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FISCAL 2004 
TARGETED MILESTONES

• Commence a Phase II clinical trial for our Interferon
Enhancing Therapy in patients with multiple sclerosis

• Complete an extended Phase I clinical trial for our Islet
Neogenesis Therapy

• Commence a Phase II clinical trial for our Islet Neogenesis
Therapy in patients with diabetes

• Select lead restenosis inhibitors to enter final validation studies
• Establish a major corporate partnership
• Continue to broaden the depth of our already strong

management team 

FISCAL 2003 
ACCOMPLISHMENTS

• Completed a Phase I clinical trial for our Islet Neogenesis
Therapy compounds

• Completed a Phase I clinical trial for our Interferon Enhancer
• Successfully completed financing to support ongoing

clinical trials
• Acquired Stem Cell Therapeutics Inc. to secure

additional patent applications and strengthen our
technology platform

• Selected our lead class of restenosis inhibitors
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DISCOVERY PRE-CLINICAL PHASE I PHASE II PHASE III MARKET

IN VITRO SCREENING IN VIVO VALIDATION HUMAN SAFETY

DIABETES

MULTIPLE 
SCLEROSIS

RESTENOSIS

TRANSITION THERAPEUTICS PRODUCT PIPELINE

I.N.T.™
I.N.T.™ 2

I.E.T.

S-3/S-7

RUS

AP-D1

CATHERINE AULD LAURA AGENSKY MICHAEL LINCOLN TONY CRUZ ALEKSANDRA PASTRAK
CHIEF FINANCIAL OFFICER DIRECTOR OF CLINICAL CONSULTANT CHAIRMAN AND CEO DIRECTOR OF RESEARCH

AND MANUFACTURING AND DEVELOPMENT

WHAT IS A CLINICAL TRIAL? Clinical trials involve the systematic investigation of the safety and efficacy of
investigational drugs, vaccines and therapies in humans. Researchers test new drugs in various systems and promising
drugs move into clinical trials. Beginning with Phase I, clinical trials are conducted under stringent and controlled
conditions. Carefully conducted clinical trials are the fastest way to bring safe and effective treatments to market.

FIG. 1
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Fiscal 2003 has been a phenomenal year for Transition, a
time in which we have crystallized our focus for growth
while achieving a number of very positive milestones that
reconfirm we are on the right path with our product
development programs. 

Notably, we completed a Phase I clinical trial for both our
diabetes Islet Neogenesis Therapy (“I.N.T.™”) and our
multiple sclerosis Interferon Enhancing Therapy (“I.E.T.”);
we acquired Stem Cell Therapeutics Inc. (“SCT”); and we
completed three private placements which raised gross
proceeds of approximately $8.6 million. 

Without question, our achievements in fiscal 2003 are a
clear demonstration that our goal to become a successful
clinical company has been realized, and has positioned us
for a new dimension of growth as we build on three
promising product opportunities. By leveraging our
expertise and resources to explore and develop promising
technologies, we are well positioned to be successful in not
just one potentially profitable market, but three.

A LEADER IN REGENERATIVE MEDICINE

We are excited to be involved on the forefront of
regenerative therapy through our I.N.T.™ technology for
diabetes. Our hope is that this technology will eventually
be proven to have the ability to change the course of
diabetes such that insulin-dependent diabetics would 
no longer suffer from disease complications and daily
insulin injections.  

During fiscal 2004, we expect to complete an extended
Phase I clinical trial and commence a Phase II trial 
for I.N.T.™. Transition is currently in discussions with
potential corporate partners for the development and
commercialization of the I.N.T.™ technology. We are
optimistic that these discussions will yield a positive
outcome in the near future. If they do, these timelines 
may change.

To further reinforce our expertise in regenerative 
medicine, we acquired SCT, providing Transition with
another regenerative therapy. This acquisition also allowed
Transition to secure numerous patent applications for the
treatment of diabetes and neuronal diseases, which further
broadens our ability to achieve growth in this field in the
future. We believe that this acquisition, combined with our
I.N.T.™ technology, will help position Transition as a leader
in regenerative medicine.

DEVELOPING PRODUCTS FOR GROWTH

Following a successful Phase I trial for our interferon
enhancer, EMZ701, we expect to initiate a Phase II clinical
trial, in patients with multiple sclerosis in fiscal 2004. 
Our role in searching for a means to inhibit multiple
sclerosis symptoms and slow down disease progression is
important, and we believe we have a solution that will
prove itself down the road. 

Finally, the compounds that we select as our lead restenosis
inhibitors are expected to enter final validation studies in
animal models early in calendar 2004. This will position
Transition to pursue partnership opportunities to co-
develop local delivery formulations.

FINANCIAL STRENGTH

Our clinical success has provided Transition with greater
credibility and strength in the financial markets, which has
allowed us to secure additional financing in a market
environment that is clearly difficult. During the year,
Transition completed three private placements which
raised gross proceeds of approximately $8.6 million and
net cash proceeds of approximately $8 million. This
financing has put Transition on firm financial footing 
and will allow us to continue research and clinical
development of our technologies.  

OUTLOOK

We are currently in negotiations with potential corporate
partners to establish licensing, co-development and other
opportunities. As a result of our success at moving products
through clinical development, we hope to be able to report
positive outcomes of these discussions during fiscal 2004. 

I would like to express my thanks, on behalf of the Board of
Directors, to our shareholders for their continued support.
As we move forward into fiscal 2004, and prepare for Phase
II trials in our two lead technologies, I am convinced that
we will continue to make great strides forward. Supported
by our strong financial position and experienced
management team, Transition has everything in place to
move to the next level of growth. I look forward to
reporting on our progress as the year unfolds. 

Tony Cruz
Chairman and CEO

TO OUR SHAREHOLDERS
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Transition is a biopharmaceutical company that is focused
on developing innovative therapeutics in three distinct
areas of opportunity. While many other biopharmaceutical
companies tend to rely on a sole technology, our vision is to
build a company that has a strong foundation for growth
based on multiple technologies and product opportunities. 

Transition is led by Dr. Tony Cruz, respected equally for his
scientific expertise and strong business acumen, and co-
founder of Angiotech Pharmaceuticals, Inc. (one of the most
successful biotech companies in Canada). In concert with an
experienced management team, Transition has made
considerable progress in fulfilling its vision since the Company’s
inception and its initial public offering in early 2001.

Our three lead technologies provide us with a robust
platform for exploring potential product opportunities
that have therapeutic benefits in multiple disease
indications. These technologies include: 

• Islet Neogenesis Therapy (“I.N.T.™”), which offers a
new paradigm for treating insulin-dependent diabetes,
actually regenerating insulin producing cells in the body
and improving quality of life; 

• Interferon Enhancing Therapy (“I.E.T.”), which
significantly inhibits the development of the symptoms of
multiple sclerosis (“MS”) when used in combination with
interferon; and 

• Restenosis Inhibitors, which are a non-toxic solution
for fighting restenosis or the re-narrowing of a blood
vessel following a stent procedure within an artery.

A YEAR OF SIGNIFICANT EVENTS AND RESULTS

In fiscal 2003, we completed a Phase I human trial for 
both of our two lead products, I.N.T.™ and I.E.T. Based on its
safety profile, we expect to enter a Phase II human trial for
I.E.T. during fiscal 2004. In addition, we expect to complete
an extended Phase I human trial and commence a Phase II
human trial for I.N.T.™ in fiscal 2004. Furthermore, the
compounds that we select as our lead restenosis inhibitors
are expected to enter final validation studies by early
calendar 2004.

Transition raised gross proceeds through various private
placements of $8.6 million at a time when it was very
difficult for companies of our size and stage to raise money.
We also acquired Stem Cell Therapeutics Inc., which
allowed us to secure additional patent applications and
strengthen our technology platform. Without question,
achieving such important milestones this year is a powerful
validation of our approach to building shareholder value.

This past year’s significant events position us for an 
exciting future. We are on the verge of becoming a Phase
II company as we continue our human clinical studies for
I.N.T.™ and I.E.T.

BUILDING OUR FUTURE WITH THREE TECHNOLOGIES

DIABETES MULTIPLE SCLEROSIS RESTENOSIS

1 2 3

TRANSITION
THERAPEUTICS

Islet 
Neogenesis

Therapy 

Interferon
Enhancing
Therapy

Restenosis
Inhibitors
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NEW ß ISLET CELLS FOUND
IN THE PANCREAS –
regenerated by Islet Neogenesis
Therapy. These cells are the key
to insulin production (see fig 2).
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GROWTH OPPORTUNITY #1 - Islet Neogenesis Therapy

BREAKTHROUGH REGENERATIVE THERAPY HOLDS
GREAT PROMISE

Transition has made considerable strides forward with its
development of a breakthrough treatment for insulin-
dependent diabetes. I.N.T.™ successfully completed a
Phase I trial this year. This is an important milestone for our
therapy, as the two I.N.T.™ compounds were well tolerated
at anticipated dosage levels in humans. We are now ready
to complete an extended Phase I trial which administers
the two compounds in combination as well as prepare for a
Phase II trial in diabetics.

What is the market opportunity for I.N.T.™?

One need only take a look at the potential of regenerative
growth factor products already on the market to get 
a glimpse at our opportunity. For instance, erythropoietin
(e.g. EPOGEN® and PROCRIT®) and granulocyte colony-
stimulating factor (e.g. NEUPOGEN® and Neulasta®) are
two types of growth factors, which provide a more cost-
effective and safer means of providing blood cell
replacement than donated blood. The above products have
an estimated collective U.S. patient population of
approximately 600,000 and generated more than US$6
billion in sales in the U.S. in 2002 alone. With I.N.T.™
targeting a potential market of over 4 million insulin-
dependent diabetics in the U.S. alone, one can quickly see
the extraordinary market opportunity for I.N.T.™.

Just what is insulin-dependent diabetes? 

It’s a chronic, life-long disease that results when the
pancreas produces no or too little insulin to properly
regulate blood sugar levels. Insulin is a hormone released
from islet cells located in the pancreas, which converts
sugar and other carbohydrates into energy needed for
daily life.

Insulin-dependent diabetics – which our therapy is
presently focused on – are forced to rely on frequent
insulin administration in order to survive.

What are the current treatments for diabetes and 
how effective are they?

The current treatments for diabetes are insulin therapy 
and transplantation of either the pancreas or islet 
cells. Insulin therapy only manages the disease, does not
offer any long-term solution, and requires frequent
monitoring of blood sugar levels and insulin injections.
Transplantation can be effective at fighting the disease.
However, it is very costly, invasive and is limited by the
number of available organs and cells. 

Islet precursor cell Nesidioblast
proliferation

Mature islet

Low level insulin expression New islet budding from duct

Growth factor application EGF + GASTRIN

FETAL DEVELOPMENT BIRTH

THE I.N.T.™ PROCESS 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 precursor cells within the pancreas. The administration of these growth factors has 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.

THE I.N.T.™ PROCESS

FIG. 2
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Why is Transition’s therapy such a breakthrough?

Transition’s patented diabetes therapy holds the
potential of eliminating the need for daily insulin
injections without the limitations of transplantation.
Rather than replacing islet cells, Transition has
demonstrated that by administering two well-defined
growth factors, gastrin and epidermal growth factor, it
can stimulate the regeneration of insulin-producing islet
cells in the pancreas. As I.N.T.™ is not limited by the
number of available organs and cells, it can be offered 
to a much larger patient population. This is what makes
I.N.T.™ such a breakthrough. 

Does I.N.T.™ regenerate all of the islet cells? 

No. But it doesn’t have to. The reality is that by the time
a person is diagnosed with insulin-dependent diabetes,
they have often already lost 80 to 90 percent of their
insulin-producing islet cells. If the islet cells in the body
can be restored by even 10 to 15 percent, this may be
sufficient to change the course of the disease such that
disease complications would be minimized and the need
for constant insulin injections would be eliminated. This
is the potential of I.N.T.™.

When does I.N.T.™ move into Phase II trials? 

During fiscal 2004, we expect to complete an extended
Phase I clinical trial for I.N.T.™ where the two I.N.T.™
compounds are administered in combination. Based on the
safety profile from this trial, we then expect to commence
a Phase II trial for I.N.T.™ by the end of fiscal 2004.

Is Transition seeking a partnership agreement
for I.N.T.™?

Yes. We are presently in discussions with potential
corporate partners for the development and
commercialization of the I.N.T.™ technology. We are
optimistic that these discussions will yield a positive
outcome in the near future. If they do, the clinical timelines
for I.N.T.™ may change.

Do you have a Scientific Advisory Board?

Yes. To support the product development of I.N.T.™, we
formed a Scientific Advisory Board (“SAB”) in January
2003. The scientists and clinicians on the SAB are
regarded as the leading voices in the field of diabetes, as
is our lead I.N.T.™ researcher, Dr. Alex Rabinovitch,
Professor of Medicine and Co-director of the Muttart
Diabetes Research and Training Centre in Alberta.

Why did Transition acquire Stem Cell Therapeutics
this year? 

We acquired SCT, a privately held company investigating
regenerative therapies for stroke and Parkinson’s disease,
to broaden our technologies in regenerative medicine for
various markets including diabetes, stroke and Parkinson’s.
The market potential is considerable, with approximately
700,000 stroke victims in the U.S. each year, while
Parkinson’s disease afflicts 500,000 people in the U.S. With
this acquisition, we now have in excess of 50 patents and
patent applications for regenerative therapies.
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DISCOVERY PRE-CLINICAL PHASE I PHASE II PHASE III MARKET

ISLET NEOGENESIS THERAPY PRODUCT PIPELINE

I.N.T.™

I.N.T.™ 2



10 Transition Therapeutics Annual Report 2003

OPTIC NERVE
DEMYELINATION – 
in animals with MS
symptoms.
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GROWTH OPPORTUNITY #2 – Interferon Enhancing Therapy

Animal with MS Symptoms Normal Animal

I.E.T. We have demonstrated that our interferon enhancer, EMZ701, in combination with interferon, can inhibit disease
symptoms and slow down progression of multiple sclerosis. In fact, it is believed, based on animal studies, that this
combination is 2 to 5 times more effective in inhibiting multiple sclerosis symptoms than the current approved interferon
therapy on its own.

OPTIC NERVE DEMYELINATION

FIG. 3

I.E.T. IS A NOVEL AND MORE EFFECTIVE THERAPY FOR MS

Transition made excellent progress this year with its
interferon enhancer, EMZ701, with the successful
completion of a Phase I trial. By determining the safety
and tolerability of EMZ701 in this trial, it is ready for
upcoming Phase II trials, which will be another very
important milestone for Transition.

What is the market opportunity for I.E.T.?

As with the diabetes market, the opportunity is
significant. Interferon-based products are considered 
the gold standard for treating multiple sclerosis. In fact,
they dominate the estimated US$2.9 billion a year MS
market with an overwhelming 80 percent market share
and growth in revenue of approximately 20 percent over 
the last year.

Although interferon is a major product in the treatment
of MS, it only partially slows the progression of the
disease. We believe that I.E.T. has the potential to
enhance the efficacy of interferon thereby improving the
quality of life for MS patients. 

Is there a cure for multiple sclerosis?

No. There are only therapies that manage the disease
progression. The causes of multiple sclerosis are not
clearly understood. However, MS is thought to be an
autoimmune disorder, which causes the immune system
to launch an attack against the body’s own central
nervous system. In patients with MS, a protective tissue
called myelin, which helps nerve fibers conduct electrical
impulses, is destroyed and replaced by sclerotic patches
or plaques. MS can exist in several forms, the most
common being relapsing-remitting.

Who does MS affect most?

Patients diagnosed with MS are generally between 20 to
40 years of age with the majority being female. Basically,
MS affects motor functions and can transform a woman
in her prime who’s running every day to the point where 
she can’t even pick up a cup of coffee. Due to the chronic
nature of the disease, those with MS need frequent
medication to control the symptoms and slow down the
progression of the disease.
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Does Transition believe that its therapy is better than 
interferon alone?

Yes. Based on animal studies performed by our lead 
I.E.T. researcher Dr. Mario Moscarello, Professor Emeritus
at the Hospital for Sick Children and the University of
Toronto, we have demonstrated that our interferon
enhancer, EMZ701, in combination with interferon, can
inhibit disease symptoms and slow down the progression of
MS. In fact, it is believed, based on animal studies, that this
combination is 2 to 5 times more effective in inhibiting
multiple sclerosis symptoms than the current approved
interferon therapy on its own.

Equally important to note is that interferon produces side
effects. We believe, based on animal studies and Phase I
results, that our interferon enhancing compound does not
produce any significant side effects. We further believe
that lower doses of interferon and/or less frequent
administration can be achieved with the combination of
our product with interferon, thereby decreasing the
general side effects and increasing the well being of the
MS patient.

When will I.E.T. move into Phase II trials? 

We expect to initiate Phase II clinical trials for I.E.T. in
fiscal 2004. This will be an important milestone for
Transition, as Phase II will test the effectiveness of I.E.T. in
patients with MS.

Are there other potential markets for I.E.T.?

We believe so. The use of our interferon enhancing
technology is currently being investigated for other disease
indications where interferon-based products are an
approved therapy. These include hepatitis C, hepatitis B,
and certain types of cancer.
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DISCOVERY PRE-CLINICAL PHASE I PHASE II PHASE III MARKET

INTERFERON ENHANCING THERAPY PRODUCT PIPELINE

I.E.T. 

S-3/S-7
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THE SMOOTH
MUSCLE CELL is
intimately involved in
the development of
restenosis.
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GROWTH OPPORTUNITY #3 - Restenosis Inhibitors

IN VITRO SCREENING IN VIVO VALIDATION HUMAN SAFETY

RESTENOSIS INHIBITORS PRODUCT PIPELINE

RUS

AP-D1

STENT Bare metal stents are tiny wire cages
designed to prop open arteries, for instance, after
expansion by a balloon angioplasty. Unfortunately,
bare metal stents still have significant room for
improvement with restenosis occurring 20 to 30
percent of the time, during the first 6 months. 

FIG. 4
CORONARY STENT APPLICATION

RESTENOSIS INHIBITORS OFFER GREAT POTENTIAL 
FOR GROWTH 

Our third opportunity for growth is our restenosis
inhibitors. These are non-toxic products that have the
potential to significantly inhibit restenosis.

What is restenosis and what is the market opportunity? 

Stents revolutionized coronary disease operations when
they were first introduced in the early 1990’s. Instead of
having open-chest surgery, a patient can now have a
simple procedure, in part thanks to tiny metal devices
called stents that help hold the arteries open. However, the
insertion of stents in some cases leads to the development
of in-stent restenosis, which narrows the artery, eventually
blocks the flow of blood, and ultimately results in the need
to repeat the stenting procedure. 

In terms of market, the coronary stent market is currently
estimated to exceed US$2 billion worldwide.

The recent development of the drug eluting stent to
reduce the occurrence of restenosis has brought new hope
for treating restenosis. A drug eluting stent is a stent that
is coated with a drug so as to deliver the drug directly to
the affected area.

Current restenosis products are effective. Why does
Transition feel that its restenosis inhibitors are better?

Although the current restenosis products are effective at
inhibiting restenosis, they are also thought to be relatively

toxic to proliferating cells. Therefore, our opportunity is to
develop a product that is both highly effective and non-toxic.

Transition has received preliminary pre-clinical data 
on several of its restenosis inhibitors. These data show that
these compounds are effective at inhibiting restenosis with
no observable toxicity. Our lead researcher for the
restenosis program is Dr. Bradley Strauss, Director 
of Interventional Cardiology at St Michael's Hospital 
and Associate Professor of Medicine at the University 
of Toronto.

In the coronary arteries, about 25 percent of patients have
complications and develop restenosis after a stent
procedure. In other parts of the body the disease is more
aggressive, resulting in a significantly higher rate of
restenosis. These other parts of the body are also more
susceptible to side effects from toxicity. We believe that
our compounds may increase the use of stents to these
other parts of the body, resulting in a larger stent market
opportunity for Transition.

Has Transition developed any partnerships for its
restenosis program?

This year, in collaboration with Reddy US Therapeutics Inc.,
we selected a lead class of compounds to reduce restenosis
with stenting and other related cardiovascular treatments.
We are currently selecting our lead compounds, within this
class, as well as pursuing partnership opportunities with
both stent and polymer manufacturers to co-develop local
delivery formulations.  

stent

artery
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MANAGEMENT’S DISCUSSION & ANALYSIS June 30, 2003

The following information should be read in conjunction with the Company’s 2003 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 biopharmaceutical company, engaged in the business of developing novel
approaches and therapeutics with the potential for enhancing the quality of life of patients with such debilitating diseases as dia-
betes, multiple sclerosis 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, 2003 of $21,658,301. 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 approvals and achieving
future profitable operations. 

During fiscal 2003, the Company achieved many significant milestones including: completing a Phase I clinical trial for both its
Islet Neogenesis Therapy [“I.N.T.™”] and its Interferon Enhancing Therapy [“I.E.T.”]; acquiring Stem Cell Therapeutics Inc. to secure
additional patent applications and strengthen its technology platform; and completing three private placements, which raised
gross proceeds of $8,599,073.

The Company’s cash and cash equivalents was $6,857,576 at June 30, 2003, and the net working capital position was $6,343,029.
The Company has adequate financing for anticipated expenditures until the end of the second quarter of fiscal 2005. 

ACQUISIT ION OF  STEM CELL  THERAPEUTICS  INC .  [ “SCT”]

On November 27, 2002, the Company completed the acquisition of 17,600,000 series A special warrants [“A Warrants”] and
4,400,000 series B special warrants [“B Warrants”] of SCT in exchange for 8,129,000 Class B non-voting shares in the Company.
On January 31, 2003, the Company acquired the remaining outstanding equity securities of SCT in consideration for 2,776,191 common
shares of the Company. Of the common shares issued 33,334 common shares were issued to the Company’s Chairman and Chief
Executive Officer [“CEO”]. This transaction was accounted for as a step purchase, with the Company identified as the acquirer. SCT was
a privately held company investigating regenerative therapies for stroke and Parkinson’s disease. 

From the period of November 27, 2002 to January 30, 2003, the Company accounted for its investment in SCT on an equity basis.
On January 31, 2003, SCT became a wholly-owned subsidiary of the Company and as such, its results have been consolidated from
January 31, 2003.

F INANCING ACTIVITIES

On November 27, 2002, the Company sold 5,715,432 common shares at a purchase price of $0.35 per common share through a private
placement for a total amount of $2,000,401. The net cash proceeds of the private placement were $1,960,947. The Company received
$517,000 from the Company’s Chairman and CEO, approximately $1 million from the vendors of the A Warrants and B Warrants and the
remaining financing from other investors. In addition, as additional consideration in connection with the private placement, the
Company paid a dealer, a company owned by a director of the Company, cash consideration of $4,550 and also granted the same dealer
share purchase warrants entitling the dealer to acquire 26,000 common shares at a purchase price of $0.35 per share. These warrants
expire on May 27, 2004 and the fair value of these warrants has been recorded as an additional expense for the private placement.

On May 23, 2003 and June 4, 2003, the Company sold a total of 3,618,225 common shares at a purchase price of $0.32 per common
share through a private placement for a total amount of $1,157,832. The net cash proceeds of the private placement were $1,123,689.
The Company received $128,000 from the Company’s Chairman and CEO, and the remaining financing from other investors. In addition,
as additional consideration in connection with the private placement, the Company paid a dealer, a company owned by a director of the
Company, cash consideration of $13,462 and also granted the same dealer share purchase warrants entitling the dealer to acquire
60,098 common shares at a purchase price of $0.32 per share. 25,000 of these warrants expire on May 23, 2005 and the remaining
warrants expire on June 4, 2005. The fair value of these warrants has been recorded as an additional expense for the private placement.

On June 24, 2003, under the terms of an agency agreement, the Company issued 14,318,000 units at a purchase price of $0.38 per
unit, through a private placement, for a total amount of $5,440,840. The net cash proceeds of the private placement were
$4,906,993. Each unit consists of one common share and one-half of a share purchase warrant. Each whole share purchase warrant
entitles the holder to purchase one common share of the Company at a purchase price of $0.58 per share. The share purchase warrants
expire on December 24, 2004. In addition, as additional consideration in connection with the offering, the Company granted the
agents 1,431,800 non-transferable warrants with an exercise price of $0.38 per warrant [the “Agents’ Warrants”]. Until the end of
business on December 24, 2004, each Agents’ Warrant will entitle the holder to acquire one common share and one-half of one share
purchase warrant. Following December 24, 2004, each Agents’ Warrant will only entitle the holder to acquire one common share until
they expire on June 24, 2005. The fair value of the Agents’ Warrants has been recorded as an additional expense for the private placement. 
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Subsequent to the end of fiscal 2003, on July 24, 2003, the Company sold 1,111,111 common shares to Novo Nordisk A/S [“Novo
Nordisk”] at a purchase price of $0.45 per common share through a private placement for a total amount of $500,000. The net cash
proceeds of the private placement were $474,325. In addition, the Company also granted Novo Nordisk a non-transferable right to
acquire up to an additional 10,101,010 common shares of the Company at a price of $0.495 per share until October 1, 2003. This
non-transferable right expired on October 1, 2003.

RESULTS  OF  OPERATIONS

For the fiscal year ended June 30, 2003, the Company recorded a net loss of $11,583,346 [$0.21 per common and Class B share]
compared to a net loss of $7,791,363 [$0.23 per common and Class B share] for the fiscal year ended June 30, 2002. The increase in
the loss from fiscal 2002 is primarily due to the following: an additional accrual for lease exit costs for the closure of the Waratah
Pharmaceuticals Inc. ["Waratah"] facility in Woburn, MA, [the “Woburn Facility”]; accounting for the Company’s investment in SCT; and
the amortization and tax recovery resulting from the technology acquired through the acquisition of Waratah.

INTEREST  INCOME

Interest income for the fiscal year ended June 30, 2003, was $39,066 as compared to $212,569 for the fiscal year ended June 30, 2002.
The decrease in interest income resulted from lower cash balances and interest rates during the year ended June 30, 2003 as compared
to the year ended June 30, 2002. Due to the Company completing several private placements late in fiscal 2003, interest income is
expected to increase for the next fiscal year. 

RESEARCH AND DEVELOPMENT,  NET

Research and development expenses decreased to $3,861,319 for the fiscal year ended June 30, 2003 from $4,473,913 for the same
period in 2002. This decrease was primarily the net result of an increase in clinical expenses relating to the Company’s Phase I clinical
trials for its MS Interferon Enhancing Therapy and its diabetes Islet Neogenesis Therapy, a decrease in salaries and research facility
expenses from management’s decision to close the Woburn Facility, and a decrease in expenses for toxicity studies. For fiscal 2004, the
Company does not anticipate a significant increase in research and development expenses. 

GENERAL AND ADMINISTRATIVE  EXPENSES

General and administrative expenses decreased to $1,614,461 for the fiscal year ended June 30, 2003 from $1,638,659 for the fiscal
year ended June 30, 2002. This small decrease resulted from savings realized from management’s decision to close the Woburn Facility
partially offset by an increase in regulatory compliance and accounting fees. The Company anticipates an increase in general and
administrative expenses for fiscal 2004 as it plans to add an additional member to its current management team.

FACIL ITY  CLOSURE

Facility closure expenses were $913,772 for the year ended June 30, 2003 as compared to nil for the same period in 2002. In connection
with the acquisition of Waratah, in fiscal 2002, the Company consolidated the management team and determined that it would close
the Woburn Facility. During fiscal 2003, as a result of unfavourable real estate market conditions, the Company has determined that
the original estimated lease exit costs for the Woburn Facility are no longer adequate and that a write-off of certain capital assets
acquired from Waratah is required. As a result, during fiscal 2003, the Company has recorded a further provision for lease exit costs of
$886,772 and a write off of capital assets of $27,000, the total of which has been expensed as facility closure. 

L IQUIDITY AND CAPITAL  RESOURCES  

The Company’s cash and cash equivalents plus short-term investments and the Company’s working capital position were $6,857,576
and $6,343,029, respectively at June 30, 2003 up significantly from June 30, 2002 balances of $4,411,002 and $3,644,285, respectively.
The increase is the net result of the private placements completed during fiscal 2003 and expenditures incurred during the fiscal year
ended June 30, 2003.

The Company has adequate financing for anticipated expenditures until the end of the second quarter of fiscal 2005. 

CAPITAL  EXPENDITURES  

During the fiscal year ended June 30, 2003, the Company’s capital expenditures were $10,229, as compared to $444,900 for the fiscal
year ended June 30, 2002. $8,987 of the 2003 expenditures were acquired through the acquisition of SCT and $363,281 of the 2002
expenditures were acquired through the acquisition of Waratah. The remaining 2003 expenditures were office furniture. The
Company does not anticipate any significant capital expenditures during fiscal 2004.
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QUARTERLY F INANCIAL  INFORMATION

The following table is a summary of selected unaudited quarterly consolidated financial information of the Company for each of the
eight most recently completed quarters ending at June 30, 2003.

First Second Third Fourth
Quarter Quarter Quarter Quarter Year

2003
Revenues $ – $ – $ – $ – $ –
Net loss [1] (3,111,760) (2,714,625) (3,020,981) (2,735,980) (11,583,346)
Basic net loss per common share 

and Class B share [2] (0.07) (0.05) (0.05) (0.04) (0.21)

2002
Revenues $ – $ – $ – $ – $ –
Net loss [1] (522,197) (634,542) (2,764,870) (3,869,754) (7,791,363)
Basic net loss per common share 

and Class B share [2] (0.02) (0.03) (0.07) (0.09) (0.23)

Notes:
[1] Net loss from continuing operations was equivalent to the net loss for such periods.
[2] The fully diluted loss per common share and Class B Share has not been presented as it is anti-dilutive.

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 either the research and development stage or early in the clinical development stage, which are both risky stages for a company in
the biopharmaceutical industry. It is not possible to predict, based upon studies in animals and early clinical data, whether a new
therapeutic or device will prove to be safe and effective in humans. To date, 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 it will continue to incur losses as it continues its research and development and
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. 

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 continues to be focused on driving shareholder value by advancing its products through clinical trials. During fiscal 2004,
the Company's intention is to commence a Phase II clinical trial for I.E.T. in patients with multiple sclerosis, complete an extended 
Phase I clinical trial for I.N.T.™, commence a Phase II clinical trial for I.N.T.™ in patients with diabetes and select lead restenosis inhibitor
compounds to enter final validation studies.

The Company is currently in discussions with potential corporate partners to establish licensing, co-development and other opportunities.
Specifically, the Company is currently in discussions with potential corporate partners for the development and commercialization of the
I.N.T.™ technology. The Company is optimistic that these discussions will yield a positive outcome in the near future. If they do, the above
timelines for I.N.T.™ may change.
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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 contained in the consolidated financial statements.

Management, to meet its responsibility for 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 their 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
October 1, 2003

To the Shareholders of 
Transition Therapeutics Inc.

We have audited the consolidated balance sheets of Transition Therapeutics Inc. as at June 30, 2003 and 2002 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, 2003 and 2002 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,
September 2, 2003
[except for note 19 which is as of October 1, 2003] Chartered Accountants

AUDITORS’ REPORT
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CONSOLIDATED BALANCE SHEETS As at June 30

2003 2002
$ $

ASSETS

Current
Cash and cash equivalents [notes 3 and 4] 6,857,576 2,894,277
Short-term investments [notes 3 and 4] – 1,516,725
Receivables 93,208 64,661
Investment tax credits receivable [note 12[a]] 458,400 276,400
Research inventory [note 6] 379,956 198,431
Deposits on collaborations – 282,201
Prepaid expenses and other assets 84,089 236,456
Future tax asset [note 12] 66,250 –
Total current assets 7,939,479 5,469,151
Long-term deposits [note 5] 148,202 166,212
Long-term research inventory [note 6] 303,239 680,801
Capital assets, net [note 8] 469,110 619,593
Technology [notes 7 and 9] 31,020,940 36,272,608

39,880,970 43,208,365

L IABIL IT IES  AND SHAREHOLDERS ’  EQUITY

Current
Accounts payable and accrued liabilities [note 7[b][iii]] 1,576,741 1,797,273
Current portion of leasehold inducement [note 16[h]] 3,698 3,698
Current portion of obligation under capital leases [note 16[g]] 16,011 23,895
Total current liabilities 1,596,450 1,824,866
Leasehold inducement [note 16[h]] 21,578 25,274
Obligation under capital leases [note 16[g]] 36,261 52,272
Provision for facility closure [note 7[b][iii]] 470,769 –
Future tax liability [notes 7[b] and 12[b]] 4,257,090 7,490,963
Total liabilities 6,382,148 9,393,375
Commitments [note 16]
Subsequent events [note 19]

Shareholders’ equity
Share capital
Common shares [notes 7 and 10] 48,415,433 38,779,654
Class B shares [notes 7 and 10] 2,276,120 1,833,651
Contributed surplus [notes 10[c] and [d]] 2,461,769 –
Stock options [notes 7[b] and 10[d]] 814,871 890,288
Warrants [notes 7[b] and 10] 1,188,930 2,386,352
Deficit (21,658,301) (10,074,955)
Total shareholders’ equity 33,498,822 33,814,990

39,880,970 43,208,365

See accompanying notes

On behalf of the Board:

Director Director
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CONSOLIDATED STATEMENTS OF LOSS AND DEFICIT Years ended June 30

2003 2002
$ $

EXPENSES

Research and development, net 3,861,319 4,473,913
General and administrative 1,614,461 1,638,659
Facility closure [note 7[b][iii]] 913,772 –
Amortization 8,353,399 3,782,112
Foreign exchange gain (91,662) (6,932)

14,651,289 9,887,752
Loss before the following (14,651,289) (9,887,752)
Interest income, net 39,066 212,569
Equity loss in affiliate (154,746) –
Loss before income taxes (14,766,969) (9,675,183)
Recovery of (provision for) income taxes

Current (116,500) (65,000)
Future [note 7[b]] 3,300,123 1,948,820

Net loss for the year (11,583,346) (7,791,363)

Deficit, beginning of year (10,074,955) (2,283,592)
Deficit, end of year (21,658,301) (10,074,955)

Basic net loss per common and Class B share [note 2] $(0.21) $(0.23)

See accompanying notes
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CONSOLIDATED STATEMENTS OF CASH FLOWS Years ended June 30

2003 2002
$ $

OPERATING ACTIVITIES

Net loss for the year (11,583,346) (7,791,363)
Add (deduct) items not involving cash

Amortization 8,369,791 3,802,605
Amortization of leasehold inducement (3,696) (3,696)
Write-off of receivable – 12,000
Write-off of capital assets, net [note 7[b][iii]] 27,000 –
Write-off of inventory 73,764 –
Recovery of income taxes – future (3,300,123) (1,948,820)
Equity loss in affiliate 154,746 –

(6,261,864) (5,929,274)
Net change in non-cash working capital balances 

related to operations [note 14] 515,883 (468,966)
Cash used in operating activities (5,745,981) (6,398,240)

INVESTING ACTIVITIES

Purchase of short-term investments – (1,516,725)
Maturity of short-term investments 1,516,725 4,985,500
Purchase of capital assets (1,242) (81,619)
Cash acquired on Waratah purchase, net of acquisition costs [note 7[b]] – 1,209,894
Cash acquired on SCT purchase, net of acquisition costs [note 7[a]] 226,063 –
Cash provided by investing activities 1,741,546 4,597,050

F INANCING ACTIVITIES

Repayment of obligation under capital leases (23,895) (25,859)
Proceeds from issuance of units, net [note 10[b][iii]] 4,906,993 –
Proceeds from issuance of common shares, net [note 10[b]] 3,084,636 117,188
Cash provided by financing activities 7,967,734 91,329

Net increase (decrease) in cash and cash equivalents 
during the year [note 15] 3,963,299 (1,709,861)

Cash and cash equivalents, beginning of year 2,894,277 4,604,138
Cash and cash equivalents, end of year 6,857,576 2,894,277

See accompanying notes
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS June 30, 2003

NATURE OF  OPERATIONS AND BASIS  OF  PRESENTATION

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 novel approaches and therapeutics with the
potential for enhancing the quality of life of patients with such debilitating diseases as diabetes, multiple sclerosis 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.

These consolidated financial statements include the accounts of the Company’s wholly-owned subsidiaries, Waratah Pharmaceuticals
Inc., a company incorporated on January 15, 2002 under the Canada Business Corporations Act, Stem Cell Therapeutics Inc., a company
incorporated on December 22, 1999 under the Business Corporation Act (Alberta), and Transition Therapeutics Leaseholds Inc., a
company incorporated on March 10, 2000 under the Business Corporations Act (Ontario). All material intercompany transactions and
balances have been eliminated on consolidation. 

SUMMARY OF  S IGNIF ICANT ACCOUNTING POLICIES

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, 2003

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 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, 2003 is 54,974,533 [2002 – 33,174,588].

For the year ended June 30, 2003, 1,009,511 [2002 – 1,172,901] 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. Effective July 1, 2002, the Company adopted the
recommendations in Handbook Section 3870, “Stock-Based Compensation and Other Stock-Based Payments”, issued by The Canadian
Institute of Chartered Accountants. As permitted, the Company has applied this change prospectively to new awards granted on or after
July 1, 2002. Direct awards of stock to employees and stock and stock options granted to non-employees are recognized in accordance
with the fair value method of accounting for stock-based compensation. Stock options granted to employees, officers and directors are
accounted for using the intrinsic value method of accounting. Accordingly, no compensation cost is recognized when stock options are
granted to employees, officers and directors under the Company’s Stock Option Plan. The pro forma information below, regarding net loss
and net loss per common and Class B share, has been determined as if the Company had accounted for stock options granted to employees,
officers and directors on or after July 1, 2002 under the fair value based method of accounting for stock-based compensation.

Year ended
June 30,

2003
$

Net loss As reported 11,583,346
Pro-forma 11,591,596

Net loss per common and Class B share As reported $0.21
Pro-forma $0.21

The fair value of the options at the date of grant was estimated using the Black-Scholes option pricing model based on the following
assumptions: expected option life between 2 to 4 years, volatility of 1.189, a risk free interest rate of between 2.55% and 3.20% and
a dividend yield of 0%.

Investments

Investments are accounted for at cost when the conditions for equity accounting are not present and on the equity basis when significant
influence exists. Declines in market values of investments are expensed when such declines are considered to be other than temporary.
The Company acquired equity securities of Stem Cell Therapeutics Inc. [“SCT”] on November 27, 2002 and then acquired the remaining
equity securities of SCT on January 31, 2003, as described in note 7[a]. For the period from November 27, 2002 to January 30, 2003,
the Company accounted for its investment in SCT on an equity basis. On January 31, 2003, SCT became a wholly-owned subsidiary of
the Company and, as such, its results have been consolidated from January 31, 2003.

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, receivables, investment tax
credits receivable, long-term deposits, accounts payable and accrued liabilities and obligation under capital leases. As at June 30, 2003
and 2002, there were no significant differences between the carrying values 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.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS June 30, 2003

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 measured at historical rates. Revenue
and expenses are measured at the average rate for the year. Gains and losses resulting 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.

L INE  OF  CREDIT

As at June 30, 2003, the Company has a line of credit with a major Canadian chartered bank for a maximum amount of $500,000
[2002 – $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, 2003 and 2002, none of this credit facility was being utilized.

CASH AND CASH EQUIVALENTS  AND SHORT-TERM INVESTMENTS

Included in cash and cash equivalents at June 30, 2003 is cash denominated in U.S. dollars of US$22,264 [2002 – US$49,853]. 

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

LONG-TERM DEPOSITS

Long-term deposits consist of deposits on the Company’s facility in Woburn, Massachusetts totaling US$109,350 [2002 – US$109,350].

RESEARCH INVENTORY

Total research inventory at June 30, 2003 is $683,195 [2002 – $879,232] of which $379,956 [2002 – $198,431] is current and
$303,239 [2002 – $680,801] is long-term. Research inventory, which is recorded at the lower of cost and net realizable value, represents
material that will be used in future studies and clinical trials and will be recorded as research and development expense, net in the
period it is used.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS June 30, 2003

ACQUISIT IONS

[a] Stem Cell Therapeutics Inc.

On November 27, 2002, the Company completed the acquisition of 17,600,000 series A special warrants [“A Warrants”] and
4,400,000 series B special warrants [“B Warrants”] of SCT in exchange for 8,129,000 Class B non-voting shares in the Company. 

On January 31, 2003, the Company acquired the remaining outstanding equity securities of SCT in consideration for 2,776,191
common shares of the Company. Of the common shares issued, 33,334 common shares were issued to the Company’s Chairman
and Chief Executive Officer [“CEO”]. At June 30, 2003, the Company owns 100% of SCT and commencing January 31, 2003, the
financial results of SCT have been consolidated with the financial results of the Company. This transaction was accounted for as a
step purchase, with the Company identified as the acquirer. SCT was a privately held company investigating regenerative therapies
for stroke and Parkinson’s disease. 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 $266,614] 405,454
Capital assets 8,987
Technology 3,055,560

3,470,001
Less liabilities assumed
Current liabilities 153,901
Net assets acquired 3,316,100

Consideration given
Common shares 999,429
Class B shares 2,276,120
Acquisition costs 40,551

3,316,100

[b] Waratah Pharmaceuticals Inc. [“Waratah”]

On January 15, 2002, following shareholder and regulatory approval, the Company completed the acquisition of Waratah. The share-
holders 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. Waratah’s principal business activity was to develop
and commercialize products from a patented technology, termed Islet Neogenesis Therapy [“I.N.T.™”], for the treatment of diabetes. 

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
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS June 30, 2003

[i] Due to the limited trading volume of the Company’s shares, the Company considered many factors to determine the fair mar-
ket 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. 

[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 between 1 to 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 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, 2003, $544,771 [2002 – $341,557] of the severance costs have been paid. During fiscal 2003, as a
result of unfavourable real estate market conditions, the Company has determined that the original estimated lease exit costs
for the Woburn Facility are no longer adequate and that a write-off of certain capital assets acquired from Waratah is required.
As a result, during fiscal 2003, the Company has recorded a further provision for lease exit costs of $886,772 and a write-off
of capital assets of $27,000, the total of which has been expensed as facility closure on the statements of loss and deficit. As
at June 30, 2003, $764,925 [2002 – $186,600] of the provision for lease exit costs remains unpaid of which $294,156 [2002
– $186,600] is current and is included in accounts payable and accrued liabilities and $470,769 [2002 – nil] is non-current
and is shown as provision for facility closure. The lease on this facility expires in April 2006. 

CAPITAL  ASSETS

Capital assets consist of the following:

2003

Net
Accumulated book

Cost amortization value
$ $ $

Computer equipment 114,726 71,666 43,060
Office equipment and furniture 180,395 75,441 104,954
Laboratory equipment 435,833 148,454 287,379
Leasehold improvements 58,139 24,422 33,717

789,093 319,983 469,110

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, 2003 is equipment under capital lease
with a cost of $113,024 [2002 – $113,024] and accumulated amortization of $51,794 [2002 – $34,837].

Amortization relating to laboratory equipment of $16,392 [2002 – $20,493] is included in research and development expenses.
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TECHNOLOGY

Technology consists of the following:

2003

Net
Accumulated book

Cost amortization value
$ $ $

Acquired on acquisition of Waratah [note 7[b]] 39,799,917 11,608,309 28,191,608
Acquired from Biogenesys, Inc. [note 16[f]] 137,000 43,378 93,622
Acquired on acquisition of SCT [note 7[a]] 3,055,560 319,850 2,735,710

42,992,477 11,971,537 31,020,940

The amortization to be taken on the technology by fiscal year is as follows:

$

2004 8,584,266
2005 8,584,266
2006 8,584,266
2007 4,919,962
2008 348,180

31,020,940

2002

Net
Accumulated book

Cost amortization value
$ $ $

Acquired on acquisition of Waratah [note 7[b]] 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

SHARE CAPITAL

[a] Authorized

Unlimited common shares

Unlimited Class B shares, which are convertible on a one to one basis into common shares without additional consideration

[b] Issued and outstanding and changes during the period

Common shares # $

Balance, June 30, 2001 19,975,000 6,968,948
Exercise of share purchase warrants [iv] 93,750 117,188
Issued for purchase of technology [note 16[f]] 195,715 137,000
Issued on acquisition of Waratah [note 7[b]] 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
Issued pursuant to private placement, net [i] 5,715,432 1,956,007
Conversion of Class B shares 2,425,000 1,833,651
Issued on acquisition of SCT, net [note 7[a]] 2,776,191 999,429
Issued pursuant to private placement, net [ii] 3,618,225 1,112,270
Issued pursuant to private placement, net [iii] 14,318,000 3,734,422
Balance, June 30, 2003 72,460,056 48,415,433
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Class B shares # $

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
Issued on acquisition of SCT, net [note 7[a]] 8,129,000 2,276,120
Conversion to common shares (2,425,000) (1,833,651)

8,129,000 2,276,120

Total common and Class B shares 80,589,056 50,691,553

[i] On November 27, 2002, the Company sold 5,715,432 common shares at a purchase price of $0.35 per common share through
a private placement for a total amount of $2,000,401. The net cash proceeds of the private placement were $1,960,947. The
Company received $517,000 from Dr. Tony Cruz, Chairman and CEO, approximately $1 million from the vendors of the SCT A
Warrants and B Warrants and the remaining financing from other investors. In addition, as additional consideration in connection
with the private placement, the Company paid a dealer, a company owned by a director of the Company, cash consideration of
$4,550 and also granted the same dealer share purchase warrants entitling the dealer to acquire 26,000 common shares at a
purchase price of $0.35 per share. The fair value of the warrants at the date of grant was estimated as $4,940 using the Black-
Scholes pricing model based on the following assumptions: expected warrant life of 1.5 years, volatility of 1.189, a risk free
rate of 2.55% and a dividend yield of 0%. These warrants expire on May 27, 2004 and the fair value of these warrants has
been recorded as an additional expense for the private placement.

[ii] On May 23, 2003 and June 4, 2003, the Company sold a total of 3,618,225 common shares at a purchase price of $0.32 per
common share through a private placement for a total amount of $1,157,832. The net cash proceeds of the private placement
were $1,123,689. The Company received $128,000 from Dr. Tony Cruz, Chairman and CEO, and the remaining financing from
other investors. In addition, as additional consideration in connection with the private placement, the Company paid a dealer,
a company owned by a director of the Company, cash consideration of $13,462 and also granted the same dealer share purchase
warrants entitling the dealer to acquire 60,098 common shares at a purchase price of $0.32 per share. The total fair value of
the warrants at their grant dates was estimated as $11,419 using the Black-Scholes pricing model based on the following
assumptions: expected warrant life of 2 years, volatility of 1.157 and 1.181, respectively, a risk free rate of 2% and a dividend
yield of 0%. 25,000 of these warrants expire on May 23, 2005 and the remaining warrants expire on June 4, 2005. The fair
value of these warrants has been recorded as an additional expense for the private placement.

[iii] On June 24, 2003, under the terms of an agency agreement, the Company issued 14,318,000 units at a purchase price of
$0.38 per unit, through a private placement, for a total amount of $5,440,840. The net cash proceeds of the private placement
were $4,906,993. Each unit consists of one common share and one-half of a share purchase warrant. Each whole share purchase
warrant entitles the holder to purchase one common share of the Company at a purchase price of $0.58 per share. The share
purchase warrants expire on December 24, 2004. The purchase price of $0.38 was split between the common share and the
share purchase warrants using factors such as trading prices of the Company’s shares for a reasonable period prior to the
announcement of the offering, the recent financing completed by the Company and the Black-Scholes pricing model.
Management has determined that a reasonable allocation is $0.31 for each common share issued and $0.07 for each half
share purchase warrant issued. 

In addition, as additional consideration in connection with the offering, the Company granted the agents 1,431,800 non-transferable
warrants with an exercise price of $0.38 per warrant [the “Agents’ Warrants”]. Until the end of business on December 24, 2004,
each Agents’ Warrant will entitle the holder to acquire one common share and one-half of one share purchase warrant.
Following December 24, 2004, each Agents’ Warrant will only entitle the holder to acquire one common share until they expire
on June 24, 2005. The fair value of the Agents’ Warrants at the date of grant was estimated as $329,314 using the Black-
Scholes pricing model based on the following assumptions: expected warrant life of 2 years, volatility of 1.176, a risk free rate
of 2% and a dividend yield of 0%. The fair value of the Agents’ Warrants has been recorded as an additional expense for the
private placement. 

[iv] 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 per share. 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] Share purchase warrants and Agents’ Warrants

Share purchase warrants # $

Share purchase warrants outstanding, June 30, 2001 3,672,500 –
Share purchase warrants exercised [note 10[b][iv]] (93,750) –
Share purchase warrants issued on acquisition of Waratah [note 7[b]] 4,044,664 2,386,352
Share purchase warrants expired [note 10[b][iv]] (3,156,250) –
Share purchase warrants outstanding, June 30, 2002 4,467,164 2,386,352
Share purchase warrants expired [[ii] and [iii]] (4,467,164) (2,386,352)
Share purchase warrants issued pursuant to private placement [note 10[b][i]] 26,000 4,940
Share purchase warrants issued pursuant to private placement [note 10[b][ii]] 60,098 11,419
Share purchase warrants issued pursuant to private placement [note 10[b][iii]] 7,159,000 843,257
Share purchase warrants outstanding, June 30, 2003 7,245,098 859,616

Agents’ Warrants # $

Agents’ Warrants outstanding, June 30, 2002 – –
Agents’ Warrants issued pursuant to private placement [note 10[b][iii]] 1,431,800 329,314
Agents’ Warrants outstanding, June 30, 2003 1,431,800 329,314

Total warrants 8,676,898 1,188,930

[i] The maximum possible cash proceeds to the Company from the exercise of the share purchase warrants and the Agents’
Warrants presently outstanding is $5,139,857.

[ii] 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 for $0.85. Therefore, the total
common shares that could be acquired from these share purchase warrants is 4,044,664. These share purchase warrants were
included as part of the consideration for the acquisition of Waratah and therefore, when the warrants expired on September
19, 2002, the consideration associated with these warrants was reclassified to contributed surplus.

[iii] As part of the Company’s initial public 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 expired on August 28, 2002.

[d] Stock options

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[b]] 2,121,242 890,288
Stock options outstanding, June 30, 2002 4,020,121 890,288
Stock options issued 80,000 –
Stock options expired (269,924) (75,417)
Stock options outstanding, June 30, 2003 3,830,197 814,871

The maximum possible cash proceeds to the Company from the exercise of the stock options presently outstanding is $4,603,113.

Of the stock options that expired, 125,000 were included as part of the consideration for the acquisition of Waratah. Therefore,
the consideration associated with these options was reclassified to contributed surplus when they expired.
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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.

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, 2003 under the Plans are presented below. 

Outstanding Exercisable

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

$ # [years] $ # [years] $

0.28–0.34 80,000 4.4 0.33 42,492 4.4 0.32
0.63–0.80 827,704 2.5 0.76 580,264 2.3 0.76
1.02–1.30 2,180,828 1.8 1.11 1,967,852 1.7 1.10
1.55–2.30 708,331 2.9 2.02 607,397 2.9 2.08
2.40–3.30 33,334 2.4 3.08 33,334 2.4 3.08

3,830,197 3,231,339

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

Outstanding Exercisable

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

[a] As at June 30, 2003, the Company has total Canadian non-capital losses of approximately $17,370,000 [2002 – $12,149,000]
available for carryforward, the benefit of which has not been recorded. The non-capital losses will begin to expire as follows:
$879,000 in 2006, $5,900,000 in 2007, $1,740,000 in 2008 and the remainder expiring thereafter.

As at June 30, 2003, the Company also has approximately $5,138,000 [2002 – $3,485,000] in Canadian scientific research and
experimental development expenditures which can be carried forward indefinitely to reduce future years’ taxable income. During
fiscal 2003, the Company recorded $182,000 [2002 – $145,000] of refundable provincial ITCs. The Company has approximately
$985,000 [2002 – $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:

2003 2002
$ $

Future tax assets
Capital assets 577,739 317,039
Reserves 310,000 –
Non-capital loss carryforwards 5,234,866 3,659,281
Canadian scientific research and experimental development expenditures 1,502,411 893,875
Investment tax credits 768,504 705,430
Financing costs 379,208 331,489
Total future tax assets 8,772,728 5,907,114

Future tax liabilities
Leasehold inducement (7,613) (8,726)
Technology (9,315,302) (10,888,859)
Total future tax liabilities (9,322,915) (10,897,585)
Less valuation allowance (3,640,653) (2,500,492)
Net future tax liability (4,190,840) (7,490,963)

[c] The reconciliation of income tax attributable to continuing operations computed at the statutory tax rates to income tax expense
is as follows:

2003 2002
$ $

Tax expense at combined federal and provincial rates (5,933,760) (3,899,099)
Adjustment for lower tax rate jurisdictions 282,562 28,465
Non-deductible permanent differences 2,927 4,677
Future tax assets not recognized for accounting 2,464,648 1,982,137

(3,183,623) (1,883,820)

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 senior officer of Cangene was a
Director of the Company until he resigned on December 12, 2002. 

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, 2003, $52,700 [2002 – $52,700] of the milestone payments have been paid. 
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During the year ended June 30, 2003, the Company recorded patent expenses owing to Cangene of nil [2002 – nil] and recovery
of patent expenses owing from Cangene of nil [2002 – nil]. 

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. 

[b] During fiscal 2003, the Company paid legal fees to a law firm where the Company’s Secretary is a partner and to a corporation
controlled by the Company’s Secretary. Total fees and disbursements charged to the Company by these companies during the year
ended June 30, 2003 were $12,720 [2002 – $363], of which $10,368 [2002 – nil] was charged to share capital as they related
to the SCT acquisition and the financing transactions.

[c] During fiscal 2003, the Company paid legal fees to a law firm where a Director of the Company is a partner. Total fees and
disbursements charged to the Company by the law firm during the year ended June 30, 2003 were $117,111 [2002 – $312,790],
of which $109,386 [2002 – 298,268] was charged to share capital as they related to the financing transactions and the acquisition
of Waratah. 

[d] As additional consideration in connection with two of the private placements, the Company paid a dealer, a company owned by
a Director of the Company, cash commissions and granted the same dealer share purchase warrants [notes 10[b][i] and [ii]].

[e] Through two of the private placements, the Company’s CEO acquired common shares for total cash consideration of $645,000
[notes 10[b][i] and [ii]].

[f] Of the common shares issued on January 31, 2003 for the acquisition of the remaining outstanding equity securities of SCT, 33,334
common shares were issued to the Company's Chairman and CEO [note 7[a]].

[g] On April 1, 2001, the Company signed an agreement with the Canadian Arthritis Network [“CAN”] for laboratory facilities and
support services. The term of the agreement was April 1, 2001 to September 30, 2002 and total payments under the agreement
was $60,000. During the year ended June 30, 2003, the Company paid nil [2002 – $40,000] to CAN. At June 30, 2003, nil is
included in prepaid expenses and other assets [2002 – $10,000] and during the year ended June 30, 2003, $10,000 is included
in research and development expenses, net [2002 – $40,000]. The Chairman and CEO of the Company was a Director, Senior
Officer and Program Director of CAN until he resigned his executive positions on November 19, 2001. 

CONSOLIDATED STATEMENTS  OF  CASH FLOWS

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

2003 2002
$ $

Receivables (25,837) 220,008
Investment tax credits receivable (182,000) (39,000)
Research inventory 122,273 (505,137)
Deposits on collaborations 282,201 (179,327)
Prepaid expenses and other assets 154,211 243,151
Long-term deposits 18,010 (184,811)
Accounts payable and accrued liabilities (323,744) (23,850)
Provision for facility closure 470,769 –

515,883 (468,966)

Supplemental cash flow information
Interest paid 12,082 7,526
Taxes paid 23,881 35,325

Amortization on the technology of $71,149 is included in equity loss in affiliate on the consolidated statements of loss and deficit and
cash flows.
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NON-CASH TRANSACTIONS

During fiscal 2003 and 2002, the Company entered into the following non-cash activities:

[a] The transaction cost for the issuance of the share purchase warrants of $4,940 and $11,419, as discussed in notes 10[b][i] and [ii],
respectively, are non-cash transactions and therefore do not reduce the net cash proceeds for the respective private placements. 

[b] The transaction cost for the issuance of the Agents’ Warrants of $329,314, as discussed in note 10[b][iii], is a non-cash transaction
and therefore does not reduce the net cash proceeds for the private placement.

[c] On November 27, 2002, the Company issued 8,129,000 Class B non-voting shares to acquire A Warrants and B Warrants of SCT
and on January 31, 2003, the Company issued 2,776,191 common shares to acquire the remaining outstanding securities of SCT
[note 7[a]]. 

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

[e] 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 [note 7[b]].

COMMITMENTS

[a] As at June 30, 2003, the Company is committed to aggregate expenditures of $115,250 [2002 – $264,444] under its collaboration
agreements. In addition, at June 30, 2003, the Company is committed to aggregate expenditures of approximately $41,773 [2002
– $913,635] for clinical and toxicity studies to be completed during fiscal 2004 and approximately nil [2002 – $440,835] 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, 2003, $10,000 [2002 – $10,000] of the commitment
has been paid and an additional $180,000 [2002 – $150,000] of the commitment has been satisfied by research sponsorship
agreements with HSC.

[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, 2003, $17,500 [2002 – $17,500] of the commitment has been paid and an
additional $32,124 [2002 – $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 multiple
sclerosis. 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 issue 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.
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[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: 

$

2004 21,913
2005 21,913
2006 19,646
2007 –
2008 –
Thereafter –

63,472
Less imputed interest 11,200

52,272
Less current portion 16,011

36,261

[h] The Company leases various premises under operating leases expiring at various dates to April 30, 2006 with certain options to
renew. Future minimum annual lease payments under these operating leases, excluding the Woburn Facility which is discussed in
note 7[b][iii], in aggregate and over the next five years are as follows: 

$

2004 42,903
2005 31,700
2006 –
2007 –
2008 –

74,603

During the year, the rental expense for the various premises under operating leases was $366,934 [2002 – $252,828] of which
$168,534 [2002 – nil] was charged against the accrual for facility closure [note 7[b][iii]].

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.

[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 therapeutic 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.
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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, 2003 10,236,610 1,346,736
Year ended June 30, 2002 6,638,606 1,152,757

Amortization of capital assets:
Year ended June 30, 2003 94,899 38,813
Year ended June 30, 2002 67,714 70,582

Interest income, net:
Year ended June 30, 2003 44,635 (5,569)
Year ended June 30, 2002 216,077 (3,508)

Income tax expense:
Year ended June 30, 2003 – 116,500
Year ended June 30, 2002 – 65,000

Recovery of income taxes – future:
Year ended June 30, 2003 3,233,873 66,250
Year ended June 30, 2002 1,948,820 –

Capital assets, net:
June 30, 2003 403,404 65,706
June 30, 2002 277,692 341,901

COMPARATIVE  CONSOLIDATED F INANCIAL  STATEMENTS

The comparative consolidated financial statements have been reclassified from statements previously presented to conform to the
presentation of the 2003 consolidated financial statements.

SUBSEQUENT EVENTS

On July 24, 2003, the Company sold 1,111,111 common shares to Novo Nordisk A/S [“Novo Nordisk”] at a purchase price of $0.45
per common share through a private placement for a total amount of $500,000. The net cash proceeds of the private placement
were $474,325. In addition, the Company also granted Novo Nordisk a non-transferable right to acquire up to an additional
10,101,010 common shares of the Company at a price of $0.495 per share until October 1, 2003. This non-transferable right expired
on October 1, 2003.
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CORPORATE INFORMATION

BOARD OF  DIRECTORS

Dr. Tony Cruz
Chairman

Mr. Michael Ashton
Chief Executive Officer of SkyePharma PLC

Mr. Paul Baehr
President, Chief Executive Officer and Chairman 
of IBEX Technologies Inc.

Mr. Andrew Grasby
Partner with McCarthy Tétrault

Mr. Christopher Henley
President of Henley Capital Corporation

Dr. Gary Pace
Co-founder, Chairman and Chief Executive Officer 
of QRxPharma

SCIENTIF IC  ADVISORY BOARD

Pedro Cuatrecasas, M.D.
• Former President, Parke Davis Research (Worldwide)
• A member of the National Academy of Science (USA)

Daniel J. Drucker, M.D.
• Director, Professor of Medicine and Director of the 

Banting and Best Diabetes Center at the Toronto 
General Hospital, University of Toronto

Alex Rabinovitch, M.D.
• Professor of Medicine and Co-director of the Muttart 

Diabetes Research and Training Centre at the 
University of Alberta

Anthony J. Sinskey, Ph.D.
• Professor of Microbiology, Massachusetts Institute of

Technology, Boston 
• Scientific Founder of Genzyme Corp., Merrimack

Pharmaceuticals, Telpho, Metabolix

Jay S. Skyler, M.D.
• Professor of Medicine, Pediatrics, and Psychology 

and Co-Director of the Behavioral Medicine Research 
Center at the University of  Miami in Florida 

• Chairman, NIDDK Type I TrialNet Study Group

Gordon C. Weir, M.D.
• Professor of Medicine, Harvard Medical School, Diabetes

Research and Wellness Foundation Chair, Head of Joslin's
Section on Islet Transplantation and Cell Biology

• Editor in-chief of the journal Diabetes

AUDITORS

Ernst & Young, LLP
222 Bay Street, TD Centre
Ernst & Young Tower
Toronto, ON
M5K 1J7

TRANSFER  AGENT

Computershare Trust Company of Canada
530-8th Avenue SW
Suite 600
Calgary, AB
T2P 3S8
tel: 403-267-6800
fax: 403-267-6529

STOCK EXCHANGE L ISTING

The Company is listed on the TSX Venture Exchange 
under the symbol TTH

INVESTOR RELATIONS

For further information, 
please visit our website at: www.transitiontherapeutics.com 
or contact:

Catherine Auld
415 Yonge Street
Suite 1103
Toronto, ON
M5B 2E7
tel: 416-260-7770 ext. 224
fax: 416-260-2886
cauld@transitiontherapeutics.com

LEGAL  COUNSEL

Mr. Louis Alexopoulos
Sotos Associates LLP
180 Dundas Street West
Suite 1250
Toronto, ON
M5G 1Z8

ANNUAL GENERAL  MEETING

The Fairmont Royal York Hotel
British Columbia Room
100 Front Street West
Toronto, ON
M5J 1E3
December 16, 2003@ 4:30pm
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