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PART I
Iltem 1. Business
General

Cytori Therapeutics, Inc. is developing and seeksoimmercialize stem and regenerative cell thesdpiecardiovascular disease,
reconstructive surgery and many other serious,nébyrand life threatening conditions. These thexapvill be commercialized through the
sale of the Celution™ System, a device that quickiyioves stem and regenerative cells from a p&tienin adipose tissue. To deliver these
therapies, physicians remove a small amount otiamis fat, also known as adipose tissue, andgE®d inside the Celution™ System.
About an hour later, a purified concentration efnstand regenerative cells are administered battletsame patient.

The Celution™ System is expected to be launchétlimope in early 2008. In 2007, we will begin andal study of the Celution™
System specifically for use in breast reconstruct@lowing partial mastectomy in breast canceigras. Cardiovascular disease is another
application of the Celution™ System under developmé\ European safety and feasibility clinicaldtus underway for patients with
chronic ischemia, a severe form of coronary artisgase. A separate European study is expectezhio im the second quarter of 2007 for
use in heart attack patients.

Our MacroPore Biosurgery operating segment ownsufiaaturing rights to two product families that aelonger central to our busine
focus. The HYDROSORB™ family of bioresorbable spamel orthopedic implants, including MYSTIQUE ™distributed worldwide
exclusively by Medtronic, Inc. (“Medtronic”). Ourhiin Film bioresorbable soft tissue separation impfaoduct line will be marketed
exclusively in Japan by Senko Medical Trading C8efko”) following regulatory approval of the praztun Japan. We sold all of our non-
Japan Thin Film product lines in 2004.

We were initially formed as a California generaiftparship in July 1996, and incorporated in theeStd Delaware in May 1997. We
were formerly known as MacroPore Biosurgery, Iaod before that as MacroPore, Inc. Over the pastyars we have aggressively shifted
the focus of our business from our bioresorbablgamts business to our regenerative cell technobagyness, including the formation of a
strategic joint venture with Olympus Corporatior2®05. We are actively pursuing a buyer (or buyfnsjhe bioresorbable implants
business.

Products and Markets

Regenerative cell technolo

The Celution™ System

Cytori’s Celution™ System is a sophisticated meldilevice that allows physicians to offer regenematherapies at the point of care
using the patients' own cells. It standardizesandmates a process that releases stem and ratjemeells residing naturally within a
patient’s own adipose (fat) tissue. The adiposuéss taken from the patient using a minor liptisaelike procedure, placed into the system
and, with the touch of a button, the processingrised\bout an hour later, following a tissue wastl] separation and concentration by the
Celution™ System, a prescribed dose of stem arehergtive cells may be delivered back to the patien

Our Celution™ System will utilize a single-use thgeutic sets containing proprietary Cytori techggldo be used on a pestient basis
Each therapeutic set is unique and specific foh éaerapeutic application. For example, the tharipset for cardiovascular disease is

distinct from that used in reconstructive surgery.

Celution™ PRS System

The Celution™ PRS (Plastic & Reconstructive Sur&ystem is expected to be launched in early 26@urope. We will initially
target select surgeons and hospitals for geneeaihuslastic and reconstructive surgery and, penpdipporting clinical data, commercialize
the Celution™ System for more specific applicatisnsh as breast reconstruction.
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In November 2006, preliminary safety was reportedhfan 11 patient investigator-initiated study gsilipose-derived stem and
regenerative cells to reconstruct breast tissdeviiihg partial mastectomy and radiation therapye Thlls were extracted using our
Celution™ System and the study took place at KyuSéotral Hospital in Japan. The study was expatal@ttiude eight additional patients.
Evaluation of the 19 patients continues to supportpreliminary safety and feasibility findings.IFesults from the study are expected to be
reported later in 2007.

In 2007, we will begin a clinical study using thel@ion™ System to support adoption and reimburserfoe breast reconstruction.
Over five hundred thousand patients are diagnostrdbreast cancer each year worldwide. Approxinya6@% of these patients will be
treated with lumpectomy procedures, a trend thacieasing with early detection. In addition, thare an estimated 3.0 million breast cancer
survivors in Europe and 2.2 million in the US. Tkeeonstruction of partial mastectomy defects regrtssan important unmet medical need
throughout the world.

Celution™ CV System

We are sponsoring two clinical trials for cardiomalar disease. The first is a trial for chronic rogalial ischemia, a severe form of
coronary artery disease, which started enrollinigepts in early 2007 (“PRECISE trial”). Our study fheart disease is scheduled to begin in
the second quarter of 2007 (“APOLLO trial”). Resuitom both of these studies are expected in tbergkhalf of 2008.

Our PRECISE trial is a 36 patient safety and fekitsilstudy evaluating adipose stem and regenegatidlls as a treatment for chronic
ischemia. The patients’ cells are extracted froeirtbwn adipose tissue using the Celution™ Systblext, the cells are injected around the
injured oxygen-deprived areas of their hearts thhoa specially designed catheter. The patientsb&ifiollowed for six months before
evaluation. Full results are expected to be redart008. The study is being conducted at Gregdaoafion Hospital in Madrid Spain and
led by Drs. Francisco J. Fernandez-Avilés and EomePerin.

Cytori's APOLLO trial will be a 48 patient safetychfeasibility study to evaluate adipose stem a&ggnerative cells as a treatment for
heart attacks. The patients' cells will be extrdétem their own adipose tissue using the CelutioBy¥tem. Next, the cells will be injected
into their coronary artery down a catheter. Thiepés will be followed for six months before evafion. Full results are expected to be
reported in 2008. The study is being conductedhatdxcenter, Erasmus Medical Center Hospital irntdRdam, the Netherlands and led by
Dr. Patrick Serruys.

The American Heart Association estimates that énlihited States alone, there are approximatelynlllbn heart attacks each year and
more than 5.2 million people suffer from a formchfonic heart disease.

Celution™ System Pipeline

Other applications of the Celution™ System thattaieg investigated include: gastrointestinal dieos, which could address fistulas
and wounds associated with inflammatory disordech s Crohn'’s disease, vascular disease, andpediwapplications such as bone or
spinal disc repair. Our scientists are, to a vayylagree, investigating these applications in fireeal models. The full pipeline and the
relative stages of progress for all the targetedapeutic areas is detailed below:

Therapeutic Application Discovery Preclinical Clinical Testing Notes
Reconstructive Surgery

Efficacy study expected to

Breast reconstruction X start in 2007
Cardiovascular Disease

Chronic Myocardial X Safety and feasibility trial

Ischemia underway

Heart Attack X Safety and feasibility trial

expected to start Q2 2007
Gastrointestinal Disorders

Crohn’s Disease X

Intestinal Repair X
Vascular Repair

Peripheral Vascular Diseas X
Orthopedics

Spinal Disc Disease X

Bone Repair X
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Stem Cell Banking

We operate a California state-licensed tissue liatikty for the preservation of stem and regeneeatells extracted from adipose tissue.
This service is being offered on a very limitedibas surgical patients undergoing liposuction piures. Typically arranged through a
patient’s physician, cell preservation is the pescley which regenerative cells, taken from a liptisn or other procedure, are stored
(cryopreserved) in a liquid nitrogen freezer at0-32(-196°C) exclusively for the patient who preser them. The cells can be preserved
indefinitely.

MacroPore Biosurgery Produc

Our MacroPore Biosurgery business manufacturescalrignplants derived from our bioresorbable tedbgg. The HYDROSORB™
family of spine and orthopedic implant productglinling MYSTIQUE™ products, is distributed exclusly by Medtronic. HYDROSORB™
and MYSTIQUE™ are trademarks of Medtronic. Thisdaret line accounted for 85.9% of our total revenne005 but only 18.3% of our
total revenues in 2006. Our sales of these prodiestbned significantly in 2006. The Thin Film liné products, pending regulatory approval
in Japan, would be distributed exclusively thro&ginko for antadhesion applications, soft tissue support, andmimation of the attachme
of soft tissues throughout the body. We sold our-d@pan Thin Film business in 2004.

Manufacturing

Starting in late 2008, the Celution™ System willhanufactured by a joint venture between Cytori @hydnpus Corporation
(“Olympus”), a global optics and life science comypaThe joint venture, Olympus-Cytori Inc. (the iidioVenture”), enables Cytori to access
Olympus’ expertise in engineering, manufacturind aervicing of sophisticated medical devices. TdiatMenture will supply the
Celution™ System for all therapeutic applicationkely to Cytori at a formula-based transfer priCgtori owns Celution™System marketin
rights for all therapeutic applications.

Before the Joint Venture manufacturing is availadkEmand for the Celution™ System will be fulfilleg Cytori's internal manufacturir
capabilities. Cytori has built and refined a mantdang process that is currently supplying thdieageneration Celution™ Systems for use
in clinical trials and which can be expanded topdyphe anticipated required number of systemsmarepatient use therapeutic sets upon
market launch in early 2008.

Technology

Adipose tissue, also known as fat tissue, is ttlgest and most accessible known source in the hboady of adult stem cells. In additi
to stem cells, within adipose tissue there liegfnéd population of cell types that are also majomtributors to healing, referred to as
‘regenerative cells.” Together, these stem andnegdive cells represent tremendous opportunitiesdrdiovascular disease treatment,
reconstructive surgery, spine and orthopedic de@rdnd vascular conditions, as well as a varikbtter areas of medicine.

Adipose tissue contains at least ten times mora s#dls than the same amount of bone marrow, a aorysused source for stem cells.
While most adult stem cell therapies can take dayseeks of culturing, a meaningful dose can besettd from adipose tissue in about an
hour without the need for further cell culturingf@ansion) or manipulation. This enables “real-tinreatment in the clinical setting, in which
a patient can have his or her own cells harvestddadministered without the cells ever leavinghhspital or surgery room.

Competition

We compete with many pharmaceutical, biotechnokngy medical device companies as well as univessigievernment agencies and
private organizations that are involved in varydlegrees in the discovery, development and comniizatian of medical technologies and
therapeutic products.

The field of regenerative medicine is rapidly pexgging, as many organizations are initiating omexing their research efforts in this
area. Most of these organizations are involve@search using cell sources other than adiposestisstluding bone marrow, embryonic and
fetal tissue, umbilical cord and peripheral bloadd skeletal muscle. We work exclusively with adetienerative cells from adipose tissue.

Companies performing regenerative cell researchdandlopment include, among others, Aastrom Bioggs, Inc., Baxter Internation
Inc., BioHeart, Inc., Cellerix SA, Genzyme, Ince@n Corporation, Medtronic, MG Biotherapeuticgofat venture between Genzyme and
Medtronic), Osiris Therapeutics, Inc., Stem Célis,, and ViaCell, Inc. We cannot with any accurémgcast when or if these companies are
likely to bring cell therapies to market for indiicans that we are also pursuing.

In addition to our own sponsored clinical trialss are aware of two other clinical studies usingasi-derived cells. One is sponsored



by Cellerix, which is performing a 50 patient, Pladlb clinical trial in Spain where adipose-derivadtured cells are being used to treat
fistulas associated with Crohn’s disease. The athgponsored by the University of Tokyo, whereeegshers are examining the potential of
adipose-derived regenerative cells in soft tisgpair and breast tissue augmentation. Neither stady an automated system to remove cells
from adipose tissue, but rather rely upon a malabalratory procedure.

Companies researching and developing cell-basedptes for cardiovascular disease include BaxteiBart, MG Biotherapeutics,
Osiris, and ViaCell. Baxter supports a Phase Wyin the United States using stem cells extrafited peripheral blood for chronic
myocardial ischemia. BioHeart is conducting muttiphgoing clinical trials in the United States &dope for its investigational product
MyoCell™, which are cultured autologous skeletabimgsts. Its most advanced study is a 46 patiesseH trial in Europe for treatment of
severe non-acute damage to the heart in patiesiss @herapeutics, Inc. is currently conductinghase | clinical trial using Provacel™,
which are allogeneic (donor), mesenchymal stenscill acute myocardial infarction. ViaCell, Ins.durrently in pre-clinical development
using allogeneic cells derived from umbilical cttdod for cardiac disease.

No company is currently commercializing any apprbadipose tissue derived stem cell therapies.
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Research and Development

Research and development expenses were $21,973%18@50,000 and $10,384,000 for the years endedreer 31, 2006, 2005 and
2004, respectively. For 2006, $20,747,000 of thal twas related to our regenerative cell technolagy $1,230,000 was related to our
bioresorbable technology.

Our research and development efforts in 2006 fatpsedominantly on the following areas:

» Design and implementation for two cardiovasculaedse clinical trials in Spain and The Netherladodschronic myocardi:
ischemia and heart attacks, respectively;

» Collaboration with clinical investigators using tBelution™ System in breast reconstruction appbeatin Japan;

« Conducting extensive pre-clinical studies invedtigathe use of adiposgerived stem and regenerative cells for cardiovas
disease, plastic and reconstructive surgery, splisalrepair, and gastrointestinal disorders;

» Preparation and submission of multiple regulatdlings in the United States and Europe related ddous cell processit
systems under development;

« Optimization of the design, functionality and maamttiring process for the Celution™ System; and

« Investigating the cellular and molecular proper@sl characteristics of stem and regenerative cedigling in adipose tiss
towards improving our intellectual property positiand towards understanding how to improve androbtite therapeut
products;

Multiple cardiovascular disease pre-clinical stgdiere conducted in 2006 to investigate safetycay, dosing and delivery
optimization, mechanisms-of-action, cell distrilomi among other considerations required for engetiimical studies.

In 2006, results from a pre-clinical myocardiahismia study showed adipose-derived stem and regf@recells are safe and able to
improve heart function. The study was conductecbitaboration with Emerson Perin, M.D., Ph.D., &eTrexas Heart Institute. Specifically,
in the blinded, randomized pre-clinical study, eitadipose stem and regenerative cells (treatea)satine injection (control) were
administered. Autologous adipose stem and regewnerells were extracted and concentrated usin@#iation™ System. The cells were
then delivered via a state of the art deliveryeystlirectly into the ischemic sites. Thirty dayBdwing treatment, the cell treated group
exhibited a 13% (g 0.03) absolute improvement in ejection fractioerthe control group. Ejection fraction is a commmogasure of the
heart's pumping efficiency. Consistent with thiadtional improvement, heart structure was preseageelvidenced by a 37% £0.0001)
thicker ventricular wall in the cell treated groupsrsus the control. Improved wall thickness le@adsnproved mechanical properties of the
heart, which may slow deterioration of its pumpaimlity.




Table of Contents

We also conducted several additional pre-clinitadi®€s and analyses of adipose-derived stem amheegtive cells with multiple other
major U.S. and European academic research instituto optimize their application in cardiovasculesease. In addition, we have pre-
clinical research underway both internally and withltiple collaborators in Europe exploring potahtipine and orthopedic applications for
adipose stem and regenerative cells.

Our internal research team continued to investitieecellular properties of stem and regeneratilis cesiding in adipose tissue.
Specifically, we are expanding our knowledge ofriechanisms and signaling that contribute to theéion of new blood vessel growth. In
addition, we are further characterizing the cetpoty which has provided us with important proprigisight that should help optimize
therapeutic development.

In parallel, our engineering team has further ojtéd the Celution™ System. Progress in 2006 indudeaximizing the cell yield and
output through the development and implementatfasuo proprietary methods, design modificationsiéarease the processing time, and
improvements in manufacturing processes that edtlito more efficient, robust, and cost-effectianofacturing capabilities.

The most significant regulatory development in 20@6 that the Celution™ystem received European regulatory approval (CEKMa
January 2006. The CE Mark grants regulatory appiovhe European Union and other countries thevgaize the CE Mark. European
claims include the extraction, wash, and conceptraif a patient's own stem cells and other astetiprogenitor cells from their own
adipose tissue for re-implantation or re-infusiamiglg the same surgical procedure. The regenergiregienitor) cells are those cells within
adipose tissue that can differentiate into a sitigiie type, while pluripotent stem cells haveahiity to differentiate into various
mesenchymal lineages.

Customers
In our primary business (regenerative cell techgylpwe do not yet have any commercial customers.

Medtronic is our primary distributor and our pripal customer for our bioresorbable implant produtitectly accounting for $1,451,000
or 100% of our product revenues in 2006, $5,634@0D00% of our product revenues in 2005, and SR or 64.6% of our product
revenues in 2004.

Under our global co-development and supply agreémigh Medtronic, we cadevelop bioresorbable implants for spinal or retrsive
fixation, stabilization and fusion. Medtronic hagkisive worldwide rights to market and sell alltbé bioresorbable products that we co-
develop for this application through January 2@ 2rrently our only commercially available producgl under this agreement is the
HYDROSORB™ family of spine and orthopedic implatge are concerned about Medtronic’s level of commeaitt to this product line and
we are actively seeking a buyer (or buyers) fa thibduct line.

In July 2004, we entered into a Distribution Agresmnwith Senko under which we granted to Senkoxafusive license to sell and
distribute Thin Film products in Japan. The salpraiducts through Senko commences upon “commerzatain,” which requires regulatory
clearance from the Japanese regulatory authoritfesexpect to gain the required regulatory cleagan@007. Following commercialization,
the Distribution Agreement has a five-year duragon is renewable for an additional five yearsrataching mutually agreed minimum
purchase guarantees. In 2004, we sold all of oorJapan Thin Film business.

Sales by Geographic Region

Currently, our only product sales come from ourdésorbable surgical implants, which are no longee ¢o our business focus. We sell
our products predominantly in the United Statestarallesser extent internationally through Mediro®ur existing distribution agreements
all provide for payment in U.S. dollars and we itdo include similar payment provisions in futdistribution agreements. Fluctuations in
currency exchange rates may affect demand for maugts by increasing the price of our productatie to the currency of the countries in
which the products are sold.

Regenerative Cell Technolo

Our balance sheet includes a line item entitle@mlefl revenues, related party. This account priyneoinsists of the consideration we
have received in exchange for future servicesvieahave agreed to perform on behalf of Olympusthadloint Venture. We recognize
deferred revenues, related party, as developmeahue when certain performance obligations are Swath revenue recognition results from
completion of certain milestones, such as compieiopre-clinical and clinical studies, product deapment efforts, and seeking regulatory
approval for the treatment of various therapeuieditions with adult stem and regenerative celisdiag in adipose (fat) tissue. In 2006, we
recognized $5,905,000 of revenue associated witlwangements with Olympus. There was no siméaenue in 2005 or 2004.
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For the years ended December 31, 2006, 2005, a0w| 2@ recorded $310,000, $312,000, and $328,0Q€xint revenue related to our
agreement with the National Institutes of HealtRIf1"), respectively. Under this agreement, the N#imburses us for “qualifying
expenditures” related to research on Adipose-Ddri¥ell Therapy for Myocardial Infarction.

We also recorded stem cell banking revenue of $7,$8,000, and $10,000 for the years ended Dece&ihe&006, 2005, and 2004,
respectively, related to the preservation of stachra@generative cells extracted from adipose tisswair California state-licensed tissue bank
facility.

MacroPore Biosurger

In 2006, 2005, and 2004 our product sales were5$1000, $5,634,000 and 4,085,000, respectivelpfallhich relate to the MacroPore
Biosurgery segment. These revenues were primaxidted to orders for our radiographically idenbfeaSpine System products, marketed
under the name MYSTIQUE™. As noted above, we aneemed about the level of commitment to these ymtsdfrom Medtronic, our
exclusive distributor, and we have changed thedadfiour business away from these products.

Under a distribution agreement with Senko, we asponsible for the completion of the initial regafst application to the MHLW (the
Japanese equivalent of the U.S. Food and Drug Aidiration). We recognized development revenue basedilestones defined within this
agreement of $152,000, $51,000, and $158,000 éye¢lars ended December 31, 2006, 2005, and 2Gpkatively. We have not received
any Thin Film product revenue in Japan yet, angald all our non-Japan Thin Film business in 2004.

We anticipate that our future international prodestenues will increase as a result of our DistidruAgreement with Senko once our
Thin Film products reach commercialization in Japan

Planned Capital Expenditures

Although capital expenditures may vary significgridtepending on a variety of factors, we presemilgrid to spend approximately
$1,000,000 on capital equipment purchases in 2@0@ortion of these may be paid with our availatésh.

Raw Materials

We currently purchase the high molecular weightdiced grade, lactic acid copolymer used in manuwfiaey most of our bioresorbable
products from a single qualified source, B.I. Cheats, Inc. Although we have a contract with B.le@ficals, which guarantees continuation
of supply through August 15, 2008, we cannot guaethat they will elect to continue the contraggdnd that date, or that they will not el
to discontinue the manufacture of the material.yTt@ve agreed that if they discontinue manufactutiirey will either find a replacement
supplier, or provide us with the necessary techmpto self-manufacture the material, either of vidhiould mean a substantial increase in
material costs. Also, despite this agreement, thigit fail to fulfill their obligations. Under thierms of the contract, B.l. Chemicals, Inc. r
choose to raise their prices upon six months pradice which may also result in a substantiallyréased material cost. Although we believe
that we would be able to obtain the material frareast one other source in the event of a faitdrgupply, there can be no assurance that we
will be able to obtain adequate increased commlegoi@ntities of the necessary high quality withireasonable period of time or at
commercially reasonable rates. Lack of adequatereneial quantities or inability to develop altetimatsources meeting regulatory
requirements at similar prices and terms withiea@sonable time or any interruptions in supply ftiture could have a significant negative
effect on our ability to manufacture bioresorbgteducts.

Intellectual Property

Our success depends in large part on our abilipratect our proprietary technology and informatiand operate without infringing on
the proprietary rights of third parties. We relyaweombination of patent, trade secret, copyrighitteademark laws, as well as confidentiality
agreements, licensing agreements and other agrégneprstablish and protect our proprietary rigbtsr success also depends, in part, on
our ability to avoid infringing patents issued thers. If we were judicially determined to be inffing any third party patent, we could be
required to pay damages, alter our products orgasis, obtain licenses or cease certain activities.
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To protect our proprietary regenerative cell tedbgp we have filed applications for 27 United Ssapatents, as well as an additional 87
corresponding international patent applications.aféealso the exclusive, worldwide licensee ofRlegents of the University of California’s
rights to one U.S. Patent (Patent No. 6,777,23aj}ae to isolated adipose derived stem cells taatdifferentiate into two or more of a vari
of cell types, three related issued foreign patdivis related U.S. patent applications, and 18tesl international patent applications. With
respect to our bioresorbable implant products antrology, we have obtained 17 U.S. patents, tfrediich were sold in product line
dispositions. Our three U.S. patents related taldsgn of our macro-porous bioresorbable sheetskiletal repair and regeneration were
issued in July 1999, August 2001 and March 2004.tbree U.S. patents for the design of our highjuerbioresorbable screws were issue
August 2001, February 2002 and November 2002. O8rdatent related to our membrane with tissue ggidurface corrugations was issued
in May 2002. Our two U.S. patents related to oordsorbable barrier film for the control of postsnal adhesions were issued in March 2z
and January 2004 and assigned to MAST as paredfhin Film product line sale agreement. Our U&ept related to stereotaxic detach:
needle extensions was issued in June 2003. Ourmpdt&nt related to non-scatterable radio-opaquenmbfor imaging applications was
issued in October 2003. Our U.S. patents relatedrésorbable posterior spinal fusion system waeed in April 2004 and July 2006. Our
U.S. patent related to thermally pliable and carfiloer stents was issued in March 2006. Our U.&midor a time release substance delivery
device was issued in August 2006. Our U.S. patara heating pen, tack seating device and tap sga®d in September 2006. We also have
two Australian patents, one Canadian patent andeoimepean patent related to our bioresorbable noeshAustralian patent for the design of
our high torque bioresorbable screws and one Alistrpatent and one European patent related tonemnbrane with tissue guiding surface
corrugations. Our four Australian patents wereeasisim August 2000, January 2003 and September ZD@3Canadian patent was issued
November 2004. Our two European patents were is3aiedary 2005 and June 2006. Each of our patelitsxpire 20 years from the filin
date of the original patent application. In additizve have filed applications for 10 additional Up&tent applications as well as 46
corresponding international patents relating tolmaresorbable technology.

We cannot assure that any of the pending pateticapipns will be issued, that we will develop atilolial proprietary products that are
patentable, that any patents issued to us willigeus with competitive advantages or will not balenged by any third parties or that the
patents of others will not prevent the commercadian of products incorporating our technology.tRermore, we cannot assure that others
will not independently develop similar productspticate any of our products or design around otemqta. U.S. patent applications are not
immediately made public, so we might be surprisgthle grant to someone else of a patent on a témiave are actively using.

Patent law outside the United States is uncertaihimmany countries is currently undergoing revaawd revisions. The laws of some
countries may not protect our proprietary rightsh® same extent as the laws of the U.S. Thirdgsamay attempt to oppose the issuance of
patents to us in foreign countries by initiatingpopition proceedings. Opposition proceedings agaimg of our patent filings in a foreign
country could have an adverse effect on our coomdipg patents that are issued or pending in ti& IWmay be necessary or useful for us to
participate in proceedings to determine the validitour patents or our competitors’ patents theatehbeen issued in countries other than the
U.S. This could result in substantial costs, dieent efforts and attention from other aspects oflusiness, and could have a material adverse
effect on our results of operations and financ@addition. We currently have pending patent appilices in Europe, Australia, Japan, Canada,
China, Korea, and Singapore, among others.

Patent litigation results in substantial costsg@nd diversion of effort, and may be necessary time to time to enforce or confirm the
ownership of any patents issued or licensed ta 18 determine the scope and validity of third pamtoprietary rights. If our competitors
claim technology also claimed by us and preparefitagatent applications in the United States,magy have to participate in interference
proceedings declared by the U.S. Patent and Tratte@ffice or a foreign patent office to determingopity of invention, which could result
in substantial costs to and diversion of efforemif the eventual outcome is favorable to us.drtipular, in the fourth quarter of 2004, the
University of Pittsburgh filed a lawsuit naming aflthe inventors who had not assigned their owriprsiterest in Patent 6,777,231 to the
University of Pittsburgh, seeking a determinatibattits assignors, rather than the University dff@aia’s assignors, are the true inventor
Patent No. 6,777,231. If the University of Pittgffuwins the lawsuit, our license rights to thisgmatcould be nullified or rendered non-
exclusive with respect to any third party that niligense rights from the University of Pittsburgimd certain aspects of our strategy related
to our regenerative cell technology could be impdcWe have incurred and expect to continue torinobstantial legal costs as a result o
University of Pittsburgh lawsuit. Our Presidentatd Hedrick, M.D., is a named individual defendarthat lawsuit.
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In addition to patent protection, we rely on unpédd trade secrets and proprietary technologiga¢ktise. We cannot assure you that
others will not independently develop or othervasguire substantially equivalent techniques, sonwedin access to our trade secrets and
proprietary technological expertise or disclosensmade secrets, or that we can ultimately pratactights to such unpatented trade secrets
and proprietary technological expertise. We redypart, on confidentiality agreements with our nedirkg partners, employees, advisors,
vendors and consultants to protect our trade searet proprietary technological expertise. We caassure you that these agreements will
not be breached, that we will have adequate reraddieany breach or that our unpatented trade tseanel proprietary technological exper
will not otherwise become known or be independeditgovered by competitors.

Failure to obtain or maintain patent protectionpmtect trade secrets, for any reason, third paaiyns against our patents, trade secrets
or proprietary rights, or our involvement in dispsiiover our patents, trade secrets or proprieigingst including involvement in litigation,
could have a substantial negative effect on theltesf our operations, cash flows and financialditon.

Government Regulation

Most medical devices, therapies and treatmentaderin humans, including our investigational stefilzased treatments, are subject to
stringent government regulation in the United Stdg the Food and Drug Administration, or “FDA,"der the federal Food, Drug and
Cosmetic Act, or “FDC” Act and by the European Umidhe FDA regulates the clinical testing, manufeet safety, labeling, sale,
distribution and promotion of medical devices amerapies. Included among these regulations arengr&et clearance, pre-market approval,
biologic license application, new drug applicatiand Quality System Regulation, or “QSR,” requiretse Other statutory and regulatory
requirements govern, among other things, registmaind inspection, medical device listing, prolins against misbranding and adulterat
labeling and post-market reporting. The regulafmgcess may be lengthy, expensive and uncertaguridg FDA approvals and clearances
may require us to submit extensive clinical data suppporting information to the FDA. Failure to qagnwith applicable requirements can
result in application integrity proceedings, fines;alls or seizures of products, injunctions,lgeinalties, total or partial suspensions of
production, withdrawals of existing product apprisvar clearances, refusal to approve or clear rgliGtions or notifications, and criminal
prosecution.

Under the FDC Act, medical devices are classified Class |, Class Il or Class Il devices, basedheir risks and the control necessary
to reasonably ensure their safety and effectiver@sass | devices are subject to general contralh ss labeling, pre-market naotification and
adherence to QSR requirements. Class Il devicesudnject to general controls, and may be subjespéeific controls such as performance
standards, post-market surveillance and patiendgtrezs. Class Il devices require pre-market nedifion to the FDA in the form of a 510(k)
application that demonstrates the new device tsblestantially equivalent” to an existing FDA 51Piteared device. Generally, Class Il
devices, which include certain life-sustaininggdgupporting and implantable devices or new dewiddsh have been found not to be
substantially equivalent to certain legally markietievices, must receive pre-market approval freenRBA. All of our bioresorbable implant
products to date are Class Il medical devices.

Before any new Class Il or Ill medical device mayitroduced to the market, the manufacturer gélgeraust obtain either pre-market
clearance through the 510(k) pre-market notifiaapoocess or pre-market approval through the leéegBremarket Approval Application, ¢
“PMA,” process. The FDA will grant a 510(k) pre-rket notification if the submitted data establistiest the proposed device is
“substantially equivalentto a legally marketed Class | or Class || medialide. The FDA may request data, including clinstaidies, befol
it can make a determination of substantial equinade |t generally takes from three to 12 monthmfsubmission to obtain 510(k) pre-market
clearance, although it may take longer. There iagsurance that clearance will be granted. We fileist PMA if one of our products is
found not to be substantially equivalent to a Iggalarketed Class Il device or if it is a Classd#vice for which the FDA requires PMAs. A
PMA must be supported by extensive data to dematestine safety and effectiveness of the devicdydieg laboratory, pre-clinical and
clinical trial data, as well as extensive manufaotyinformation. Before initiating human clinicalals on devices that present a significant
risk, we must first obtain an Investigational DeviExemption, or IDE, for the proposed medical devi@btaining FDA approval of the
Investigational Device Exemption allows the sporisdsegin the collection of clinical data accordiog protocol that must be approved by
the FDA. Several factors influence the overall tifreane of the IDE process. These include: the nurabpatients required for statistical
significance, the requirement for a pilot (safety)dy in advance of initiating a pivotal study, ahd duration of follow-up required before the
IDE can be closed and the PMA prepared for subomstsi FDA. This follow-up period typically ranga®ifn 12-24 months on the last patient
to be enrolled in the study. Toward the end ofRIMA review process, the FDA will generally condaatinspection of the manufacturing
facilities to ensure compliance with QSRs. Appraslah PMA could take up to one or more years framdate of submission of the
application or petition; however, the entire pracesIDE submission /approval, clinical data cdilea, patient follow-up, PMA preparation
and approval typically requires 4 years or moree PIMA process can also be expensive and unceataiithere is no guarantee of ultimate
approval.
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Modifications or enhancements of products thatdadiect the safety or effectiveness or effect gomehange in the intended use of a
device that was either cleared through the 510¢ess or approved through the PMA process mayireefiuther FDA review through new
510(k) or PMA submissions.

As a medical device manufacturer, we are subjepétmdic inspections by the FDA to ensure that@kEs/continue to be manufacture:
accordance with QSR requirements. We are also cLibj@ostmarket reporting requirements for deaths or seriojusies when a device m
have caused or contributed to death or seriousyinjund for certain device malfunctions that wobédlikely to cause or contribute to a death
or serious injury if the malfunction were to recBost-market reporting also may be required fora@eicorrective actions undertaken for
distributed devices. If safety or effectivenesshpems occur after the product reaches the mathety DA may take steps to prevent or limit
further marketing of the product. Additionally, tR®A actively enforces regulations prohibiting metikg of devices for indications or uses
that have not been cleared or approved by the FDA.

Under the terms of our development and supply ageeé with Medtronic, Medtronic is responsible foeparing and filing applications
for, and obtaining regulatory approval of the pratduve co-develop for use in spinal fixation, diabtion or fusion applications. We or our
marketing partners may not be able to obtain necg$s 0(k) clearances or PMA approvals to markettoducts we are developing in the
United States for their intended use on a timekiaf at all.

We must comply with extensive regulations from fgngjurisdictions regarding safety, manufacturimggesses and quality. These
regulations, including the requirements for markgtuthorization, may differ from the United Staf€3A regulatory scheme. Specifically, in
regard to our licensing agreement with Senko, narg@uthorization from the Japanese Ministry oflte Labour and Welfare is necessary
for commercialization of the Thin Film product lilmeJapan.

We may not be able to obtain marketing authorizaithoall of the countries where we intend to maxdkeat products, may incur significant
costs in obtaining or maintaining our foreign mairkg authorizations, or may not be able to sucedlystommercialize our current or future
products in any foreign markets. Delays in recefpharketing authorizations for our products ingign countries, failure to receive such
marketing authorizations or the future loss of prasly received marketing authorizations could haveaterial adverse effect on our results
of operations, cash flows and financial condition.

The Food and Drug Administration (FDA) has grarié@(k) marketing clearance to Cytori Therapeutizslie following medical devices:

Product Line Cleared Indications Clearance Date

Celution™ System  Collection, concentration, washing, and reinfusic 28 September 2006
of atutologous cells collected intraoperatively or
postoperatively to obtain concentrated blood cel
for reinfusion in various surgical procedures to
include General Surgery, Plastics and
Reconstructive Surgery, and Cardiovascular
Surgery.

Cytori Therapeutics has also received the followdrtyMark approvals from its European Notified Body:

Product Line Cleared Indications Clearance Date

Celution™ System To extract, wash, and concentrate stromal sterma 24 January 2006
and other associated progenitor cells from diges
adipose tissues for autologous re-implantatioree
infusion into the same patient.

Ceparator Device  To collect, digest and liquefy adipose tissue to 24 January 2006
release stem cells for further processing

Celase Enzyme To digest and liquefy adipose tissue to release s 24 January 2006
cells for further processing
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Staff

As of December 31, 2006, we had 133 employeesjdim) part-time and full-time employees. These ayges are comprised of 4
employees in manufacturing, 89 employees in rebeamd development, 5 employees in sales and magketid 35 employees in
management and finance and administration. From timtime, we also employ independent contractossipport our administrative
organizations. Our employees are not representeshpyollective bargaining unit and we have newgeeenced a work stoppage. A
breakout by segment is as follows:

Regenerative
Cell MacroPore
Technology Biosurgery Corporate Total
Manufacturing — 4 — 4
Research & Development 88 1 — 89
Sales and Marketing 5 — — 5
General & Administrative — — 35 35

Total 93 5 35 138
The above figures reflect a reduction in force whiee effected in July 2006, resulting in the eliation of 29 positions.
Web Site Access to SEC Filings

We maintain an Internet website at www.cytoritx.cdarhrough this site, we make available free of ghayur annual reports on Form 10-
K, quarterly reports on Form 10-Q, current reportd=orm 8-K, and amendments to those reports fitddrnished pursuant to Section 13(a)
of the Securities Exchange Act of 1934 as soomasanably practicable after we electronically $ileh material with, or furnish it to, the
U.S. Securities and Exchange Commission (SEC)ddiitian, we publish on our website all reportsdilender Section 16(a) of the Securities
Exchange Act by our directors, officers and 10%lgholders.

These materials are accessible via the Investati@et section of our website within the “SEC Fgbfi link. Some of the information is
stored directly on our website, while other infotioa can be accessed by selecting the provideddirike section on the SEC website, which
contains filings for our company and its insiders.

We file electronically with the SEC our annual repmn Form 10-K, quarterly reports on Form 10-@ auarrent reports on Form 8-K
pursuant to Section 13(a) of the Securities Exchaig of 1934. The SEC maintains an Internet site tontains reports, proxy information
and information statements, and other informatearding issuers that file electronically with 8EC. The address of that website is
http://www.sec.gov The materials are also available at the SEC'$i€Reference Room, located at 100 F Street, Wasbim D.C. 20549.
The public may obtain information through the palvéference room by calling the SEC at 1-800-SE8B03

Iltem 1A. Risk Factors

In analyzing our company, you should consider ediethe following risk factors, together with alf the other information included in
this annual report on Form 10-K. Factors that coaldiversely affect our business, operating resuits fenancial condition, as well as
adversely affect the value of an investment inoounmon stock, include those discussed below, aasvHose discussed above in
“Management’s Discussion and Analysis of Finan€aindition and Results of Operations” and elsewttereughout this annual report on
Form 1CGK.

We are subject to the following significant riskspong others:

We will need to raise more cash in the future

We have always had negative cash flows from operatiOur regenerative cell business will contirueesult in a substantial
requirement for research and development expensag¥eral years, during which it could bring ingignificant cash and /or revenues. Our
spine and orthopedics products business has pextbpmorly and we are actively seeking to divessétessets. There can be no guarantee
that adequate funds for our operations from anytiadd! debt or equity financing, our operating eaues, arrangements with distribution
partners or from other sources will be availablewheeded or on terms attractive to us. The itgldiobtain sufficient funds would require
us to delay, scale back or eliminate some or atiusfresearch or product development programs, faeturing operations, clinical studies or
regulatory activities or to license third partiescommercialize products or technologies that wald/otherwise seek to develop ourselves,



thus having a substantial negative effect on tkalte of our operations and financial condition.
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We have never been profitable on an operationas laasl we expect to have significant operatingdeder the next few years

We have incurred net operating losses in eachsiree we started doing business. These lossesréswited primarily from expenses
associated with our research and development tieivdnd general and administrative expenses. kastgted to our development of
regenerative cell technology are expected to kaedp & loss position on a consolidated basis foerse years. We anticipate that our recur
operating expenses will be at high levels for thgtifiew years, due to the continued need to funictlinical research program as well as
additional pre-clinical research.

Our business strategy is higisk

We are focusing our resources and efforts primarilyur regenerative cell technology and its casdda for research and development
activities. This is a high-risk strategy becausrditan be no assurance that our regenerativeecbliology will ever be developed into
commercially viable products (commercial risk),tthe will be able to preclude other companies fidepriving us of market share and profit
margins by selling products based on our inventamd developments (legal risk), that we will beeatol successfully manage a company in a
different business than we have operated in the(ppsrational risk), that we will be able to delivegenerative cells into the body to achieve
the desired therapeutic results (scientific risk)that our cash resources will be adequate toldp\ke regenerative cell technology until it
becomes profitable, if ever (financial risk). We aising our cash in one of the riskiest indusinebe economy (strategic risk). This may
make our stock an unsuitable investment for somesitors.

The financial risk in this strategy is significapgrticularly since our bioresorbable productsravecurrently independently cash-flow-
positive. Although we eliminated the negative clistv of the early commercialization stage of ther{frlapan) Thin Film business by selling
that business to MAST in May 2004, even our coirespnd orthopedics implants business fell baak @&nhegative cash flow position in 2(
due to the sharp reduction in orders from and gal&edtronic. This trend has continued throug@5 and 2006.

We must keep our joint venture with Olympus opeg@tmoothly

Our regenerative cell business cannot succeedeoautfient timelines unless our joint venture callation with Olympus goes well. We
have given Olympus-Cytori, Inc. an exclusive liocets our regenerative cell therapeutic device teldygy for use in future generation
devices. If Olympus-Cytori, Inc. does not succebsfievelop and manufacture future generation devior sale to us, we may not be able to
commercialize any device or any therapeutic pradlaatcessfully into the market. In addition, antyrfe disruption in or breakup of our
relationship with Olympus would be extremely co$tyour reputation, in addition to causing manyaes practical problems.

We and Olympus must overcome contractual and @llharriers as we work together. Our relationskifprmally measured by a set of
complex contracts, which have not yet been testguldctice. In addition, many aspects of the refedhip will be essentially non-contractual
and must be worked out between the parties anceipwnsible individuals over time. The Joint Veatigrintended to have a long life, and it
is difficult to maintain cooperative relationshigger a long period of time from a far distanceha face of various kinds of change. Cultural
differences, including a language barrier to soegrele, may affect the efficiency of the relatiopss well.

Olympus-Cytori, Inc. is 50% owned by us and 50% ewhy Olympus. By contract, each side must consefore any of a wide variety
of important business actions can occur. This 8dogossesses a risk of potential time-consumitdifficult negotiations which could at
some point delay the Joint Venture from pursuisgiisiness strategies.

Olympus is entitled to designate the Joint Vensuchief executive officer and a majority of its bibaf directors, which means that day-
to-day decisions which are not subject to a cotuedaeto will essentially be controlled by Olympus addition, Olympus-Cytori, Inc. will
need more money than its initial capitalizatioroider to finalize development of and productionhaf future generation devices. If we are
unable to help provide future financing for OlymgDgtori, Inc., our relative equity interest in Olpos-Cytori, Inc. may decrease.

Furthermore, under a License/Joint Development &gent among OlympuSytori, Inc., Olympus, and us, Olympus will havpranary
role in the development of Olympus-Cytori, Incusuire generation devices. Although Olympus hasnsite experience in developing
medical devices, this arrangement will result ieduction of our control over the development arahufacturing of the future generation
devices.
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We rely on Medtronic to distribute a majority oframurrent biomaterials products, but Medtrogitevel of commitment to our products
historically has been poor

We have limited control over sales, marketing aisttihution of our biomaterials products. Our st for sales and marketing of our
bioresorbable products included entering into are@ment with Medtronic, a company with a largeritistion network, to market many of
our current and certain future products incorpagatiur technology. The sale of hard-tissue-fixab@resorbable implant products to our
distribution partner, Medtronic, has constituted thajority of our revenues.

We remain significantly dependent on Medtronic énegrate sales revenues for all of our spine ambpeidics bioresorbable products.
The amount and timing of resources which may betelto the performance of Medtronic’s contracteaponsibilities are not within our
control. There can be no guarantee that Medtroiligerform its obligations as expected or pay og additional option or license fees. Tt
is also no guarantee that it will market any neadpicts under the distribution agreements or thatillelerive any significant revenue from
such arrangements. Medtronic’s sale of our prodiwcend customers in 2004, 2005 and 2006, andtiésaf product orders placed with us in
the same periods, disappointed our expectations.

We remain significantly disappointed with the maikg efforts of Medtronic for our non-MYSTIQUE™ pitacts at this time. We
recorded an inventory provision for slow-moving AdiYSTIQUE™ inventory in the second, third and fdugquarters of 2005 as well as in
the second and third quarters of 2006. We arelmsoming concerned about Medtronic’s commitmeM¥STIQUE ™.

Our dependence upon Medtronic to market and selbimuesorbable products places us in a positioer&/kve cannot accurately predict
the extent to which our products will be activehdaeffectively marketed, depriving us of some @ thliable data we need to make optimal
operational and strategic decisions. The resulthisfbusiness line in each year from 2004 thro2@b6 have been below our internal
expectations.

The prices which Medtronic pays us are fixed (pegdiemiannual price reviews in January and Jugach year), based on a percentage
of Medtronic’s historic selling price to its custems. If our costs increase but our selling prieesain fixed, our profit margin will suffer.

Medtronic owns 4.45% of our stock subsequent toffexing in February 2007, which may limit our ktlyito negotiate commercial
arrangements optimally with Medtronic. Although Mxhic has exclusive distribution rights to our@eveloped spinal implants, it also
distributes other products that are competitiveurs. Medtronic might choose to develop and distalexisting or alternative technologies in
preference to our technology in the spine, or pesfigally market competitive products that can aekihigher profit margins. We suspect that
this has in fact been happening.

There can be no assurance that our interestsaititie with those of Medtronic or that disagreetrmrer rights or technology or other
proprietary interests will not occur. The lossloé marketing services provided by Medtronic (orfdilire of Medtronic to satisfactorily
perform these marketing services), or the losgwoémues generated by Medtronic, could have a suttadtaegative effect on our ability or
willingness to continue our spine and orthopediosnaterials business. Indeed, it seems the problesrisave already experienced with
Medtronic may be intractable. Accordingly, we aotively seeking divestiture or other strategieréatives for the business.

Senko has not yet begun to distribute our Thin Fihoducts in Japan; but if and when they do, wenoahe assured that they will be
successful.

We have a limited operating history; our operatiesults can be volatile

Our prospects must be evaluated in light of thesrand difficulties frequently encountered by enmeggompanies and particularly by
such companies in rapidly evolving and technoldbicadvanced fields such as the biotechnology ardioal device fields. Due to our
limited operating history, and the development stsigitus of our regenerative cell business, comasiof our year-to-year operating results
are not necessarily meaningful and the resultarfigrperiods should not necessarily be relied ugcemaindication for future performance.
Since our limited operating history makes the préaln of future results difficult or impossible, orecent revenue results should not be taken
as an indication of any future growth or of a simsthle level of revenue. Operating results wilbabe affected by our transition away from
our revenue generating medical device businesstenfibcus of the vast majority of our resources thie development of the regenerative
business.
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Moreover, our operating results can vary substliyfiamm our previously published financial guidan¢such as occurred in the second
quarter of 2004), from analyst expectations anthfpsevious periodic results for many reasons, tialg the timing of product introductions
and distributor purchase orders. Also, the 2002 sibur CMF bone fixation implant and accessondpct line, which had represented a
large portion of our revenues, plus the 2004 shtrio(non-Japan) Thin Film surgical implants feparation of soft tissues, have distorted
quarterly and annual earning comparisons throu@ 2id 2005. Earnings surprises can have a dispiopate effect on the stock prices of
emerging companies such as ours. Also, our stdck [ likely to be disproportionately affected diyanges which generally affect the
economy, the stock market or the medical devicebéotechnology industries.

From time to time, we have tried to influence cwdstors’ expectations as to our operating resyligeriodically announcing financial
guidance. However, we have in the past been faxeevise or withdraw such guidance due to lackisibility and predictability of product
demand. This lack of visibility and predictability product demand for our bioresorbable implantputs is likely to occur in the future as
well.

We are vulnerable to competition and technologib@nge, and also to physiciaisertia

We compete with many domestic and foreign companiegveloping our technology and products, inalgdbiotechnical, medical
device, pharmaceutical and biopharmaceutical compaMany of our competitors and potential compedihave substantially greater
financial, technological, research and developmeatketing and personnel resources than we doeTdaer be no assurance that our
competitors will not succeed in developing alteirreatechnologies and products that are more effectasier to use or more economical than
those which we have developed or are in the pramfedsveloping or that would render our technolagyg products obsolete and non-
competitive in these fields. In general, we maylmable to preclude other companies from devetppird marketing competitive
regenerative cell therapies or bioresorbable prisdivat are similar to ours or perform similar ftioes.

These competitors may also have greater experiarigveloping therapeutic treatments, conductingadl trials, obtaining regulatory
clearances or approvals, manufacturing and comaliricig therapeutic or biomaterials products. pdssible that certain of these
competitors may obtain patent protection, approvalearance by the U.S. Food and Drug AdminisiratFDA” or achieve
commercialization earlier than we, any of whichldduave a substantial negative effect on our bssin€inally, Olympus, Medtronic and our
other partners might pursue parallel developmeuwtloér technologies or products, which may resuét partner developing additional
products that will compete with our products.

We also compete with other types of regeneratilletoerapies such as bone marrow derived cell ffiega and potentially embryonic
derived therapies. Our biomaterials business cosspeith manufacturers of traditional nbioresorbable implants, such as titanium imple
Doctors have historically been slow to adopt neshit®logies such as ours, whatever the merits, whdar technologies continue to be
supported by established providers. Overcoming susthia often requires very significant market@gpenditures or definitive product
superiority.

We expect physicians’ inertia and skepticism to &ls a significant barrier as we attempt to gainketgpenetration with our future
regenerative cell products. We believe we will neeefinance lengthy time-consuming clinical studies as to provide convincing evidence

of the medical benefit) in order to overcome thisrtia and skepticism.

Ourregenerative cell technology products areg@ymmercialization, which subjects us to developnaent marketing risks

We are in a relatively early stage of the pathammercialization with many of our products. We et that our long-term viability and
growth will depend in large part on our abilitydevelop commercial quality cell processing deviaed to establish the safety and efficacy of
our therapies through clinical trials and studid® are presently pursuing regenerative cell oppdrés in cardiovascular disease, aesthetic
and reconstructive surgery, spine and orthopediditions, and gastrointestinal disorders that nemuire extensive additional capital
investment, research, development, clinical testimg) regulatory clearances or approvals prior tarnercialization. There can be no
assurance that our development programs will beesstully completed or that required regulatona@d@ces or approvals will be obtainec
a timely basis, if at all.

There is no proven path for commercializing oureregrative cell technology in a way to earn a déraibfit commensurate with the
medical benefit. Although we are working to devefmpprietary therapeutic products which optimizeenhance the benefit of autologous
stem and regenerative cells for a variety of paldicindications, most of our cell-related prodiemsi/or services are at least two to five years
away.

Moreover, the successful development and marketance of our technologies and products are sugj@cherent developmental ris
including failure of inventive imagination, ineffégeness or lack of safety, unreliability, failuereceive necessary regulatory clearances or
approvals, high commercial cost and preclusionbsiotescence resulting from third parties’ proprigtéghts or superior or equivalent



products, as well as general economic conditiofestifg purchasing patterns. There can be no assaithat we or our partners will be
able to successfully develop and commercializetethinologies or products, or that our competitatbnet develop competing technologies
that are less expensive or otherwise superior ts. dine failure to successfully develop and madketnew regenerative cell technologies
would have a substantial negative effect on theltesf our operations and financial condition.
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We have limited manufacturing experience

We have no experience in manufacturing the Celtfi®ystem at a commercial level, and although Olysripwa highly capable and
experienced manufacturer of medical devices, tbanebe no guarantee that the Olympus-Cytori jogmiture will be able to successfully
develop and manufacture the Celution™ System iraarnar that is cost-effective or commercially vialdethat development and
manufacturing capabilities might not take much kmipan currently anticipated to be ready for treekmat.

In the event that the Olympus-Cytori joint ventig@ot successful, Cytori may not have the resauoceability to self manufacture
commercially viable devices, and in any event fhilsire may substantially extend the time it wotd#e for us to bring a commercial device
to market. This makes us significantly dependarthencontinued dedication and skill of Olympustfoe successful development of the
Celution™ System.

In addition, as a company we have limited expegenananufacturing the type of cell-related thetdjgeproducts which we intend to
introduce in 2008.

In addition, the future of our biomaterials busgesccess is significantly dependent on our aliithanufacture our bioresorbable
implants in commercial quantities, in compliancéhwigulatory requirements and in a cost-effeathamner. Production of some of our
products in commercial-scale quantities may invalaéoreseen technical challenges and may requréfisiant scale-up expenses for
additions to facilities and personnel. There candguarantee that we will be able to achieve l@a@e manufacturing capabilities for some
of our biomaterials products or that we will beeatd manufacture these products in a cost-effectimaner or in quantities necessary to allow
us to achieve profitability. Our 2002 sale of CMiBguction assets to Medtronic and our 2004 satbef{non-Japan) Thin Film product line
deprived us of some economies of scale in manufagtuCurrent demand for spine and orthopedics getsdfrom Medtronic is so low that
economies of scale are lacking in regard to thadpet line as well.

We have to maintain quality assurance certificaind manufacturing approvals

The manufacture of our bioresorbable productsnd,the manufacture of the Celution™ System for megative cells will be, and the
manufacture of any future cell-related therapepteducts would be, subject to periodic inspectigmdgulatory authorities and distribution
partners. The manufacture of devices and prodoctsifman use is subject to regulation and inspedtam time to time by the FDA for
compliance with the FDA’s Quality System Regulatf@BR” requirements, as well as equivalent requéets and inspections by state and
non-U.S. regulatory authorities. There can be rergpuiee that the FDA or other authorities will rihtring the course of an inspection of
existing or new facilities, identify what they cadhesr to be deficiencies in our compliance with Q®Rsther requirements and request, or
seek, remedial action.

Failure to comply with such regulations or a patrdelay in attaining compliance may adverselgeiffour manufacturing activities and
could result in, among other things, injunctionsil penalties, FDA refusal to grant pre-market ep@ls or clearances of future or pending
product submissions, fines, recalls or seizurgzaducts, total or partial suspensions of producéiod criminal prosecution. There can be no
assurance that we will be able to obtain additiowalessary regulatory approvals or clearancestiomedy basis, if at all. Delays in receipt of
or failure to receive such approvals or clearamedbe loss of previously received approvals oaidaces could have a substantial negative
effect on the results of our operations and finalnodndition.

We depend on a sole source supplier for our cruaiglmaterial for our bioresorbable products

We currently purchase the high molecular weightdliced grade, lactic acid copolymer used in manuwfiacy most of our bioresorbable
products, from a single qualified source. Althowgdhave a contract with B.l. Chemicals, Inc., whiglarantees continuation of supply
through August 15, 2008, we cannot guarantee tiggt will elect to continue the contract beyond i, or that they will not elect to
discontinue the manufacture of the material. Theyehagreed that if they discontinue manufacturiry will either find a replacement
supplier, or provide us with the necessary techmoto self-manufacture the material, either of valhtould mean a substantial increase in
material costs. Also, despite this agreement thigytfiail to do these things for us. Under the tewhithe contract, B.l. Chemicals, Inc. may
choose to raise their prices upon six months’ prmtice which may also result in a substantialréased material cost. Although we believe
that we would be able to obtain the material frareast one other source in the event of a faidirgupply, there can be no assurance that we
will be able to obtain adequate increased commlegai@ntities of the necessary high quality withireasonable period of time or at
commercially reasonable rates. Lack of adequatex@ncial quantities or the inability to develop aliative sources meeting regulatory
requirements at similar prices and terms withiea@sonable time or any interruptions in supply mftiture could have a significant negative
effect on our ability to manufacture products, at@hsequently, could have a material adverse effethe results of our operations and
financial condition.
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We may not be able to protect our proprietary sght

Our success depends in part on whether we camaddditional patents, maintain trade secret primte&nd operate without infringing
on the proprietary rights of third parties.

Our recently amended regenerative cell technolmgnte agreement with the Regents of the Univeddialifornia contains certain
developmental milestones, which if not achieveda@oesult in the loss of exclusivity or loss of timense rights. The loss of such rights
could impact our ability to develop certain regetiee cell technology products. Also, our poweliesnsee to successfully use these righ
exclude competitors from the market is untestecddition, further legal risk arises from a lawsfiled by the University of Pittsburgh
naming all of the inventors who had not assigned thwnership interest in Patent 6,777,231 to thevérsity of Pittsburgh, seeking a
determination that its assignors, rather than thizéisity of California’s assignors, are the troedntors of Patent 6,777,231. We are the
exclusive, worldwide licensee of the UniversityGsdlifornia’s rights under this patent, which retate adult stem cells isolated from adipose
tissue that can differentiate into two or more ohaiety of cell types. If the University of Pitistgh wins the lawsuit, our license rights to this
patent could be nullified or rendered non-exclusiih respect to any third party that might licemiggts from the University of Pittsburgh,
and our regenerative cell strategy could be imghcte

We have various U.S. patents for the design ob@mnesorbable plates and high torque screws anideeand we have filed applications
for numerous additional U.S. patents, as well astecorresponding patent applications outsideLthited States, relating to our technology.
However, we believe we cannot patent the use ofamtic acid copolymer for surgical implants, noe anany of our particular implants
generally patentable.

There can be no assurance that any of the pendiegtpapplications will be approved or that we wélvelop additional proprietary
products that are patentable. There is also noassel that any patents issued to us will provideitis competitive advantages, will not be
challenged by any third parties or that the patefitgdhers will not prevent the commercializatidrpooducts incorporating our technology.
Furthermore, there can be no guarantee that otfikrsot independently develop similar productspticate any of our products or design
around our patents.

Our commercial success will also depend, in parpur ability to avoid infringing on patents issuedthers. If we were judicially
determined to be infringing on any third party péteve could be required to pay damages, altepmaucts or processes, obtain licenses or
cease certain activities. If we are required infthare to obtain any licenses from third partiesdome of our products, there can be no
guarantee that we would be able to do so on comatigrtavorable terms, if at all. U.S. patent applions are not immediately made public,
so we might be surprised by the grant to somemeeddla patent on a technology we are activelygugis noted above as to the University of
Pittsburgh lawsuit, even patents issued to us olicensors might be judicially determined to bejan full or in part to third parties.

Litigation, which would result in substantial cosisus and diversion of effort on our part, maynkeessary to enforce or confirm the
ownership of any patents issued or licensed ta 18 determine the scope and validity of third pamtoprietary rights. If our competitors
claim technology also claimed by us and preparefitagatent applications in the United States,may have to participate in interference
proceedings declared by the U.S. Patent and Tratte@ffice or a foreign patent office to determimgopity of invention, which could result
in substantial costs to and diversion of efforgmif the eventual outcome is favorable to us.

Any such litigation or interference proceeding,aetiess of outcome, could be expensive and timewuoing. We have been incurring
substantial legal costs as a result of the UnitseddiPittsburgh lawsuit, and our president, Maexdkck, is a named individual defendant in
that lawsuit because he is one of the inventonstified on the patent. As a named inventor on e, Marc Hedrick is entitled to receive
from the Regents of the University of Californiatap/% of royalty payments made by a licenseettut)e Regents of the University of
California. This agreement was in place prior ®dmployment with us.
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In addition to patents, which alone may not be édlgrotect the fundamentals of our regeneratiVieace bioresorbable businesses, we
also rely on unpatented trade secrets and proprittehnological expertise. We rely, in part, omfidentiality agreements with our partners,
employees, advisors, vendors and consultants tegirour trade secrets and proprietary technolbgiqaertise. There can be no guarantee
that these agreements will not be breached, omtbatill have adequate remedies for any breacthatrour unpatented trade secrets and
proprietary technological expertise will not othésgvbecome known or be independently discoverezbhypetitors.

Failure to obtain or maintain patent protectionpmtect trade secrets, for any reason (or thirtypdaims against our patents, trade
secrets or proprietary rights, or our involvementlisputes over our patents, trade secrets oriptapy rights, including involvement in

litigation), could have a substantial negative effen the results of our operations and finanaaidition.

We may not be able to protect our intellectual propin countries outside the United States

Intellectual property law outside the United Stasegncertain and in many countries is currentlgengoing review and revisions. The
laws of some countries do not protect our patedtather intellectual property rights to the sameekas United States laws. We currently
have pending patent applications in Europe, Ausirdapan, Canada, China, Korea, and Singaporegotbers.

We are, and Olympu€ytori, Inc. will be, subject to intensive FDA rdation

As newly developed medical devices, our and Olyrpyiori’s regenerative cell harvesting, isolatiordalelivery devices and our
bioresorbable implants must receive regulatoryreleees or approvals from the FDA and, in many imsta, from non-U.S. and state
governments, prior to their sale. Our and Olympy#@'s current and future regenerative cell hatweg isolation and delivery devices and
bioresorbable implants are subject to stringenegawient regulation in the United States by the riDder the Federal Food, Drug and
Cosmetic Act. The FDA regulates the design/develammrocess, clinical testing, manufacture, safabgling, sale, distribution and
promotion of medical devices and drugs. Includedrmgrthese regulations are pre-market clearance@tharket approval requirements,
design control requirements, and the Quality SydRemulations / Good Manufacturing Practices. Othi@tutory and regulatory requirements
govern, among other things, establishment registrand inspection, medical device listing, protidnis against misbranding and
adulteration, labeling and post market reporting.

The regulatory process can be lengthy, expensigauapertain. Before any new medical device maynbeduced to the United States
market, the manufacturer generally must obtain Fll¥arance or approval through either the 510(kjrpagket notification process or the
lengthier pre-market approval application “PMA” pess. It generally takes from three to 12 monthsifsubmission to obtain 510(k) pre-
market clearance, although it may take longer. Apakof a PMA could take four or more years frora time the process is initiated. The 510
(k) and PMA processes can be expensive, uncemaihesgthy, and there is no guarantee of ultimktarance or approval. We expect that
some of our future products under development disase€lympus-Cytori’s will be subject to the lehigir PMA process. Securing FDA
clearances and approvals may require the submis$iextensive clinical data and supporting inforimato the FDA, and there can be no
guarantee of ultimate clearance or approval. Faidorcomply with applicable requirements can reisudtpplication integrity proceedings,
fines, recalls or seizures of products, injunctjamngil penalties, total or partial suspensionpafduction, withdrawals of existing product
approvals or clearances, refusals to approve ar aew applications or notifications and criminedgecution.

Medical devices are also subject to post-markeintamg requirements for deaths or serious injuwéen the device may have caused or
contributed to the death or serious injury, andcfetain device malfunctions that would be likedycause or contribute to a death or serious
injury if the malfunction were to recur. If safaty effectiveness problems occur after the prode@thes the market, the FDA may take steps
to prevent or limit further marketing of the prodluadditionally, the FDA actively enforces regutats prohibiting marketing and promotion
of devices for indications or uses that have nenbdeared or approved by the FDA.

Our current medical implants are at different ssagfeFDA review. We currently have 510(k) clearanfm a wide variety of
bioresorbable surgical implant products and wecarestantly engaged in the process of obtainingtiadil clearances for new and existing
products. There can be no guarantee that we wile to obtain the necessary 510(k) clearanc@dz# approvals to market and
manufacture our other products in the United Stitetheir intended use on a timely basis, if &tBélays in receipt of or failure to receive
such clearances or approvals, the loss of prewiageskived clearances or approvals, or failureotoy with existing or future regulatory
requirements could have a substantial negativetsdfe the results of our operations and finanaaldition.
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To sell in international markets, we will be sultjerintensive regulation in foreign countries

In cooperation with our distribution partners, wiéeind to market our current and future products bloimestically and in many foreign
markets. A number of risks are inherent in intdoregt! transactions. In order for us to market awdpcts in Europe, Canada, Japan and
certain other non-U.S. jurisdictions, we need ttapband maintain required regulatory approvalslearances and must comply with
extensive regulations regarding safety, manufaafuprocesses and quality. For example, we stileheot obtained regulatory approval for
our Thin Film products in Japan. These regulatiomduding the requirements for approvals or cleaes to market, may differ from the FL
regulatory scheme. International sales also mdyited or disrupted by political instability, peccontrols, trade restrictions and changes in
tariffs. Additionally, fluctuations in currency exange rates may adversely affect demand for outygts by increasing the price of our
products in the currency of the countries in whiod products are sold.

There can be no assurance that we will obtain aeguyl approvals or clearances in all of the coestwhere we intend to market our
products, or that we will not incur significant t®# obtaining or maintaining foreign regulatoppaovals or clearances, or that we will be
able to successfully commercialize current or feiforoducts in various foreign markets. Delays oeigt of approvals or clearances to market
our products in foreign countries, failure to reeesuch approvals or clearances or the futuredbpgeviously received approvals or
clearances could have a substantial negative affettie results of our operations and financiaddbon.

We depend on a few key officers

Our performance is substantially dependent on énpnance of our executive officers and other geigntific staff, including
Christopher J. Calhoun, our Chief Executive Offij@rd Marc Hedrick, MD, our President. We rely uploem for strategic business decisi
and guidance. We believe that our future succeds\weloping marketable products and achieving apeditive position will depend in large
part upon whether we can attract and retain aditiqualified management and scientific personBempetition for such personnel is
intense, and there can be no assurance that wbendlble to continue to attract and retain suchguerel. The loss of the services of one or
more of our executive officers or key scientifiafior the inability to attract and retain additgpersonnel and develop expertise as needed
could have a substantial negative effect on ourltesf operations and financial condition. Two exive officers left us in 2006, one in
connection with a summer 2006 reduction of our beadt by 18%.

Companies which make personnel cuts sometimedHimdesulting loss of experience and lack of coyersan cause important business
problems.

We may not have enough product liability insurance

The testing, manufacturing, marketing and saleuofregenerative cell and bioresorbable implant petslinvolve an inherent risk that
product liability claims will be asserted against aur distribution partners or licensees. Theretmno guarantee that our clinical trial and
commercial product liability insurance is adequatevill continue to be available in sufficient anmisi or at an acceptable cost, if at all. A
product liability claim, product recall or otheaah, as well as any claims for uninsured liabitit@ in excess of insured liabilities, could hi
a substantial negative effect on the results ofoparations and financial condition. Also, well-fiaized claims could cause our stock to fall
sharply, even before the merits of the claims aadid by a court.

Our charter documents contain atakeover provisions and we have adopted a Stockhlijhts Plan to prevent hostile takeovers

Our Amended and Restated Certificate of Incorponaéind Bylaws contain certain provisions that cqarielvent or delay the acquisition
of the Company by means of a tender offer, proxytest or otherwise. They could discourage a thindypfrom attempting to acquire control
of the Company, even if such events would be beiadfio the interests of our stockholders. Suclvigsions may have the effect of delaying,
deferring or preventing a change of control of @@mpany and consequently could adversely affecirifiket price of our shares. Also, in
2003 we adopted a Stockholder Rights Plan, of the é&ften referred to as a poison pill. The purpokthe Stockholder Rights Plan is to
prevent coercive takeover tactics that may otherlis utilized in takeover attempts. The existericioh a rights plan may also prevent or
delay a change in control of the Company, andpghésention or delay adversely affect the markeatedf our shares.

We pay no dividends

We currently do not intend to pay any cash dividefwd the foreseeable future.
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Item 1B. Unresolved Staff Comments

Not applicable.
Item 2. Properties

On May 24, 2005, we entered into a lease for 919d@re feet located at 3020 and 3030 Callan Reau Diego, California. We moved
the majority of our operations to this new facilityring the second half of 2005 and the first qgrasf 2006. The agreement bears rent at a
rate of $1.15 per square foot, with annual increa$eg%. The lease term is 57 months, commencin@ainber 1, 2005 and expiring on June

30, 2010.

Our lease on the facility located at 6740 Top Gtree3, San Diego, California was amended and textathon December 31, 2006. We
will continue to occupy a portion of the buildingdapay rent to the new lessee until June 30, 20@&7also lease:

» 16,000 additional square feet for research andldpreent activities located at 6749 Top Gun Str8at Diego, California th
has been amended to terminate on April 30, 2007.

» 4,027 square feet of office space located at 9s8ikat 2-chome, Bunkykd, Tokyo, Japan. The agreement bears rent atat
$3.66 per square foot, expiring on November 30,7200

On the properties stated above, we pay an aggrefafgproximately $140,000 in rent per month.
Item 3. Legal Proceedings

From time to time, we have been involved in routitigation incidental to the conduct of our bussseAs of December 31, 2006, we
were not a party to any material legal proceeding.

Item 4. Submission of Matters to a Vote of Securityolders

None
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PART Il

Item 5. Market for Registrant’'s Common Equity Related Stockholder Matters
Market Prices

Since our initial public offering in Germany in Aust 2000, our common stock has been quoted onrénkfairt Stock Exchange under
the symbol “XMPA” (formerly XMP). Until December 12005, the Frankfurt Stock Exchange had servedeaprimary market for our
securities. Effective December 19, 2005, we begadirtg on the Nasdaqg Capital Market under the syff®6TX,” and have since
transferred to the Nasdaq Global Market effectigbriary 14, 2006. The following table shows théhkagd low sales prices for our common
stock for the periods indicated, as reported byRtamkfurt Stock Exchange and the Nasdaq Stock dlafhese prices do not include retail
markups, markdowns or commissions.

Frankfurt Stock Exchange (XETRA)

High Euro High U.S. Low Euro Low U.S.

2004
Quarter ended March 31, 2004 €34F $ 4.3C €20C $ 2.5¢
Quarter ended June 30, 2004 €38C $ 4.61 €30z $ 3.67
Quarter ended September 30, 2004 €36C $ 4.4C €19 $ 2.3¢
Quarter ended December 31, 2004 €27 % 3.37 €177 $ 2.4%
2005
Quarter ended March 31, 2005 €21: $ 2.7¢ €20C $ 2.61
Quarter ended June 30, 2005 €258 $ 3.0¢ €25C $ 3.02
Quarter ended September 30, 200t €4.4¢ 3 5.41 €421 $ 5.07
Quarter ended December 31, 2005 €685 $ 8.1z €6.47 $ 7.6¢
Nasdaq Stock Exchange
High U.S. Low U.S.
2005
Quarter ended December 31, 2005 $ 10.01 $ 7.6C
2006
Quarter ended March 31, 2006 $ 9.2C $ 6.6%
Quarter ended June 30, 2006 $ 9.1¢ $ 6.6€
Quarter ended September 30, 2006 $ 8.0C $ 4.08
Quarter ended December 31, 2006 $ 742 $ 3.87

In preparation for our Nasdaq listing, we changegdagitory agents from Clearstream Banking AG, FiamkGermany, to the Depositc
Trust & Clearing Corporation, U.S (“DTCC"). All afur outstanding shares have been deposited with@§iGce December 9, 2005.

Dividends

We have never declared or paid any dividends amibtiourrently anticipate paying any cash divideodour outstanding shares of
common stock in the foreseeable future.

German Securities Laws

As a United States company with securities trading. German stock exchange, we are subject tousldovs and regulations in both
jurisdictions. Some of these laws and regulationgjrn, can affect the ability of holders of soofeour securities to transfer or sell thc
securities.

There are no limitations imposed by German lawwraertificate of incorporation or bylaws on thght of owners to hold or vote the
shares.
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Equity Compensation Plan Information

Number of securities remaining
available for future
Number of securities to be issue Weighted-average exercise pric issuance under equity compensatic
upon exercise of outstanding of outstanding options, warrants plans (excluding securities reflecte
Plan Category options, warrants and rights and rights in column(a))

(@) (b) (©

Equity
compensatiol
plans
approved
by
security
holders 4,409,28'$ 4.2z 430,65:

Equity
compensatiol
plans not
approved
by
security
holders(1) 1,524,74 5.8( 2,413,69.

Total 5,934,02' ¢ 4.62 2,844,34.

(1) The maximum number of shares shall be cumulatimefgased on the first January 1 after the Effecdate, August 24, 2004, and
each January 1 thereafter for 9 more years, by miner of shares equal to the lesser of (a) 2% ohtiraber of shares issued and
outstanding on the immediately preceding DecemheaBd (b) a number of shares set by the Board.

Comparative Stock Performance Graph

The following graph shows how (assuming reinvestno¢all dividends) an initial investment of $100dur common stock would have
compared to an equal investment in the Nasdaq Csitepadex and the Amex Biotechnology Index dutting period from December 31,
2001, through December 31, 2006. The performanoeslis not necessarily indicative of future priegfprmance.
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Item 6. Selected Financial Data

The selected data presented below under the cap8iatements of Operations Data,” “Statementsastd-lows Data” and “Balance
Sheet Data” for, and as of the end of, each of#as in the fiverear period ended December 31, 2006, are deriwad @ur audited financi
statements. The consolidated balance sheets asceffiber 31, 2006 and 2005, and the related coasatictatements of operations and
comprehensive loss, stockholders’ equity (defieitjd cash flows for each of the years in the tlyese-period ended December 31, 2006,
which have been audited by KPMG LLP, an independagistered public accounting firm, and their régbereon, are included elsewhere in
this annual report. The consolidated balance slasetdé December 31, 2004, 2003 and 2002, and kaedeconsolidated statements of
operations and comprehensive loss, stockholdetstye(eficit), and cash flows for the years enfstember 31, 2003 and 2002, which
were also audited by KPMG LLP, are included with aonual reports previously filed.

The information contained in this table should &ad in conjunction with “ManagemestDiscussion and Analysis of Financial Condi
and Results of Operations” and the financial statemand related notes thereto included elsewhetas report (in thousands except share
and per share data):

2006 2005 2004 2003 2002

Statements of Operations Data:
Product revenues:
Sales to related party $ 1,451 % 5,63/ $ 4,08t $ 12,89¢ $ 8,60¢
Sales to third parties — — 2,237 1,18¢ 561

1,451 5,634 6,322 14,07¢ 9,16¢
Cost of product revenues 1,63¢ 3,154 3,38¢ 4,24¢ 4,56/
Gross profit (loss) (183 2,48( 2,93¢ 9,83¢ 4,60z
Development revenues:
Development 6,057 51 15¢ 9 —
Research grants and other 41¢ 32C 33¢ _ _

6,47¢ 371 49€ 9 —
Operating expenses:
Research and development 21,97: 15,45( 10,38¢ 8,77 5,81¢
Sales and marketing 2,05¢ 1,547 2,41¢ 4,48 4,121
General and administrative 12,547 10,20¢ 6,551 5,79¢ 4,89/
Change in fair value of option liabilities (4,43)) 3,64 — — —
Restructuring charge — — 107 451 —
Equipment impairment charge — — 42 — 37C
In-process research and development — — — — 2,29¢
Total operating expenses 32,14¢ 30,85( 19,497 19,50¢ 17,49:
Other income (expense):
Gain on sale of assets — 5,52¢ — — —
Gain on the sale of assets, related party — — 13,88: — —
Interest income 70¢ 29¢ 252 417 1,037
Interest expense (199 (137) a77) (12€) (247)
Other income (expense) 27 (55) 15 87 (22
Equity loss in investments (74) (4,172) — — (882)
Net loss $ (25,44) $ (26,539 $ (2,090 $ (9,289 $ (13,009
Basic and diluted net loss per share $ (1.59 % (1.80 $ (0.15 $ (0.6 $ (0.91)
Basic and diluted weighted average common shares 16,603,55 14,704,28 13,932,39 14,555,04 14,274,25.
Statements of Cash Flows Data:
Net cash used in operating activit $ (16,489 $ (1,100 $ (12,579 $ (7,245 $ (6,88¢)
Net cash provided by investing activiti 591 911 13,42¢ 5,95¢ 17,26¢
Net cash provided by (used in) financing activi 16,781 5,357 (831) (997) (7,97))

Net increase (decrease) in Ci 89t 5,167 20 (2,289 2,40¢



Cash and cash equivalents at beginning of year
Cash and cash equivalents at end of year

Balance Sheet Data:

Cash, cash equivalents and short-term investments
Working capital

Total assets

Deferred revenues

Deferred revenues, related party

Option liabilities

Deferred gain on sale of assets

Deferred gain on sale of assets, related party
Long-term deferred rent

Long-term obligations, less current portion
Total stockholders’ equity (deficit)

8,007 2,84( 2,82( 5,10¢ 2,70(
$ 8,90 $ 8,007 $ 2,84C $ 2,820 $ 5,10¢
$  12,87¢$ 1584t $  1341¢$ 14266 $ 24,98
7,39z 10,45¢ 12,45¢ 12,43: 25,28:

24,86¢ 28,16¢ 25,47 28,08¢ 39,31¢

2,38¢ 2,541 2,59: — —

23,90¢ 17,31: — — —

90C 5,331 — — —

— — 5,65( — —

— — — 7,53¢ 9,62:

741 572 80 — —

1,15¢ 1,55¢ 1,12¢ 1,157 77C

$ (10,819 % (6,229  12,83:$  14,90¢$ 2599

23
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Item 7. Management'’s Discussion and Analysis of Famcial Condition and Results of Operations
CAUTIONARY STATEMENT REGARDING FORWARD-LOOKING STAEMENTS

This report contains certain statements that magdemed “forward-looking statements” within the mieg of United States securities laws.
All statements, other than statements of histoffiaed, that address activities, events or develagmthat we intend, expect, project, believ
anticipate will or may occur in the future are faw-looking statements. Such statements are bgsewl certain assumptions and
assessments made by our management in light ofekgérience and their perception of historicalrts, current conditions, expected future
developments and other factors they believe toppeagriate. The forward-looking statements includethis report are also subject to a
number of material risks and uncertainties, inchglbut not limited to the risks described under‘Risk Factors” section in Part | above.

We encourage you to read those descriptions cdyefile caution you not to place undue reliancetenforward-looking statements
contained in this report. These statements, likstatements in this report, speak only as of e @f this report (unless an earlier date is
indicated) and we undertake no obligation to updateevise the statements except as required by $awh forward-looking statements are
not guarantees of future performance and actuallteswill likely differ, perhaps materially, frothdse suggested by such forward-looking
statements.

Overview
Regenerative cell technolog

Cytori is developing its Celution™ System, an inative medical device that removes a patient's dem snd regenerative cells from
their fat tissue so that these cells can be delt/év the same patient in about an hour. The corialieation model will be based on the sale
of the system and related single-use therapeusidisat are tailored to each therapeutic applicatide are focused initially on bringing
applications to market for reconstructive surgergt aardiovascular disease. Success is dependeoinanicting well-designed clinical trials
that demonstrate patient benefit and support reisgsnent and physician adoption, gaining regulattagrance for the Celution™ System,
and building out our commercialization and manufeing infrastructure.

The Celution™System may potentially be applied to other impdrtharapeutic areas, which include gastrointestiisdrders, peripher
vascular disease, spinal disc repair, and urimagritinence. For this reason, a significant padwfstrategy is to seek commercialization
partnerships with medical device or pharmaceutoatpanies that possess development expertise ardshkes forces dedicated to specific
therapeutic areas. The goal is to broaden the nuaitagpplications for which the Celution™ Systemyniie sold, accelerate the development
of applications outside of our core expertise andring in capital through partnering agreemends will offset the development of
reconstructive surgery and cardiovascular disepghcations.

Breast Reconstructic

We made significant progress in 2006 toward comializing the Celution™ System in Europe in earlyp&0or reconstructive surgery.
Through placement of a Celution™ System in a 1#patnvestigator-initiated breast reconstructitinical study in Japan, we gained
substantial knowledge on how to optimize use ofd&aéce in a hospital setting and we learned froatipinary observations that adipose
stem and regenerative cells are safe in this itidica

In 2007, we will initiate a larger company-sponsbetinical study to evaluate efficacy in breastorestruction following partial
mastectomy. In parallel, we will build out our méaxcturing capabilities and enter into Europearriistion agreements. Starting in late 2(
we expect that the Olympus-Cytori Joint Venturesadibed below, will assume device manufacturingl iarthat same time frame we expect
to announce results from our breast reconstru¢tiahin Europe and thus anticipate increased pcodemand.

Currently, there are few if any options availaligatients who undergo a partial mastectomy andedadreast reconstruction. In
Europe, there are 300,000 patients diagnosed w&idisb cancer each year and an estimated 60% as&leced eligible for a partial
mastectomy. Approximately 3 million women in Euradeeady have breast cancer. In the United Stafgs000 are diagnosed each year'
breast cancer and 2.2 million are estimated t@djrdave the condition. During 2007, Cytori plambegin preparing and designing breast
reconstruction clinical trials to begin in the UWmdtStates in 2008.
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Cardiovascular Disease

Over the past three years, a significant percentfigar research and development has been deditapeEtforming several
cardiovascular disease pre-clinical studies anty/sisao demonstrate safety, efficacy, expand owteustanding of mechanisms and
distribution in order to optimize delivery techn&gi This has resulted in a compilation of extenpielinical data to support the initiation
human clinical trials, which was the highest depetent priority during 2006.

Based on these results, we started a clinicalforathronic ischemia in January 2007. It is gpd@ent safety and feasibility study
evaluating adipose stem and regenerative cellg@agnent for chronic ischemia. The patients’sale extracted from their adipose
tissue using the Celution™ System then injectedl tiné injured oxygen-deprived areas of their hersugh a specially designed catheter.
The patients will be evaluated for six months afiteatment. The study is being conducted at Gredddrafion Hospital in Madrid Spain and
led by Drs. Francisco J. Fernandez-Avilés and EomePerin. Enrollment for this trial remains on &and full results are expected to be
reported in the fourth quarter of 2008.

We expect to start a clinical trial in heart attaeitients in the second quarter of 2007. Thiswithbe a 48 patient safety and
feasibility study to evaluate adipose stem andnmeg#ive cells as a treatment for heart attacks.CHlls are extracted from their adipose
tissue using the Celution™ System and injectedtimdir coronary artery. The patients will be evéddasix months after treatment. Full
results are expected to be reported in 2008. Ty $6 being conducted at Thoraxcenter, Erasmusdde@enter Hospital in Rotterdam, the
Netherlands and led by Dr. Patrick Serruys. Prejmens for initiating this trial remain on schedaled results are expected to be reporte
the fourth quarter of 2008.

The American Heart Association estimates that énlinited States alone, there are approximatelynlllbn heart attacks each year and
more than 5.2 million people suffer from a formcbfonic heart disease. Given the size of this markd the pre-clinical data demonstrating
functional improvement, cardiovascular diseaseasgmts a very important application for our CehittbSystem and we believe that outcc
of the clinical data from these safety and feaisybdtudies could have a significant impact on future operations.

Olympus Partnership

On November 4, 2005, we entered into a strategieldpment and manufacturing joint venture agreeraadtother related agreements
(“JV Agreements”) with Olympus Corporation (“Olymgi). As part of the terms of the JV Agreements farened a joint venture, Olympus-
Cytori, Inc. (the “Joint Venture”), to develop anthnufacture future generation devices based ofelution™ System.

Under the Joint Venture Agreements:

« Olympus paid $30,000,000 for its 50% interest ie thoint Venture. Moreover, Olympus simultaneoushfered into
License/Joint Development Agreement with the Jdanture and us to develop a second generation cooahsystem ar
manufacturing capabilities.

» We licensed our device technology, including théu@en™ System and certain related intellectual propeayhe Joint Ventui
for use in future generation devices. These dewid#gprocess and purify adult stem and regeneeatlls residing in adipo
(fat) tissue for various therapeutic clinical apptions. In exchange for this license, we receigaes0% interest in the Jo
Venture, as well as an initial $11,000,000 paynfemtn the Joint Venture; the source of this paymeas the $30,000,0!
contributed to the Joint Venture by Olympus. Mommwpon receipt of a CE mark for the first generaCelution™System i
January 2006, we received an additional $11,000d@®@@lopment milestone payment from the Joint Vientu

Put/Calls and Guarantee

The Shareholders’ Agreement between Cytori and @igrprovides that in certain specified circumstarafénsolvency or if we
experience a change in control, Olympus will haeerights to (i) repurchase our interests in thietdéenture at the fair value of such
interests or (ii) sell its own interests in thenidienture to Cytori at the higher of (a) $22,0@® @r (b) the Put’s fair value.

As of November 4, 2005, the fair value of the Paswletermined to be $1,500,000. At December 316 28@ 2005, the fair value of the
Put was $900,000 and $1,600,000, respectively tidtions in the Put value are recorded in the states of operations as a component of
Change in fair value of option liabilities. The Ratue itself, which is perpetual, has been reabaea longerm liability on the balance she
in the caption option liabilities.
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The following assumptions were employed in estingathe value of the Put:

December December November
31, 2006 31, 2005 4, 2005

Expected volatility of Cytori 66.0(% 63.2(% 63.2(%
Expected volatility of the Joint Venture 56.6(% 69.1(% 69.1(%
Bankruptcy recovery rate for Cytori 21.0(% 21.00% 21.00%
Bankruptcy threshold for Cytori $10,110,000 $10,780,00 $10,780,00
Probability of a change of control event for Cytori 1.94% 3.04% 3.04%
Expected correlation between fair values of Cyamd the

Joint Venture in the future 99.0(% 99.0(% 99.0(%
Risk free interest rate 4.71% 4.3% 4.66%

The Put has no expiration date. Accordingly, we edhtinue to recognize a liability for the Put amdrk it to market each quarter until it
is exercised or until the arrangements with Olymgesamended.

The Joint Venture has exclusive access to our tdogy for the development, manufacture, and suppthe devices (second generation
and beyond) for all therapeutic applications. Cacecond generation Celution™ System is developdapproved by regulatory agencies,
the Joint Venture would sell such systems excligitceus at a formula-based transfer price; we hrat@ined marketing rights to the second
generation devices for all therapeutic applicatiohadipose stem and regenerative cells.

In 2006, Cytori worked closely with Olympus’ tearhsgientists and engineers to design future geioaigbf the Celution™ System that
contain certain product enhancements and that eanamufactured in a streamlined manner. For 20@7Jdoint Venture will continue its
efforts with the goal of scale-up manufacturingikkde in late 2008.

Other Related Party Transactions

As part of the formation of the Joint Venture asdiéscussed above, the Joint Venture agreed thvaseocdevelopment services from
Olympus. In December 2005, the Joint Venture pai@lympus $8,000,000 as a payment for those sexvidee payment has been recogn
in its entirety as an expense on the books anddsaij the Joint Venture as the expenditure reptesepayment for research and
development services that have no alternative édutses. Our share of this expense has been refledtdn the account, equity loss from
investment in joint venture, within the consolidhstatement of operations.

In a separate agreement entered into on Februa088, we granted Olympus an exclusive right tpatiate commercialization
collaboration for the use of adipose stem and reggive cells for a specific therapeutic area olatsif cardiovascular disease. In exchang
this right, we received a $1.5 million payment fr@lympus. As part of this agreement, Olympus woihduct market research and pilot
clinical studies in collaboration with us over atb218 month period for the therapeutic area.

MacroPore Biosurgery

Spine and orthopedic products

We manufacture bioresorbable implants used in smimdeorthopedic procedures. Medtronic is the sislgiblutor of our products but due
to a substantial decrease in their orders of tudyrct, we experienced negative profit marginsofar MacroPore Biosurgery segment for the
year ended December 31, 2006 and are actively imgrsubuyer (or buyers) for this line of busine

Thin Film Japan Distribution Agreement

In 2004, we sold the majority of our Thin Film busss to MAST.

Even after consummation of the 2004 Thin Film asatt to MAST, we retained all rights to Thin Fibusiness in Japan (subject to a
purchase option of MAST, as described later belan] we received back from MAST a license of glhts to Thin Film technologies in the:

» Spinal field, exclusive at least until 2012, and

 Field of regenerative medicine, non-exclusive qegpetual basis.
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In the third quarter of 2004, we entered into aifibistion Agreement with Senko. Under this agreetnene granted to Senko an exclus
license to sell and distribute certain Thin Filnogucts in Japan. Specifically, the license covdris Film products with the following
indications:

» Anti-adhesion,
» Soft tissue support, and
« Minimization of the attachment of soft tissues tigbout the body.

The Distribution Agreement with Senko commenceswufpommercialization.” In simplest terms, commeliziaion occurs when one or
more Thin Film product registrations are completéith the Japanese Ministry of Health, Labour andf#ve (“MHLW").

Following commercialization, the Distribution Agreent has a duration of five years and is renewfmolan additional five years after
reaching mutually agreed minimum purchase guarantee

We received a $1,500,000 upfront license fee fremk8. We have recorded the $1,500,000 receiveccamponent of deferred reveni
in the accompanying balance sheet. Half of thenfiedfee is refundable if the parties agree commléation is not achievable and a
proportional amount is refundable if we termindite &rrangement, other than for material breachedmk& before three years post-
commercialization.

Under the Distribution Agreement, we will also bgitted to earn additional payments from Senko daseachieving defined mileston
On September 28, 2004, we notified Senko of corguiadf the initial regulatory application to the MM/ for the Thin Film product. As a
result, we became entitled to a nonrefundable paywie$1,250,000, which we received in October 2804 recorded as a component of
deferred revenues. To date we have recognizeclatiob361,000 in development revenues ($152,080,000, and $158,000 for the years
ended December 31, 2006, 2005, and 2004, resplggtive

The previously mentioned 2004 sale agreement gidvi#eST a “Purchase Right” to acquire, at any tineédoe May 31, 2007, our Thin
Film-related interests and rights for Japan. If MA@ooses to exercise the Purchase Right betwegrand May 31, 2007, the exercise price
of the Purchase Right will be equal to the fair keavalue of the Japanese business, but in no eutie less than $3,000,000. Moreover,
until May 31, 2007, MAST has a right of first refilso match the terms of any outside offer to buy &apanese Thin Film business.

Capital Requirements and Liquidity

Research and development for the Celution™ Systaehthnical applications of adipose-derived sterd eagenerative cell therapies has
been and will continue to be very costly. We aptte expanding our research and development expénéiend clinical trials costs (which
we will be initiating for the first time in 2007pre-clinical research, and general and adminisgactivities. As a result, we expect to
continue incurring losses for the foreseeable &itur

Over 94% of our 2006 research and development egsenf $21,977,000 were related to our regeneregiNeechnology business, and
the majority of those were related to researchdewklopment of applications of adipose stem andrreative cells for cardiovascular
disease. We believe our research and developmpatsa&s will continue to increase should we advamm® products into and through
clinical trials and as we prepare for a commeieiahch. We plan to fund this anticipated researchdevelopment from the following:

« Existing cash and short-term investments;

» Potential future financings,

« Payments, if any, related to potential CelutionSystem commercialization partnerships or stem balhking licensin
agreements

« Payments, if any, related to potential biomatgsralduct line divestitures; and
» Potential research grants

As of December 31, 2006, we had cash and cashaquote and short-term investments on hand of $8208D and an accumulated
deficit of $103,460,000.



On February 28, 2007, we completed a registeretidpublic offering of units consisting of commdock and warrants, which raised
approximately $19,700,000 after expenses. On M2g;l2007, we entered into an agreement to séil0]QB0 shares of common stock at
$6.00 per share to Green Hospital Supply, Inc.pnizate placement.
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Results of Operations

Product revenues

Product revenues relate entirely to our MacroPaosuBgery segment and include revenues from omespid orthopedic products, thin
film products and CMF products. The following tablenmarizes the components for the years endednibere31, 2006, 2005 and 2004:

Years ended $ Differences % Differences

2006 to 2005to 2006tc 2005 to

2006 2005 2004 2005 2004 2005 2004
Product Revenues:
Spine and orthopedics products $1,451,000 $5,634,000 $3,803,000 $(4,183,000$ 1,831,000 (74.9%  48.1%
Thin film products:
Product sales (non-MAST related) — — 559,00( — (559,000 — —
Product sales to MAST — — 906,00( — (906,000 — —
Amortization of gain on sale (MAST) — — 772,00( — (772,000 — —
— — 2,237,00 — (2,237,000 — —
CMF products:
Product sales — — 126,00( — (126,000 — —
Amortization of gain on sale —_ — 156,00( — (156,000 — —
— 282,00( — (282,000 — —
Total product revenues $1,451,000 $5,634,000 $6,322,000 $(4,183,000$ (688,000 (74.9% (10.9%

% attributable to Medtronic 10C% 10C% 64.6%

MacroPore Biosurgery

« Spine and orthopedic product revenues represezg sébioresorbable implants used in spine andp#dtiic surgical procedur
For the years ended December 31, 2006 and 200%e tlevenues were primarily related to orders far radiographicall
identifiable Spine System products, marketed utigdemame MY STIQUE™which Medtronic, our sole distributor of spine .
orthopedic products, launched in the third quadfeR005. However, subsequent to the initial prodacinch, Medtronic hi
substantially decreased its orders of this prodamt, we are concerned about Medtramighgoing level of commitment to t
product. As a result of this decrease, we expesi@megative profit margins for our MacroPore Bigsuy segment for the ye
ended December 31, 2006. As a result, we are &cteeking a buyer (or buyers) for this line of iness.

Medtronic owned approximately 5.34% of our outstag&common stock as of December 31, 2006 (4.45&t afir February 2
2007 stock issuance).

« Thin Film product revenues in 2004 represent safeSurgiWrap ™bioresorbable Thin Film. We sold most, but not aflout
intellectual property rights and tangible asselatee to our Thin Film product line to MAST Bioseany in the second quarter
2004. We were obliged by contract to act as a hgckupplier for these products and to sell theAST at our manufacturir
costs. However, as MAST assumed the manufactuningegs, domestic revenue from Thin Film producidednin 2004. N
revenues from the Thin Film product line were redrgd during the years ended December 31, 2002608. We have nev
received any Thin Film revenues from Japan, bectnes®HLW has not approved Thin Film for sale ipda yet.

« The CMF product revenues represent sales of the GMfical implants product line used for trauma aadonstructiv
procedures in the mithce and craniofacial skeleton (the head and skt sold this product line to Medtronic in 200X with
the Thin Film products, we sold CMF products att¢02004 under a contractual bagg-supply agreement with Medtronic
portion of the deferred gain on sale of assetajad|party was recognized as revenue in ordefflectehe fair value of produc
sold, based on historical selling prices of simpaoducts, over our manufacturing cost. During tiiied quarter of 2004, v
completed all remaining performance obligationsted to the 2002 sale of the CMF product line tadtvtic. Therefore, w
did not earn any CMF product revenues during ttegyended December 31, 2006 and 2005 and will em¢rgite revenue frc
this product line in the future.

The future Our revenue from spine and orthopedic productiejgendent upon the market’'s adoption of our teldgyowhich is largely



dependent upon Medtronic’s marketing efforts andimy strategies. Therefore our visibility of theesand timing of HYDROSORB™
and MYSTIQUE™ orders is limited. Since we rely orditronic’s ability and commitment to build and emgdahe market share for our
products and we have been disappointed in thebyasieir effort at such, it is possible that welwibt receive more than minimal orders for
the MYSTIQUE™ portion of the HYDROSORB™ productdiduring 2007. Since it is unlikely that we willessignificant sales of the
current non-MYSTIQUE™ products any time in the fefut is likely that we will continue to see lossa our Medtronic-dependent
MacroPore Biosurgery business going forward. Wetrgiag to scale back MacroPore Biosurgery’s experts reflect our modest
expectations of future revenues.

All product revenues are currently attributablévtedtronic as domestic Thin Film revenues ceas&Dd#. This may change when
commercialization of the Thin Film products in Japecurs and we begin Thin Film shipments to Senkich we believe will happen in
2007.
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Cost of product revenues

Cost of product revenues includes material, manufang) labor, overhead costs and an inventory giowi The following table
summarizes the components of our cost of reverarebd years ended December 31, 2006, 2005 and 2004

Years ended $ and % Differences % Differences
2006
2006 to 2005 to to 2005 to
2006 2005 2004 2005 2004 2005 2004
Cost of product revenues:
Cost of product revenues $1,472,000 $2,874,001 $3,139,00( $(1,402,00) $(265,00() (48.9% (8.4)%
% of product revenues 101.4% 51.(% 49.7% 50.4% 1.3% 98.&% 2.6%
Inventory provision 88,00( 280,00t 242,00( (292,000 38,00C (68.6% 15.7%
% of product revenues 6.1% 5.C% 3.8% 1.1% 1.2% 22.(% 31.6%
Stock-based compensation 74,00( — 3,00( 74,00( (3,000 — —
% of product revenues 5.1% — — 5.1% — — —
Total cost of product revenues $1,634,000 $3,154,000 $3,384,001 $(1,520,00) $(230,000 (48.2)% (6.8)%
Total cost of product revenues as % of Product

revenues 112.6% 56.(% 53.5%

MacroPore Biosurgery

« Our product revenues are currently generated dmyugh sales of bioresorbable products and therefarst of revenues
related only to our MacroPore Biosurgery segment.

» The change in cost of revenues for the year endeember 31, 2006 as compared to the same perR@Dik as well as betwe
2005 and 2004 were due primarily to amounts ofdile@or and overhead costs applied to product ree®in each period. ,
MacroPore revenues have declined, gross margires theen negatively affected by fixed costs.

« In response to MacroPore Biosurgargeclining revenues, we are seeking to reducensgge We reduced our headcount b
people in the third quarter of 2006. A portion loé¢ affected personnel related to the MacroPoreuBgesy segment.

« Cost of product revenues includes approximately,(Bf@ $0 and $3,000 of stotlased compensation expense for the )
ended December 31, 2006, 2005 and 2004, respsctiva further details, see stock-based compensdigrussion below.

« During the years ended December 31, 2006, 2005,280d, we recorded a provision of $88,000, $28Q,G0@ $242,00!
respectively, related primarily to excess and stoawing inventory. In 2006 and 2005, this inventamas produced
anticipation of stocking orders from Medtronic wiidid not materialize.

« The $242,000 inventory provision during 2004 readai® excess inventory produced in consideratioausfresponsibility to be
backup supplier for the CMF product line. We sold thesets related to this product line to a subsid@rnMedtronic ir
September 2002. In April of 2004, Medtronic indaxthat it would no longer purchase CMF inventaonf us under the back-
up supply arrangement, leading to our determindtiahthe remaining CMF inventory on hand would Io@trecoverable.

The future Ceasing to manufacture the CMF product line anchtiveJapan bioresorbable Thin Film product line, comdiméth the poo
rate of orders from Medtronic deprives us of ecomsnof scale and has and will continue to negatiirapact our margins. We do not expect
demand for our HYDROSORB™ MYSTIQUE™ products, whigpends largely on Medtronic’s marketing effottsincrease in the future.

In an effort to reduce overhead costs relatededvthcroPore Biosurgery segment, we have accelerataination of two of our leases.
As a result, one of our leases will terminate iniA2007 and we will be subletting only a small fion of the other building during the first
half of 2007.

As mentioned above, it appears that the spine ghdmedics business is not succeeding under owastiship. As a result, our Board of
Directors has decided to divest and is activelkisgea buyer (or buyers) for these assets.
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Development revenues

The following table summarizes the components ofdayelopment revenues for the years ended Dece®ih@006, 2005, and 2004:

Years ended $ Differences % Differences
2006 to 2005t0 2006 to 2005 to
2006 2005 2004 2005 2004 2005 2004

Regenerative cell technology
Milestone revenue (Olympus) $5,905,000 $ — $ — $5,905,001 $ — — —
Research grant (NIH) 310,00 312,00 328,00( (2,000 (16,000 (0.6)% (4.9%
Regenerative cell storage services 7,00C 8,00( 10,00( (2,000 (2,000 (12.5% (20.0%
Other 102,00( — — 102,00( — — —
Total regenerative cell technology 6,324,000 320,00( 338,000 6,004,000 (18,000 1,876.% (5.9%
MacroPore Biosurgery:
Development (Senko) 152,000 51,000 158,00 101,00 (107,000  198.(% (67.1%
Total development revenues $6,476,000 $ 371,000 $ 496,00( $6,105,000 $(125,000) 1,645.06 (25.2)%

Regenerative cell technolog

« We recognize deferred revenues, related partyeaslabment revenue when certain performance omigaiare met (i.e., usil
a proportional performance approach). During tharyended December 31, 2006, we recognized $5,90500Crevenu
associated with our arrangements with Olympus. rerenue recognized in 2006 was a result of cormgledi preelinical study
in the first quarter of 2006, receiving a CE madk the first generation Celution™ystem, and reaching three additic
milestones in the fourth quarter of 2006. One niles related to the completion of a miatical study while the other two we
results of product development efforts. There wasimilar revenue in 2005.

« The research grant revenue relates to our agreamignthe National Institutes of Health (“NIH"Ynder this arrangement, 1
NIH reimburses us fc"qualifying expenditures” related to research oripsdeDerived Cell Therapy for Myocardial Infarctic
To receive funds under the grant arrangement, werequired to (i) demonstrate that we incurred lifging expenses, as
defined in the grant agreement between the NIHwmdii) maintain a system of controls, wherebycae accurately track a
report all expenditures related solely to researnhAdiposeberived Cell Therapy for Myocardial Infarction, arii) file
appropriate forms and follow appropriate protoastablished by the NIH.

Our policy is to recognize revenues under the Ndi&hgarrangement as the lesser of (i) qualifyingt€ncurred (and not
previously recognized), plus our allowable gramisféor which we are entitled to funding or (ii) theount determined by
comparing the outputs generated to date versumthieoutputs expected to be achieved under thearek arrangement.

During the year ended December 31, 2006, we indu$4§9,000 in expenditures, of which $310,000 vepraified. We
recorded a total of $310,000 in revenues for the gaded December 31, 2006, which included allogvghdnt fees as well as
cost reimbursements. During the year ended Dece81he2005, we incurred $306,000 in qualifying exgiaures. During the
year ended December 31, 2004, we incurred $339060sts, of which only $328,000 were qualified emgitures. We record:
a total of $312,000 and $328,000 in revenues fytars ended December 31, 2005 and 2004, resplgcticshich include
allowable grant fees as well as cost reimbursements

MacroPore Biosurgery (Thin Film’
Under a Distribution Agreement with Senko we argtled to earn payments based on achieving thevatig defined milestones:
« Upon notifying Senko of completion of the initiadgulatory application to the MHLW for the Thin Filproduct, we wel
entitled to a nonrefundable payment of $1,250,008.s0 notified Senko on September 28, 2004, redgyagment in October

2004, and recorded deferred revenues of $1,250R8@f December 31, 2006, of the amount deferreel,have recogniz:
development revenues of $361,000 ($152,000 in 2886,000 in 2005, and $158,000 in 2004).



« We are also entitled to a nonrefundable payme®260,000 once we achieve commercialization.

« Finally, under this agreement, we also received,&@,000 license fee that was recorded as a coenpoh deferred revenues
the accompanying balance sheet. Because the $a080@) license fees is potentially refundable, saamounts will not b
recognized as revenues until the refund rights rexgpecifically, half of the license fee is refabté if the parties agr
commercialization is not achievable and a propogicamount is refundable if we terminate the aresmgnt, other than f
material breach by Senko, before three years poatyercialization.

The future We expect to recognize revenues from our regémereell technology segment during 2007 as we detegertain pre-
clinical studies and certain phases of our prodegelopment performance obligations. If we are sssful in achieving certain milestone
points related to these activities, we will recagnapproximately $2,500,000 in revenues in 200@. &act timing of when amounts will be
reported in revenue will depend on internal fac{fos instance, our ability to complete the senatdigations we have agreed to perform) as
well as external considerations, including obtagriine necessary regulatory approvals for varioesageutic applications related to the
Celution™ System. The cash for these performantigaiions was received when the agreement was dignd no further related cash
payments will be made to us.

We will continue to recognize revenue from the depment work we are performing on behalf of Serdased on the relative fair value
of the milestones completed as compared to thedfitats expected to be necessary to obtain réguylalearance with the MHLW.
Obtaining regulatory clearance with the MHLW foitial commercialization is expected in 2007. Acdagly, we expect to recognize
approximately $1,139,000 (consisting of $889,008eferred revenues plus a non-refundable payme$2%®,000 to be received upon
commercialization) in revenues associated withmfilestone arrangement in 2007. Moreover, we exjpecognize $500,000 per year
associated with deferred Senko license fees otlmea-year period following commercialization as tefund rights associated with the
license payment expire.
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Research and development expenses

Research and development expenses include costsaes with the design, development, testing arithecement of our products,
regulatory fees, the purchase of laboratory suppfiee-clinical studies, and in 2006, clinical $&sd The following table summarizes the
components of our research and development expérsibe years ended December 31, 2006, 2005 ad4t 20

Regenerative cell technology
Regenerative cell technology
Development milestone (Joint Venture)
Research grants (NIH)

Stock-based compensation

Total regenerative cell technology

MacroPore Biosurgery:
Bioresorbable polymer implants
Development milestone (Senko)
Stock-based compensation

Total MacroPore Biosurgery

Total research and development expenses

Regenerative cell technology:

Years ended

$ Differences

% Differences

2006to  2005to 2006to 2005 to
2006 2005 2004 2005 2004 2005 2004
$11,967,00 $11,487,00 $ 6,910,000 480,00( $4,577,00! 4.2%  66.2%
7,286,000 1,136,00! — 6,150,000 1,136,000  541./% —
479,000 306,000 339,000 173,000 (33,000  56.5% (9.7)%
1,015,001 67,00( — 948,000 67,000 1,414.% —
20,747,00 12,996,00 7,249,000 7,751,000 5747,000  59.6%  79.9%
1,027,000 2,213,000 2,933,000 (1,186,00) (720,000 (53.0% (24.5%
178,00 129,00  170,00( 49,00 (41,000 38.%  (24.0)%
25,000  112,00( 32,000 (87,000 80,000 (77.9%  250.(%
1,230,000 2,454,000 3,135,000 (1,224,00) (681,000 (49.9% (21.7)%
$21,977,00 $15,450,00 $10,384,00' $ 6,527,001 $5,066,00! 42 5% 48.6%

» Regenerative cell technology expenses relate tdélelopment of a technology platform that involusing adipose (fat) tiss
as a source for autologous regenerative cellsHerapeutic applications. These expenses, in cotfumevith our continue
development efforts related to our Celutior8¥'stem, result primarily from the broad expansibowr research and developm
efforts enabled by the funding we received fromr@jiys in 2005 and 2006. Labmtated expenses increased by $2,315,0C
the year ended December 31, 2006 as compared gathe period in 2005. This increase does not iecthd $948,000 incree
in stockbased compensation for the year ended Decemb&(0886, as compared to 2005. Professional servicesnegp whic
includes preclinical and clinical study costs, increased by7$2,000 for the year ended December 31, 2006 apa@d to th
same period in 2005. Rent and utilities expenseeased by $767,000 from 2005 to 2006 as a resuhieofddition of our ne
facility. Production and other supplies increasgd$689,000 during the year ended December 31, 2806ompared to 20(
Other notable increases included repairs and mmante of $486,000 and depreciation expense ineHs®581,000, for tt
year ended December 31, 2006, respectively, as aadpo the same period in 2005. The remainingeas® of $193,000 rela
to miscellaneous charges, such as regulatory costs.

The increase in regenerative cell technology exgerfsom 2004 to 2005 was due primarily to the lgiriof additione
researchers, engineers, and support staff. It @ssaresult of increased costs for phaical studies conducted in 2005
compared with 2004 as well as increased rent aility @xpense due to the addition of our new fagitiuring the latter half «

2005.

« Expenditures related to the Joint Venture with Qdus, which are included in the variation analy&iewe, include costs that i
necessary to support the commercialization of &tgeneration devices based on our CelutioBy¥tem. These developm
activities, which began in November 2005, incluéef@rming preelinical and clinical studies, seeking regulatoppeoval, an
performing product development related to therapeapplications for adipose stem and regeneratelks ¢or multiple larg
markets. For the years ended December 31, 200@@0H| costs associated with the development ofitivice were $7,286,0
and $1,136,000, respectively. These expenses wargased of $3,663,000 and $565,000 in labor andtew! benefit:
$2,405,000 and $571,000 in consulting and othefiepsional services, $872,000 and $0 in suppliest&46,000 and $0 in ott
miscellaneous expense, respectively. There wemonmparable expenditures in 2004.



« In 2004, we entered into an agreement with the télkeimburse us for up to $950,000 (Phase | $1@0z0@ Phase Il $850,0(
in “qualifying expenditures” related to researchAxfiposeberived Cell Therapy for Myocardial Infarction. Fibre years end:
December 31, 2006, 2005, and 2004, we incurred ,$809 $306,000 and $339,000, respectively, of tiexpenses relatil
entirely to Phase | and II. Of these expenses, $D8%nd $11,000 were not reimbursed in 2006 afd 2@spectively. To da
we have incurred $1,125,000 of direct expensesQ$D® of which were not reimbursed) relating tohbBhases | and Il of t
agreement. Our work under the NIH agreement waptaiad during 2006.]

» Stockbased compensation for the regenerative cell tdogposegment of research and development was $0005an
$67,000 for the years ended December 31, 2006 &3&.ZThere was no similar expenditure in 2004. Seekbase:
compensation discussion below for more details.
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MacroPore Biosurgery

« Our bioresorbable surgical implants platform tedbgg is used for development of spine and orthapedbducts and Thin Fil
products. The decrease in research and developrostd associated with bioresorbable implants ferydar ended Deceml|
31, 2006 as compared with the same period in 26852804 was due primarily to our ongoing stratefjseallocating resourc
toward our regenerative cell technology segmenbotaand related benefits expense, including stmaded compensatic
decreased by $778,000 for the year ended Decenhe&t0B6 as compared to 2005. In July 2006, we déi®9 employees,
portion of which related to the MacroPore Biosuygbusiness. Other notable decreases from 2005 @6 2@re caused |
decreases in travel and entertainment, professgamaices, and depreciation expense.

Notable decreases from 2004 to 2005 were causeatkbreases in labor and related benefit expenseeisas decreases
professional service expense and pre-clinical esgpen

« Under a Distribution Agreement with Senko we argpomsible for the completion of the initial regolat application to th
MHLW and commercialization of the Thin Film proddite in Japan. Commercialization occurs when onenore Thin Filn
product registrations are completed with the MHLBNuring the years ended December 31, 2006, 20052804, we incurre
$178,000, $129,000 and $170,000, respectivelyxpérses related to this regulatory and registragifocess.

» Stockbased compensation for the MacroPore Biosurgemneagof research and development for the yearscebdeember 3
2006, 2005, and 2004 was $25,000, $112,000 and®32respectively. See stoblesed compensation discussion belov
more details.

The future Our strategy is to continue to increase ouraegeand development efforts in the regeneratilidiell and we anticipate
expenditures in this area of research to total@pprately $22,000,000 to $24,000,000 in 2007. \Werasearching therapies for
cardiovascular disease, new approaches for aasthratireconstructive surgery, gastrointestinalrdiesxs and spine and orthopedic conditic
The expenditures have and will continue to prinyailate to developing therapeutic applications esraducting pre-clinical and clinical
studies on adipose-derived stem and regeneratilge ce

We continue to reduce research and developmennditpees in the bioresorbable technology platfoWte anticipate minimal further
expenditures in this area of research in 2007. Wearrently seeking a buyer (or buyers) for tleigrent of our business.
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Sales and marketing expenses

Sales and marketing expenses include costs of tiragkgersonnel, tradeshows, and promotional a@wiand materials. Medtronic is
responsible for the distribution, marketing angesaupport of our spine and orthopedic devices.b@wesorbable Thin Film product line
(before the sale of the non-Japan Thin Film businedAST in May 2004) was distributed domesticaliyough a dedicated sales force,
independent sales representatives and interndiichabugh independent distributors. The followiadple summarizes the components of our
sales and marketing expenses for the years endsshiber 31, 2006, 2005 and 2004:

Years ended $ Differences % Differences

2006to  2005to 2006to 2005 to

2006 2005 2004 2005 2004 2005 2004
Regenerative cell technology
International sales and marketing $1,271,000 $ 494,00( $ — $ 777,000 $ 494,00( 157.%% —
Stock-based compensation 517,00( — —  517,00( — — —
Total regenerative cell technology 1,788,00! 494,00( — 1,294,00 494,00( 261.9% —
MacroPore Biosurgery:
General corporate marketing 154,00 388,00( 769,00( (234,000 (381,000 (60.9%  (49.9%
Domestic sales and marketing — —  846,00( — (846,000 — —
International sales and marketing 104,00 552,00 776,000 (448,000 (224,000 (81.292%  (28.9%
Stock-based compensation 9,00 113,000 22,000 (104,000 91,000  (92.0%  413.6%
Total MacroPore Biosurgery 267,00( 1,053,000 2,413,000 (786,000 (1,360,001 (74.6%  (56.9%
Total sales and marketing $2,055,00 $1,547,000 $2,413,000 $ 508,00( $ (866,000 32.6% (35.9%

Regenerative Cell Technology:

« International sales and marketing expenditurestteryears ended December 31, 2006 and 2005 refmt@rpgy to salarie
expense for employees involved in business devedopnthe main emphasis of these nefalymed functions is to seek strate
alliances and/or cdevelopment partners for our regenerative cellnetdygy, which we began to focus on in the thirdrtgraot
2005. There were no similar expenses in 2004.

» Stockbased compensation for the regenerative cell segofesales and marketing for the year ended Decer@bg2006 we
$517,000. There was no similar expense in 200904 2See stock-based compensation discussion liefanore details.

MacroPore Biosurgery

» General corporate marketing expenditures relatexpenditures for maintaining our corporate image eaputation within th
research and surgical communities. The decrease tin@ year ended December 31, 2006 as comparedO® \Bas due to
strategic decision to allocate resources towardsegenerative cell technology marketing, whictium prompted a reduction
headcount in biomaterials and general corporaté&etiag. The decrease in 2005 as compared to 2084w to ondime cost
incurred for an educational program we created 0042to inform endisers and distributors of the benefits and sur
applications for our biomaterials products.

« Domestic sales and marketing expenditures relatexkpenses associated with managing our domestiedairbable Thin Fili
product distribution, which included independentesarepresentatives and our domestic Thin Film ssalensultants ai
marketing staff. The elimination of such expense2005 was due to the transfer of our sales foncenaarketing staff to MAS
upon the sale of the Thin Film product line to MABTMay 2004.

« International sales and marketing expenditureseetacosts associated with developing an intesnatibioresorbable Thin Fil
distributor and supporting a bioresorbable ThimFslales office in Japan. The decreased spendia@Cdé and 2005 as compa
to 2004 relates to a significant headcount decrea#ieis marketing group as MHLW approval for commnialization has bes



delayed from our original expectation.

» Stockbased compensation for the MacroPore Biosurgemeagof sales and marketing for the years ende@iber 31, 200
2005 and 2004 was $9,000, $113,000 and $22,008ectgely. See stockased compensation discussion below for more di

The future. We expect sales and marketing expenditures tetatthe regenerative cell technology to increasee continue to expand
our pursuit of strategic alliances and co-develapmpartners, as well as market our Celution™ Sys#gpected to be commercialized in
2008.
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General and administrative expenses

General and administrative expenses include costsdministrative personnel, legal and other ptewl expenses and general
corporate expenses. The following table summattzegeneral and administrative expenses for thesy@maled December 31, 2006, 2005
2004:

Years ended $ Differences % Differences

2006to 2005to 2006to 2005 to

2006 2005 2004 2005 2004 2005 2004
General and administrative $10,967,00 $10,096,00 $6,480,000 $ 871,00( $3,616,00! 8.€% 55.8%
Stock-based compensation 1,580,00! 112,00( 71,000 1,468,00! 41,00 1,310.% 57.1%
Total general and administrative expenses $12,547,00 $10,208,00 $6,551,001 $2,339,001 $3,657,00! 22.59% 55.£%

« General and administrative expense, for the yede@®ecember 31, 2006 as compared to the samel per&D05 increased
$2,339,000. This was a result of increased stided compensation of $1,468,000 as well as ineséaother salary and rela
benefit expense of $677,000. Professional senfimethe year ended December 31, 2006 as compartd2@05 increased |
$935,000, which includes an increase of $777,000egal expenses partly incurred in connection vifie University o
Pittsburgh’s lawsuit challenging the inventorshfpoar licensors U.S. patent relating to adult stem cells isoldteth adipos
tissue. Also contributing $487,000 to the linceeaslegal expense was the issuance of 100,00@sloéistock to the Regents
the University of California ("UC") at a stock peicof $4.87 per share. This was a result of an degtriechnology licen
agreement that was finalized in the third quarfe20®6.

Salary and related benefit expense increased b%,898 during the year ended December 31, 2005, regpect to the sar
period in 2004. This increase was primarily causgthe addition of seven managerial employees. Legaenses also increa:
for the year ended December 31, 2005 as compardbetssame period in 2004 primarily in connectiorthwihe lawsu
mentioned above. Other notable expenditures wedii@dal professional services costs and highesiraxpenditures.

« In the second and fourth quarters of 2006, we demban additional $118,000 and $103,000 of depfeniaxpense to acceler
the estimated remaining lives for certain assetsradegned to be no longer in use. The second quadsets related to furnitt
and fixtures no longer in use due to our recemtcaion as well as outdated computer software aladed equipment. The ass
related to both our regenerative cell technologg BtacroPore Biosurgery operating segments. We decbthe charge as
increase to general and administrative expensesfaurth quarter assets related to leasehold ingmnents that had a shorte
useful life due to the termination of one of ouades. The charge was allocated to each departrasatl lon square foote
occupied at this terminated location.

» Stockbased compensation related to general and adnaitiigtrexpense for the years ended December 31, 2006 and 20(
was $1,580,000, $112,000 and $71,000, respecti8ely.stock-based compensation discussion belomdoz details.

The future. We expect general and administrative expensapmoximately $9,000,000 to $11,000,000 in 2007 .aMeseeking ways to
minimize the ratio of these expenses to researdidanelopment expenses. As a result, we have beffnts to restrain general and
administrative expense.

We have incurred, and expect to continue to inswipstantial legal expenses in connection with thivéisity of Pittsburgh’s 2004
lawsuit. Although we are not litigants and are responsible for any settlement costs, if the Ursigiof Pittsburgh wins the lawsuit our
license rights to the patent in question could biéfied or rendered non-exclusive and our regetiegecell strategy could be affected. The
amended UC license agreement signed in the thadeuof 2006 clarified that we are responsibleaibpatent prosecution and litigation
costs related to this lawsuit.
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Stockbased compensation expenses

As noted previously, we adopted SFAS 123R on Jgrilia2006. Prior period figures have not been tedtand therefore are not
comparable to the current year presentation.

Stock-based compensation expenses include charigésd to options issued to employees, directadsnam-employees. Prior to January
1, 2006, the stock-based compensation expenditorasected to options granted to employees andtdie@in their capacity as board
members) is the difference between the exercise jofi the stock based awards and the market valoerainderlying common stock on the
date of the grant. Unearned employee stock-basegeasation is amortized over the remaining vegigrnipds of the options, which
generally vest over a four-year period from theed#tgrant. From January 1, 2006 onwards, we addpfeSB No. 123 (revised 2004),
“Share-based payments.” Under this pronouncemenimeasure stock-based compensation expense batea gnant-date fair value of any
awards granted to our employees. Such expensedgnized over the period of time that employeesigmservice to us and earn all right:
the awards.

Stock-based compensation expense related to corstock issued to non-employees is the fair valutaefstock on the date of issuance,

even if such stock contains sales restrictions.fél@wing table summarizes the components of ¢oicksbased compensation for the years
ended December 31, 2006, 2005 and 2004:

Years ended $ Differences % Differences

2006to  2005to 2006 to 2005 to

2006 2005 2004 2005 2004 2005 2004
Regenerative cell technology
Research and development related $1,015,000 $ 67,00 $ — $ 948,000 $ 67,000 1,414.% —
Sales and marketing related 517,00( — — 517,00( _ — _
Total regenerative cell technology 1,532,001 67,00( — 1,465,000 67,000 2,186.% —
MacroPore Biosurgery:
Cost of product revenues 74,00( — 3,00( 74,00( (3,000 — —
Research and development related 25,000 112,00( 32,00( (87,0000  80,00( (77. )% 250.(%
Sales and marketing related 9,00C 113,00  22,00C (104,000  91,00( (92.0%  413.6%
Total MacroPore Biosurgery 108,00 225,000 57,00 (117,000 168,00( (52.0%  294.1%
General and administrative related 1,580,000 112,00 71,000 1,468,000 41,00  1,310.% 57.7%
Total stock-based compensation $3,220,001 $ 404,000 $ 128,00( $2,816,001 $ 276,00¢( 697.(% 215.6%

Regenerative cell technology:

« In the first quarter of 2006, we issued 2,500 shafaestricted common stock to a nemployee scientific advisor. Similarly,
the second quarter of 2005, we issued 20,000 sbérestricted common stock to a nemployee scientific advisor. The stoc
restricted in that it cannot be sold for a spedifieriod of time. There are no vesting requiremddégause the shares issuec
not subject to additional future vesting or sernvieguirements, the stodlased compensation expense of $18,000 recordéd
first quarter of 2006 (and $63,000 recorded ingbeond quarter of 2005) constitutes the entire rs@eelated to these gra
and no future period charges will be reported. 3d¢ientific advisors also receive cash considerai®gervices are performed.

General and Administrative:

« Of the $3,220,000 charge to stds&sed compensation for the year ended Decemb@088, $567,000 related to extensions
cancellations of awards previously granted to (&)former Senior Vice President of Finance and Adstiation, who retired
May 2006, and (b) (i) our former Senior Vice Presitt Business Development, (ii) our former Viceditent, Marketing ar
Development, and (iii) the position of a less semimployee, whose positions were eliminated du#i@6g6. The charge refles
the incremental fair value of the extended vestedksoptions over the fair value of the originalaads at the modification dz
as well as the acceleration of unrecognized congiiems cost associated with cancelled option awénds would have bes
recognized if the four individuals continued to tvas their options until the end of their employrméarm. There will be r
further charges related to these modifications.



 In August 2005, our Chief Operating Officer (“COQteased employment with us. We agreed to pay tmeeoCOO a lum
sum cash severance payment of $155,164 and exténeetkercise period for two years on 253,743 desteck options. Tt
incremental value of the options due to the modifan was $337,000. We recorded an expense irhiteék quarter of 2005
reflect the lump sum cash severance payment andalue of the vested stock options, which congt#uhe entire exper
related to these options, and no future periodggsawill be required. This $337,000 was allocatethe table above in eq!
portions among three departmental categories, st@miwith previous allocations of the former COGinpensation expense.

The future. We will continue to grant options (which will kidsin an expense) to our employees and, as apptepto non-employee
service providers. In addition, previously-grantgdions will continue to vest in accordance withittoriginal terms. As of December 31,
2006, the total compensation cost related to natedestock options not yet recognized for all dang is approximately $4,123,000. These
costs are expected to be recognized over a weigiviedge period of 1.86 years.
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Change in fair value of option liabilities

The following is a table summarizing the changéinvalue of option liabilities for the years endeecember 31, 2006, 2005 and 2004:

Years ended $ Differences % Differences

2006 to 2005to0 2006to 2005 to

2006 2005 2004 2005 2004 2005 2004
Change in fair value of option liability $(3,731,00)) $3,545,001 $ — $(7,276,00() $3,545,000  (205.29)% —
Change in fair value of put option liability (700,000  100,00( — (800,00()  100,00( (800.0% _
Total change in fair value of option liabilities $(4,431,00)) $3,645,001 $ — $(8,076,000) $3,645,000  (221.6% _

« We granted Olympus an option to acquire 2,200,0@0es of our common stock which expired DecembgeRBQ6. The exerci:
price of the option shares was $10 per share. Webeounted for this grant as a liability because the option been exercis
we would have been required to deliver listed shafeour common stock to settle the option shdreaccordance with EIT
00-19, “Accounting for Derivative Financial Instremts Indexed to, and Potentially Settled in, a Camyfs Own Stock,'the fail
value of this option was re-measured at the erehoh quarter, using the Bla8choles option pricing model, with the moven
in fair value reported in the statement of operatias a change in fair value of option liabilities.

« In reference to the Joint Venture, the Shareholdégseement between Cytori and Olympus provides ithatertain specifie
circumstances of insolvency or if we experiencdange in control, Olympus will have the rights iforépurchase our intere
in the Joint Venture at the fair value of suchiiests or (ii) sell its own interests in the Joirdrure to us at the higher of
$22,000,000 or (b) the Put’s fair value. The Puti@das been classified as a liability.

The valuations of the Put were completed by anpeddent valuation firm using an option pricing thebased simulatic
analysis (i.e., a Monte Carlo simulation). The wations are based on assumptions as of the valudét® with regard to tl
market value of Cytori and the estimated fair vadfithe Joint Venture, the expected correlatiomveen the values of Cytori a
the Joint Venture, the expected volatility of Cytand the Joint Venture, the bankruptcy recovety far Cytori, the bankrupt
threshold for Cytori, the probability of a chandecontrol event for Cytori, and the risk free irget rate.

The following assumptions were employed in eating the value of the Put:

December December November
31, 2006 31, 2005 4, 2005

Expected volatility of Cytori 66.0(% 63.2(% 63.2(%
Expected volatility of the Joint Venture 56.6(% 69.1(% 69.1(%
Bankruptcy recovery rate for Cytori 21.0(% 21.00% 21.00%
Bankruptcy threshold for Cytori $10,110,000 $10,780,00 $10,780,00
Probability of a change of control event for Cytori 1.94% 3.04% 3.04%
Expected correlation between fair values of Cyamd the

Joint Venture in the future 99.0(% 99.0(% 99.0(%
Risk free interest rate 4.71% 4.3% 4.66%

The future. The Put has no expiration date. Accordingly, vilkaentinue to recognize a liability for the Puttil it is exercised or until
the arrangements with Olympus are amended.
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Restructuring charges

The following table summarizes the restructuringrges for the years ended December 31, 2006, 2602G04:

Years ended $ Differences % Differences
2006 2005 2004 2006 to 200 2005 to 200 2006 to 200 2005 to 200

Restructuring charge $ —$ — $107,00( $ — $ (107,000 — — o

A restructuring charge of $107,000 was recorde2Did4 as a result of a negotiated settlement retatedr remaining lease obligation 1
the property in Germany.

The future. It is possible that we may incur a restructuichgrge related to our remaining lease obligatiawuafTop Gun facility;
however, at this time this facility is still in us&/e will continue analysis of this contingency leaciarter.

Equipment impairment charges

The following table summarizes the components ofggent impairment charges for the years ended mbee 31, 2006, 2005, and
2004:

Years ended $ Differences % Differences
2006 2005 2004 2006 to 200 2005 to 200. 2006 to 200 2005 to 200

Equipment impairment charge $ — 3 — $ 42,00( $ $(42,000 — _

During the fourth quarter of 2004, as a resultwf@ormal periodic fixed asset review, we determitieat certain biomaterials producti
assets were impaired. We recorded an impairmemgehhat represented the excess of the net boalk waler the estimated fair value of the
assets; as the production assets were held fqrfaslgalue was based on the estimated net presceedexpect to receive upon the sale of
these assets, net of selling costs.

Other income (expense)

The following table summarizes the gain on salassiets for the years ended December 31, 2006,2QD3004:;

Years ended $ Differences % Differences

2006 to 2005to 2006 to 2005to

2006 2005 2004 2005 2004 2005 2004
Gain on the sale of assets $ — $5,526,000 $ — $(5,526,00)$ 5,526,001 — —
Gain on the sale of assets, related party - — 13,883,00 — (13,883,00) _ _
Total $ — $5,526,001 $13,883,00' $(5,526,00)% (8,357,001 — (60.2)%

« The $5,526,000 gain on sale of assets recorddteithird quarter of 2005 was related to the sakh@imajority of our Thin Filr
product line in May 2004 to MAST. As part of thespidsal arrangement, we agreed to complete ceréafarmance obligatior
which prevented us from recognizing the gain oe sdlassets when the cash was initially receivedddgust 2005, followin
the settlement of arbitration proceedings relatethe sale agreement, we were able to recognizgdimeon sale of assets
$5,650,000, less $124,000 of related deferred ciwstse statement of operations.

« The gain on sale of assets, related party relatetid initial payment as well as milestone payméris1 Medtronic for th
disposition of our CMF product line in 2002. Speamxifly, as part of the disposal arrangement, weeedjto complete clinic
research regarding Faster Resorbable Polymer,eantlaat directly relates to the CMF product linetremsferred to Medtroni
In January 2004, we received the $5,000,000 paymaétet fulfilling the research requirements set autthe CMF sal
agreement. We were also obliged to transfer certimow-how,” including manufacturing processes, patents, aner
intellectual property, to Medtronic. This obligatievas fulfilled and in the third quarter of 2004 wexeived $1,500,000 frc



Medtronic. These milestones represented the lasillofemaining performance obligations and themforve were able
recognize the remaining deferred gain on the dadssets, related party, of $7,383,000, in theestaht of operations.

The future. No additional gains will be recognized relatectither sale.
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Financing items

The following table summarizes interest incomegiiest expense, and other income and expensesfge#ns ended December 31, 2006,
2005, and 2004:

Years ended $ Differences % Differences

2006to 2005to 2006 to 2005 to

2006 2005 2004 2005 2004 2005 2004
Interest income $ 708,000 $ 299,00( $ 252,00( $ 409,00( $ 47,00( 136.% 18.7%
Interest expense (199,000 (137,000 (177,000 (62,000  40,00( 45.2% (22.60%
Other income (expense) (27,000 (55,000 15,00( 28,00C (70,000 (50.9%  (466.)%
Total $ 482,000 $ 107,00 $ 90,00C $ 375,000 $ 17,00( 350.5% 18.%%

« Interest income increased in 2006 as compared @& 20e to a larger balance of funds available figestment, which was
result of the transactions with Olympus, as welttes sale of common stock in the third quarter @& Interest income al
increased from 2004 to 2005 due to a larger balahtends available for investment as well as higle¢éurns on investments.

« Interest expense increased in 2006 as comparefdO® &ue to higher principal balances on our lomgrtequipmenfinancec
borrowings. In late 2005, we executed an additigmamissory note, with approximately $1,380,00(imcipal. Our newe

promissory note, with approximately $600,000 impipal, was executed in December 2006.

« The changes in other income (expense) in 2006, 20@52004 resulted primarily from changes in fanetgirrency exchani
rates.

The future. Interest income earned in 2007 will be dependentur levels of funds available for investmeniad as general economic
conditions. We expect interest expense to increligietly in 2007 due to the addition of the newastmissory note.

Equity loss from investment in Joint Venture

The following table summarizes equity loss fromastment in joint venture for the years ended Deegr8h, 2006, 2005, and 2004:

Years ended $ Differences % Differences
2006 to 2005to 2006 to 2005 to
2006 2005 2004 2005 2004 2005 2004
Equity loss from investment in joint venture $ 74,000 $4,172,000 $ — $(4,098,000) $4,172,00! (98.2)% —

The loss in 2006 relates entirely to our 50% equitgrest in the Joint Venture, which we accountusing the equity method of
accounting. The 2005 loss related to the paymeatpafrtion of the original capital which Olympusésted in the Joint Venture back to
Olympus, in exchange for a development serviceseagent.

The future. We do not expect to recognize significant logsa® the activities of the Joint Venture in thedseeable future. Over the
next two to three years, the Joint Venture is etqbto incur modest general and administrative eseg, offset by royalty income expecte
begin in 2008 when Cytori commercializes its CelntM System in Europe. Though we have no obligataio so, we and Olympus plan to
jointly fund the Joint Venture to cover any costsd the Joint Venture deplete its cash bala

-38-
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Liquidity and Capital Resources

Shortterm and longerm liquidity

The following is a summary of our key liquidity nseses at December 31, 2006, 2005, and 2004:

Years ended $ Differences % Differences

2006 to 2005to 2006tc 2005to

2006 2005 2004 2005 2004 2005 2004

Cash and cash equivalents $ 8,902,001 $ 8,007,001 $ 2,840,000$ 895,00($ 5,167,000 11.2 181.9%
Short-term investments, available for sale 3,976,000 7,838,000 10,579,00 (3,862,00) (2,741,00) (49.9% (25.9%
Total cash and cash equivalents and short-term

investments, available for sale $12,878,00 $15,845,00 $13,419,00 $(2,967,000$ 2,426,000  (18.7)% 18.1%
Current assets $13,978,00 $17,540,00 $15,645,00 $(3,562,000)$ 1,895,000  (20.9)% 12.1%
Current liabilities 6,586,000 7,081,000 3,187,000 (495,000 3,894,000 (7.00% 122.72%
Working capital $ 7,392,001 $10,459,00 $12,458,00 $(3,067,000$(1,999,00) (29.9%  (16.0%

In order to provide greater financial flexibilityd liquidity, and in view of the substantial cageds of our regenerative cell business
during its development stage, we have an ongoied teraise additional capital (notwithstanding pheceeds received from the Olympus
collaboration agreements, which were entered imfdavember 2005). In the third quarter of 2006,reeeived net proceeds of $16,200,000
from the sale of common stock pursuant to a skgiftration statement, of which Olympus purchased®0,000; the remaining shares w
purchased by other institutional investors. Addigiby, in the first quarter of 2007, we received pmceeds of $19,700,000 from the sale of
units consisting of 3,746,000 shares of commonrksamel 1,873,000 common stock warrants (with ana@seiprice of $6.25 per share) under
the shelf registration statement. Also, near tie @ the first quarter of 2007, we entered intaagreement to sell 1,000,000 shares of
common stock to Green Hospital Supply, Inc. iniggte placement. We expect this sale to closeg/ éathe second quarter of 2007.

We also implemented certain cost containment measamd are actively seeking a buyer (or buyersydioispine and orthopedics
business. With consideration of these endeavonselisis existing funds, cash generated by operstiand other accessible sources of
financing, we believe our cash position is adegtmtatisfy our working capital, capital expendisirdebt service and other financial
commitments at least through December 31, 2007.

From inception to December 31, 2006, we have fiadraur operations primarily by:

Issuing our stock in pre-IPO transactions, in d@Qinitial public offering in Germany, and uponat option exercises,
« Generating revenues,

» Selling the bioresorbable implant CMF product in&September 2002,

« Selling the bioresorbable implant Thin Film prodlice (except for the territory of Japan), in Ma§02,

« Entering into a Distribution Agreement for the distition rights to Thin Film in Japan, in which weceived an upfront licen
fee in July 2004 and an initial development milestpayment in October 2004,

« Obtaining a modest amount of capital equipment@nmm financing,
« Issuing 1,100,000 shares of common stock to Olynuymaler a Stock Purchase Agreement which closedsiy 2005,

» Entering into a collaborative arrangement with Opyrs in November 2005, including the formation gbet venture calle
Olympus-Cytori, Inc.,

» Receiving funds in exchange for granting Olympugxciusive right to negotiate in February 2006, and



« Issuing $16,800,000 of registered common stock wadeshelf registration statement in August 2006.
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We entered into a strategic development and matwufag joint venture as well as other agreementh Wilympus in November 2005.
Under the collaborative arrangements, we formedtiet VVenture with Olympus to develop and manufeectuture generation devices based
on our Celution™ System. Pursuant to the termb®fgreements, we received $11,000,000 in cashalpsing in the fourth quarter of
2005; this cash is incremental to the proceedsvedeinder the May 2005 Olympus equity investment.

In January 2006, we also received an additiona)JGRIL000 upon our receipt of a CE mark for the fjieneration Celution™ System and
received an additional $1,500,000 in the first la&l2006 in exchange for the grant to Olympus oéadusive right to negotiate a
commercialization collaboration for the use of adig stem and regenerative cells for a specifiafiertic area outside of cardiovascular
disease.

In August 2006, we sold 2,918,000 shares of ourmaomstock at $5.75 per share for an aggregatepybapnately $16,800,000.
Olympus purchased $11,000,000 of these sharesharnérmaining balance was purchased by certaintistial investors. We received
proceeds of approximately $16,200,000, net of edlaiffering costs and fees.

In February 2007, we sold units consisting of 3,086 shares of common stock and 1,873,000 comnoek ®tarrants (with an exercise
price of $6.25 per share) to institutional and edited investors. We received proceeds of appraxin&19,700,000, net of related offering
costs and fees.

We expect to receive net proceeds of $6,000,008 free common stock private placement to Green Halspupply, Inc. in April 2007.

We don'’t expect significant capital expenditure2@®7; however, if necessary, we may borrow under®anended Master Security
Agreement.

Any excess funds will be invested in short-termilabée-for-sale investments.

Our cash requirements for 2007 and beyond will ddpa numerous factors, including the resourcegawete to developing and
supporting our investigational cell therapy produatarket acceptance of any developed productslategy approvals and other factors. We
expect to incur research and development expenséghalevels in our regenerative cell platform &r extended period of time and have
therefore positioned ourselves to expand our cashipn through actively pursuing co-developmenrt ararketing agreements, research
grants, and licensing agreements related to o@nexgtive cell technology platform. Further, we artvely seeking a buyer (or buyers) for
our remaining MacroPore Biosurgery assets. Thissectis based on the change in our strategic fasusell as the continuing negative
profit margins being realized from the MacroPoredBirgery segment.

The following summarizes our contractual obligati@md other commitments at December 31, 2006,r@ndffect such obligations cot
have on our liquidity and cash flow in future peiso

Payments due by period

Less than
1 More than
Contractual Obligations Total year 1-3years 3-5years 5years
Long-term obligations $ 2,158,000 $ 999,00( $ 1,159,001 $ —$ —
Interest commitment on long-term
obligations 277,00( 172,00( 105,00 — —
Operating lease obligations 5,108,001 1,677,001 3,431,00! — —

Pre-clinical research study obligation:

902,00( 902,00( — — —
Clinical research study obligations

6,631,000 4,796,000 1,835,00 — —
Total $15,076,00 $ 8,546,001 $ 6,530,001 $ —$ —

Cash (used in) provided by operating, investing famahcing activities for the years ended Decen#igr2006, 2005 and 2004, is
summarized as follows:

Years Ended




Net cash used in operati
activities

Net cash provided by investit
activities

Net cash provided by (used |
financing activities

2006 2005 2004

$(16,483,00) $(1,101,00() $(12,574,00)
591,000 911,00 13,425,00
16,787,00 5,357,000 (831,000
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Operating activities

Net cash used in operating activities for all pa@sipresented resulted primarily from expendituedsted to our regenerative cell research
and development efforts.

Research and development efforts, other operatamtalities, and a comparatively small amount afdorct sales generated a $25,447
net loss for the year ended December 31, 2006c@sle impact of this loss was $16,483,000, aftarstitig for the $11,000,000 cash we
received in 2006 from the Joint Venture upon olitgjrthe CE Mark in the first quarter of 2006, tHe®D0,000 received from Olympus
mentioned above, $2,120,000 of non-cash depreniatid amortization and $4,431,000 non-cash chanteifair value of option liabilities,
along with other changes in working capital duéiring of product shipments (accounts receivabte) payment of liabilities.

Research and development efforts, other operatamialities, and a comparatively small amount afdurct sales generated a $26,538
net loss for the year ended December 31, 2005casle impact of this loss was $1,101,000, afterstiaig for the $17,311,000 we received
from Olympus as discussed previously. Other adjastminclude material non-cash activities, sucthagain on sale of assets, depreciation
and amortization, changes in the fair value of@mpus option liabilities, stock based compensagrpense, equity loss from investment in
Joint Venture, as well as for changes in workingited due to the timing of product shipments (acdsueceivable) and payment of liabiliti

Research and development efforts, other operatamtalities, and a comparatively small amount afdurct sales generated a $2,090,000
net loss for the year ended December 31, 2004casle impact of this loss was $12,574,000, aftarstittig for the $13,883,000 gain on sale
of assets, related party and changes in workingatafue to the timing of product shipments andmat of liabilities. The net cash used in
operations was partially offset by the $1,500,0pfyant license fee and $1,250,000 development toitespayment received from Senko in
2004.

Investing activities

Net cash provided by investing activities for tleayended December 31, 2006 resulted primarily fnetproceeds from the purchase
and sale of short-term investments, offset in paréxpenditures for leasehold improvements.

Net cash provided by investing activities for tleayended December 31, 2005 resulted primarily fnetrproceeds from the sale of
short-term investments.

Net cash provided by investing activities for tleayended December 31, 2004 resulted in part fnennetceipt of a non-recurring
payment of $6,500,000 related to the 2002 saleefdMF Product Line to Medtronic. In addition, veeeived net proceeds of $6,931,000
from the sale of our Thin Film product line (excéptthe territory of Japan) to MAST.

Capital spending is essential to our product intionanitiatives and to maintain our operationgpahilities. For the years ended
December 31, 2006, 2005 and 2004, we used caslr¢bgse $3,138,000, $1,846,000 and $789,000, rixsggcof property and equipment
to support manufacturing of our bioresorbable imfdand for the research and development of thenexgtive cell technology platform. The
increase in 2006 capital spending was caused ghntgrexpenditures for leasehold improvements miadeur new facilities.

Financing Activities

The net cash provided by financing activities fur year ended December 31, 2006 related mainhetéssuance of 2,918,255 shares of
our common stock in cash transactions in exchaoigagproximately $16,200,000 (net). It was alsates to the exercise of employee stock
options and offset to some extent by the pringi@giments on long-term obligations.

The net cash provided by financing activities fog year ended December 31, 2005 related mainhetprtoceeds received from Olymy
as noted above. Sale proceeds were recorded @3%¥R)0 for the sale of common stock and $1,686f60the issuance of options.

The net cash used in financing activities for tearyended December 31, 2004 related to the remeaf290,252 shares of our common
stock for $1,052,000 as well as the payment of $8¥on our long term obligations.

Net cash used in financing activities in 2004 wiised by proceeds from an Amended Master Securifge@ment we entered in
September 2003 to provide financing for equipmemtipases. In connection with this agreement, weegromissory notes with principal
amounts totaling approximately $1,039,000 for tearyended December 31, 2004.



_41-




Table of Contents
Critical Accounting Policies and Significant Estimades

The preparation of financial statements in confeymiith accounting principles generally acceptethia United States requires us to
make estimates and assumptions that affect thetegpamounts of our assets, liabilities, revenuesexpenses, and that affect our
recognition and disclosure of contingent assetdiabdities.

While our estimates are based on assumptions wadmrnreasonable at the time they were made, dualaesults may differ from our
estimates, perhaps significantly. If results diffeaterially from our estimates, we will make adjoshts to our financial statements

prospectively as we become aware of the necessiyf adjustment.

We believe it is important for you to understand mst critical accounting policies. These are mlicies that require us to make our
most significant judgments and, as a result, cbalk the greatest impact on our future financisllts.

Revenue Recoghnitio
We derive our revenue from a number of differentrses, including but not limited to:
« Fees for achieving certain defined milestones unelsrarch and/or development arrangements.
» Product sales, and
» Payments under license or distribution agreements.

A number of our revenue generating arrangementestatively simple in nature, meaning that therktite judgment necessary with
regard to the timing of when we recognize reverardsow such revenues are presented in the finastzEitdments.

However, we have also entered into more compleangements, including but not limited to our contsagith Olympus, Senko, and the
NIH. Moreover, some of our n-recurring transactions, such as our dispositiothefmajority of our Thin Film business to MAST ntain
elements that relate to our product revenue produactivities.

As a result, some of our most critical accountindgiments relate to the identification, timing, gmdsentation of revenue related
activities. These critical judgments are discudsetther in the paragraphs that follow.

Multiple-elements

Some of our revenue generating arrangements ceraainmber of distinct revenue streams, known lasrients.” For example, our
Distribution Agreement with Senko contains directralirect future revenue streams related to:

A distribution license fee (which was paid at thetset of the arrangement),

Milestone payments for achieving commercializatoéhe Thin Film product line in Japan,

 Training for representatives of Senko,

Sales of Thin Film products to Senko, and
« Payments in the nature of royalties on future pcbdales made by Senko to its end customers.

Emerging Issues Task Force Issue 00-21, “Reventengements with Multiple Deliverables” (“EITF 00-21governs whether each of
the above elements in the arrangement should lweiatsd for individually, or whether the entire a@iet should be treated as a single unit of
accounting.

EITF 00-21 indicates that individual elements maysbparately accounted for only when:

« The delivered element has stand alone value touk®mer,

» There is objective evidence of the fair value & temaining undelivered elements, and



« If the arrangement contains a general right ofrretelated to any products delivered, delivery leé remaining goods a
services is probable and within the complete cowtirthe seller.
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In the case of the Senko Distribution Agreementgetermined that (a) the milestones payments floieaing commercialization and (b)
the future sale of Thin Film products to Senko wiseparable” elements. That is, each of these elesnapon delivery, will have stand alone
value to Senko and there will be objective evideofcthe fair value of any remaining undeliverednedmts at that time. The arrangement does
not contain any general right of return, and se fuint is not relevant to our analysis.

On the other hand, we concluded that (a) the upfimtribution license fee, (b) the revenues froaining for representatives of Senko,
and (c) the payments in the form of royalties amrfel product sales are not separable elements &hdEr00-21.

In arriving at our conclusions, we had to considhether our customer, Senko, would receive stamgeavalue from each delivered
element. We also, in some cases, had to look td ffairty evidence to support the fair value ofaertndelivered elements - notably, training
- since we as a company do not routinely delivex $krvice on a stand alone basis. Finally, wetbadake assumptions about how the non-
separable elements of the arrangement are earadituparly the estimated period over which Senkib venefit from the arrangement (refer
to the “Recognition” discussion below for furthexdkground).

We also agreed to perform multiple services unkemMNovember 4, 2005 agreements we signed with Qigmipcluding:

« Granting the Joint Venture (which Olympus is coasédl to control) an exclusive and perpetual manufag license to ot
device technology, including the Celution™ Systard aertain related intellectual property; and

» Performing development activities in relation totam therapeutic applications associated with@elution™ System, includin
completing pre-clinical and clinical trials, seekiregulatory approval as appropriate, and assistittgproduct development.

We concluded that the license and developmentaasvnust be accounted for as a single unit of ado@u In reaching this conclusion,
we determined that the license would not have sémuk value to the Joint Venture. This is becdlygeri is the only party that could be
reasonably expected to perform the developmentcg=rvincluding pre-clinical and clinical studiesgulatory filings, and product
development, necessary for the Joint Venture tivel@any value from the license.

Recognition

Besides determining whether to account separatelgdmponents of a multiple-element arrangementalse use judgment in
determining the appropriate accounting period inctvho recognize revenues that we believe (a) haem earned and (b) are realizable. The
following describes some of the recognition issweshave considered during the reporting period.

» Upfront License Fees/Milestones

0 As part of the Senko Distribution Agreement, weereed an upfront license fee upon execution ofatrangement, whic
as noted previously, was not separable under EOFE10 Accordingly, the license has been combined thighdevelopme
(milestones) element, which was separable, to farsingle accounting unit. This single element of0$8,000 in fee
includes $1,500,000 which is potentially refundablée have recognized, and will continue to recognilae noreontingen
fees allocated to this combined element as reveasi®@ge complete each of the performance obliga@sssciated with tl
milestones component of this combined deliveralifgte that the timing of when we have recognizeeéneres to date dc
not correspond with the cash we received upon atfgecertain milestones. For example, the firsthsoilestone payme
for $1,250,000 became payable to us when we filednamercialization application with the Japanesgil@ory authoritie:
However, we determined that the payment receivesl med commensurate with the level of effort expehgmrticularl
when compared with other steps we believe are sapgso commercialize the Thin Film product lineJapan. Accordingl
we did not recognize the entire $1,250,000 receagdevenues, but instead all but $361,000 ofahisunt is classified
deferred revenues. Approximately $361,000 ($152ja@D06, $51,000 in 2005 and $158,000 in 2004)deeesn recognize
to date as development revenues based on our &ssiwfathe level of effort expended for completatéstones as compar
with the total level of effort we expect to incunder the arrangement to successfully achieve regylapproval of the Th
Film product line in Japan. These estimates webgestito judgment and there may be changes in astgiregarding tl
total level of effort as we continue to seek retpria approval. In fact there can be no assuranatedbmmercialization
Japan will ever be achieved, although our latedewstanding is that regulatory approval will besiged in 2007.

0 We also received upfront fees as part of the Olygrguangements (although, unlike in the Senko ageet these fees we
nontefundable). Specifically, in exchange for an upfrfee, we granted the Joint Venture an exclugreepetual license
certain of our intellectual property and agreedptform additional development activities. This nopt fee has be:
recorded in the liability account entitled defermedenues, related party, on our consolidated bealaheet. Similar to tl
Senko agreement, we have elected an accountingypti recognize revenues from the combined liceles@lopmer



accounting unit as we perform the development sesyias this represents our final obligation unyitegl the combine
accounting unit. Specifically, we plan to recognimvenues from the license/development accounting wsing
“proportional performance” methodology, resulting the derecognition of amounts recorded in the deferrecemeres
related party, account as we complete various toites underlying the development services. Foaitsd, we have a
will continue to recognize some of the deferrederaies, related party as revenues, related parigm wie complete a pre-
clinical trial, or obtain regulatory approval inspecific jurisdiction. Determining what portion tfe deferred revenu
related party balance to recognize as each mileswoompleted involves substantial judgment. lacalting the balance
the deferred revenues, related party to variougstthes, we had iepth discussions with our operations persc
regarding the relative value of each milestonehto doint Venture and Olympus. We also consideredtist of completir
each milestone relative to the total costs we phaimcur in completing all of the development aitids, since we belie
that the relative cost of completing a milestona reasonable proxy for its fair value. The accimgnpolicy described abo
could result in revenues being recorded in aneagtcounting period than had other judgments suraptions been ma
by us.
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* Government Grants

0 We are eligible to receive grants from the NIH tethto our research on adipose derived cell thetapgyeat myocardii
infarctions. There are no specific standards untd&: GAAP that prescribe the recognition or clasatfon of these grar
in the statement of operations. Absent such guelane have established an accounting policy togeize NIH grar
revenues at the lesser of:

" Qualifying costs incurred (and not previously reciagd), plus any allowable grant fees, for whichdZlyis entitlec
to grant funding; or,

" The amount determined by comparing the researchutsitgenerated to date versus the total outputsait
expected to be achieved under the entire arrangemen

o Our accounting policy could theoretically defereaue recognition beyond the period in which we heamed the rights
such fees. However, we selected this accountinigyptd counteract the possibility of recognizingeaues from the NI
arrangement too early. For instance, if our pol®rmitted revenues to be recognized solely as fyiraji costs wer
incurred, we could alter the amount of revenue gaxed by incurring more or less cost in a giveriqek irrespective ¢
whether these costs correlate to the research tsugmnerated. On the other hand, if revenue retiognivere based ¢
output measures alone, it would be possible togmize revenue in excess of costs actually incurtted;is not appropria
since qualifying costs remain the basis of our fmgdunder the NIH grant. The application of our @aating policy
nonetheless, involves significant judgment, paléidy in estimating the percentage of outputs memlito date versus 1
total outputs expected to be achieved under tha graangement.

» Back-up Supply Arrangement

We agreed to serve as a bagksupplier of products in connection with our disitions of specific Thin Film assets to MA!
Specifically, we agreed to supply Thin Film prodtetMAST at our cost for a defined period of timehich has since thi
expired. When we actually delivered products uriderbackup supply arrangements in 2004, however, we regegrnievenue
in the financial statements at the estimated ggfice which we would receive in the marketplas&e used judgment, based
historical data and expectations about future ntarkads, in determining the estimated marketrsglfirice of products subje
to the backup supply arrangements. The amount of the defgya@drecognized as revenue is equal to the exddhs fair valus
of products sold, based on historical selling @ioésimilar products, over our manufacturing cost.

Presentation

We have presented amounts earned under our Nlldrafsarrangement as research grant revenue. Waybdhat the activities
underlying the NIH agreement constituted a portibour ongoing major or central operations. Moreotee government obtains rights under
the arrangement, in the same manner (but perhdpe titee same extent) as a commercial customessihmtarly contracts with us to perform
research activities. For instance, the governmeditaaany authorized third parties may use our fetlefahded research and/or inventions
without payment of royalties to us.
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Goodwill Impairment Testing

In late 2002, we purchased StemSource, Inc. arayrézed over $4,600,000 in goodwill associated withacquisition, of which
$4,387,000 remains on our balance sheet as of Omre®d, 2006. As required by Statement of Finanstlounting Standard No. 142,
“Goodwill and Other Intangible Assets” (“SFAS 142#)e must test this goodwill at least annuallyifopairment as well as when an event
occurs or circumstances change such that it ionaddy possible that impairment may exist. Moreottgis testing must be performed at a
level of the organization known as the reporting.uk reporting unit is at least the same levehaompany’s operating segments, and
sometimes even one level lower. Our two reportinigsiare, in fact, our two operating segments.

Specifically, the process for testing goodwill fopairment under SFAS 142 involves the followingpst:

« Company assets and liabilities, including goodvate allocated to each reporting unit for purpagfesompleting the goodw
impairment test.

« The carrying value of each reporting unit - thatte sum of all of the net assets allocated tadperting unit is then compare
to its fair value.

« If the fair value of the reporting unit is lowerathits carrying amount, goodwill may be impairediditional testing is required.

When we last completed our goodwill impairmentitestn 2006, the fair values of our two reportingta each exceeded their respective
carrying values. Accordingly, we determined thateof our reported goodwill was impaired.

The application of the goodwill impairment testahxes a substantial amount of judgment. For ing#aB&AS 142 requires that assets
and liabilities be assigned to a reporting unitath of the following criteria are met:

« The asset will be employed in or the liability tekato the operations of a reporting unit.
« The asset or liability will be considered in deterimg the fair value of the reporting unit.

We developed mechanisms to assign company-widésdiéseshared property and equipment, as welbaspany-wide obligations such
as borrowings under our GE loan facility, to oupteporting units. In some cases, certain asseats ma allocable to either reporting unit
were left unassigned.

The most complex and challenging asset to assigachb reporting unit was our acquired goodwill.n&sed previously, all of our
recorded goodwill was generated in connection withacquisition of StemSource in 2002. Howeveremvive first acquired StemSource,
determined that a portion of the goodwill relatedite MacroPore Biosurgery reporting unit. The anmtad goodwill allocated represented
best estimate of the synergies (notably future sagings from shared research and developmenitasj\that the MacroPore Biosurgery
reporting unit would obtain by virtue of the acqtiis.

Finally, with the consultation and assistance tfial party, we estimated the fair value of ouraeimg units by using various estimation
techniques. In particular, in 2006, we estimatedfttir value of our MacroPore Biosurgery reportimgt based on an equal weighting of the
market values of comparable enterprises and disedyrojections of estimated future cash flowsa@e identifying comparable companies
and estimating future cash flows as well as apjatpdiscount rates involve judgment. On the coptnae estimated the fair value of our
regenerative cell reporting unit solely using atoime approach, as we believe there are no compagat#rprises on which to base a
valuation. The assumptions underlying this valuatitethod involve a substantial amount of judgmpaltticularly since our regenerative cell
business has yet to generate any revenues anchdblkeave a commercially viable product. The coméinalue of our goodwill is consistent
with the market’s valuation.

Again, the manner in which we assigned assetsdlitiab, and goodwill to our reporting units, aslires how we determined the fair val

of such reporting units, involves significant uneéties and estimates. The judgments employediraag an effect on whether a goodwill
impairment loss is recognized.
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Dispositions

In 2004, we sold most of the assets and intellégiugoerty rights in our (non-Japan) Thin Film puctline to MAST.

As is common in the life sciences industry, the sajreements contained provisions beyond the sitrapisfer of net assets to the
acquiring enterprises for a fixed price. Specificahs part of the arrangement, we also agree@timpn the following services:

» Provide training to MAST personnel on production ather aspects of the Thin Film product lines, and
» Provide a back-up supply of Thin Film products t&®T, at cost, for a specified period of time.

Disposing of assets and product lines is not ormuotore ongoing or central activities. Accordingletermining the appropriate
accounting for these transactions involved someguoimost difficult, subjective and complex judgneenh particular, we made assumptions
around the appropriate manner and timing in whicketognize the gain on disposal for each tranmadti the statement of operations.

We initially deferred recognition of the gain redtto our disposition of certain Thin Film assetlich occurred in May 2004. Again, the
Asset Purchase Agreement governing the Thin Filmaaligated us to perform certain actions forlleaefit of the buyer - MAST - for a
defined period of time, such as serving as a backupplier. We concluded, due to the arbitratiarcpedings settled in August 2005 that we
completed our remaining performance obligationsnduthe third quarter of 2005. Accordingly, we rgo@ed the remaining deferred gain on
sale of assets as gain on sale of assets.

We also recognized a portion of the deferred gdiarmwe sold products to MAST under the back-up lsupgreement in 2004. Refer to
the “Revenue Recognition” section of this Critidacounting Policies and Significant Estimates déston for further details.

Variable Interest Entity (Olympus-Cytori Joint Vente)

FASB Interpretation No. 46 (revised 2003), “Condation of Variable Interest Entities - An Inter@édn of ARB No. 51" (“FIN 46R")
requires a variable interest entity (“VIE") to bensolidated by its primary beneficiary. Evaluatimigether an entity is a VIE and determining
its primary beneficiary involves significant judgnte

In concluding that the Olympus-Cytori Joint Ventwas a VIE, we considered the following factors:

« Under FIN 46R, an entity is a VIE if it has insefént equity to finance its activities. We recogmzthat the initial cas
contributed to the Joint Venture formed by Olympas Cytori ($30,000,000) would be completely uéitizoy the first quarter
2006. Moreover, it was highly unlikely that the ioVenture would be able to obtain the necessamgnfiing from third par
lenders without additional subordinated financiaport - such as personal guarantees by one or both ofdim¢ \Jenture
stockholders. Accordingly, the joint venture widquire additional financial support from OlympusdaBytori to finance it
ongoing operations, indicating that the Joint Veatis a VIE. In fact, in the first quarter of 20Q&e contributed $150,000 e
to fund the Joint Venture’s ongoing operations.

« Moreover, Olympus has a contingent put option thatild, in specified circumstances, require Cytoripurchase Olympus’
interests in the Joint Venture for a fixed amouin$22,000,000. Accordingly, Olympus is protectedséme circumstances fr
absorbing all expected losses in the Joint Venturader FIN 46R, this means that Olympus may notibée‘at-risk” equity
holder, although Olympus clearly has decision gghter the operations of the Joint Venture.

Because the Joint Venture is undercapitalized bewduse one of the Joint Venture’s decision makensbe protected from losses, we
have determined that the Joint Venture is a VIEeukdN 46R. Because of the complexities in applyiily 46R, it is reasonable to expect
that others may reach a different conclusion.

As noted previously, a VIE is consolidated by itgrary beneficiary. The primary beneficiary is defil in FIN 46R as the entity that
would absorb the majority of the VIE’'s expectedsks or be entitled to receive the majority of tHE'Y residual returns (or both).

Significant judgment was involved in determining firimary beneficiary of the Joint Venture. Undé¥ B6R, we believe that Olympus
and Cytori are “de facto agents” and, togethed, atisorb more than 50% of the Joint Venture's etgubtosses and residual returns.
Ultimately, we concluded that Olympus, and not @ytwas the party most closely related with thejaienture and, hence, its primary
beneficiary. Our conclusion was based on the fatgwactors:

» The business operations of the Joint Venture weiliiost closely aligned to those of Olympus (ifee,manufacture of devices).



« Olympus controls the Board of Directors, as welthr@sday-to-day operations of the Joint Venture.

The application of FIN 46R involves substantialgutent, and others may arrive at a conclusion tlggarCshould consolidate the Joint
Venture. Had we consolidated the Joint Ventureudifio there would be no effect on our net loss arefioldersequity at December 31, 20
or for the year then ended. However, certain baaheet and income statement captions would hasre fresented in a different manner.
instance, we would not have presented a singldtime entitled investment in joint venture in oaldnce sheet but, instead, would have
performed a line by line consolidation of eachha Joint Venture’s accounts into our financialestagnts.
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Net Operating Loss and Tax Credit Carryforwards

We have established a valuation allowance againshet deferred tax asset due to the uncertaintpsuding the realization of such
assets. We periodically evaluate the recoveralolihe deferred tax asset. At such time as ieteinined that it is more likely than not that
deferred assets are realizable, the valuation aloe will be reduced. We have recorded a valuatiomance of $38,505,000 as of Decen
31, 2006 to reflect the estimated amount of defetag assets that may not be realized. We increasedaluation allowance by
approximately $10,675,000 during the year endecebBwber 31, 2006. The valuation allowance includgs@pmately $579,000 related to
stock option deductions, the benefit of which gifilized, will eventually be credited to equity aral to income.

At December 31, 2006, we had federal and stattsxcarryforwards of approximately $57,515,000 $6@,529,000 respectively. The
federal and state net operating loss carryforwbedgn to expire in 2019 and 2007 respectivelynifised. At December 31, 2006, we had
federal and state tax credit carryforwards of apipnately $1,755,000 and $1,445,000 respectively fEueral credits will begin to expire in
2017, if unused, and $160,000 of the state creditdegin to expire in 2009 if unused. The remamstate credits carry forward indefinitely.
In addition, we had a foreign tax loss carryforwaf&1,741,000 and $179,000 in Japan and the UKitegdom, respectively.

The Internal Revenue Code limits the future avditgitof net operating loss and tax credit carryfards that arose prior to certain
cumulative changes in a corporation’s ownershipltieg in a change of control of Cytori. Due tog@rownership changes as defined in IRC
Section 382, a portion of our net operating log$ tax credit carryforwards are limited in their aahutilization. In September 1999, we
experienced an ownership change for purposes dRiieSection 382 limitation. At December 31, 200& remaining 1999 pre-change
federal net operating loss carryforward of $400,30€ubject to an annual limitation of approximgt®400,000. It is estimated that these pre-
change net operating losses and credits will dg &vailable by 2007.

Additionally, in 2002 when we purchased StemSouneeacquired federal and state net operating lasygforwards of approximately
$2,700,000 and $2,700,000 respectively. This etrgggered an ownership change for purposes of IR&iGn 382. As of December 31, 20
the remaining pre-change federal and state nettipgross carryforward of $499,000 is subjectricanual limitation of approximately
$460,000. It is estimated that the pre-change petating losses and credits will be fully availabje2008.

We are in the process of updating our IRC SectRh gudy analysis for the tax year ended Decembge2@6. The extent of any
additional limitation, if any, on the availabilitp use net operating losses and credits, is nowvirat this time.

Recent Accounting Pronouncements

In February 2006, the FASB issued Statement ofrfgilah Accounting Standards No. 155, “Accounting @ertain Hybrid Instruments -
An Amendment of FASB Statements Nos. 133 and 148FAS 155"). SFAS 155 allows companies to elecaerounting policy choice for
so-called “hybrid instruments”. A hybrid instrumeésta contract that contains one or more embeddgudadives. In many cases, Statement of
Financial Accounting Standards No. 133, “AccountiogDerivative Instruments and Hedge AccountinftBRAS 133”) requires that an
embedded derivative be separated from the “hodtact and accounted for at fair value in the fio@hstatements. SFAS 155 removes the
mandatory requirement to bifurcate an embeddedativre if the holder elects to account for the enimstrument - that is, both the host
contract and the embedded derivatiat fair value, with subsequent changes in fair @akcognized in earnings. SFAS 155 is effectiveaft
hybrid instruments acquired or issued on or afept@mber 15, 2006 and may be applied to hybrichfirz instruments that had been
bifurcated under SFAS 133 in the past. The adomfd®FAS 155 has not had a significant effect onfmancial statements.

In June 2006, the FASB issued Interpretation No:'ABcounting for Uncertainty in Income Taxes” (WK8”). This is an interpretation
of Statement of Financial Accounting Standards N2, “Accounting for Income Taxes." It prescrilzesecognition threshold and
measurement attribute for the financial statemeobgnition and measurement of a tax position takexxpected to be taken in a tax return.
FIN 48 also provides guidance on derecognitiorgsifecation, interest and penalties, accountingpiarim periods, disclosure and transition.
This interpretation is effective for fiscal yeamsginning after December 15, 2006. The adoptionlNf48 is not expected to have a significant
effect on our financial statements.

In June 2006, the FASB ratified the consensus exhbly the Emerging Issues Task Force on Issue &8, tHow Sales Taxes Collect:
From Customers and Remitted to Governmental AuileerShould Be Presented in the Income Statem&akTE 06-3"). EITF 06-3 requires
a company to disclose its accounting policy (iresg vs. net basis) relating to the presentatidexas within the scope of EITF 06-3.
Furthermore, for taxes reported on a gross basisnterprise should disclose the amounts of thepsestin interim and annual financial
statements for each period for which an incomestant is presented. The guidance is effectivelfgresiods beginning after December 15,
2006. The adoption of EITF 06-3 is not expectelawe a significant effect on our financial statetaen

In September 2006, the SEC issued Staff AccoulBingtin No. 108, “Considering the Effects of Pridear Misstatements when
Quantifying Misstatements in Current Year Finan&tdtements” (“SAB 108”). SAB 108 provides intefipre guidance on how the effects of



prior-year uncorrected misstatements should beideresi when quantifying misstatements in the curyear financial statements. SAB
108 requires registrants to quantify misstatemaesitsg both an income statement (“rollover”) ancabak sheet (“iron curtain”) approach and
evaluate whether either approach results in a atessient that, when all relevant quantitative analitative factors are considered, is mate
If prior year errors that had been previously cdesgd immaterial now are considered material basegither approach, no restatement is
required so long as management properly appliqatégious approach and all relevant facts and gistances were considered. If prior years
are not restated, the cumulative effect adjustrisergcorded in opening accumulated earnings (dgésiof the beginning of the fiscal year of
adoption. SAB 108 is effective for fiscal years imgdon or after November 15, 2006, with earlier@tthm encouraged. The adoption of SAB
108 has not had a significant effect on our finahsiatements.

In September 2006, the FASB issued SFAS No. 1580y Value Measurements” (“SFAS 157”). SFAS 157 dlei fair value, establishes
a framework for measuring fair value and expandsldsure of fair value measurements. SFAS 157 epplnder other accounting
pronouncements that require or permit fair valuasaeements and accordingly, does not require amyfaie value measurements. SFAS 157
is effective for financial statements issued facél years beginning after November 15, 2007. Weaddelieve that the adoption of SFAS
157 will have a significant effect on our financi&htements.
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ltem 7A. Quantitative and Qualitative Disclosures Aout Market Risk

We are exposed to market risk related to fluctumtio interest rates and in foreign currency exgbaates.
Interest Rate Exposure

We are not subject to market risk due to fluctusio interest rates on our long-term obligatiosishey bear a fixed rate of interest. Our
exposure relates primarily to short-term investrmefhese shoiterm investments, reported at an aggregate faikehaalue of $3,976,000
of December 31, 2006, consist primarily of investisen debt instruments of financial institutiomsdacorporations with strong credit ratings
and United States government obligations. Thesgrisies are subject to market rate risk as theinfalue will fall if market interest rates
increase. If market interest rates were to incr@aseediately and uniformly by 100 basis points frore levels prevailing at December 31,
2006, for example, and assuming average investchaation of seven months, the fair value of thefpbo would not decline by a material
amount. We do not use derivative financial instrateg¢o mitigate the risk inherent in these se@sitHowever, we do attempt to reduce such
risks by generally limiting the maturity date ofthusecurities, diversifying our investments andtliimy the amount of credit exposure with
any one issuer. While we do not always have ttenintve do currently have the ability to hold thesestments until maturity and, therefc
believe that reductions in the value of such séegrattributable to short-term fluctuations ireirgst rates would not materially affect our
financial position, results of operations or cdslwé. Changes in interest rates would, of courBectthe interest income we earn on our cash
balances after re-investment.

Foreign Currency Exchange Rate Exposure

Our exposure to market risk due to fluctuationfoieign currency exchange rates relates primaoilyur cash balances in Europe and
Japan. Transaction gains or losses resulting frash balances and revenues have not been significtirg past and we are not engaged in
any hedging activity in the Euro, the Yen or otberrencies. Based on our cash balances and revdatiesd from markets other than the
United States for the year ended December 31, 208@pothetical 10% adverse change in the Euroeor afjainst the U.S. dollar would not
result in a material foreign currency exchange.l@msequently, we do not expect that reductioriBenvalue of such sales denominated in
foreign currencies resulting from even a suddesigmificant fluctuation in foreign exchange ratesuld have a direct material impact on our
financial position, results of operations or casiws.

Notwithstanding the foregoing, the indirect effetfluctuations in interest rates and foreign cooyeexchange rates could have a
material adverse effect on our business, finargabition and results of operations. For exammeeifn currency exchange rate fluctuations
may affect international demand for our produatsadidition, interest rate fluctuations may affeat customersbuying patterns. Furthermo
interest rate and currency exchange rate fluctoatioay broadly influence the United States anddareconomies resulting in a material
adverse effect on our business, financial condiiod results of operations.

Under our Japanese Thin Film agreement with Semkayould receive payments in the nature of roysliased on Senko’s net sales,
which would be Yen denominated. We expect suctssaleoyalties to begin in 2007.
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PART I. FINANCIAL INFORMATION

Item 1. Financial Statements

Report of IndependeRegistered Public Accounting Firm

The Board of Directors and Stockholders
Cytori Therapeutics, Inc.:

We have audited the accompanying consolidated balsimeets of Cytori Therapeutics, Inc. and subsidigthe Company) as of December
31, 2006 and 2005, and the related consolidatéeinséants of operations and comprehensive loss, lsdadrs’equity (deficit), and cash flov
for each of the years in the three-year period émcember 31, 2006. In connection with our audfithe consolidated financial statements,
we have also audited the financial statement sdeddueach of the years in the three-year periotkd December 31, 2006. These
consolidated financial statements and financiakstant schedule are the responsibility of the Camjsamanagement. Our responsibility is
to express an opinion on these consolidated fimhstatements and financial statement schedulelmaseur audits.

We conducted our audits in accordance with thetengdstandards of the Public Company Accounting®ght Board (United States). Those
standards require that we plan and perform thet &amdbtain reasonable assurance about whethdindmecial statements are free of material
misstatement. An audit includes examining, on Blasis, evidence supporting the amounts and digids in the financial statements,
assessing the accounting principles used and &ignifestimates made by management, as well asairgj the overall financial statement
presentation. We believe that our audits providesgonable basis for our opinion.

In our opinion, the consolidated financial statetegaferred to above present fairly, in all matenégpects, the financial position of Cytori
Therapeutics, Inc. and subsidiaries as of Dece@be2006 and 2005, and the results of their opmratand their cash flows for each of the
years in the thre-year period ended December 31, 2006, in conformitly U.S. generally accepted accounting principfdso, in our
opinion, the related financial statement schedmlefch of the years in the three-year period elsdmber 31, 2006, when considered in
relation to the basic consolidated financial staets taken as a whole, presents fairly, in all ngteespects, the information set forth ther

As discussed in note 2 to the consolidated findisteiements, the Company derives a substantiibpasf its revenues from related parties,
and effective January 1, 2006, adopted Statemefinahcial Accounting Standards No. 123(R), “ShBased Payment.”

/s KPMG LLP
San Diego, California

March 29, 2007
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Assets
Current assets:
Cash and cash equivalents

Short-term investments, available-for-sale
Accounts receivable, net of allowance for doub#fttounts of $2,000 and $9,000 in 2006 and

2005, respectively
Inventories, net
Other current assets

Total current assets

Property and equipment held for sale, net
Property and equipment, net

Investment in joint venture

Other assets

Intangibles, net

Goodwill

Total assets

Liabilities and Stockholders’ Deficit
Current liabilities:
Accounts payable and accrued expenses
Current portion of long-term obligations

Total current liabilities

Deferred revenues, related party

Deferred revenues

Option liabilities

Long-term deferred rent

Long-term obligations, less current portion

Total liabilities

Commitments and contingencies
Stockholders’ deficit:

CYTORI THERAPEUTICS, INC.
CONSOLIDATED BALANCE SHEETS

Preferred stock, $0.001 par value; 5,000,000 starg®rized; -0- shares issued and

outstanding in 2006 and 2005

Common stock, $0.001 par value; 95,000,000 shart®azed; 21,612,243 and 18,194,283
shares issued and 18,739,409 and 15,321,449 shastanding in 2006 and 2005,

respectively
Additional paid-in capital
Accumulated deficit
Treasury stock, at cost

Accumulated other comprehensive income (loss)
Amount due from exercises of stock options

As of December 31,

(15,000

2006 2005
8,902,001 8,007,001
3,976,001 7,838,001

225,00( 816,00
164,00( 258,00(
711,00 621,000
13,978,00 17,540,00
457,00 —
4,242,001 4,260,001
76,00 —
428,00 458,00
1,300,00! 1,521,001
4,387,00 4,387,00

24,868,00 28,166,00
5,587,001 6,129,001

999,00( 952,00(
6,586,001 7,081,001

23,906,00 17,311,00

2,389,001 2,541,001
900,00( 5,331,001
741,00( 573,00

1,159,001 1,558,001

35,681,00 34,395,00

22,00 18,00(
103,053,00 82,196,00
(103,460,00) (78,013,00)
(10,414,00) (10,414,00)
1,00¢ (16,000




Total stockholders’ deficit (10,813,00) (6,229,001

Total liabilities and stockholders’ deficit $ 24,868,000 $ 28,166,00
THE ACCOMPANYING NOTES ARE AN INTEGRAL PART OF THEESCONSOLIDATED FINANCIAL STATEMENTS

-51-




Table of Contents

CYTORI THERAPEUTICS, INC.

CONSOLIDATED STATEMENTS OF OPERATIONS AND COMPREHEN SIVE LOSS

For the Years Ended December 31,

2006 2005 2004
Product revenues:
Sales to related party $ 1,451,000 $ 5,634,001 4,085,00!
Sales to third parties — — 2,237,001
1,451,001 5,634,001 6,322,001
Cost of product revenues 1,634,00! 3,154,001 3,384,00!
Gross profit (loss) (183,00() 2,480,00! 2,938,00!
Development revenues:
Development, related party 5,905,001 — —
Development 152,00( 51,00( 158,00(
Research grants and other 419,00( 320,00( 338,00(
6,476,00! 371,00( 496,00(
Operating expenses:
Research and development 21,977,00 15,450,00 10,384,00
Sales and marketing 2,055,001 1,547,00! 2,413,001
General and administrative 12,547,00 10,208,00 6,551,00!
Change in fair value of option liabilities (4,431,00i) 3,645,001 —
Restructuring charge — — 107,00(
Equipment impairment charge — — 42,00(
Total operating expenses 32,148,00 30,850,00 19,497,00
Operating loss (25,855,00) (27,999,00) (16,063,00)
Other income (expense):
Gain on sale of assets — 5,526,00! —
Gain on sale of assets, related party — — 13,883,00
Interest income 708,00( 299,00( 252,00(
Interest expense (199,000 (137,000 (177,000
Other income (expense), net (27,000 (55,000 15,00(
Equity loss from investment in joint venture (74,000 (4,172,001 _
Total other income, net 408,00( 1,461,00i 13,973,00
Net loss (25,447,00) (26,538,00) (2,090,001
Other comprehensive income (loss) - unrealizedihglohcome (loss) 17,00( 16,00( (58,000
Comprehensive loss $ (25,430,000 $ (26,522,00) (2,148,00i)
Basic and diluted net loss per common share $ (1.5%) $ (1.80) $ (0.1%)




Basic and diluted weighted average common shares 16,603,55 14,704,28 13,932,39

THE ACCOMPANYING NOTES ARE AN INTEGRAL PART OF THESCONSOLIDATED FINANCIAL STATEMENTS
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CYTORI THERAPEUTICS, INC.

CONSOLIDATED STATEMENTS OF STOCKHOLDERS' EQUITY (DE FICIT)

FOR THE YEARS ENDED DECEMBER 31, 2006, 2005 AND 209

Common Stock

Shares Amount

Additional
Paid-in

Capital

Unearned Accumulated

Compensatior

Deficit Shares

Treasury Stock

Treasury

Amount

Accumulated
Other

Stock Comprehensive

Amc
di
Fre
Exer
C

St

Receivable Income (Loss) Opt

Balance at
December 31
2003
Issuance of
common
stock under
stock option
plan
Compensatot
stock options
Purchase of
treasury stocl
Treasury
stock
receivable

42,37¢

Unrealized
loss on
investments
Net loss fol
the year ende
December 31

2004

16,777,64 $ 17,00(

$ 74,698,00

29,00(

10,00(

$

$

$ (109,000 (49,385,00C 2,582,58: $(9,362,00C (976,000

109,00(

27,65(

262,60:

(2,090,001

(76,000

(976,000)  976,00(

$ 26,00(

(58,000)

Balance at
December 31
2004
Issuance of
common
stock under
stock option

plan
Issuance of
common
stock under
stock warrant
agreement
Compensatot
stock options
Compensatot
common
stock awards

16,820,01

232,04.

22,22

20,00(
Issuance of

17,00(

74,737,00

174,00(

50,00(

341,00(

63,00(

(51,475,00) 2,872,83.

(10,414,00)

(32,000



common
stock to
Olympus

Accretion of
interests in
joint venture

Unrealized
gain on
investments
Net loss fol
the year ende
December 31

2005

Balance at
December 31
2005
Stock-based
compensatiol
expense
Issuance of
common
stock under
stock option

plan
Compensatot
common
stock awards

Issuance of
common
stock

Stock issued
for license
amendment

Amount due
from
exercises of
stock options
Unrealized
gain on
investments
Net loss fol
the year ende
December 31
2006

Balance at
December 31
2006

1,100,000 1,00  3,002,00 — _ _ _ _ _
— — 3,829,001 — _ _ _ _ _
— — — — — — — - 16,00(
— — — —  (26,538,00) — — — —
18,194,28 18,000 82,196,00 —  (78,013,00) 2,872,83. (10,414,00) — (16,000
— —  3,202,00 — — — — — —
397,200 1,000  934,00( — _ — _ _ _
2,50( — 18,00( — — — _ _ _
2,018,25 3,000 16,216,00 — _ _ _ _ _
100,00( —  487,00( — _ — _ _ _
— — — — — — — — — @
_ _ _ _ _ — — — 17,00(
— — — —  (25,447,00) — — — —
21,612,24 $22,00( $103,053,00 $ — $(103,460,00) 2,872,83. $(10,414,00)$ —3 1,000 $ (1!

THE ACCOMPANYING NOTES ARE AN INTEGRAL PART OF THESCONSOLIDATED FINANCIAL STATEMENT
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CYTORI THERAPEUTICS, INC.

CONSOLIDATED STATEMENTS OF CASH FLOWS

Cash flows from operating activities:
Net loss
Adjustments to reconcile net loss to net cash usegerating activities:
Depreciation and amortization
Inventory provision
Warranty provision (reversal)
(Reduction) increase in allowance for doubtful acde
Change in fair value of option liabilities
Loss on disposal of assets
Equipment impairment charge
Restructuring charge
Amortization of gain on sale of assets
Amortization of gain on sale of assets, relatedypar
Gain on sale of assets
Gain on sale of assets, related party
Stock-based compensation
Stock issued for license amendment
Equity loss from investment in joint venture

Increases (decreases) in cash caused by changgsrating assets and

liabilities:
Accounts receivable
Inventories
Other current assets
Other assets

Accounts payable and accrued expenses
Deferred revenues, related party
Deferred revenues

Long-term deferred rent

Net cash used in operating activities

Cash flows from investing activities:

Proceeds from the sale and maturity of short-tewestments
Purchases of short-term investments

Proceeds from the sale of assets, net

Proceeds from sale of assets, related party

Purchases of property and equipment

Investment in joint venture

Acquisition costs

Net cash provided by investing activities

Cash flows from financing activities:

Principal payments on long-term obligations

Proceeds from long-term obligations

Proceeds from exercise of employee stock optiodsaarrants
Proceeds from sale of common stock

Proceeds from issuance of options, related party

For the Years Ended December 31,

2006 2005 2004
(25,447,00) $ (26,538,00) $  (2,090,00)
2,120,001 1,724,001 1,752,001
88,00( 280,00( 242,00
(23,000) 53,00( 86,00(
(7,000 1,00C (44,000
(4,431,00() 3,645,00( —
— — 3,00(
— — 42,00(
— — (772,000
— — (156,000
— (5,526,001 —
— — (13,883,00)
3,220,001 404,00( 119,00(
487,00( — —
74,00( 4,172,00! —
598,00( 46,00( 472,00(
6,00C (159,000 33,00(
(90,000) 363,00( (458,000
30,00( (346,000 8,00(
281,00 3,027,001 (527,000
6,595,001 17,311,00 —
(152,000 (51,000) 2,592,00
168,00( 493,00( 7,00(
(16,483,00) (1,101,00() (12,574,00)
67,137,00 56,819,00 51,132,00
(63,258,00) (54,062,00) (50,321,00)
— — 6,931,001
— — 6,500,001
(3,138,001 (1,846,001 (789,000
(150,000 — —
— — (28,000
591,00( 911,00( 13,425,00
(952,000 (936,000 (847,000
600,00 1,380,00! 1,039,001
920,00( 224,00 29,00(
16,219,00 3,003,001 —
— 1,686,001 —



Purchase of treasury stock

Net cash provided by (used in) financing activities

Net increase in cash and cash equivalents

Cash and cash equivalents at beginning of year

Cash and cash equivalents at end of year

- - (1,052,001
16,787,00 5,357,001 (831,000
895,00( 5,167,001 20,00(
8,007,001 2,840,001 2,820,001
8,902,001 8,007,000 $ 2,840,001
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Supplemental disclosure of cash flows information:
Cash paid during period for:
Interest
Taxes

Supplemental schedule of non-cash investing and &incing activities:
Transfer of intangible assets to joint venture énbt
Accretion of interest in joint venture (note 4)
Additions to leasehold improvements included incarts payable and
accrued expenses
Amount due from exercise of stock options

For the Years Ended December 31,

2006 2005 2004
201,000 $ 135,000 $ 176,00(
1,00C 13,00( 7,00(
— $ 343,000 $ =
— 3,829,001 —
— 800,00( —
15,00( — —

THE ACCOMPANYING NOTES ARE AN INTEGRAL PART OF THESCONSOLIDATED FINANCIAL STATEMENTS
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1.

CYTORI THERAPEUTICS, INC.
NOTES TO C ONSOLIDATED FINANCIAL STATEMENTS
DECEMBER 31, 2006

Organization and Operations
The Company

Cytori Therapeutics, Inc. is developing and seeksoimmercialize stem and regenerative cell thesdipiecardiovascular disease,
reconstructive surgery and many other serious,nétyrand life threatening conditions and disordévs. plan to commercialize these
therapies through the sale of the Celution™ Systedevice that quickly removes stem and regeneragils from a patient's own
adipose tissue, and its related single-use condesiab

We also own manufacturing rights to two productifaes that are no longer central to our businessi$o The HYDROSORB ™amily of
bioresorbable spine and orthopedic implants igidisied worldwide exclusively by Medtronic, IncM&dtronic”). Moreover, our Thin
Film product line will be marketed exclusively iaphn by Senko Medical Trading Co. (“Senko”) follogriregulatory approval of the
product in Japan, which is expected in 2007.

We have subsidiaries located in Japan and the ¢JKitegdom.
Principles of Consolidation

The consolidated financial statements include cupants and those of our subsidiaries. All sigaificintercompany transactions and
balances have been eliminated. Management evalitgiesestments on an individual basis for purgoskedetermining whether or not
consolidation is appropriate. In instances wherelaveot demonstrate control through decision-makioitity and/or a greater than 50%
ownership interest, we account for the relatedstments under the cost or equity method, depenging management’s evaluation of
our ability to exercise and retain significant ughce over the investee. Our investment in the @ls¥Cytori, Inc. joint venture has been
accounted for under the equity method of accour(geg note 4 for further details).

Certain Risks and Uncertainties

We have a limited operating history and our prospace subject to the risks and uncertainties fratjy encountered by companies in
early stages of development and commercializaéspecially those companies in rapidly evolving seathnologically advanced
industries such as the biotech/medical device fi@lar future viability largely depends on the apilio complete development of new
products and receive regulatory approvals for thpweducts. No assurance can be given that our medupts will be successfully
developed, regulatory approvals will be grantech@reptance of these products will be achieved.dBvelopment of medical devices
specific therapeutic applications is subject taumher of risks, including research, regulatory aratketing risks. There can be no
assurance that our development stage productewégticome these hurdles and become commerciallyevaatd/or gain commercial
acceptance.

For the years ended December 31, 2006, 2005 art] @@0recorded bioresorbable product revenue fraedthkdnic of $1,451,000,
$5,634,000 and $4,085,000, respectively, whichesgmted 18.3%, 93.8% and 59.9% of total productdendlopment revenues,
respectively. Our future revenue generated frombianesorbable products will continue to depend significant extent on Medtronic’s
(our sole distributor of spine and orthopedics iamp$) efforts in the bioresorbable spine and ortkags arena. Since we have concern
about Medtronic’s level of commitment, we are aefjvseeking a buyer (or buyers) for our bioresoldaboduct line (see note 3 for
further details).

Capital Availability

We have a limited operating history and recordexfitlst sale of our products in 1999. We incurreskes of $25,447,000, $26,538,000
and $2,090,000 for the years ended December 38, 2005 and 2004, respectively, and have an acaietuteficit of $103,460,000 as
of December 31, 2006. Additionally, we have useidcash of $16,483,000, $1,101,000 and $12,574@@0nd our operating activities
for the years ended December 31, 2006, 2005 andl, 286pectively.



Management recognizes the need to generate posésreflows in future periods and/or to obtain iddal capital from various sources.
In the continued absence of positive cash flowsfoperations, no assurance can be given that wgarserate sufficient revenue to
cover operating costs or that additional financiildybe available to us and, if available, on teratgeptable to us in the future. See note
21 for discussion of financing arrangements madseguent to December 31, 2006.
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2.

Summary of Significant Accounting Policies
Use of Estimates

The preparation of consolidated financial statesi@ntonformity with accounting principles geneyakccepted in the United States
requires management to make estimates and assaspffecting the reported amounts of assets ahiiies and disclosure of
contingent assets and liabilities at the date effittencial statements, and the reported amounsvehue and expenses during the
reporting period. Actual results could differ fralrese estimates. Estimates and assumptions aesvexViperiodically, and the effects of
revisions are reflected in the consolidated finahstatements in the periods they are determinée toecessary.

Our most significant estimates and critical accognpolicies involve revenue recognition, evalugtgoodwill for impairment,
accounting for product line dispositions, and asisgshow to report our investment in Olympus-Cytorc.

Presentation
Certain prior period amounts have been reclassifiesbnform to current period presentation, sucthaslassification of legal expenses.
Concentration of Credit Risk

Financial instruments which potentially subjectasoncentrations of credit risk consist of shert available-for-sale investments and
accounts receivable. Substantially all of our act®ueceivable is due from Medtronic (see note 19).

Cash and Cash Equivalents

We consider all highly liquid investments with mities of three months or less at the time of pasghto be cash equivalents.
Investments with original maturities of three manth less that were included with and classifiedash and cash equivalents totaled
$7,500,000 and $6,415,000 as of December 31, 200@@05, respectively.

Short-term Investments

We invest excess cash in highly liquid debt instats of financial institutions and corporationshastrong credit ratings and in United
States government obligations. We have establigh&tklines relative to diversification and matwd#tithat maintain safety and liquidity.
These guidelines are periodically reviewed and fiedlto take advantage of trends in yields andrégerates.

We evaluate our investments in accordance wittptheisions of Statement of Financial Standards ASH No. 115, “Accounting for
Certain Investments in Debt and Equity Securiti@ased on our intent, our investment policies andadility to liquidate debt securitie
we classify short-term investment securities wittumrent assets. Available-for-sale securitiescareied at fair value, with unrealized
gains and losses reported as accumulated otherrebersive income (loss) within stockholders’ equltige amortized cost basis of debt
securities is periodically adjusted for amortizataf premiums and accretion of discounts to mgtuBuch amortization is included as a
component of interest income or interest expenke.amortized cost basis of securities sold is basdtie specific identification method
and all such realized gains and losses are reca@slaccomponent within other income (expense).Baresuch evaluation, management
has determined that all investment securities (dthen those classified as cash equivalents) angeply classified as available-for-sale.

We review the carrying values of our investmenis anite down such investments to estimated faioedly a charge to the statement
operations when the severity and duration of aidedh the value of an investment is considereldet@ther than temporary. The cost of
securities sold or purchased is recorded on thiesent date.

At December 31, 2006, the excess of carrying cest the fair value of our short-term investmentsrimaterial.
Fair Value of Financial Instruments

The carrying amounts of our cash and cash equitsalancounts receivable, accounts payable andetexpenses approximate their
value due to the short-term nature of these batafdee carrying amounts of our current portionooig-term obligations and long-term
obligations approximate fair value as the termsraiels of interest for these instruments approxénerms and market rates of interest
currently available to us for similar instrumentbe carrying amount for our option liability appnarates fair value based on established
option pricing theory and assumptions (note 4). §hart-term investments are already reported av/édie in the financial statements.
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Inventories

Inventories include the cost of material, labor amdrhead, and are stated at the lower of averagte determined on the first-in, first-out
(FIFO) method, or market. We periodically evaluaie onhand stock and make appropriate provisions forshogk deemed as excess
obsolete.

During the years ended December 31, 2006 and 2@®8%ecorded provisions of $88,000 and $280,00@ews/ely, for excess and slow-
moving inventory. The inventory was produced in@pation of stocking orders from Medtronic whictd chot materialize. The
provisions have been charged to cost of sales.

During the first quarter of 2004, we recorded avfgion of approximately $242,000 for excess invent®uch excess inventory was
produced in consideration of our responsibilityptoa back-up supplier for the craniomaxillofacf@NIF") product line. We sold the
assets related to this product line to an affil&t&ledtronic on September 30, 2002. In April oD20Medtronic indicated that it would
no longer purchase CMF inventory from us underthek-up supply arrangement, leading to the detextiain that the remaining CMF
inventory on hand would not be recoverable.

Property and Equipment

Property and equipment is stated at cost, net@fraalated depreciation. Depreciation expense, wihicludes the amortization of assets
recorded under capital leases, is provided for stmaaght-line basis over the estimated usefukligbthe assets, or the life of the lease,
whichever is shorter, and range from three to sereans. When assets are sold or otherwise dispds#te cost and related accumulated
depreciation are removed from the accounts andethdting gain or loss is included in operationsagehold improvements are amorti
on a straight-line basis over the shorter of thieneted useful life of the asset or the lease téMimintenance and repairs are charged to
operations as incurred.

In the second and fourth quarters of 2006, we dEban additional $118,000 and $103,000 of deptfeniaxpense to accelerate the
estimated remaining lives for certain assets deterdto be no longer in use. The second quartegeha&lated to furniture and fixtures
no longer in use due to our headquarters relocai®mvell as outdated computer software and rekqegpment. The assets related to
both our regenerative cell technology and MacromBdosurgery operating segments. We recorded thegehes an increase to general
administrative expenses. The fourth quarter cheelgged to leasehold improvements that had a shedltaseful life due to the
termination of one of our leases. The charge wasatkd to each department based on square footageied at this terminated
location.

Impairment

In accordance with SFAS No. 144, “Accounting foplirment or Disposal of Long-Lived Assets,” we asseertain of our long-lived
assets, such as property and equipment and intaragbets other than goodwill, for potential impeint when there is a change in
circumstances that indicates carrying values aftagsay not be recoverable. Such long-lived assetdeemed to be impaired when the
undiscounted cash flows expected to be generatdioebgsset (or asset group) are less than thésasaeying amount. Any required
impairment loss would be measured as the amountligh the asset’s carrying value exceeds its falu®, and would be recorded as a
reduction in the carrying value of the related tase a charge to operating expense.

During the year ended December 31, 2004, we redade=quipment impairment charge of $42,000 relatgatoduction assets which
were used in multiple product lines.

Assets held for sale

In the third quarter of 2006, we classified certagsets as held for sale, including certain tangikets related to our MacroPore
Biosurgery product line (note 3). We stopped deiptery these assets in September 2006.

Gooduwill and Intangibles

SFAS No. 142, “Goodwill and Other Intangible Assegstablishes financial accounting and reportitagndards for acquired goodwill
and other intangible assets. Under SFAS No. 14@dwdl and indefinite-lived intangible assets a amortized but are reviewed at
least annually for impairment. Separable intangésisets that have finite useful lives will continode amortized over their respective

useful lives.

SFAS No. 142 requires that goodwill be testedrigpairment on at least an annual basis or wheneegit® or changes in circumstances



indicate that the carrying value of goodwill mayt be recoverable. We last completed this testingf &ovember 30, 2006 and
concluded that no impairment existed.

Intangibles, consisting of patents and core teagypurchased in the acquisition of StemSource,im2002, are being amortized on a
straight-line basis over their expected lives ofyears.

In 2005, we licensed a portion of our patents aoré technology to a joint venture which we formeathvDlympus Corporation
(“Olympus”), named Olympus-Cytori, Inc. (the “JoMenture”). Of the $1,735,000 previously allocateghatents and core technology,
$343,000 (net of accumulated amortization of $138)0was transferred to the Joint Venture (see #pte
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The changes in the carrying amounts of other initefand finite-life intangible assets and goodi¥dl the years ended December 31,

2006 and 2005 are as follows:

Other intangibles, net:
Beginning balance
Amortization

Ending balance

Goodwill, net:
Beginning balance
Disposal of assets

Ending balance

Total goodwill and other intangibles, net

Cumulative amount of amortization charged agaimsingible assets

Other intangibles, net:
Beginning balance
Amortization

Subtotal

Patents and core technology transferred to Jointife (note 4)
Accumulated amortization related to above

Patents and core technology transferred to Jointu/e, net
Ending balance

Goodwill, net:
Beginning balance
Disposal of assets

Ending balance

Total goodwill and other intangibles, net

Cumulative amount of amortization charged agaimsingible assets

December 31, 2006

Regenerative MacroPore

Cell Technology Biosurgery Total
$ 1,521,000 $ — $ 1,521,001
(221,000 — (221,001
1,300,00! — 1,300,00i
3,922,001 465,00( 4,387,001
3,922,001 465,00( 4,387,001
$ 5,222,000 $ 465,000 $ 5,687,001
$ 916,00( $ —  $ 916,00(

December 31, 2005
Regenerative MacroPore

Cell Technology Biosurgery Total
$ 2,122,000 $ — $ 2,122,001
(258,000 — (258,001
1,864,00! — 1,864,00!
(479,000 — (479,000
136,00( — 136,00(
(343,000 — (343,001
1,521,001 — 1,521,001
3,922,001 465,00( 4,387,00!
3,922,001 465,00( 4,387,00!
$ 5,443,000 $ 465,000 $ 5,908,001
$ 695,000 $ —  $ 695,00(

As of December 31, 2006, future estimated amoitinagxpense for these other intangible assetspsa®d to be as follows:

2007 221,00(
2008 221,00(
2009 221,00(
2010 221,00(
Thereafter 416,00(

$ 1,300,00!
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Revenue Recognition
Product Sales

We sell our (non-Thin Film) MacroPore Biosurgerpgucts to Medtronic, Inc., a related party, undBistribution Agreement dated
January 5, 2000 and amended December 22, 2000@nded 8, 2002, as well as a Development and Supgigement dated January 5,
2000 and amended December 22, 2000 and Septem@0d@®D These revenues are classified as saletated party in our statements
operations.

We recognize revenue on product sales to Medtmmiic after both (a) the receipt of a purchase ofden Medtronic and (b) shipment
ordered products to Medtronic, as title and riskosé pass upon shipment.

On occasion, we will offer Medtronic extended pawirterms. In these circumstances, we do not reeegeivenues under these
arrangements until the payment becomes due océsved, if that occurs earlier. Moreover, we watithat our products are free from
manufacturing defects at the time of shipment. \AAsetrecorded a reserve for the estimated costsaydamur under our warranty
program (see below).

In September 2002, we entered into various agretsmath Medtronic and a subsidiary of Medtronic fbe sale of our CMF product
line. Moreover, in May 2004, we sold most, but albt of our intellectual property rights and tangilassets related to our Thin Film
product line to MAST Biosurgery AG, a Swiss corgama (“MAST”) and a subsidiary of MAST. In both @& the net proceeds received
initially were recorded as deferred gain on salassets (see notes 5 and 6).

As part of the sale agreements, we agreed to acbask-up supplier to Medtronic and MAST untildhaespective parties could
integrate the acquired assets into their own matwifiamg operations. Specifically, the back-up symmdreements required us to sell
products ordered by Medtronic and MAST at our maatufring cost. Accordingly, we recognized a poriidthe deferred gains as
revenues upon the sale of products to MedtronicABT under the back-up supply arrangements. Theuatnof the deferred gain
recognized as revenues was equal to the excea thie(fair value of products sold, based on hisdbselling prices of similar products,
over (b) our manufacturing cost. In the case of tedc, we recognized $156,000 of the deferred gainevenues in 2004. In the case of
MAST, we recognized $772,000 of the deferred gaireaenues in 2004.

License/Distribution Fees

If separable under Emerging Issues Task Force B3R, “Revenue Arrangements with Multiple Deliaeles” (“EITF 00-21"), we
recognize any upfront payments received from liedistribution agreements as revenues ratably theeperiod in which the customer
benefits from the license/distribution agreement.

To date, we have not received any upfront licersgenents that are separable under EITF 00-21. Agugisd such license revenues have
been combined with other elements, such as researtdevelopment activities, for purposes of reeameognition. For instance, we
account for the license fees and milestone paymerdsr the Distribution Agreement with Senko asgle unit of accounting. Similarl
we have attributed the upfront fees received utttearrangements with Olympus Corporation, a rdlptety (see note 4), to a combined
unit of accounting comprising a license we grante®lympus-Cytori, Inc. (the “Joint Venture”), dated party, as well as development
services we agreed to perform for this entity.

In the first quarter of 2006, we granted Olympu®aclusive right to negotiate a commercializatiotiaboration for the use of adipose
stem and regenerative cells for a specific therqpavea outside of cardiovascular disease. Inaxgé for this right, we received
$1,500,000 from Olympus, which is non-refundableray be applied towards any definitive commerc@laboration in the future. As
part of this agreement, Olympus will conduct maresearch and pilot clinical studies in collabamatwith us over a 12 to 18 month
period for the therapeutic area. The $1,500,000neey was received in the second quarter of 2006ecatded as deferred revenues,
related party. The deferred revenues, related péltye recognized as revenue in the statemenpefations either (i) in connection w
other consideration received as part of a defieitemmercial collaboration in the future, or (iln@n the exclusive negotiation period
expires.

In the third quarter of 2004, we entered into aiflibistion Agreement with Senko. Under this agreetnene granted to Senko an exclus
license to sell and distribute certain Thin Filnegucts in Japan and received a $1,500,000 upficeride fee from them in return for this
right. We have recorded the $1,500,000 receivaad@smponent of deferred revenues in the accomparatance sheet. Half of the
license fee is refundable if the parties agree ceroialization is not achievable and a proportiarabunt is refundable if we terminate
the arrangement, other than for material breac8dmko, before three years post-commercialization.
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Research and Development

We earn revenue for performing tasks under researdidevelopment agreements with both commerctatprises, such as Olympus
and Senko, and governmental agencies like the haltlastitutes of Health (“NIH”). Revenue earnedlandevelopment agreements is
classified as either research grant or developmeetinues in our statements of operations, depemdirige nature of the arrangement.
The costs associated with earning these revenaedgzcally recorded as research and developmererese.

We received a total of $22,000,000 from Olympus @hdnpus-Cytori, Inc. during 2005 in two separai telated transactions (see note
4). Approximately $4,689,000 of this amount relatedommon stock that we issued, as well as twmpptwe granted, to Olympus (see
note 4 for further details). Moreover, during tivstfquarter of 2006, we received $11,000,000 ftbenJoint Venture upon achieving the
CE Mark on the Celution™ System. Considering th&&4,000 initially allocated to the common stockuisd and the two options, we
recorded upfront fees totaling $28,311,000 as dedferevenues, related party. In exchange for thesseeds, we agreed to (a) provide
Olympus-Cytori, Inc. an exclusive and perpetuaise to our therapeutic device technology, inclgdire Celution™System and certa
related intellectual property, and (b) perform fetdevelopment services related to commercialittiegCelution™ System (see note 4).
As noted above, the license and development saraieenot separable under EITF 00-21. Accordingsy/will recognize the
$28,311,000 allocated to deferred revenues, relze, using a proportional performance methodpladigat is, as we complete
substantive milestones related to the developmanponent of the combined accounting unit. As oféeber 31, 2006, we have
recognized $5,905,000 of the deferred revenuestetparty as development revenues. All relagagtldpment costs are expensed as
incurred and are included in research and developmgense on the statement of operations.

In the third quarter of 2004, we entered into atfistion Agreement with Senko. Under this agreetmnere granted to Senko an exclus
license to sell and distribute certain Thin Filnogucts in Japan. We have also earned or will hilezhto earn additional payments un
the Distribution Agreement based on achieving tilewing defined research and development milesone

« In 2004, we received a nonrefundable payment a23kL000 from Senko after filing an initial regulptaapplication wit
Japanese Ministry of Health, Labour and Welfare KiIMV") related to the Thin Film product line. We initialigcorde
payment as deferred revenues of $1,250,000.

« Upon the achievement of commercialization (i.egutatory approval by the MHLW), we will be entitled an addi
nonrefundable payment of $250,000.

Of the amounts received and deferred, we recogmegdlopment revenues of $152,000, $51,000, anél,826 in the years ended
December 31, 2006, 2005 and 2004, respectivelyesepting the fair value of the completed milessoredative to the fair value of the
total efforts expected to be necessary to achiegelatory approval by the MHLW. As noted above, ltbense and the milestone
components of the Senko Distribution Agreementamunted for as a single unit of accounting. Bhigle element includes a
$1,500,000 license fee which is potentially refuridaWe have recognized, and will continue to redog, the non-contingent fees
allocated to this combined deliverable as we cotegerformance obligations under the Distributiggréement with Senko. We will not
recognize the potentially refundable portion of tises until the right of refund expires. See noterfurther details.

Under our agreement with the NIH, we were reimbaifee “qualifying expenditures” related to reseaarhadipose-derived cell therapy
for myocardial infarction. To receive funds undes grant arrangement, we were required to (i) destnate that we incurred “qualifying
expenses,” as defined in the grant agreement battheeNIH and us, (ii) maintain a system of corsty@thereby we could accurately
track and report all expenditures related solelgeearch on Adipose-Derived Cell Therapy for Myda Infarction, and (iii) file
appropriate forms and follow appropriate protoastablished by the NIH. When we were reimburseadsts incurred under grant
arrangements with the NIH, we recognized revenaethk lesser of:

» Qualifying costs incurred (and not previously retiagd) to date, plus any allowable grant fees fhictv we are entit
funding from the NIH; or

» The outputs generated to date versus the totalitsugxpected to be achieved under the researaingameent.
In 2006, we recognized NIH grant revenue of $310,80d incurred costs of $479,000 ($169,000 of whiehe not qualified). In 2005,
we recognized NIH grant revenue of $312,000 andriied costs of $306,000 for the same period. IM206 recognized NIH grant
revenue of $328,000 and incurred costs of $339®00,000 of which were not qualified).
Warranty

We provide a limited warranty under our agreemauitis our customers for products that fail to compligh product specifications. We



have recorded a reserve for estimated costs wammayunder our warranty program.

The following summarizes the movements in our wagraeserve, which is included in accounts payablé accrued expenses, at
December 31, 2006 and 2005:

Additions/
As of (Deductions) to As of
January 1, expenses Claims December 31,
2006:
Warranty reserve $ 155,00 $ (23,000 $ — $ 132,00(
2005:
Warranty reserve $ 102,00 $ 53,00 $ — $ 155,00(

In August 2003, as part of our ongoing product rairig process, we determined that some of theymtsdsold to Medtronic did not
meet certain expectations, based on criteria weiquely communicated to Medtronic. We agreed tma ¢harge” replacement of the
affected inventory in the possession of Medtrolmahe first half of 2004, we incurred claims ofS2000 related to the replacement of

this product. There were no similar claims mad2da5 or 2006.
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Research and Development

Research and development expenditures, which argeth to operations in the period incurred, incloogts associated with the design,
development, testing and enhancement of our preduegulatory fees, the purchase of laboratory lgmgpre-clinical and clinical
studies. Included in these expenditures are saland benefits related to these efforts, which vapproximately $9,166,000 in 2006.

Also included in research and development are d¢ostsred to support research grant reimbursemashtasts incurred in connection
with our development arrangements with Olympus &eko.

Expenditures related to the Joint Venture with Qdyminclude costs that are necessary to suppocotienercialization of future
generation devices based on our Celution™ Systémsd development activities, which began in Novergbe5, include performing
pre-clinical and clinical trials, seeking regulat@pproval, and performing product developmentteeldo therapeutic applications for
adipose stem and regenerative cells for multipigelanarkets. For the years ended December 31, 280005, costs associated with
development of the device were $7,286,000 and $1008. There were no comparable expenditures i4.200

Our agreement with the NIH entitled us to qualifyexpenditures of up to $950,000 for Phase | arab®Hl related to research on
Adipose-Derived Cell Therapy for Myocardial Infacet. We incurred $479,000 ($169,000 of which weveneimbursed), $306,000 and
$339,000 ($11,000 of which were not reimbursed)igfct expenses for the years ended December 856, 2005 and 2004, respective

Under a Distribution Agreement with Senko we aspomsible for the completion of the initial regolat application to the MHLW and
commercialization of the Thin Film product lineJapan. During the years ended December 31, 2006, &@d 2004, we incurred
$178,000, $129,000 and $170,000, respectivelyxpérses related to this regulatory and registrgifocess.

Income Taxes

Income taxes are accounted for under the assdiadnility method. Deferred tax assets and liakahtiare recognized for the future tax
consequences attributable to differences betweefirthncial statement carrying amounts of existingets and liabilities and their
respective tax bases and operating loss and tdk caary forwards. Deferred tax assets and liibliare measured using enacted tax
rates expected to apply to taxable income (los#)aryears in which those temporary differenceseapected to be recovered or settled.
Due to our current loss position, a full valuatallowance was recognized against deferred taxsasset

Stock Based Compensation
Accounting Policy

On January 1, 2006, we adopted the provisionsradrigial Accounting Standards Board Statement N8R12Share-Based

Payment” (“SFAS 123R") using the modified prospeetiransition method. SFAS 123R requires us to oreaall share-based payment
awards granted after January 1, 2006, includingdivaith employees, at fair value. Under SFAS 12BR fair value of stock options and
other equity-based compensation must be recogmaizexpense in the statements of operations oveetfugsite service period of each
award.

In addition, beginning January 1, 2006, we havegaized compensation expense under SFAS 123Rdarrthested portions of
outstanding share-based awards previously grameéérwur (a) 2004 Equity Incentive Plan and (b)71.88ck Option and Stock
Purchase Plan, over the periods these awards gerttinvest. This compensation expense is recoghiased on the fair values and
attribution methods that were previously disclogsedur prior period financial statements under Riial accounting Standards Board
Statement No. 123, “Accounting for Stock-Based Cengation” (“SFAS 123”).

Prior to January 1, 2006, we applied the intrinsiltie-based method of accounting for share-basguiguat transactions with our
employees, as prescribed by Accounting Principlesr& (“APB”) Opinion No. 25, “Accounting for Stodksued to Employees,” and
related interpretations including Financial AccongtStandards Board (“FASB”) Interpretation No. 44¢counting for Certain
Transactions Involving Stock Compensation-An Intetation of APB Opinion No. 25.” Under the intrinsialue method, compensation
expense was recognized only if the current markeemf the underlying stock exceeded the exengigm of the share-based payment
award as of the measurement date (typically the diagrant). SFAS 123 established accounting astlaiure requirements using a fair
value-based method of accounting for stock-basqul@me compensation plans. As permitted by SFASalzBby Statement of
Financial Accounting Standards No. 148, “AccountiogStock-Based Compensation—Transition and D&ale,”we disclosed on a pi
forma basis the net loss and loss per share thaithirave resulted had we adopted SFAS 123 for nneamnt purposes.

Fair value under SFAS 123 is determined using thekBScholes option-pricing model with the followiassumptions:



Expected term

Risk free interest rate

Volatility

Dividends

Resulting weighted average grant date fair value

For the For the
year endec year endec
December December

31,2005 31, 2004

8 year 6 year:
3.94.4% 3.34.4%
80% 85%

$ 32t % 3.2¢
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Had compensation expense been recognized for stsid compensation plans in accordance with SFASvi® would have recorded
the following net loss and net loss per share arsoun

For the year  For the
ended year endec
December December
31, 2005 31, 2004

Net loss:
As reported $(26,538,00) $(2,090,001)
Add: Employee stock-based compensation expensededlin
reported net loss, net of related tax effects 341,00( 96,00(

Deduct: Total employee stock-based compensatioarese
determined under the fair value method for all alsanet of

related tax effects (2,675,00) (2,586,001
Pro forma $(28,872,00) $(4,580,001)

Basic and diluted loss per common share:
As reported $ (1.80 $ (0.1%)
Pro forma $ (1.9¢) $ (0.39)

Other Comprehensive Income (Loss)

Comprehensive income (loss) is the total of nedime (loss) and all other non-owner changes in gqOither comprehensive income
(loss) refers to these revenues, expenses, gaitd$osses that, under generally accepted accouptingiples, are included in
comprehensive income (loss) but excluded frommaire (loss).

During the years ended December 31, 2006, 2002604, our only element of other comprehensive iredloss) resulted from
unrealized gains (losses) on available-for-salestments, which are reflected in the statementbahges in stockholders’ equity as
accumulated other comprehensive income (loss).
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Segment Information

On July 11, 2005, we announced the reorganizafi@uiobusiness based on two distinct operating segsn (a) Regenerative cell
technology and (b) MacroPore Biosurgery, which nfiactures bioresorbable implants. In the past, esources were managed on a
consolidated basis. However, in an effort to bet#lect our focus and significant progress indegelopment of regenerative therapies,
we are now evaluating and therefore reporting marfcial results in two segments.

Our regenerative cell technology segment is dewetppnd seeks to commercialize stem and regenerediv therapies for cardiovascu
disease, reconstructive surgery and many othewusgrchronic, and life threatening conditions aistdiers. We plan to commercialize
these therapies through the sale of the Celutioy®fe®, a device that quickly removes stem and egeine cells from a patient’s own
adipose (fat) tissue, and its related single-uss@mables.

Our MacroPore Biosurgery unit manufactures anditises the HYDROSORB™ family of FDA-cleared biosdsable spine and
orthopedic implants; it also develops Thin Filmresorbable implants for sale in Japan through Séféaical Trading Company
(“Senko”), which has exclusive distribution rightsthese products in Japan.

We measure the success of each operating segnsatt ba operating profits and losses and, addifygnalthe case of the regenerative
cell technology segment, the achievement of kegaieh objectives. In arriving at our operating hssior each segment, we use the s
accounting policies as those used for our cons@itdeompany and as described throughout this hlmeever, segment operating results
exclude allocations of company-wide general andinidtnative costs, restructuring charges and cheungéair value of our option
liabilities.

Prior year results presented below have been deeelon the same basis as the current year améuamtall periods presented, we did
not have any intersegment transactions.

The following tables provide information regarditg performance and assets of our operating segment

Year ended December 31,

2006 2005 2004
Revenues:
Regenerative cell technology $ 6,324,000 $ 320,000 $ 338,00(
MacroPore Biosurgery 1,603,00! 5,685,00! 6,480,001

Total revenues

Segment losses:

Regenerative cell technology
MacroPore Biosurgery

General and administrative expenses
Changes in fair value of option liabilities
Restructuring charge

Equipment impairment charge

Total operating loss

Assets:

Regenerative cell technology
MacroPore Biosurgery
Corporate assets

Total assets

$ 7,927,000 $ 6,005,000 $ 6,818,00

$(16,211,00)$(13,170,00)$ (6,911,001

(1,528,00) (976,000 (2,452,001
(12,547,00) (10,208,00) (6,551,001
4,431,000 (3,645,00) —
— — (107,000
— — (42,000)

$(25,855,00) $(27,999,00) $(16,063,00)

As of December 31,
2006 2005

$ 9,792,000 $ 9,152,00!

1,758,000  2,206,00!
13,318,00 16,808,00
$24,868,00 $28,166,00
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We derived our revenues from the following produmsearch grants, development and service aesviti

Years ended December 31,

2006 2005 2004
Regenerative cell technology:
Development revenues:
Milestone revenue (Olympus) $ 5,905,000 $ — $ =
Research grant (NIH) 310,00( 312,00( 328,00t
Regenerative cell storage services 7,00C 8,00( 10,00(
Other 102,00( — _
Total regenerative cell technology 6,324,001 320,00( 338,00
MacroPore Biosurgery:
Product revenues:
Spine & orthopedics products 1,451,000 5,634,000 3,803,00
Thin Film products:
Product sales (non-MAST-related) — — 559,00(
Product sales to MAST — — 906,00t
Amortization of gain on sale (MAST) — — 772,00(
— — 2,237,001
Craniomaxillofacial (CMF) products:
Product sales — — 126,00(
Amortization of gain on sale — — 156,00(
— — 282,00(
Development revenues 152,00( 51,00( 158,00(
Total MacroPore Biosurgery 1,603,001 5,685,00! 6,480,00!

Total revenues $ 7,927,000 $ 6,005,000 $ 6,818,001

The following table provides geographical informatregarding our sales to external customers:

Non-
For the Years Ended December 31, U.S. Revenue U.S. Revenue Total Revenue:
2006 $ 7,827,000 $ 100,00( $ 7,927,001
2005 $ 6,005,000 $ — $ 6,005,00!
2004 $ 6,602,000 $ 216,00( $ 6,818,001

At December 31, 2006 and 2005, our long-lived asscluding goodwill and intangibles (all of whiale domiciled in the U.S.), are
located in the following jurisdictions:

Non-
As of December 31, U.S. Domicilec U.S. Domicilec Total
2006 $ 4,995,000 $ 208,000 $ 5,203,00!

2005 $ 4,539,000 $ 179,000 $ 4,718,00i
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Loss Per Share

We compute loss per share based on the provisidBBAS No. 128, “Earnings Per Share.” Basic perekata is computed by dividing
net income or loss available to common stockholdgrhe weighted average number of common sharssamaling during the period.
Diluted per share data is computed by dividinginebme or loss available to common stockholderthbyweighted average number of
common shares outstanding during the period inecetsinclude, if dilutive, the number of additibcammon share equivalents that
would have been outstanding if potential commoneshaad been issued using the treasury stock meflodeintial common shares were
related entirely to outstanding but unexercisedopawards and warrants for all periods presented.

We have excluded all potentially dilutive secustfeom the calculation of diluted loss per shatgkattable to common stockholders for
the years ended December 31, 2006, 2005 and 28@Heia inclusion would be antidilutive. Potentyatlilutive common shares excluded
from the calculations of diluted loss per shareen®©34,029, 7,984,741, and 5,023,796 for the yaraadled December 31, 2006, 2005
2004, respectively.

Potential common shares in 2005 include a mayired option to purchase 2,200,000 shares retatdee Olympus equity agreement (
note 4).

Recent Accounting Pronouncements

In February 2006, the FASB issued Statement ofrigiiah Accounting Standards No. 155, “Accounting @ertain Hybrid Instruments -
An Amendment of FASB Statements Nos. 133 and 148FAS 155”). SFAS 155 allows companies to elecaerounting policy choice
for so-called “hybrid instruments.” A hybrid insitnent is a contract that contains one or more endgeddrivatives. In many cases,
Statement of Financial Accounting Standards No, 188counting for Derivative Instruments and Hedgecounting” (“SFAS 133”)
requires that an embedded derivative be separnaiedthe “host contract” and accounted for at failue in the financial statements.
SFAS 155 removes the mandatory requirement todaferan embedded derivative if the holder elecéstmunt for the entire instrument
- that is, both the host contract and the embedeéegative - at fair value, with subsequent charigdair value recognized in earnings.
SFAS 155 is effective for all hybrid instrumentgjaiced or issued on or after September 15, 2006@mdbe applied to hybrid financial
instruments that had been bifurcated under SFASL88 past. The adoption of SFAS 155 did not legegnificant effect on our
financial statements.

In June 2006, the FASB issued Interpretation No:'ABcounting for Uncertainty in Income Taxes” (W¥K8”). This is an interpretation
of Statement of Financial Accounting Standards N®, “Accounting for Income Taxes. It prescribageognition threshold and
measurement attribute for the financial statemeobgnition and measurement of a tax position takesxpected to be taken in a tax
return. FIN 48 also provides guidance on derecagnitlassification, interest and penalties, actiognn interim periods, disclosure and
transition. This interpretation is effective fosdal years beginning after December 15, 2006. Weotlbelieve that the adoption of FIN
48 will have a significant effect on our financ&htements.

In June 2006, the FASB ratified the consensus exhbly the Emerging Issues Task Force on Issue &8, tHow Sales Taxes Collect:
From Customers and Remitted to Governmental AuilerShould Be Presented in the Income Statem&gkTIE 06-3"). EITF 06-3
requires a company to disclose its accounting pdlie. gross vs. net basis) relating to the preedEm of taxes within the scope of EITF
06-3. Furthermore, for taxes reported on a grosspan enterprise should disclose the amountsoskttaxes in interim and annual
financial statements for each period for whichrmome statement is presented. The guidance igigéfdor all periods beginning after
December 15, 2006. We do not expect the adoptidi T 06-3 to have a significant effect on our fiogl statements.

In September 2006, the SEC issued Staff AccouBinetin No. 108, “Considering the Effects of Priéear Misstatements when
Quantifying Misstatements in Current Year Finan&tdtements” (“SAB 108”). SAB 108 provides intefpre guidance on how the
effects of prior-year uncorrected misstatementsitshioe considered when quantifying misstatementkarcurrent year financial
statements. SAB 108 requires registrants to quamigstatements using both an income statemeritqizer”) and balance sheet (“iron
curtain”) approach and evaluate whether either@gagr results in a misstatement that, when all egleguantitative and qualitative
factors are considered, is material. If prior yeaors that had been previously considered imnatedw are considered material based
on either approach, no restatement is requiredremp ds management properly applied its previousoagp and all relevant facts and
circumstances were considered. If prior years ateastated, the cumulative effect adjustmentdsmaed in opening accumulated
earnings (deficit) as of the beginning of the flsaar of adoption. SAB 108 is effective for fisgalars ending on or after November 15,
2006, with earlier adoption encouraged. The adapifcSAB 108 has not had a significant effect onfmancial statements.

In September 2006, the FASB issued SFAS No. 150y WValue Measurements” (“SFAS 157”). SFAS 157 desi fair value, establishes
a framework for measuring fair value and expandsldsure of fair value measurements. SFAS 157 eppinder other accounting
pronouncements that require or permit fair valu@sneements and accordingly, does not require amyfaie value measurements. SFAS



157 is effective for financial statements issuetfifizal years beginning after November 15, 200€. 4 not believe that the adoption of
SFAS 157 will have a significant effect on our ficél statements.
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3.

Assets Held for Sale

We have begun to focus our efforts exclusivelytmregenerative cell therapy segment of our busirksa result, in 2006, the Board of
Directors decided to divest and is actively seeldrmyer (or buyers) for our remaining MacroPoresBirgery assets as a means to fund
our continuing efforts in our regenerative cellrti@y segment. This decision is based on the chiangér strategic focus as well as the
continuing negative profit margins being realizeshi the MacroPore Biosurgery segment. We expecbtaplete the disposal no later
than the third quarter of 2007. As of December2BD6, the remaining assets were comprised of maghand equipment used for
manufacturing, with a net book value of $457,000.

Transactions with Olympus Corporation
Initial Investment by Olympus Corporation in Cytori

In the second quarter of 2005, we entered intorar@on Stock Purchase Agreement (the “Purchase Agneghwith Olympus in which
we received $11,000,000 in cash proceeds.

Under this agreement, we issued 1,100,000 newleéshares of common stock to Olympus. We reflettedommon stock issued to
Olympus in our financial statements at the marlkédtie of our common stock at the time of the Purelfegreement ($2.73 per share, or
$3,003,000 in the aggregate).

In addition, we also granted Olympus an immediagelgrcisable option to acquire 2,200,000 sharemipEommon stock at $10 per
share, which expired on December 31, 2006. Befsrexipiration, we accounted for this grant aslaillts in accordance with EITF 00-

19, “Accounting for Derivative Financial Instrumerihdexed to, and Potentially Settled in, a Com{z@wn Stock” because from the
date of grant through the expiration, we would hiagen required to deliver listed common stock ttesthe option shares upon exercise.

At the time we entered into the Purchase Agreemmemistimated the fair value of the option liakitib be $186,000 based on the
following assumptions:

» Contractual term of 1.67 years,
» Risk-free interest rate of 3.46%, and
« Estimated share-price volatility of 59.7%

As of December 31, 2006 and December 31, 2005¢vestimated the fair value of the option liabilibybe $0 and $3,731,000,
respectively, based on the following assumptions:

» Contractual term of O years and 1 year,
» Risk-free interest rate of 0% and 4.38%, and
» Estimated share-price volatility of 0% and 65.1&spectively.

The decrease in the fair value by $3,731,000 ferysar ended December 31, 2006 and the incredke fair value by $3,545,000 for the
year ended December 31, 2005 were recorded irntdtensents of operations as a component of chanigér imalue of option liabilities.
The decrease in 2006 was attributable to the etimiraf the option.

The $11,000,000 in total proceeds we receivedarstitond quarter of 2005 exceeded the sum ofe(idrket value of our stock as well
as (i) the fair value of the option at the time &rgered into the share purchase agreement. TB&1@00 difference between the
proceeds received and the fair values of our comstaeck and option liability is recorded as a congydrof deferred revenues, related
party in the accompanying balance sheet.

In August 2006, we received an additional $11,000,®om Olympus for the issuance of approximate800,000 shares of our common
stock at $5.75 per share under the shelf registratiatement filed in May 2006. The purchase psiae determined by our closing price
on August 9, 2006.

As of December 31, 2006, Olympus holds approxingatél08% of our issued and outstanding shares.tidddily, Olympus has a right,
which it has not yet exercised, to designate actiirdo serve on our Board of Directors.



Formation of the Olympus-Cytori Joint Venture

On November 4, 2005, we entered into a joint ven&urd other related agreements (the “Joint Vemigreements”) with Olympus. The
Joint Venture is owned equally by Olympus and us.
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Under the Joint Venture Agreements:

« Olympus paid $30,000,000 for its 50% interest ie thoint Venture. Moreover, Olympus simultaneoustyered il
License/Joint Development Agreement with the Jdlabture and us to develop a second generation coomhsysten
manufacturing capabilities.

» We licensed our device technology, including théu@en™ System and certain related intellectual propeayhe Joint Ve
for use in future generation devices. These dewvidégrocess and purify adult stem and regeneeatiglls residing in a
(fat) tissue for various therapeutic clinical apptions. In exchange for this license, we receiae€a0% interest in the
Venture, as well as an initial $11,000,000 paynfemin the Joint Venture; the source of this paymeas the $30,0(
contributed to the Joint Venture by Olympus. Momgwpon receipt of a CE mark for the first gernieraCelution™Syste
January 2006, we received an additional $11,000d@®@@lopment milestone payment from the Joint Vientu

As a result of the $30,000,000 cash contributioth&oJoint Venture by Olympus, we realized an imiatedappreciation in the carrying
value of our interests in the Joint Venture. Agsuit, we reported accretion of interests in thetdéenture of $3,829,000 as a credit
directly to additional paid-in capital in the folrguarter of 2005. This accounting treatment isliregl by Securities and Exchange
Commission Staff Accounting Bulletin No. 51, “Acatting for Sales of Stock by a Subsidiary,” whicllubits gains from equity
transactions (in this case, the non-cash accrefitime interests held in an investment issuing t&lthl shares to another shareholder)
when such entity is a “newly-formed, non-operatmgity” or a “research and development stage compan

We have determined that the Joint Venture is ab#iinterest entity (“VIE”) pursuant to FASB Inpeetation No. 46 (revised 2003),
“Consolidation of Variable Interest Entities - Amtérpretation of ARB No. 51" (“FIN 46R"), but th&ytori is not the VIE's primary
beneficiary. Accordingly, we have accounted for imierests in the Joint Venture using the equityhoeé of accounting, since we can
exert significant influence over the Joint Ventgreperations. At December 31, 2006, the carryiigevaf our investment in the Joint
Venture is $76,000.

We are under no obligation to provide additionaldimng to the Joint Venture, but may choose to ddrsthe first quarter of 2006, we
contributed $150,000 to the Joint Venture.

Put/Calls and Guarantees

The Shareholders’ Agreement between Cytori and @lgrprovides that in certain specified circumstarafénsolvency or if we
experience a change in control, Olympus will haeerights to (i) repurchase our interests in thietdéenture at the fair value of such
interests or (ii) sell its own interests in thentd/enture to Cytori at the higher of (a) $22,0Q@ @r (b) the Put’s fair value.

As of November 4, 2005, the fair value of the Paswletermined to be $1,500,000. At December 316 20d 2005, the fair value of the
Put was $900,000 and $1,600,000, respectively tidtions in the Put value are recorded in the stateés of operations as a component
of change in fair value of option liabilities. TReit value itself, which is perpetual, has beenndmd as a longerm liability in the captio
option liabilities in the balance sheet.

The valuations of the Put were completed by angeddent valuation firm using an option pricing thebased simulation analysis (i.e
Monte Carlo simulation). The valuations are basedssumptions as of the valuation date with regm@atde market value of Cytori and
the estimated fair value of the Joint Venture,@Rpected correlation between the values of Cytudithe Joint Venture, the expected
volatility of Cytori and the Joint Venture, the bauaptcy recovery rate for Cytori, the bankruptcyetthold for Cytori, the probability of a
change of control event for Cytori, and the rigefinterest rate.

The following assumptions were employed in estintathe value of the Put:

December December November
31, 2006 31, 2005 4, 2005

Expected volatility of Cytori 66.0(% 63.2(% 63.2(%
Expected volatility of the Joint Venture 56.6(% 69.1(% 69.1(%
Bankruptcy recovery rate for Cytori 21.0(% 21.0(% 21.0(%
Bankruptcy threshold for Cytori $10,110,000 $10,780,00 $10,780,00

Probability of a change of control event for Cytori 1.94% 3.04% 3.04%

Expected correlation between fair values of Cyamd the
Joint Venture in the future 99.0(% 99.0(% 99.0(%



Risk free interest rate 4.71% 4.3%% 4.6€%
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The Put has no expiration date. Accordingly, we @ohtinue to recognize a liability for the Put amdrk it to market each quarter until it
is exercised or until the arrangements with Olymgesamended.

The Joint Venture has exclusive access to our tdopy for the development, manufacture, and suppthe devices (second generation
and beyond) for all therapeutic applications. Oacecond generation Celution™ System is developedpproved by regulatory
agencies, the Joint Venture may sell such systewiastvely to us at a formula-based transfer prige;have retained marketing rights to
the second generation devices for all therapepiti@ations of adipose stem and regenerative cells.

As part of the various agreements with Olympusyitebe required, following commercialization ofetCelution™ System, to provide
monthly forecasts to the Joint Venture specifyimg quantities of each category of devices thatntend to purchase over a rolling six-
month period. Although we are not subject to angimum purchase requirements, we are obliged tosbomynimum percentage of the
products forecasted by us in such reports. Sinceaneeffectively control the number of devices wk agree to purchase and becaust
commercial devices have yet been developed todritige forecast requirement, we estimate thataimesélue of this guarantee is de
minimis as of December 31, 2006.

Deferred revenues, related party

As of December 31, 2006, the deferred revenuestaetparty account primarily consists of the comsition we have received in
exchange for future services that we have agrepdrform on behalf of Olympus and the Joint Ventilifigese services include
completing pre-clinical and clinical studies, protidevelopment and seeking regulatory approvattfertreatment of various therapeutic
conditions with adult stem and regenerative celtsding in adipose (fat) tissue. These servicasiatdude providing an exclusive and
perpetual license to our device technology, ineigdhe Celution™ System and certain related intali@ property.

Pursuant to EITF 0@4, we have concluded that the license and devedapservices must be accounted for as a singleofiaitcounting
Refer to note 2 for a full description of our reuerrecognition policy.

Other Related Party Transactions

As part of the formation of the Joint Venture asddascussed above, the Joint Venture agreed thvasecdevelopment services from
Olympus. In December 2005, the Joint Venture pai@lympus $8,000,000 as a payment for those sexvidee payment has been
recognized in its entirety as an expense on th&dand records of the Joint Venture as the expemdiepresents a payment for research
and development services that have no alternatived uses. Our share of this expense has beewstezflwithin the account, Equity loss
from investment in joint venture, within the coridated statement of operations for the year endszember 31, 2005.

Condensed financial information for the Joint Veatu

A summary of the unaudited condensed financialrmfdion for the Joint Venture as of December 30628nd 2005 and for the period
from January 1, 2006 to December 31, 2006 and Nbeerh, 2005 (inception) to December 31, 2005 i®ksws:

As of As of
December 31 December 31
2006 2005
Balance Sheet
Assets:
Cash $ 173,00 $ 11,000,00
Prepaid insurance 15,00( —
Total assets $ 188,00 $ 11,000,00
Liabilities and Stockholders’ Equity:
Accrued expenses $ 62,000 $ —
Stockholders’ equity 126,00 11,000,00
Total liabilities and stockholders’ equity $ 188,00 $ 11,000,00
Period from
Period from November 4,
January 1, 2005

2006 to (inception) to



December 31 December 31

2006 2005
Statement of Operation
Research and development expense $ 11,000,000 $ 19,343,00
General and administrative expense 174,00( _

Net loss $ (11,174,00) $ (19,343,00)
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5.

Gain on Sale of Assets, Related Party

In January 2004, we received a $5,000,000 milegpayenent from Medtronic relating to the 2002 dispos of our CMF product line.
As part of the disposition arrangement, we hadextjte complete clinical research regarding FasgsoPbable Polymers, an area that
directly relates to the CMF product line transfdrte Medtronic. We became entitled to the $5,000 88yment after fulfilling the
research requirements set out in the CMF sale agmee The $5,000,000 payment was recognized dtmmdrst half of 2004 as gain on
sale of assets, related party in the accompanyaigraent of operations.

During the third quarter of 2004, we completedrathaining performance obligations related to the22€ale of the CMF product line to
Medtronic. Accordingly, we recorded $7,383,000 ammponent of gain on sale of assets, related payesenting the remaining
balance that had theretofore been reported asrddfgain on sale of assets, related party.

Pursuant to the sale of the CMF product line, wesvabliged to transfer certain “know-howiticluding manufacturing processes, pate
and other intellectual property, to Medtronic. utth know-how was transferred within a certain tinaene defined in the CMF Asset
Purchase Agreement dated September 30, 2002 (fRA™Awe would become entitled to a $2,000,000 stdee payment.

In the second quarter of 2004, we provided noticeledtronic that the requisite know-how associatét the transferred CMF product
line had been transferred, pursuant to the termanaf within the timeframe specified by, the APAedronic did not agree that know-
how transfer had been completed and assertedritaty case, that the maximum payment due to usbv&90,000 rather than
$2,000,000.

To avoid the risk and expense of arbitration, tthird quarter of 2004 we agreed to accept a mgdtsettlement with Medtronic in the
amount of $1,500,000 related to the know-how transfhe $1,500,000 payment was recognized as gesale of assets, related party in
2004.

Accordingly, the total gain on sale of assets,teglgarty, recognized in 2004 was $13,883,000.
Gain on Sale of Assets, Thin Film Product Line

In May 2004, we sold most, but not all, of our llgtetual property rights and tangible assets rel&teour Thin Film product line to
MAST (see note 7). The carrying value of the astatsferred to MAST prior to disposition totale#38,000, and was comprised of the
following:

« Finished goods inventory of $177,000,
« Manufacturing and development equipment of $217,a6d
« Goodwill of $240,000.

Under this agreement we were contractually enttibetthe following additional consideration (nonetli consideration has been
recognized in the financial statements):

« $200,000, payable only upon receipt of 510(k) eeae from the U.S. Food and Drug AdministrationO#*) for a hernia
product (thin film combined product); and

« $2,000,000 on or before the earlier of (i) May 2205, known as the “Settlement Dater"(ii) 15 days after the date upol
MAST has hired a Chief Executive Officer (“CEOovided the CEO held that position for at leastrfmonths and me
requirements specified in the sale agreement. Matieclause (i) effectively means that we would have received payn
$2,000,000 before May 31, 2005 unless MAST haddhaeCEO on or before January 31, 2005 (four mopifis tc
Settlement Date). Moreover, in the event that MA®I® not hired a CEO on or before January 31, 20T may have
sole option and subject to the requirements ofséile agreement) alternatively provided us with &6 l&juity interest
MAST business that is managing the Thin Film asaeiMay 31, 2005 in lieu of making the $2,000,0@9ment. Our cont
was that MAST did in fact hire a CEO on or befasauary 31, 2005, and thus, we were entitled to,@08R000 cash payn
or before May 31, 2005.

MAST did not make the payments specified aboverdfbee, on June 14, 2005, we initiated arbitrappooceedings against MAST,
asserting that MAST was in breach of the Asset fage Agreement by failing to pay the final $2,000,0h purchase price (among other
issues). MAST responded asserting its own claimsrabout June 23, 2005. MAST's claims includedveite not limited to the



following allegations: (i) we inadequately transést know-how to MAST, (ii) we misrepresented thetesiof the distribution network,
(iii) we provided inadequate product instructioasusers, and (iv) we failed to adequately trainowes distributors.

In August 2005, the parties settled the arbitrafiomceedings and gave mutual releases of all clartepting those related to the
territory of Japan, and agreed to contractual comgses, the most significant of which is our wagviof the obligation for MAST to
either pay the final cash purchase installment2p®®0,000 or to deliver 19% of its shares. MorepdeVIAST exercises its Purchase
Right (see note 7) and Thin Film products are maxdkén Japan, MAST would no longer be obliged tarsttertain gross profits and
royalties with us.

In exchange, MAST agreed to supply - at no cosiste all required product for any necessary clinstady for the territory of Japan and
to cooperate in the planning of such study. Howe¥#®AST exercises its Purchase Right or if weegrihto a supply agreement with
MAST for the territory of Japan, we would be oblige reimburse MAST for any Thin Film product supdlin connection with the
Japanese study at a cost of $50 per sheet.

As a result of the arbitration settlement, we redped the remaining deferred gain on sale of asde$5,650,000, less $124,000 of
related deferred costs, in the statement of omerain the third quarter of 2005.

-7C-
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7.

Thin Film Japan Distribution Agreement

In the third quarter of 2004, we entered into aifibistion Agreement with Senko. Under this agreetnene granted to Senko an exclus
license to sell and distribute certain Thin Filnogucts in Japan. Specifically, the license covéris Film products with the following
indications:

« Anti-adhesion,
« Soft tissue support, and
« Minimization of the attachment of soft tissues tigbout the body.

The Distribution Agreement with Senko commencesufpommercialization.” In simplest terms, commeliziaion occurs when one or
more Thin Film product registrations are completéith the MHLW.

Following commercialization, the Distribution Agreent has a duration of five years and is renewfmolan additional five years after
reaching mutually agreed minimum purchase guarantee

The Distribution Agreement also provides for ustpply certain products to Senko at fixed pricesrakie life of the agreement once we
have received approval to market these productapan. In addition to the product price, Senko alfb be obligated to make royalty
payments to us of 5% of the sales value of anyymrtsdSenko sells to its customers during the timgte years post-commercialization.

At the inception of this arrangement, we receivé&i 00,000 license fee which was recorded as@efeevenues in 2004. We have ¢
received $1,250,000 in milestone payments from 8eBke “Revenue Recognitionhider note 2 above for our policies with regarthe
timing of when these amounts will be recognizedeagnues.

As part of the Thin Film sales agreement (see Gpteve granted MAST a right to acquire our Thimiritelated interest in Japan (the
“Purchase Right”) during the time period and acouydo the following terms:

« From May 31, 2005 to May 31, 2007, the exerciseepof the Purchase Right will be equal to the faarket value
Japanese business, but in no event will be less®8#00,000.

« Moreover, between May 31, 2005 and May 31, 2007 SWAwill have a right of first refusal to match ttegms of any o
offer to buy our Japanese Thin Film business.

We have agreed to provide back-up supply of pradtecSenko subject to the terms of the Distribufdgneement in the event that (a)
MAST exercises its Purchase Right and (b) MAST miatg fails to deliver product to Senko. In thisaumstance, Senko would pay any
amounts due for purchases of product, as well & mayalty payments directly to us. We would beigdd to remit 5% of the gross
margin to MAST on any products sold to Senko. Wieelse that it is unlikely in practice that this dorgency will materialize.
Accordingly, we estimate the fair value of this targee to be de minimis as of the end of the ctmeporting period.

-71-
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Short-term Investments

As of December 31, 2006 and 2005, all short-tewestments were classified as available-for-saléghvbonsisted of the following:

December 31, 2006
Less than 12 months Greater than 12 months

temporary impairment temporary impairment Total
Gross Gross Gross
Amortized Unrealized Estimated Unrealized Estimated Unrealized Estimated
Cost Losses FairValue Losses FairValue Losses Fair Value
Corporate
notes
and
bonds $ 599,00(% — $ 599,00(% — % —$ —$ 599,00(
Agency
securities  3,377,00i — 3,377,001 — — — 3,377,000
Total $3976,0008  — $3976008 —$ —$  —$3976,00
December 31, 2005
Less than 12 months Greater than 12 months
temporary impairment temporary impairment Total
Gross Gross Gross
Amortized Unrealized Estimated Unrealized Estimated Unrealized Estimated
Cost Losses Fair Value Losses FairValue Losses Fair Value
Corporate
notes
and
bonds $1,984,000% (2,000) $1,882,000% — $ 100,00($% (2,000% 1,982,00!
Agency
securities 5,870,001 (14,000 5,456,001 — 400,00( (14,000 5,856,00
Total $7,854,000% (16,000 $7,338,000 $ — $ 500,00($ (16,000% 7,838,00

As of December 31, 2006 and 2005, investmentsahlailfor-sale had the following maturities:

December 31, 2006 December 31, 2005
Estimated Estimated
Amortized Fair Amortized Fair
Cost Value Cost Value
Corporate notes and bonds:
with maturity of less than 1 year $ 599,000 ¢ 599,000 $ 1,984,000 $ 1,982,00

with maturity of 1 to 2 years — — — —
Agency securities:

with maturity of less than 1 year 3,377,001 3,377,001 5,870,00! 5,856,001

with maturity of 1 to 2 years — — — _

$ 3,976,000 $ 3,976,000 $ 7,854,000 $ 7,838,00i

Proceeds from sales and maturity of short termsimaents for the year ended December 31, 2006, 2002004 were $67,137,000,
$56,819,000, and $51,132,000, respectively. Greslized losses for such sales in 2006 were appaigign$1,000. Gross realized losses
for such sales in 2005 were approximately $12,@0ss realized gains on such sales in 2004 wenm@xiprately $4,000.

Based on our ability and intent to hold the investis for a reasonable period of time sufficientddorecasted recovery of fair value and
the low severity of impairment, we do not consittese investments to be other-than-temporarily iradaas of December 31, 2006.
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9. Composition of Certain Financial Statement Captions

Inventories, net
As of December 31, 2006 and 2005, inventories,wete comprised of the following:

December 31 December 31

2006 2005
Raw materials $ 136,00 $ 232,00(
Finished goods 28,00( 26,00(

$ 164,000 $ 258,00(

Other Current Assets
As of December 31, 2006 and 2005, other curremtasgere comprised of the following:

December 31 December 31

2006 2005
Prepaid expenses $ 648,000 $ 506,00(
Accrued interest receivable 19,00( 77,00(
Other receivables 44,00( 38,00(

$ 711,000 $ 621,00(

Property and Equipment, net
As of December 31, 2006 and 2005, property andoeaenmt, net, were comprised of the following:

December 31 December 31

2006 2005
Manufacturing and development equipment $ 2,980,000 $ 4,681,00
Office and computer equipment 2,653,001 2,682,001
Leasehold improvements 3,085,00! 3,359,00!

8,718,001 10,722,00
Less accumulated depreciation and amortization (4,476,001 (6,462,001

$ 4,242,000 $ 4,260,001

Accounts Payable and Accrued Expenses
As of December 31, 2006 and 2005, accounts payattle@ccrued expenses were comprised of the folfpwin

December 31 December 31

2006 2005
Accrued legal fees $ 1,630,000 $ 975,00(
Accrued studies 1,064,00! 712,00(
Accounts payable 729,00( 933,00(
Accrued vacation 628,00( 680,00(
Accrued bonus 661,00( 1,018,00!

Accrued expenses 371,00( 467,00(



Deferred rent

Warranty reserve (note 2)
Accrued accounting fees
Accrued payroll

Accrued leasehold improvements

239,00( 138,00(
132,00( 155,00(
115,00( 199,00(
18,00( 52,00(

= 800,00(

$ 5,587,000 $ 6,129,00




Table of Contents

10.

Commitments and Contingencies

We have contractual obligations to make paymentgases of office and manufacturing space as fallow

Operating
Years Ending December 31, Lease!
2007 $ 1,677,00
2008 1,342,001
2009 1,382,001
2010 707,00
Total $ 5,108,00!

On May 24, 2005, we entered into a lease for 910f@re feet of space located at 3020 and 303arCRlbad, San Diego, California.
The majority of our operations are located in fhislity. The agreement bears monthly rent at atielrrate of $1.15 per square foot, with
annual increases of 3%. The lease term is 57 motdingmencing on October 1, 2005 and expiring ore By 2010. Payments for our
Callan Road location commenced in June 2006.

The lease contains a provision whereby we coultqeired to remove some or all of the leasehold-@avwgments we have constructed at
the end of the lease term. We believe the coatcthuld be incurred pursuant to this provision lddae immaterial, and therefore we
have not recorded a liability for them as of Decentiil, 2006.

We also have a facility located at 6740 Top Gue@&trSan Diego, California. Until it was amended wrminated on December 31,
2006, we leased approximately 27,000 square fegpaxde at this location of which approximately 6,8Quare feet was laboratory space,
12,000 square feet was office space and 9,000 sdeetr was manufacturing space. We will continuedzupy a portion of the building
and pay rent to the new lessee until June 30, 28@7also lease:

» 16,000 additional square feet for research andldpreent activities located at 6749 Top Gun Str8at) Diego, Californi
has been amended to terminate on April 30, 2007.

« 4,027 square feet of office space located at 9s8ikat 2-chome, Bunkykd, Tokyo, Japan. The agreement bears rent ¢
$3.66 per square foot, for a term of two years rixgion November 30, 2007.

Rent expense, which includes common area maintenémrcthe years ended December 31, 2006, 2002@04 was $2,397,000,
$1,632,000 and $801,000, respectively.

We have entered into agreements with various @liniesearch organizations for prnical and clinical development studies, whiclvé
provisions for cancellation. Under the terms ofsthagreements, the vendors provide a variety wicgsrincluding conducting pre-
clinical development research, enrolling patiergsruiting patients, monitoring studies and dataysis. Payments under these
agreements typically include fees for servicesranmbursement of expenses. The timing of paymeamtsuhder these agreements was
estimated based on current schedules of pre-diaihclinical studies in progress. As of Decenr2006, we have pre-clinical
research study obligations of $902,000 (all of watace expected to be complete within a year) ainital research study obligations of
$6,631,000 ($4,796,000 of which are expected todoeplete within a year).

We are subject to various claims and contingeneileded to legal proceedings. Due to their natsweh legal proceedings involve
inherent uncertainties including, but not limited ¢ourt rulings, negotiations between affectedigsuiand governmental actions.
Management assesses the probability of loss fdr satingencies and accrues a liability and/orldses the relevant circumstances, as
appropriate. Management believes that any liakiititys that may arise as a result of currently penkbgal proceedings will not have a
material adverse effect on our financial conditilgidity, or results of operations as a whole.

Refer to note 11 for a discussion of our commitraamid contingencies related to our interactionk wié University of California.

Refer to note 4 for a discussion of our commitmamis contingencies related to our transactions @iympus, including (a) our
obligation to the Joint Venture in future periodsigb) certain put and call rights embedded inattangements with Olympus.

Refer to note 7 for a discussion of our commitmamig contingencies related to our arrangementsMEBT and Senko.



-74-




Table of Contents

11.

12.

License Agreement

On October 16, 2001, StemSource, Inc. enteredaimtexclusive worldwide license agreement with tiegéhts of the University of
California (“UC"), licensing all of UC’s rights toertain pending patent applications being prosecoyeUC and (in part) by the

University of Pittsburgh, for the life of these pats, with the right of sublicense. The exclusigerise relates to an issued patent (“Patent
6,777,231") and various pending applications retato adipose derived stem cells. In November 2@@2acquired StemSource, and the
license agreement was assigned to us.

The agreement, which was amended and restategtarBleer 2006 to better reflect our business maadlk for various periodic
payments until such time as we begin commerciassaf any products utilizing the licensed technglddpon achieving commercial
sales of products or services covered by the Ushtie agreement, we will be required to pay variabteed royalties based on the net
sales of products sold. Minimum royalty amountd imitrease annually with a plateau in the fourthryén addition, there are certain due
diligence milestones that are required to be redhelsea result of the agreement. Failure to fulidlse milestones may result in a reduc
of or loss of the specific rights to which the etfsd milestone relates.

In connection with the amendment of the agreenretite third quarter of 2006, we agreed to issue@@shares of our common stock
to UC in the fourth quarter of 2006. At the time tgreement was reached, our shares were tradbdg8at per share. The expense was
charged to general and administrative expense.

Additionally, we are obligated to reimburse UC fatent prosecution and other legal costs on argnpapplications contemplated by
agreement. In particular, the University of Pittgfiufiled a lawsuit in the fourth quarter of 20@éming all of the inventors who had not
assigned their ownership interest in Patent 6,B817t@ the University of Pittsburgh. It was seekindetermination that its assignors,
rather than UC'’s assignors, are the true invergbRatent 6,777,231. This lawsuit has subjectettd @nd could continue to subject us to
significant costs and, if the University of Pittsgh wins the lawsuit, our license rights to thisepa could be nullified or rendered non-
exclusive with respect to any third party that niligense rights from the University of Pittsburdttcordingly, it could have a negative
effect on us if the University of Pittsburgh weoawin the lawsuit.

We are not named as a party to the lawsuit bupmesident, Marc Hedrick, is one of the inventoeniified on the patent and therefore is
a named individual defendant. We are providing gutigl financial and other assistance to the defaf the lawsuit.

In the years ended December 31, 2006, 2005 and 2@0dxpensed $2,189,000, $1,303,000 and $1906§0ectively, for legal fees
related to this license. These expenses have bessified as general and administrative expensieeiraccompanying consolidated
financial statements. We believe that the amoucrtusd as of December 31, 2006 is a reasonableatstiof our liability for the expens
incurred to date. We reimbursed UC for $240,00thénsecond quarter of 2006 for legal fees incuredated to this patent prosecution.

Restructuring Event

In September 2003, we closed an administrative®ifi Konigstein, Germany in an effort to reducsts@nd consolidate operations in
the United States.

The Konigstein, Germany office was rented undeoarating lease. As of September 30, 2003, we dassag the office space, but
continued to remain liable for monthly rent paynseoft approximately $12,500 per month under a legseement that would have
expired in February 2006. We sought to subleasertkiee facility for the remaining term of the leasgreement. However, due to the
unique nature of the office building and the depeelsrental market in and around Frankfurt, Germesgyoriginally expected that a
sublease of the entire facility in 2003 would yielgproximately 65% of our monthly rental obligatibsuccessfully negotiated.

In the second quarter of 2004, we re-assessedkpezied range of probable sublease rates and detetiiinat we could potentially
sublease the entire facility (if one was succefshagotiated) for only 45% of our current monthintal obligation and recorded
additional restructuring expense of $70,000. Intkwel quarter of 2004, we negotiated a settlenoétiie remaining lease payments with
the lessor and as a result, recorded additionaliaring expense of $37,000.

The following outlines the restructuring activiggcorded to the liability account during the yeadeshDecember 31, 2004:
Adjustments

As Charged tc to As of
of January 1, Expense* Costs Paic Liability** December 31

2004:
Lease termination $ 153,00($ 107,00($ (255,000% (5,000% —




* All amounts recorded as Restructuring charge inabeompanying statements of operations.
* Revaluation of monetary liability denombed in a foreign currency, which was charged tceotincome (expense)
during the period.
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13. Long-term Obligations

In 2003, we entered into an Amended Master SecAgtgement to provide financing for new equipmemtchases. In connection with
the agreement, we issued three promissory notasrttender in an aggregate principal amount of exprately $1,120,000. In 2004, we
issued three additional promissory notes in aneggge principal amount of approximately $1,039,800 in 2005, we issued one
additional promissory note for an amount of appraately $1,380,000. Our newest promissory note, gfighroximately $600,000 in
principal, was executed in December 2006. All natessecured by equipment with an aggregate cagimbximately $4,139,000.

Additional details relating to the above promissooges are presented in the following table:

Current

Monthly Remaining
Origination Date Interest Rate Payment* Term Principal
October 2003 8.6% 6,00C 48 Month: $  54,00(
October 2003 8.8% 12,00( 48 Month: 122,00(
March 2004 8.2% 16,00( 48 Month: 166,00(
April 2004 9.C% 3,00C 48 Month: 44,00(
September 2004 9.C% 9,00C 48 Month: 130,00(
December 2005 10.7%% 42,00C 35 Month:  1,042,00!
December 2006 11.0%% 20,00 36 Month: 600,00

§ 2,156,00

* Includes principal and interest
As of December 31, 2006, the future contractualgypial payments on all of our promissory notesaaréllows:

Years Ending December 31,

2007 $ 999,00(
2008 741,00(
2009 399,00(
2010 19,00(
Total $ 2,158,00!

Our interest expense for the years ended Decenih@0B6, 2005 and 2004 (all of which related tséhpromissory notes) was
$199,000, $137,000 and $177,000, respectively.
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14. Income Taxes

Due to our net loss position for the years endecebwer 31, 2006, 2005 and 2004, and since we le@eeded a full valuation allowan
against deferred tax assets, there was no provisibenefit for income taxes recorded. There wereoamponents of current or deferred
federal or state income tax provisions for the gearded December 31, 2006, 2005, and 2004.

A reconciliation of the total income tax provisitax rate to the statutory federal income tax r&t@486 for the years ended December
2006, 2005 and 2004 is as follows:

2006 2005 2004

Income tax expense (benefit) at federal statutats r (34.00% (34.00% (34.00%
Stock based compensation 0.9%% 0.05% 1.54%
Credits (2.729% (0.59% (3.58%
Change in federal valuation allowance 34.5% 23.4% 31.05%
Equity loss on investment in Joint Venture 0.12% 5.3t —
Gain on intangible property —% 4.7¢ —
Other, net 1.09% 0.9%% 4.9%

0.0(% 0.0(% 0.0(%

The tax effects of temporary differences that gise to significant portions of the deferred tagseds and deferred tax liabilities as of
December 31, 2006 and 2005 are as follows:

Deferred tax assets:
Allowances and reserves
Accrued expenses
Deferred revenue and gain on sale of assets
Stock based compensation
Net operating loss carryforwards
Income tax credit carryforwards
Capitalized assets and other

Valuation allowance

Total deferred tax assets, net of allowance

Deferred tax liabilities:
Property and equipment, principally due to differesin
depreciation
Intangibles
Other

Total deferred tax liability

Net deferred tax assets (liability)

2006 2005

$ 163,000 $  190,00(
625,00 275,00
7,971,000 5,784,001
1,933,000 1,604,001
24,410,00 17,917,00
3,201,000  2,195,00!
720,00 435,00
39,023,00  28,400,00
(38,505,00) (27,830,00)

518,00 570,00
— 174,00
(518,000  (738,00()
— (6,000)

(518,000 (570,000

We have established a valuation allowance againshet deferred tax asset due to the uncertaintpsuding the realization of such
assets. Management periodically evaluates the egability of the deferred tax asset. At such timétés determined that it is more like
than not that deferred assets are realizable,ahmtion allowance will be reduced. We have recor@e&aluation allowance of
$38,505,000 as of December 31, 2006 to reflecestienated amount of deferred tax assets that malyenealized. We increased our
valuation allowance by approximately $10,675,000e year ended December 31, 2006. The valuatiowance includes
approximately $579,000 related to stock option dédns, the benefit of which will be credited toudy if ever utilized.

At December 31, 2006, we had federal and stateatwperating loss carryforwards of approximatéy,$15,000 and $50,529,000,
respectively. The federal and state net operating tarryforwards begin to expire in 2019 and 2@85pectively, if unused. At Deceml|



31, 2006, we had federal and state tax credit fammards of approximately $1,755,000 and $1,445,088pectively. The federal credits
will begin to expire in 2017, if unused, and $1@D ®f the state credits will begin to expire in 20Dunused. The remaining state credits
carry forward indefinitely. In addition, we hada@éign tax loss carryforward of $1,741,000 and $2@9 in Japan and the United
Kingdom, respectively.
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15.

The Internal Revenue Code limits the future avditgtnf net operating loss and tax credit carryfards that arose prior to certain
cumulative changes in a corporation’s ownershipltieg) in a change of our control. Due to prior @sship changes as defined in IRC
Section 382, a portion of the net operating logktar credit carryforwards are limited in their aahutilization. In September 1999, we
experienced an ownership change for purposes dRiieSection 382 limitation. As of December 31, 0the remaining 1999 pre-
change federal net operating loss carryforwardd@0$000 is subject to an annual limitation of apprmtely $400,000. It is estimated
that the pre-change net operating losses and sneditbe fully available by 2007.

Additionally, in 2002 when we purchased StemSouneeacquired federal and state net operating lasyforwards of approximately
$2,700,000 and $2,700,000, respectively. This etreggered an ownership change for purposes of #€tion 382. As of December 31,
2006, this remaining pre-change federal and s&tt@perating loss carryforward of $499,000 is stitije an annual limitation of
approximately $460,000. It is estimated that treegrange net operating losses and credits willlbe dvailable by 2008.

We have not updated our IRC Section 382 study aisalgr the tax year ended December 31, 2006. Xtemeof any additional
limitation, if any, on the availability to use ngperating losses and credits, is not known attifms.

As a result of the adoption of SFAS 123R, we reagwindfall tax benefits associated with the eisrof stock options directly to
stockholders’ equity only when realized. Accordingleferred tax assets are not recognized for petating loss carryforwards resulting
from windfall tax benefits occurring from January2D06 onward. At December 31, 2006, deferred $aets do not include $845,000 of
excess tax benefits from stock-based compensation.

Employee Benefit Plan

We implemented a 401(k) retirement savings andtmbéring plan (the “Plan”) effective January 299. We may make discretionary
annual contributions to the Plan, which is alloddtethe profit sharing accounts based on the numigears of employee service and
compensation. At the sole discretion of the Bodricectors, we may also match the participantsitcbutions to the Plan. We made no
discretionary or matching contributions to the Aa2006, 2005 and 2004.




Table of Contents

16.

17.

Stockholders’ Equity
Preferred Stock

We have authorized 5,000,000 shares of $.001 pae yaeferred stock, with no shares outstandingf &ecember 31, 2006 and 2005.
Our Board of Directors is authorized to designhteterms and conditions of any preferred stockssee without further action by the
common stockholders.

Treasury Stock

On August 11, 2003, the Board of Directors amenttledApril 3, 2001 authorization to purchase trepstiock and authorized the
repurchase of up to 3,000,000 shares of our constumk in the open market, from time to time untilghist 10, 2004 at a purchase price
per share not to exceed €15.00, based on the eyeate in effect on August 11, 2003. During 2008 repurchased 614,099 shares of
our Common Stock at an average cost of $3.69 @eedbr a total of $2,266,000.

In 2003, we sold 150,500 shares of treasury stock$42,000 at an average price of $3.60 per sfi&ebasis of the treasury stock sold
was the weighted average purchase price or $3.163haee with the difference of $10,000 accountedfoa reduction to additional paid-
in capital.

On December 6, 2003, we exchanged 1,447,755 sbbcesnmon stock (all listed on the Frankfurt Stéotchange) held in our treasury
for 1,447,755 of our unlisted outstanding commatistissued to former StemSource shareholders. $204yas accounted for as a
charge against additional paid-in capital relatmghe difference between the weighted averagehase price and fair market value of
the listed shares held in treasury at the tim&efeixchange.

In 2004, we repurchased 27,650 shares of our constoak for $76,000 on the open market at a pric20f5 per share. Additionally in
2004, we repurchased 262,602 shares of our comtnok fr $976,000 from a former director and offiof StemSource at a price of
$3.72 per share.

Our repurchase program expired on August 10, 20@thave no plans to initiate a new repurchase progat this time.
Stockholders Rights Plan

On May 28, 2003, the Board of Directors declarelivadend distribution of one preferred share pusehaght (a “Right”) for each
outstanding share of our Common Stock. The dividenmhyable to the stockholders of record on JUn2Q03, and with respect to
shares of Common Stock issued thereafter untiDiktribution Date (as defined below) and, in certeircumstances, with respect to
shares of Common Stock issued after the Distribufiate. Except as set forth below, each Right, whieecomes exercisable, entitles
the registered holder to purchase from us one lbogstndth (1/1000th) of a share of our Series RReRed Stock, $0.001 par value per
share (the “Preferred Stock”), at a price of $25600ne one-thousandth (1/1000th) of a shareefeRed Stock, subject to adjustment.
Each share of the Preferred Stock would entitlentiider to Common Stock with a value of twice tpaid for the Preferred Stock. The
description and terms of the Rights are set forth Rights Agreement (the “Rights Agreement”) bemas and Computershare Trust
Company, Inc., as Rights Agent, dated as of May2P93, and as amended on May 12, 2005.

The Rights attach to all certificates represensingres of our Common Stock outstanding, and adereed by a legend on each share
certificate, incorporating the Rights Agreementréference. The Rights trade with and only withdkeociated shares of the Company’s
Common Stock and have no impact on the way in whattlers can trade the Company’s shares. UnlesRitiieés Agreement were to be
triggered, it would have no effect on the Compathgdkance sheet or income statement and shouldritatax effect on the Company or
its stockholders. The Rights Agreement is triggernedn the earlier to occur of (i) a person or grotipffiliated or associated persons
having acquired, without the prior approval of Bward, beneficial ownership of 15% or more of thstanding shares of Common
Stock or (ii) 10 days, or such later date as tharBanay determine, following the commencement afroarouncement of an intention to
make, a tender offer or exchange offer the consuinomaf which would result in a person or groupaffiliated or associated persons
becoming an Acquiring Person (as defined in théehiBig\greement) except in certain circumstances“@h&ribution Date”). The Rights
are not exercisable until the Distribution Date arilllexpire at the close of business on May 29,2Qnless we redeem them earlier.
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18. Stock-based Compensation

During 2004, we adopted the 2004 Equity IncentilanRthe “2004 Plan”), which provides our employedisectors and consultants the
opportunity to purchase our common stock throughaqualified stock options, stock appreciation righestricted stock units, or
restricted stock and cash awards. The 2004 Plgaliyniprovides for issuance of 3,000,000 sharegwfcommon stock, which number
may be cumulatively increased (subject to Boardrditon) on an annual basis beginning January @5,20hich annual increase shall |
exceed 2% of our then outstanding stock.

During 1997, we adopted the 1997 Stock Option andkSPurchase Plan (the “1997 Plamjjich provides for the direct award or sale
shares and for the grant of incentive stock opt{6f&0s”) and non-statutory options to employeésators or consultants. The 1997
Plan, as amended, provides for the issuance af ¥00,000 shares of our common stock. The exeprise of ISOs cannot be less ti
the fair market value of the underlying sharestendate of grant. ISOs can be granted only to eyaegpla

Generally, awards issued under the 2004 Plan ct98& Plan are subject to four-year vesting, ane ldacontractual term of 10 years.
Most awards contain one of the following two vegtprovisions:

» 25% of a granted award will vest after one yeas@fivice, while an additional 1/48 of the award wilist at the end ¢
month thereafter for 36 months, or

» 1/48 of the award will vest at the end of each awer a four-year period.

A summary of activity for the options under the 2@hd 1997 Plans for the year ended December 88, i2@&s follows :

Weighted

Average

Exercise

Options Price

Balance as of January 1, 2006 5,784,74. $ 4.1z
Granted 904,85( $ 7.1¢
Exercised (397,209 $ 2.3¢€
Expired (46,57) $ 6.5¢%
Cancelled/forfeited (311,789 $ 5.31
Balance as of December 31, 2006 5,934,02 ¢ 4.62

Weighted
Average
Weighted  Remaining
Average Contractual Aggregate

Exercise Term Intrinsic
Options Price (years) Value
Balance as of December 31, 2006 5,934,02! $ 4.6z 5.6 $13,079,82
Vested and unvested expected to vest at
December 31, 2006 5,845,48 $ 4.47 5.6 $12,982,37
Vested and exercisable at December 31, : 4,381,60: $ 4.27 4.5 $10,991,01

The following table summarizes information abouti@ps outstanding under the 2004 and 1997 Plan$ Bscember 31, 2006:

Weighted
Weighted Average Weighted
Average  Remaining Average
Options  Exercise Contractual Life Options Exercise
Range of Exercise Price Outstanding Price in Years Vested Price
Less than $2.00 291,40 $ 0.2¢ 1.¢ 291,40($ 0.2¢

$2.00 - 3.99 2,036,53'$ 3.07 4.2 1,676,13'%$ 3.07



$4.00 - 5.99
$6.00 - 7.99
$8.00-9.99
More than $10.00

1,819,38($
1,450,19( $
259,50( $
77,000 §

4.3z
6.87
8.6¢
13.1¢

5.9 1,466,49: $

6.3 814,08(%
8.9 56,47¢$
3.7 77,000 ¢

4,381,60:

4.2¢
6.97
8.6t
13.1¢
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The total intrinsic value of stock options exerdiseas $1,913,000, $1,049,000 and $122,000 for ¢laesyended December 31, 2006,
2005 and 2004, respectively.

The fair value of each option awarded during tharysded December 31, 2006 was estimated on theofigtant using the Black-
Scholes-Merton option valuation model based orfdlewing weighted-average assumptions:

Expected term 6 year
Risk-free interest rate 4.5(%
Volatility 78.61%
Dividends —
Resulting weighted average grant date fair value

$ 5.2¢

The expected term assumption was estimated usintsitmplified method,” as described in Staff Accting Bulletin No. 107, “Share-
Based Payment” (“SAB 107”). This method estimakesdxpected term of an option based on the avefate vesting period and the
contractual term of an option award.

The expected volatility assumption is based orhth®rical volatility of our common stock since tfiest day we became publicly traded
(August 2000).

The weighted average risk-free interest rate remtsshe interest rate for treasury constant ntgtinstruments published by the Federal
Reserve Board. If the term of available treasurystant maturity instruments is not equal to theeeigd term of an employee option, we

use the weighted average of the two Federal Resexugities closest to the expected term of thel@yep option.

The dividend yield has been assumed to be zer@daMhave never declared or paid any dividendglando not currently anticipate
paying any cash dividends on our outstanding sh#resmmon stock in the foreseeable future.

The following summarizes the total compensatiort tesognized in the accompanying financial statasen

For the years ended December 31,

2006 2005 2004
Total compensation cost for share-based payment
arrangements recognized in the statement of opesahet
of tax of $0) $ 3,220,000 $ 404,000 $ 128,00(
Total compensation cost capitalized as part otts of an
asset — — —

As of December 31, 2006, the total compensatiohretsted to non-vested stock options not yet razzagl for all of our plans is
approximately $4,123,000. These costs are expéatee recognized over a weighted average periddasf years.

In calculating the fair value of option awards dezhafter January 1, 2006, we generally used thie saethodologies and assumptions
employed prior to our adoption of SFAS 123R. Fatamce, our estimate of expected volatility is Haseclusively on our historical
volatility, since we have granted options that yasely based on the passage of time and othemés the criteria to exclusively rely
historical volatility, as set out in SAB 107. Waldhowever, change our policy of attributing thetoof share-based payment awards
granted after January 1, 2006 from the “gradedmngstpproach” to the “straight-line” method. Weibek that this change more
accurately reflects the manner in which our empdsyeest in an option award.

In connection with convertible bridge financinglii98 and 1999, we issued warrants to purchase @Sl@res of our Series C
convertible preferred stock. Upon conversion of autstanding preferred stock in August 2000, theravdas became immediately
exercisable into shares of our common stock. ABexfember 31, 2004, 2,777 of these warrants haddeaauised. The remaining 22,2
warrants were exercised in the third quarter of5208sulting in cash proceeds to us of approxirag0,000.

Cash received from stock option and warrant exesdier the years ended December 31, 2006, 2002@0wiwas approximately
$920,000, $224,000, and $29,000, respectively. SEZER requires that cash flows resulting from tagwttions in excess of the



cumulative compensation cost recognized for optexescised (excess tax benefits) be classifiedsls mflows provided by financing
activities and cash outflows used in operatingvitis. No income tax benefits have been recorééated to the stock option exercises.
SFAS 123R prohibits recognition of tax benefitsdaercised stock options until such benefits aatized. As we presently have tax loss
carryforwards from prior periods and expect to intexx losses in 2007, we are not able to benefibfthe deduction for exercised stock
options in the current reporting period.

In November 2005, the FASB issued Staff PositidBR}F-No. FAS 123(R)-3, “Transition Election RelatedAccounting for Tax Effects
of Share-Based Payment Awards” (FSP 123R-3). We kiacted to adopt the alternative transition mehrovided in the FSP 123R-3
for calculating the tax effects of stock-based cengation pursuant to SFAS 123R. The alternativesitian method includes simplified
methods to establish the beginning balance of fREC/pool related to the tax effects of employeelsioased compensation, and to
determine the subsequent impact on the APIC pablGonsolidated Statements of Cash Flows of theff@cts of employee stock-based
compensation awards that are outstanding upon iadopt SFAS 123R.

To settle stock option awards that have been eseztcive will issue new shares of our common statRecember 31, 2006, we have an
aggregate of 76,260,591 shares authorized andhblatio satisfy option exercises under our plans.

Cash used to settle equity instruments grantedrisidee-based payment arrangements amounted toafQoeriods presented.
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Award Modification

In May 2006, our Senior Vice President of Finaneé Administration, Treasurer, and Principal AccangtOfficer terminated full-time
employment with us. In connection with his full-enemployment termination, we extended the exepgsiod of his 204,997 vested
stock options as of May 31, 2006 to December 3Q072Moreover, we entered into a part-time employnagmeement with him
according to which all stock option vesting ceaasdf May 31, 2006, resulting in the cancellatibi@®003 non-vested stock options on
May 31, 2006.

In connection with a broader reduction in force,eliminated the positions of our Senior Vice Presig Business Development, and \
President, Marketing & Development, on July 25,2008e subsequently entered into short-term employragreements with the
individuals formerly holding these positions. Thasdividuals continued to provide service to uddwing the elimination of their forme
positions on July 25, 2006. At the time these pmsét were eliminated, 142,686 non-vested stoclooptheld by these two employees
were forfeited. Moreover, subject to certain resiohs, we extended the exercise period for 328y&sded stock options held by these
employees to December 31, 2007.

We also eliminated the position of a less senigplegee on July 31, 2006. Simultaneously, we comtihthe individual’s employment in
a new capacity; however, we cancelled 8,125 notedestock options held by this individual on July 2006.

In connection with the above modifications andénadance with SFAS 123R, we recorded additionpéase of $567,000 in the year
ended December 31, 2006, respectively, as compeoénésearch and development, general and adnaitivgt and sales and marketing
expense. This charge constitutes the entire expefeted to these options, and no future periodgssawill be required.

In August 2005, our Chief Operating Officer (“COQEpased employment with us. We paid the former @o@np sum cash
severance payment of $155,164 and extended thesppatation exercise period for two years on 253y&éted stock options. In
addition to the cash severance payment, we recatdedl based compensation expense of $337,00@ ithitfd quarter of 2005, which
represents the intrinsic value of the options lgldhe COO at the date of the modification.

Non-Employee Stock Based Compensation

In the first quarter of 2006, we granted 2,500 shaf restricted common stock to a non-employesn$ific advisor. Because the shares
granted are not subject to additional future vgstinservice requirements, the stock based compensxpense of approximately
$18,000 recorded in the first quarter of 2006 dtuitsts the entire expense related to this award narfuture period charges will be
required. The stock is restricted only in thatahoot be sold for a specified period of time. Tremeno vesting requirements. This
scientific advisor will also be receiving cash ddesation as services are performed. The fair vafube stock granted was $7.04 per
share based on the market price of our common stodke date of grant. There were no discountsieghfidr the effects of the
restriction, since the value of the restrictiomamsidered to be de minimis. The entire chargel8{®0 was reported as a component of
research and development expenses.

In the second quarter of 2005, we granted 20,080=stof restricted common stock to a non-emplogemsfic advisor. Because the
shares granted are not subject to additional futesting or service requirements, the stock basatpensation expense of approximately
$63,000 recorded in the second quarter of 2005casngonent of research and development expensétotesthe entire expense rela

to this grant, and no future period charges wiltdguired. The fair value of the stock granted $&45 per share based on the market
price of our common stock on the date of grant. Jtbek is restricted only in that it cannot be doida specified period of time. There
are no vesting requirements. This scientific adwsidl also be receiving cash consideration asises/are performed.

We issued 10,000 stock options to a non-employeedisulting services for the year ended Decembge2@04. The fair value per share
of these stock options was $3.17. As a result,agended stock based compensation expense of $3@00® year ended December 31,
2004. The expense recorded constitutes the enxjirense related to these options, and no futuregetiarges will be required. The fair
value of the grant was estimated using the Bladiefs option-pricing model with the following weigld average assumptions for the
year ended December 31, 2004: expected dividend gfé).0%, risk-free interest rate of 4.3%, expgelctrolatility factor of 87% and life
of 7 years.
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19.

Related Party Transactions
Refer to note 4 for a discussion of related padpgactions with Olympus.

As of December 31, 2006, Medtronic holds 1,000 §léres of our common stock, which constitutes apprately 5.34% of our
outstanding common stock at December 31, 2006tHeoyears ended December 31, 2006, 2005 and 2@Had/sales to Medtronic of
$1,451,000, $5,634,000 and $4,085,000, respectivelich represented 18.3%, 93.8% and 59.9% of prtaduct and development
revenues, respectively. At December 31, 2006, 2808,2004, we had gross amounts due from Medtafr$224,000, $721,000, and
$767,000, respectively.

20. Quarterly Information (unaudited)

21.

The following unaudited quarterly financial infortiza includes, in management’s opinion, all themakand recurring adjustments
necessary to fairly state the results of operatansrelated information for the periods presented.

For the three months ended
March 31, June 30, September 3C December 31

2006 2006 2006 2006
Product revenues $ 502,000 $ 453,00( $ 133,000 $ 363,00(
Gross profit (loss) 48,00( (51,000 (250,000) 70,00(
Development revenues 830,00( 63,00( 351,00( 5,232,001
Operating expenses 8,418,000  7,437,00! 8,969,00! 7,324,001
Other income 84,00( 112,00( 101,00( 111,00(
Net loss $(7,456,000) $(7,313,000 $ (8,767,000 $ (1,911,00I)
Basic and diluted net loss per share $ (0.49 $ (0.47) $ (059 % (0.10

For the three months ended
March 31, June 30, September 3C December 31

2005 2005 2005 2005
Product revenues $ 1,755,000 $ 1,477,000 $ 1,544,000 $ 858,00(
Gross profit 1,010,001 739,00( 616,00( 115,00(
Development revenues 34,00( 64,00( 38,00( 235,00(
Operating expenses 5,673,000 6,154,001 8,523,00! 10,600,00
Other income (loss) 2,00( (8,000 5,581,00! (4,114,00i)
Net loss $(4,527,00) $(5,359,00) $ (2,288,000) $ (14,364,00)
Basic and diluted net loss per share $ (0.32) $ (0370 $ (0.15 $ (0.96)

Subsequent Events

In February 2007, we entered into a Placement Agé&igceement with Piper Jaffray & Co. (“Piper Jafffppursuant to which Piper
Jaffray agreed to act as our placement agent éootfiering and sale of shares to certain instingl@and accredited investors of units
consisting of 3,745,645 shares of common stockla®@d2,823 common stock warrants (with an exengigee of $6.25 per share) for
proceeds of approximately $19,700,000, net of agetacement and financial advisor fees and othpeeses totaling approximately
$1,800,000. The offering was made pursuant toraiF®-3 shelf registration statement and was sufidgssompleted on February 28,
2007.

Also in March 2007, we entered into a Common S@gkchase Agreement to sell 1,000,000 shares ofjisteeed common stock to
Green Hospital Supply, Inc. for $6,000,000 cashhtnCommon Stock Purchase Agreement we agreesbioSEC registration of the
shares for resale if so requested. The closingetale of shares is expected to occur early is¢bend quarter of 2007.
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Item 9. Changes in and Disagreements with Account&on Accounting and Financial Disclosure

Not applicable.
Item 9A. Controls and Procedures

Christopher J. Calhoun, our Chief Executive Offj@rd Mark E. Saad, our Chief Financial Officeteagvaluating the effectiveness of
our “disclosure controls and procedures” (as defimeSecurities Exchange Act Rule 13a-15(e)), hmwecluded that as of December 31,
2006, our disclosure controls and procedures deetefe.
Item 9B. Other Information

None

PART IlI

Item 10. Directors, Executive Officers and Corpora¢ Governance

The information called for by Item 10 is incorpaeatherein by reference to the material under tp&ass “Election of Directors” and
“Directors, Executive Officers and Corporate Gowaree” in our proxy statement for our 2007 annuatldtolders’ meeting, which will be
filed with the SEC on or before April 30, 2007.

Item 11. Executive Compensation

The information called for by Item 11 is incorpaatherein by reference to the material under tpéaa“Executive Compensation” in
our proxy statement for our 2007 annual stockhaldeeeting, which will be filed with the SEC on lmefore April 30, 2007.

Item 12. Security Ownership of Certain Beneficial Qvners and Management and Related Stockholder Matter

The information called for by Item 12 is incorpa@atherein by reference to the material under tpéaa“Security Ownership of Certain
Beneficial Owners and Management” in our proxyestant for our 2007 annual stockholderseting, which will be filed with the SEC on
before April 30, 2007.
Item 13. Certain Relationships and Related Transa&ns, and Director Independence

The information called for by Item 13 is incorpa@eatherein by reference to the material under tp&aa“Information Concerning
Directors and Executive Officers- Certain Relatlups and Related Transactions” in our proxy staterfa our 2007 annual stockholders’
meeting, which will be filed with the SEC on or bef April 30, 2007.

Item 14. Principal Accountant Fees and Services

The information called for by Item 14 is incorpaatherein by reference to the material under tpéaa“Principal Accountant Fees and
Services” in our proxy statement for our 2007 athstackholders meeting, which will be filed withetlSEC on or before April 30, 2007.
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PART IV

Iltem 15. Exhibits and Financial Statement Schedules

(@) (1)

Financial Statements

Report of KPMG LLP, Independent Registered Publicdunting Firm

Consolidated Balance Sheets as of December 31, &0D&005

Consolidated Statements of Operations and Compséreehoss for the years ended December 31, 20@%5 aad 2004

Consolidated Statements of Stockholders’ Defidittie years ended December 31, 2006, 2005 and 2004

Consolidated Statements of Cash Flows for the yeadled December 31, 2006, 2005 and 2004

Notes to Consolidated Financial Stateme

(@ (2)

Financial Statement Schedules

SCHEDULE Il — VALUATION AND QUALIFYING ACCOUNTS

For the years ended December 31, 2006, 2005 artd 200
(in thousands of dollars)

Allowance for doubtful

accounts:

Year ended December 31,

2006

Year ended December 31,

2005

Additions/
Balance at (Reductions) Charged tc
beginning of ((charges)/ credits tt  Other Balance at
year expense) Accounts Deductions end of yeal
$ 9% —$ —$ (M$ 2
$ 8% 1$ —$ —$ 9

Year ended December 31,

2004

$ 62 % (44)% —$ (10)$ 8
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(@)(3)

Exhibit
Number

Exhibits

Description

3.1

3.2

3.3

4.1

4.2

10.1#

10.1.1#

10.2+

10.3+

10.4+

10.5+

10.7

Amended and Restated Certificate of Incorporatii@d as Exhibit 3.1 to our Form 10-Q Quarterly Rep
as filed on August 13, 2002 and incorporated bgreafce herein)

Amended and Restated Bylaws of Cytori Therapeulics,(filed as Exhibit 3.2 to our Form X@-Quarterly
Report, as filed on August 14, 2003 and incorparatereference herein)

Certificate of Ownership and Merger (effecting nachange to Cytori Therapeutics, Inc.) (filed as iBith
3.1.1 to our Form 10-Q, as filed on November 14328nd incorporated by reference herein)

Rights Agreement, dated as of May 19, 2003, betw®eari Therapeutics, Inc. and Computershare Trust
Company, Inc. as Rights Agent, which includes: dsiliit A thereto, the Form of Certificate of
Designation, Preferences and Rights of Series RfeiPed Stock of Cytori Therapeutics, Inc.; as
Exhibit B thereto, the Form of Right Certificateidh as Exhibit C thereto, the Summary of Rights to
Purchase Series RP Preferred Stock (filed as Bxhibito our Form 8-A which was filed on May 30,
2003 and incorporated by reference herein)

Amendment No. 1 to Rights Agreement dated as of Vjy2005, between Cytori Therapeutics, Inc. and
Computershare Trust Company, Inc. as Rights Adéeadtl @s Exhibit 4.1.1 to our Form 8-K, which was
filed on May 18, 2005 and incorporated by refereimeesin).

Amended and Restated 1997 Stock Option and StoahBse Plan (filed as Exhibit 10.1 to our Form 10
registration statement, as amended, as filed oiM2®, 2001 and incorporated by reference herein)

Board of Directors resolution adopted Novemberd®@&regarding determination of fair market value fo
stock option grant purposes (incorporated by refedo Exhibit 10.10.1 filed herewith)

Development and Supply Agreement, made and entet@ds of January 5, 2000, by and between the
Company and Medtronic (filed as Exhibit 10.4 to Borm 10 registration statement, as amended, as
filed on June 1, 2001 and incorporated by referémrein)

Amendment No. 1 to Development and Supply Agreenedfdactive as of December 22, 2000, by and
between the Company and Medtronic (filed as ExHiBib to our Form 10 registration statement, as
amended, as filed on June 1, 2001 and incorpolatedference herein)

License Agreement, effective as of October 8, 2092and between the Company and Medtronic PS
Medical, Inc. (filed as Exhibit 2.2 to our Currd®éport on Form 8-K which was filed on October 23,
2002 and incorporated by reference herein)

Amendment No. 2 to Development and Supply Agreenedfective as of September 30, 2002, by and
between the Company and Medtronic, Inc. (filed =alsiliit 2.4 to our Current Report on Form 8-K
which was filed on October 23, 2002 and incorpatduye reference herein)

Amended Master Security Agreement between the Coyngad General Electric Corporation, September,
2003 (filed as Exhibit 10.1 to our Form 10-Q Qudyt®eport, as filed on November 12, 2003 and
incorporated by reference herein)



10.8#

10.8.1

10.9#

10.10#

10.10.14

10.11

10.12#

10.13#

10.14#

10.15#

10.16#

10.17#

10.18#

10.19#

Asset Purchase Agreement dated May 7, 2004 bet@gtmi Therapeutics, Inc. and MAST Biosurgery .
(filed as Exhibit 2.1 to our Form 8-K Current Repars filed on May 28, 2004 and incorporated by
reference herein.)

Settlement Agreement dated August 9, 2005, betWb&8BT Biosurgery AG, MAST Biosurgery, Inc. and
the Company (filed as Exhibit 10.26 to our FormQQwhich was filed on November 14, 2005 and
incorporated by reference herein)

Offer Letter for the Position of Chief Financialf@ér dated June 2, 2004 between the Company amk Ma
Saad (filed as Exhibit 10.18 to our Form 10-Q QerytReport, as filed on August 16, 2004 and
incorporated by reference herein)

2004 Equity Incentive Plan of Cytori Therapeutics, (filed as Exhibit 10.1 to our Form 8-K Current
Report, as filed on August 27, 2004 and incorparatereference herein)

Board of Directors resolution adopted November@&regarding determination of fair market value fo
stock option grant purposes (filed herewith)

Exclusive Distribution Agreement, effective July, 2§04 by and between the Company and Senko Mt
Trading Co. (filed as Exhibit 10.25 to our Form QOQuarterly Report, as filed on November 15, 2004
and incorporated by reference herein)

Notice and Agreement for Stock Options Grant Purst@Cytori Therapeutics, Inc. 1997 Stock Optiod
Stock Purchase Plan; (Nonstatutory) (filed as BxAi®.19 to our Form 10-Q Quarterly Report, asffile
on November 15, 2004 and incorporated by referéecein)

Notice and Agreement for Stock Options Grant Purst@Cytori Therapeutics, Inc. 1997 Stock Optiod
Stock Purchase Plan; (Nonstatutory) with Cliffdéilas Exhibit 10.20 to our Form 10-Q Quarterly
Report, as filed on November 15, 2004 and incoteadray reference herein)

Notice and Agreement for Stock Options Grant Purst@Cytori Therapeutics, Inc. 1997 Stock Optiod
Stock Purchase Plan; (Incentive) (filed as ExHibBi21 to our Form 10-Q Quarterly Report, as filed o
November 15, 2004 and incorporated by referenceier

Notice and Agreement for Stock Options Grant Purst@Cytori Therapeutics, Inc. 1997 Stock Optiod
Stock Purchase Plan; (Incentive) with Cliff (filad Exhibit 10.22 to our Form 10-Q Quarterly Report,
as filed on November 15, 2004 and incorporatedeligrence herein)

Form of Options Exercise and Stock Purchase AgraeRelating to the 2004 Equity Incentive Plan file
as Exhibit 10.23 to our Form 1IQ-Quarterly Report, as filed on November 15, 200d iacorporated k
reference herein)

Form of Notice of Stock Options Grant Relatinghte 2004 Equity Incentive Plan (filed as Exhibit2to
our Form 10-Q Quarterly Report, as filed on Novenidg 2004 and incorporated by reference herein)

Separation Agreement and General Release dated JuBR005, between John K. Fraser and the Company
(filed as Exhibit 10.25 to our Form 10-Q QuartelRigport as filed on November 14, 2005 and
incorporated by reference herein)

Consulting Agreement dated July 15, 2005, betweén K. Fraser and the Company (filed as Exhibit



10.20

10.21#

10.22

10.23

10.24#

10.25#

10.26#

10.27+

10.28+

10.29+

10.30+

10.31+

10.28 to our Form 10-Q Quarterly Report as filed\mvember 14, 2005 and incorporated by reference
herein)

Agreement Between Owner and Contractor dated Octidye2005, between Rudolph and Sletten, Inc. anc
the Company (filed as Exhibit 10.20 to our FormKL@nnual Report as filed on March 30, 2006 and
incorporated by reference herein)

Severance Agreement and General Release dated tALly005, between Sharon V. Schulzki and the
Company (filed as Exhibit 10.27 to our Form 10-QaQerly report as filed on November 14, 2005 and
incorporated by reference herein)

Common Stock Purchase Agreement dated April 285 20€ween Olympus Corporation and the Com|
(filed as Exhibit 10.21 to our Form 10-Q QuartelRgport as filed on August 15, 2005 and incorporatec
by reference herein)

Sublease Agreement dated May 24, 2005, betweereBitmgec, Inc. and the Company (filed as Exhibit
10.21 to our Form 10-Q Quarterly Report as fileddagust 15, 2005 and incorporated by reference
herein)

Employment Offer Letter to Doug Arm, Vice PresidehDevelopment-Biologics, dated February 1, 2C
(filed as Exhibit 10.21 to our Form 10-Q QuartelRlgport as filed on August 15, 2005 and incorporatec
by reference herein)

Employment Offer Letter to Alex Milstein, VicBresident of Clinical Research, dated May 1, 20i0&d(as
Exhibit 10.21 to our Form 10-Q Quarterly Reporfiksl on August 15, 2005 and incorporated by
reference herein)

Employment Offer Letter to John Ransom, Vice-Pressicbf Research, dated November 15, 2005 (filed as
Exhibit 10.26 to our Form 10-K Annual Report agdilon March 30, 2006 and incorporated by
reference herein)

Joint Venture Agreement dated November 4, 2005ydxt Olympus Corporation and the Company (filed
as Exhibit 10.27 to our Form 10-K Annual Reporfieel on March 30, 2006 and incorporated by
reference herein)

License/ Commercial Agreement dated November 45 2668tween Olympu€&ytori, Inc. and the Compat
(filed as Exhibit 10.28 to our Form 10-K Annual Rejpas filed on March 30, 2006 and incorporated by
reference herein)

License/ Joint Development Agreement dated Novemp2005, between Olympus Corporation, Olympus:
Cytori, Inc. and the Company (filed as Exhibit 1®ta our Form 10< Annual Report as filed on Mar
30, 2006 and incorporated by reference herein)

Shareholders Agreement dated November 4, 2005 geet@lympus Corporation and the Company (filed
as Exhibit 10.30 to our Form 10-K Annual Reporfikesl on March 30, 2006 and incorporated by
reference herein)

Exclusive Negotiation Agreement with Olympus Cogdam, dated February 22, 2006 (filed as Exhibit
10.31 to our Form 10-Q Quarterly Report as filedvtay 15, 2006 and incorporated by reference
herein)



10.32

10.33

10.34

10.35#

10.36#

10.37#

10.38#

10.39+

10.39.1

10.40#

10.41#

10.42

14.1

23.1

Common Stock Purchase Agreement, dated AugustO®, 2y and between Cytori Therapeutics, Inc. and
Olympus Corporation (filed as Exhibit 10.32 to ¢iarm 8-K Current Report as filed on August 15,
2006 and incorporated by reference herein)

Form of Common Stock Subscription Agreement, dategust 9, 2006 (Agreements on this form were
signed by Cytori and each of respective investothe Institutional Offering) (filed as Exhibit BR to
our Form 8-K Current Report as filed on August 2806 and incorporated by reference herein)

Placement Agency Agreement, dated August 9, 2088den Cytori Therapeutics, Inc. and Piper Jaf&:
Co. (filed as Exhibit 10.34 to our Formk8Current Report as filed on August 15, 2006 armbrporate!
by reference herein)

Stock Option Extension Agreement between Bruce &ut® and Cytori Therapeutics, Inc. effective July
25, 2006 (filed as Exhibit 10.35 to our Form QOQuarterly Report as filed on November 145, 200
incorporated by reference herein)

Stock Option Extension Agreement between ElizaBet8carbrough and Cytori Therapeutics, Inc.
effective July 25, 2006 (filed as Exhibit 10.360ur Form 10-Q Quarterly Report as filed on November
14, 2006 and incorporated by reference herein)

Employment Agreement between Bruce A. Reuter antdrCyherapeutics, Inc. effective July 25, 2006
(filed as Exhibit 10.37 to our Form 10-Q QuartelRigport as filed on November 14, 2006 and
incorporated by reference herein)

Employment Agreement between Elizabeth A. Scarbdrargl Cytori Therapeutics, Inc. effective July 25,
2006 (filed as Exhibit 10.38 to our Form 10-Q Q&dyt Report as filed on November 14, 2006 and
incorporated by reference herein)

Exclusive License Agreement between us and theiRegé the University of California dated Octobér, 1
2001 (filed as Exhibit 10.10 to our Form 10-K AnhRa&port as filed on March 31, 2003 and
incorporated by reference herein)

Amended and Restated Exclusive License Agreem#attiee September 26, 2006, by and between The
Regents of the University of California and Cytbherapeutics, Inc. (filed as Exhibit 10.39 to oorra
10-Q Quarterly Report as filed on November 14, 2806 incorporated by reference herein)

Stock Option Extension Agreement between Charldstt®aand Cytori Therapeutics, Inc. signed on May
24, 2006 and effective as of June 1, 2006 (fileBbdsbit 10.20 to our Form 10-Q Quarterly Report as
filed on August 14, 2006 and incorporated by rafeecherein)

Parttime Employment Agreement between Charles GalettibGytori Therapeutics, Inc. signed on May
2006 and effective as of June 1, 2006 (filed asHixh0.21 to our Form 10-Q Quarterly Report asdil
on August 14, 2006 and incorporated by referenceitne

Placement Agency Agreement, dated February 23,,280Ween Cytori Therapeutics, Inc. and Piper
Jaffray & Co. (filed as Exhibit 10.1 to our FornK8C€urrent Report as filed on February 26, 2007 and
incorporated by reference herei

Code of Ethics (filed as Exhibit 14.1 to our Ann&adport on Form 10-K which was filed on March 30,
2004 and incorporated by reference herein)

Consent of KPMG LLP, Independent Registered Pukticounting Firm (filed herewith).



31.1 Certification of Principal Executive Officer Pursudo Securities Exchange Act Rule 13a-14(a), aptsd
pursuant to Section 302 of the Sarbanes-Oxley A20602 (filed herewith).

31.2 Certification of Principal Financial Officer Pursuiado Securities Exchange Act Rule 13a-14(a), aptzd
pursuant to Section 302 of the Sarbanes-Oxley A2002 (filed herewith).

32.1 Certifications Pursuant to 18 U.S.C. Section 1&&urities Exchange Act Rule 13a-14(b), as adopted
pursuant to Section 906 of the Sarbanes - OxleyoA2002 (filed herewith).

+ Portions of these exhibits have been omitted puntsizaa request for confidential treatment.

# Indicates management contract or compensatory ptaarrangement.
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SIGNATURES

Pursuant to the requirements of Section 13 or 1&f(the Securities Exchange Act of 1934, the reaiitthas duly caused this registration
statement to be signed on its behalf by the ungieesi, thereunto duly authorized.

CYTORI THERAPEUTICS, INC.

By: /s/ Christopher J. Calhoun

Christopher J. Calhoun
Chief Executive Officer
March 30, 2003

Pursuant to the requirements of the Securities &xgh Act of 1934, this annual report has been digeéow by the following persons on
behalf of the registrant and in the capacities@mthe dates indicated.

SIGNATURE TITLE DATE

/sl Marshall G. Cox Chairman of the Board of Directors March 30, 2007
Marshall G. Cox

/sl Christopher J. Calhoun Chief Executive Officer, Director (Principal Exenug Officer) March 30, 2007
Christopher J. Calhoun

/s/ Marc H. Hedrick, MD President, Directol March 30, 2007
Marc H. Hedrick, MD

/sl Mark E. Saad Chief Financial Officer (Principal Financial Officg March 30, 2007
Mark E. Saad
/sl John W. Townsend Chief Accounting Officer March 30, 2007

John W. Townsend

/sl David M. Rickey Director March 30, 2007
David M. Rickey

/s/ Ronald D. Henriksen Director March 30, 2007
Ronald D. Henriksen

/sl E. Carmack Holmes, MD Director March 30, 2007
E. Carmack Holmes, MD

/s/ Paul W. Hawran Director March 30, 2007
Paul W. Hawran




EXHIBIT 10.10.1

As of January 1, 2007, the Board of Directors addphe policy that the fair market value of the @amy’s common stock for the
purposes of granting stock options under the Conipd®97 Stock Option and Purchase Plan and thé Eoiity Incentive Plan
shall be the closing price of the Company’s commstmek as quoted on the NASDAQ Stock Market on e af such grant.



EXHIBIT 23.1
Consent of Independent Registered Public Accountingirm

The Board of Directors
Cytori Therapeutics, Inc.:

We consent to the incorporation by reference iniReggion Statement Nos. (333-82074 and 333-122681Horm S-8 and in the registration
statements Nos. (333-140875 and 333-134129) on Be8nof Cytori Therapeutics, Inc., of our reportetbMarch 29, 2007, with respect to
the consolidated balance sheets of Cytori Ther&gseuhc. and subsidiaries as of December 31, 20@62005, and the related consolidated
statements of operations and comprehensive lasshsilders’ equity (deficit), and cash flows fochaf the years in the three-year period
ended December 31, 2006, and the related finastesis@dment schedule, which report appears in themker 31, 2006 annual report on
Form 10-K of Cytori Therapeutics, Inc. Our repantthe consolidated financial statements refera¢cQompany deriving a substantial
portion of its revenues from related parties ard@ompany’s adoption of Statement of Financial Aetimg Standards No. 123(R), “Share-
Based Payment,” effective January 1, 2006.

/sl KPMG

San Diego, California
March 30, 2007



EXHIBIT 23.1
Consent of Independent Registered Public Accountingirm

The Board of Directors
Cytori Therapeutics, Inc.:

We consent to the incorporation by reference iniReggion Statement Nos. (333-82074 and 333-122681Horm S-8 and in the registration
statements Nos. (333-140875 and 333-134129) on Be8nof Cytori Therapeutics, Inc., of our reportedtbMarch 28, 2007, with respect to
the consolidated balance sheets of Cytori Ther&gseuhc. and subsidiaries as of December 31, 20@62005, and the related consolidated
statements of operations and comprehensive lasshsilders’ equity (deficit), and cash flows fochaf the years in the three-year period
ended December 31, 2006, and the related finastesis@dment schedule, which report appears in themker 31, 2006 annual report on
Form 10-K of Cytori Therapeutics, Inc. Our repantthe consolidated financial statements refera¢cQompany deriving a substantial
portion of its revenues from related parties ard@ompany’s adoption of Statement of Financial Aetimg Standards No. 123(R), “Share-
Based Payment,” effective January 1, 2006.

/sl KPMG LLP

San Diego, California
March 30, 2007



EXHIBIT 31.2

Certification of Chief Financial Officer Pursuant to
Securities Exchange Act Rule 13a-14(a)
As Adopted Pursuant to
Section 302 of the Sarbanes-Oxley Act of 2002

I, Mark E. Saad, the Chief Financial Officer of @ytTherapeutics, Inc., certify that:
1. | have reviewed this annual report on FornKl&fCytori Therapeutics, Inc.;

2. Based on my knowledge, this report does not com@jnuntrue statement of a material fact or omg#itéde a material fact necess
to make the statements made, in light of the cistances under which such statements were madmisleading with respect to the period
covered by this report;

3. Based on my knowledge, the financial statementd other financial information included in théport, fairly present in all
material respects the financial condition, resofteperations and cash flows of the registrantfaara for, the periods presented in this rej

4. The registrant’s other certifying officer anare responsible for establishing and maintaimiisglosure controls and procedures (as
defined in Exchange Act Rules 13a-15(e) and 15&)}5{or the registrant and have:

€)) designed such disclosure controls and praesdor caused such disclosure controls and proesdo be designed under
our supervision, to ensure that material informatielating to the registrant, including its condated subsidiaries, is made known to
us by others within those entities, particularlyidg the period in which this report is being preszh

(b) evaluated the effectiveness of the registatisclosure controls and procedures and presémtiis report our
conclusions about the effectiveness of the discsantrols and procedures, as of the end of thegeovered by this report based
on such evaluation; and

(c) disclosed in this report any change in tiggsteant’s internal control over financial repogithat occurred during the
registrant’s most recent fiscal quarter that hatenally affected, or is reasonably likely to maadly affect, the registrant’s internal
control over financial reporting; and

5. The registrant’s other certifying officer anldave disclosed, based on our most recent evatuafiinternal control over financial
reporting, to the registrant’s auditors and theitacmmmittee of the registrant’s board of direct@spersons performing the equivalent
functions):

(@) all significant deficiencies and material Weesses in the design or operation of internalrobover financial reporting
which are reasonably likely to adversely affectbgistrant’s ability to record, process, summaaiad report financial information;
and

(b) any fraud, whether or not material, that iImes management or other employees who have disatirole in the

registrant’s internal control over financial repogt

Date: March 30, 2007
/s/ Mark E. Saad

Mark E. Saad,
Chief Financial Officer




EXHIBIT 32.1

CERTIFICATIONS PURSUANT TO 18 U.S.C. SECTION 1350/SECURITIES EXCHANGE ACT RULE 13a-14(b), AS ADOPTED
PURSUANT TO SECTION 906 OF THE SARBANES - OXLEY ACT OF 2002

In connection with the Annual Report on Form 104kCgtori Therapeutics, Inc. for the year ended Delser 31, 2006 as filed with the
Securities and Exchange Commission on the datehetaristopher J. Calhoun, as Chief Executive &gifiof Cytori Therapeutics, Inc., and
Mark E. Saad, as Chief Financial Officer of Cyfbhierapeutics, Inc., each hereby certifies, respelgti that:

1. The Form 10-K report of Cytori Therapeutias;.Ithat this certification accompanies fully comaplwith the requirements of
section 13(a) of the Securities Exchange Act 04193

2. The information contained in the Form 10-Kagmf Cytori Therapeutics, Inc. that this certéfiion accompanies fairly presents, in
all material respects, the financial condition aesults of operations of Cytori Therapeutics, Inc.

By: /s/ Christopher J. Calhoun
Dated: March 30, 2007 Christopher J. Calhoun
Chief Executive Officer

By: /s/ Mark E. Saad
Dated: March 30, 2007 Mark E. Saad
Chief Financial Officer




