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FORWARD LOOKING STATEMENTS

This Annual Report on Form 10-K contains forward-looking statements within the meaning of Section 27A of the
Securities Act of 1933, as amended, or the Securities Act, and Section 21E of the Securities Exchange Act of 1934, as
amended, or the Exchange Act. Statements expressing expectations regarding our future and projections relating to
products, sales, revenues, and earnings are typical of such statements and are made under the Private Securities
Litigation Reform Act of 1995. These forward-looking statements include, but are not limited to, statements about our
plans, objectives, representations, and contentions and are not historical facts and typically are identified by use of
terms such as “may,” “will,” “should,” “could,” “expect,” “plan,” “anticipate,” “believe,” “estimate,” “predict,” “continue,” and similar words,
although some forward-looking statements are expressed differently.

All forward-looking statements are subject to the risks and uncertainties inherent in predicting the future. You should
be aware that although the forward-looking statements included herein represent management’s current judgment and
expectations, our actual results may differ materially from those projected, stated, or implied in these forward-looking
statements as a result of many factors including, but not limited to, the recent downturn in the worldwide economy
and its ongoing impact on our business and the business of our customers and suppliers, any continued trends in the
general economy that would adversely affect consumer spending, a further decline in our sales, dependence on
consumer acceptance of our products, dependence on Cree, Inc., or Cree, as the current supplier of the raw material,
ability to develop a material second source of supply, dependence on a limited number of customers, risks of
conducting business in foreign countries, dependence on third parties for the sales and marketing of our products to
end consumers, and the impact of significant changes in our management on our ability to execute our business
strategy in the near-term, in addition to the other risks and uncertainties described in more detail in “Risk Factors” in
Part I, Item 1A of this Annual Report on Form 10-K. Forward-looking statements speak only as of the date they are
made. We undertake no obligation to update or revise such statements to reflect new circumstances or unanticipated
events as they occur except as required by the federal securities laws, and you are urged to review and consider
disclosures that we make in the reports that we file with the Securities and Exchange Commission, or SEC, that
discuss other factors relevant to our business.

PART I

Item
1.  Business

General

Charles & Colvard, Ltd., a North Carolina corporation founded in 1995 (which may be referred to as the Company,
Charles & Colvard, we, us, or our), manufactures, markets, and distributes Charles & Colvard Created Moissanite®
jewels (which we refer to as moissanite or moissanite jewels) for sale in the worldwide jewelry market. Moissanite,
also known by its chemical name of silicon carbide, or SiC, is a rare mineral first discovered in a meteor crater.
Because naturally occurring SiC crystals are too small for commercial use, larger crystals must be grown in a
laboratory. Leveraging our advantage of being the sole source worldwide of lab-created moissanite jewels, our
strategy is to establish Charles & Colvard with reputable, high-quality, and sophisticated brands to position moissanite
as an affordable, luxurious alternative to other gemstones, such as diamond. We believe this is possible due to
moissanite’s exceptional brilliance, fire, luster, durability, and rarity like no other jewel available on the market.

We primarily sell loose moissanite jewels to some of the largest jewelry manufacturers and distributors in the world,
which mount them into fine jewelry. We have also begun to wholesale a limited amount of finished moissanite
jewelry.
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Our moissanite jewels are made from gem-grade SiC crystals. We obtain the majority of our SiC crystals from Cree.
In February 2005, we established a new relationship for the supply of SiC crystals with Norstel AB, or Norstel, a
Swedish company, that has demonstrated an ability to produce suitable SiC crystals in limited quantities. We have
certain exclusive supply rights with Cree and Norstel for SiC crystals to be used for gemstone applications.

We operate as a single business segment, with U.S. sales representing 64% and 70% of total net sales for the years
ended December 31, 2009 and 2008, respectively. Our largest customer during the year ended December 31, 2009
accounted for 19% of our total sales compared to 21% during the year ended December 31, 2008. No additional
customers accounted for more than 10% of sales in 2009 or 2008. We expect that we will remain dependent on our

1
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ability and that of our largest customers to maintain and enhance their retail programs. A change in or loss of any of
these customer or retailer relationships could have a material adverse effect on our results of operations.

Our future growth strategy is closely linked to our statement of purpose: “We will grow by providing consumers in all
parts of the world an affordable luxury experience.” We plan to accomplish this by growing our core business with key
jewelry manufacturers and distributors, becoming consumer-centric with our product, and developing leading global
jewelry brands featuring moissanite with an unrelenting focus on design.

Growing our core business - We will continue to focus on our core business of manufacturing and distributing the
moissanite jewel because this is the primary way we reach consumers, and we believe there is substantial opportunity
to capture a larger share of the jewelry market:

•  The global jewelry business is a $120 billion market
•  The U.S. jewelry business is a $52 billion market, of which diamond jewelry comprises $18 billion

We plan to focus on growing market share profitably across all these businesses by partnering more closely with our
existing manufacturing and distributor customers and by pursuing new strategic relationships with key players in the
jewelry industry. As economies recover, we believe we will be positioned to leverage our market advantage and
further increase our share position.

Winning with consumers - The second growth strategy is key: we must effectively communicate the value proposition
of moissanite to consumers by increasing awareness of its quality and making our products more accessible and
affordable.

To help accomplish this, we are pursuing opportunities through appropriate partners or, in some cases, directly with
targeted retailers in several priority areas, focusing on the best in class within each sales channel:

•  Department stores - This is a significant opportunity across many areas of our business.

•  Mall-based jewelers - A key relationship within this channel would fill a market void for many of our potential
consumers.

•  Independent jewelers - The aggregate market penetration of independent jewelry stores is substantial and, if a single
retailer, would be our largest customer in terms of sales volume.

•  Mass merchandisers - Jewelry sales within this channel are growing faster than traditional jewelry retailers and will
most likely become the primary source of moissanite products for the majority of consumers.

•  Outlet jewelers - We believe this sales channel is the best medium for efficiently moving discontinued products.

•  E-commerce - Our consumer-centric focus means that we must be available to consumers when and where they
seek to research or purchase moissanite products. We envision e-commerce as a part of a broader effort to establish
online connections with consumers that build our brands and our business with retail partners.

•  TV shopping networks - This channel sets the stage for more aggressive business expansion as our economies
develop.

•  Alternate channels - Unconventional sales channels are underdeveloped and have meaningful potential.
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As we touch consumers’ lives by providing the affordable luxury experience of our moissanite jewel, we believe
additional opportunities will arise to impact more consumers in a positive and motivating way.

Developing leading global jewelry brands - Our third growth strategy is to establish brands with attractive and unique
designs featuring moissanite to facilitate the development of faster growing, structurally attractive businesses. We are
currently concentrating on opportunity areas within the premium end of the bridal and fashion jewelry market
segments, bringing high quality, specially designed products to market to increase consumer value

2
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and provide for improved sales and margin for retailers. We expect that this third strategy of building brand
recognition will help support revenue streams as our intellectual property rights expire in the future.

Moissanite

Moissanite is a rare, naturally occurring mineral that is generally very small in size, dark green or black in color, and
not a commercially viable source of gemstone material. Therefore, we expect only lab-grown SiC crystals to provide a
sustainable source of moissanite for jewels.

It is generally accepted that, in addition to carat size, the most important characteristics of a gemstone are beauty,
durability, and rarity. The beauty of a gemstone is characterized by its color, brilliance, fire, and luster. The brilliance
of a gemstone is measured by its refractive index, or the extent to which, when coupled with the facet design, the
gemstone reflects light. The fire of a gemstone, or the breaking of light rays into spectral colors, is measured by its
dispersion. Luster is the amount of light that is reflected back to the observer from the surface of a gemstone.
Durability is determined by a gemstone’s hardness, or resistance to scratching, and toughness, or resistance to chipping
or cleaving. Rarity is the availability or perceived availability of a gemstone.

Moissanite jewels have a unique combination of brilliance, fire, luster, durability, and rarity. Moissanite’s beauty is
objectively derived from its refractive index, which is higher than other gemstones including diamond, and its
hardness is greater than all known gemstone materials except diamond. As a result, moissanite jewels, like diamond,
can be cut with sharp, well-defined, and highly polished facets that accentuate their brilliance and fire. The cutting
specifications (facet arrangement and proportions) for moissanite jewels are designed to maximize the brilliance and
fire of the material. Additionally, we evaluate the finished jewels to exacting standards with automated video-imaging
equipment and specially trained quality control personnel. Due to the rare natural occurrence of moissanite and both
the proprietary and technical limitations in producing mass quantities of jewel-quality moissanite, we believe that
moissanite is among the rarest of jewels.

To date, we have focused our development, manufacturing, and distribution efforts on near-colorless moissanite
jewels, although we have produced and sold limited quantities of green moissanite jewels.

The following table compares the physical properties of moissanite jewels with other fine gemstone materials:

Comparison Chart (1)

Description
Refractive
Index Dispersion Luster

Hardness
(Mohs
Scale)(2) Toughness

Charles & Colvard
Created Moissanite® 2.65-2.69 0.104 20.4% 9 ¼ Excellent
Diamond 2.42 0.044 17.2% 10 Excellent*
Cubic Zirconia (CZ) 2.17 0.060 13.6% 8 ½ Good
Ruby 1.77 0.018 7.7% 9 Excellent**
Sapphire 1.77 0.018 7.7% 9 Excellent**
Emerald 1.58 0.014 5.1% 7 ½ Good to Poor
*In cleavage direction, toughness is “good”       **Except twinned stones

1.  Sources: Gemological Institute of America, Gem Reference Guide for GIA Colored Stones, Gem
Identification and Colored Stone Grading Courses 32-35, 65-82, 87-90 (1995); Cornelius S.
Hurlburt, Jr. & Robert C. Kammerling, Gemology 320-324 (2d Ed. 1991); Kirk-Othmer,
Encyclopedia of Chemical Technology 891-906 (4th Ed. 1994); Institution Of Electrical

Edgar Filing: CHARLES & COLVARD LTD - Form 10-K

9



Engineers, Properties of Silicon Carbide (Gary L. Harris, Ed., 1995); Robert Webster, Gems:
Their Sources, Descriptions and Identification 889-940 (5th Ed. 1994); W. Von Muench, “Silicon
Carbide” in Landolt-Boemstein Numerical Data and Functional Relationships in Science and
Technology, New Series, Group III, Vol. 17C, pp. 403-416 and 585-592 (M. Schultz and H.
Weiss, Eds., 1984); Kurt Nassau, Shane F. McClure, Shane Elen & James E. Shigley, “Synthetic
Moissanite: A New Diamond Substitute”, Gems & Gemology, Winter 1997, 260-275; Kurt
Nassau. “Moissanite: A New Synthetic Gemstone Material”, Journal of Gemmology, 425-438
(1999).

2.  The Mohs Scale is a relative scale only, and quantitative comparisons of different gemstone
materials cannot be made directly using the Mohs Scale. Moissanite jewels, while harder than all
other known gemstones, are approximately one-half as hard as diamond.

Products and Product Development

Moissanite jewels - We primarily sell near-colorless moissanite jewels cut in a variety of shapes including round,

3
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square brilliant, cushion, radiant, pear, marquise, and oval in sizes ranging from approximately 2 to 12 millimeters
(approximately 0.03 to 5.3 carats). To evaluate the market potential of colored moissanite, we had produced and
distributed with moderate success a limited quantity of green moissanite jewels but, to date, we have not elected to
expand these product offerings. In the future, we may elect to offer, from time to time, additional cuts, sizes, and
colors of moissanite jewels.

We significantly reduced our raw material purchase commitments beginning in 2008 compared to prior years to
improve cash flow from operations. Further, we were able to negotiate with our two leading raw material suppliers to
defer purchases during the three months ended December 31, 2008 and throughout 2009, while keeping in place our
long-term exclusive supply agreements. These reduced and deferred purchase commitments helped us to convert
inventory into cash at a faster rate. There were no raw material purchases in 2009, and we purchased $2.2 million of
raw materials in 2008.

Amended and Restated Exclusive Supply Agreement with Cree - In June 1997, we entered into an Amended and
Restated Exclusive Supply Agreement with Cree, or the Cree Exclusive Supply Agreement, in which we agreed to
purchase from Cree at least 50%, by dollar volume, of our raw material SiC crystal requirements for use in the
manufacture of moissanite jewels in each calendar quarter during the term of the Cree Exclusive Supply Agreement,
and Cree agreed to supply this amount of crystals to us. We purchased no SiC crystals from Cree in 2009, and we
purchased approximately $1.7 million of SiC crystals during 2008. As a result of our deferral in purchases, our price
per gram for SiC purchases from Cree during 2009 and 2008 increased by approximately 22% over what we paid per
gram in the fourth quarter of 2007 and 33% over what we paid per gram during the first three quarters of 2007. In
September 2008, we amended and supplemented our letter agreement with Cree to suspend our commitment to
purchase $710,000 of SiC inventory during the fourth quarter of 2008. Effective March 22, 2010, we entered into a
letter agreement with Cree in connection with the Cree Exclusive Supply Agreement under which we agreed to
purchase approximately $1.2 million of SiC crystals over a period of approximately eight months in 2010 to satisfy
this existing purchase commitment and to preserve the exclusivity terms of the Cree Exclusive Supply Agreement.

The Cree Exclusive Supply Agreement prohibits us, without Cree’s consent, from entering into an exclusive marketing
or distribution agreement with any party that Cree reasonably believes is affiliated with any of the following parties:

•  DeBeers;
•  the Central Selling Organization (the international cartel of diamond producers) or its successors;

•  any party whose primary business is the development, manufacture, marketing, or sale of diamond gemstones; or
•  any non-gemstone and non-jewelry industry competitor of Cree.

These provisions may limit our potentially available avenues of distribution and could prevent us from entering into
certain potentially profitable transactions.

Exclusive Supply Agreement with Norstel - In February 2005, we entered into an Exclusive Supply Agreement with
Norstel, or the Norstel Exclusive Supply Agreement, for the supply of raw material SiC crystals for use in the
manufacture of moissanite jewels. This agreement gave us the exclusive right to purchase SiC crystals from Norstel
for the purpose of fabricating, distributing, or selling faceted jewels. In April 2008, we entered into an amendment to
the Norstel Exclusive Supply Agreement due to an update of Norstel’s delivery schedule and capability and also due to
our desire to limit our purchase of raw materials. Under this amendment, our minimum purchase commitment from
Norstel was to continue until (i) we have purchased an aggregate amount of approximately $7.9 million of SiC
crystals, or (ii) September 26, 2011, whichever occurs first. We have purchased from Norstel approximately $550,000
of SiC crystals since inception of the Norstel Exclusive Supply Agreement. In October 2008, we entered into a new
letter agreement with Norstel that amended and supplemented the April 2008 amendment. Pursuant to the new letter
agreement, our aggregate deferred commitment to purchase approximately $750,000 of SiC from Norstel was
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In addition, as part of the Norstel Exclusive Supply Agreement, we advanced $400,000 to Norstel in 2005 for the
purchase of certain equipment. This advance, which is in the form of a note receivable, began to be repaid in January
2007 through a 20% reduction on each invoice for subsequent purchases of SiC crystals. Effective March 1, 2008,
pursuant to the April 2008 amendment, we began receiving a 30% reduction on each invoice for subsequent purchases
of SiC crystals. The balance on the advance as of December 31, 2008 was $224,627. In December 2009,

4
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we received notification from Norstel that it had reached an agreement in principle with a new investor. This
agreement was conditioned upon Norstel initiating a company reorganization that would involve unsecured creditors’
acceptance of a composition offer to receive 25% of outstanding debts as payment in full. Though we did not consent
to the composition offer, we received notice in January 2010 that the District Court of Norrköping had approved it,
and we received a cash payment of $56,127 in February 2010. It is our position that, as a result of the failure of
Norstel to repay the advance in full as stipulated in the Norstel Exclusive Supply Agreement, we have no further
purchase obligations under the agreement.

Intellectual Property

We have United States product and method patents for moissanite jewels, expiring in 2015, under which we have
broad, exclusive rights to manufacture, use, and sell moissanite jewels in the United States. We have these same
patents in a number of foreign jurisdictions. In addition, we have certain trademarks and pending trademark
applications that support our moissanite branding strategy. Our success and our ability to compete successfully depend
heavily upon our proprietary technology. In addition to our patents, we rely on trade secret laws and employee,
consultant, and customer confidentiality agreements to protect certain aspects of our technology. We currently are not
subject to any claims that our products or processes infringe on the proprietary rights of third parties. At the present
time, we are also dependent on Cree’s technology for the production of SiC crystals. Cree is exclusively licensed to use
a patent concerning a process for growing large single crystals of SiC, has certain patents of its own relating to growth
of large single crystals of SiC, and has a patent for a process for growing near-colorless SiC crystals.

Manufacturing and Quality Assurance

The production of Charles & Colvard Created Moissanite® jewels is an elaborate process developed over a number of
years of collaborative research and development, acquired and learned knowledge from scientists, and considerable
investment expense.

Following are the key manufacturing processes of our moissanite jewels:

•  growing gem-grade raw SiC crystals;
•  manufacturing rough preforms;

•  polishing jewels; and
•  inspecting, sorting, and grading.

Growing gem-grade raw SiC crystals - SiC crystal growth suitable for gem-grade usage at commercial quantities is
proprietary both in design and in operational methodology. Cree has grown the majority of our SiC crystals in
accordance with the terms of the Cree Exclusive Supply Agreement. We routinely evaluate the yield and quality of
saleable moissanite jewels from SiC crystals. The yield of saleable jewels from each crystal is one of the most
significant factors affecting the volume and cost of moissanite jewels available for sale. Yield is dependent on the
quality of the crystals, and variations in crystal quality can adversely affect our gross margin percentage.

Manufacturing rough preforms - We have made considerable investment in the design, development, and
customization of a proprietary manufacturing process that includes equipment, software, and procedures to maximize
raw material yield. The result is production of intermediary shapes, called “preforms,” that vary depending upon the size
and cut of the finished jewel.

Polishing jewels - Each preform is hand faceted and polished based on master designs with multiple quality control
measures built into the process. Gem-cutter training is a regimented program involving several months of progressive
hands-on bench training.
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Inspecting, sorting, and grading - Similar to other gemstones, each faceted moissanite jewel is individually graded
against established master standards using specially trained personnel. Additionally, as part of our overall quality
assurance program, a representative sample from each batch of jewels is submitted to an image analyzer to ensure
critical angles and other attributes designed to maximize moissanite’s optical properties are consistently maintained.
This phase of manufacturing is relatively labor-intensive and requires skills not readily available in the general work
force. In the future, we may elect to outsource certain portions of this stage of the manufacturing process to
independent third parties that we will require to adhere to our rigorous quality control and monitoring standards.

5
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Marketing and Distribution

Because channel sell-through, as opposed to sell-in, generates reorders and also leads to long-term sustainable sales,
the development of our current marketing strategy began with the analysis of thousands of historic sales records to
identify what customer demographic historically purchased moissanite products. Our review indicated that the target
demographic is predominantly a female between the ages of 35 and 55 with middle to upper-middle income. Retail
price points were strongest from $99 to $399. Through multiple prior focus groups and interviews, it was also
revealed that moissanite was purchased as a diamond alternative; however, the product is positioned above all other
alternatives in that it is a unique jewel with properties similar to and, in some cases, better than a diamond.

Recognizing that the United States is a $52 billion jewelry market, we see an opportunity to position jewelry
containing moissanite as a provider of incremental sales and margin for savvy retailers. As such, we are currently
focusing our efforts where we can achieve the most meaningful sales inroads, developing exclusive supply
relationships with select jewelry manufacturers that provide sales and distribution rights for retailers currently in their
portfolio.

With the assurance of exclusivity, key manufacturers are more willing to make the investment in gold and labor, as
well as marketing and display materials, to produce moissanite jewelry. We have made progress with both existing
and new relationships, domestic and international. The process is slow and deliberate, usually requiring a pilot
program that could take several months prior to a complete rollout.

In addition, we are creating portfolio collections containing designs that are intended to establish brands under Charles
& Colvard. These exclusive brands are targeted to be marketed by select retail channels and could include men’s and
ladies’ fashion brands, an upscale brand, loose stone brand, religious jewelry brand, and a bridal brand.

Marketing

We have historically marketed moissanite to the self-purchasing woman as the perfect reward or indulgence to
celebrate her achievements or milestones in life. However, in 2009, we expanded our marketing message beyond the
self-purchasing woman to more segments of the larger marketplace of jewelry for every occasion including bridal,
anniversary, and gift-giving. With the assistance of our recently engaged marketing agency, we are revising our
messaging to expand moissanite’s global reach, increase market awareness of our moissanite jewels, develop
additional marketing channels to the jewelry trade and the consumer, and help create a more compelling consumer
value proposition that we believe will drive increased demand for our product.

We believe that moissanite has a quality and value proposition to the consumer that is unique in the marketplace. By
revising and broadening our marketing message, we intend to develop additional marketing channels to the jewelry
trade and the consumer so that we can reach a larger market audience and help increase overall awareness levels of
moissanite and corresponding sell-through.

As many retailers currently have an excess of in-case inventory, marketing efforts designed to increase sell-through
are extremely important. The market is especially challenging as consolidation pressures on both department store
retailers and jewelry store retailers are intensifying.

Consumer Advertising - As a result of the economic downturn, we experienced a reduced cooperative marketing effort
from both our manufacturers and their retail partners in 2008. In response, we explored a variety of avenues focusing
on Internet retail messaging. During the third quarter of 2009, we marketed with The Knot, a leading wedding
planning solution, for a two-month campaign promoting moissanite bridal jewelry both online and in its fall magazine.
Additionally, we have utilized social media including Twitter and Facebook to further develop our electronic
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consumer messaging. We have continued to enhance and promote the educational website
www.whatismoissanite.com that we launched in early 2008. This comprehensive, interactive website allows visitors to
learn about moissanite - its history, comparison of the jewel’s properties with other jewels, and its features described
by streaming video with expert commentary. The website also serves as a related hotlink or microsite that is located
on the retailer’s moissanite landing page and allows the consumer to learn more without leaving the retailer’s website.

Prior to 2008, we had traditionally used print advertising as the marketing medium of choice. The marketing message
was delivered through fashion, lifestyle, and consumer magazine advertisements. Moissanite special events

6
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had been augmented by regional and local newspaper advertising, and we supported national newspaper advertising
with our manufacturers and retailers through our cooperative advertising program. However, due to declining
readership of print media and reduced effectiveness, we decreased its use in favor of more cost-effective mediums and
will continue to assess its usefulness in future campaigns.

Public Relations - Public relations activities can be an important component of our marketing and are integral to
supporting the launch of new moissanite retailers and independent jewelers. We focused our efforts in 2009 on events
intended to increase moissanite awareness, interest, and purchase intent at the consumer level by generating editorial
coverage and moissanite jewelry product placement, including Internet promotions and sweepstakes giving away
moissanite jewelry. We are continuing our pursuit of public relations activities in 2010, which include editorial efforts
such as the CBS Early Show and product placement opportunities.

Marketing to the Trade - From 2004 through 2008, our marketing message to the jewelry trade positioned moissanite
as a new jewel and jewelry category that could provide an additional opportunity to build incremental revenue and
profits. Over the last four years, we augmented this message by partnering with National Jeweler magazine and our
manufacturers to create a Moissanite Supplement. This 28-page-plus yearly insert provides the trade industry an
in-depth publication that includes education about the jewel, elaboration of the overall business opportunity, profiles
and interviews of female purchasers, industry research and statistics from current retailers selling moissanite, and
successful moissanite retail jewelry trade testimonials. As we proceed with a broader message, we currently plan to
shift from trade marketing to an increased emphasis on marketing to the consumer to motivate their purchases.

Trade Shows - Our attendance at leading jewelry trade shows, worldwide, has assisted us in extending our outreach to
customers as the economic climate and corporate structure has continued to change. Whether we engage as a sponsor,
an exhibitor, or a participant assisting manufacturing clients, it is apparent that our customers appreciate our efforts to
connect personally with them. In 2010, we plan to attend major domestic and international jewelry industry trade
shows, including JCK in Las Vegas, the Hong Kong Gem and Jewellery Fair, and the Vicenza Jewelry Show in Italy.

Distribution

Domestic - Traditionally, consumers have purchased jewelry through independent and chain jewelry stores and
department stores. More recently, major shifts are occurring in the retail environment for jewelry. Traditional sales
channels (such as independent jewelry stores, mall-based chain jewelers, and mid-market department stores) are
contracting while other channels, such as e-commerce, wholesale shopping clubs, and discounters such as Wal-Mart
are expanding their presence in the jewelry market. Traditional retailers have consolidated by closing non-productive
locations and some have declared bankruptcy. At the manufacturing level in the United States, the shift of jewelry
production and design to low-cost markets such as China and India has created dramatic consolidation, with remaining
manufacturers struggling to survive or create a competitive advantage. Today, moissanite jewelry is sold to consumers
through a broad range of channels, including single- and multiple-location independent jewelry stores, jewelry store
chains, online, television shopping channels, department stores, and catalogs. We primarily sell to distributors and
finished jewelry manufacturers, which in turn sell to retailers. In addition to this customer base, we anticipate that in
2010 we will also provide finished moissanite jewelry to some retailers, including television shopping channels.

As a result of retail price points in relation to other gemstones, we believe that moissanite jewels provide retailers with
an opportunity to earn a profit margin from the moissanite jewelry category that compares favorably with other
jewelry products as well as provide the consumer with a wider range of price points from which to choose. We also
believe moissanite jewelry margins create incentives for retailers to maximize their sales and promotional efforts,
which may result in additional consumer demand for our moissanite jewels.
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We continue to evaluate the most appropriate structure for distribution in North America and may, in certain
circumstances, enter into direct distribution arrangements, including arrangements with selected department stores,
specialty jewelry chains, and distribution channels such as moissanite retail stores, catalog sales, or Internet sales.

As part of the settlement agreement we entered into with Reeves Park in January 2009, we assumed operating
responsibility for the 2009 schedule of trunk shows for JCPenney. In September 2009, JCPenney canceled the
remaining trunk shows. As we seek to reposition moissanite and connect with consumers, we will continue to

7
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support trunk shows with retailers in the future that will enable us to introduce moissanite jewelry at new points of
distribution and improve sales at existing retailers. We seek to participate with retailers in training their sales and
marketing personnel in moissanite sales positioning and strategies and in working with them to create focused
advertising and promotional efforts to publicize trunk shows and other special sales events at select store locations. In
addition, to facilitate new or expanded distribution, we have allowed inventory to be placed in stores on a
consignment basis.

We generally have c
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