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ITEM 1. DESCRIPTION OF BUSINESS
THE COMPANY

WaterChef, Inc. (the "Company", "WaterChef"), designs, manufactures and markets
water purification equipment Water coolers and filters were a substantial part
of the Company's business from 1993 until the fourth quarter of 2001, at which
time this business was sold so that WaterChef could concentrate on the further
development , manufacturing and marketing of their patented line of "PureSafe"
water purification systems. The accompanying financial statements have been
prepared assuming the Company will continue as a going concern. To date, the
Company has shipped 20 PureSafe units. Revenue has been recognized on only 2
PureSafe units as 18 units which were shipped to the Kingdom of Jordan have not
met the criteria for revenue recognition due to no reasonable assurance of
collectibility.

BACKGROUND

The Company was originally incorporated under Arizona law in 1985 and merged
into a Delaware corporation in 1987. In 1993 the Company, then known as Auto
Swap, U.S.A., entered into a reverse merger with WaterChef, Inc., a Nevada
corporation ("Water Chef-Nevada), which manufactured and marketed water coolers
and filters. The financial statements prior to June 4, 1993 are those of
WaterChef (Nevada), which is considered to be the Predecessor Company.

In 1994 the Company established a Joint Venture (the "JV") in the Peoples
Republic of China ("China") in which it held a 55% interest for an investment of
$475,000, funded by cash, machinery and equipment and transferred technology.
The Chinese investment provided a manufacturing and development site for
WaterChef's water cooler line. Product was shipped for further assembly to
WaterChef's leased facilities in Montana. In the year ended December 31, 2000
all remaining value attributed to the joint venture was written off. With the
sale of the water cooler, filter and accessory lines in the fourth quarter of
2001, WaterChef's interest in the joint venture was assigned to the purchaser
and the Montana facility was closed.

PRODUCTS

Prior to the fourth quarter of 2001, when the Company decided to concentrate its
efforts on the further development, manufacturing and marketing of the PureSafe
Water Station (the "PureSafe"), WaterChef believed that its water dispensers and
its wide variety of consumer oriented water filtration products met or exceeded
the design, quality and performance of competitive products. Market
considerations were such however as to limit the opportunities for profit and
growth, Management determined that in order to build considerable shareholder
value, they would transition out of the commodity dispenser and filter
businesses and develop products that they felt were unique to the marketplace.

2

In 1998, searching for a "killer application", WaterChef management focused on
the worldwide need for safe drinking water for populations who are unserved by
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municipal water treatment facilities, or are served by municipal systems which
have malfunctioned because of improper maintenance or faulty design. The result
of that activity is the PureSafe Water Station, a turn-key unit that converts
"gray", or bathing grade, water into United States Environmental Protection
Agency ("EPA") grade drinking water. The PureSafe eliminates all living
pathogens that pollute non-processed water - bacteria, cysts, viruses,
parasites, etc. - at an affordable cost for the emerging economies of the world.

The PureSafe Water Station was tested by H2M Labs, Inc. which is approved by
Nassau and Suffolk counties in New York to perform drinking water testing for
the various municipalities in those counties. The specific test performed was a
total and fecal coliform bacteria test, wherein the source water storage tank
which feeds the PureSafe was tested for the presence of total and fecal coliform
bacteria. The source water tank was found to have 50 colonies of coliform
bacteria present. The source water tank was then "spiked" with a three (3) liter
concentration of laboratory grown and cultured bacteria and the storage tank
were measured again with 80,000,000 colonies of bacteria detected. After being
processed through the PureSafe system, the water was tested again, and "FEWER
THAN 2 COLONIES" were detected. In addition to the laboratory test conducted for
WaterChef by H2M Labs, the available scientific literature, in industry Jjournals
such as Water Technology and Water Conditioning and Purification International,
supports the statement that an ozone system such as the one utilized in the
PureSafe effectively eliminates all living pathogens. Ozone was first used in
municipal water treatment in Nice, France in 1904, and then in the Jerome Park
Reservoir in the Bronx, New York in 1906 The Company has studied other products
on the market and concluded that the PureSafe Water Station system is an
affordable alternative to other products on the market.

The PureSafe Water Station is a self-contained, six stage water purification
center. It is housed in the equivalent of a small storage container -
approximately four feet wide, seven feet long, and six and one-half feet high.
The unit weighs approximately eleven hundred pounds (without water) and has been
configured for portability, durability, and easy access to its essentially
off-the-shelf components. It is constructed with weather and UV resistant
fiberglass, aluminum and steel, and is equipped with internal and external
lighting.

The PureSafe can purify and dispense up to 15,000 gallons per day for an
all-inclusive cost (labor, power, amortization of the capital cost, replacement
filters, cartridges and media) of approximately one-half cent per gallon. The
process wastes very little water, producing approximately one gallon of pure
drinking water for every gallon processed. The unit can be moved with a single
fork-1ift and is transportable by truck or helicopter. Operating the PureSafe is
simple and straightforward. Turn-key in design, minimum wage personnel can be
trained to operate the unit. A system of fail-safes is built into the operation,
and aside from easily installable spares such as filters and cartridges, a
maintenance and oversight program established by WaterChef should maintain the
operating efficiencies built into the system. WaterChef warrantees each unit for
a period of one year as long as the required maintenance protocols, using
WaterChef supplied parts, as prescribed in the maintenance manual are adhered
to. To date, there is one unit that is still under warranty. WaterChef also
plans to have periodic inspections of installed equipment by the Company's
agents.

While each unit is configured to respond to the particular water quality of a
particular site, such as arsenic removal, seawater desalination, oil separation,
etc., the typical unit contains the following components:

a. Inlet connection with macro-filter - designed to strain the input water,
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removes large particulate and directs water into the system

b. 1Inlet pump - self-priming pump which maintains water pressure at minimum
40psi throughout the system

c. Pre-depth media filter - a multi-media mixed bed to remove pollutants.
Pressure gauges mounted on the exterior front panel of the unit allow
for visible monitoring of system performance.

d. Ozone generator - provides a rich ozone source that effectively kills
all living pathogens such as bacteria, viruses, cysts, parasites, etc.
Unused ozone reverts back to oxygen and produces no harmful byproducts.

e. Ozone mixing tank - WaterChef's proprietary process for effectively
mixing the ozone into the water and maintaining the required contact
time to ensure oxidation of contaminants.

f. Process pump - provides optimal operation of the ozone processing.

g. Post-depth media filter - another, different, multi-media mixed bed
designed to filter out oxidized or precipitated pollutants and
contaminants after the ozone treatment. Effectively removes metals,
organics and inorganics. Pressure gauges on the front panel indicate the
need for backwashing to maintain optimal performance.

h. Ultraviolet treatment - provided by a UV lamp as a redundant sterilizer
step to eliminate any surviving pathogens or micro-organisms. The UV
lamp is tuned to a frequency which also converts 03 (ozone) back to 02
(oxygen) .

i. KDF filter - an ion exchange media containing a proprietary blend of
copper, zinc and other alloys, effectively adsorbs chlorine and
biological, inorganic and metallic contaminants.

j. Carbon filter - prevents bacteria regrowth while removing inorganic
compounds and improves water taste and removes odor. The carbon filter
also acts as a redundant ozone destruct mechanism.

k. Mixer - sends ozone treated water to the bottle washing stations.

1. Bottle washing stations - incorporated on the outside front of the unit
for easy access in order to effectively clean bottles used to carry
water treated at the site.

m. Dispensing stations - four individual dispensing lines, each with flow
adjusting valves to help regulate a smooth, steady flow of water into
clean bottles.

MANUFACTURING

Prior to the sale of its dispenser products, the Company manufactured its water

cooler products in Montana and through a Joint Venture ("JV") in China. With the
sale of this line of business, WaterChef negotiated an early termination of the

Montana lease and, with the consent of its JV partner, transferred its interest

in the JV to the purchaser of the water cooler and filter business in the fourth
quarter of 2001.

In 2000 the Company entered into a subcontracting agreement with Davis Aircraft
Products Inc, ("Davis") for the manufacture of the PureSafe Water Station
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system. Based upon the experience and the resources of Davis, Company management
believes that Davis can provide the production and manufacturing support
services necessary to supply WaterChef's requirements over the foreseeable
future at a price, and with the quality and performance standards necessary to
meet, or exceed, the needs of the markets that the Company expects to serve.

RAW MATERIALS

The PureSafe has been designed to use, for the most part, readily available
off-the-shelf components, sub-systems and equipment. Inasmuch as each of the
components and sub-systems are available from multiple vendors, the Company does
not believe that obtaining these for its sub-contractor, for itself, or for
others if it chooses to manufacture elsewhere, will be a problem. WaterChef has
also incorporated patented and proprietary technology in the PureSafe and is
confident that it can protect this intellectual capital throughout the
manufacturing and distribution cycle.

COMPETITION

While the Company believed that its water coolers and filters were competitive,
substantial competition existed in the marketplace with almost all its
competitors possessing significantly greater financial resources. Recognizing
that this would not allow the revenues and margins required to give adequate
value to its shareholders, the Company wound-down the water cooler and filter
business, in the fourth quarter of 2001, and redirected their efforts and
financial resources to produce a product that addressed the needs of a
substantial marketplace in which they could be competitive.

While there are many excellent water purification products, management believes
the PureSafe Water Station is a unique product, which directly addresses the
drinking water needs of those environs which do not today, and are unlikely to,
enjoy access to municipally treated water. The Company has produced a turnkey
solution which produces pure water to meet U.S.EPA drinking water standards.
This is a far different market than that addressed by the segment of the
industry which has concentrated on the multi-billion dollar municipal water
treatment sector, or the equally large residential sector. The municipal
solution requires significant investment for infrastructure development
(building plants and laying miles of distribution pipes), and products for
residential markets do not offer the performance or features to meet the needs
of the underdeveloped nations of the world.

Management does recognize that its potential competitors have far more
resources, and that being first to the marketplace is no assurance of success.
It must be assumed that others are working on systems which, if successfully
brought to market, could seriously impact the viability of the company.

5

MARKETING

The market for the PureSafe is substantial and is both world-wide and domestic.
Major parts of Africa, the Middle East, Southeast Asia, the Indian
sub-continent, Latin and South America, the Caribbean, and much of Eastern
Europe is in need of adequate supplies of pure water, Jjust as is Florida,
Georgia, and other regions in the United States. In part, solving this problem
has been a question of appropriate technology. Secondarily, but Jjust as
important, in a vast part of the world is the need to secure third party
financing so that the local populace can enjoy the benefits of clean water.

WaterChef believes that it has demonstrated that it possesses the technology.
The Company also believes that financing is available for third world economies
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from a variety of sources. The challenge for the Company, a virtual unknown in
the industry and with limited capital, is in getting its message in front of
decision makers. To this end, WaterChef has enlisted the aid of some of the
world's most outstanding experts in water purification, especially as it relates
to the needs of underdeveloped countries.

The Company's Scientific Advisory Board is chaired by Dr. Ronald Hart, former
Director of The National Center for Toxicological Research and a U.S. Food and
Drug Administration "Distinguished Scientist in Residence". The Board also
includes Dr. Mohamed M. Salem, Professor of Occupational and Environmental
Medicine, Cairo University; Dr. Richard Wilson, Mallinckrodt Research Professor
of Physics, Harvard University; Dr. Mostafa K. Tolba, former
Under-Secretary-General of the United Nations and Director of the U.N.'s
Environmental Program; and Lord John Gilbert, former Minister of State for
Defence for the United Kingdom under three Prime Ministers and
Secretary/Treasurer of the Tri-Lateral Commission.

Not only have the members of the Scientific Advisory Board provided valuable
input and guidance to the Company with respect to system design, technological
input, remediation approaches and a great deal of information relative to the
unique water problems facing many areas of the world, but they have also been
active in introducing the Company to commercial opportunities

During 2000 the Company entered into a master distribution agreement with 4Clean
Waters Ltd., a newly formed Hong Kong corporation to market the PureSafe
internationally. In addition to lending the Company money, with an option to
convert to the Company's common stock, 4Clean Waters had certain threshold sales
requirements necessary to retain their exclusivity. In addition to cash
incentives, there were provisions that would have allowed 4Clean Waters to
purchase additional shares in WaterChef from commissions earned. While there
were a number of sales initiatives that had been initiated by 4Clean Waters, and
the relationship has been cooperative and ongoing, 4Clean Waters was not able to
produce sales for the Company as anticipated during the term of the agreement.
Notwithstanding the agreement with 4Clean Waters, the Company retained the right
to market the PureSafe Water Station itself, with the understanding that sales
made directly by WaterChef, with the exception of certain "grand-fathered"
accounts, would count against the minimum sales required in the year for 4Clean
Waters to retain their sales exclusivity. The limited sales of the PureSafe thus
far have been as a result of the Company's own marketing activities Until the
September 11, 2001 attacks on the World Trade Center and the Pentagon, the
Company had not considered the U.S. domestic market an important part of their
overall marketing strategy.

Now, however, with the creation of the Homeland Security Agency and a new focus
on possible terrorist attacks in the United States causing the creation of
programs to ensure the protection and preservation of our water resources,
opportunities for our products have opened up. WaterChef has been in discussion
with political and government contacts to explore the applications for the
PureSafe as a back-up drinking water system in case of damage to municipal
systems. On the basis of these discussions and other information relative to
homeland security, the Company will be pursuing various options for sales to
this market.

PATENTS

Included in the sale of assets in the sale of the water cooler and filter
business in December, 2001 were eight patents that related to the manufacture of
water dispensers. These patents covered the design of a new water dispenser,
creating and dispensing carbonated water through a water cooler, and the use of



Edgar Filing: WATER CHEF INC - Form 10KSB

ice as a thermal storage medium. As of December 31, 2001, the Company attributed
no value to these patents as they related to the business being sold. The water
dispenser patents were assigned to the buyer of the water cooler business upon
the payment of the last scheduled payment in second quarter, 2002.

The Company filed for patent protection on its PureSafe Water Station in October
of 1998 and received formal notification that the patent had been issued on
February 19, 2002. The Company feels that this patent upholds the claims that
the PureSafe system is a unique product. In addition to its U.S. patent, the
Company has filed for patent protection in the countries of the European Union,
and in Canada, Mexico, China, India, Korea and Japan.

The name PureSafe Water Station and the stylized water droplet mark have been
trademarked in the United States.

There can be no assurance that any application of the Company's technologies
will not infringe patent or proprietary rights of others, or that licenses which
might be required for the Company's processes or products would be available on
favorable terms. Furthermore, there can be no assurance that challenges will not
be made against the validity of the Company's patent, or that defenses
instituted to protect against patent violation will be successful.

SEASONALITY
The Company does not expect the Pure Safe to be influenced by seasonality.
RESEARCH AND DEVELOPMENT

Research and development takes place at the Company's office. Testing, modeling,
simulation and prototype manufacturing are outsourced with much of the ongoing
development taking place at the Company's contract manufacturing facilities
under the supervision of Davis Water Products.

INSURANCE

The Company maintains a $1,000,000 umbrella policy, in addition to a $2,000,000
general and product liability policy, which covers the manufacture and marketing
of its products. The Company believes its insurance coverage to be adequate.

EMPLOYEES

As of December 31, 2002 the Company employed two executive personnel in its
headquarters.

The Company believes that its relations with its employees are good. The Company
also believes there is a sufficient number of persons available at prevailing
wage rates in or near our manufacturing locations that should expansion of its
production require additional employees, they would be readily available. The
Company has no collective bargaining agreement with any of its employees.

ITEM 2. DESCRIPTION OF PROPERTY

In the fourth quarter of 2001 the Company closed its manufacturing facility in
Montana, and sold its water cooler and filter business and has transferred its
relationship with its JV in China to the buyer of this discontinued operation.
It presently has no owned or leased manufacturing facilities, nor does the
Company have a plan to acquire its own manufacturing facility. The PureSafe
Water Station is manufactured for the Company under a contract by Davis Water
Products.
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ITEM 3. LEGAL PROCEEDINGS

WaterChef was a defendant in a legal action brought by certain debenture holders
("Bridge Loans") in New Hampshire Superior Court seeking repayment of debenture
principal of $300,000 and accrued interest from 1997. On June 22, 2002 a
settlement was reached whereby the Company agreed to pay $497,500 in the form of
shares of common stock. The number of shares to be issued was determined by
dividing $497,500 by the average daily trading price of the Company's common
stock over a 30 day period subsequent to the execution of the settlement
documents. Due to an average trading price of $0.029 over the measurement
period, the Company is obligated to issue 17,037,671 shares of common stock. The
stock has not yet been issued, and will not be issued, and the terms of the
settlement agreement will not be completed, until WaterChef's shareholders have
approved an increase in the authorized common stock of the Corporation. As such,
the Company has recorded these 17,037,671 shares as a liability, in common stock
to be issued, totaling $497,500 as of December 31, 2002.

In addition to the issuance of the above mentioned shares. Attached to the
original Bridge Loans were warrants for the purchase of the Company's common
stock at $0.15 per share. The debenture holders that participated in the legal
action had the lives of their warrants extended. Such warrants that were to have
expired in March 2002 have been extended until March 2004. A total of 1,666,667
shares of common stock may be purchased under these extended warrants.

The Company was a defendant in an action brought by a customer/licensee relating
to a claim that the Company breached a contract by shipping certain goods that
did not conform to the contract. A negotiated settlement was reached calling for
the payment by WaterChef of $27,500, with the first payment of $3,500 due in
February, 2003 and $3,000 per month payable each month, for eight consecutive
months thereafter.

In May 2001, the Company entered into a distribution agreement with a company
(the "Sub Distributor") based in Jordan. The Sub Distributor has agreed to
purchase no fewer than 100 units of the Company's "Pure Safe Water Station"
during 2001 and a minimum of 50 units in each of 2002 and 2003. During the year
ended December 31, 2001, 18 units have been shipped under this agreement. The
sale will be recognized when the Company receives payments due to the fact that
collectiblity cannot be reasonably assured. The Company has recorded the cost of
the inventory shipped as a loss contingency of $242,035 during the year ended
December 31, 2001, since return of the items is uncertain. The Company has
engaged legal council in Jordan, to pursue legal remedies and obtain payment for
all units shipped.

ITEM 4 SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS
A preliminary Proxy for the purpose of increasing the authorized common shares
of the Corporation was submitted to the SEC, whose questions and comments are

being addressed before resubmission. Upon approval by the SEC, the proxy will be
mailed to the shareholders and a vote by the shareholders will be scheduled.

PART II
ITEM 5. MARKET FOR COMMON EQUITY AND RELATED STOCKHOLDER MATTERS.

PRICE RANGE OF COMMON STOCK



Edgar Filing: WATER CHEF INC - Form 10KSB

The Company's common stock is traded on the OVER-THE-COUNTER ("OTC") Electronic
Bulletin Board under the symbol WTER.OB. This market is categorized as being
"thin" which means that there is generally a paucity of buyers and sellers as
found in the more heavily traded Small Cap and NASDAQ markets. The Bulletin
Board stocks generally do not have the trading characteristics of more seasoned
companies as they lack the market-makers that will make orderly markets as well
as the buyers and sellers that give depth, liquidity and orderliness to those
markets. In addition, the solicitation of orders and/or the recommendations for
purchase of Bulletin Board stocks 1is restricted in many cases by the National
Association of Securities Dealers (the "NASD") and by individual brokerage firms
as well.

The chart below sets forth the range of high and low bid prices for the
Company's common stock based on closing transactions during each specified
period as reported by the National Quotation Bureau, Inc. The prices reflect
inter-dealer prices without retail mark-up, markdown, quotation or commission
and do not necessarily represent actual transactions.

HIGH LOW

2001
First Quarter .17 .06
Second Quarter .46 .13
Third Quarter .33 11
Fourth Quarter .18 .07

2002
First Quarter .13 .05
Second Quarter .08 .03
Third Quarter .04 .02
Fourth Quarter .03 .01
10

ITEM 6. MANAGEMENT'S DISCUSSION AND ANALYSIS OR PLAN OF OPERATION.
INTRODUCTION
DEVELOPMENT OF THE COMPANY

The Company was originally incorporated under Arizona law in 1985 and merged
into a Delaware corporation in 1987. In 1993 the Company, then known as Auto
Swap, U.S.A., entered into a reverse merger with WaterChef, Inc., a Nevada
corporation which manufactured and marketed water coolers and filters. The
financial statements prior to June 4, 1993 are those of WaterChef (Nevada),
which is considered to be the Predecessor Company.

Until the fourth quarter of 2001 WaterChef was engaged in the manufacture and
marketing of water coolers and water purification and filtration equipment. In
the fourth quarter of 2001 the Company negotiated the sale of the water cooler
and filter businesses in order to focus its activities on its PureSafe business
line. The PureSafe has been designed by the Company to meet the needs of
communities who either did not have access to municipal water treatment systems,
or to those whose systems had been compromised, either by environmental factors
or by faulty design or maintenance.

RESULTS OF OPERATIONS

10
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As a result of the restatement of the financial statements for the year ended
December 31, 2001, and certain adjustments to the financial statements for the
year ended December 31, 2002, the Company will be restating its Form 10-QSB
filings included in those periods as soon as practicable.

During 2001 WaterChef made the strategic decision to exit the water cooler and
consumer filter segments of its business in order to concentrate its resources
on the development of the market for the PureSafe Water Station. With the sale
of these assets consummated in December 2001, the Company's water cooler and
consumer filter businesses are reported as discontinued operations for 2001,
resulting in a loss from discontinued operations of $40,412. This loss was
offset by an extraordinary item, a gain on the early extinguishment of debt of
$93,062 related to the discontinued operations for the year ended December 31,
2001. In addition, a gain on the disposal of discontinued operations in the year
ended December 31, 2001 resulted in a gain of $38,791.

Sales for the fiscal years ended December 31, 2002 and December 31, 2001 were
$40,000 and $34,750, respectively. Revenues increased $5,250 or 15% from the
previous 12 months as the Company sold one PureSafe Water Station in 2002 to
White Cross Partners for installation in Juticalpa, Honduras.

Cost of sales increased from $28,000 for the year ended December 31, 2001 to
$246,430 for the year ended December 31, 2002, an increase of $218,430 or 780%.
The increase is due to rent and overhead payments made to the contract
manufacturer due to the absence of production orders, and an increase in
inventory reserve recorded in 2002.

11

Selling general and administrative expenses for the twelve months ended December
31, 2002 were $789,120 compared to $818,286 for the twelve months ended December
31, 2001, a decrease of $29,166 or 4%. The decrease in expense is primarily due
to lower professional fees in 2002, primarily related to the negotiated
settlement of litigation, most of the legal work having occurred in 2001.
However, the overall decrease in 2002 is offset by higher consulting and
advisory board fees in 2002 as compared to 2001.

In 2001 the Company incurred $212,500 of research and development expense for
the completion of the development of the PureSafe Water Station, and there was
no R&D expensed in 2002.

Interest expense for the year ended December 31, 2002 was $179,111, compared to
$278,963 for the year ended December 31, 2001, a decrease of $99,852, or 36%.
The 2001 year included a non-cash debt discount of $90,200 which was amortized
and recorded as interest expense in 2001.

In 2002 the Company recognized a non-cash expense of $208,935 attributable to
the shares to be issued to the Company's CEO upon the voluntary surrender of his
non-dilution agreement.

The loss from continuing operations for the fiscal year ended December 31, 2002
was $1,589,746 compared to $1,545,034 for the fiscal year ended December 31,
2001, an increase of $44,712 or 3%.

For the fiscal year ended December 31, 2002 the Company had a net loss of
$1,589,746 compared to a net loss of $1,453,593 for the year ended December 31,
2001.

LIQUIDITY AND CAPITAL RESOURCES

11
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At December 31, 2002 the Company had a stockholders' deficiency of approximately
$3,374,000 and a working capital deficiency of approximately $2,970,000. In
addition, the Company has incurred losses from continuing operations of
approximately $1,590,000 and $1,545,000 for the years ended December 31, 2002
and 2001, respectively. The accompanying financial statements have been prepared
assuming that the Company will continue as a going concern. The auditor's report
on its financial statements included elsewhere herein contains an explanatory
paragraph about the Company's ability to continue as a going concern. These
conditions raise substantial doubt about the Company's ability to continue as a
going concern. Management's plans with respect to these matters include
restructuring its existing debt, raising additional capital through future
issuances of stock and / or debt. The accompanying financial statements do not
include any adjustments that might be necessary should the Company be unable to
continue as a going concern.

The Company, during 2002 and 2001, raised $447,700 and $1,062,393, respectively
through the sale of common and preferred stock and the issuance of notes
payable.

12

During 2002 the Company continued the restructuring of its debt. In the second
quarter of 2002 the Company reached a negotiated settlement in an action brought
by certain debenture holders (the "Bridge Lenders") in New Hampshire Superior
Court. The litigants sought repayment of $300,000 of debenture principal,
together with interest from 1997, and the issuance of penalty shares for
non-payment of principal and interest. In addition, damages were sought relating
to the Company's failure to register the shares issued under a related warrant
agreement.

The Company and the Bridge Lenders settled this dispute for a total $497,500,
payvable in shares of the Company's common stock. The number of shares of common
stock to be paid was determined by dividing $497,500 by the average daily
trading price of WaterChef common over a thirty (30) day trading period,
commencing upon the execution of the settlement agreement. Due to these
requirements, the Company is obligated to issue 17,037,671 shares of common
stock, based on an average price over the measurement period of $0.0292. The
total authorized common stock of the Company does not currently provide a
sufficient number of authorized and unissued, shares to fulfill the terms of the
settlement agreement. As such the Company has recorded these 17,037,671 shares
to be issued as a liability in common stock to be issued for $497,500 as of
December 31, 2002.

In addition to the issuance of the above mentioned shares, attached to the
original Bridge Loans were warrants for the purchase of the Company's common
stock at $0.15 per share. The debenture holders that participated in the legal
action had the lives of their warrants extended. Such warrants that were to have
expired in March 2002 have been extended until March 2004. A total of 1,666,667
shares of common stock may be purchased under these extended warrants. The
Company has recorded a non-cash charge of $111,000 related to the extension of
the lives of these warrants. Such charge is included in the loss on settlement
of debt.

In addition to the above settlement with Bridge Lender who participated in the
legal action, the Company settled its obligation with debenture holders that did
not participate ("non-participating debenture holders") in the legal action.
These non-participating debenture holders had total debentures of $75,000, plus
accrued interest of $9,850, totaling $84,850 as of the settlement date. In
conjunction with the above settlement, the Company settled these outstanding
non-participating debentures, plus accrued interest, with the issuance of
750,000 shares of common stock valued at $0.0292 per share, or $21,900. The
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terms of their warrants were not extended, nor are they entitled to receive
additional shares based of the Company's common stock achieving a certain
average trading price 30 days subsequent to the settlement with the
participating debenture holders. The Company has recorded a $62,950 gain with
regard to the settlement of the non-participating debentures. As of December 31,
2002, the 750,000 shares have not been issued as the Company does not currently
have a sufficient number of authorized and unissued common shares to settle
these non-participating debentures. As such the Company has recorded these
750,000 shares to be issued as a liability in common stock to be issued for
$21,900 as of December 31, 2002.

During 2002 the Company also issued 450,000 shares of common stock, valued at
$36,000, for services rendered by the Company's scientific board. In addition
the Company accrued $208,935 for the voluntary surrender by the Company's
President and CEO of his anti-dilution agreement. Such cost is expected to be
satisfied with the issuance of 14,923,958 shares of common stock, upon approval
by the Company's shareholders, in the number of authorized shares of the Company
common stock. As such the Company has recorded these 14,923,958 shares to be
issued as a liability in common stock to be issued for $208, 935 as of December
31, 2002.
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The Company intends to request approval of its stockholders for an increase in
the authorized shares of the Company from 100,000,000 shares to 200,000,000
shares. Upon approval, the issuance of the shares of common stock described
above will increase the outstanding common stock of the Corporation to
approximately 128,000,000 shares, in satisfaction of many of the above
obligations. This increase in the outstanding will dilute the ownership interest
of current shareholders and will adversely affect earnings per share and may
result in a lower market value for the Company's stock.

Management is currently attempting to settle or restructure the remaining debt,
and plans to raise additional capital through future issuances of stock and/or
debentures to finance the growth of the Company.

ITEM 7. FINANCIAL STATEMENTS

As a result of the restatement of the financial statements for the year ended
December 31, 2001, and certain adjustments to the financial statements for the
year ended December 31, 2002, the Company will be restating its Form 10-QSB
filings included in those periods as soon as practicable.

The Company's financial statements for the fiscal years ended December 31, 2002
and 2001 are included herein and consist of:

Independent Auditors' Report F-1
Balance Sheet F-2
Statements of Operations F-3
Statement of Changes in Stockholders' Deficiency F-4A, 4B
Statements of Cash Flows F-5
Notes to Financial Statements F-6
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ITEM 8. CHANGES IN AND DISAGREEMENT WITH ACCOUNTANTS ON ACCOUNTING AND
FINANCIAL DISCLOSURE

None

PART ITII

ITEM 9. DIRECTORS, EXECUTIVE OFFICERS, PROMOTERS AND CONTROL PERSONS;
COMPLIANCE WITH SECTION 16 (A) OF THE EXCHANGE ACT

At year-end 2002 the Company's Directors, Executive Officers and Scientific
Advisory Board Members are:

Name Age Position(s) with the Company
David A. Conway 61 Director, Chairman- President
And Chief Executive
Officer
Martin Clare++ (1) 68 Director
Ronald W. Hart + 60 Chairman, Scientific
Advisory Board
Mohamed M. Salem + 51 Scientific Advisory Board
Marshall S. Sterman++ 71 Director
Richard Wilson + 77 Scientific Advisory Board
Dr.Mostafa K. Tolba 81 Scientific Advisory Board
Lord John Gilbert 77 Scientific Advisory Board
+ The chairman of the Advisory Board receives $3,000.00 per month and the
other members, $1,500.00 per month for their services as Advisory Board
members.
++ Also Audit Committee (Marshall Sterman)
Also Compensation Committee (Marshall Sterman)
(1) At year-end Martin Clare resigned from the Board due to health reasons.

In the previous two years t