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ABOUT Us

Cutera is a leading provider of laser and other light-based aesthetic systems to the professional aesthetic
market. Since 1998, Cutera has been developing innovative, easy-to-use products that enable dermatolo-
gists, plastic surgeons, gynecologists, primary care physicians and other qualified practitioners to offer
safe, effective and non-invasive aesthetic treatments to their patients. The company is headquartered in
Brisbane, California and is traded on The NASDAQ Stock Market under the symbol CUTR. For information
about the company and its products, visit www.cutera.com
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ent’s letter 1o our stockholders

Since 1998, Cutera has been developing innovative, easy-to-use products that enable dermatologists, plastic surgeons, gyne
ologists, primary care physicians and other qualified practitioners to offer safe, effective and non-invasive aesthetic treat

Iments to their patients. These elective procedures address a growing patient demand, creating a lucrative reyenue strea

physicians, which is jndependent of managed carne reimbursements. Cutera’s broad portfolio of products includes the
oolGlide, Xeo and Solera families of systems.
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@ﬁw expanding domestic and international market opportunities

Multiple product offerings to address today’s
trends and demographics with an expanding array
of aesthetic applications—from hair removal to
skin rejuvenation and tissue tightening

— - .

— » -

expanding addressable U.S. physician market (2004)

140,000 1 Nm\ﬁooo‘
The American Society of Plastic Surgeons esti- € 105.000
mates that 2.8 million cosmetic plastic-surgery cosmetic plastic surgery frends “M .
procedures were performed by its members in 3.0 m 70,000
2003 in the United States. This represented a 2] m
200% increase over 1998 and a 41% increase m £ 35,000
over 2002. As the population strives to keep a < E 18,000 W
youthful appearance in an increasingly com- m 15 L 0 D
petitive workforce, the market for aesthetic m ’ core market core + non-core market
procedures appears robust for the foreseeable g
future. While non-light-based treatments—for g
mxmam_m electrolysis %oa j.m_ﬂ _‘m3.o<m_ and 8 0 Cutera is focused on broadening the domestic market
chemical peels for skin rejuvenation—have 98 99 00 01 02 03 by targeting the core dermatologist and plastic surgeon
met some of the demand, these options have specialties and the non-core opportunities, such as family-
significant limitations, including pain and limited and general practitioners and gynecologists.

results. Light-based treatments, including those
available with Cutera’s comprehensive product
line, are fast, effective, safe and non-invasive.

In addition to our experienced and growing direct sales
force, we have a distributor arrangement with PSS World
Medical (PSS), an organization of over 750 U.S. medical .
product sales consultants, helping to expand our domes-
tic reach with non-core specialties.
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@ @ delivering results with superior products and applications

Cutera’s innovative platform design revolu-
tionized the industry by offering the first fully
upgradeable system to address multiple clinical
applications. Practitioners may customize the
products and choose individual handpieces

to create a system that works best for them—
whether for an entire range of applications or
just one. Our multiple-application products allow
practitioners to obtain higher revenue from a
single system, which results in a greater return
on investment. These procedures include hair
removal, treatment of leg and facial veins, skin
rejuvenation, pigmented lesions and treatment
of wrinkles.

In 2004 we introduced Titan, a light-based system
for tissue tightening. This new technology can
be added to our existing systems or is available
in a single-application system—Solera Titan.

Upgrade Revenue: We design our products to
allow our customers to cost-effectively upgrade
to our multi-application products. This approach
provides our customers the option to add addi-
tional applications to their existing systems and

it provides us with a source of recurring revenue.
In most cases, a field service representative
can install the upgrade at the customer site in

a matter of hours.

We believe that our upgrade program aligns with
our customers’ interest in improving the return
on their investment by expanding the range of
applications they can perform. Compared to
2003, upgrade revenue increased by $2.1 mil-
lion and accounted for 13% of total revenue in
2004, compared to 11% in 2003. This increase
demonstrates the continuing success of our
upgrade program and the opportunity of being
able to leverage our loyal customer base.

upgrade revenue equates to an average of $400 per month continuing

revenue per customer

increasing upgrade revenue

\\\\\\\\ “INCREASING RECURRING-BUSINESS OPPORTUNITIES

O product revenue

O upgrade revenue

s service and other
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@ m why practitioners choose cutera

T T

T Db AT VAW]/ ,
HY PRACTITIONERS @OO%OKAWE\P \

Various physician specialties have been turning to cos-
metic procedures as a new revenue source. Physicians
choose Cutera products over the competition for many
reasons, including:

o Cutera offers practitioners a greater choice of
laser and other light-based technologies in a
single multiple-application system. This allows
the physician to choose from the most popular
light-based procedures for their patients.

©  Our technology innovations address medical prac-
titioners’ patient demands. For example, Cutera’s
unique “3-D” approach to photorejuvenation pro-
vides a wide range of cosmetic solutions including
superficial sun damage, mid-dermal fine lines and
wrinkles, and tissue tightening.

o We preserve the practitioner’s initial investment
through an upgrade path unmatched by our com-
petitors. Regardless of the original purchase, every
practitioner can upgrade to all product applications.

Solera

o Cutera provides physician-education programs
addressing all target specialties that continue to
teach new clinical methodology and applications.

CoolGlide

Xeo

o High level of customer satisfaction—better than
95% for the last three years.
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CONSOLIDATED BALANCE SHEET DATA

As of December 31, (in thousands) 2004 2003 2002 2001 2000
Cash and cash equivalents $ 7,070 $10,290 $ 8,276 $ 6,354 $ 3,562
Marketable investments 59,200 — — — —
Working capital 68,519 14,205 8,896 7,854 4,768
Total assets 80,549 24,198 15,426 12,475 7,038
Redeemable convertible preferred stock — 7,372 7,272 7272 7272
Retained earnings (deficit) 7,942 4,182 1,076 416 (1,923)
Total stockholders’ equity (deficit) 68,456 7,875 3,106 1,226 (1.918)
SUPPLEMENTARY FINANCIAL DATA (UNAUDITED) Dec 31, Sept30, June3l30®, March3l, Dec3i, Sept30, June30, March3l,
Quarters ended (In thousands, except per share amounts) 2004 2004 2004 2004 2003 2003 2003 2003
Net revenue $16,094 $12,703 $12,265 $11,580 $12,449  $11,025 $9.018 $6,596
Cost of revenue® 4,235 3,408 3,400 3,647 3,711 3,613 2,760 2,233
Gross profit 11,859 9,295 8,865 7,933 8,738 7412 6,258 4,363
Operating expenses:
Sales and marketing 5,473 4,677 4,623 4,279 4,300 3,573 3,049 2,489
Research and development 1,150 979 1,047 959 922 740 683 751
General and administrative 2,195 2,171 1,909 2,069 846 809 1,179 1,082
Amortization of stock:based compensation® 313 317 316 321 374 437 196 178
Total operating expense 92,131 8,144 7,895 7,628 6,442 5,559 5,107 4,500
Income from operations 2,728 1,151 970 305 2,296 1,853 1,151 (137)
Interest and other income, net 378 198 (2) 58 2 (2) T2 18
Income before income taxes 3,106 1,349 268 363 2,298 1,851 1,163 (119)
Provision for income taxes (1,034) (472) (377) (142) (913) (754) (468) 47
Net income $ 2,072 $ 877 $ 591 $ 221 $ 1,385 % 1,097 $ 695 $ (72)
Net income available to common stockholders used in basic earnings per share: $ 2,072 $ 877 $ 576 $ 72§ 441 $ 345 $ 213 $ (22)
Net income per share—basic $ 0.19 $ 0.08 $ 0.06 $ 003 $ 020 $ Ol $ 0.10 $(0.01)
Net income per share—diluted $ 0.16 $ 0.07 $ 0.05 $ 002 §$ 0I5 $ 0.2 $ 0.08 $ (0.01)
Weight-average number of shares used in per share calculations:
Basic 10,867 10,729 10,289 2,292 2,204 2,145 2,071 2,000
Diluted 13,167 13,085 12,960 9,411 9,025 8,862 8,799 2,000
(1) Includes amortization of stock-based compensation of: $ 39 $ 39 $ 39 $ 51 $ Sl $ 101 $ 46 $ 42
(2) Amortization of stock-based compensation is attributable to the following operating expense categories:
Sales and marketing 63 63 64 83 149 159 45 28
Research and development 104 105 105 99 94 112 73 72
General and administrative 146 149 147 139 131 166 78 78
313 317 316 321 374 437 196 178
Total amortization of stock-based compensation $ 352 $ 356 $ 355 $ 372§ 425 $ 538 $ 12 $ 220
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the Consolidated Financial Statements and accompanying notes. Note 2 to the
Consolidated Financial Statements describes the significant accounting policies
and methods used in the preparation of the Consolidated Financial Statements.
We consider the accounting policies described below to be affected by critical
accounting estimates. Such accounting policies are impacted significantly by judgments,
assumptions, and estimates used in the preparation of the Consolidated Financial
Statements, and actual results could differ materially from the amounts reported
based on these policies.

Revenue Recognition

We recognize distributor and non-distributor revenue in accordance with Securities
and Exchange Commission Staff Accounting Bulletin (“SAB”) No. 104, “Revenue
Recognition.” SAB No. 104 requires that four basic criteria must be met before reve-
nue can be recognized: persuasive evidence of an arrangement exists; delivery has
occurred or services have been rendered; the fee is fixed and determinable; and

collectibility is reasonably assured. Determination of whether persuasive evidence
of an arrangement exists and whether delivery has occurred or services have been
rendered are based on management’s judgments regarding the fixed nature of the fee
charged for services rendered and products delivered, and the collectibility of those
fees. In instances where final acceptance of the product is specified by the customer
or collectibility has not been reasonably assured, revenue is deferred until all accep-
tance criteria have been met. Service revenue is generally deferred and recognized as
the services are provided and, for service contracts, is recognized ratably over the
period of the applicable contract. Total deferred revenue for service contracts was
$1.9 million and $1.3 million as of December 31, 2004 and December 31, 2003, respec-
tively. Should changes in conditions cause management to determine these criteria are
not met for certain future transactions, revenue recognized for any reporting period
could be adversely affected.

Allowance for Doubtful Accounts

Our accounts receivable balance, net of allowance for doubtful accounts, was $6.6
million as of December 31, 2004, compared with $7.6 million as of December 31,
2003. The allowance for doubtful accounts as of December 31, 2004, was $487,000,
compared with $307,000 as of December 31, 2003. We perform periodic credit eval-
uations of our customers and adjust credit limits based upon payment history and the
customer’s current creditworthiness, as determined by our review of current credit
information. We monitor collections and payments from our customers and maintain
an allowance for doubtful accounts based upon our historical experience and any
specific customer collection issues that have been identified. While our credit losses
have historically been within our expectations and the allowance established, we may
not continue to experience the same credit loss rates that we have in the past.

Allowance for Inventory

We state our inventories at the lower of cost or market, computed on a standard
cost basis, which approximates actual cost on a first-in, first-out basis and market
being determined as the lower of replacement cost or net realizable value. Standard
costs are monitored on a monthly basis and updated annually and as necessary to
reflect changes in raw material costs and labor and overhead rates.

Our inventory balance was $3.0 million as of December 31, 2004, compared with
$2.2 million as of December 31, 2003. Qur inventory allowances as of December 31,
2004 were $378,000, compared with $178,000 as of December 31, 2003. We provide
inventory allowances when conditions indicate that the selling price could be less than
cost due to physical deterioration, usage, obsolescence, reductions in estimated
future demand and reductions in selling prices. Inventory allowances are measured as
the difference between the cost of inventory and estimated market value. Inventory
reserves are charged to cost of revenue and establish a lower cost basis for the inven-
tory. We balance the need to maintain strategic inventory levels with the risk of
obsolescence due to changing technology and customer demand levels. Unfavorable
changes in market conditions may result in a need for additional inventory reserves
that could adversely impact our gross margins. Conversely, favorable changes in
demand could result in higher gross margins when product is sold.

Warranty Reserve

The liability for product warranties, included in other accrued liabilities, was $1.9 mil-
lion as of December 31, 2004, compared with $1.7 million as of December 3!, 2003.
Our products sold are generally covered by a warranty for periods ranging from one
to two years. We accrue for warranty costs as part of our cost of sales at the time
revenue is recognized. Product warranty cost is based on associated material costs,
technical support labor costs, and associated overhead. We provide for the estimated
cost of product warranties by considering historical material, labor and overhead
expenses and applying the experience rates to the outstanding warranty period for
products sold. As we sell new products to our customers, we must exercise consider-
able judgment in estimating the expected failure rates and warranty costs. Should
actual product failure rates, material usage, service delivery costs or overhead costs
differ from our estimates, revisions to the estimated warranty liability would be
required. For more information on warranty reserves, see Note 4 to the Notes to
Consolidated Financial Statements.

Stock-Based Compensation

We have stock option plans to reward our employees. We account for these plans
under the recognition and measurement principles of Accounting Principles Board
(“APB”) Opinion No. 25 and related interpretations and apply the disclosure
provisions of Statement of Financial Accounting Standard (“SFAS") No. 123, as
amended by SFAS No. 148. We have recorded employee stock-based compensation
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RESULTS OF OPERATIONS
The following table sets forth selected financial data for the periods indicated,
expressed as a percentage of total revenue.

For the Years Ended December 31, 2004 2003 2002

CONSOLIDATED STATEMENT OF OPERATIONS:

Revenue Mix by Geography:

Revenue from United States customers 66% 77% 81%
Revenue from International customers 34% 23% 19%

. 100% 100% 100%

Revenue Mix by Product:

Product revenue 82% | 84% 9%
Product upgrade revenue 13% 1% 5%
Service and other revenue 5% 5% 4%

100% 100% 100%

Operating Ratios:

Total gross profit 72% 68% 65%
Operating Expenses:

Sales and marketing 36% 34% 29%
Research and development 8% 8% 10%
General and administrative 16% 10% 18%
Amortization of stock-based compensation 2% 3% 3%

o 0, 19/
Total operating expenses 62% 55% 60%

Income from operations 10% 13% 5%
Interest and other income, net 1% 0% 0%
Income before income taxes % 13% 5%
Provision for income taxes 4% 5% 3%
Met income 7% 8% 2%

Years Ended December 31, 2004 and December 31, 2003

Net Revenue

Revenue is derived from the sale of products, upgrades, and product service. For
the year ended December 31, 2004, compared to the year ended December 31, 2003,
net revenue increased $13.6 million, or 35%, from $39.1 million to $52.6 million.
Product revenue increased $10.3 million, due primarily to sales of Xeo product;
upgrade revenue increased by $2.1 million, due primarily to the release of the Titan

upgrade product in 2004; and service and other revenue increased by $1.2 m
due partly to a higher installed base of products. The geographical source of the $13.6
million revenue increase was $8.9 million from international sales and $4.7 million

n,

from U.S. sales. The large growth internationally occurred primarily in the Pacific Rim

countries resulting from our sales force expansion and new product introductions.
Our revenue is seasonally strong in the fourth quarter of our fiscal year and accounted
for 31% and 32% of our net revenue for the years ended December 31, 2004 and
2003, respectively. For the year ending December 31, 2005, we expect revenue to
increase by approximately 25%, compared to the year ended December 31, 2004.

Cost of Revenue

Our cost of revenue consists primarily of material, labor and manufacturing overhead
expenses. For the year ended December 31, 2004, compared to the year ended
December 31, 2003, cost of revenue increased $2.4 million, or 19%, from $12.3
million to $14.7 million. Key contributors to this increase include; $1.4 million of
increased labor and overhead costs and $1.0 million of higher material costs associ-
ated with increased unit shipments. Cost of revenue as a percentage of net revenue
decreased from 32% for the year ended December 31, 2003 to 28% for the year
ended December 31, 2004. This improvement in margins was primarily attributable to
a favorable product mix and reduced overhead expenses associated with improved
product reliability. We expect cost of revenue to be between 28% to 30% of net
revenue for 2005.

Sales and Marketing

Sales and marketing expenses consist primarily of personnel costs and costs related
to customer-attended workshops, trade shows and advertising. For the year ended
December 31, 2004, compared to the year ended December 31, 2003, sales and mar-
keting expenses increased $5.6 million, or 42%, from $13.4 million to $19.1 million.
This increase was primarily attributable to an increase of $2.2 million in promotional
expenses, $2.5 million of personnel costs and $0.7 million in travel costs. Promotional
expenses result primarily from customer workshops and industry trade shows. As a
percentage of net revenue, sales and marketing expenses increased from 34% for the
year ended December 31, 2003 to 36% in 2004. We expect our sales and marketing
expenses to be in the range of 36% to 38% of net revenue for 2005 as we continue to
build our distribution network and invest in domestic and international expansion.

Research and Development

Research and development expenses consist primarily of personnel costs, clinical and
regulatory costs, and material costs. For the year ended December 31, 2004, com-
pared to the year ended December 31, 2003, research and development expenses
increased $1.0 million, or 34%, from $3.1 million to $4.1
primarily attributable to higher facility related expenses of $353,000 associated with
the move to our new Brisbane, California location in 2004, $272,000 of higher third-
party expenses associated with clinical projects and $243,000 of higher material and
personnel related costs for new product development. As a percentage of net reve-

ion. This increase was

nue, research and development expenses for the year ended December 3i, 2004,
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percentage of net revenue, sales and marketing expenses increased from 29% in 2002
to 34% in 2003.

Research and Development )

Research and development expenses consist primarily of personnel costs, clinical and
regulatory costs, and material costs. For the year ended December 31, 2003, com-
pared to the year ended December 31, 2002, research and development expenses
increased $396,000, or 5%, from $2.7 million to $3.1 million. The increase was
primarily attributable to an increase of $278,000 in personnel costs related to hiring
additional engineers and $166,000 of higher material costs related to the launch of
the Xeo product. As a percentage of net revenue, research and development expenses
for the year ended December 31, 2003, compared to the year ended December 31,
2002, decreased from 10% to 8% due to higher revenue in 2003,

General and Administrative
General and administrative expenses consist primarily of personnel costs, legal and

accounting fees, and other general operating expenses. For the year ended December

31, 2003, compared to the year ended December 31, 2002, general and administrative
expenses decreased $1.2 million, or 23%, from $5.1 million to $3.9 million. This
decrease was primarily attributable to a $1.2 million write-off of costs associated with
our withdrawn initial public offering in June 2002, partially offset by $227,000 in higher
accounting expenses associated with our planned 2003 initial public offering. As a
percentage of net revenue, general and administrative expenses for the year ended
December 31, 2003 compared to the year ended December 31, 2002, decreased from
18% to 10%.

Amortization of Stock-Based Compensation

We record deferred stock-based compensation for financial reporting purposes as
the difference between the exercise price of options granted to employees and the
estimated fair value of our common stock at the time of grant. Equity instruments
issued to non-employees are recorded at their fair value on the measurement date
and a compensation charge booked over the period that the options are expected to
be earned by the non-employee. Deferred stock-based compensation is amortized on
a straight-line basis to cost of revenue, sales and marketing expenses, research and
development expenses, and general and administrative expenses. For the years ended
December 31, 2003 and 2002, amortization of stock-based compensation was
$1.2 million and $1.0 million, respectively.

Interest and Other Income, Net

For the year ended December 31, 2003, compared to the year ended December 31,
2002, interest and other income, net, decreased by $55,000 from $85,000 to $30,000.
This decrease was attributable to lower interest rates, partially offset by higher aver-
age cash and cash equivalents balances.

Provision for Income Taxes

The provision for income taxes results from a combination of activities of both the
domestic and foreign subsidiaries of the Company. For the year ended December 31,
2003, compared to the year ended December 31, 2002, provision for income taxes
increased by $1.3 million, from $755,000 to $2.1 million. The Company recorded a
40% effective tax rate for the year ended December 31, 2003, compared to a 53%
effective tax rate for the year ended December 31, 2002. This decrease in effective
tax rate resulted primarily from a reduction in stock-based compensation charges of
incentive stock options that are not tax deductible.

LIQUIDITY AND CAPITAL RESOURCES

Net Cash Provided by Operating Activities

For the year ended December 31, 2004, net cash provided by operating activities was
$9.2 million, which primarily resulted from net income of $3.8 million; adjusted for
$2.5 million from an increase in accrued liabilities, primarily due to higher employee
related accruals; and $1.4 million of non-cash stock-based compensation expense.
This was partly offset by $1.1 million cash used to increase inventory for anticipated
revenue shipments and a reduction in accounts payable of $0.7 million.

For the year ended December 31, 2003, net cash provided by operating activities was
$2.6 million, which primarily resulted from $3.1 million of net income; $1.9 million of
increased accrued liabilities, due to an increase in payroll, income tax and professional
fee accruals; $1.4 million of non-cash stock-based compensation expenses; $!.0
million of deferred revenue, primarily due to the sale of additional service contracts;
and $1.0 million from an increase in accounts payable. This was partly offset by a $4.8
million increase in accounts receivable and a $1.0 million increase in inventories.

For the year ended December 3, 2002, net cash provided by operating activities was
$2.7
$1.2 million of non-cash stock-based compensation expenses; $1.0 million of increased

ion, which primarily resulted from $0.7 ion of ‘net income; adjusted for
accrued liabilities, due to an increase in warranty reserves; partly offset by an increase
in inventories of $1.1 million.

Net Cash Used in Investing Activities

Net cash used in investing activities was $59.8 million for the year ended December
31, 2004. Of the $59.8 million, $82.7 million was used to purchase marketable invest-
ments and $854,000 was used for purchasing property and equipment for manufac-
turing, research and development in our new Brisbane, California location. This was
partly offset by $9.1 million of cash proceeds from the sale of marketable investments;
$14.3 million from the maturities of marketable investments; and $250,000 from the
removal of restrictions on cash deposits with our bank.
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It is difficult to predict future performance, and our success is dependent on a number of
factors over which we have limited control. As a result, our financial results may fluctuate
unpredictably. Our limited operating history makes it difficult for us to predict future
performance. Historically, the demand for our products has varied from quarter to
quarter. Due to the high dollar revenue per system sold, variations in unit sales may
cause revenue to vary significantly from quarter to quarter. As a result, it is difficult
for us to accurately predict sales for subsequent periods. In addition, we base our
production, inventory and operating expenditure levels on anticipated orders. If
orders are not received when expected in any given quarter, expenditure levels could
be disproportionately high in relation to revenue for that quarter. A number of addi-
tional factors, over which we have limited control, may contribute to fluctuations in
our financial results, such as:

o delays in introductions and acceptance of our future products;

o delays in, or failure of, delivery of components by our suppliers;

o

introductions of new and improved products by competitors;

° performance of our independent distributors;

° increases in the length of our sales cycle;

° fluctuations in foreign currency;

¢ changes in our ability to obtain and maintain regulatory approvals; and
° reductions in the efficiency of our manufacturing processes.

In the event our actual revenue and operating results do not meet our forecasts for a
particular period, the market price of our common stock may decline substantially.

If we fail to obtain and maintain necessary U.S. Food and Drug Administration (“FDA”) clear-
ances for our products and indications, if clearances for future products and indications are
delayed or not issued, or if there are federal or state level regulatory changes, our commercial
operations would be harmed. Our products are medical devices that are subject to
extensive regulation in the United States by the FDA for manufacturing, labeling, sale,
promation, distribution and shipping. Before a new medical device, or a new use of or
claim for an existing product, can be marketed in the United States, it must first
receive either 510(k) clearance or pre-marketing approval from the FDA, unless an
exemption applies. Either process can be expensive and lengthy. For example, with
regard to our recently introduced Titan product, we currently have FDA clearance to
market the product in the United States for only dermal heating and we are currently
seeking the ability to market it in the United States for treating wrinkles. We have not
received clearance from the FDA to market the Titan product for treating wrinkles
and we can provide no assurance that we will obtain such clearance. We cannot pro-
mote or advertise for this indication in the United States until we receive clearance.
The FDA may require us to perform one or more clinical trials in support of a clearance
for treating wrinkles and such a trial may be costly, time-consuming, and a distraction

to management. In the event that we do not obtain FDA clearance for treating

wrinkles, our ability to market the Titan in the U.S. for that indication and revenue
derived therefrom may be adversely affected. The FDA’s 510(k) clearance process

usually takes from three to twelve months, but it can last longer.

Medical devices may be marketed only for the indications for which they are approved
or cleared and if we are found to be marketing our products for off-label, or non-
approved, uses we may be subject to FDA enforcement action or have other resulting
liability. We have obtained 510(k) clearance for treatments for which we offer our
products. However, our clearances can be revoked if safety or effectiveness problems
develop. We also are subject to Medical Device Reporting regulations, which require
us to report to the FDA if our products cause or contribute to a death or serious
injury, or malfunction in a way that would likely cause or contribute to a death or
serious injury. Our products are also subject to state regulations, which are, in
many instances, in flux. Changes in state regulations may impede sales. For example,
federal regulations allow our products to be sold to, or on the order of, “licensed

practitioners,” as determined on a state-by-state basis. As a result, in some states,
non-physicians may legally purchase our products. However, a state could change
its regulations at any time disallowing sales to particular types of end users. We
cannot predict the impact or effect of future legislation or regulations at the federal

or state levels.

The FDA and state authorities have broad enforcement powers. Our failure to com-

ply with applicable regulatory requirements could result in enforcement action by the

FDA or state agencies, which may include any of the following sanctions:

> warning letters, fines, injunctions, consent decrees and civil penalties;

* repair, replacement, refunds, recall or seizure of our products;

° operating restrictions or partial suspension or total shutdown of production;

o refusing our requests for 510(k) clearance or pre-market approval of new products,
new intended uses, or modifications to existing products;

> withdrawing 510(k) clearance or pre-market approvals that have already been
granted; and

criminal prosecution.
If any of these events were to occur, they could harm our business.

Our ability to compete depends upon our ability to innovate, to develop and commercialize
new products and product enhancements, and to identify new markets for our technology.
We have created products to apply our technology to hair removal, treatment of
veins, skin rejuvenation, treatment of pigmented lesions and treatment of wrinkles
using laser technology or through skin tightening. Our CE Mark allows us to promote
the Titan in the European Union, Australia and certain other countries outside the
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We may become involved in litigation not only as a result of alleged infringement
of a third party’s intellectual property rights but also to protect our own intellectual
property. We have and may hereafter become involved in litigation to protect the
trademark rights associated with our company name or the names of our products.
We have only recently adopted the name “Cutera,” and do not know whether others
will assert that our company name infringes their trademark rights. In addition, names
we choose for our products, such as CoolGlide, may be claimed to infringe names
held by others. If we have to change the name of our company or products, we may
experience a loss in goodwill associated with our brand name, customer confusion
and a loss of sales.

Infringement and other intellectual property claims, with or without merit, can be
expensive and time-consuming to litigate, and could divert management’s attention
from our core business. We do not know whether necessary licenses would be
available to us on satisfactory terms, or whether we could redesign our products
or processes to avoid infringement. If we lose this kind of litigation, a court could
require us to pay substantial damages, and prohibit us from using technologies
essential to our products, any of which would have a material adverse effect on our
business, resuits of operations and financial condition.

Intellectual property rights may not provide adequate protection for some or all of our
products, which may permit third parties to compete against us more effectively. We rely
on patent, copyright, trade secret and trademark laws, and confidentiality agreements
to protect our technology and products. We have four issued U.S. patents, mostly
covering our ClearView handpiece design and cooling method. Some of our other
components, such as our laser module, electronic control system and high-voltage
electronics, are not, and in the future may not, be protected by patents. Additionally,
our patent applications may not issue as patents or, if issued, may not issue in a form
that will be advantageous to us. Any patents we obtain may be challenged, invalidated
or legally circumvented by third parties. Consequently, competitors could market
products and use manufacturing processes that are substantially similar to, or supe-
rior to, ours. We may not be able to prevent the unauthorized disclosure or use of
our technical knowledge or other trade secrets by consultants, vendors, former
employees ar current employees, despite the existence generally of confidentiality
agreements and other contractual restrictions. Monitoring unauthorized uses and
disclosures of our intellectual property is difficult, and we do not know whether the
steps we have taken to protect our intellectual property will be effective. Moreover,
the laws of many foreign countries will not protect our intellectual property rights to
the same extent as the laws of the United States.

The absence of complete intellectual property protection exposes us to a greater
risk of direct competition. Competitors could purchase one of our products and
attempt to replicate some or all of the competitive advantages we derive from
our development efforts, design around our protected technology, or develop
their own competitive technologies that fall outside of our intellectual property
rights. If our intellectual property is not adequately protected against competitors’
products and methods, our competitive position could be adversely affected, as
could our business.

We compete against companies that have longer operating histories, more established
products and greater resources, which may prevent us from achieving significant market
penetration or increased operating results. Qur products compete against similar prod-
ucts offered by public companies, such as Candela, Laserscope, Lumenis, Palomar, and
Syneron as well as private companies such as Thermage. Competition with these
companies could result in price-cutting, reduced profit margins and loss of market
share, any of which would harm our business, financial condition and results of opera-
tions. We also face competition from medical products, such as Botox, an injectable
compound used to reduce wrinkles, and collagen injections. Other alternatives to the
use of our products include sclerotherapy, a procedure involving the injection of a
solution into the vein to collapse it, electrolysis, a procedure involving the application
of electric current to eliminate hair follicles, and chemical peels. We may also face
competition from manufacturers of pharmaceutical and other products that have not
yet been developed. Our ability to compete effectively depends upon our ability to
distinguish our company and our products from our competitors and their products,
and includes such factors as:

o product performance;

» product pricing;

o intellectual property protection;

o quality of customer support;

= success and timing of new product development and introductions; and

= development of successful distribution channels, both domestically and

internationally.

Some of our competitors have more established products and customer relationships
than we do, which could inhibit our market penetration efforts. For example, we have
encountered, and expect to continue to encounter, situations where, due to pre-
existing relationships, potential customers decided to purchase additional products
from our competitors. Potential customers alsoc may need to recoup the cost of
expensive products that they have already purchased from our competitors and may
decide not to purchase our preducts, or to delay such purchases. If we are unable to
achieve continued market penetration, we will be unable to compete effectively and
our business will be harmed.
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If we modify one of our FDA-approved devices, we may need to seek re-approval, which,
if not granted, would prevent us from selling our modified products or cause us to redesign
our products. Any modifications to an FDA-cleared device that would significantly
affect its safety or effectiveness or that would constitute a major change in its intended
use would require a new 510(k) clearance or possibly a pre-market approval. We may
not be able to obtain additional 510(k) clearances or pre-market approvals for new
products or for modifications to, or additional indications for, our existing products in
a timely fashion, or at all. Delays in obtaining future clearances would adversely affect
our ability to introduce new or enhanced products in a timely manner, which in turn
would harm our revenue and future profitability. We have made modifications to our
devices in the past and may make additional modifications in the future that we believe
do not or will not require additional clearances or approvals. If the FDA disagrees,
and requires new clearances or approvals for the modifications, we may be required
to recall and to stop marketing the madified devices, which could harm our operating
results and require us to redesign our products.

If we fail to comply with the FDA’s Quality System Regulation and laser performance
standards, our manufacturing operations could be halted, and our business would suffer. We
are currently required to demonstrate and maintain compliance with the FDA's
Quality System Regulation, or QSR. The QSR is a complex regulatory scheme that
covers the methods and documentation of the design, testing, control, manufacturing,
labeling, quality assurance, packaging, storage and shipping of our products. Because
our products involve the use of lasers, our products also are covered by a performance
standard for lasers set forth in FDA regulations. The laser performance standard
imposes specific recordkeeping, reporting, product testing and product labeling
requirements. These requirements include affixing warning labels to laser products, as
well as incorporating certain safety features in the design of laser products. The FDA
enforces the QSR and laser performance standards through periodic unannounced
inspections. We have been, and anticipate in the future to be, subject to such inspec-
tions. Our failure to take satisfactory corrective action in response to an adverse
QSR inspection or our failure to comply with applicable laser performance standards
could result in enforcement actions, including a public iw_.a:m._mﬂnm_., a shutdown of
our manufacturing operations, a recall of our products, civil or criminal penalties, or
other sanctions, such as those described in the preceding paragraph, which would
cause our sales and business to suffer.

We may be unable to obtain or maintain international regulatory qualifications or approvals
for our current or future products and indications, which could harm our business. Sales of
our products outside the United States are subject to foreign regulatory requirements
that vary widely from country to country. In addition, exports of medical devices
from the United States are regulated by the FDA. Complying with international regu-
latory requirements can be an expensive and time-consuming process and approval is

not certain. The time required to obtain clearance or approvals, if required by other
countries, may be longer than that required for FDA clearance or approvals, and
requirements for such clearances or approvals may significantly differ from FDA require-
ments. We may be unable to obtain or maintain regulatory qualifications, clearances or
approvals in other countries. We may also incur significant costs in attempting to obtain
and in maintaining foreign regulatory approvals or qualifications. If we experience
delays in receiving necessary qualifications, clearances or approvals to market our
products outside the United States, or if we fail to receive those qualifications, clear-
ances or approvals, we may be unable to market our products or enhancements in
international markets effectively, or at all.

Because we do not require training for users of our products, and sell our products to
non-physicians, there exists an increased potential for misuse of our products, which could
harm our reputation and our business. Federal regulations allow us to self our products
to or on the order of “licensed practitioners.” The definition of “licensed practitioners”
varies from state to state. As a result, our products may be purchased or operated by
physicians with varying levels of training, and in many states by non-physicians, includ-
ing nurse practitioners, chiropractors and technicians. Qutside the United States,
many jurisdictions do not require specific qualifications or training for purchasers or
operators of our products. We do not supervise the procedures performed with our
products, nor do we require that direct medical supervision occur. We, and our dis-
tributors, offer but do not require purchasers or operators of our products to attend
training sessions. In addition, we sometimes sell our systems to companies that rent
our systems to third parties and that provide a technician to perform the procedure.
The lack of training and the purchase and use of our products by non-physicians may
result in product misuse and adverse treatment outcomes, which could harm our
reputation and expose us to costly product liability litigation.

Product liability suits could be brought against us due to a defective design, material or
workmanship, or misuse of our products and could result in expensive and time-consuming
litigation, payment of substantial damages and an increase in our insurance rates. If our
products are defectively designed, manufactured or labeled, contain defective compo-
nents or are misused, we may become subject to substantial and costly litigation by
our customers or their patients. Misusing our products or failing to adhere to operating
guidelines could cause significant eye and skin damage, and underlying tissue damage.
in addition, if our operating guidelines are found to be inadequate, we may be subject
to liability. We have been involved, and may in the future be involved, in litigation
related to the use of our products. Product liability claims could divert management’s
attention from our core business, be expensive to defend and result in sizable damage
awards against us. We may not have sufficient insurance coverage for all future claims.
We may not be able to obtain insurance in amounts or scope sufficient to provide us

with adequate coverage against all potential liabilities. Any product liability claims
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If, as a result of these factors, there is not sufficient demand for the procedures
performed with our products, practitioner demand for our products could be
reduced, resulting in unfavorable operating results.

We derive a significant amount of our revenue from one key distributor. In November 2003,
the Company entered into a distribution arrangement with PSS World Medical, an
organization of over 750 U.S. medical product sales consultants covering a wide range
of medical specialties. The arrangement is scheduled to continue until December
2005, but will automatically be renewed for successive one-year terms, unless earlier
terminated by either party. PSS World Medical sales representatives work in coordi-
nation with our sales force to locate additional customers for our products. For the
years ended December 31, 2004, 2003 and 2002, PSS World Medical accounted for
12%, 2% and 0%, respectively, of the Company’s net revenue. If PSS World Medical
does not continue performing under the arrangement or seeks to terminate the
arrangement or if PSS World Medical encounters financial difficulties, it may have a
material adverse effect on our business, financial condition, results of operations, and
future cash flows.

We depend on skilled and experienced personnel to operate our business effectively. If we
are unable to recruit, hire and retain these employees, our ability to manage and expand our
business will be harmed, which would impair our future revenue and profitability. Our suc-
cess largely depends on the ski

s, experience and efforts of our officers
and other key employees. We do not have employment contracts with any of our
officers or other key employees. Any of our officers and other key employees may
terminate their employment at any time. In addition, we do not maintain “key person”
life insurance policies covering any of our employees. The loss of any of our senior
management team members could weaken our management expertise and harm
our business.

Our ability to retain our skilled labor force and our success in attracting and hiring
new skilled employees will be a critical factor in determining whether we will be
successful in the future. We may not be able to meet our future hiring needs or retain
existing personnel. We will face particularly significant challenges and risks in hiring,
training, managing and retaining engineering and sales and marketing employees, as
well as independent distributors, most of whom are geographically dispersed and
must be trained in the use and benefits of our products. Failure to attract and retain
personnel, particularly technical and sales and marketing personnel, would materially
harm our ability to compete effectively and grow our business.

Our financial results could be dffected by the changed accounting rules governing the recog-
nition of stock-based compensation expense. We measure compensation expense for our
employee stock compensation plans under the intrinsic value method of accounting

prescribed by APB Opinion No. 25, “Accounting for Stock Issued to Employees.” Under
this method, we recognized compensation charges related to stock compensation
plans, net of related tax effect, of $1.2 million, $1.1 million and $1.0 million in fiscal
years 2004, 2003 and 2002, respectively. In accordance with SFAS No. 123, “Accounting
for Stock-Based Compensation,” we provide disclosures of our operating results as if we
had applied the fair value method of accounting (pro forma basis). Included in our
Quarterly Reports on Form 10-Q we have provided such disclosures in accordance
with SFAS No. 148, “Accounting for Stock-Based Compensation—Transition and Disclosure.”
Had we accounted for our compensation expense under the fair value method of
accounting prescribed by SFAS No. 123, the charges, net of tax, would have been
significantly higher than the intrinsic value method used by us, totaling $1.8 million,
$1.4 million and $2.0 million in fiscal 2004, 2003 and 2002, respectively. The FASB has
announced changes to accounting rules concerning the recognition of stock option
compensation expense. Beginning in the third quarter of fiscal 2005 when these
changes are expected to be implemented, we and other companies will be required to
measure compensation expense using the fair value method, which will adversely
affect our results of operations by increasing our losses by the additional amount of
such stock option charges.

Failure ta maintain effective internal controls over financial reporting could have a material
adverse effect on our business, operating results and stock price. Beginning with our annual
report for our fiscal year ending on December 31, 2005, Section 404 of the Sarbanes-
Oxley Act of 2002 will require us to include a report by our management on our
internal controls over financial reporting. Such report must contain an assessment by
management of the effectiveness of our internal controls over financial reporting as of
the end of our fiscal year and a statement as to whether or not such internal controls
are effective. Such report must also contain a statement that our independent regis-
tered public accounting firm has issued an attestation report on management’s assess-
ment of such internal controls.

In order to achieve timely compliance with Section 404, in fiscal 2004 we began a
process to document and evaluate our internal controls over financial reporting.
Our efforts to comply with Section 404 have resuited in, and are likely to continue
to result in, significant costs, the commitment of time and operational resources and
the diversion of management’s attention. If our management identifies one or more
material weaknesses in our internal controls over financial reporting, we will be
unable to assert such internal controls are effective. If we are unable to assert that
our internal controls over financial reporting are effective as of December 31, 2005
or if our independent registered public accounting firm is unable to attest that our
management’s report is fairly stated or they are unable to express an opinion on
our management’s evaluation or on the effectiveness of our internal controls our
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Consolidated Balance Sheets

December 31, (in thousands, except share and per share data) 2004 2003
ASSETS
Current assets:
Cash and cash equivalents $ 7,070 $10,290
Restricted cash — 250
Marketable investments 59,200 —
Accounts receivable, net of allowance for doubtful accounts in 2004 and 2003 of $487 and $307, respectively 6,643 7,597
Inventory 3,004 2,239
Current portion of deferred tax asset 2,284 1,699
Other current assets 878 879
Total current assets 79,079 22,954
Property and equipment, net 1,071 734
Intangibles, net 399 453
Deferred tax asset, net of current portion —_ 57
Total assets $80,549 $24,198
LIABILITIES, REDEEMABLE CONVERTIBLE PREFERRED STOCK AND STOCKHOLDERS’ EQUITY
Liabilities:
Accounts payable | $ 1,195 $ 1,915
Accrued liabilities 8,194 5,709
Deferred revenue LI171 1,125
Total current liabilities 10,560 8,749
Deferred rent 648 —
Deferred revenue, net of current portion 833 202
Non-current portion of deferred tax liability 52 —
Total liabilities 12,093 8,951
Commitments and contingencies (Note 5)
Redeemable convertible preferred stock, $0.001 par value:
Authorized: 5,000,000 and 4,784,000 shares in 2004 and 2003, respectively;
Issued and outstanding: none and 4,725,000 shares in 2004 and 2003, respectively
(Liquidation and redemption value: $7,450 in 2003) —_ 7372
Stockholders’ equity:
Common stock, $0.00} par value:

Authorized: 50,000,000 and 20,000,000 shares in 2004 and 2003, respectively;

Issued and outstanding: 10,957,202 and 2,229,514 shares in 2004 and 2003, respectively 8] 2
Additional paid-in capital 62,738 7,579
Deferred stock-based compensation (2,226) (3.888)
Retained earnings 7,942 4,182
Other comprehensive loss (¢2) —

Total stockholders’ equity 68,456 7875
Total liabilities, redeemable convertible preferred stock and stockholders’ equity $80,54¢9 $24,198

The accompanying notes are an integral part of these Consolidated Financial Statements.
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Consolidated Statements of Stockholders™ Equity

<

Additional Deferred Other Total
Common Stock Paid-in Stock-Based Retained  Comprehensive Stockholders’
(in thousands, except share amounts) Shares  Amount Capital Compensation Earnings Loss Equity
Balance at December 31, 2001 1,840,154 $2 $ 4,527 $(3.719) $ 416 $— $ 1,226
Exercise of stock options 123,230 — 23 — — — 23
Deferred stock-based compensation — — (78) 78 — — —
Amortization of stock-based compensation — — — 1,026 — — 1,026
Non-employee stock-based compensation — — 171 —_ — — 171
Net income — — — — 660 — 660
Balance at December 31, 2002 1,963,384 2 4,643 (2,615) 1,076 — 3,106
Exercise of stock options 266,130 — 108 — — — 108
Deferred stock-based compensation — — 2,591 (2.591) — — —
Amortization of stock-based compensation — — — 1,318 — — 1,318
Tax benefit related to employee stock options — — 131 — — — 131
Non-employee stock-based compensation — — 106 —_ — — 106
Net income — — — — 3,106 — 3.106
Balance at December 31, 2003 2,229514 2 7,579 (3.888) 4,182 — 7,875
Issuance of common stock from initial public offering, net of issuance costs 3,629,800 4 46,308 — — — 46,312
Conversion of redeemable convertible preferred stock to common stock at
initial public offering 4,725,000 5 7367 — — — 7,372
Issuance of common stock upon net exercise of warrant 18,010 — — — — — —
Issuance of common stock for employee purchase plan 35,235 — 323 — — — 323
Exercise of stock options 319,643 — 714 — — — 714
Deferred stock-based compensation — — (227) 227 — — —
Amortization of stock-based compensation — — — 1,435 — — 1,435
Tax benefit related to employee stock options — — 674 — — — 674
Components of other comprehensive income:
Net income — — — — 3,760 — 3,760
Other comprehensive loss — — — — — 9 %
Comprehensive income — — — — — — 3,751
Balance at December 31, 2004 10,957,202 $11 $62,738 $(2,226) $7,942 $(9) $68,456

The accompanying notes are an integral part of these Consolidated Financial Statements.
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Notes to Consolidated Financial Statements

NOTE I—ORGANIZATION:

Formation and Business of the Company

Cutera, Inc. (the “Company”) designs, develops, manufactures, and markets the
CoolGlide, Xeo and Solera families of products for use in laser and other light-
based aesthetic applications. The Company’s products enable dermatologists, plastic
surgeons, gynecologists, primary care physicians, and other qualified practitioners to

offer non-invasive aesthetic treatments to their patients.

Initial Public Offering

On April 5, 2004, the Company completed an initial public offering in which it soid
3,100,000 shares of common stock at $14.00 per share. On April 28, 2004, the under-
writers exercised the over-allotment option to purchase an additional 529,800 shares
at $14.00 per share. The Company’s initial public offering raised approximately $46.3
million, net of underwriting discounts, commissions and other offering costs of
$4.5 million. Upon the closing of the offering, all the Company’s outstanding shares
of redeemable, convertible, preferred stock converted on a one-to-one basis into
4,725,000 shares of common stock.

NOTE 2—SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES:

Basis of Presentation

As of December 31, 2004, the Company has seven wholly owned subsidiaries in
France, Germany, the United Kingdom, Japan, Canada, Australia and Spain. The pur-
pose of these subsidiaries is to market and sell the Company’s products outside of
the United States. The Consolidated Financial Statements include the accounts of the
subsidiaries, and all inter-company transactions and balances have been eliminated.

Use of Estimates

The preparation of the accompanying financial statements in conformity with account-
ing principles generally accepted in the United States requires management to make
certain estimates and assumptions that affect the reported amounts of assets and
liabilities and disclosure of contingent assets and liabilities at the date of the financial
statements and the reported amounts of revenues and expenses during the reporting

period. Actual results could differ from those estimates.

Cash, Cash Equivalents and Investments

Cash equivalents or short-term financial investments that are readily convertible to
cash are stated at cost, which approximates market value. The Company considers
all highly liquid investments with an original maturity of three months or less at the
time of purchase to be cash equivalents. Management determines the appropriate
classification of its short-term and long-term marketable investment securities at the
time of purchase and reevaluates such determination as of each balance sheet date.
Management has classified the Company’s marketable investments as “available-for-
sale” securities in the accompanying financial statements. Available-for-sale securities
are carried at fair value, with unrealized gains and losses reported in other com-
prehensive income. Investments held for use in current operations are classified
in current assets.

Restricted Cash

At December 31, 2003, cash balances of $250,000 were restricted from withdrawal
and held by a bank in the form of certificates of deposit. These certificates of deposit
served as collateral against merchant accounts and a facility lease. In 2004, these
restrictions were removed.

Fair Value of Financial Instruments

Carrying amounts of the Company’s financial instruments including cash and cash
equivalents, marketable investments, accounts receivable, accounts payable and
accrued liabilities, approximate their fair values due to their short maturities.

Concentration of Credit Risk and Other Risks and Uncertainties

Financial instruments that potentially subject the Company to concentrations of risk
consist principally of cash, cash equivalents, marketable investments and accounts
receivable. The Company’s cash and cash equivalents are primarily invested in
deposits and money market accounts with one major bank in the United States.
Deposits in this bank may exceed the amount of insurance provided on such deposits,
if any. Management believes that this financial institution is financially sound and,
accordingly, minimal credit risk exists. The Company has not experienced any losses
on its deposits of cash and cash equivalents. Accounts receivable are typically unse-
cured and are derived from revenues earned from customers primarily located in the
United States. The Company performs ongoing credit evaluations of its customers
and maintains reserves for potential credit losses. Historically, such losses have been
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The Company generally offers a warranty with its products. The Company provides
for the estimated cost to repair or replace products under warranty at the time of
sale. Service revenue is recognized as the services are provided and, for service
contracts, on a straight-line basis over the period of the applicable service contract.
Service revenue for the years ended December 3!, 2004, 2003 and 2002 was
$2,414,000, $1,617,000 and $758,000, respectively.

Research and Development Expenditures

Costs related to research, design and development of products are charged to
research and development expense as incurred. They primarily include employee
related expenses; clinical and regulatory expenses; third-party contractor fees; facili-
ties expenses; and expensed material costs associated with research, development
and testing.

Advertising Costs

Advertising expenses are included in sales and marketing expenses and are expensed
as incurred. Advertising expenses for the years ended December 31, 2004, 2003 and
2002 were $1,314,000, $886,000 and $496,000, respectively.

Stock-Based Compensation

The Company accounts for stock-based employee compensation arrangements in
accordance with the provisions of Accounting Principles Board (“APB”) Opinion
No. 25, “Accounting for Stock Issued to Employees,” and its interpretations and
complies with the disclosure provisions of SFAS No. 123, “Accounting for Stock-Based
Compensation.” Under APB Opinion No. 25, compensation expense is based on the
difference, if any, on the date of the grant, between the fair value of the Company’s
stock and the exercise price. Employee stock-based compensation is amortized on a
straight-line basis over the vesting period of the underlying options. SFAS No. 123
defines a “fair value” based method of accounting for an employee stock option or
similar equity investment. The Company accounts for equity instruments issued to
non-employees in accordance with the provisions of SFAS No. 123 and Emerging
Issues Task Force (“EITF”) No. 96-18, “Accounting for Equity Instruments That Are Issued
to Other Than Employees for Acquiring, or in Conjunction with Selling, Goods or Services.”
"Equity instruments issued to non-employees are recorded at their fair value on the
measurement date and are subject to periodic adjustment as the underlying equity
instruments vest. Non-employee stock-based compensation charges are amortized
over the vesting period on a straight-line basis.

el

The following table illustrates the effect on net income if the Company had applied
the fair value recognition provisions of SFAS No. 123 to stock-based employee com-
pensation arrangements (in thousands, except per share data):

Years Ended December 31, 2004 2003 2002

Net income, as reported $ 3,760 $ 3,106 $ 660
Add: Stock-based employee compensation expense

included in reported net earnings, net of related

tax effects 1,184 1,137 1,026
Deduct: Total stock-based employee compensation

determined under fair value based method for all

awards, net of related tax effects : (1,823) (1,424) (1,998)

$ 3,121 $ 23819 $ (312)

Pro forma net income (loss)

Net income (loss) per share:

Basic—as reported 0.38 $ 0.46 $ 0.10

Basic—pro forma 0.32 $ 042 $ (0.05)

Diluted—as reported

$
$
$ 031 $ 035 $ 007
$

Diluted—pro forma 0.26 $ 031 $ (0.05)

In computing these pro forma amounts, the Company has used the minimum value
method for options granted prior to January 15, 2004 (the date of the first filing of
the Company’'s Form S-1 in connection with its initial public offering) and the fair
value method for options granted after this date. The following weighted-average
assumptions were used to measure the value of stock options and employee stock
purchase plan (ESPP) shares granted in the periods presented:

Years Ended December 31, 2004 2003 2002
Risk-free interest rate for stock options 3.12%  210%  297%
Risk-free interest rate for ESPP 1.14% —% —%
Expected life for stock options (in years) 3.63 4.00 4.00
Expected life for ESPP option (in years) 0.57 — —
Expected stock price volatility for stock options 69% —% —%
Expected stock price volatility for ESPP 55% —% —%
Dividend yield — — —

Based on the above assumptions, the weighted-average estimated fair values of options
granted for the years ended December 31, 2004, 2003 and 2002 were $6.98, $3.94
and $0.48 per share, respectively, and the weighted-average fair value of ESPP shares
granted for the year ended December 31, 2004 was $3.34.
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Securities with contractual maturities of greater than one year include one municipal
bond for $2.0 million and the remaining balance relates to either auction rate securi-
ties or variable rate demand notes. While the contractual maturities are long-term,
we believe the securities are highly liquid and that the Company can take advantage
of interest rate reset periods of between one and thirty-five days to liquidate the
securities. Management has the ability and intent, if necessary, to liquidate these
investments to fund operations within the next twelve months and, accordingly, has
classified all investments as short-term “Marketable Investments” in the Consolidated
Balance Sheets.

As of December 31, 2003, the Company did not have any marketable investments.

Accounts Receivable

Trade accounts receivable are recorded at the invoiced amount and do not bear
interest. The allowance for doubtful accounts is our best estimate of the amount of
probable credit losses in our existing accounts receivable. We determine the allow-
ance based on historical write-off experience and any specific customer issues that we
have identified. We review our allowance for doubtful accounts monthly. Account bal-
is probable the receivable

ances are charged off against the allowance when we feel
will not be recovered. We do not have any off-balance-sheet credit exposure related
to our customers. As of December 31, 2004 and 2003, one customer accounted for
37% and 8% of the Company’s total accounts receivable balance, respectively.

Receivables consist of the following at December 31, 2004 and 2003 (amounts
in thousands):

2004 2003
Gross Trade receivables $7,130 $7,904
Less: Allowance for doubtful accounts (487) (307)
Net Trade receivables $6,643 $7.597
Inventory

Inventory consists of the following (in thousands):

December 31, 2004 2003
Raw materials $1,510
Finished goods 1,494 1,129

$3,004 $2,239

Other Current Assets
Other current assets consist of the following (in thousands):

December 31, 2004 2003
Prepaid expenses $ 292 $ 361
Deferred public offering costs - 225
Tax receivable 199 140
Deposits 194 126
Prepaid commissions 193 —
Other — 27

$ 878 $ 879

Property and Equipment, Net
Property and equipment, net consists of the following (in thousands):

December 31, 2004 2003
Leasehold improvements $ 67 $ 132
Office equipment and furniture 1,340 822
Machinery and equipment 1,141 676
Construction in progress — 220

2,548 1,850
Less: Accumulated depreciation and amortization (1,477) (1,116)

$ 1,071 $ 734

Depreciation and amortization expense related to property and equipment was
$470,000, $389,000 and $351,000 for the years ended December 31, 2004, 2003 and
2002, respectively.

Accrued Liabilities
Accrued liabilities consist of the following (in thousands):

December 31, 2004 2003
Payroll and related expenses $ 3,200 $ 2,424
Warranty 1,850 1,700
Professional fees 818 158
Income tax payable 783 808
Sales and marketing accruals 723 128
Sales tax 329 211
Other 491 280

$ 8,194 $ 5,709




PUE pl{EAUI 348 SwieD> 359yl Jeyl pue ‘yuaied ayl jo swiep sjqedidde a3uiyul Jou op
s1onpoud s1 1eys Sunuied Aisnoiodia uonde ayy Suipussep si Auedwor) ay tadoud
pue 1sn[ SwWasp 14n0d 3yl se J9I[aJ J3Yl0 pue ‘saady SABUJOIIE PUB S1SOD 3|QBUOS
-ea4 ‘sagewep ajqas3 pue Asoresuadwod ueaqo o1 pue ‘zusled syl adulyul 01 punoy
s1onpoud 3uyas wouy Auedwos) ayl ulolua 01 SupPjaas ale o) PUB JBWOjEY "1INSME|
a1 ui anss| 1k 1Ualed 3YJ JO UBUMO 3] S| HO)|\ PUE ‘DISUIDY| SAISN|IXI 3Y] SI JEWO|RY
acuis ‘ynureid [euonippe ue se ansme| ayl pauiol Jale) ([, HOW,,) {eadsoH |esauan)
snasnyoessely A34aua 1S yum siey 3uirowaa oy smesedde pue poylaw e suiaduod
audied Siy| ‘pH8GEL'S "ON JuRy "N BuiBuiyur Apaeaaqiap pue A|njm st Auedwon)
3y ‘s1onpoud 03) apI|H|00T) puUE 8BIUBA 3PIIDH|00D) [3IXT IPID|C0D) ‘AD 3P DH|00D
sAuedwo aya sjes Joj Buriago 1o Buyes ‘Buisn ‘Bunjew £Aq eys saBsje ynued
3y | 'SIIBSNYDEBSSEBY JO 32143SI(] 34N0D) 1d14IsI] $9IeI§ pariun) 9yl ul Auedwor) aya
3surede 3nsme| e pajy (, Jewojey, ) saiBojouydaj |edipal] Jewoled ‘7007 A4BNniqa4 u)

$a1>ua3unuos)

'3|qE1 9AOQE 32 WOy PIPN|IXD UG SBY SWIODUI [BIUS ISBI|GNS
sIy] "000'ze$ Sunewixoadde awodur jeluad Ajyuow yim saeak 994yl jo poliad e
1oy s) asea| ay) Jo wudl 3y ‘Aised paiyy pareyyyeun ue o3 Ayjdey s1l jo uonsod e
a5e3| 01 JuswWaaJde [r1usd Ises|qns B olul pasalua Auedwo) aya ‘s0QT ‘|| Asenuef up

Wy asea|qng

‘asuadxa aAn
-eJisIulpe pue [esauad o3 pasuadxa Sem YdIym ‘000‘0SZ$ JO 38J4eyd uoneUILLIA) ®©
pa.tundul pue aseaj A11[158} BlUJOJI|EY) ‘Swedulling N0 PalBUILLIR] BM ‘p0QT AJBNiga4 u)

“AjpAn22dsal ‘000'681$ PUE 000°€61$
‘uoljiw 7' ¢ sem asuadxs 1uaa ‘70T PUB £00T ‘PO0T ‘|€ 19quiada(] papus steak ayl Jog

067'6% sjuawided eruss wnuuiwr 3anIng
SU'S 191E313 13 pUR O|0T
066 600C
(452 800T
- 61L £00T
649 900¢
589 ¢ S00T

‘1€ Jaquiada Buipuy saeay

(spuesnoya ui)
$007 ‘1€ J2quadaq Jo se anp ase syuawded asayl yoiym ul sporiad 3yl pue sases)
A31oey 03 paiejeu syuawded asea| wnwiulw Joj suonedl|qo [emdenuod sduedwor) syl
noqe uopewaojul 31edeu33e sasopsip 9|qes Buimojioy ay| 9007 Aely ul saaidxa
uede[ ul asea| syl pue 70Q7 Y24Bj Ul sauidxa AuewIA ul Ised| ay| ‘AjoAnndadsaus
‘uede( pue Auewlusay ul 1834 asenbs oz pue 199 auenbs gop'| Aj@rewixoudde jo

S5€

sa1jIoey ad1yjo pases| sey Auedwo) ayl ‘uonIppe U| ‘407 Ui sadidxa yoiym *asea| Sune
-19do 9|qej@dued-UoU B 43pun A11[198) Bulinidejnuew pue 3diyo it sasea| Auedwo) ay |
asea 1108y

*SAMONIONILNOD ANV SLNIHWRINKWOD—S ILON

‘pa4a4ndul se ﬁwN_CMOuw._

aJe pue Ajpandadsal ‘000'80$ PUE 000°08L$ ‘000°70L$ ©F PaIunowe Z00T Pue £00T
‘007 ‘|€ 49qQWiada] papua sJeak ayl 3ulnp SIOBJIUOD IDIAIBS UAPUN PALINDUL SISO

906'1$ 00T ‘1€ 49qWada( ‘ssuejeg
S85°1 paziudodad anuaAdy 5537
91T paaladaL sjudwiiey (ppy
LTE| £00T ‘I£ 4aquuada(g ‘aduejeg
960°1 paziug0331 anUIAIY (5537
S60°T paAI9daL sausWAey ppy
8lt % 7007 ‘1€ 13quiada( ‘@duejeg

:(spuesnoya u1) anuaAa. 1DBIIUCD 3DIAIBS pallsR(

“12B43U0D 9D1AISS Ijqedijdde
9y3 jo porad ay1 43A0 siseq aul-1yS1ea1s B uo PazIUBOdI3U SI BNUDAIL 1DBIIUOD DDIAIDG
S1DBJIUOTD) IDIAIDG

0s8'1$ 007 ‘I 42quadaqg ‘aduejeg
796°1 poisad ays Bulunp dpeEW SIUDWI|113G 15537
Tt $00T Ul PaNss! SANUBIIBM 10§ S|ENIIDY PPy
00L'l $ £00T ‘I £ 43quadaQ ‘aduefeg
WW.NIW.&I powsad ay1 Bulinp apew s1uaWa|IIag 15597
ld2dl €007 Ul PANSSI SAIIUBIIEM JOJ S|ENIDDY ppY
005’ $ 7007 ‘1€ 42quiade( ‘adueleg

:(spuesnoya ur) 9AJ9s3d AJUBIIEAA

‘9es Jo awil 8yl 3e Aaued

-1em Japun s1onpoad ade|dau o uiedas o3 150> paewnsa syl J0) sapiacid Appusiand
Auedwory ayj Ajuo siued uo Luessem e sapiaodd Auedwor) ayy ‘safes 401NQlIIsIp
uQ °SISEQ ||BD [BNPIAIPUI UB UO JO SISBQ 1DBJIUCD 3IMAISS B U0 paplaoid si 1uoddns
pue a>ueualuiew ‘poltad AJuediem 3yl 491y Ionpoud jo adAy ay3 uo Buipusdap ‘s1on
-poud 511 yum Liveasem e sapiaoad £|jeasuas Auedwon ayj 's1onpoud si uoy adjalas
sapiAcud JBY) BOLIBWY YIHON]| Ul UONEZIUESIO 321AI3S p[aly 1234ip & sey AuedwoD) ay )
Aueaaepp

SADOVHLNOD ADIAYIS ANY ALNVHYYA—Y JLON




36

unenforceable. Additionally, the Company has filed a counterclaim alleging that the
patent should be declared unenforceable because of inadequate disclosures made to
the U.S. Patent and Trademark Office by the plaintiffs during that patent’s prosecution
with the U.S. Patent and Trademark Office. The litigation is active and the parties are
moving toward trial, although a trial date has not yet been set by the court. The court
recently held a hearing on the Company’s summary judgment motion but has not yet
issued a ruling. The outcome of this motion could accelerate the litigation’s determi-
nation. The Company believes that it has meritorious defenses of non-infringement
and invalidity in this action. However, litigation is unpredictable and the Company may
not prevail in successfully defending or asserting its position. If the Company does not
prevail, it may be ordered to pay substantial damages for past sales and an ongoing
royalty for future sales of products found to infringe. The Company could also be
ordered to stop selling any products that perform laser-based hair removal. Most of
our products include an application for laser-based hair removal.

From time to time, the Company may become involved in litigation relating to claims
arising from the ordinary course of business. Management does not believe the final
disposition of these matters will have a material adverse effect on the financial posi-
tion, results of operations or cash flows of the Company.

Legal fees in connection with loss contingencies are recognized as the fees
are incurred.

NOTE 6—REDEEMABLE CONVERTIBLE PREFERRED STOCIK:

On April 5, 2004, upon the closing of the initial public offering, all the Company’s
outstanding shares of redeemable convertible preferred stock converted on a one-to-
one basis into 4,725,000 shares of common stock.

NOTE 7—STOCKHOLDERS’ EQUITY:

Preferred Stock

On January 12, 2004, the Board of Directors approved an amendment to the
Company’s Amended and Restated Certificate of Incorporation increasing the
number of authorized preferred stock to 5,000,000 shares. The Company’s Board
of Directors is authorized to determine the designation, powers, preferences and
rights of preferred stock.

Common Stock

On January 12, 2004, the Board of Directors approved an amendment to the
Company’s Amended and Restated Certificate of Incorporation increasing the number
of authorized common stock to 50,000,000 shares.

Each share of common stock is entitled to one vote. The holders of common
stock are also entitled to receive dividends whenever funds are legally available
and when declared by the Board of Directors, subject to the prior rights of the
preferred stockholders.

2004 Employee Stock Purchase Plan
On January 12, 2004, the Board of Directors adopted the 2004 Employee Stock
Purchase Plan (“2004 ESPP”). A total of 200,000 shares of common stock were

_reserved for issuance pursuant to the 2004 Employee Stock Purchase Pian. Under the

2004 Employee Stock Purchase Plan (“2004 ESPP”), eligible employees are permitted
to purchase common stock at a discount through payroll deductions. Shares of com-
mon stock will be increased on the first day of each fiscal year, commencing in 2005,
by an amount equal to the lesser of (i) 600,000 shares, (ii) 2.0% of the outstanding
shares of common stock on such date or (iii} an amount as determined by the Board
of Directors. Each offering period includes two six-month purchase periods. The
Company added 219,144 reserved shares to the 2004 ESPP on January |, 2005. The
price of the common stock purchased shall be the lower of 85% of the fair market
value of the common stock at the beginning of an offering period or at.the end of a
purchase period. The initial offering period commenced on March 31, 2004, the effec-
tive date of the Company’s initial public offering. The Company issued approximately
35,235 shares of common stock in fiscal 2004 under the 2004 ESPP. At December 31,
2004, approximately 164,765 shares remained available for future issuance.

2004 Equity Incentive Plan and 1998 Stock Plan

In 1998, the Company adopted the 1998 Stock Plan (the “1998 Plan”) under which
4,650,000 shares of the Company’s common stock have been reserved for issuance
to employees, directors and consultants.

On January 12, 2004, the Board of Directors maovﬁma the 2004 Equity Incentive Plan
(the “2004 Plan”). A total of 1,750,000 shares of common stock were reserved for
issuance pursuant to the 2004 Equity Incentive Plan. In addition, the shares reserved
for issuance under the 2004 Equity Incentive Plan included shares reserved but unis-
sued under the 1998 Plan and shares returned to the 1998 Plan as the result of termi-
nation of options or the repurchase of shares.

Shares of common stock approved under the 2004 Equity Incentive Plan will be
increased on the first day of each fiscal year, commencing in 2005, by an amount equal
to the lesser of: (i) 5% of the outstanding shares of the first day of such year; (ii) two
million shares; or, (iii) an amount determined by our board. On January |, 2005, the
Company added 547,860 shares to the 2004 Equity Incentive Plan.
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and 2002, the Company reversed deferred stock-based compensation of $227,000,
$1.212,000 and $78,000, respectively, for unvested options cancelled in connection
with employee terminations. During the years ended December 31, 2004, 2003 and
2002, the Company recorded employee stock-based compensation expense of
$1,435,000, $1,318,000 and $1,026,000, respectively.

Stock-based compensation expense related to stock options granted to non-employees
is recognized on a straight-line basis as the stock options are earned in accordance
with SFAS No. 123. The Company believes that the fair values of the stock options are
more reliably measurable than the fair values of the services received. The estimated
fair values of the stock options granted are calculated at each reporting date using the
Black-Scholes option-pricing model, as prescribed by SFAS No. 123, using the follow-
ing weighted-average assumptions:

Years Ended December 31, 2004 2003 2002
Risk-free interest rate —%  4.19%  459%
Contractual life (in years) — 10 10
Dividend yield —_ — —
Expected volatility —% 80% 80%

The stock-based compensation expense related to non-employees will fluctuate as
the deemed fair market value of the common stock fluctuates as the options are
earned. In connection with the grants of stock options to non-employees during the
years ended December 31, 2004, 2003 and 2002, the Company recorded stock-based
compensation expense of $0, $106,000 and $171,000, respectively.

NOTE 8—INCOME TAXES:

The U.S. and international components of the provision for income taxes are as
follows (in thousands):

December 31, 2004 2003 2002
Current:
Federal $2,123 $2,413 $ 990
State 309 214 69
Foreign 69 48 6
2,501 2,675 1,065
Deferred:
Federal . (410) (606) (210}
State : (34) 19 (100)
Foreign (32) — -

476)  (587) (310)

Total provision for income taxes $2,025 $2,088 $ 755

The Company’s deferred tax asset consists of the following (in thousands):

December 31, 2004 2003
Capitalized start-up costs $ 3 $ 13
Accrued warranty 704 656
Other accruals and reserves 926 659
Stock-based compensation 619 384
Depreciation and amortization —_ 44
Foreign 32 —
Deferred tax asset 2,284 1,756

(52) -
$2,232  $1.756

Depreciation and amortization

Net deferred tax asset

The differences between the U.S. federal statutory income tax rate to the Company's
effective tax are as follows:

Years Ended December 31, 2004 2003 2002
Tax at federal statutory rate 34.00%  34.00% 34.00%
State, net of federal benefit 4.07 4.58 4.34
Meals and entertainment 0.89 0.67 2.45
Benefit for research and development credit 3.71) (4.62) (25.62)
Stock-based compensation 1.67 592 41.03

Tax exempt interest (3.37) — —
Other 1.45 (0.35) (2.85)

35.00%  40.20% 53.35%

Provision for taxes

Management evaluates on a periodic basis the recoverability of deferred tax assets
and the need for a valuation allowance.

Undistributed earnings of the Company's foreign subsidiaries of approximately
$227,000 at December 31, 2004 are considered to be indefinitely reinvested and,
accordingly, no provision for federal and state income taxes have been provided
thereon. Upon distribution of those earnings in the form of dividends or otherwise,
the Company would be subject to both U.S. income taxes (subject to an adjustment
for foreign tax credits) and withholding taxes payable to various foreign countries.

NOTE 9—NET INCOME PER SHARE:

The Company adopted EITF No. 03-06, “Participating Securities and the Two Class
Method Under FASB Statement No. 128, Earnings Per Share,” during the period ended
June 30, 2004 and has retroactively adjusted reported earnings per share for the two
years ended December 31, 2003.
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Report of Independent Registered Public Accounting Firm

To the Board of Directors and Stockholders of
Cutera, Inc.:

In our opinion, the accompanying consolidated balance sheets and the related
consofidated statements of income, shareholders’ equity and cash flows present fairly,
in all material respects, the financial position of Cutera, Inc. and its subsidiaries at
December 31, 2004 and 2003, and the results of their operations and their cash flows
for each of the three years in the period ended December 31, 2004 in conformity
with accounting principles generally accepted in the United States of America. These
financial statements are the responsibility of the Company's management. Our
responsibility is to express an opinion on these statements based on our audits. We
conducted our audits of these statements in accordance with the standards of the
Public Accounting Oversight Board (United States). Those standards require that we
plan and perform the audit to obtain reasonable assurance about whether the financial
statements are free of material misstatement. An audit includes examining, on a test

basis, evidence supporting the amounts and disclosures in the financial statements,
assessing the accounting principles used and significant estimates made by management,
and evaluating the overall financial statement presentation. We believe that our audits
provide a reasonable basis for our opinion.

Is/ PricewaterhouseCoopers LLP

San Jose, California
March 21, 2005
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CUTERA

World Headdquarters
3240 Bayshore Bivd.
Brisbane, CA 94005

Tel (415) 657 5500
Fax (415) 330 2444
www.cutera.com

Cutera Europe
Eupener Str. 161a
50933 KéIn
Germany
Tel +49 (0) 221 579 5701
Fax +49 (0) 221 579 5703

Cutera Asia Pacific
Giraffa Building 1ith floor
1-6-10 Hiroo
Shibuya-ku, Tokyo 150-0012
Japan
Tel +81 (0) 3 3473 9180
Fax +81 (0) 3 3473 9181




