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2001 Achievements
• Completed a private placement and initial public offering which raised 

combined gross proceeds of approximately $10.5 million

• Signed an exclusive license agreement with the HSC Research and 
Development Limited Partnership to strengthen our Multiple Sclerosis 
(“MS”) discovery and development program

• Expanded our research and development agreement with Cangene 
Corporation ("Cangene")

• Secured research sponsorship agreements with Mount Sinai Hospital,
The Hospital for Sick Children, University of Toronto, University of Calgary 
and Northwestern University

• Developed an interferon combination therapy for MS

• Advanced two lead therapies in MS and diabetes into pre-clinical studies

• Established a screening program to select non-toxic compounds for 
restenosis

• Added two new patents to our seven patent portfolio

• Acquired a synergistic technology focused on adhesion molecules

• Made key additions to strengthen our management team

“Our performance is a direct result of
our focus, talent and commitment to

building shareholder value.”

CDNX:    TTH

2002 Milestones
• File Investigational New Drug submissions for lead 

products in MS and diabetes 

• Begin Phase I or Phase I / II clinical trials 

• Advance novel therapies into pre-clinical studies for 
MS, diabetes, and restenosis 

• Establish a corporate partnership 

• Maintain a strong cash position

• Secure additional patents to strengthen our technology 
portfolio 

• Acquire synergistic technology

• Establish a manufacturing agreement for recombinant 
peptides 
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To Our Shareholders 

It is with pleasure and excitement that I report on the material events of the
fiscal year ended June 30, 2001, which represents the first reportable year of
Transition Therapeutics Inc. (the "Company") as a public company. During
the fiscal year 2001, the Company made substantial progress in advancing
its science, solidifying its financial position and building the infrastructure
required to succeed as a global biotechnology company.

The year was highlighted by:

• A private placement and initial public offering which raised combined 
gross proceeds of approximately $10.5 million;

• Recruitment of key management;
• Strengthening our Multiple Sclerosis ("MS") expertise and product 

pipeline;
• Selection and advancement of lead compounds for MS and diabetes;
• Signing of key partnership and licensing agreements to facilitate 

advancement of our research and development programs;
• Establishing and strengthening collaborations with leading investigators

in MS, diabetes and restenosis; and
• The filing of two new patents.

Financial Strength
During fiscal 2001, Transition completed a private placement and an initial
public offering which raised combined gross proceeds of approximately
$10.5 million. Concurrent with the completion of the offering, on February
28, 2001 Transition’s common shares commenced trading on The Canadian
Venture Exchange under the symbol "TTH". At June 30, 2001, the
Company’s working capital was approximately $7.9 million. With a strong
financial base, Transition is well positioned to accelerate research in our key
programs and to advance MS and diabetes products to the clinic.

Our Focus
Our focus is to leverage our core strengths – the discovery, research and
development of novel compounds for the treatment of MS and other inflammatory
and fibrotic diseases.

Through the Company’s strong discovery program and our expertise in MS,
the Company identified a combination therapy with interferon for the treatment
of MS. The combination therapy has shown, in a proprietary demyelinating
transgenic mouse model, to be significantly more effective than the market’s
current interferon-beta therapies alone. With the potential to improve the
current treatments and also extend the patent life of existing products, we believe
that combination therapy represents a future best standard of care for MS patients.

O“Our success in generating the depth of our 
product pipeline has been directly attributable to
the knowledge base and expertise of our 
research group, our proprietary screening and 
product discovery models, our strong financial
resources and our experienced management team.” 

Dr. Tony Cruz
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In addition to combination therapy, Transition is discovering and developing novel proprietary therapies for the treatment of
MS. Pre-clinical studies have shown these therapies to be more effective than existing products with no visible signs of toxicity.
The Company has selected a lead compound for MS that will be entering pre-clinical toxicity studies. Our novel proprietary
therapies have also shown, in pre-clinical studies, to be effective in the treatment of diabetes, restenosis and obesity, with no
visible signs of toxicity. The Company has selected a lead compound for the treatment of Type I diabetes.

In the coming year, we expect to advance MS and diabetes products into the clinic and continue to expand and advance our
product pipeline in MS, diabetes, restenosis and obesity.

Expanding our Partnerships
To create maximum value for our shareholders, Transition has and will continue to expand many of our existing partnerships
as well as build new partnerships. In 2001, we expanded our existing agreement with Cangene to include access to recombinant
high affinity peptides manufactured by Cangene for research and development purposes. Access to this manufacturing allows
Transition to produce these peptides in a rapid and cost-effective manner and therefore accelerate its products from research
and development to the clinic.

We also signed an exclusive license with the HSC Research and Development Limited Partnership, a research division of The
Hospital for Sick Children, for the use of a proprietary demyelinating transgenic mouse model for MS research. This model has
and will continue to be used to further advance Transition’s lead compounds for its MS program. The model complements the
more traditional Experimental Allergic Encephalomyelitis mouse model by providing all of the key pathologies associated with
human MS. The use of these two models provides the Company with an advantage to select lead compounds with a high
probability of success in the clinic.

To advance our research programs, Transition secured several new research sponsorship agreements with established research
organizations. These organizations provide resources and expertise which allow Transition to screen and validate potential
candidate products in a cost-effective manner. These agreements have been invaluable in allowing Transition to advance its
research programs without making significant investments in research and development infrastructure.

A major component of our ongoing business strategy is to pursue further alliances and advance our existing relationships. In
2002,Transition will seek corporate partners to establish licensing, co-development and sponsorship agreements. We also plan
to establish corporate partnerships that will assist in accelerating the Company’s lead products to the clinic.

Our Management Team
Success requires the efforts of dedicated and skilled people. During 2001, Transition continued to recruit key management. Four
new scientists came on board; in addition, we made important appointments to our senior management team. Catherine Auld
assumed the role of Director of Finance and Laura Agensky joined Transition as Director of Clinical Development and Manufacturing.

Outlook
With a strong focus, a solid management team and the right infrastructure in place, we expect to sustain the momentum 
generated in 2001. We expect to file an Investigational New Drug (“IND”) submission for lead compounds in both MS and
diabetes products in June 2002. We will also continue to advance our research programs for novel products and establish new
corporate partnerships to accelerate the Company’s lead products.

On behalf of the Board of Directors, I thank everyone at Transition for continuing to support this Company through their 
talent and dedication. I would also like to express our gratitude to our shareholders for their investments in our exciting future.
We look forward to keeping you informed of our future progress.

Tony Cruz
President and CEO
Transition Therapeutics Inc.
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Multiple Sclerosis (“MS”) is a physically debilitating chronic disease of the central nervous system affecting more than 
1 million people all over the world. Interferon-beta is the leading treatment for Relapsing-Remitting Multiple Sclerosis.
Currently, the use of interferon-based products is the major form of therapy in MS, accounting for approximately 90% of
the US $1.8 billion MS market. Sales of interferon products in MS have increased approximately 20% over the past year.

A major portion of the patent protection surrounding interferon-based products will lapse
in the near future, providing a significant opportunity to introduce new products that
enhance interferon’s efficacy.

ADDRESSING THE NEEDS OF MULTIPLE SCLEROSIS
Transition is ideally positioned to meet the market needs for the 
treatment of MS. There are currently two major MS market needs:
Interferon combination therapy that increases efficacy and extends
patent life; and novel therapeutics that will increase efficacy with less
invasive administration. Transition’s two-fold approach addresses
these needs by developing combination interferon therapies and 
promising novel treatment alternatives.

Combination Therapy
In pre-clinical studies, Transition has shown that the interferon
combination therapy is 3 to 5 times more effective than current
interferon-beta therapies alone.

Advancing Novel Therapeutics
In pre-clinical studies, Transition has shown that several novel proprietary
therapies for the treatment of MS are significantly more effective than
existing products with no visible signs of toxicity.

The Current MS Therapy Market

Serono (Rebif)
US $254M

Others 
US $192M

Biogen Inc. (Avonex)
US $791M 

Berlex Laboratories Inc.
(Betaseron)
US $593M

US $1.8 Billion in Worldwide Sales

Our Focus

The discovery of our combination and novel therapies was
largely made possible by the Company’s drug discovery program
which leverages both the traditional Experimental Allergic
Encephalomyelitis mouse model and a proprietary demyelinating
transgenic mouse model.

The proprietary demyelinating transgenic mouse model was
created by introducing 70 copies of the DM20 cDNA, an 
alternatively spliced variant of the human proteolipid protein.
These transgenic mice constitutively express high levels of
DM20 resulting in structurally unstable myelin leading to 
spontaneous demyelination.

The advantages of the model are that it not only mimics the
onset and progression of the human disease, but also undergoes
key pathologies associated with the human disease such as
spontaneous demyelination, inflammatory cell infiltration and
astrogliosis. This model allows the Company to rapidly screen
and validate lead compounds that can enhance the effect of
existing MS therapies and have a higher probability of success
in the clinic.

Drug Discovery ProgramMS Product Pipeline

Source: annual reports and the MS Society
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Transition’s technologies have applications beyond the MS market. In addition to the MS  
program, Transition has drug discovery programs in restenosis, diabetes and obesity. The
Company has developed a pipeline of novel therapeutics which have demonstrated increased
efficacy with no visible signs of toxicity.

Diabetes
Our research in diabetes has demonstrated that Transition’s novel products, at a cost effective
dose, were 100% effective in preventing the onset of diabetes as well as inhibiting the symptoms
and pathologies associated with the disease. A lead compound has been selected to enter 
pre-clinical toxicity studies. There are approximately 1 million people1 in the United States with
Type 1 diabetes.

Restenosis
The Company’s lead restenosis product has been shown to significantly reduce restenosis, when
applied systemically. Transition  has additional products in development for restenosis including
carbohydrates and small molecules for both systemic and local applications. The worldwide 
market for vascular stents, the leading treatment for restenosis, is a growing market of 
roughly US $2.5 billion2 worldwide.

Obesity
Transition’s lead compound for obesity, a novel product, induced a loss of deposited fat. The
prevalence of obesity is increasing in Canada, the United States, Europe and Australia to
approximately 15-20%3 of the population. The current market for anti-obesity drugs is roughly
US $1 billion1 and growing.

Source: 1 The National Institute of Diabetes and Digestive and Kidney Diseases
2 Based on several annual reports
3 IMS Health

The combination of effective screening models and a strong scientific network of collaborators
in MS, diabetes, restenosis and obesity allows Transition to move products through the clinic
with a higher degree of confidence and success.

Maximizing our Technology Applications

Building a Product Pipeline
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The following information should be read in conjunction with the Company’s 2001 audited financial statements and the related notes,
which are prepared in accordance with Canadian generally accepted accounting principles. Except for historical information, the following
report includes statements which are forward looking. Readers are cautioned that the actual results may differ materially from the results
projected in any forward looking statements.

Overview
Transition Therapeutics Inc. (the "Company") is a Canadian biotechnology company developing products for the treatment
of Multiple Sclerosis ("MS") and other inflammatory and fibrotic disease with large markets. The Company commenced operations
in July 1998, and has devoted its resources primarily to fund its research and development programs. The Company has not
generated positive cash flow from operations since inception and is considered to be in the development stage. All revenue
has been generated from interest income on surplus funds and the sale of reagents. The Company has incurred a cumulative
deficit since inception on July 6, 1998 to June 30, 2001 of $2,283,592. 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.

Results of operations
For the fiscal year ended June 30, 2001, the Company recorded a net loss of $1,753,784 ($0.10 per common and Class B
share) compared to a net loss of $485,522 ($0.06 per common share) for the fiscal year ended June 30, 2000. The increase
in the loss from 2000 is due to the net effect of higher expenditures, which were partially offset by higher interest income.

Revenues
There was no revenue from the sale of reagents during the year ended June 30, 2001 as compared to $58,021 in fiscal 2000.
It is not anticipated that the Company will earn revenues in the near future from the sale of reagents. Interest income for
the fiscal year ended June 30, 2001 was $231,105 as compared to $2,302 for the fiscal year ended June 30, 2000. Higher
interest income resulted from increased cash and cash equivalents and short-term investments. Those balances increased
during the year due to the completion of a private placement financing and the Company’s initial public offering. In the
absence of a partnership transaction or additional financing transactions, interest income is expected to decline over the
next fiscal year due to lower cash balances resulting from ongoing expenditures.

Research and development expenses, net
Research and development expenses increased to $957,743 for the fiscal year ended June 30, 2001 from $238,555 for the
same period in 2000. The primary reasons for the increase in expenditures included: the addition of two new laboratory
facilities located in Mount Sinai Hospital and in Cangene Corporation; the hiring of four new scientists to work in these and
existing facilities; new research sponsorship agreements with Mount Sinai Hospital, The Hospital for Sick Children, University
of Toronto, University of Calgary and Northwestern University; and increased patent costs which were the result of broad-
ening the Company’s patent position. For fiscal 2002, the Company expects research and development expenses to increase
significantly as it continues to advance its research and development programs, complete and commence pre-clinical 
studies, improve its patent position and fund potential clinical trials.

General and administrative expenses
General and administrative expenses increased to $991,762 for the fiscal year ended June 30, 2001 from $302,005 for the
same period in 2000. The primary reasons for the increase in expenditures included: increased infrastructure to support the
higher level of research and development activities; and incurring expenditures for marketing and investor relations 
activities to develop and broaden Company awareness.

Financing activities
On October 20, 2000, the Company raised net proceeds of $4,914,941 through the issuance of 6,500,000 special warrants
at $0.80 per special warrant. Each special warrant was exercised into one Class B share and one half of a share purchase
warrant on the closing of the Company’s initial public offering. Each Class B share is convertible into one common share
without payment of additional consideration and each whole share purchase warrant entitles the holder to purchase one
Class B share of the Company at $1.25. During the fiscal year ended June 30, 2001, 2,000,000 of the Class B shares were
converted to Common shares and no share purchase warrants were exercised. The maximum possible cash proceeds to the
Company from the exercise of the share purchase warrants are $4,062,500. During August 2001, 93,750 of the share 
purchase warrants were exercised, resulting in total cash proceeds to the Company of $117,188.

In addition, during the third quarter of fiscal 2001, the Company raised net proceeds of $4,486,305 through an initial 
public offering of 4,225,000 common shares, including an over-allotment of 225,000 shares, at a price of $1.25 per share.

Transition Therapeutics Inc.
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Liquidity and capital resources
The Company's cash and cash equivalents plus short-term investments and the Company's working capital position were
$7,604,138 and $7,880,155 respectively at June 30, 2001 up significantly from June 30, 2000 balances of $325,533 and $365,899.
The cash and cash equivalents and working capital increases resulted primarily from the net proceeds of the two financings.

In the future, the Company will need to raise additional funds to continue to advance its research and development 
programs, continue pre-clinical studies and to fund potential future clinical trials. The Company intends to seek such funds
through public or private placements, corporate collaborations or partnership arrangements and from other sources.

Capital expenditures
During the fiscal year ended June 30, 2001 the Company’s capital expenditures were $194,404, including a new capital
lease, as compared to $164,831 for the fiscal year ended June 30, 2000. During 2001, the primary capital expenditures
included: laboratory equipment for the Company’s new laboratory facilities; and computer equipment and office equipment
and furniture to support the increase in staffing levels. The Company anticipates a similar level of capital expenditures for
fiscal 2002 as were incurred in fiscal 2001. Capital expenditures for fiscal 2002 are expected to include additional laboratory
equipment, computers and office equipment and furniture to support research and development activities and additions to
staffing levels.

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 speculative. The Company’s technologies are
are currently in the research and development stage, which is the riskiest stage for a company in the biopharmaceutical industry.
It is not possible to predict, based upon studies in animals, whether a new therapeutic or device will prove to be safe and
effective in humans. The Company has not introduced a product into the market and there is no assurance that research and
development programs conducted by the Company will result in any commercially viable products.

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

From time to time, the Company will seek additional funding through public or private placements, corporate collaborations
or partnership arrangements. The Company’s ability to access the capital markets or to enlist partners is mainly dependent
on the progress of its research and development and regulatory approval of its products. There is no assurance that 
additional funding will be available on acceptable terms, if at all.

To continue the Company’s research and development programs and to conduct potential 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 fluctuations and
may not necessarily be related to the operating or other performances of such companies.

Outlook
The Company anticipates many important and exciting activities to occur over the upcoming year. Contingent upon favorable
pre-clinical results, the Company intends to file an Investigational New Drug ("IND") submission with the regulatory 
authorities in 2002 for lead compounds in both MS and diabetes. Upon successful review of the INDs by regulatory authorities,
the Company will begin Phase I or Phase I/II clinical trials.

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

During the fiscal year ending June 30, 2002, the Company also plans to continue the development of its product pipeline,
in MS, diabetes and restenosis.

Transition Therapeutics Inc.
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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 approved
by the Board of Directors. Management is responsible for the information and representation contained in these financial statements and
in other sections of this Annual Report.

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

Management, to meet its responsibility for the integrity and objectivity of 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 financial statements, and that the
assets are properly accounted for and safeguarded.

The Board of Directors carries out its responsibility for financial statements in this Annual Report principally through its Audit Committee.
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’ auditors, Ernst & Young LLP Chartered Accountants, and
their report is shown as part of the consolidated financial statements.

Tony Cruz Louis Alexopoulos
President and CEO Chief Financial Officer

August  17, 2001

AUDITORS' REPORT

To the Shareholders of
Transition Therapeutics Inc.

We have audited the consolidated balance sheets of Transition Therapeutics Inc. as at June 30, 2001 and 2000 and the consolidated
statements of loss and deficit and cash flows for the years ended June 30, 2001 and 2000 and cumulative since inception on July 6, 1998.
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, 2001 and 2000 and the results of its operations and its cash flows for the years ended June 30, 2001 and 2000 and cumulative
since inception on July 6, 1998 in accordance with Canadian generally accepted accounting principles.

Toronto, Canada,
August 17, 2001 Chartered Accountants
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CONSOLIDATED BALANCE SHEETS
Transition Therapeutics Inc.
[A Development Stage Company]
Incorporated under the Business Corporations Act (Ontario)

As at June 30

2001 2000
$ $

ASSETS
Current

Cash and cash equivalents 4,604,138 285,533
Short-term investments [notes 3 and 4] 3,000,000 40,000
Share subscriptions receivable [note 5] — 30,579
Interest receivable 122,436 —
GST receivable 117,969 16,672
Accrued accounts receivable [note 10[a]] 12,000 104,096
Investment tax credits receivable [note 9[a]] 131,400 80,400
Deposits on collaborations 102,874 4,350
Prepaid expenses and other assets [note 10[b]] 217,381 23,939
Total current assets 8,308,198 585,569
Capital assets, net [note 6] 312,989 159,546

8,621,187 745,115

LIABILITIES AND SHAREHOLDERS' EQUITY
Current

Accounts payable and accrued liabilities 398,486 135,638
Advances from related parties [note 10[c]] — 65,629
Current portion of leasehold inducement [note 14] 3,698 3,698
Current portion of obligation under capital leases [note 14] 25,859 14,705
Total current liabilities 428,043 219,670
Leasehold inducement [note 14] 28,970 32,666
Obligation under capital leases [note 14] 76,167 52,321
Total liabilities 533,180 304,657
Commitments [note 14]

Shareholders' equity

Share capital [notes 7 and 8] 10,371,599 970,266 
Deficit (2,283,592) (529,808)
Total shareholders' equity 8,088,007 440,458

8,621,187 745,115

See accompanying notes

On behalf of the Board:

Director                                             Director
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CONSOLIDATED STATEMENTS OF LOSS AND DEFICIT
Transition Therapeutics Inc.
[A Development Stage Company]

Cumulative
since

inception
Years ended June 30, on July 6,
2001 2000 1998

$ $ $

REVENUE
Product — 58,021 58,021

EXPENSES
Research and development,

net [notes 10 and 11] 957,743 238,555 1,231,564
General and administrative 991,762 302,005 1,302,885
Amortization 35,384 5,285 40,669

1,984,889 545,845 2,575,118
Loss before the undernoted (1,984,889) (487,824) (2,517,097)
Interest income 231,105 2,302 233,505
Net loss for the period (1,753,784) (485,522) (2,283,592)

Deficit, beginning of period (529,808) (44,286) —
Deficit, end of period (2,283,592) (529,808) (2,283,592)

Net loss per common and Class B share $(0.10) $(0.06)

See accompanying notes
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CONSOLIDATED STATEMENTS OF CASH FLOWS
Transition Therapeutics Inc.
[A Development Stage Company]

Cumulative
since

inception
Years ended June 30, on July 6,
2001 2000 1998

$ $ $

OPERATING ACTIVITIES
Net loss for the period (1,753,784) (485,522) (2,283,592)
Add (deduct) items not involving cash

Amortization 46,769 5,285 52,054
Amortization of leasehold inducement (3,696) (616) (4,312)
Write-off of accrued accounts receivable 64,528 — 64,528

(1,646,183) (480,853) (2,171,322)
Net change in non-cash working capital 

balances related to operations [note 12] (245,704) (19,298) (268,044)
Cash used in operating activities (1,891,887) (500,151) (2,439,366)

INVESTING ACTIVITIES
Purchase of short-term investments (4,200,000) (40,000) (4,240,000)
Maturity of short-term investments 1,240,000 — 1,240,000
Purchase of capital assets [note 13] (150,507) (97,805) (248,312)
Cash used in investing activities (3,110,507) (137,805) (3,248,312)

FINANCING ACTIVITIES
Increase (decrease) in advances 

from related parties (65,629) 65,629 —
Repayment of obligation under 

capital leases (14,705) — (14,705)
Proceeds from issuance of 

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

common shares, net [note 13] 4,486,392 845,188 5,391,580
Cash provided by financing activities 9,320,999 910,817 10,291,816

Net increase in cash and cash
equivalents during the period 4,318,605 272,861 4,604,138

Cash and cash equivalents,
beginning of period 285,533 12,672 —

Cash and cash equivalents, end of period 4,604,138 285,533 4,604,138

See accompanying notes
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Notes to Consolidated Financial Statements  
June 2001 and 2000

1. DESCRIPTION OF BUSINESS AND BASIS OF PRESENTATION

Transition Therapeutics Inc. [the "Company"] is a biopharmaceutical development company, incorporated on July 6, 1998 under the
Business Corporations Act (Ontario). The Company is engaged in the business of developing therapeutic agents for Multiple Sclerosis and
other inflammatory and fibrotic diseases with large markets. To date, the Company has not earned significant revenues and is 
considered to be in the development stage.

The continuation of the Company's research and development activities and the commercialization of the targeted therapeutic products
is dependent on the Company's ability to complete its research and development programs, achieve future profitable operations and
finance its cash requirements.

These consolidated financial statements include the accounts of Transition Therapeutics Leaseholds Inc., its wholly-owned subsidiary,
incorporated on March 10, 2000 under the Business Corporations Act (Ontario).

2. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Revenue recognition

Product revenue, which consists of sales of reagents, is recognized upon shipment.

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.

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.

Loss per common and Class B share

Basic loss per common and Class B share is calculated based on the weighted average number of common and Class B shares outstanding
during the year. Fully diluted loss per common and Class B share amounts are calculated using the weighted average number of 
common and Class B shares that would have been outstanding had all outstanding stock options and share purchase warrants been 
exercised at the date of grant. As the impact of the exercise of these securities is anti-dilutive the fully diluted loss per common and Class
B share has not been presented.

Stock-based compensation plan

The Company has a stock-based compensation plan which is described in note 8. No compensation expense is recorded for this plan
when stock options are issued to employees, directors or consultants. Any consideration paid by employees, directors or consultants on
the exercise of stock options is credited to share capital.
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2. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (continued)

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, share subscriptions receivable,
interest receivable, GST receivable, accrued accounts receivable, investment tax credits receivable, accounts payable and accrued 
liabilities, advances from related parties and obligation under capital leases. As at June 30, 2001 and 2000, there are no significant 
differences between the carrying value of these amounts and their estimated market values.

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 ["ITC's"] are accrued when qualifying expenditures are made and there is reasonable assurance that the credits
will be realized. For income statement purposes, the ITC's are recorded as a reduction of the related expenditures.

3. LINE OF CREDIT

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

4. SHORT-TERM INVESTMENTS

Short-term investments consist of a term deposit of $3,000,000 at June 30, 2001 [2000 - $40,000] with an interest rate of 6% 
[2000 - 4.1%] and a maturity date of October 29, 2001.

5. SHARE SUBSCRIPTIONS RECEIVABLE

Included in share subscriptions receivable are amounts due from various shareholders to purchase common shares of the Company.
The share subscriptions receivable are non-interest bearing with no fixed repayment terms and have been repaid during fiscal 2001.

6. CAPITAL ASSETS

Capital assets consist of the following:

2001
Net

Accumulated book
Cost amortization value

$ $ $

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

359,235 46,246 312,989

Included in the value of computer equipment and office equipment and furniture at June 30, 2001 is equipment under capital lease
with a cost of $113,024 [2000 - $69,127] and accumulated amortization of $12,257 [2000 - $2,101].
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6. CAPITAL ASSETS (continued)
Amortization relating to laboratory equipment of $11,385 [2000 – nil] is included in research and development expenses.

2000
Net

Accumulated book
Cost amortization value

$ $ $

Computer equipment 30,356 1,518 28,838
Office equipment and furniture 91,554 3,052 88,502
Leasehold improvements 42,921 715 42,206

164,831 5,285 159,546

7. SHARE CAPITAL

[a] Authorized

Unlimited common shares

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

[b] Issued and outstanding and changes during the period

Common shares # $

Balance, July 6, 1998 3 1
Issued for cash 6,512,980 200
Repurchased for cash (6,512,983) (201)
Issued for note receivable 1,302,592 125,000
Issued for employment services 28,982 1
Issued for consulting services 195,389 6
Balance, June 30, 1999 1,526,963 125,007
Issued for cash 1,994,083 845,032
Issued for employment services 6,451,427 198
Issued for consulting services 211,672 7
Issued to founder 732,710 22
Balance, June 30, 2000 10,916,855 970,266
Issued for cash 1,953,894 60
Issued for employment services 553,603 17
Issued for consulting services 162,824 5
Issued for laboratory services 162,824 5
Conversion of Class B shares 2,000,000 1,512,290
Issued for cash pursuant to initial public offering, net [i] 4,225,000 4,486,305
Balance, June 30, 2001 19,975,000 6,968,948

Class B shares # $

Balance, June 30, 2000 — —
Issued pursuant to private placement, net [ii] 6,500,000 4,914,941
Conversion to common shares (2,000,000) (1,512,290)
Balance, June 30, 2001 4,500,000 3,402,651

Total common and Class B shares 24,475,000 10,371,599
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7. SHARE CAPITAL (continued)
[b] Issued and outstanding and changes during the period  (continued)

At June 30, 2001, the weighted average number of common and Class B shares outstanding is 17,347,534 [2000 – 8,163,721].

[i] Under the terms of an agency agreement dated February 19, 2001, including the exercised over-allotment, the Company issued 
4,225,000 common shares at the offering price of $1.25 for a total amount of $5,281,250. The net proceeds of this initial 
public offering were $4,486,305, net of the issue expenses and underwriters' fees in the aggregate amount of $794,945.

[ii On October 20, 2000 the Company sold 6,500,000 special warrants at a purchase price of $0.80 per special warrant through a 
private placement for a total amount of $5,200,000. The net proceeds of the private placement were $4,914,941. Each special 
warrant entitled the holder to acquire, without payment of additional consideration, one Class B share and one half of a share 
purchase warrant. Each Class B share is convertible to one common share without payment of additional consideration. Each 
whole share purchase warrant entitles the holder to purchase one Class B share of the Company at $1.25. The special warrants 
were deemed exercised on the closing of the initial public offering on February 28, 2001.

[c] Stock options and share purchase warrants

Share purchase warrants #

Share purchase warrants outstanding, June 30, 2000 —
Share purchase warrants issued on exercise of special warrants [note 7[b][ii]] 3,250,000
Share purchase warrants outstanding, June 30, 2001 3,250,000

The maximum possible cash proceeds to the Company from the exercise of the share purchase warrants are $4,062,500.

Subsequent to year end, 93,750 of the share purchase warrants were exercised, resulting in total cash proceeds to the Company of $117,188.

Stock options #

Stock options outstanding, June 30, 2000 —
Stock options issued 1,435,000
Stock options outstanding, June 30, 2001 1,435,000

The maximum possible cash proceeds to the Company from the exercise of the stock options are $1,507,750.

Subsequent to year end, the Company issued 150,000 stock options with an exercise price of $1.67.

8. STOCK-BASED COMPENSATION PLAN

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

All stock options granted under the Plan must be exercised within a maximum period of five years following the grant date thereof.
The maximum number of common shares that may be issued pursuant to stock options granted under the Plan shall not exceed 10%
of the issued and outstanding common shares, to a maximum of 2,100,000 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.

A summary of options outstanding as at June 30, 2001 under the Plan is presented below. There were no options outstanding as at
June 30, 2000.
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8. STOCK-BASED COMPENSATION PLAN (continued)

Number of Number of
Exercise outstanding Expiry exercisable

price options date options
$ # #

0.80 640,000 October 24, 2005 197,150
1.25 765,000 February 27, 2006 344,785
1.25 10,000 June 18, 2006 276
1.35 20,000 June 13, 2006 —

1,435,000 542,211

9. INCOME TAXES

[a] As at June 30, 2001, the Company has accumulated non-capital losses for income tax purposes of approximately $1,407,000 
which can be carried forward to reduce future Canadian taxable income. These income tax loss carryforwards will begin to 
expire in 2006.

As at June 30, 2001, the Company also has approximately $577,000 [2000 - $171,000] in Canadian scientific research and experimental
development expenditures which can be carried forward indefinitely to reduce future years' taxable income. In connection with 
these expenditures, the Company recorded $61,026 of refundable federal ITC's during the year ended June 30, 2000. As a result of 
the completion of the Company's initial public offering, the Company is no longer entitled to refundable federal ITC's. No amounts 
have been recorded during the year ended June 30, 2001. During fiscal 2001, the Company recorded $76,000 [2000 - $19,374] of 
refundable provincial ITC's. The Company has approximately $167,000 in federal ITC's 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:

2001 2000
$ $

Future tax assets
Capital assets 29,906 30,437
Non-capital loss carryforwards 398,525 143,440
Canadian scientific research and experimental 

development expenditures 116,043 39,864
Federal ITC's 47,353 —
Financing costs 319,836 —
Total future tax assets 911,663 213,741

Future tax liabilities
Leasehold inducements (9,248) (16,000)
Total future tax liabilities (9,248) (16,000)
Less valuation allowance 902,415 197,741

— —

10. RELATED PARTY TRANSACTIONS

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

Total financial consideration due to Cangene under the Agreement is $116,400, depending on the achievement of certain milestones;
a 1.0% to 1.5% royalty of net sales; and 50% of patent costs incurred on the patents for the licensed technology. As at June 30, 2001,
$52,700 [2000 - $52,700] of the milestone payments have been paid.
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10. RELATED PARTY TRANSACTIONS (continued)

During the year ended June 30, 2001, the Company recorded patent expenses owing to Cangene of $25,640 [2000 - $20,197] and 
recovery of patent expenses owing from Cangene of $57,837 [2000 – nil]. The net amount of these balances has been recorded 
as accrued accounts receivable as it has not yet been invoiced to Cangene.

In addition, under the Agreement the Company and Cangene have committed to the following research and development projects:

[i] To jointly research and develop products for tissue wound healing. Each party will provide up to $1,000,000 over the first 
two years of the Agreement with each party contributing equal amounts and equally sharing profits.

[ii] To jointly research and develop products for cancer. Each party will provide up to $500,000 over the first two and a half 
years of the Agreement with each party contributing equal amounts and equally sharing profits.

[iii] The Company is to provide $400,000 within the first two years to co-develop several products.

During the year ended June 30, 2000, the Company incurred $129,056 of expenditures under [i] and recorded Cangene' proportionate
share of these expenses, of $64,528, as collaboration revenue and accrued accounts receivable.

During the year ended June 30, 2001, the Company's agreement with Cangene was amended such that the Company would 
provide the $400,000 referred to in [iii] prior to Cangene providing any amounts under [i]. As a result of this amendment, the 
$64,528 of accrued accounts receivable, that related to the collaboration revenue recorded in fiscal 2000, was written off to 
research and development expenses during the year ended June 30, 2001. The collaboration revenue was reclassified to research 
and development expenses for the year ended June 30, 2000, so that the cumulative figures do not present amounts which were 
subsequently written off.

As at June 30, 2001, the Company has incurred total expenditures under [iii] of approximately $361,000, including the $129,056 
incurred during the year ended June 30, 2000.

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 2001, the Company issued 162,824 common shares for nominal consideration to the Canadian Arthritis 
Network ["CAN"] for past and future services and laboratory facilities provided by CAN to the Company. In addition, for 
laboratory facilities and support services the Company paid $20,000 to CAN during the year ended June 30, 2001 and is 
obligated to make additional payments of $20,000 on November 1, 2001 and April 1, 2002. Of the $20,000 paid to CAN,
$10,000 is included in prepaid expenses and other assets and $10,000 is included in research and development expenses,
net. The President and CEO of the Company is a Director, Senior Officer and Program Director of CAN. The commitment for 
these costs is included in the premises lease commitments in note 14.

[c] The advances from related parties at June 30, 2000 were non-interest bearing and comprised of a loan of $15,629 from an 
officer of the Company and $50,000 payable to HDM Diagnostics & Imaging Inc., a company controlled by the President and 
CEO of the Company, and were due on demand. The Company repaid these amounts during the year ended June 30, 2001.

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

[e] During fiscal 2001, the Company paid $30,000 to a Director of the Company under a consulting agreement which was 
completed in May 2001.
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11. RESEARCH AND DEVELOPMENT PROJECTS

Treatment of Multiple Sclerosis

The Company's Multiple Sclerosis ["MS"] program employs a strong drug discovery program to rapidly screen and validate lead compounds
by using both a traditional and a proprietary demyelinating transgenic mouse model. In studies conducted by Dr. Mario Moscarello, at
The Hospital for Sick Children, the Company's interferon-EMZ701 combination therapy was shown to be effective in treating the symptoms
of MS in a spontaneous demyelinating model. The Company believes the combination therapy provides a significant improvement over
the use of interferon alone, and extends the patent life of the use of interferon for the treatment of MS. Over the last year, the
Company has increased its focus on the screening and development of therapeutics for MS. It has a strong pipeline of novel therapies
that are equal to or more effective than interferon-beta in animal models for MS.

The Company is currently developing and conducting the safety, toxicity, formulation and manufacturing studies, of both the combination
therapy and one novel therapy, that will be required for an Investigational New Drug ["IND"] submission.

$

Research and development expenses for the year ended June 30, 2000 52,726
Research and development expenses for the year ended June 30, 2001 159,837
Cumulative research and development expenses 212,563

Treatment of Diabetes and Obesity

In animal studies conducted by Dr. David Hart of the University of Calgary, the Company's novel products have shown efficacy in the treatment
of Type I diabetes and obesity. The Company's novel products, at a cost-effective dose, were 100% effective in preventing the onset of
diabetes as well as inhibiting the symptoms and pathologies associated with the disease. A lead compound has been selected for 
pre-clinical toxicity studies.

In collaborations with Dr. Hart, the Company will determine the appropriate dosing and concentrations of drug necessary to treat diabetes.
These studies in combination with the pre-clinical toxicity studies will provide the basis for an IND submission and a Phase I study.

In other studies conducted by Dr. Hart, the Company's lead compound for obesity induced a loss of deposited fat. The Company is 
currently performing other studies before determining if an IND submission will be filed for this compound.

$

Research and development expenses for the year ended June 30, 2000 47,983
Research and development expenses for the year ended June 30, 2001 100,328
Cumulative research and development expenses 148,311

Treatment of Restenosis

In animal studies conducted by Dr. Bradley Strauss and Dr. Michelle Bendeck of St. Michael's Hospital and the University of Toronto,
respectively, the Company's lead restenosis compound has been shown to reduce restenosis when applied systemically. The Company
intends to conduct additional studies to further validate the technology. Should such technology be validated, the Company intends to
seek a device manufacturer for the development of this product.

When the device manufacturer has been determined, the Company intends to carry out studies to determine if local delivery of its products
is effective. In addition, the Company will continue to further advance products in its pipeline delivered both systemically and locally.

$

Research and development expenses for the year ended June 30, 2000 22,068
Research and development expenses for the year ended June 30, 2001 93,988
Cumulative research and development expenses 116,056

Treatment of Scarring/Wound Healing

As part of a co-development agreement with Cangene to develop and assess HA binding peptides for the treatment of scarring and
wound healing, the Company conducted screening and animal studies in-house and in collaboration with Dr. Thomas Mustoe of
Northwestern University in Chicago. Dr. Mustoe is examining the efficacy of selected peptides in a rabbit model for scarring and
wound healing. This data will be used to assess whether the Company will continue with this project.

$

Research and development expenses for the year ended June 30, 2000 93,212
Research and development expenses for the year ended June 30, 2001 359,142
Cumulative research and development expenses 452,354



11. RESEARCH AND DEVELOPMENT PROJECTS (continued)

Discovery and Manufacturing Program

The Company has scientists in two facilities to work on discovery projects. These facilities are located in Mount Sinai Hospital and The
Hospital for Sick Children. These scientists screen peptides, small molecules and other agents to identify therapeutics with efficacy in MS,
diabetes and restenosis. Each therapeutic identified is then further examined in the appropriate research program.

Through an agreement with Cangene, the Company has scientists working in a Cangene manufacturing facility. These scientists have access
to Cangene's facilities, equipment and knowledge in the production of recombinant proteins for research and discovery purposes.

$

Research and development expenses for the year ended June 30, 2000 —
Research and development expenses for the year ended June 30, 2001 244,448
Cumulative research and development expenses 244,448

12. CONSOLIDATED STATEMENTS OF CASH FLOWS

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

2001 2000
$ $

Share subscriptions receivable 30,579 34,499
Interest receivable (122,436) —
GST receivable (101,297) (16,469)
Accrued accounts receivable 27,568 (104,096)
Investment tax credits receivable (51,000) (42,180)
Deposits on collaborations (98,524) (4,350)
Prepaid expenses and other assets (193,442) (17,272)
Accounts payable and accrued liabilities 262,848 130,570

(245,704) (19,298)

Supplemental cash flow information
Interest paid 27,325 1,283

13. NON-CASH TRANSACTIONS

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

[a]  A leasehold inducement of nil was received [2000 - $36,980].

[b]  Capital assets of $43,897 were acquired under capital leases [2000 - $67,026].

[c]  Common shares were issued for non-cash consideration of nil [2000 - $71].

14. COMMITMENTS

[a] 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 up front 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, 2001, $10,000 [2000 - $10,000] of the 
commitment has been paid and an additional $150,000 [2000 - $106,384] of the commitment has been satisfied by research 
sponsorship agreements with HSC.

[b] 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 up front 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 14[a]]. The annual license fees can be decreased 
by any research sponsorship agreements with MSH. As at June 30, 2001, $17,500 [2000 - nil] of the commitment has been paid 
and an additional $18,300 [2000 – nil] of the commitment has been satisfied by research sponsorship agreements with MSH.
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14. COMMITMENTS (continued)

[c] On January 20, 2000 the Company entered into a License Agreement with Cangene to acquire RHAMM technology [note 10[a]].

[d] On March 1, 2001 the Company entered into an exclusive license agreement with HSC for a proprietary demyelinating transgenic
mouse model for MS. The maximum financial consideration due to HSC from the Company will be $100,000 and 10% of the revenues
from sub-licensing of the Model. The $100,000 can be decreased by any research sponsorship agreements with HSC. To date, the
Company has signed sufficient research sponsorship agreements to decrease the $100,000 commitment to nil.

[e] As at June 30, 2001 the Company is committed to aggregate expenditures of $263,745 [2000 - $20,584] under its 
collaboration agreements.

[f] 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:

$

2002 33,162
2003 32,228
2004 21,913
2005 21,913
2006 19,646
Thereafter —

128,862
Less imputed interest 26,836

102,026
Less current portion 25,859

76,167

[g] The Company leases various premises under operating leases expiring at various dates to April 30, 2005. One of the leases 
can be renewed for an additional five years from April 30, 2005 at a negotiated rate. Future minimum annual lease payments
under these operating leases in aggregate and over the next five years are as follows:

$

2002 99,392
2003 39,099
2004 34,870
2005 31,700
2006 —

205,061

During the year, the rental expense for the various premises under operating leases was $52,322 [2000 - $4,314].

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.

15. SEGMENTED INFORMATION

The Company considers itself to be in one business segment, that is, the research and development of therapeutic agents and operates
in Canada.

16. COMPARATIVE CONSOLIDATED FINANCIAL STATEMENTS

The comparative consolidated financial statements have been reclassified from statements previously presented to conform to the 
presentation of the 2001 consolidated financial statements.
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