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Transition Therapeutic Inc. is a biopharmaceutical

company that is developing novel approaches 

and therapeutics for the treatment of diabetes,

multiple sclerosis and restenosis.
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2002 Achievements

• Obtained approval from Health Canada to initiate Phase I 
clinical trial for Interferon Enhancing Therapy in July 2002

• Commenced Phase I clinical trial for Interferon Enhancing 
Therapy in August 2002

• Obtained approval from IRB to initiate Phase I clinical trial 
for Islet Neogenesis Therapy in September 2002

• Commenced Phase I clinical trial for Islet Neogenesis Therapy 
in October 2002

• Successfully completed merger with Waratah 
Pharmaceuticals Inc.

• Established corporate partnership in Restenosis with 
Dr. Reddy Laboratories

• Secured research sponsorship agreements with University 
of Alberta, St. Michael’s Hospital and the Hospital for 
Sick Children

• Enhanced intellectual property portfolio in multiple sclerosis 
through the acquisition of methyldonor technology

2003 Milestones

• Complete Phase I clinical trial for Islet Neogenesis Therapy 

• Complete Phase I clinical trial for Interferon Enhancing Therapy

• Submit IND for Islet Neogenesis Therapy Phase II clinical trial

• Submit IND for Interferon Enhancing Therapy Phase II clinical trial

• Complete additional financing to support Phase II clinical trials

• Establish additional corporate partnerships

• Secure additional patents to strengthen technology portfolio
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Tony Cruz
Chairman and CEO

We Believe in ... 

To Our Shareholders The fiscal year ended June 30, 2002, has been one of

significant achievement for Transition Therapeutics Inc.

(”Transition”). We have made substantial progress in

strengthening our product portfolio, solidifying our

management team, and advancing our products through

to clinical development. 

The year was highlighted by:

• The completion of a merger with Waratah

Pharmaceuticals Inc. which resulted in the addition 

of Islet Neogenesis Therapy to Transition’s strong

product portfolio;

• The acquisition of patents for a methyldonor

technology to strengthen Transition’s patent 

position for its Interferon Enhancing Therapy;

• Advancement of lead products towards 

clinical development;

• Establishing and strengthening collaborations with

leading investigators in diabetes, multiple sclerosis

(”MS”) and restenosis; and

• The filing of fifteen patents.

We have made substantial progress 

in strengthening our product portfolio 

and advancing our products through 

to clinical development. We look with

anticipation towards fiscal 2003.
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In addition, subsequent to June 30, 2002, Transition

initiated Phase I clinical trials for its multiple sclerosis

Interferon Enhancing Therapy and for its diabetes Islet

Neogenesis Therapy.

The Merger

The merger came as a direct result of Transition’s exploration

of several strategic opportunities. It has strengthened our

product portfolio through the addition of another strong

technology – Islet Neogenesis Therapy (I.N.T.™). I.N.T.™ is

a short course of injections of two, well-defined human

growth factors that is being developed to stimulate the body

to regenerate insulin-producing islet cells. Pre-clinical data

has provided evidence that I.N.T.™ has the potential to

reduce, or even eliminate, the need for insulin injections for

patients with insulin-dependent diabetes. The addition of

this new technology to Transition’s already strong product

pipeline has increased the Company’s probability of clinical

success and the achievement of profitable operations. 

The transaction became effective January 15, 2002,

following shareholder and regulatory approval. The business

and operations of the two companies were combined by

way of a plan of arrangement. Under the plan of arrange-

ment, Waratah amalgamated with a newly formed subsidiary

of Transition to form a wholly-owned subsidiary of Transition

which operates under the name ”Waratah Pharmaceuticals

Inc.”. Shareholders of Waratah received 0.83333 common

shares of Transition for each common share of Waratah

held. All outstanding warrants and options to acquire

Waratah shares were cancelled and replaced with warrants

and options of the new amalgamated entity. Each such

warrant or option is exercisable into common shares of

Transition with appropriate adjustments to the number of

common shares and on the same terms as to exercise time,

exercise price and expiry and all other terms and conditions

of the cancelled Waratah warrant or option, as the case

may be.

Advancing Our Products

Transition continues to be committed to advancing our

products through clinical development. We reached significant

milestones in our multiple sclerosis and diabetes product

development programs this summer, when two of our lead

products received approval to commence Phase I human

clinical trials.

Transition received approval in July 2002 to begin a Phase I

human clinical trial for our Interferon Enhancing Therapy.

We began dosing patients in August 2002 and expect the

trial to be complete by the end of December 2002.

Transition also received approval in September 2002 to

begin a dose escalation Phase I human clinical trial for I.N.T.™.

We began dosing patients in early October 2002 and expect

to complete the study by early calendar 2003.

In addition, we remain focused on advancing our restenosis

products. Our lead restenosis products are currently being

validated in animal models using coated stents. We expect

that this validation should be complete by the end of

calendar 2002 at which time we will select which compound

is moving into the clinic.

Liquidity

Transition has incurred losses of $7,791,363 and $1,753,784

over the past two years. At June 30, 2002, Transition had

working capital of $4.3 million, including cash and short-

term investments of $4.4 million, compared to working

capital of $7.9 million at June 30, 2001. Transition is

currently in discussions with certain shareholders and

other potential funding sources in an effort to obtain

additional financing.

Outlook

We look with anticipation towards fiscal 2003. We are

focused on securing adequate financing to support two

years burn rate and to advance our Interferon Enhancing

Therapy and Islet Neogenesis Therapy into Phase II human

clinical trials. With a strong product focus and a solidified

management team we expect to maintain the strong

momentum from 2002.

On behalf of the Board of Directors, I would like to thank

our investors and employees for their commitment and

dedication to Transition. Your support has allowed Transition

to build a strong product portfolio and your continued

support will allow us to keep Transition poised for a future

of success. I look forward to keeping you informed of our

future progress. 

Tony Cruz
Chairman and CEO 
Transition Therapeutics Inc.
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Transition Therapeutics Inc. (”Transition”) is a biopharma-

ceutical Company that is developing novel approaches and

therapeutics for the treatment of diabetes, multiple sclerosis

(MS) and restenosis. Transition is focused on developing

therapies that are more efficacious, less toxic and less 

invasive in the treatment of these major diseases. In addition

to inhibiting the progression of these diseases, Transition is

also focused on restoring or normalizing function by inducing

regeneration of the appropriate tissues. 

Transition’s lead product in diabetes is our Islet Neogenesis

Therapy (I.N.T.™) that offers a groundbreaking therapeutic

alternative to insulin-dependent diabetics. The goal of

I.N.T.™ is to achieve islet replacement by the endogenous

stimulation of islet cells in the patient’s own pancreas by

reactivating the process of islet neogenesis. I.N.T.™ is expected

to offer substantial advantages over current treatments for

insulin-dependent diabetes, avoiding the risks of both

hypoglycemia and hyperglycemia, and the need for constant

insulin injections. 

Transition received approval to begin a Phase I clinical 

trial for I.N.T.™ in the U.K. Dosing commenced in early

October 2002.

Transition’s multiple sclerosis program offers a novel

Interferon Enhancing Therapy (I.E.T.) that has been shown

in two different animal models to be 2-5 times more

effective than the current approved interferon therapy. 

The MS therapeutic market was estimated at US$2.3 billion 

in 2001. 

Transition commenced a Phase I clinical trial for I.E.T. in

August 2002 and expects to complete the trial by the end

of December 2002. 

Overview
Transition’s Advantages
• Compelling Market Opportunities

• Risk Diversification: Developing New Therapies and
Enhancing Existing Therapies

• Establishing New Paradigms in Disease Treatments

• Strong Management Team with Proven Track Record

I.N.T.TM

Pre-clinical Phase I

Transition
Therapeutics

Islet
Neogenesis
Technology

Interferon
Enhancing
Technology

Cell
Adhesion

Technology

for
Diabetes

for
Multiple Sclerosis

Hepatitis C

for
Multiple Sclerosis

Diabetes
Restenosis

Transition has multiple technology platforms and has
developed lead products in each therapeutic area.
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Transition’s restenosis program is focused on developing

local delivery formulations of its non-toxic peptides and

carbohydrate products derived from its cell adhesion

technology to reduce restenosis associated with stenting and

other related cardiovascular treatments. Transition intends

to establish strategic partnerships with both stent and

polymer manufacturers to accelerate product development.

Strategic Focus
Our strategic focus is on building shareholder value by

developing and moving our products through the clinic 

and in building a specialized infrastructure to succeed as 

a global biopharmaceutical player. We will continue to

maximize the value of our technology by identifying new

disease indications (e.g. hepatitis and cancer) that could

become targets for future clinical development and by

licensing in technology in our focus areas. 

The key components of Transition’s strategy are to:

(i) Advance lead products through clinical trials.  

(ii) Continue to aggressively pursue drug discovery and

pre-clinical research either independently or with its

research partners. 

(iii) Continue to strengthen and broaden our intellectual

property position. 

(iv) Establish strategic partnerships and collaborations 

for co-development of lead therapies.

(v) Continue to strengthen our human and 

financial resources.

Building Our Product Pipeline
(a) Diabetes

(b) Multiple Sclerosis

(c) Restenosis

R&D Pre-clinical Phase I

I.N.T.

S-7

P16

TM

I.E.T.

S-3 / S-7

P16

AP-D1

B1

B9

Carb-1

R&D Pre-clinical Phase I

In Vitro
Screening

In Vivo
Validation

Human Safety

B1~B11

RR1 / RR5

E2.7K

P-16

AP-D1

“Transition reached significant milestones in our multiple sclerosis and diabetes product

development programs this summer, when two of our lead products received approval

to commence Phase I human clinical trials,” said Tony Cruz, Chairman and CEO of

Transition Therapeutics Inc.



6 TRANSITION THERAPEUTICS ANNUAL REPORT 2002

Diabetes

We Believe In... eliminating the need for
constant insulin injections
and reducing the dreaded
complications of diabetes...
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Diabetes: The Disease
Diabetes is a disease caused by an absolute or relative

insufficiency of insulin secretion. Insulin is a peptide

hormone released from ß islet cells in the pancreas, which

stimulates the uptake of glucose into the body’s tissues. As

a result, diabetics have elevated concentrations of glucose

in their blood, a condition that is called hyperglycemia. If

blood glucose concentrations remain elevated for long

periods of time, it has devastating effects on many critical

organs including the eyes and the kidneys. A strong

consensus of diabetes research holds that hyperglycemia

causes most of the complications of diabetes. Major clinical

studies have shown that maintaining tight control of blood

glucose concentration to avoid sustained periods of

hyperglycemia is the best defense against many of the

serious complications of diabetes including blindness,

neuropathy, hypertension and renal failure. 

Forms of Disease
There are two forms of diabetes, Type 1 and Type 2.

Type 1 diabetes is an autoimmune disease in which the

body produces almost no insulin. It most often occurs in

children and young adults. The deficiency of insulin secretion

is caused by the selective destruction of insulin-secreting

islet cells by the immune system as a result of complex

interaction between genetic and environmental factors.

All Type 1 diabetics require constant insulin therapy. 

Type 2 diabetes is the most common form of diabetes and

is highly associated with obesity, high calorie diets and

sedentary lifestyles. It is a more complicated group of

metabolic disorders that result in the body’s inability to

produce sufficient, or properly respond to insulin. Although

oral anti-diabetic drugs can be effective in treating Type 2

diabetes, 25-30% of these patients ultimately require

insulin therapy.

Impact Of Diabetes
• Fifth leading cause of death in US

• Serious complications include blindness, renal failure, amputation
and neuropathy

• US$100 billion spent annually on treating diabetes in US

• ~4 million insulin-dependent diabetics in US

• It is estimated that diabetes will affect a total global population of
300 million by 2025

“The availability of a true and permanent biologic replacement for lack of insulin

secretion in diabetes…represents the equivalent of a cure, resulting in freedom from

injections, glucose testing, dietary restrictions and…the elimination of the dreaded

complications of diabetes.”

JDF Strategic Planning Workshop on Beta Cell Replacement in Type 1 Diabetes, December 1997.
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Treatments for Insulin-dependent
Diabetes

Insulin Therapy

(a) Insulin Replacement Therapy – has two components:

glucose monitoring equipment used to determine the

dose of insulin to be injected and insulin administration

by injection. To ensure effective therapy, frequent measure-

ment of the level of glucose in the blood is required.

(b) Intensive Insulin Therapy – controls hyperglycemia by

increasing the frequency of insulin injections. This therapy

increases the risk of hypoglycemia and demands frequent

blood sugar monitoring. Even with intensive monitoring

of blood glucose levels, optimal control of blood glucose

concentration is not possible with insulin therapy. 

Insulin therapy therefore focuses on managing the disease

without offering a satisfactory long-term solution for

controlling blood sugar levels. The essential difficulty is the

lack of continuous monitoring and automatic responsive

adjustment to insulin secretion that is normally performed

by the ß islet cells in the pancreas.

Islet Replacement Therapy

(a) Pancreas Transplantation – Aimed at restoring pancreas

function by transplanting the entire pancreas into a

diabetic patient. 

Drawbacks

• Highly invasive procedure

• Costly

• Limited availability of organs

• Continuous immune suppression

(b) Islet Cell Transplantation – involves the transplantation

of isolated, purified islet cells into a diabetic patient.

Drawbacks

• Invasive procedure

• Costly

• Continuous immune suppression

• Limited supply of donor islet cells

(c) Transition’s approach, Islet Neogenesis Therapy

(I.N.T.™) – regenerates growth of insulin-producing ß

islet cells within the pancreas.

Market Opportunity
The potential of regenerative growth factor treatment to

revolutionize the practice of medicine is best demonstrated

by the impact of the blood cell growth factors-Epogen®

and Neupogen®. These blood cell growth factors have

provided cheaper and safer means of blood cell replacement

than donated blood cell transfusions. These growth factors

have also been an outstanding commercial success for

Amgen Inc., one of the most successful biotechnology

companies in the U.S. Amgen’s 2001 reported revenues –

~ US$ 3.4 billion from the sales of these growth factors –

are remarkable considering that Epogen® and Neupogen®

are used for treating a relatively small group of patients.

This patient group represents less than 10% of the

potential I.N.T™ patient population. 

Disease Replacement Growth Factor Number of Annual Sales 
Indication Cell Type Product Patients (US) in 2001 (US$)

Anemia 
Renal Failure Red Blood Cell Epogen® 150,000 $2 billion

Neutropenia
Chemotherapy Neutrophil Neupogen® 100,000 $1.4 billion

Diabetes Beta Islet Cells I.N.T.TM 4,000,000 *****
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Islet Neogenesis Therapy: A New
Paradigm in Diabetes Treatment
Islet Neogenesis Therapy is based on proprietary discoveries,

which show that the systemic administration of two well

defined growth factors, gastrin and epidermal growth

factor (EGF), stimulates the in vivo growth of new insulin-

secreting ß islet cells from stem cells within the pancreas.

The administration of these growth factors have been

shown to increase the number of ß islet cells in the pancreas,

restore levels of pancreatic insulin and improve glucose

tolerance in diabetic animals. 

Key Findings
• ↓ Fasting Blood Glucose Levels

• ↑ Glucose Tolerance

• ↑ Pancreatic Insulin levels

• ↑ Plasma C-peptide Levels

• ↑ ß Islet Cell Mass

• ↑ Survival Rates of Severely Diabetic Animals

These data therefore strongly support the concept that

I.N.T.™ is effective in stimulating islet cell neogenesis. The

models used in the efficacy program are predictive of efficacy

in humans, suggesting that I.N.T.™ may provide significant

benefits to patients with insulin-dependent diabetes and

those patients undergoing islet transplantation. 

I.N.T.™ signals a major breakthrough in diabetes treatment

by offering the potential to restore normal glucose

homeostasis. With the potential of no invasive surgery or

transplant immunosuppression and minimal patient stress,

I.N.T.™ research holds out the prospect of an end to constant

insulin injections and strict diets and a return to a normal

life for millions of people around the world who suffer from

insulin-dependent diabetes. 

Key Benefits Of Islet Neogenesis Therapy
• Eliminate or reduce the need for daily insulin injections and constant

glucose monitoring

• Unlimited availability of product, suitable for large scale manufacture
and wide distribution

• Non-invasive

• Requires only a short course of injections

Islet Precursor
Stem Cell

Nesidioblast
proliferation

Mature islet

Low level
Insulin

Expression

EGF

New islet
budding
from duct

Gastrin

Fetal Development Birth

+

“I.N.T.TM is a very promising treatment for insulin dependent diabetics with the

potential of reducing, and in some cases eliminating, the need for insulin,” said 

Dr. Alex Rabinovitch, a world leader in diabetes research at the University of Alberta.

“Our intentions are to make this therapy available to our patients when it enters

human clinical trials.”
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Multiple Sclerosis

We Believe In... enhancing the quality 
of life for MS patients…
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Multiple Sclerosis: The Disease
Multiple sclerosis (MS) is a chronic and often debilitating

disease of the central nervous system and is the most

common of the demyelinating disorders. Patients diagnosed

with MS are typically between 20-40 years of age with the

majority being female. MS patients can suffer from symptoms

such as fatigue, tremors, loss of balance and coordination,

gradual paralysis, vision loss and speech impediments.

Due to the chronic nature of the disease, MS patients need

constant medication to control the symptoms and slow

down the progression of the disease.

Multiple sclerosis results from the inflammation and

breakdown in the myelin surrounding the nerve fibers of

the central nervous system. Once the myelin is destroyed,

it is replaced by sclerotic patches or plaques, which can

appear in multiple locations within the central nervous

system, hence the name ”multiple sclerosis”. The disease 

is further characterized by an increase in the infiltration 

of inflammatory cells. Although the pathology is well

established, the causes of MS are unknown. MS is believed

to be an autoimmune disorder, where the immune system

launches an attack against its own tissues, the main target

being the myelin sheath.

Forms of Disease
Relapsing-remitting MS (RR-MS) is the most common form

of the disease, accounting for 80-85% of patients diagnosed

with MS. RR-MS is characterized by episodes of acute

worsening of neurologic function that result in varying

degrees of disability from which the patients recover partly

or completely, usually followed by a remission period of

variable duration before another attack.

Chronic-progressive MS (CP-MS) is used to describe the

other form of MS that is characterized by a lack of acute

attacks but instead comprises of a gradual clinical decline

with no distinct relapses and remission. CP-MS consists of

three variants – primary-progressive, secondary-progressive

and progressive-relapsing. About 40% of patients who 

are initially suffering from RR-MS shift to the secondary-

progressive form usually over a period of 15-20 years.

Impact Of Multiple Sclerosis
• Chronic Disease

• Affects 2.5 million individuals worldwide

• Diagnosed predominantly in young adults

• ~ 25% of MS patients require assistance with day-to-day activities

• Total annual costs of treating MS in the US estimated at US$6.8 billion

“Every hour of every day, another individual in the U.S. is diagnosed with Multiple

Sclerosis. Often called a “prime of life” disease because of its tendency to be diagnosed

during early adult years, in reality people of all ages and from all walks of life are

affected by this chronic illness.” 

National Multiple Sclerosis Society
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Interferon Enhancing Therapy (I.E.T.)
Interferon Enhancing Therapy is more efficacious than

interferon alone in the treatment of multiple sclerosis 

in animal models.

Interferon Enhancing Therapy (I.E.T.) is based on proprietary

discoveries, made in animal models of multiple sclerosis,

which demonstrate that the systemic administration of

interferon and EMZ701, derived from Transition’s

proprietary technology, can inhibit MS disease symptoms

and slow down the progression of multiple sclerosis. 

Using both the standard EAE mouse model and Transition’s

proprietary ND4 transgenic spontaneous demyelinating

mouse model, Transition has demonstrated that I.E.T. is 2 to

5 times more effective in inhibiting disease symptoms than

interferon alone with no additional observable side effects

and toxicity. 

I.E.T. significantly inhibited MS symptoms in EAE mouse model.

I.E.T. significantly inhibited MS symptoms in ND4 transgenic

spontaneous demyelinating mouse model.
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Key Benefits Of Interferon Enhancing Therapy
• Significantly more effective than interferon alone

• No additional toxicities observed

• Extends patent life of interferon

• Potential for other applications: Hepatitis B, Hepatitis C and cancers
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Market Opportunity
Currently the use of interferon-based products is the

major form of therapy for the relapsing-remitting form of

MS, dominating the US $2.3 billion MS market with an

85-90% market share. Sales of interferon products for

the treatment of MS have increased approximately 25%

over the past year. 

MS Market – Worldwide Interferon Sales

A major portion of the patent protection surrounding

interferon-based products will lapse in the near future,

providing a significant opportunity to introduce new

products that will enhance interferon’s efficacy as well 

as possibly extend patent protection.

Additional Therapies
Based on its internal discovery program, Transition has

also developed two novel therapies as viable alternatives

to the current approved interferon therapy for the

treatment of multiple sclerosis. Transition has strong data

in MS animal models showing that two of the leading

candidates, S7 and P-16, derived from Transition’s

proprietary cell adhesion technologies, act as potent 

and non-toxic inhibitors of MS disease symptoms.

Pre-clinical studies using both the standard EAE mouse

model and Transition’s proprietary ND4 transgenic

spontaneous demyelinating mouse model indicate that

both S-7 and P-16 effectively inhibited MS disease

symptoms by ~45-70%. 

Serono (Rebif) – $380M

Berlex Laboratories
(Betaseron) – $603M

Biogen (Avonex)
– $970M

Source: Estimates from annual reports (2001) for Serono S.A., Biogen, Inc. and Schering AG.

“The commencement of a Phase I clinical trial for our Interferon Enhancing Therapy

has allowed Transition to progress this therapy to the next stage of development and

demonstrates a significant milestone for the Company,” said Tony Cruz, Chairman

and CEO of Transition Therapeutics Inc. 
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Restenosis

We Believe In... reducing the risk of 
failure of cardiovascular
interventions…
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Restenosis: The Disease
Restenosis, the re-narrowing of a blood vessel, is a

common complication that occurs after corrective vascular

surgery has been performed. Therapeutic interventions

developed to treat vascular diseases such as coronary

angioplasty and insertion of stents and arterial and venous

grafts, have demonstrated good clinical results, but are

limited by restenosis.

Impact of Restenosis
With the growing number of coronary angioplasties

performed each year, the coronary stent market 

has also increased rapidly and is now estimated to

exceed US$2.5 billion worldwide (Source: American

Heart Association).

Of the more than 800,000 people who undergo coronary

angioplasty procedures every year in the United States,

more than half receive stents, which are tiny metal devices

that help hold their arteries open. Unfortunately the risk of

in-stent restenosis during the first 6 months after stenting

remains as high as 20-30%, resulting in the need to re-open

the clogged arteries. A repeat angioplasty is usually carried

out but once restenosis has occurred, the chance of a second

restenosis occurring nearly doubles.

Market Opportunity
The recent development of the drug-eluting stent to reduce

the occurrence of restenosis has brought new hope for the

treatment of restenosis. A drug eluting stent is a stent that

is coated with a drug with the objective of delivering the

drug directly to the affected area. If drug-eluting stents

were successful in treating restenosis, it would improve

health and eliminate the need for over 150,000 repeat

angioplasty procedures and arterial bypasses annually.

Transition’s Cell Adhesion
Technologies 
Transition believes that its non-toxic peptide and carbohydrate

products derived from its cell adhesion technology are ideal

for local delivery at the site of device insertion for a number

of medical and surgical procedures. Transition intends to

focus on developing drugs in local delivery formulations

that are designed to reduce restenosis associated with

stenting and other related cardiovascular treatments.

Transition has demonstrated that several of its lead products

inhibited restenosis significantly in animal models.

Transition is currently pursuing partnership opportunities

with both stent and polymer manufacturers to validate

and co-develop local delivery formulations designed to

reduce restenosis with stenting and other related 

cardiovascular treatments.

Key Benefits Of Lead Restenosis Products
• Non-toxic

• Administered locally

• Highly effective in treatment of restenosis
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Management’s Discussion & Analysis

The following information should be read in conjunction with the Company’s 2002 audited consolidated financial statements and
the related notes, which are prepared in accordance with Canadian generally accepted accounting principles. Except for historical
information, the following report includes statements which are forward looking. Readers are cautioned that the actual results may
differ materially from the results projected in any forward looking statements.

Overview

Transition Therapeutics Inc. (the “Company“) is a Canadian biotechnology company developing products for the treatment of
multiple sclerosis (“MS”), diabetes and restenosis. The Company commenced operations in July 1998, and has devoted its resources
primarily to fund its research and development programs. All revenue to date has been generated from interest income on surplus funds
and the sale of reagents. The Company has incurred a cumulative deficit to June 30, 2002 of $10,074,955. Losses are expected
to continue for the next several years as the Company invests in research and development, pre-clinical studies, clinical trials and
regulatory compliance.

The success of the Company is dependent on bringing its products to market, obtaining necessary regulatory approval and achieving
future profitable operations. Successful completion of these activities is necessary to allow the Company to continue research and
development activities and commercialization of its products. It is not possible to predict either the outcome of future research and
development programs or the Company’s ability to fund these programs going forward.

The Company has incurred losses of $7,791,363 and $1,753,784 over the past two years. The Company’s cash and cash equivalents
plus short-term investments of $4,411,002 at June 30, 2002, represents approximately eight months of cash and the Company 
will be unable to draw on its line of credit as it will need to draw on the term deposit pledged as collateral. The Company currently
has cash commitments for on-going research and development activities and its Phase I programs of approximately $1.9 million.
The Company is currently in discussions with certain of its shareholders and other potential funding sources in an effort to obtain
additional financing. There is no assurance that additional financing will be available on acceptable terms, if at all. In the event
that the Company is unable to obtain additional financing there would be doubt about the ability of the Company to continue as
a going concern and consequently the Company may be required to reduce the scope of, or eliminate one or more of its research
and development programs or may be required to scale back or cease operations.

Acquisition of Waratah Pharmaceuticals Inc.

On January 15, 2002, following shareholder and regulatory approval, the Company completed the acquisition of Waratah
Pharmaceuticals Inc. (“Waratah“). 3974863 Canada Inc. (“Newco“), a wholly-owned subsidiary of the Company, amalgamated
with Waratah in accordance with the provisions of the Canadian Business Corporations Act to form a new wholly-owned subsidiary
of the Company which operates under the name “Waratah Pharmaceuticals Inc.“. Waratah’s principal business activity is to develop
and commercialize products from a patented technology, termed Islet Neogenesis Therapy (“I.N.T.TM“), for the treatment of diabetes.
The shareholders of Waratah received 0.83333 common shares of the Company for each common share of Waratah held. All
outstanding warrants and options to acquire Waratah shares were cancelled and replaced with warrants and options of the new
amalgamated entity on a one-for-one basis. Each such warrant or option is exercisable into common shares of the Company with
appropriate adjustments to the number of common shares and on the same terms as to exercise time, exercise price and expiry
and all other terms and conditions of the cancelled Waratah warrant or option, as the case may be. On the effective date of the
transaction, Waratah had 4,853,616 warrants and 2,545,500 options outstanding.

This transaction was accounted for using the purchase method with the Company identified as the acquirer. Due to the limited trading
volume of the Company’s shares, the Company considered many factors to determine the fair market value of the shares issued
for the acquisition of Waratah. These factors included the trading prices of the Company’s shares for a reasonable period prior to
the announcement of the transaction, the historical trading prices of the Company’s shares, the recent financing completed by the
Company, and the independent valuation report completed as part of the transaction. Management has concluded that the value
ascribed to the shares is reasonable. 

In connection with the acquisition of Waratah, the Company consolidated its management team and commenced a review of 
the research and development facility and operational needs. By June 30, 2002, the Company had completed this review and
determined that it would close the Waratah facility in Woburn, MA (the “Woburn Facility“). In connection with this closure and the
consolidation of management, the Company has included in the purchase equation a severance accrual of $548,277, estimated
lease exit costs of $186,600 and adjusted the preliminary fair value of the capital assets acquired from $693,281 to $363,281.
By June 30, 2002, $341,557 of the severance costs have been paid. The Company expects to complete the closure of the Woburn
Facility by November 30, 2002 and to complete a sublease for the premise in 2003.
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Management’s Discussion & Analysis

Results of operations

For the fiscal year ended June 30, 2002, the Company recorded a net loss of $7,791,363 ($0.23 per common and Class B
share) compared to a net loss of $1,753,784 ($0.11 per common and Class B share) for the fiscal year ended June 30, 2001.
The increase in the loss from fiscal 2001 is primarily due to the addition of the Waratah operations and the amortization of the
technology acquired through the acquisition of Waratah.

Interest income

Interest income for the fiscal year ended June 30, 2002, was $212,569 as compared to $231,105 for the fiscal year ended 
June 30, 2001. The decrease in interest income resulted from the net effect of a decrease in interest rates and an increase in the
average cash and cash equivalents and short-term investments balance of approximately $2,043,000 between the fiscal year
ended June 30, 2002 and the fiscal year ended June 30, 2001. The primary reason for the increase in the average cash and
cash equivalents and short-term investments balance was the completion of the Company’s initial public offering in February 2001,
which raised net proceeds of $4,486,305. In the absence of a partnership transaction or additional financing, interest income is
expected to decline over the next fiscal year due to lower cash balances resulting from ongoing expenditures.

Research and development, net

Research and development expenses increased to $4,473,913 for the fiscal year ended June 30, 2002 from $957,743 for the same
period in 2001. The primary reasons for the increase in expenditures included: the acquisition of Waratah which added a research
facility and ten research and development employees, an increase in research sponsorship agreements including a new collaboration
agreement with Biogenesys, Inc.; the hiring of a Director of Clinical Development and Manufacturing; and an increase in patent
costs to broaden the Company’s patent position. For fiscal 2003, the Company does not anticipate a significant increase in research
and development expenses as it expects that the increase for clinical costs associated with commencing and completing Phase I
clinical trials for its MS Interferon Enhancing Therapy and its Islet Neogenesis Therapy will be offset by a reduction of costs from the
consolidation of research facilities.

General and administrative expenses 

General and administrative expenses increased to $1,638,659 for the fiscal year ended June 30, 2002 from $991,762 for the
fiscal year ended June 30, 2001. The primary reasons for the increase include: three new administrative employees and increased
infrastructure gained through the acquisition of Waratah; expenditures incurred to enhance Company awareness and compliance
with regulatory requirements. The Company does not anticipate a significant increase in general and administrative expenses for
fiscal 2003.

Financing activities

During August 2001, the Company raised net proceeds of $117,188 from the issuance of 93,750 common shares through the
exercise of share purchase warrants. In December 2001 and June 2002, the Company issued a total of 195,715 common shares
to purchase technology valued at $137,000 from Biogenesys, Inc. As at June 30, 2002, the Company had 4,467,164 share
purchase warrants outstanding. 422,500 of these warrants expired on August 28, 2002 and the remaining 4,044,664 warrants
expired on September 19, 2002.

On January 15, 2002, the Company issued 21,267,743 common shares, 4,044,664 share purchase warrants and 2,121,242 stock
options related to its acquisition of Waratah. 

Liquidity and capital resources 

The Company’s cash and cash equivalents plus short-term investments and the Company’s working capital position were $4,411,002
and $4,325,086, respectively at June 30, 2002 down significantly from June 30, 2001 balances of $7,604,138 and $7,880,155,
respectively. The decrease resulted primarily from the expenditures incurred during the fiscal year ended June 30, 2002.

The Company has incurred losses of $7,791,363 and $1,753,784 over the past two years. The Company’s cash and cash equivalents
plus short-term investments of $4,411,002 at June 30, 2002, represents approximately eight months of cash and the Company will
be unable to draw on its line of credit as it will need to draw on the term deposit pledged as collateral. The Company currently
has cash commitments for on-going research and development activities and its Phase I programs of approximately $1.9 million. 
The Company is currently in discussions with certain of its shareholders and other potential funding sources in an effort to obtain
additional financing. There is no assurance that additional financing will be available on acceptable terms, if at all. In the event
that the Company is unable to obtain additional financing there would be doubt about the ability of the Company to continue as
a going concern and consequently the Company may be required to reduce the scope of, or eliminate one or more of its research
and development programs or may be required to scale back or cease operations.
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Capital expenditures 

During the fiscal year ended June 30, 2002, the Company’s capital expenditures were $444,900, as compared to $194,404 for
the fiscal year ended June 30, 2001. $363,281 of these capital assets were acquired through the acquisition of Waratah and the
remaining expenditures were office equipment and furniture and computer system upgrades to support the increased staffing levels.
The Company does not anticipate any significant capital expenditures during fiscal 2003.

Risks and uncertainties 

Prospects for companies in the biopharmaceutical industry generally may be regarded as uncertain given the nature of the industry
and, accordingly, investments in such companies should be regarded as highly speculative. The Company’s technologies are currently
in the research and development stage, which is the riskiest stage for a company in the biopharmaceutical industry. It is not possible
to predict, based solely upon studies in animals, whether a new therapeutic or device will prove to be safe and effective in humans.
The Company has not introduced a product into the market and there is no assurance that research and development programs
conducted by the Company will result in any commercially viable products.

The Company has incurred losses and anticipates that its losses will increase as it continues its research and development and potential
future clinical trials and eventually seeks regulatory approval for the sale of its products. If a product is approved for sale, there is
no assurance that the Company will generate adequate funds to continue development or will ever achieve profitable operations.
There are many factors such as competition, proprietary rights, patent protection and the regulatory environment that can influence
the Company’s ability to be profitable.

From time to time, the Company will seek additional funding through public or private placements, corporate collaborations or
partnership arrangements. The Company’s ability to access the capital markets or to enlist partners is mainly dependent on the
progress of its research and development and regulatory approval of its products. There is no assurance that additional funding
will be available on acceptable terms, if at all. The Company is currently pursuing additional sources of funding, but can offer no
assurance that it will be successful. In the event that the Company is unable to secure additional funding, there would be doubt
about the Company’s ability to continue as a going concern.

To continue the Company’s research and development programs and to conduct future clinical trials, the Company will rely upon
employees, collaborators and other third party relationships. There is no assurance that the Company will be able to maintain or
establish these relationships as required.

Market prices for securities of biotechnology companies may be highly volatile and subject to significant fluctuation and may not
necessarily be related to the operating or other performances of such companies.

Outlook 

The Company expects to achieve many important milestones over the upcoming year. During August 2002, the Company commenced
a Phase I clinical trial in Canada for its MS Interferon Enhancing Therapy. This trial is expected to be completed by the end of
December 2002. During September 2002, the Company received approval to commence a Phase I clinical trial in the United
Kingdom for I.N.T.TM. Dosing for this trial commenced in early October 2002 and the trial is expected to be completed by early
calendar 2003.

The Company plans to continue to seek corporate partners who are interested in establishing licensing, co-development and other
such relationships.

During fiscal 2003, the Company also plans to continue the development of its product pipeline in MS, diabetes and restenosis.
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MANAGEMENT’S RESPONSIBILITY FOR FINANCIAL STATEMENTS

The accompanying consolidated financial statements of Transition Therapeutics Inc. have been prepared by management and
have been approved by the Board of Directors. Management is responsible for the information and representation contained in
these consolidated financial statements and in other sections of this Annual Report.

The consolidated financial statements have been prepared in accordance with Canadian generally accepted accounting principles
and include some amounts that are based on best estimates and judgments. Financial information presented elsewhere in the
Annual Report is consistent with that in the consolidated financial statements.

Management, to meet its responsibility for the integrity and objectivity of the data in the consolidated financial statements, has
developed and maintains a system of internal accounting controls. Management believes that this system of internal accounting
controls provides reasonable assurance that the financial records are reliable and form a proper basis for preparation of the
consolidated financial statements, and that the assets are properly accounted for and safeguarded.

The Audit Committee reviews the consolidated financial statements, adequacy of internal controls, audit process and financial reporting
with management and with the Shareholders’ auditors. The Audit Committee, which consists of three directors not involved in the
daily operations of the Company, reports to the Board of Directors prior to the approval of audited consolidated financial statements
for publication.

The Shareholders’ auditors have full access to the Audit Committee, with and without management being present. The consolidated
financial statements have been examined by the Shareholders’ independent auditors, Ernst & Young LLP Chartered Accountants,
and their report is shown as part of the consolidated financial statements.

Tony Cruz Catherine Auld
Chief Executive Officer Chief Financial Officer

August 16, 2002

AUDITORS’ REPORT

To the Shareholders of 
Transition Therapeutics Inc. 

We have audited the consolidated balance sheets of Transition Therapeutics Inc. as at June 30, 2002 and 2001 and the
consolidated statements of loss and deficit and cash flows for the years then ended.  These financial statements are the responsibility
of the Company’s management. Our responsibility is to express an opinion on these financial statements based on our audits.

We conducted our audits in accordance with Canadian generally accepted auditing standards. Those standards require that we
plan and perform an audit to obtain reasonable assurance 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.

In our opinion, these consolidated financial statements present fairly, in all material respects, the financial position of the Company
as at June 30, 2002 and 2001 and the results of its operations and its cash flows for the years then ended in accordance with
Canadian generally accepted accounting principles.

Toronto, Canada,
August 16, 2002 Chartered Accountants
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CONSOLIDATED BALANCE SHEETS 
[See note 1]
As at June 30

2002 2001
$ $

ASSETS

Current

Cash and cash equivalents [note 4] 2,894,277 4,604,138

Short-term investments [notes 3 and 4] 1,516,725 3,000,000

Interest receivable 5,180 122,436

GST receivable 55,047 117,969

Accrued accounts receivable 4,434 12,000

Investment tax credits receivable [note 12[a]] 276,400 131,400

Research inventory [note 6] 879,232 101,719

Deposits on collaborations 282,201 102,874

Prepaid expenses and other assets 236,456 115,662

Total current assets 6,149,952 8,308,198

Long-term deposits [note 5] 166,212 –

Capital assets, net [note 8] 619,593 312,989

Technology [note 9] 36,272,608 –

43,208,365 8,621,187

LIABILITIES AND SHAREHOLDERS’ EQUITY

Current

Accounts payable and accrued liabilities 1,797,273 398,486

Current portion of leasehold inducement [note 16[h]] 3,698 3,698

Current portion of obligation under capital leases [note 16[g]] 23,895 25,859

Total current liabilities 1,824,866 428,043

Leasehold inducement [note 16[h]] 25,274 28,970

Obligation under capital leases [note 16[g]] 52,272 76,167

Future tax liability [note 7] 7,490,963 –

Total liabilities 9,393,375 533,180

Commitments [note 16]

Shareholders’ equity

Share capital

Common shares [notes 7 and 10] 38,779,654 6,968,948 

Class B shares [note 10] 1,833,651 3,402,651

Stock options [note 7] 890,288 –

Warrants [note 7] 2,386,352 –

Deficit (10,074,955) (2,283,592)

Total shareholders’ equity 33,814,990 8,088,007

43,208,365 8,621,187

See accompanying notes

On behalf of the Board:

Director Director
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CONSOLIDATED STATEMENTS OF LOSS AND DEFICIT

Years ended June 30

2002 2001
$ $

EXPENSES
Research and development, net 4,473,913 957,743

General and administrative 1,638,659 991,762

Amortization 3,782,112 35,384

Foreign exchange gain (6,932) –

9,887,752 1,984,889

Loss before the undernoted (9,887,752) (1,984,889)

Interest income, net 212,569 231,105

Loss before income taxes (9,675,183) (1,753,784)

Provision for (recovery of) income taxes

Current 65,000 –

Future [note 7] (1,948,820) –

Net loss for the year (7,791,363) (1,753,784)

Deficit, beginning of year (2,283,592) (529,808)

Deficit, end of year (10,074,955) (2,283,592)

Basic net loss per common and Class B share [note 2] $(0.23) $(0.11)

See accompanying notes
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CONSOLIDATED STATEMENTS OF CASH FLOWS

Years ended June 30

2002 2001
$ $

OPERATING ACTIVITIES
Net loss for the year (7,791,363) (1,753,784)

Add (deduct) items not involving cash

Amortization 3,802,605 46,769

Amortization of leasehold inducement (3,696) (3,696)

Write-off of accrued accounts receivable 12,000 64,528

Recovery of income taxes – future (1,948,820) –

(5,929,274) (1,646,183)

Net change in non-cash working capital balances related to operations [note 14] (468,966) (245,704)

Cash used in operating activities (6,398,240) (1,891,887)

INVESTING ACTIVITIES
Purchase of short-term investments (1,516,725) (4,200,000)

Maturity of short-term investments 4,985,500 1,240,000

Purchase of capital assets [note 15] (81,619) (150,507)

Cash acquired on Waratah purchase, net of acquisition costs [note 7] 1,209,894 –

Cash provided by (used in) investing activities 4,597,050 (3,110,507)

FINANCING ACTIVITIES
Decrease in advances from related parties – (65,629)

Repayment of obligation under capital leases (25,859) (14,705)

Proceeds from issuance of special warrants, net – 4,914,941

Proceeds from issuance of common shares, net 117,188 4,486,392

Cash provided by financing activities 91,329 9,320,999

Net increase (decrease) in cash and cash equivalents during the year (1,709,861) 4,318,605

Cash and cash equivalents, beginning of year 4,604,138 285,533

Cash and cash equivalents, end of year 2,894,277 4,604,138

See accompanying notes
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

June 30, 2002

1. NATURE OF OPERATIONS AND GOING CONCERN

Transition Therapeutics Inc. [the ”Company”] is a biopharmaceutical company, incorporated on July 6, 1998 under the Business
Corporations Act (Ontario). The Company is engaged in the business of developing products for the treatment of multiple
sclerosis, diabetes and restenosis.

The success of the Company is dependent on bringing its products to market, obtaining the necessary regulatory approvals and
achieving future profitable operations. The continuation of the research and development activities and the commercialization of
its products are dependent on the Company’s ability to successfully complete these activities and to obtain adequate financing
through a combination of financing activities and operations. It is not possible to predict either the outcome of future research
and development programs or the Company’s ability to fund these programs going forward.

The Company has had significant losses in each of the past two years. Although at June 30, 2002 the Company has net working
capital of approximately $4.3 million, without an additional source of funding, it will have inadequate funds to continue its
existing corporate, administrative, and operational functions for the coming year. In the event that the Company is unable to
obtain additional financing there would be doubt about the ability of the Company to continue as a going concern.

These consolidated financial statements have been prepared on a going concern basis, which assumes the Company will be
able to realize its assets and discharge its liabilities in the normal course of business for the foreseeable future. These consolidated
financial statements do not include adjustments that would be necessary should the Company be unable to continue as a
going concern. See note 16 for the Company’s current commitments.

2. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Basis of presentation
These consolidated financial statements include the accounts of Waratah Pharmaceuticals Inc. [”Waratah”], a wholly-owned
subsidiary. Effective January 15, 2002, 3974863 Canada Inc. [”Newco”], a wholly-owned subsidiary of the Company,
amalgamated with Waratah, pursuant to an arrangement agreement, to form a newly amalgamated entity also known as
Waratah Pharmaceuticals Inc. Waratah’s principal business activity was to develop and commercialize products from a
patented technology, termed Islet Neogenesis Therapy [”I.N.T.TM”], for the treatment of diabetes. These consolidated financial
statements also include the accounts of Transition Therapeutics Leaseholds Inc., a wholly-owned subsidiary, incorporated on
March 10, 2000 under the Business Corporations Act (Ontario). All material intercompany transactions and balances have
been eliminated on consolidation. 

Revenue recognition
Interest income is recognized on an accrual basis.

Cash and cash equivalents and short-term investments
Cash equivalents are comprised of only highly liquid investments with original maturities of less than ninety days at the time
of purchase and are valued at cost, which approximates fair value.

Short-term investments are temporary investments with original maturities of greater than ninety days and less than one year
at the time of purchase. Short-term investments are valued at cost, which approximates fair value.

Capital assets
Capital assets are recorded at cost and amortized on a declining balance basis over their estimated useful lives as follows:

Computer equipment 30%
Office equipment and furniture 20%
Laboratory equipment 20%

Leasehold improvements are recorded at cost and amortized on a straight-line basis over the term of the lease.

Technology
The cost of intangibles that are purchased from others for a particular research and development project, are deferred and
amortized on a straight-line basis over their estimated useful life, which is five years.

The Company reviews its technology for impairment whenever events or changes in circumstances indicate that the carrying
amount of the assets may not be recoverable by comparing the carrying amount to the related estimated discounted future
net cash flows.

Research and development
Research costs are expensed as incurred. Development costs that meet specific criteria related to technical, market and financial
feasibility are capitalized. To date, all of the development costs have been expensed.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

June 30, 2002

2. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (cont’d)

Loss per common and Class B share
In fiscal 2002, the Company retroactively adopted the new recommendations of The Canadian Institute of Chartered Accountants
relating to loss per share. Pursuant to the new recommendations, basic loss per common and Class B share is determined by
dividing the net loss attributable to common shares and Class B shares by the weighted average number of common and
Class B shares outstanding during the year. Contingently returnable common shares are excluded when determining the weighted
average number of common and Class B shares outstanding. Fully diluted loss per common and Class B share is in accordance
with the treasury stock method and is based on the weighted average number of common and Class B shares and dilutive
common and Class B share equivalents outstanding during the year. The fully diluted loss per common and Class B share has
not been presented as it is anti-dilutive.

The weighted average number of common and Class B shares used in the computation of basic loss per common and Class B
share for the year ended June 30, 2002 is 33,174,588 [2001 – 16,142,633].

For the year ended June 30, 2002, 1,172,901 [2001 – 1,204,901] contingently returnable common shares were excluded from
the basic loss per common and Class B share calculation. The contingently returnable common shares relate to employment
contracts and will be released from escrow based on the achievement of certain corporate milestones.

Stock-based compensation plans
The Company has stock-based compensation plans which are described in note 11. No compensation expense is recorded
for these plans when stock options are issued to employees, directors or consultants. Any consideration paid by employees
or directors on the exercise of stock options is credited to share capital.

Income taxes
The Company follows the liability method of accounting for income taxes. Under this method, future income tax assets and
liabilities are determined based on differences between the financial statement carrying values and the respective tax bases
of assets and liabilities, measured using substantively enacted tax rates and laws that are expected to be in effect when the
differences are expected to reverse.

Financial instruments
Financial instruments of the Company consist mainly of cash and cash equivalents, short-term investments, interest receivable,
GST receivable, accrued accounts receivable, investment tax credits receivable, long-term deposits, accounts payable and
accrued liabilities and obligation under capital leases. As at June 30, 2002 and 2001, there are no significant differences
between the carrying value of these amounts and their estimated market values.

The Company is exposed to foreign exchange risk from fluctuations in foreign currency rates. Increases or decreases in foreign
currency rates could impact the Company’s income.

Use of estimates
The preparation of these consolidated financial statements in conformity with Canadian generally accepted accounting principles
requires management to make estimates and assumptions that affect the reported amounts of assets and liabilities and disclosure
of contingent assets and liabilities at the date of the consolidated financial statements and the reported amounts of revenue
and expenses during the reporting period. Actual results could differ from those estimates.

Investment tax credits
Investment tax credits [”ITCs”] are accrued when qualifying expenditures are made and there is reasonable assurance that the
credits will be realized. For income statement purposes, the ITCs are recorded as a reduction of the related expenditures.

Foreign exchange translation

Foreign subsidiary
The Company’s foreign subsidiary is considered to be an integrated foreign operation and its accounts have been translated
into Canadian dollars using the temporal method. Under this method, monetary assets and liabilities are re-measured at the
exchange rates in effect at the consolidated balance sheet dates. Non-monetary assets and liabilities are re-measured at historical
rates. Revenue and expenses are re-measured at the average rate for the year. Gains and losses resulting from re-measurement
are included in the consolidated statements of loss and deficit.

Foreign currency transactions
Transactions undertaken in foreign currencies are translated into Canadian dollars at approximate exchange rates prevailing at
the time the transactions occurred. Monetary assets and liabilities are translated into Canadian dollars at exchange rates in
effect at the consolidated balance sheet dates. Non-monetary assets are translated at historical exchange rates. Exchange
gains and losses are included in the consolidated statements of loss and deficit.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

June 30, 2002

3. LINE OF CREDIT

During the year ended June 30, 2001, the Company arranged a line of credit with a major Canadian chartered bank for a
maximum amount of $1,000,000 against which a term deposit is pledged as collateral. The interest rate is based upon the
financial institution’s prime rate. As at June 30, 2002 and June 30, 2001, none of this credit facility was being utilized.

4. CASH AND CASH EQUIVALENTS AND SHORT-TERM INVESTMENTS

Included in cash and cash equivalents at June 30, 2002 is U.S.$49,853 [2001 – nil].

Short-term investments consist of term deposits totaling $1,516,725 at June 30, 2002 [2001 – $3,000,000] with an interest
rate of 2.5% [2001 – 6%] and a maturity date of May 13, 2003.

5. LONG-TERM DEPOSITS

Long-term deposits consist of deposits on the Company’s facility in Woburn, Massachusetts totaling US$109,350 [2001 – nil].

6. RESEARCH INVENTORY

The research inventory balance of $879,232 at June 30, 2002 [2001 – $101,719] represents material that will be used in future
studies and clinical trials. The research inventory, which is recorded at cost, will be recorded as research and development
expense in the period it is used.

7. ACQUISITION

On January 15, 2002, following shareholder and regulatory approval, the Company completed the acquisition of Waratah.
Waratah and Newco were amalgamated in accordance with the provisions of the Canadian Business Corporations Act to
form a new wholly-owned subsidiary of the Company which operates under the name ”Waratah Pharmaceuticals Inc.” The
shareholders of Waratah received 0.83333 common shares of the Company for each common share of Waratah held. All
outstanding warrants and options to acquire Waratah shares were cancelled and replaced with warrants and options of the
new amalgamated entity on a one-for-one basis. Each such warrant or option is exercisable into common shares of the Company
with appropriate adjustments to the number of common shares and on the same terms as to exercise time, exercise price and
expiry and all other terms and conditions of the cancelled Waratah warrant or option, as the case may be.

The acquisition was accounted for using the purchase method of accounting with the Company identified as the acquirer.
Total consideration, including acquisition costs, was allocated to the estimated fair values on the date of acquisition as follows:

$
Assets acquired
Current assets [including cash and cash equivalents of $1,990,188] 4,928,485
Capital assets [iii] 363,281
Technology 39,799,917

45,091,683
Less liabilities assumed
Current liabilities [iii] 1,607,448
Future tax liability 9,439,783

11,047,231
Net assets acquired 34,044,452

Consideration given
Common shares [i] 29,987,518
Share purchase warrants [ii] 2,386,352
Stock options [ii] 890,288
Acquisition costs 780,294

34,044,452

[i] Due to the limited trading volume of the Company’s shares, the Company considered many factors to determine the fair
market value of the common shares issued for the acquisition of Waratah. These factors included the trading prices of the
Company’s shares for a reasonable period prior to the announcement of the transaction, the historical trading prices of
the Company’s shares, the recent financing completed by the Company, and the independent valuation report completed
as part of the transaction. Management has concluded that the value ascribed above is reasonable. 
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

June 30, 2002

7. ACQUISITION (cont’d)

[ii] The fair values of all the Waratah options and warrants granted prior to the date the plan of arrangement was agreed
to and announced were recorded as part of the consideration. The fair values were estimated using the Black-Scholes
option pricing model with the following assumptions: expected option life in years between 1-3 years, volatility of 0.001,
a risk free interest rate of between 1.3% and 2.7% and a grant price of $1.41, which represents the determined fair market
value of the common shares issued for the acquisition of Waratah. The Waratah options were recorded at $890,288
for 2,545,500 options and the Waratah warrants were recorded at $2,386,352 for 4,853,616 warrants.

[iii] In connection with the acquisition of Waratah, the Company consolidated the management team and commenced a review
of the research and development facility and operational needs. By June 30, 2002, the Company had completed this review
and determined that it would close the Waratah facility in Woburn, MA (the ”Woburn Facility”). In connection with this
closure and the consolidation of management, the Company has included in the purchase equation a severance accrual of
$548,277, estimated lease exit costs of $186,600 and adjusted the preliminary fair value of the capital assets acquired
from $693,281 to $363,281. By June 30, 2002, $341,557 of the severance costs have been paid. The Company expects
to complete the closure of the Woburn Facility by November 30, 2002 and to complete a sublease for the premise in 2003.

8. CAPITAL ASSETS

Capital assets consist of the following:

2002

Net
Accumulated book

Cost amortization value
$ $ $

Computer equipment 137,135 40,972 96,163
Office equipment and furniture 173,028 49,933 123,095
Laboratory equipment 435,833 76,617 359,216
Leasehold improvements 58,139 17,020 41,119

804,135 184,542 619,593

Included in the value of computer equipment and office equipment and furniture at June 30, 2002 is equipment under
capital lease with a cost of $113,024 [2001 – $113,024] and accumulated amortization of $34,837 [2001 – $12,257].

Amortization relating to laboratory equipment of $20,493 [2001 – $11,385] is included in research and development expenses.

2001

Net
Accumulated book

Cost amortization value
$ $ $

Computer equipment 51,845 13,393 38,452
Office equipment and furniture 149,824 16,381 133,443
Laboratory equipment 113,849 11,385 102,464
Leasehold improvements 43,717 5,087 38,630

359,235 46,246 312,989

9. TECHNOLOGY

Technology consists of the following:

2002

Net
Accumulated book

Cost amortization value
$ $ $

Acquired on acquisition of Waratah [note 7] 39,799,917 3,648,326 36,151,591
Acquired from Biogenesys, Inc. [note 16[f]] 137,000 15,983 121,017

39,936,917 3,664,309 36,272,608
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

June 30, 2002

10. SHARE CAPITAL

[a] Authorized
Unlimited common shares

Unlimited Class B shares

On October 10, 2000, the Company subdivided the outstanding and issued common shares on the basis of 3.25649
common shares for each issued and outstanding common share. All share and loss per share figures have been retroactively
adjusted to reflect this change.

[b] Issued and outstanding and changes during the period

Common shares # $
Balance, June 30, 2000 10,916,855 970,266
Issued for cash 1,953,894 60
Issued for employment services 553,603 17
Issued for consulting services 162,824 5
Issued for laboratory services 162,824 5
Conversion of Class B shares 2,000,000 1,512,290
Issued for cash pursuant to initial public offering, net [i] 4,225,000 4,486,305
Balance, June 30, 2001 19,975,000 6,968,948
Exercise of share purchase warrants [ii] 93,750 117,188
Issued for purchase of technology [note 16[f)] 195,715 137,000
Issued on acquisition of Waratah [note 7] 21,267,743 29,987,518
Conversion of Class B shares 2,075,000 1,569,000
Balance, June 30, 2002 43,607,208 38,779,654

Class B shares # $
Balance, June 30, 2000 – –
Issued pursuant to private placement, net [ii] 6,500,000 4,914,941
Conversion to common shares (2,000,000) (1,512,290)
Balance, June 30, 2001 4,500,000 3,402,651
Conversion to common shares (2,075,000) (1,569,000)
Balance, June 30, 2002 2,425,000 1,833,651

Total common and Class B shares 46,032,208 40,613,305

[i] Under the terms of an agency agreement dated February 19, 2001, including the exercised over-allotment, the
Company issued 4,225,000 common shares at the offering price of $1.25 for a total amount of $5,281,250.
The net proceeds of this initial public offering were $4,486,305, net of the issue expenses and underwriters’ fees
in the aggregate amount of $794,945. In addition, as additional consideration in connection with the offering, the
Company granted the agents share purchase warrants entitling the agents to acquire 422,500 common shares at
a purchase price of $1.25 per share. These warrants expire on August 28, 2002.

[ii] On October 20, 2000, the Company sold 6,500,000 special warrants at a purchase price of $0.80 per special
warrant through a private placement for a total amount of $5,200,000. The net proceeds of the private placement
were $4,914,941. Each special warrant entitled the holder to acquire, without payment of additional consideration,
one Class B share and one half of a share purchase warrant. Each Class B share is convertible to one common
share without payment of additional consideration. Each whole share purchase warrant entitles the holder to
purchase one Class B share of the Company at $1.25. The special warrants were deemed exercised on the closing
of the initial public offering on February 28, 2001. Share purchase warrants totaling 93,750 were exercised in
August 2001, resulting in cash proceeds to the Company of $117,188. The remaining share purchase warrants
expired on March 15, 2002.
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[c] Stock options and share purchase warrants
Share purchase warrants #

Share purchase warrants outstanding, June 30, 2000 –
Share purchase warrants issued on exercise of special warrants [note 10[b][ii]] 3,250,000
Share purchase warrants issued on initial public offering [note 10[b][i]] 422,500
Share purchase warrants outstanding, June 30, 2001 3,672,500
Share purchase warrants exercised [note 10[b][ii]] (93,750)
Share purchase warrants issued on acquisition of Waratah [note 7] 4,044,664
Share purchase warrants expired [note 10[b][ii]] (3,156,250)
Share purchase warrants outstanding, June 30, 2002 4,467,164

The maximum possible cash proceeds to the Company from the exercise of the share purchase warrants presently
outstanding are $4,653,699.

On January 15, 2002, as part of the acquisition of Waratah, the Company issued 4,853,616 share purchase warrants.
Each share purchase warrant entitles the holder to acquire 0.83333 common shares of the Company at $0.85. Therefore,
the total common shares that can be acquired from the newly issued share purchase warrants is 4,044,664. These share
purchase warrants expire on September 19, 2002.

Stock options #

Stock options outstanding, June 30, 2001 1,435,000
Stock options issued 545,000
Stock options expired (81,121)
Stock options issued on acquisition of Waratah [note 7] 2,121,242
Stock options outstanding, June 30, 2002 4,020,121

The maximum possible cash proceeds to the Company from the exercise of the stock options presently outstanding 
are $4,988,244.

11. STOCK-BASED COMPENSATION PLANS

In November 1999, the Company established a Stock Option Plan [the ”Plan”] for the directors, officers, employees, members
of the Scientific Advisory Board and consultants of the Company or of subsidiaries of the Company in order to secure for the
Company and its shareholders the benefit of an incentive interest in share ownership by participants under the Plan. The Plan
is administered by the Board of Directors of the Company or the Compensation Committee of the Company.

All stock options granted under the Plan must be exercised within a maximum period of five years following the grant date
thereof. The maximum number of common shares that may be issued pursuant to stock options granted under the Plan shall
not exceed 10% of the issued and outstanding common shares, to a maximum of 4,143,648 common shares. The maximum
number of common shares that may be issued to any individual pursuant to stock options granted under the Plan will not
exceed 5% of the outstanding common shares and the total number of common shares that may be issued to consultants
pursuant to stock options granted under the Plan will not exceed 2% of the issued and outstanding common shares. The
vesting period is determined at the time of each option grant but must not exceed five years.

The options acquired through the acquisition of Waratah are governed by the terms of the Waratah Pharmaceuticals Inc.
option plan which has the same terms and vesting as the Plan.

A summary of options outstanding as at June 30, 2002 under the Plans are presented below. 

Outstanding Exercisable

Weighted- Weighted- Weighted- Weighted-
Range of average average average average
exercise Number of remaining exercise Number of remaining exercise
prices options contractual life price options contractual life price

$ # [years] $ # [years] $

0.63 – 0.80 847,704 3.8 0.76 417,824 3.8 0.75

1.02 – 1.35 2,328,947 3.2 1.11 1,721,161 3.1 1.09

1.55 – 2.30 774,581 3.9 2.03 581,006 3.9 2.11

2.40 – 3.30 68,889 3.1 2.82 39,168 2.8 2.81

4,020,121 2,759,159
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11. STOCK-BASED COMPENSATION PLANS (cont’d)

A summary of options outstanding as at June 30, 2001 under the Plans are presented below. 

Outstanding Exercisable

Weighted- Weighted- Weighted- Weighted-
Range of average average average average
exercise Number of remaining exercise Number of remaining exercise
prices options contractual life price options contractual life price

$ # [years] $ # [years] $

0.80 640,000 4.3 0.80 197,150 4.3 0.8

1.25 – 1.35 795,000 4.7 1.25 345,061 4.7 1.25

1,435,000 542,211

12. INCOME TAXES

[a] As at June 30, 2002, the Company has accumulated non-capital losses for income tax purposes of approximately
$12,149,000 which can be carried forward to reduce future Canadian taxable income. These income tax loss
carryforwards will begin to expire in 2005.

As at June 30, 2002, the Company also has approximately $3,485,000 [2001– $577,000] in Canadian scientific
research and experimental development expenditures which can be carried forward indefinitely to reduce future years’
taxable income. During fiscal 2002, the Company recorded $145,000 [2001 – $76,000] of refundable provincial
ITCs. The Company has approximately $705,000 in federal ITCs that can be carried forward for up to ten years and
used to reduce the Company’s taxes payable.

[b] Significant components of the Company’s future tax assets and liabilities are as follows:

2002 2001
$ $

Future tax assets
Capital assets 317,039 29,906
Non-capital loss carryforwards 3,659,281 398,525
Canadian scientific research and experimental development expenditures 893,875 116,043
Federal ITCs 705,430 47,353
Financing costs 331,489 319,836
Total future tax assets 5,907,114 911,663
Future tax liabilities
Leasehold inducements (8,726) (9,248)
Technology (10,888,859) –
Total future tax liabilities (10,897,585) (9,248)
Less valuation allowance (2,500,492) (902,415)
Net future tax liability (7,490,963) –

13. RELATED PARTY TRANSACTIONS

[a] The Company entered into a License Agreement [the ”Agreement”] with the Cangene Corporation [”Cangene”] on
January 20, 2000 to acquire RHAMM technology. This Agreement was subsequently amended during fiscal 2001. 
A Director of the Company is also a senior officer of Cangene. 

Total financial consideration due to Cangene under the Agreement is $116,400, depending on the achievement of certain
milestones; a 1.0% to 1.5% royalty of net sales; and 50% of patent costs incurred on the patents for the licensed technology.
As at June 30, 2002, $52,700 [2001 – $52,700] of the milestone payments have been paid.

During the year ended June 30, 2002, the Company recorded patent expenses owing to Cangene of nil 
[2001 – $25,640] and recovery of patent expenses owing from Cangene of nil [2001 – 57,837].

Under the Agreement, if the sum of royalties and/or net profit paid to Cangene resulting from the sale of a product
derived from the patent applications licensed to the Company does not meet certain minimum requirements [as specified
in the Agreement] during the first and subsequent years of the commercialization of any such product, Cangene may
either terminate the Agreement or cause the license granted thereby to the Company to become non-exclusive for the
remaining period of such Agreement.
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13. RELATED PARTY TRANSACTIONS (cont’d)

[b] During fiscal 2000, the Company issued 162,824 common shares for nominal consideration to the Canadian Arthritis
Network [”CAN”] for past and future services and laboratory facilities provided by CAN to the Company. In addition,
for laboratory facilities and support services the Company paid $40,000 to CAN during the year ended June 30, 2002
[2001 – $20,000]. Of the $60,000 paid to CAN, $10,000 is included in prepaid expenses and other assets at June
30, 2002 [2001 – $10,000] and $40,000 is included in research and development expenses, net for the year ended
June 30, 2002 [June 30, 2001 – $10,000]. The CEO of the Company was a Director, Senior Officer and Program
Director of CAN until he resigned his executive positions on November 19, 2001.

[c] During fiscal 2002, the Company paid legal fees to a law firm where the Company’s former Chief Financial Officer and
Secretary is a partner. Total fees and disbursements paid to the law firm during the year ended June 30, 2002 were
$363 [2001 – $101,710], of which nil [2001 – $100,339] was charged to share capital as they related to the
financing transactions.

[d] During fiscal 2001, the Company paid $30,000 to a Director of the Company under a consulting agreement which was
completed in May 2001.

14. CONSOLIDATED STATEMENTS OF CASH FLOWS

The net change in non-cash working capital balances related to operations consists of the following:

2002 2001
$ $

Share subscriptions receivable – 30,579
Interest receivable 120,156 (122,436)
GST receivable 104,286 (101,297)
Accrued accounts receivable (4,434) 27,568
Investment tax credits receivable (39,000) (51,000)
Research inventory (505,137) (101,719)
Deposits on collaborations (179,327) (98,524)
Prepaid expenses and other assets 243,151 (91,723)
Accounts payable and accrued liabilities (184,811) 262,848
Income taxes payable (23,850) –

(468,966) (245,704)

Supplemental cash flow information
Interest paid 7,526 27,325
Taxes paid 35,325 –

15. NON-CASH TRANSACTIONS

During the year, the Company entered into the following non-cash activities:

[a] On December 5, 2001 and June 27, 2002, the Company issued common shares totaling 195,715 to purchase
technology [note 16[f]]. 

[b] Capital assets of nil were acquired under capital leases [2001 – $43,897].

[c] On January 15, 2002, the Company issued 21,267,743 common shares, 2,121,242 stock options and 4,044,664 share
purchase warrants to acquire Waratah Pharmaceuticals Inc. [note 7].

16. COMMITMENTS

[a] As at June 30, 2002, the Company is committed to aggregate expenditures of $264,444 [2001 – $263,745] under its
collaboration agreements. In addition, at June 30, 2002, the Company is committed to aggregate expenditures of approx-
imately $913,635 [2001 – nil] for clinical and toxicity studies to be completed during fiscal 2003 and approximately
$440,835 [2001 – nil] for manufacturing agreements.

[b] On November 9, 1999, the Company entered into a license agreement with HSC Research Limited Partnership [”HSC”]
to acquire Dr. Eva Turley’s interests in the Company’s patent application US 910130.401 that had been previously assigned
to HSC. Total financial consideration due to HSC from the Company will be up to $465,000, depending on the outcome
of certain clinical results, and consists of a combination of upfront payments, milestone payments and annual license fees.
The annual license fees can be decreased by any research sponsorship agreements with HSC. As at June 30, 2002,
$10,000 [2001 – $10,000] of the commitment has been paid and an additional $150,000 [2001 – $150,000] of
the commitment has been satisfied by research sponsorship agreements with HSC.
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16. COMMITMENTS  (cont’d)

[c] On December 20, 1999, the Company entered into a letter agreement with the Mount Sinai Hospital [”MSH”] to acquire
Dr. Tony Cruz’s interests in the Company’s patent application US 910130.401 that had been previously assigned to
MSH. Total financial consideration due to MSH from the Company will be up to $116,250, depending on the outcome
of certain clinical results, and consists of a combination of upfront payments, milestone payments and annual license fees
with payments to be no greater than 25% of the fees payable to HSC under the Company’s license agreement [note 16(b)].
The annual license fees can be decreased by any research sponsorship agreements with MSH. As at June 30, 2002,
$17,500 [2001 – $17,500] of the commitment has been paid and an additional $18,300 [2001 – 18,300] of the
commitment has been satisfied by research sponsorship agreements with MSH.

[d] On January 20, 2000, the Company entered into a License Agreement with Cangene to acquire RHAMM technology
[note 13(a)].

[e] On March 1, 2001, the Company entered into an exclusive license agreement with HSC for a Transgenic Mouse Model
for MS. The maximum financial consideration due to HSC from the Company is 1) $100,000, which has been extinguished
through sponsorship agreements; and 2) 10% of the revenues from sub-licensing of the Model. 

[f] On December 5, 2001, the Company purchased patents for a methyldonor technology from Biogenesys, Inc. [”Biogenesys”]
for $137,000 through the issuance of 100,000 common shares. Since the signing of the purchase agreement [the ”Agreement”],
the Company has issued more than 2,000,000 common shares from treasury and therefore, under the terms of the
Agreement, the Company was required to issued 95,715 additional common shares to Biogenesys such that based on
the closing price on the TSX Venture Exchange on June 5, 2002 the market value of the total shares issued to Biogenesys
is $137,000. As part of the Agreement the Company will pay Biogenesys an on-going royalty equal to 0.5% of net
sales of any product or process claimed under the acquired patents. As a condition of the purchase, the Company entered
into a license agreement [the “License Agreement”] with Biogenesys dated December 4, 2001. Under the License
Agreement, the Company granted an exclusive worldwide license to Biogenesys for the use of the acquired patents in
the therapeutic areas of HIV, HIV encephalopathy, psychiatric disorders, Alzheimer’s disease and rheumatological
disease for no additional consideration. The License Agreement expires when the patents expire.

[g] The Company leases telephone, photocopier and computer equipment under capital leases expiring at various dates to
July 2006. Future minimum annual lease payments under these leases in aggregate and over the next five years and
thereafter are as follows: 

$
2003 32,228
2004 21,913
2005 21,913
2006 19,646
2007 –
Thereafter –

95,700
Less imputed interest 19,533

76,167
Less current portion 23,895

52,272

[h] The Company leases various premises under operating leases expiring at various dates to January 30, 2006 with
certain options to renew. Future minimum annual lease payments under these operating leases in aggregate and over
the next five years are as follows: 

$
2003 320,966
2004 316,737
2005 313,567
2006 164,423
2007 –

1,115,693

During the year, the rental expense for the various premises under operating leases was $252,828 [2001 – $52,322].

In connection with entering into one of the premises leases, the Company received a lease inducement of $36,980
which was used to construct leasehold improvements and is being deferred and amortized on a straight-line basis 
over the term of the lease.



32 TRANSITION THERAPEUTICS ANNUAL REPORT 2002

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

June 30, 2002

16. COMMITMENTS (cont’d)

[i] Through the acquisition of Waratah, the Company acquired the commitments for the following license agreements:

[i] General Hospital Corporation:

The Company owns 50% of certain patent rights issued in connection with I.N.T. technology for the treatment of
juvenile diabetes and has a license agreement with General Hospital Corporation [”GHC”] whereby GHC assigned
the Company an exclusive worldwide license for the remaining 50% of the aforementioned patent rights. Under the
license agreement, the Company is committed to making royalty payments of 1.5% on the net sales of EGF. This
royalty rate can be reduced to 0.75% by the Company through the payment of a buy-back option ranging from
US$250,000 to US$1.25 million depending on the stage of the development of the I.N.T. product at the time of
the buy-back. In addition, the Company is committed to make payments ranging from 5-10% of non-royalty
sublicense fees and milestone payments received by the Company. The agreement remains in force until the
expiration of the last to expire patent.

[ii] Research Corporation Technologies:

The Company has a license agreement with Research Corporation Technologies [”RCT”], a Company based in
Arizona, for the use of RCT’s patented protein expression system for the production of the Company’s therapeutics
proteins. Under the agreement, the Company will pay RCT royalties of 1.5% on net sales, including minimum
annual royalties of US$30,000 in 2002 and thereafter for the term of the agreement. 

[iii] Viral Therapeutics, Inc.:

The Company has a development agreement with Viral Therapeutics, Inc. of Ithaca, NY [”Viral”] which specializes
in the strain development, process development, and scale up for recombinant human protein production. Pursuant
to the terms of the agreement, Viral also granted the Company an exclusive worldwide license to use Viral’s EGF
production strain. The agreement provides that the Company will make the following payments upon the achievement
of certain milestones under the agreement: [i] US$50,000 upon initiation of patient enrollment in the first phase III
clinical trial in North America of the EGF; and [ii] US$80,000 upon the filing of an NDA with the FDA for the EGF or
within six months of the submission of Phase III clinical trial results for the EGF to a regulatory body, whichever
shall first occur. Furthermore, the Company has agreed to pay a fee of 5% of sublicensing revenues for EGF and
a royalty which may amount to 1% of net sales revenues received by it from the sale of EGF. The agreement also
includes a buy-back clause enabling the Company to buy back the royalty stream for amounts varying between
US$350,000 and US$2,000,000 depending on the various stages of development.

17. SEGMENTED INFORMATION

The Company considers itself to be in one business segment, that is the research and development of therapeutic agents.
Following the acquisition of Waratah, the Company’s operations are conducted in Canada and the United States.
Geographic segment information is as follows: 

Canada United States
$ $

Net loss:
Year ended June 30, 2002 6,638,606 1,152,757
Year ended June 30, 2001 1,753,784 –

Amortization of capital assets:
Year ended June 30, 2002 67,714 70,582
Year ended June 30, 2001 46,769 –

Interest income, net:
Year ended June 30, 2002 216,077 (3,508)
Year ended June 30, 2001 231,105 –

Income tax expense:
Year ended June 30, 2002 – 65,000
Year ended June 30, 2001 – –

Recovery of income taxes – future:
Year ended June 30, 2002 1,948,820 –
Year ended June 30, 2001 – –

Capital assets, net:
June 30, 2002 277,692 341,901
June 30, 2001 312,989 –

18. COMPARATIVE CONSOLIDATED FINANCIAL STATEMENTS

The comparative consolidated financial statements have been reclassified from statements previously presented to conform to the
presentation of the 2002 consolidated financial statements.
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