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UNITED STATES
SECURITIES AND EXCHANGE COMMISSION
Washington, D. C. 20549

FORM 10-KSB
(Mark One)
x ANNUAL REPORT UNDER SECTION 13 OR 15(D) OF THE SECURITIES EXCHANGE ACT OF 1934
For the Fiscal Year Ended December 31, 2002
o TRANSITION REPORT UNDER SECTION 13 OR 15(D) OF THE SECURITIES EXCHANGE ACT OF 1934

Commission File Number: 33-13058-C

SURG II, INC.
(Name of small business issuer in its charter)

Minnesota 58-1486040
(State of other jurisdiction of (IR.S. Employer
incorporation or organization) Identification Number)

800 Nicollet Mall, Suite 2690 Minneapolis, MN 55402
(Address of principal executive offices) (Zip Code)

(612) 333-0614
(Issuer s telephone number)

Securities registered pursuant to Section 12(b) of the Act:
NONE
Securities registered pursuant to Section 12(g) of the Act:

Common Stock, $.01 par value
(formerly no par value common stock)
(Title of class)

Check whether the issuer (1) filed all reports required to be filed by Section 13 or 15(d) of the Exchange Act during the past 12 months (or for
such shorter period that the registrant was required to file such reports), and (2) has been subject to such filing requirements for the past 90 days.
x YES o NO

Check if there is no disclosure of delinquent filers in response to Item 405 of Regulation S-B contained in this form, and no disclosure will be
contained, to the best of registrant s knowledge, in definitive proxy or information statements incorporated by reference in Part III of this
Form 10-KSB or any amendment to this Form 10-KSB. x

Issuer s revenues for the year ended December 31, 2002 were $33,133.

The aggregate market value of the common stock held by non-affiliates of the issuer based upon the closing of the common stock sale price on
the OTC bulletin board system on January 29, 2003 was approximately $7,221,312.

4,348,720 Shares of Common Stock, $.01, were outstanding at January 29, 2003
(after a one for 40 reverse stock split on October 4, 2002)
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DOCUMENTS INCORPORATED BY REFERENCE
NONE

Transitional Small Business Disclosure Format: Yes o No x

This Form 10-KSB consists of 53 pages (including exhibits). The index
to exhibits is set forth on page 33
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Forward-looking statements contained in this annual report on Form 10-KSB, including without limitation in Management s Discussion and
Analysis or Plan of Operations, are made pursuant to the safe harbor provisions of the Private Securities Litigation Reform Act of 1995. Certain
important factors could cause results to differ materially from those anticipated by some statements made herein. Investors are cautioned that all
forward-looking statements involve risks and uncertainties. A number of factors that could cause results to differ materially are those discussed
in our Annual Report on Form 10-KSB and other recent filings with the Securities and Exchange Commission. Additional factors that could
cause results to differ materially include, but are not limited to, whether the Company s subsidiary, CQ Acquisition, Inc. completes the merger
with Chiral Quest, LLC, and how long the Company can continue to operate, whether or not the merger with Chiral Quest, LLC is
consummated, with its current cash reserves. The Company disclaims any obligation to update forward-looking statements to reflect events or
circumstances after the date hereof.

PART I

ITEM 1. Description of Business
Business Development
General

Surg II, Inc. (the Company ), a Minnesota corporation, was incorporated in Minnesota in March 1984 under the name of Surgidyne, Inc., and is
successor by merger to a corporation of the same name that was incorporated in Georgia in September 1982. As part of the sale of substantially
all of its assets to Sterion Incorporated (f/k/a Oxboro Medical, Inc.), a Minnesota corporation, on January 22, 2002, the Company changed its
name to Surg II, Inc. On November 4, 2002, the Company formed a wholly owned subsidiary, CQ Acquisition, Inc. The Company s executive
offices are located at 800 Nicollet Mall, Suite 2690, Minneapolis, Minnesota 55402 (612-333-0614).

Unless otherwise indicated, the term Company refers to Surg II, Inc. and, where appropriate, its subsidiary.
Sale of Previous Business

Prior to the sale of substantially all of its assets to Sterion Incorporated, the Company was in the business of the design, development,
manufacture and sale of specialty medical and surgical wound drainage products. The Company s products included VariDyne microelectronic
AC/DC battery powered suction systems with disposable drainage/collection products for postoperative and other suction drainage applications;
disposable SABER and S-VAC 100 bulb evacuators for postoperative closed wound suction drainage; and other related disposable products. The
Company sold substantially all of its assets and certain liabilities to Sterion Incorporated on January 22, 2002 for $200,000. The purchase price
was determined by arms-length negotiations between the Company and Sterion Incorporated. As a result of the asset sale, the Company has no
operating business and no employees.

Sale of Capital Stock to Entrx Corporation

On May 30, 2002, Entrx Corporation (formerly known as Metalclad Corporation), a Delaware corporation ( Entrx ), acquired 3,625,000 shares of
the authorized but previously unissued common stock of the Company for $3,000,000 in cash. After this sale of stock, Entrx owned
approximately 90.6% of the outstanding shares of the Company.

Between May 20 and May 30, 2002, all members of the board of directors and all officers of the Company, resigned their respective positions,
and on May 30, 2002, Kenneth W. Brimmer was elected as a director and chief executive officer of the Company, and Brian D. Niebur was
elected as a director and the chief financial officer of the Company.

On September 25, 2002, Entrx acquired an additional 357,142 shares of common stock for $300,000 invested into the Company.

On October 22, 2002, Entrx distributed 3,791,576 shares of the Company s common stock to its shareholders as a dividend. Each shareholder of
record as of October 11, 2002 received one share of Surg II, Inc. common stock for every two shares of Entrx Corporation common stock held.
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Reverse Stock Split

On September 23, 2002, the Company s Board of Directors approved a reverse stock split of the Company s common stock at a ratio of
one-for-40 and a change in the par value from no par to $.01 per share. The reverse split and change in par value became effective with respect
to shareholders of record at the close of business on October 4, 2002. In lieu of fractional shares, shareholders received a cash payment.
Stockholders equity (deficit) has been restated to give retroactive recognition of the reverse split and change in par value for all periods
presented by reclassifying to additional paid-in capital the amount in excess of the par value of the outstanding shares. All references to common
share and per common share amounts for all periods presented have been retroactively restated to reflect this reverse split.

Formation of CQ Acquisition, Inc.

On November 4, 2002, the Company acquired 1,000 shares of $0.01 par value common stock of CQ Acquisition, Inc. ( CQ Acquisition ) for
$10.00. After the purchase of the common stock CQ Acquisition became a wholly-owned subsidiary of the Company. It is anticipated that the
Company will use CQ Acquisition to merge with Chiral Quest, LLC. (see below)

Pending Merger with Chiral Quest, LL.C

On July 30, 2002, the Company and Chiral Quest, LLC ( Chiral Quest ) executed a non-binding letter of intent to negotiate the terms of an
agreement whereby Chiral Quest, LLC would be combined with the Company. While the letter of intent was not binding, it did contemplate that
the owners of Chiral Quest, LLC would own two-thirds of the outstanding shares of the Company s common stock after the combination. The
letter of intent contemplated that the Company would have $3,000,000 in cash and only limited liabilities at the time of the combination. The
letter of intent provided that each party would be allowed to investigate the business and records of the other party, and that they would both
negotiate and use their reasonable best efforts to arrive at a mutually acceptable definitive agreement for the proposed transaction.

In August 2002, the Company and Entrx Corporation entered into separate agreements with Chiral Quest, LLC, which provided that each party
would maintain the confidentiality of information exchanged between the parties and provided further that the parties would not solicit or
encourage any strategic transaction with a third party for a 60 day period.

While negotiations with Chiral Quest, LLC proceeded, the Board of Directors of the Company took action to effect a one for 40 reverse split of
its common stock, and to simultaneously amend the Company s Articles of Incorporation to reduce its authorized capital stock from 200,000,000
shares of no par value common stock to 5,000,000 of $0.01 par value common stock. The recapitalization and reverse stock split was effective as
to shareholders of record on October 4, 2002.

On November 12, 2002, the Company and Chiral Quest, LLC executed a merger agreement.

Under the merger agreement, Chiral Quest, LLC would be merged with and into CQ Acquisition, Inc., a wholly owned subsidiary of the
Company formed for the purpose of the merger, with CQ Acquisition, Inc. remaining as the surviving entity and a wholly owned subsidiary of
the Company following the merger.

If the merger is consummated, the Company will issue approximately 8,652,300 shares of its $0.01 par value common stock to the members of
Chiral Quest, LLC in exchange for their units of membership in Chiral Quest, LLC. This would result in the Chiral Quest, LLC members, in the
aggregate, owning approximately two-thirds of the Company s shares then outstanding. In addition, the Company will be required to reserve
approximately 1,593,300 shares to accommodate the exercise of options and warrants which have been granted by both the Company and Chiral
Quest, LLC and will be outstanding at the time of the merger.

The merger agreement provides for a change in the membership of the Board of Directors of the Company immediately following the merger.
This is planned to be accomplished by Brian D. Niebur resigning from the Board of Directors, and Kenneth W. Brimmer, the remaining member
of the Board of Directors appointing Messrs. Vincent M. Aita, Stephen C. Rocomboli, Alan D. Roth, David M.Tanen, Michael Weiser and

Xumu Zhang as members of the Company s Board of Directors. These newly appointed members, as well as Mr. Brimmer, will continue to serve
on the Board of Directors of the Company until the next annual meeting of the shareholders of the Company expected to be held in June, 2003.

The merger agreement also provides that the Company will propose to amend its Articles of Incorporation to change the name of the Company
to Chiral Quest, Inc.

On about January 10, 2003, the Company mailed to its shareholders a notice of a special meeting of the shareholders to be held on February 12,
2003, along with a proxy statement asking the shareholders to vote in favor of proposals to amend the Company s Articles of Incorporation
which would increase its authorized $0.01 par value capital stock from 5,000,000 shares
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to 50,000,000 shares and to change its name from Surg II, Inc. to Chiral Quest, Inc. The increase in the authorized shares is required to effect the
proposed merger with Chiral Quest, LLC. If the merger is not consummated, the name of the Company will not be changed.

There is no assurance that the merger with Chiral Quest, LLC will be consummated.

ITEM 2. Description of Property

The Company s headquarters are at 800 Nicollet Mall, Suite 2690, Minneapolis, MN 55402. Management considers that these offices are
sufficient for its present operations. The Company anticipates using this space through fiscal year 2003, with its use of the space to terminate
earlier if and when the Company completes its merger with Chiral Quest, LLC. See Item 12. Certain Relationships and Related Transactions

ITEM 3. Legal Proceedings

The Company is not a party to any material legal proceedings.

ITEM 4. Submission of Matters to a Vote of Security Holders
No matters were submitted to a vote of shareholders of the Company during the fourth quarter ended December 31, 2002.

4
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PART II

ITEM 5. Market for Common Equity and Related Stockholder Matters
Market for Common Stock

The Company s common stock is traded on the OTC Bulletin Board under the symbol SURG. Prior to October 4, 2002, the symbol was SUGR .
The following table sets forth for the fiscal period indicated, the high and low bid prices for each quarter of the fiscal years ended December 31,
2002 and December 31, 2001. These quotations reflect inter-dealer prices, without retail mark-up, markdown, or commission and may not
represent actual transactions. Those quotations are also adjusted to reflect the one for 40 reverse stock split of the Company s common stock
effected on October 4, 2002. Trading in the Company s common stock in 2002 was sporadic, exemplified by low trading volume and many days
upon which no trades occurred.

Bid Price Range
2002 2001
Fiscal Period High Low High Low
First Quarter $12.00 $1.60 $7.48 $4.00
Second Quarter 8.80 2.80 7.48 1.60
Third Quarter 4.80 2.00 4.00 1.60
Fourth Quarter 4.00 0.65 3.60 1.60

Shareholders of Record

On January 31, 2003, the bid price for the common shares as reported on the OTC Bulletin Board was $2.00, and the Company had
approximately 1,525 holders of record of its common shares.

Dividends

The Company has not paid cash dividends on its common shares and does not plan to pay cash dividends to its common shareholders in the
immediate future. On December 1, 1993, the Company s debenture holders elected to convert the $400,000 face value of the debentures into
1,600,000 shares of the Company s Series A Convertible Preferred Stock (the Preferred Stock ) at $.25 per share. Commencing January 1, 1994,
the Preferred Stock holders were entitled to a dividend equal to 3% of net sales. The dividend in a given year was limited to 50% of the

Company s net income. Cumulative dividends could not exceed $210,000. All such cumulative dividends, approximately $20,000 were paid to
the Preferred Stock holders from the proceeds of the Company s asset sale to Sterion Incorporated in the first quarter of fiscal year 2002. In May
2002, all of the outstanding Preferred Stock was converted into 80,000 shares of the Company s common stock.
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Unregistered Sales of Securities

The following table sets forth certain information regarding the sale of common stock by the Company during the calendar year 2002 in
transactions which were not registered under the Securities Act of 1933.

Exemption from

Number of Shares Registration Relied
Date of Sale Sold! Person(s) to Whom Sold Consideration Paid Upon
5/23/02 80,000 26 Series A Preferred Exchange of 1,600,000 shares of outstanding Section 3(a)(9)?
Stockholders Series A Preferred Stock
5/23/02 35,000 Two executive officers and Services as officers valued at $28,840 Section 4(2)*
directors of the Company?
5/23/02 2,000 An individual

attorney (and his
affiliate) for the

Company? Legal services valued at $1,648 Section 4(2)*
5/23/02 8,500 A law firm® Legal services valued at $7,004 Section 4(2)*
representing the
Company
5/23/02 55,000 A broker/dealer (and Services as a finder valued at Section 4(2)*
associated persons)’ $45,3207
5/30/02 3,625,000 Entrx Corporation $3,000,000 in cash Section 4(2)*
9/25/02 357,142 Entrx Corporation $300,000 in cash Section 4(2)*

'Adjusted for one for 40 reverse stock split effective for shareholders of record on October 4, 2002.
2No commission or other remuneration was paid or given directly or indirectly for soliciting the exchange.

3Theodore A. Johnson and Charles B. McNeil were officers and directors of the Company, each receiving 12,500 shares. In addition,
each had been previously issued a warrant to purchase 5,000 shares. Each of the warrants were converted, without any additional
payment, into 5,000 shares of the Company s common stock, and are included in the 35,000 shares listed above.

4All purchasers were accredited investors within the meaning of Rule 501 of Regulation D under the Securities Act of 1933, and
acquired their shares for investment. All transactions were effected without any general solicitation.
q y 8

SFrank Vargas of the firm of Gray Plant Mooty Mooty & Bennett, PA, was the individual attorney for the Company. Mr. Vargas also
received a warrant for the purchase of 500 shares which was converted, without additional payment, into 500 shares of the Company s
common stock. The 500 shares are included in the 2,000 shares listed above.

The law firm of Gray Plant Mooty Mooty & Bennett, PA, Minneapolis, Minnesota.

"Equity Securities Trading, Inc., acted as a finder for the Company with regard to the acquisition of shares of the Company s common
stock by Entrx Corporation on May 30, 2002. Equity Securities Trading assigned its interest in 38,000 of the shares to five registered
representatives and principals of Equity Securities Trading, Inc. In addition to the common stock, Equity Securities Trading, Inc.
received $60,000 in cash, and five persons associated with Equity Securities Trading, Inc. were permitted to convert warrants they
previously received for an aggregate of 15,000 shares of the Company s common stock into 15,000 shares of the Company s common
stock without any payment. The additional 15,000 shares are included in the 55,000 shares listed above.

In addition to the 8,500 shares of common stock received by Gray Plant Mooty Mooty & Bennett, PA as noted in the table above, that law firm
received a warrant for the purchase of 4,500 shares of the Company s common stock at a price of $1.60 per share. The warrant expires on
January 23, 2007.

The Company also issued options to purchase an aggregate of 125,000 shares of the Company s common stock at $1.25 per share on October 24,
2002, to two of its officers and directors (see Item 10 Executive Compensation ).

No security of the Company not listed or discussed above was issued in the calendar year 2002.
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Equity Compensation

The following table sets forth certain information regarding equity compensation plan information as of December 31, 2002.

Equity Compensation Plan Information

Number of
securities
remaining
available
for future
Number of issuance
Securities to be under equity
compensation
issued upon Weighted-average plans
exercise of exercise price of (excluding
outstanding outstanding securities
options,
options, warrants warrants reflected in
Plan Category and rights and rights column (a))
(@ (b) (c)
Equity compensation plans approved by security holders None n/a n/a
Equity compensation plans not approved by security
holders 129,500(1) $1.26 None
Total 129,500 $ 1.26

1) Options to purchase 100,000 and 25,000 shares of the Company s common stock at $1.25 per share were granted to Kenneth W. Brimmer
and Brian D. Niebur, respectively, on October 24, 2002. A warrant for the purchase of 4,500 shares of the Company s common stock at

$1.60 per share was issued to the law firm of Gray Plant Mooty Mooty & Bennett, PA on January 23, 2002.
ITEM 6. Management s Discussion and Analysis or Plan of Operations

Overview. During 2001, and until January 22, 2002, the Company was engaged in the design, development, manufacture and sale of medical
and surgical wound drainage products. On January 22, 2002, pursuant to an agreement and shareholder approval, the Company sold substantially
all of its operating assets. The sale resulted in a gain of approximately $9,000 with gross cash proceeds of $200,000. After the sale the Company
had no sources of revenue, as the operating assets sold represented substantially all of the Company s operations.

On May 30, 2002, Entrx Corporation (formerly known as Metalclad Corporation), a Delaware corporation ( Entrx ) acquired 3,625,000 shares of
the authorized but previously unissued common stock of the Company for $3,000,000 in cash. After this sale of stock, Entrx owned

approximately 90.6% of the outstanding shares of the Company. On September 25, 2002, Entrx acquired an additional 357,142 shares of

common stock for $300,000 invested into the Company.

On November 12, 2002, the Company, a newly formed subsidiary of the Company, CQ Acquisition, Inc. and Chiral Quest, LLC executed a
merger agreement. Under the merger agreement, Chiral Quest, LLC would be merged with and into CQ Acquisition, Inc., with CQ Acquisition,
Inc. remaining as the surviving entity and a wholly owned subsidiary of the Company following the merger. If the merger is consummated, the
owners of Chiral Quest, LLC will own two-thirds of the outstanding shares of the Company s common stock. The merger agreement requires that
the Company have $3,000,000 in cash and only limited liabilities at the time of the combination.

Results of Operations 2002 compared to 2001

Sales. Sales for the year ended December 31, 2002 were $33,000, compared to $440,000 in 2001, a decrease of approximately 93%. These
decreases were primarily related to the sale of the Company s operating assets, as sales activity ceased after January 22, 2002.

Cost of Goods Sold and Gross Profit. Due to the sale of the Company s assets, cost of goods sold was $32,000 for the year ended December 31,
2002 compared to $332,000 for the year ended December 31, 2001. Gross profit expressed as a percentage of sales was approximately 5% for
2002 compared to 25% in 2001. The decrease was due primarily to less sales volume in 2002 over which to spread certain fixed manufacturing
costs.
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Operating Expenses. Operating expenses decreased from $302,000 for the year ended December 31, 2001 to $157,000 for the year ended
December 31, 2002, a 48% decrease. The decrease was primarily the result of the sale of the Company s assets, as operating activities ceased
after January 22, 2002. The primary operating expenses for 2002 consisted of legal and consulting expenses as well as fees paid to the
Company s stock transfer agent.

Sale of Operating Assets

For the year ended December 31, 2002 the Company recognized a net gain on sale of net assets of $62,000 related to the sale of substantially all
of its operating assets to Sterion Incorporated.

Interest Income and Expense. Net interest income for the year ended December 31, 2002 was $41,000 as compared to net interest expense of
$6,000 for the year ended December 31, 2001. The increase in net interest income is primarily the result of higher cash balances due to the sale
of common stock to Entrx Corporation.

Net Loss. As a result of the above factors, the Company experienced a net loss of $52,000, or $0.02 per share for the year ended December 31,
2002, compared with a net loss of $198,000, or $1.06 per share for the year ended December 31, 2001.

Critical Accounting Policies

As of December 31, 2002, the Company does not have any critical accounting estimates included in our financial statements due to the sale of all
of our operating assets in January 2002. The major asset of the Company at December 31, 2002 is cash. If the merger with Chiral Quest is
consummated, the Company will determine and disclose in future filings our critical accounting policies and estimates.

Liquidity and Capital Resources

At December 31, 2002 the Company had working capital of $3,151,000 compared to a working capital deficit of $61,000 at December 31, 2001.
The increase in working capital was primarily the result of the net proceeds from the sale of common stock to Entrx Corporation.

For the year ended December 31, 2002, the net cash used in operating activities was $116,000 compared with net cash used in operating
activities of $16,000 for the year ended December 31, 2001. The negative cash flows from operating activities were primarily the result of
funding operating losses. In addition, during the year ended December 31, 2002, the Company used cash to increase prepaid expenses, primarily
for costs related to the proposed merger with Chiral Quest, LLC. These uses were partially offset by non-cash compensation expense and
decreases in accounts receivable and inventory as well as an increase in accounts payable and accrued expenses. During the year ended
December 31, 2001, in addition to the use of cash to fund operating losses an increase in accounts receivable also used cash. These uses were
partially offset by a decrease in inventory, an increase in accounts payable and accrued expenses and non-cash expenses for amortization of
prepaid consulting.

Net proceeds from investing activities provided $149,000 of cash for the year ended December 31, 2002 due to the net proceeds received from
the net asset sale.

Financing activities provided $3,170,000 of cash for the year ended December 31, 2002 and used $10,000 of cash for the year ended
December 31, 2001. Net proceeds from the sale of common stock, offset by payments on notes payable, was the source of the financing funds
provided in 2002. For the year ended December 31, 2001, payments on notes payable used $6,000 of cash and payments on the capital lease
obligation used $5,000 of cash.

If the merger with Chiral Quest, LLC is consummated, management believes that its cash should be sufficient to satisfy its cash requirements for
the next twelve months. If the merger with Chiral Quest, LLC is not consummated, the Company s cash position should allow it to satisfy its
financial requirements for the foreseeable future, until at least the Company acquires or commences to engage in a new business operation.

Recently Issued Accounting Pronouncements

In April 2002, the Financial Accounting Standards Board (FASB) issued Statement of Financial Accounting Standards (SFAS) No. 145,

Rescission of FASB Statements No. 4, 44, and 64, Amendment of FASB Statement No. 13, and Technical Corrections , effective for fiscal years
beginning after May 15, 2002. The Company believes the adoption of SFAS No. 145 will not have a material effect on the Company s
consolidated financial position or results of operations.
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In June 2002, the FASB issued SFAS No. 146, Accounting for Costs Associated with Exit or Disposal Activities. SFAS No. 146 requires the
recognition of a liability for a cost associated with an exit or disposal activity when the liability is incurred versus the date the Company commits
to an exit plan. In addition, SFAS No. 146 states the liability should be initially measured at fair value. The requirements of SFAS No. 146 are
effective for exit or disposal activities that are initiated after December 31, 2002. The Company believes the adoption of SFAS No. 146 will not
have a material effect on the Company s consolidated financial position or results of operations.

In October 2002, the FASB issued SFAS No. 147, Acquisitions of Certain Financial Institutions. SFAS No. 147 is effective October 1, 2002.
The Company believes the adoption of SFAS No. 147 will not have a material effect on the Company s consolidated financial position or results
of operations.

In December 2002, the FASB issued SFAS No. 148, Accounting for Stock-Based Compensation Transition and Disclosure. SFAS No. 148 is an
amendment to SFAS No. 123 providing alternative methods of transition for a voluntary change to the fair value based method of accounting for
stock-based employee compensation and also provides additional disclosures about the method of accounting for stock-based employee
compensation. Amendments are effective for financial statements for fiscal years ending after December 15, 2002. The Company has currently
chosen to not adopt the voluntary change to the fair value based method of accounting for stock-based employee compensation, pursuant to

SFAS No. 148, which, if adopted, could have a material effect on the Company s consolidated financial position or results of operations.

In February 2003, the FASB issued SFAS No. 149, Accounting for Certain Financial Instruments with Characteristics of Liabilities and Equity,
which is effective at the beginning of the first interim period beginning after March 15, 2003. SFAS No. 149 establishes standards for the
Company s classification of liabilities in the financial statements that have characteristics of both liabilities and equity. The Company believes
the adoption of SFAS No. 149 will not have a material effect on the Company s consolidated financial position or results of operations.
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INDEPENDENT AUDITORS REPORT

To the Stockholders and Audit Committee
Surg II, Inc.
Minneapolis, Minnesota

We have audited the accompanying consolidated balance sheet of Surg II, Inc. as of December 31, 2002 and the related consolidated statements
of operations, stockholders equity and cash flows for the year then ended. These consolidated financial statements are the responsibility of the
company s management. Our responsibility is to express an opinion on these consolidated financial statements based on our audit.

We conducted our audit in accordance with auditing standards generally accepted in the United States of America. Those standards require that
we plan and perform the audit to obtain reasonable assurance about whether the consolidated financial statements are free of material
misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the consolidated financial
statements. An audit also includes assessing the accounting principles used and significant estimates made by management as well as evaluating
the overall consolidated financial statement presentation. We believe that our audit provides a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects, the financial position of Surg II,

Inc. as of December 31, 2002 and the results of their operations and their cash flows for the year then ended in conformity with accounting
principles generally accepted in the United States of America.

/s/Virchow, Krause & Company, LLP

Minneapolis, Minnesota
January 21, 2003
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INDEPENDENT AUDITOR S REPORT

To the Board of Directors
Surg II, Inc.
Minneapolis, Minnesota

We have audited the accompanying balance sheet of Surg II, Inc. (formerly known as Sugidyne, Inc.) as of December 31, 2001, and the related
statements of operations, stockholders equity (deficit), and cash flows for the year 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 audit.

We conducted our audit in accordance with auditing standards generally accepted in the United States of America. Those standards require that
we plan and perform the audit to obtain reasonable assurance about whether the financial statements are free of material misstatement. An audit
includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes assessing
the accounting principles used and significant estimates made by management, as well as evaluating the overall financial statement presentation.
We believe that our audit provides a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the financial position of Surg II, Inc. (formerly
known as Surgidyne, Inc.) as of December 31, 2001, and the results of its operations and its cash flows for the year then ended, in conformity
with accounting principles generally accepted in the United States of America.

The December 31, 2001 financial statements have been prepared assuming that the Company will continue as a going concern. As discussed in
Note 2 to the December 31, 2001 financial statements, subsequent to year-end, the Company sold substantially all of its net operating assets.
After the sale, the Company has no sources of revenue. The Company is currently seeking additional equity or debt financing to fund a business
combination or other transaction. However, there can be no assurance that such a transaction will occur and with no sources of revenue,
substantial doubt exists regarding the Company s ability to continue as a going concern. Management s plans in regards to these matters are also
described in Note 2 to the December 31, 2001 financial statements. The December 31, 2001 financial statements do not include any adjustments
that might result from the outcome of this uncertainty.

McGLADREY & PULLEN, LLP

Minneapolis, Minnesota
April 9, 2002

12

Table of Contents 19



Edgar Filing: SURG Il INC - Form 10KSB

Table of Contents

SURG II, INC.
CONSOLIDATED BALANCE SHEETS

ASSETS
Current Assets

Cash

Accounts receivable, less allowance for doubtful accounts of $4,200 as of
December 31, 2001

Inventory

Prepaid expenses

Total current assets

Furniture and Equipment, at cost
Less accumulated depreciation and amortization

Total furniture and equipment

Other Assets
Patents and trademarks, net of accumulated amortization of $19,020 as of
December 31, 2001

Total assets

LIABILITIES AND STOCKHOLDERS EQUITY (DEFICIT)
Current Liabilities

Current maturities of capital lease obligation
Notes payable to officer and director

Other notes payable

Accounts payable

Accrued expenses

Total current liabilities
Capital Lease Obligation, Less Current Maturities

Commitments and Contingencies

Stockholders Equity (Deficit)

See Notes to Consolidated Financial Statements
13

December 31, December 31,
2002 2001

$3,211,098 $ 8,150
44,734
124,712
72,190 12,243
3,283,288 189,839
353,917
338,003
15,914
3,627
$3,283,288 $209,380
| I
$ $ 5,000
8,474
61,646
127,229 119,210
5,000 56,401
132,229 250,731
5,507
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CONSOLIDATED STATEMENTS OF OPERATIONS

Net Sales
Cost of Goods Sold

Gross profit

Operating Expenses

See Notes to Consolidated Financial Statements

14

Year ended December 31,

2002 2001
$33,133 $440,234
31,524 331,658
1,609 108,576
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SURG II, INC.
CONSOLIDATED STATEMENTS OF STOCKHOLDERS EQUITY (DEFICIT)

Years Ended December 31, 2002 and 2001

Additional
Preferred Stock Common Stock Paid-in
Shares Amount Shares Amount Capital

Balance,
December 31, 2000 1,600,000 $ 400,000 186,177 $ 1,862 $4,604,404
Net Loss
Balance,
December 31, 2001 1,600,000 400,000 186,177 1,862 4,604,404
Conversion of
preferred stock to
Common stock (1,600,000) (400,000) 80,000 800 399,200
Warrant issued as
non-cash
compensation 10,000
Stock issued for
services related to the
sale of stock to Entrx
Corporation 75,000 750 (750)
Exercise of common
stock warrants 25,500 255 (255)

Sale of stock to Entrx

Corporation, net of

expenses of $60,000 3,982,142 39,821 3,200,179
Cash payments

related to the reverse

stock split 99) (1 (199)
Net Loss

Balance,

December 31, 2002 $ 4,348,720 $43,487 $8,212,579

See Notes to Consolidated Financial Statements.
15

Accum.
Deficit

$(4,855,035)
(198,089)

(5,053,124)

(51,883)

$(5,105,007)

Total

$ 151,231
(198,089)

(46,858)

10,000

3,240,000

(200)
(51,883)

$3,151,059
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SURG II, INC.
CONSOLIDATED STATEMENTS OF CASHFLOWS

Cash Flows from Operating Activities
Net loss

Year ended December 31,

Adjustments to reconcile net loss to net cash used in operating activities:

Net gain on sale of net assets

Depreciation and amortization

Amortization of prepaid consulting expenses
Warrants issued as non-cash compensation

Changes in assets and liabilities, net of effect of sale of net assets:

Accounts receivable

Inventories

Prepaid expenses

Accounts payable and accrued expenses

Net cash used in operating activities

Cash Flows from Investing Activities
Net proceeds from sale of net assets

Cash Flows from Financing Activities
Net proceeds from sale of common stock
Payments on capital lease obligation
Payments on notes payable
Cash payments for reverse stock split

Net cash provided by (used in) financing activities

Increase (decrease) in cash
Cash:
Beginning

Ending

Supplemental Disclosures of Cash Flow Information
Cash payments for interest

Supplemental Non Cash Investing and Financing Activities
Conversion of accounts payable to a note payable
Conversion of preferred stock to common stock

See Notes to Consolidated Financial Statements.

2002 2001
$ (51,883) $(198,089)
(62,125)
10,314
38,635
10,000
6,267 (13,732)
6,474 35,975
(59,947) 3,199
35,256 108,057
(115,958) (15,641)
149,226
3,240,000
(4,587)
(70,120) (5,546)
(200)
3,169,680 (10,133)
3,202,948 (25,774)
8,150 33,924
$3,211,098 $ 8,150
L ]
$ 6,105 $ 7,587
$ $ 20,000
$ 400,000 $
L ]
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SURG 1II, INC.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
Note 1. Nature of Business and Significant Accounting Policies
Nature of Business

Immediately following the asset sale, see Note 2, the Company changed its name from Surgidyne, Inc. to Surg II, Inc. (the Company ). Prior to
the asset sale the Company designed, developed, manufactured and marketed specialty medical and surgical wound drainage products. The
Company sold its products primarily on a credit basis throughout the United States and Europe.

Principles of Consolidation

The consolidated financial statements include the accounts of CQ Acquisition, Inc., an inactive company and wholly owned subsidiary of Surg
IL, Inc. All significant inter-company transactions and balances have been eliminated in consolidation.

Cash
The Company deposits its cash in high credit quality financial institutions. The balances, at times, may exceed federally insured limits.
Revenue Recognition

The Company recognized revenue upon shipment of the product to the customer, FOB shipping point. Shipping and handling charges billed to
customers are included in net sales, and shipping and handling costs incurred by the Company are included in cost of goods sold.

Recent Pronouncements

In April 2002, the Financial Accounting Standards Board (FASB) issued Statement of Financial Accounting Standards (SFAS) No. 145,

Rescission of FASB Statements No. 4, 44, and 64, Amendment of FASB Statement No. 13, and Technical Corrections , effective for fiscal years
beginning after May 15, 2002. The Company believes the adoption of SFAS No. 145 will not have a material effect on the Company s
consolidated financial position or results of operations.

In June 2002, the FASB issued SFAS No. 146, Accounting for Costs Associated with Exit or Disposal Activities. SFAS No. 146 requires the
recognition of a liability for a cost associated with an exit or disposal activity when the liability is incurred versus the date the Company commits
to an exit plan. In addition, SFAS No. 146 states the liability should be initially measured at fair value. The requirements of SFAS No. 146 are
effective for exit or disposal activities that are initiated after December 31, 2002. The Company believes the adoption of SFAS No. 146 will not
have a material effect on the Company s consolidated financial position or results of operations.

In October 2002, the FASB issued SFAS No. 147, Acquisitions of Certain Financial Institutions. SFAS No. 147 is effective October 1, 2002.
The adoption of SFAS No. 147 did not have a material effect on the Company s consolidated financial position or results of operations.

In December 2002, the FASB issued SFAS No. 148, Accounting for Stock-Based Compensation Transition and Disclosure. SFAS No. 148 is an
amendment to SFAS No. 123 providing alternative methods of transition for a voluntary change to the fair value based method of accounting for
stock-based employee compensation and also provides additional disclosures about the method of accounting for stock-based employee
compensation. Amendments are effective for financial statements for fiscal years ending after December 15, 2002. The Company has currently
chosen to not adopt the voluntary change to the fair value based method of accounting for stock-based employee compensation, pursuant to

SFAS No. 148, which, if adopted, could have a material effect on the Company s consolidated financial position and results of operations.

17
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In February 2003, the FASB issued SFAS No. 149, Accounting for Certain Financial Instruments with Characteristics of Liabilities and Equity,
which is effective at the beginning of the first interim period beginning after March 15, 2003. SFAS No. 149 establishes standards for the
Company s classification of liabilities in the financial statements that have characteristics of both liabilities and equity. The Company believes
the adoption of SFAS No. 149 will not have a material effect on the Company s consolidated financial position or results of operations.

Inventories

Inventories were stated at the lower of cost (first-in, first-out method) or market.

Patents and Trademarks

Patent and trademark costs were included in other assets and were being amortized over 17 years using the straight-line method.
Furniture and Equipment

Depreciation is provided on the straight-line method over estimated useful lives of three to five years.

Research and Development Costs

Expenditures for research and development activities, whether performed by the Company or performed by outside parties under contract, are
charged to operations as incurred.

Accounting of Long-Lived Assets

The Company reviews its furniture and equipment and other long-lived assets periodically to determine potential impairment by comparing the
carrying value of the assets with the estimated future net undiscounted cash flows expected to result from the use of the assets, including cash
flows from disposition. Should the sum of the expected future net cash flows be less than the carrying value, the Company would recognize an
impairment loss at that date. An impairment loss would be measured by comparing the amount by which the carrying value exceeds the fair
value (estimated discounted future cash flows or appraised value) of the long-lived assets. To date, there have been no impairment losses related
to long-lived assets.

Income Taxes

Deferred taxes are provided on an asset and liability method whereby deferred tax assets are recognized for deductible temporary differences and
operating loss and tax credit carry forwards and deferred tax liabilities are recognized for taxable temporary differences. Temporary differences
are the differences between the reported amounts of assets and liabilities and their tax bases. Deferred tax assets are reduced by a valuation

allowance when, in the opinion of management, it is more likely than not that some portion or all of the tax assets will not be realized. Deferred
tax assets and liabilities are adjusted for the effects of changes in tax laws and rates on the date of enactment.

Fair Value of Financial Instruments

The fair value of the notes payable were estimated based on interest rates for the same or similar debt having the same or similar remaining
maturities and collateral requirements. The carrying amount of these obligations approximates fair value.

Management Estimates

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

18
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SURG 1II, INC.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
Stock-Based Compensation

In accordance with Accounting Principles Board (APB) Opinion No. 25, the Company uses the intrinsic value-based method for measuring
stock-based compensation cost which measures compensation cost as the excess, if any, of the quoted market price of the Company s common
stock at the grant date over the amount the employee must pay for the stock. The Company s general policy is to grant stock options and warrants
at fair value at the date of grant. Options and warrants issued to nonemployees are recorded at fair value, as required by SFAS No. 123, using the
Black Scholes pricing model.

The Company applies APB No. 25 and related interpretations in accounting for its stock options and warrants. Had compensation costs for the
Company s stock options and warrants been determined based on the fair value at the grant dates consistent with the method of SFAS No. 123

Accounting for Stock Based Compensation (Statement 123), the Company s net loss and loss per share would have been changed to the
approximate pro forma amounts indicated below:

2002 2001
Net loss as reported $(51,883) $(198,089)
Net loss  pro forma $(90,492) $(200,800)
Basic and diluted net loss per share as reported $ (0.02) $ (1.06)
Basic and diluted net loss per share pro forma $  (0.04) $ (1.08)
Stock-based compensation cost as reported $ $
Stock-based compensation cost pro forma $ 38,609 $ 2711

Basic and Diluted Loss per Common Share

Basic loss per-common share amounts are computed, generally by dividing net loss by the weighted average number of common shares
outstanding. Diluted loss per common share amounts assume the conversion, exercise or issuance of all potential common stock instruments
unless their effect is anti-dilutive thereby reducing the loss per common share. Basic and diluted loss per common share are the same in each
year presented as the inclusion of the options and warrants to purchase common stock (see Note 7) would have an anti-dilutive effect.

Note 2. Asset Sale:

On January 22, 2002, pursuant to an agreement, the Company closed on the sale of substantially all of its net operating assets. The sale resulted
in gross proceeds of $200,000 and a gain of approximately $9,000 after considering total transaction costs of $104,000 including $55,000 that
were incurred and expensed in 2001. After the sale the Company had no sources of revenue as the net operating assets sold represent
substantially all of its operations.

A summary of the asset sale is as follows:

Proceeds $200,000
Transaction costs 104,000
Net proceeds $ 96,000
Less net book value of assets sold (87,102)
Gain $ 8,898
19
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The actual gain recorded in the statement of operations for the year ended December 31, 2002 was approximately $62,000 as $55,000 of the total
transaction costs of $104,000 were incurred and expensed in 2001. The net proceeds of approximately $150,000 reflected in the accompanying
December 31, 2002 statement of cash flows is comprised of the gross proceeds received of $200,000 less the transaction costs incurred and
expensed in 2002 of approximately $50,000.

A summary of the assets sold and liabilities assumed is as follows:

Accounts receivable $ 38,467
Inventories 118,238
Other assets 3,627
Furniture and equipment 15,914

Long-term debt (10,506)
Accounts payable (78,638)
Net assets sold $ 87,102
|

Because the Company sold all of its net operating assets, on a pro forma basis there would have been no sales in any period presented, assuming
the transaction had been effective January 1, 2001.

Note 3. Inventories

Inventories consisted of the following:

2002 2001
Component parts and subassemblies $ $ 64,218
Work-in-Process 11,007
Finished Goods 59,487
Less Obsolescence Reserve (10,000)
$ $124,712
- I
Note 4. Furniture and Equipment
Furniture and equipment at cost consisted of the following:
2002 2001
Furniture, fixtures and equipment $ $251,735
Tooling and Molds 102,182
$ $353,917
- I

Depreciation expense was $0 and $10,314 for the years ended December 31, 2002 and 2001, respectively.
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Note 5. Notes Payable
Notes Payable to Related Parties

As of December 31, 2001, the Company had short-term notes payable outstanding with a certain officer and director which bore interest at 10%.
The principal was due in annual installments limited to 50% of the audited net income each year until paid in full. Related party interest expense
was approximately none and $1,000 for 2002 and 2001, respectively. This note was paid in full in February 2002.

Other Notes Payable

In January 2002, the Company converted a portion of an accounts payable balance to a demand note payable of $20,000, which has been
reflected as a note payable at December 31, 2001. In 1995, the Company converted an accounts payable balance of $35,546 into a non-interest
bearing unsecured note payable due in a single installment on January 1, 1997. The Company did not pay off the note on January 1, 1997 and as
a result the note was due on demand. All of these notes, with the exception of the $20,000 note, were paid-off in full during February 2002. The
$20,000 note was repaid on May 31, 2002. The outstanding borrowings of these notes were $0 and $41,646 at December 31, 2002 and 2001,
respectively.

20
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
Note 6. Series A Preferred Stock

On December 1, 1993, certain debenture holders elected to convert the face value of the debentures into 1,600,000 shares of unregistered
Series A preferred stock at $.25 per share. The preferred stockholders were entitled to a dividend equal to 3% of net sales. The dividend in a
given year was limited to 50% of the Company s net income. Cumulative dividends could not exceed $210,000. In 1999, 1998 and 1995, the
Company accrued $19,008, $884 and $437, respectively, for dividends on net income. Accrued liabilities at December 31, 2001 included
approximately $20,000 of dividends payable under the preferred stock. In January, 2002, approximately $20,000 was paid to the preferred
stockholders as a dividend.

The preferred shares were originally convertible into common shares on a one for one basis, subject to certain anti-dilutive adjustments. The
preferred stock was automatically convertible into common stock upon the occurrence of any of the following:

The Company s common stock price trading at a bid price of $20.00 or more for thirty consecutive trading days:
The preferred shareholders having received the cumulative dividends specified above.

Two-thirds of the preferred shareholders electing to convert their preferred stock.
In March, 2002, the Board of Directors approved a plan whereby the preferred stockholders were granted the right to convert each share of
preferred stock into two shares of common stock. In May 2002, after taking into account the Company s one for 40 reverse stock split, all
1,600,000 shares of Series A preferred stock was converted into 80,000 shares of the Company s common stock.

Note 7. Stockholders Equity (Deficit)
Sale of Capital Stock to Entrx Corporation (formerly Metalclad Corporation)

On May 30, 2002, Entrx Corporation ( Entrx ) acquired 3,625,000 shares of common stock, constituting approximately 90% of the outstanding
shares of the Company for $3,000,000 invested into the Company, with expenses of $60,000.

On September 25, 2002, Entrx acquired an additional 357,142 shares of common stock for $300,000 invested into the Company.
Reverse Stock Split

On September 23, 2002, the Company s Board of Directors approved a reverse stock split of the Company s common stock at a ratio of
one-for-40 and a change in the par value from no par to $.01 per share. The reverse split and change in par value became effective with respect
to stockholders of record at the close of business on October 4, 2002. In lieu of fractional shares, shareholders received a cash payment.
Stockholders equity (deficit) has been restated to give retroactive recognition of the reverse split and change in par value for all periods
presented by reclassifying to additional paid-in capital the amount in excess of the par value of the outstanding shares. All references to common
share and per common share amounts for all periods presented have been retroactively restated to reflect this reverse split.

Stock Options and Warrants

On October 24, 2002, the Company granted options to the Company s two directors to purchase 125,000 shares of common stock at $1.25 per
share. These options expire in seven years. Options for 31,250 vested on the date of the grant, and the remaining options vest at the rate of
31,250 per year over a three year period, and are fully exercisable on October 21, 2005. The options vest immediately upon a change in control
of the Company. The proposed merger with Chiral Quest, LLC would constitute a change of control. Information with respect to option activity
is summarized as follows:

21
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Year Ended December 31,
2002 2001
Weighted Weighted
Average Average
Shares Exercise Price Shares Exercise Price
Options outstanding at beginning of year $ $
Granted 125,000 1.25
Options outstanding at end of year 125,000 $ 1.25 $
I I - L |

The weighted fair value of options granted during the year ended December 31, 2002 was $1.24 per share using the Black-Scholes pricing
model, with an average remaining life of 6.8 years at December 31, 2002.

Option and warrant grants to employees and directors are accounted for following APB Opinion No. 25 and related interpretations. For 2002 and
2001, there was no compensation expense recorded on the issuance of options or warrants to employees/officers/directors as they were issued at
or above the Company s quoted market price.

The Company has granted warrants for the purchase of shares of the Company s common stock to directors, medical advisors, employees and
certain debt and equity holders. The warrants are fully exercisable upon issuance and expire in varying amounts through 2006. Information with
respect to warrant activity is summarized as follows.

Weighted Average Exercise

Shares Price

Outstanding at December 31, 2000 28,000 $ 6.80
Granted 875 $ 320
Expired (250) $ 2.80
Outstanding at December 31, 2001 28,625 $ 6.80
Granted 5,000 $ 1.60
Expired (250) $ 2380
Exercised (25,500) $ 6.80
Outstanding at December 31, 2002 7,875 $ 344

] |

The weighted average grant date fair value of warrants granted during the years ended December 31, 2002 and 2001, was $2.00 and $3.10,
respectively.

On January 22, 2002, the Company granted warrants to its legal counsel to purchase a total of 5,000 shares of Company common stock. The
warrants were immediately exercisable at an exercise price of $1.60 per share and have a five-year life. These warrants were granted for services
performed during January 2002 in connection with the sale of net assets (see Note 2). Therefore, the Company recognized an expense in that
period for approximately $10,000, the estimated fair value of warrants using the Black-Scholes pricing model.

22
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The following table summarizes information about warrants outstanding as of December 31, 2002:

Weighted
Average Weighted Weighted
Number Remaining Average Number Average
Exercise Of Shares Contractual Exercise Of Shares Exercise
Price Outstanding Life(Years) Price Exercisable Price
$1.60 4,500 4.1 $ 1.60 4,500 $ 1.60
$2.80 250 0.5 $ 2.80 250 $ 2.80
$3.20 875 3.6 $ 3.20 875 $ 3.20
$6.80 2,000 2.4 $ 6.80 2,000 $ 6.80
$11.20 250 1.4 $11.20 250 $11.20
7,875 7,875
I I

The fair value of each option and warrant grant is estimated on the date of grant using the Black-Scholes option-pricing model with the

following weighted average assumptions used for grants in 2002 and 2001:

2002 2001
Expected dividend yield 0% 0%
Expected stock price volatility 290% 225%
Risk-free interest rate 2.25% 4.8%
Expected life of options (years) 3 4
Option and warrant grants to non-employees are accounted for under SFAS No. 123 based on the grant date fair values.
Note 8. Income Taxes
Deferred tax assets consist of the following:
2002 2001
Allowance for Inventory Obsolescence $ $ 2,000
Other 7,000
Net Operating Loss Carry forwards (NOL s) 970,000 1,390,000
Tax credit carry forwards 41,000 41,000
Gross deferred tax assets 1,011,000 1,440,000
Less valuation allowance 1,011,000 1,440,000
Net deferred tax assets $ $
23
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The change in the valuation allowance was $(429,000) and $(245,000) for the years ended December 31, 2002 and 2001, respectively. The
Company has federal net operating loss and tax credit carry forwards which are available to reduce taxable income as income taxes payable in
future years, subject to limitations due to changes in ownership. These carry forwards and credits will expire as follows:

Federal and State Net Operating

Year Loss Carry-Forwards Tax Credit Carry-Forwards
2003 $ 995,000 $
2004 407,000
2005 144,000
2006 4,000
2007
2008 164,000
2009 187,000
2010 25,000
2011
2012 72,000
2020 173,000
2021 194,000
2022 50,000
$2,415,000 $41,000
I I

Note 9. Leases

Operating: Prior to the asset sale (see Note 2), the Company leased its office and warehouse facilities under an operating lease which was on a
month to month basis. The lease required monthly payments of $3,100. The Company also leased certain equipment under operating leases.
Total rent expense was approximately $3,000 and $38,000 in 2002 and 2001, respectively.

Capital: The Company leased its computer equipment under a capital lease agreement. As of December 31, 2001, the assets capitalized under the
capital lease and related accumulated amortization were approximately $19,500 and $4,400, respectively. These assets, and the related leases,
were sold as part of the asset sale (see Note 2).

Note 10. Major Customers, Suppliers and Export Sales
The Company operated in one business segment, the manufacture and sales of specialty medical and surgical wound drainage products.

Major customers: Net sales for the years ended December 31, 2002 and 2001 include sales to major customers as follows:

Sales Percentage

Company 2002 2001
A* 19% 21%
B 20% 16%
C 12% i
D 11% *
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Year End Receivable Balances

Company 2002 2001

13,574

oQw

Export Sales: Net export sales to international customers were approximately $13,000 and $192,400 in 2002 and 2001, respectively.
Note 11. Consulting Agreement

On June 2, 2000 the Company retained Equity Securities Investments, Inc. (the Consultant) to advise and assist the Company in evaluating
strategic opportunities including a possible sale or merger. The consulting agreement had a term of one year and provided the Consultant with a
warrant to purchase 15,000 shares of the Company common stock at a price of $6.80 per share. The Company valued this warrant using the
Black-Scholes pricing model, which resulted in a value of approximately $93,000. The expense was recognized over the term of the agreement
and therefore $39,000 was reflected as an operating expense in 2001 with the balance recorded in 2000.

Note 12. Related Party Transactions

During the year ended December 31, 2002, the Company expensed $31,427 to two of its former board of directors for consulting services related
to the sale of net assets (Note 2).

Since its investment on May 30, 2002, Entrx Corporation has been providing the Company with limited office space, and limited accounting,
management and clerical services without charge. In consideration of Entrx s contribution, if the merger with Chiral Quest, LLC is
consummated, the Company has agreed to pay to Entrx Corporation a management fee equal to an amount by which the cash assets of the
Company, after deduction of all liabilities, exceed $3,000,000 as of the effective time of the merger with Chiral Quest, LLC, estimated to be
$50,000.

Note 13. Pro-forma Financials

The following pro forma unaudited condensed consolidated financial information consists of Pro Forma Unaudited Condensed Consolidated
Statements of Operations of the Company for the
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