of personnel in the research and development arca to work on the subcontract from the
[Minnis Instituie of Technoloey Research Institute,

Kelling, Caene Sales. general and administrative expenses (“SGA™) consist
primarily of compensation and related costs for administrative, marketing and sales personnel, facility
expenditures, professional fees, consulling. taxes, and depreciation. Total SGA costs decreased by
£155,640 or 7.9%, from 51,973,106 during 1999 to $1,817,466 during 2000. As a percentape of revenue,
these costs were 76.9% and 41.. . . 6% dyrine. | 999 and 2000, resnectively.

Total Compensation and Benefits decrcased by $243,531 or 38.2% from 3637879 during 1999 1o
$394,348 during 2000. This decrease is primarily atiributable to the reallocation of personnel in the
administrative area o work on the subcontract from the [inois Institute of Technology Rescarch
Institute

Professional and consulling fees in¢reased by 5653585, or 26.9%, from 5243428 during 1999 to
5309,003 during 2000, This increase is primarily due to the additional expenditures in business and D&O
insurance. In addition, increased legal lees associated with Management’s proposed acquisition of SRA
Life Sciences, Inc. and the defending of its AccuTrac patent also contribuged 1o this increase,

Office expenses increased by 528,552, or 23.2%, from £123,220 during 1999 to $151,772 during 200{.
This increase is primarily due to additional operating and office supplies needed to support the operations
of the Company,

Other costs increased by 121,518 or 121.4%, from $100,109 during 1999 to §221,627 during 2000. This
increase is primarily doe to the bad debt writien-off from one customer in the amount of $122,553.

Page 11




Marketing costs decreased by $ 166,025 or 32.7%. from $313,008 during 1999 to 5148983 during 2000.
Reductions in advertising. public relations and payments Tor consulling services contributed 1o the
decrease in marketing costs, Sales costs decreased by $47.982 or 62.4%, from $76,860 during 1999 to
$28,878 during 2000 Period, Elimination of the sales department contesbated 1o the decrease in costs.

Oiber Income {Expenses)

Interest income 1o the Company decreased by $15.645, or 19.8% from $78.993 during 1999 1o $63,348
during 2000, Interest income has been derived from investing the unused portion of the funds realized by
the Company from the successful sake (March 1998) of Industrial Revenue Bonds (IRBs) for construction
of the Company’s new facility.

Interest costs incurred by the Company during the 1999 and 2000 Peried’s included (1) interesl paid to
fnancial institutions for loans made to the Company: 2) interest paid for the Company’s IRBs: and 3)
amortization of costs incumred as a consequenee of the completion of the Company™s IRB linancing and
4) interest costs associated with the line of credit from a sigaificant stockholder of the Company, which
inchaded the valuation of the options issued in connection therewith, Interest expense mereased by
£45.024 or 14.6% from S 308,281 during 1999 10 5353.305 during 2000,

icquieli Ca WrCes

For a discussion of the Company's eurnent financial condition, please see the section entitled “Going
Concern”, 2001 reflected a decrease in cash of S819.811 from operaling activilies, as conpared to a
decrease of $558.229 from operating activities during the 2000, The significant cash owtflow for 2001
was primarily due te substantial investments made by the Company in [acility costs, personncl,
equipment, and marketing ¢lforts. The cost outlays in 2001 were made possible by capital realized from
the Company s private placement on September 27, 2000,

Net working capital as of December 31, 2000 and December 31, 2000 was 313,408 {see Notes to
Financial Statenents 813} and $1,553,139 respeetively. This deercase is the primary result of the
significant loss in 2001 of $1,673,03 1. Cash fMlows fram new and existing contracts that were expected to
occur either were posiponed 1o subsequent periods or did not materialize. As o result Manugement is
seeking sources of new capital which it belicves will be necessary to (und future operations.

The Company underwent an internal strategic review of is platform technologies and an extensive
independent examination of s fiscal policies and procedures, The latter review confirmed tha
Management acted appropriately to reduce stalfing through lay-offs and attrition and to reduce or
eliminate all non-production related expenditures, Fiscal practives were strictly enforced which restrict
all material purchases to service on-going work only and serve 10 minimize all material inventories,
While reductions in advertising and marketing negatively impagt CRIUs ability to aftract new work
through the print media, expanded development and use of the Company’s web page (done with intemal
resources) combined with favorable word-of-mouth and limited primt adventising, continue 10 enhance
CBI's cxposure 1o life sciences investigators throughout the workd.

As a fuether result of the imtemal review, several technology platforms, which were not contributing to
the overhend and profitability of the Company, were eliminated while still others were re-priced,
Management is keenly aware of the need 1o continuously streamline its operations while maintaining its

competitive edpe.
The Company’s ¢fforts continue to focus on long-term contractual projects becanse they are more the

imporiant source of revenues. Long-tenm projects generally range in duration from a few months 1o
several years. In the fourth quarter of 1999, the Company was awarded a live-vear subcontrazt with the
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Illinois Institte of Technolopy Rescarch Instiute. The contract is valeed at approximately $8.5 million.
During the third Quarter of 2001, the third year of this contract was awarded 10 the Company and
provided revenues of approximately 5668000 of which $473.000 will be recognized during the 2002
Period. The Company expects thal the fourth vear of the project will be awarded in 2002 with expected
revenues of $1.130,000. In addition. the Company received an additional projeet in late September 2001
valued at SEE7.000 of which S546,000 will be recognized during the 2002 Perind. Work on a third
Giovernment preject, awarded in September, 2002, is just now beginning, due o delays eaused by the
events of September 11", This latter contract is for 330,000 for September 2001 through August, 2006,
The Sponsor has the option e inorease this contract by 323,000,

On February 28. 2002, the Company received 132,000 in advance for work 1o be completed over a
twenty-four months period, At present, the work scope for this cliemt will provide 3556.000 in additional
revenues to the Company. However, management believes that the work scope will be expanded by the
client af data iz colleeted and that the magnitude of the contract will be increased,

Management has in the past and will continue 10 seek additional equity and or debt financing in the
future 10 further the Company's development,

Forward Looking Statemenis

Management has mcluded herein cenain forward-looking statements within the meaning of Section 27A
of the Securities Act of 1933, as amended, and Section 2 1E of the Secorities Exclunge Act of 1934, as
amended, When used, statements that zre not historical in nature, including the words “anticipated”.
“estimate”, “should”, “expect”™. “believe™, “intend”™. and similar expressions are inlended to identify
forward-looking statements,  Such statements are, by their nature, subject fo certain risks and
uee i nties,

Among the fctors that conld canse the acrual reselis o differ materially from those projected are the
ol lowwin e:
' bu=iness conditions and the general coonomy,
the development and implementation of the Company”s long-term business goals,
‘ federal, state, and local regulatary environment,
i Lack of demand Tor the Company’s serviges,
the ability of the Company's customers to perform services “in-house” similar to those
offered by the Company.
potential cost comtamment by the Company’s customers resulting in fewer research and
development propects,
! the Company’s ability 1o receive accereditation 1o provide various services. including. but
aol limited 1o patemity testing, and
the Compuny's ability to hire and retain highly skilled emploviees,

Oher risks, uncertainties. and factors that could cawse actual resuls w differ maerially Trom those

projecied are detmibed from time 1o Gme in reports iled by the company with the Securities and Exchange
Commission, including Forms 8-K, 10-0585, and 11K5RB,
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INDEPENDENT AUDITOR'S REFORT

To the Board of Directors and Siockhnlders
Commaonwealth Biotechnologies, Ine.
Richmond, Virginia

We have audited the sccompanying balance sheets of Commonwenlth Biotechnologies, Inc, as of
December 31, 2001 and 2000 and the related statements of operations, changes in stockkolders'
equity, and cash flows for the vears then ended. These financial statements are the responsibility
of the Company’s management. Our responsibility 15 e express an opinien on these linancial
slatements based on our sudits.

We conducted our avdits in accordance with auditing standards generally accepied in the United
States of Amenica. Those slandards require that we plan and perform the andil fo obiain
wazsonable assurance about whether the Ninancial statements are free of material misstalement.
An audit incledes examining, on a (g3t 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 lnancial statement
presentation. We believe that owr audits provide a reasonable basis for our opinion,

In our opinion, the financial statements referred to above present fairly, in all material respects,
the financial position of Commonwealth Biotechnolopies, Inc. as of December 31, 2001 and
2000, and the results of its operations and its cash flows for the years then ended, in conformity
with accounting principles generally accepted in the United States of America.

The accompanying consolidated financial statements have been prepared assuming the Company
will continue as a going concem. As discussed in Now 13 to the fmancial statements, the
Company's significant opeérating losszes and negative eash flows raise substantial doubt about its
abiliry to continue as a going concern. Management's plans reparding those matters are also
described in Mote 13. The linancial ststiements do not include any adjustments that meght result

from the outcome of this uncertainty.
/ﬁ'ﬂ% / Fallne ,

Richmond, Virginia
February 8, 2002
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COMMONWEALTH BIOTECHNO LOGIES, INC.

BALANCESHEETS
December 31, 2001 and 2000

ASEETS 20m1 Z00
Clierent Assels
Cash and cash equivalents g 116,151 % SRT, 156
Accounts receivable (Motes 4 and ) 631,289 792071
Investiments (Mote 2) - W5, TE
Prepaid expenses and other cument asscis 69606 1 550
Totul current assets 17,046 3460 ER
Property and Bquipment, net (Motes 3, 4and 3) G, 7880 M 7,1 33852
Other Assets
Bond issuance costs, less sccunmulated sroization
2001 F40,649; 2000 529,905 227949 235,693
Restricted cash {Mote 5) 515533 445020
Contmel acquisition costs (Note 13) - 33047
Deposits and other = k]
Tintal nther assels T43 A8 719,960
3 8348718 S 1,343,654

See Motes to Feancial Statements,
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COMMONWEALTH BIOTECHNOLOGIES, INC.

BALANCESHEETS (Continued)
December 31, 20000 mnd 2000

LIARILITIES AND STOCKHOLDERS® FDUITY ool 2000
Cumrent Liabilligics
Densind note paysble (Mote 4) 5 To.680 % 134 580
Current muoturitios of lang-lermdebt (MNote 5) i87.009 20731
Accounts pavibbk and other cument Babilities 00,674 SARD14
Defered revenus i 265 o 1§
Total ewrrent lisbilithes 503638 S0,
Long-termdebt, ks cument matartees (MNote 5) 500311 077526
Tadal Niabalities 4,693,949 g
Comenitments and contmgencios (Noles 6 and 7)
Stockholders” Equay
Comamon s1ock, no par valuee, 10,000,000 shases authorined,

2000 2076 1G4 ; 2000 2076, 164, shares ssued and outsianding - .
Additional paid-in capital 11,592,955 10905 564 |
Aceunmilated delicit (82380 86) {565, 155)
Accunmlated other comprehensive ineome (Note 7) - B.R56|

Tutal stoch holders® vquiity 1654769 5,340,505 |
& BA4R. 718 S 10, 34500
i S— =3
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COMMONWEALTH BIOTECHNOLOGIES, INC.

STATEMENTS OF OPFFRATIONS
Years Fribed Decomber 30, 20000 and 2000

See Motes 1o Financia! Siatemenis.

Page 17

2000 2000
Rewvenue [Mote 8k
Laboriorny services 5 051733 3 B&3TAT
Commercial contracis 1,785,730 |, |57, 149
Covemment contmcls 1568115 L7190
Food safoty/mcrobionlogy 13364 -
Cenctic ldentity 212212 SRAEAT
Clinical services 125,046 =
Produect sales 13,013 12914
Lxenze fees 402 000
(rher revenue £5854 112
Tl Fevenue 4,786,087 4, W6, 950
Costs of Goods Sold:
et laloi 1,139.871 G002
Direct malenak B121.584 L R
Subconimcior 102907 -
(eher dincet cosis 18,161 .
Oreeehaad 19856383 1. 589061
Research and develapment 14.34% [39 547
Tolal cosis of gaoikk 1 R84.254 318758
Gross profil 201,533 1,184,200
Selling. peneral and sdnensirative 2229304 1LB17.406
Operating loss (1. 327471) [633.263)
Cxher income (cxpensel:
Interest axpense (Mole £) (2R3 024) [352.305)
Interest incoine Thdl4 6i34%
Realired gaing fnam sale of mvestments 2ELS It
Cosis incuned i contemplation of 2 private placemen (110,598) ‘
Lioss from disposal of fieed assets (45.517) -
Total oiber incone (cxpensc) (345.560) (RR651]
Mot loss $  (1673031) 5 (921918
Loss per cormman share, basic and dikied b1 sy = JiLEl




COMMONWEALTH BIOTECHNOLOGIES, INC,

STATEMENTS OF CHANGES IN STOCKHOLDERS® EQUITY
Years Ended December 31, 2001 and 20

Benibwr Adfiinnal Diher
al Hures FaigkIn Aggumulated Comprehensiva
ikt sianding Capital Dedfwn Incanmse Tilal
Bialsmee, danazry U, 200 1,643,027 4 R e - (AnALIn % . % el B ETE
lsganee of commaon seck, ned
ol dhares prrendened 1A2A5T B L P LER b
Fair value of opliond macd
in sonneciion with
im0 crodik { Mole 4) : i - - & v T
Unrealized gan (Rigd) o
v g sl ments - a . BRAG L
Pt hass - L AUREAER = (%201 204)
Malamce, December 31, 20040 YT, ek 11205 564 IO T L AL 5,349 5gf
Eeclas=ification of srealized
o los)on mvesmonis das - . . (5550) (%)
o sl of veRmenls
lerminee cods - (12909 - b (12,9095
Nt foan - . (1.073.831) - (0672080
Nalange. December 31, 3000 TOTENE K I H92955 & (42380800 5 - % LE54,TE9
—— T e ——

S Molek 1o Fmangcial Malemenic
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CONMONWEALTH BIOTECHNOLOGIES, INC,

STATEMENTS OF CASH FLOWS
Years Ended December 30, 2000 and 2000

2001 2000

Cazh Flows From Operating Activilies
Mt loss 5 (1673.031) & (U31.906)
Adljustments o reeoncik: net loss o net cash
used in operaling aelivires:

Depreciation and amaeteation &TIA1D $34,539
Renlized gains on sale of nvestients {20,565) (1,206
Loss on disposal of lixed assers 48,817 .
Changes inassets and Labilities:
Accounis oecivakhe 160,782 (333100
Prepaid expenses 15200 [(91.2E8)
Depring s 3200 -
Accounts [r:l.:.'.'l.'|'.|[e {4324“‘_] [ 31,878
Dederred revenue 10,547 20258
Mot e housed in operating activithes (E19811) (558,22
Cazh Flows Fiom Investing Activities
Contmcl acquisition cosls 33,047 (33,047}
Furchoses of debt securitics. available-for-sak (299.684) (1350060
Sabey of debt securitics, available-for-sale 1308205 367510
Purchises of propery and equipment (343,855 [ R
MNet cash provided by (used in) investing activities a94,715 [1,353.386)
Cash Flows From Fisanemg Activities
Restricied cash (70,5133 {206.575)
Principal paymenis on long-termdebt, incheding capial lzase
obligations {262 487 {135, 048)
Principal payvments on line of cradit - (3000
Proceeds (costs) From issuance af comman sinek (12,909} 2.953.122
Met eash provided by (used in) financing activities (345.909) 267,141
Met inerease [decrease) in cash and cosh equivalents [471,005) 535.526
Ciagh and eash equivalenis;
Heginning E8T.156 T1430
Ending 5 116,151 5 87150

Supplermenial Dsclosures of Cash Flow Information
Cash pavments for intercs 5 271380 5 H7 480
= ——————————

Supplemental Schedule ofMon-Cash Investing and Financing Activities
Capital lease oblgations incumed for use of equipment 5 - 5 ITRAELS

Seg Motes 1o Fmaneial Statements.,
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COMMONWEALTH BIOTECHNOLOGIES, INC,

NOTES TO FINANCIAL STATEMENTS

Note 1. Natwre of Business and Significant Accounting Policies

i singss:  Commonwealth Biotechnologies, [ne., {the “Company™), was formed on
Scpiember 30, 1992, for the purpose of providing specialized analytical luboratory services for the life
scientist.  The Company provides basic research services in the general arens of protein/peptide and
IDNARNA chemistries.  Such services inclode svnihesis, sequence anplysis, composition analysis,
pratein purification and biophysicul characterization of bivlogically relevant materials.  The Company
algo purswes ils own research and development leading to intellectual properties.

A summary of the Company’s significant accounting policies follows:

Estimates: The preparation of financial statements in conformity with accounting principles generally
accepted in the United States of America requires management to make estimates and assumplions that
affect the reported amounts of assel and liabilities and disclosure of contingent asset and liabilities at
the date of the financial statements and the reported amounts of revenues and expenses doring the
period. Actual results could differ from thase cstimates.

Bevenue recognition: The Company recognioes revenue and melated profit upon the completion of
laboratory service projects, or upon the delivery and acceptance of biologically relevant materials that
have been synthesized in nccordance wilth project terms,  Laboratory service projects are gencrally
administered under fee-for-service commacts or purchase orders,  Any revenues from research and
development arrangements, including corporate contracts and research grants, are recagnized pursuant
to the werms of the related agreements ag work i performed, or a8 seientific milestones, if any, are
achieved. Amounts received in advance of the performance of services or acceptance of a milestone,
are recorded as deferred revenue.

Cash and cash equivalents: The Company considers all highly liguid debt instruments purchased with
an ariginal maturity of three months or less 1o be cash equivalents. Al times, the Company maintaing
cach balances in excess of FDIC insured amounts.

Investment in debt securities: Management determines the appropriate classification of securities at the
date individual imvestment securities are acquired, and the appropriateness of such classification is
reassessed a1 each statement of financial condition dare.  The Company curremly has no securities
which are classified as held-to=maturity or trading.

Available-for-sale securities consist of debt securities nol classilied as trading or held-to-maturily.
Available-for-sale securities are siated ai Fair valee, and varealized holding gains and losses, net of the
related deferred tax effect, are reported as a separate component of stockhaolders’ equity.

Page 20



COMMONWEALTH BIOTECHNOLOGIES, INC.

NOTES TO FINANCIAL STATEMENTS

MNode 1, Natwre of Business and Significant Accounting Policics (Continued)

Premivms and discounts on investments in debt secunties are amortized over the contragctual lives of
those securities, except for morgage-backed securities for which prepayments are probable and
predictable which are amortized over the estimated expected lives of those securitics. The method of
amortization results in a constant effective vield on those securities (the interest method). Interest on
deb securities i recopnized in income 18 eamed, and dividends on markeiable equity securities are
recopnized in income when declred. Realized gaing and losses, including losses from declines in
viluge of specific securities determined by management fo be ather-than-temporary, are included in
ingeme.  Realized gains and losses are determined on the basis of the average cost of the scourities
=0 ld,

Property and equipment:  Fropeny and cquipment are recorded al cost.  Depreciation is computed
principally by the straight-line method over the fellowing estimated useful lives providing depreciation
and amorization for financial reporting purposes. The cost of repairs and maintenance is expensed as
incurrcid. The estimated useful ves of assets are as follows:

Years
Baiilding ]
Laborsory and comnputer cquipment T-10
Fumirare and foawres and office ogoipmen 7
Automghile 5

Dhher pasets: Bond issuance cos1s consist of erigination ¢ost associsted witly tlie 2000 bond issue and
are heing amortized over twenty-five vears using the straight-line method, which does not differ
matcrially from the effective interest method.  Amorization expense was 510,743 for the years ended
December 31, 20001 and 20040,

Ingome taxes: Deferred taxes are provided on a liability method whereby deferred tax nssels are
recopnized for deductible temporary differences and deferred tax liabilities are recognized for taxable
temporary differences, Temporary differences are the differences between the reported amounts of
assels and liabilities and their wax bases, Deferred tax assels are reduced by o valvation sllowance
when, in the opinion of management, it iz more likely than not that some portion or all of the deferred
fax pssels will nof be realized. Delerred tax assels and liabilities are adjusted for the elfects of changes
in tax laws and rates on e date of enactment,

Research and development: Casis incurred in connection with research and development activitics are
expensed as incurred. These consist of direct and indirect costs associated with specific rescarch and
development projects.  Internal research and development cost, which are included in research and
development cost in the statement of operations, were 314,348 and $78,721 for the years ended
December 31, 2001 and 2000, respectively.
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COMMONWEALTH BIOTECHNOLOGIES, INC.

NOTES TO FINANCIAL STATEMENTS

Mote 1. Nature of Business and Significant Accounting Policies (Continued)

Loss per common share: Basic loss per share has been computed on the basis of the weighted-average
number of common slares outstanding. Common shares issuable upon exercise of the employee stock
options (see Mote 12) have not been included in the computation becausc their inclusion would have
had an antidilutive effect applicable to the net loss. Following is information regarding the
computation of loss per share data for the years ended December 31, 201 and 2000, respectively.

2001 SIHED
Nomerntor  Donominator  Mumerstor Denomenaior

Biasic loss per share:

Lass maakshe 1o stockholders £ (1,673,031) 5 |¥21.916)
Average shares outstanding 2076064 1,807, 1412
Effect of dilstive shires . & . -

Fair value of financial instru - The Company has determined, based on available market
information and appropriate valuation methodologies, that the fair value of its financial instruments
approximates carrying value. The carrying amounts of cash and cash equivalenls, aceounts receivable
and accounts payable approximate fair value due to the short-term maturity of the instruments. The
sarrying amount of debt approximates fair value because the interest rates under the credit agreement
are predominantly variahle, based on current market conditions.

Reclassifications: Certain amounts in the 2000 financial statements have been reclassificd to conform
lo the 2001 financial statement preseatation. The reclassifications had no effect on either net income
or retained earnings for the year ended December 31, 2000,

Mofe 2. Investment in Debt Securities

As of December 11, 2001, the Company did not have any investments in debt sccurities. The following
is a summary of the Company's investment in available-for-sale securities as of December 31, 2000;

Gmss Ciross
Ampired Unrealized Unincalized Fair
[recember 31, 2000 Congl (iaEna Lostses Value
.5, prvemment securilies g 986933 § EH56 & = 5 005,789
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COMMONWEALTH BIOTECHNOLOGIES, INC.

NOTES TO FINANCIAL STATEMENTS

MNote 3. Property ond Equipment
Property and equipment consisted of the fol lowing:

20010 2000

Lamd 5 403919 5 403519
Building, 4,904 666 4,504 w0
Laboralory cquipmnl 3329611 FABATYT
Fumiture, (bdures and office and computer equipment 396,126 339,586
Automalile 24,637 BLA3T

D058.959 EEIR505
Less avcurmulated depreciation 1.370.769 1705053

£ 6,788.09%0 % 7,153,847
';“=—=

Depreciation expense was $660,697 and $576,972 for the years ended December 31, 2001 and 2000,
respectively.

MNote 4. Demand Notes Payable and Line of Credii

The Company has a demand note payable with a bank, which bears interest a1 the bank’s pnme rate plus
1% (totaling 3.75% ot December 31, 2001). The note has no stated maturity and is collateralized by a
securily interest in the Company’s necounts receivable. equipment and intangibles.

In Seplember 1999, the Company oblained an unsecured ling of credit in the amount af $400,000 from a
corporation solcly owned by a significant stockholder of the Company. Interest was payable in cash
monthly ot a rate of 6%. The line of credit was due on September 30, 2000, and was repaid from the
proceeds of a private placement of the Company's common stock (see Note 1)

In 1999, and as part of the financing agreement related 1o the ling of credit, the Company issued an
oplion to purchase 10,000 shares of comunon s0ck 10 the stockhalder. These options were credited to
additional paid-in capital at their Tair value ot date of issuance with a corresponding reduction in the
recorded amount of the oumstanding borrowing. The resulting discount was amontized as an increase Lo
interest expense over the life of the line of credit. In addition, as pan of the consideration given 1o this
stockholder for the letter of eredit, i 2000 the Company issued opbions (0 puschase 21,250 shares of
common stock. The additional options were valued at an amount representing interest expense of 9% per
annum begvond the interest payable in cash. The fair value of these options has beéen credited o
additional paid-in capital with a corresponding charge 10 intenest expense.

Toal interest expense related to the lime of credit, including the value of the options awarded. amounted

to 358,315 for the year ended December 31, 2000, The line-ofcredit was paid in full durtng 2000,
therefore, there were no payments of interest for the vear ended December 31, 2001.
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COMMONWEALTH BIOTECHNOLOGIES, INC.

NOTES TO FINANCIAL STATEMENTS

MNote 5. Long-tcrm Debt and Pledged Assels

Long-term debt consist of:

2041 200y

Industrsl Revenue Development Bonds Scries 1998A (3.2%-T)

payable in monthly mstallments of mterest only thrugh

pdarch 15, 2000, nnmual mstallivenis of principal and

interest From March 15, XK theomgh March 15, 2023,

secured by a firs) deed oftust on kand and buibding

with a camrying value of $4,851,8R5 $ 3535000 35 3670000
Industrial Revenue Development Bonds Series 1998B. (%),

payable in monthly instaliments of mierest only through

Murch 1%, 2023 and 2 final payment of $330,000 due

March 15, 2023, secured by a second deed of st on

Innd and building with a carmving value of 54,851 865 330,000 EE LY
Capital kease obligation due in monthly nstallments of

£5.502 to August, 2003, discounted at a mite of 1059 154,812 235, 145
Capital kease obligation due in monthly nstallnents of

£3.814 te February, 2002, discounted at a mte of 11.73% 7.51% 49672

4,077,330 4284817

Liess cument mntureibkes 187,019 T 31

$ 3a0311 5 LOTT S8

The bond agreements require the Company 1o maintain debt service reserve funds, which are held by a
trusctee. Deht service reserve funds are included in the balance sheets as restricted cash.
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Mote 5. Long-term Debt and Pledged Assets (Continued)

Maturities of long-term debl are as follows:

Fear Sununl
Ful LS 5 IRT00%
2 1edL 30
200 FEL 000
205 L5 000
ik 1O Oy
T hietcaller A 4150080
5 4,077 330

Mole 6. Commitments, Contingencics and Subsequent Events

Leases: The Company leases office space and equipment under non-cancelable operating leases. Total
operating rental expense for the years ended December 31, 2001 and 2000, was 594,533 and $19,943,
respectively. Future minimum rental commitments under operating leases as of December 31, 2001 are
as follows:

Yeor Ao
2 5 RLE $L1
L[ B 36297
] 3074
kL 2884
RLITITE 4,7M
% 148461
_—

Emplovmeni agregments: On June 24, 1997, the company enlered intd ¢mployment agreements with its
founders. Each of the agreements has a tenm of five vears with specified base salarics and provide for
successive one-year lerms,  In addition, except for 1997, the employment agreements provide the
Company's executive officers with annual bonuses equal to, in the aggregate, 153% of the Company's
pretax net income for the preceding fiscal year. For the vears ended December 31, 2000 and 2000, there
were mo bonuses for the Company's executive offwers,

Contrset purchase; On Junuary 1, 2000, the Campany purchased contraets and rights 1o pending contracts
held by the drug-development group of SEA Life Sciences, Ine, of Falls Church. Virginia for §150,000.
In connection with this purchase, the Company incurred acquisition oosts, during 2000, totaling 533 047,
These costs were capitalized and fully amontized during 2001,
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Note 6. Commitments, Contingencies and Subsequent Events (Continued)

Stock_incentive plan; Subsequent to vear-end, o 2002 Stock Incentive Plan was adopted by the Board of
Directors, subject to sharcholder approval. As adopted. the plan makes up to 300,000 shares of common stock
availuble for grants of restricted stock awards and stock options in the form of incentive stock options and non-
stalutory options to employees, directors and consultants of the Company. Sharcholder approval will be voted
upon at the Company’s annual meeting on May 23, 2002

Blank check preferred stock: Subsequent 1o vear-end, the Board of Directors adopted 2 resolution approving an
amendment to the Company's Amended and Restated Articles of Incorporation to provide for the creation of a
new class of 2,000,000 shares of “hlank check™ preferred stock, subject to sharcholder approval. “Blank check™
preferred stock refers 10 stock for which the designations, preferences, conversion rights, and cumulative,
relative, participating, optional or other rights, including voting rights, qualifications, limitations or resirictions
thereof, arc determined by the Board of Dircctors of a company.  This proposal will alse be voted wpon at the
annual meecting on May 23, 2002,

MNote T, Retirement Plan

The Company maintains a 401(k) Plan {the “Plan™) which covers substantially all employees. Under the Plan.
employees may elect to defer a portion of their salary, up to the maximum allowed by law, and the Company will
match the contribution up to 1% af the emplovecs salary, The Company made contributions of 517,680 and
£3,363 1o the Plan in 2000 and 2000, respectively,

Mote 5. Major Customer

Revenues for the vears ending December 31, 2001 and 2000 include revenues from one major eustomer of
$1,024,030 and $1,637,903, respectively. Trade receivables due from this customer as of December 31, 2001 and
2000 were 136,258 and $389.439_ respectively,

Mote &, Compensation and Benefit Costs
Compensation and benefil costs are included in the statements of cperations as follows:

a1 2003
Cosl of services S 1030871 i 06,012
Creerhead 693,753 3331
Zeling, peneral mid administrative expenses 73,407 TI2173
Research and deve lopment 14348 1730 5008
§ 18XMA% 5 2084009
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Mote [, Inecome Taxes

The difference betwesn expected income 1ax benefite and income tax bemefitz recorded in the financial
statements is explained below:

2001 20HNR
Incone s (credils) computed at 34% s1alutory rate 5 (56BR31) & (3134510
Change i valuation allewance AE10R2 347,200
Cher, privarily siafe ingome tax bene i {85151} (338450
b1 - g -

The signilicant components of deferred income tax assets and liabilities as of December 31 eonsist of the
fallowing:

0m 2000
D lerred taxassels:
Effeet of nel operating boss % 1323032 S T ek
Other 124256 T5.033
S 447 288 2,2 189
Defemed 1ax Rabilies:

Taxdepreciation in excess of book deprec tion 110565 339.45)
et defemed 1ax asscl belore valwation allowance 3036720 23R2.73E
Less vakiation allowance A086,7 20 1342738
Met defersed tax aszet 5 = by

Operating loss carrylorwards of approximately 58,956,000 may be used to offset future taxable income and

expire in various vears through 2021, The Company also has rescarch and development credit carryforwards of
approximately 350,000 that expire in variows years through 2020.

Page 27



COMMONWEALTH BIOTECHNOLOGIES, INC.

NOTES TO FINANCIAL STATEMENTS

MNote 11, Private Placement Offering

On Seprember 27, 2000, the Company completed a private placement of 348,000 shares of common stock a2
purchase price of §7.471 per share and warrants to purchase an additional 348,000 shares of common stock. The
warrants are divided into two equal poriions, with one-hall having the right 1o purchase one share of common
stock at a price of $6.50 per share for period of eighteen months, the other half having the right to purchasc onc
share of common stock al a purchase price of $6.50 per share for a period of five years, The warrants are callable
at the option of the Company at a price of $10.40 per share, In addition, the 100,500 warrants previously wssucd
to the Underariters (see Note 12) in connection with the Company”s initial public offering was adjusted in tenms
of maturitics. exercise prices and call provisions, but not number, to the same structure as the wamants above. As
a result of the change in the exercise price, the difference between the new exercise price of $6.50 per share and
future changes in the market value of the stock will be treated pursuamnt te the rules for variable plan accounting.
wherehy Muetuations in the market valse ahove the exercise price will be recognized as an expense. As of
December 31, 2001, no warranis have been exercised. Proceeds, net of ssuance costs, totaled 52,350,397,

Note 12, Stock Compensation

The Company adopted its Stock Incentive Plan (1he “Plan™) on June 24, 1997, The Plan provides for the granting
to employees, officers, directors, consultants and cenain other nonemployees of the Company of options 1o
purchase shares of commen sieck, A maximum of 410,000 shares of common stock may be issued pursuant 1o
the Plan. OF the maximum number of shares 1o be issued under the Plan, 270,000 hove been reserved for
mcentive awands 1o be granted 10 the founders of the Company, and 61,000 shares are reserved lor incentive
awards 1o be sranted to olhers,  Additionally, the Company has reserved an agerepate of 2001300 shares of
common sleck for issuance upon exercise of the Underwriter's Warrants (101300} {see Note 11) and the

Management warrants ([ 00.000),

Incentive awards may be in the form of stock aptions, restricted siock, incentive stock or tax offset rights, In the
case of incentive stock aptions (within the meaning of Section 422 of the Imemal Revenve Code of 1986, as
amended), the exercize price will not be less than 10095 of the fair market value of shares covered at the time of
the grant, or 110% for incentive stock options granted to persons who own more than 10% ol the Company’s
veting stock. Options granted under the Plan generally vest over a five-yvear period from 1he date of gean and anc
exercisable for ten years, except that the term may not exceed five vears for incentive stock oplions granted 1o
persons who own more than 1024 of the Company's outstanding common stock,
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NOTES TO FINANCIAL STATEMENTS

Note 12, Stwek Compensation (Continued)

The Company applics Accounting Principles Board Opinion No. 25 and related accounting inferpretations in
accounting for its plan and for management warranis and, accordingly, mo compensation cost has been
recognized. Had compensation cost for the Company's plan been determined based on the fair value af the grant
cdages for awards under the plan consistent with the method prescribed by FASB No. 123, Accowniing for Stock-
Buved Compensotion, the Company’s net loss and loss per share would have increased 16 the proforma amounts
ndicated elow:

2000 24D
Mot boss:
As reporied. hisioncally 5 (14673031) 5 (921910
Pro [ (1L.BG2ET6) 01,020,630
Lavss per consman shone!
As reported, hestoncally (ELH (050}
Proforms 0.2 (57

Under FASB No. 123, the fair value of each management stock oplion and warrant is ¢stimated on the date of
granl iing the Black-Schales aption pricing model. The fallowing weighted-average ssumplions were used for
grants in 2000 and 2000, respectively: Mo dividend vield, expected volatility of 100% and 122%, risk-Tree
interest rate of 4.2% and 5, 1%, and ¢xpected lives o 4 and 5 vears.

Steck option transactions are summarnizod as follows:

Welghted Weighted
Average Avernpe
Exercize Exeteize
ioni Priee e ] Pudo
Oiptions and sarninls oustanding
Ineymning ol vy K15.713 L1 T.0E 2FAET A 5,83
Crrantil 178,758 yas H6 Sl A
Excecmed - . {9 51 8) EAS
L=psad (L b EA49 535000 523
Owpticms amd warram s oulstanding,
eril ol year FH-I..IET 5 LR 20571 % 7.93
Options and wanrants exercisable,
ond ol v car ATEE 8 T S5 Lk | . X
Wetghtod-averase Fir valus per aplion
and warrant for opricns and warmms
it duaring the v ear 1 29 5 il B4
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Noie 12, Stock Compensation {Continued)
The following table summarizes information about stock options and warrants oulstanding at December 31, 2001:

[ b od pn-flan Fuarcinsble
Weged
Averape Wisigaod Weighied
Romasning Aveiags Average
Coniracival Lxercne Exgrgh
Eneicis I rices B her Like I'rice Mum ber Price
I"er Share (hestnncing (Wearsh I'ar Share Exgrciinble Per Saare
EANETEFE 345,728 1 3 507 A [
53,50 - .00 V54,785 1 6.9 143,183 [
£7.40 - 9.00 25 S 1 il 21, 0%0 7.6
£8.35 . LB 237556 F 4 .59 it el 9
S 19,60 = Jin0a ) 3 210, 0ely Hmlh 20,00
$3.75 = 2000 TEA 04T $ 4% IT1.E43 . 7KK

Note 13, Going Concern and Management Flan

The financial statements have been prepared assuming the Company will continue as a going congern. The
Company incurred losses totaling $1.673.031 during the year ended December 31, 2001 and has a history of
losses that have resulied in an accumulated deficil of $3,218,186 at December 31, 2001, In addition, the
Company has had negative cash flows in three out of the past five years. The years in which the Company
reached positive cash flows were years in which equity offerings were completed.

Management has taken a number of steps W improve cash Now and liquidity. Beginning in the summer of 2001,
the Company reduced personnel levels, curtailed rescarch and development expenses, reduced marketing
expenditures, deferred directors” fees and a portion of officers’ compensation. The company has also reduced or
delayed expenditures on items that are not critical to operations. The Company is in active negolialions with a
number of partics with respect to Stratepic transactions that, if consummated, would favorably impect the
Company’s financial condition. There can be no assurances, however, that any such transactions will be
consummaied.

There can be no assurance that any funds required during the next twelve months or thereafier can be generated
from operations or that if such required funds are not intemally generated that funds will be available fiom
external sources such as debl or equity financings or other patential sources. The lack of additional capital
resulting from the inability te generate cash flow from aperations or to raise capital from external sources would
force the Company to substantially cuntail or cease operations and would, therefore, have a material adverse
effect on its business. Further, there can be no assurance that any such required funds, if available, will be
available on atiractive terms or that they will not have a significantly dilutive effect on the Company’s existing
sharcholders.

There is substantial doubt about the Company’s ability to continue as a going concern. These financial statements
do not include any adjustments relating to 1he recoverebility or classification of assel carrying amounts or the
amounts and clossification of liabilities that may result should the Company be unable W continue as a going
eoneern,
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