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PART I. FINANCIAL INFORMATION
 

Item 1. Financial Statements
 

CUTERA, INC.
CONDENSED CONSOLIDATED BALANCE SHEETS

(in thousands)
(unaudited)

 

   

June 30,
2005

  

December 31,
2004

 
Assets          

Current assets:          
Cash and cash equivalents   $ 6,957  $ 7,070 
Marketable investments    67,762   59,200 
Accounts receivable, net    5,875   6,643 
Inventory    4,006   3,004 
Deferred tax asset    2,284   2,284 
Other current assets    1,554   878 

    
Total current assets    88,438   79,079 

Property and equipment, net    1,037   1,071 
Intangibles, net    372   399 
    

Total assets   $89,847  $ 80,549 

    
Liabilities and Stockholders’ Equity          
Liabilities:          

Accounts payable   $ 1,243  $ 1,195 
Accrued liabilities    8,542   8,194 
Deferred revenue    1,272   1,171 

    
Total current liabilities    11,057   10,560 

Deferred rent    872   648 
Deferred revenue, net of current portion    958   833 
Non-current portion of deferred tax liability    60   52 

    
Total liabilities    12,947   12,093 

    
Contingencies (Note 8)          
Stockholders’ equity:          

Common stock    11   11 
Additional paid-in capital    66,211   62,738 
Deferred stock-based compensation    (1,442)  (2,226)
Retained earnings    12,132   7,942 
Other comprehensive loss    (12)  (9)

    
Total stockholders’ equity    76,900   68,456 

    
Total liabilities and stockholders’ equity   $89,847  $ 80,549 

    
 

The accompanying notes are an integral part of these condensed consolidated financial statements.
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CUTERA, INC.
CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS

(in thousands, except per share data)
(unaudited)

 

   

Three Months Ended
June 30,

  

Six Months Ended
June 30,

 

   

2005

  

2004

  

2005

  

2004

 
Net revenue   $17,570  $12,265  $32,717  $23,845 
Cost of revenue(1)    4,883   3,400   8,896   7,049 
      

Gross profit    12,687   8,865   23,821   16,796 
      
Operating expenses:                  

Sales and marketing    5,795   4,623   11,543   8,901 
Research and development    1,335   1,047   2,416   2,006 
General and administrative    2,127   1,909   4,198   3,978 
Amortization of deferred stock-based compensation (2)    270   316   668   637 

      
Total operating expenses    9,527   7,895   18,825   15,522 

      
Income from operations    3,160   970   4,996   1,274 
Interest and other income (expense), net    516   (2)  802   57 
      
Income before income taxes    3,676   968   5,798   1,331 
Provision for income taxes    (972)  (377)  (1,608)  (519)
      

Net income   $ 2,704  $ 591  $ 4,190  $ 812 
      
Net income available to common stockholders used in basic earnings per share   $ 2,704  $ 576  $ 4,190  $ 648 
      
Net income per share:                  

Basic   $ 0.24  $ 0.06  $ 0.37  $ 0.11 
      

Diluted   $ 0.20  $ 0.05  $ 0.31  $ 0.07 
      
Weighted-average number of shares used in per share calculations:                  

Basic    11,345   10,289   11,221   5,997 
      

Diluted    13,585   12,960   13,536   10,921 
 

     
(1) Cost of revenue includes amortization of stock-based compensation of:   $ 32  $ 39  $ 61  $ 90 
      
(2) Amortization of stock-based compensation is attributable to the following operating expense categories:                  

Sales and marketing    37   64   89   147 
Research and development    77   105   181   204 
General and administrative    156   147   398   286 

      
    270   316   668   637 
      

Total amortization of stock-based compensation   $ 302  $ 355  $ 729  $ 727 
      
 

The accompanying notes are an integral part of these condensed consolidated financial statements.
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CUTERA, INC.
CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS

(in thousands)
(unaudited)

 

   

Six Months Ended
June 30,

 

   

2005

  

2004

 
Cash flows from operating activities:          
Net income   $ 4,190  $ 812 
Adjustments to reconcile net income to net cash provided by operating activities:          

Depreciation and amortization    318   246 
Allowance for doubtful accounts    (85)  102 
Reserve for excess and obsolete inventory    393   95 
Deferred stock-based compensation    729   727 
Change in deferred tax asset    8   (397)
Tax benefit related to employee stock options    1,314   88 
Loss on disposal of assets    —     104 
Changes in assets and liabilities:          

Accounts receivable    853   952 
Inventory    (1,395)  (791)
Other current assets    (676)  (114)
Accounts payable    48   472 
Accrued liabilities    348   (545)
Deferred rent    224   424 
Deferred revenue    226   311 

    
Net cash provided by operating activities    6,495   2,486 

    
Cash flows from investing activities:          
Acquisition of property and equipment    (257)  (565)
Proceeds from sales of marketable investments    13,450   —   
Proceeds from maturities of marketable investments    2,010   —   
Purchase of short term investments    (24,025)  (6,094)
    

Net cash used in investing activities    (8,822)  (6,659)
    
Cash flows from financing activities:          
Proceeds from exercise of stock options    2,214   199 
Proceeds from issuance of common stock, net    —     46,336 
    

Net cash provided by financing activities    2,214   46,535 
    
Net (decrease) / increase in cash and cash equivalents    (113)  42,362 
Cash and cash equivalents at beginning of period    7,070   10,290 
    
Cash and cash equivalents at end of period   $ 6,957  $52,652 
    
Supplemental disclosure of non-cash activities:          

Deferred stock-based compensation, net of terminations   $ (55) $ (159)
Conversion of preferred to common stock   $ —    $ 7,372 

 
The accompanying notes are an integral part of these condensed consolidated financial statements.

 
 

5



Table of Contents

CUTERA, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

 
Note 1. Basis of Presentation
 The condensed consolidated financial statements include the accounts of Cutera, Inc. (the “Company”), a Delaware corporation, and its wholly owned
subsidiaries. All significant intercompany accounts and transactions have been eliminated.
 
The financial information furnished is unaudited. The condensed consolidated financial statements included in this report reflect all adjustments (consisting only
of normal recurring adjustments) that the Company considers necessary for the fair presentation of the results of operations for the interim periods covered and of
the financial condition of the Company at the date of the interim balance sheet. The results for interim periods are not necessarily indicative of the results for the
entire year. The condensed consolidated balance sheet at December 31, 2004 has been derived from the audited financial statements at that date. The condensed
consolidated financial statements should be read in conjunction with the Company’s financial statements and the notes thereto included in the Company’s annual
report on Form 10-K for the year ended December 31, 2004 filed with the Securities and Exchanged Commission (“SEC”) on March 25, 2005.
 
Significant Accounting Policies
 The Company’s significant accounting policies are disclosed in the Company’s annual report on Form 10-K for the year ended December 31, 2004 and have not
changed significantly as of June 30, 2005.
 
Note 2. Accounting for Stock-Based Compensation
 The Company accounts for stock-based employee compensation arrangements using the intrinsic value method and has adopted the disclosure-only provisions of
Statement of Financial Accounting Standard (“SFAS”) No. 123 “Accounting for Stock-Based Compensation”, as amended by SFAS No. 148, “Accounting for
Stock-Based Compensation-Transition and Disclosure.” The Company is required to disclose the pro forma effects on net income as if it had elected to use the
fair value approach to account for all its stock-based employee compensation plans.
 
The following table illustrates the effect on net income if the Company had applied the fair value recognition provisions of SFAS No. 123 to stock-based
employee compensation arrangements (in thousands, except per share data):
 

   

Three Months Ended
June 30,

  

Six Months Ended
June 30,

 

   

2005

  

2004

  

2005

  

2004

 
Net income, as reported   $ 2,704  $ 591  $ 4,190  $ 812 
Add: Stock-based employee compensation expense included in reported net income, net of related tax effects    222   283   492   581 
Less: Total stock-based employee compensation determined under fair-valued based method for all awards, net of

related tax effects    (437)   (352)  (934)  (661)
      
Pro forma net income   $ 2,489  $ 522  $ 3,748  $ 732 
      
Pro forma net income available to common stockholders, used in basic earnings per share:   $ 2,489  $ 509  $ 3,748  $ 444 
Basic net income per share:                  

As reported   $ 0.24  $ 0.06  $ 0.37  $ 0.11 
      

Pro forma   $ 0.22  $ 0.05  $ 0.33  $ 0.07 
      
Diluted net income per share:                  

As reported   $ 0.20  $ 0.05  $ 0.31  $ 0.07 
      

Pro forma   $ 0.18  $ 0.04  $ 0.28  $ 0.06 
      
 
In computing these pro forma amounts, the Company has used the minimum value method for options granted prior to January 15, 2004 (the date of the first
filing of the Company’s Form S-1 in connection with its initial public offering) and the fair value method for options granted after this date.
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The Company accounts for equity instruments issued to non-employees in accordance with the provisions of SFAS No. 123 and Emerging Issues Task Force
(“EITF”) No. 96-18, “Accounting for Equity Instruments That Are Issued to Other than Employees for Acquiring, or in Conjunction with Selling, Goods or
Services.” Equity instruments issued to non-employees are recorded at their fair value on the measurement date. The compensation expense for non-employee
option grants is recognized over the expected service period on a straight-line basis.
 
Note 3. Net Income Per Share
 Basic net income per share is computed by dividing net income available to common stockholders by the weighted-average number of common shares
outstanding for the period less the weighted average shares subject to repurchase. Diluted net income per share is computed by giving effect to all potential
dilutive common stock, including options and warrants. The following table sets forth the computation of basic and diluted net income per share (in thousands,
except per share amounts):
 

   

Three Months Ended
June 30,

  

Six Months Ended
June 30,

 

   

2005

  

2004

  

2005

  

2004

 
Numerator:                  

Net income   $ 2,704  $ 591  $ 4,190  $ 812 
Less: Amount allocated to participating preferred stockholders    —     (15)  —     (164)

        
Net income available to common stockholders –Basic   $ 2,704  $ 576  $ 4,190  $ 648 

        
Net income available to common stockholders – Diluted   $ 2,704  $ 591  $ 4,190  $ 812 

        
Denominator:                  

Weighted-average number of common shares outstanding used in computing basic net income per
share    11,345   10,289   11,221   5,997 

Dilutive potential common shares used in computing diluted net income per share    2,240   2,671   2,315   4,924 
        

Total weighted-average number of shares used in computing diluted net income per share    13,585   12,960   13,536   10,921 
        
 
Anti-dilutive securities
 The following outstanding options (prior to the application to the treasury stock method) were excluded from the computation of diluted net income per common
share for the periods presented because including them would have had an antidilutive effect (in thousands):
 

   

Three Months Ended
June 30,

  

Six Months Ended
June 30,

   

2005

  

2004

  

2005

  

2004

Options to purchase common stock   168  500  85  383
 
Note 4. Inventory
 Inventory consists of the following (in thousands):
 

   

June 30,
2005

  

December 31,
2004

Raw materials   $2,189  $ 1,510
Finished goods    1,817   1,494
     
   $4,006  $ 3,004
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Note 5. Warranty and Service Contracts
 The Company has a direct field service organization in the United States, Canada, and Japan that provides service for its products in these countries. The
Company has third party service providers in all other locations. The Company generally provides a warranty with its products, depending on the type of product.
After the warranty period, maintenance and support are offered on a service contract basis or on a time and materials basis.
 
Warranty reserve (in thousands):
 

   

June 30,
2005

  

June 30,
2004

 
Balance at December 31, 2004 and 2003   $ 1,850  $1,700 
Add: Accruals for warranties issued in 2005 and 2004    1,026   578 
Less: Settlements made during the period    (1,043)  (428)
    

Balance at June 30, 2005 and 2004   $ 1,833  $1,850 
    

 
Deferred service contract revenue (in thousands):
 

   

June 30,
2005

  

June 30,
2004

 
Balance at December 31, 2004 and 2003   $ 1,906  $1,322 
Add: Payments received    1,319   1,043 
Less: Revenue recognized    (1,028)  (727)
    

Balance at June 30, 2005 and 2004   $ 2,197  $1,638 
    

 
Service contract revenue is recognized on a straight-line basis over the period of the applicable service contract. Costs incurred under service contracts during the
three months ended June 30, 2005 and 2004 amounted to $303,000 and $223,000, respectively. For the six months ended June 30, 2005 and 2004, costs incurred
under service contracts were $491,000 and $352,000, respectively. All service contract costs are recognized as incurred.
 
Note 6. Comprehensive Income
 Comprehensive income generally represents all changes in stockholders’ equity except those resulting from investments or contributions by stockholders. The
Company’s unrealized gain / (loss) on marketable investments represents the only component of other comprehensive income that is excluded from net income.
The changes in components of other comprehensive income for the periods presented are as follows (in thousands):
 

   

Three Months Ended
June 30,

  

Six Months Ended
June 30,

 

   

2005

  

2004

  

2005

  

2004

 
Net income   $ 2,704  $ 591  $ 4,190  $ 812 
Unrealized gain / (loss) on available-for-sale investments    10   (4)  (3)  (4)
       

Comprehensive Income   $ 2,714  $ 587  $ 4,187  $ 808 
       

 
Note 7. Income Tax
 The interim effective income tax rate is based on management’s best estimate of the annual effective income tax rate. The effective tax rate for the three months
ended June 30, 2005 and 2004 was 26% and 39%, respectively. For the six months ended June 30, 2005 and 2004, the year-to-date tax rate was 28% and 39%,
respectively. These rates reflect applicable United States federal and state tax rates and the tax impact of foreign operations, offset by research and development
tax credits, tax exempt interest income and deductions for disqualifying incentive stock option exercises.
 
Undistributed earnings of the Company’s foreign subsidiaries of approximately $295,000 at June 30, 2005 are considered to be indefinitely reinvested and,
accordingly, no provision for federal and state income taxes has been provided thereon. Upon distribution
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of those earnings in the form of dividends or otherwise, the Company would be subject to both U.S. income taxes (subject to an adjustment for foreign tax credits)
and withholding taxes payable to various foreign countries.
 
The American Jobs Creation Act of 2004 (the “jobs Act”), enacted on October 22, 2004, provides for a temporary 85% dividends received deduction on certain
foreign earnings repatriated during a one-year period. The deduction would result in an approximate 5.25% federal tax rate on the repatriated earnings. To qualify
for the deduction, the earnings must be reinvested in the United States pursuant to a domestic reinvestment plan established by a company’s chief executive
officer and approved by the Company’s board of directors. Certain other criteria in the Jobs Act must be satisfied as well.
 
The Company does not anticipate it will apply the above provision to qualifying earnings repatriations in fiscal year 2005, however, the Company will continue to
analyze and assess whether such repatriation would be practical.
 
Note 8. Contingencies
 In February 2002, Palomar Medical Technologies (“Palomar”) filed a lawsuit against the Company in the United States District Court, District of Massachusetts.
The plaintiff alleges that by making, using, selling or offering for sale the Company’s CoolGlide CV, CoolGlide Excel, CoolGlide Vantage and CoolGlide Xeo
products, the Company is willfully and deliberately infringing U.S. Patent No. 5,735,844. This patent concerns a method and apparatus for removing hair with
light energy. Massachusetts General Hospital (“MGH”) later joined the lawsuit as an additional plaintiff, since Palomar is the exclusive licensee, and MGH is the
owner, of the patent at issue in the lawsuit. Palomar and MGH are seeking to enjoin the Company from selling products found to infringe the patent, and to obtain
compensatory and treble damages, reasonable costs and attorney’s fees, and other relief as the court deems just and proper. The Company is defending the action
vigorously, claiming that its products do not infringe applicable claims of the patent, and that these claims are invalid and unenforceable. Additionally, the
Company has filed a counterclaim alleging that the patent should be declared unenforceable because of inadequate disclosures made to the U.S. Patent and
Trademark Office by the plaintiffs during that patent’s prosecution with the U.S. Patent and Trademark Office. The litigation is active and the parties are moving
toward trial, although a trial date has not yet been set by the court. The court has heard the Company’s summary judgment motion but has not yet issued a ruling.
The outcome of this motion could accelerate the litigation’s determination.
 
In April 2005, the plaintiffs filed a second lawsuit in this same court, alleging that by making, using, selling or offering for sale products using pulsed-light
technology for hair removal, the Company is willfully and deliberately infringing U.S. Patent Nos. 5,735,844 and 5,595,568. The plaintiffs are seeking to enjoin
the Company from selling products found to infringe those patents, and to obtain compensatory and treble damages, reasonable costs and attorney’s fees, and
other relief as the court deems just and proper. The Company responded by filing a motion to dismiss this second lawsuit on the grounds of lack of jurisdiction,
and by filing complaints for declaratory relief against these plaintiffs in federal courts in California and Delaware. This motion is pending with the court.
 
The Company believes that it has meritorious defenses of non-infringement and invalidity in these actions. Since the outcome of this litigation is unpredictable,
and since management believes that a significant adverse result for the Company is not probable, no expense has been recorded with respect to the contingent
liability associated with this matter. If the Company does not prevail, it may be ordered to pay substantial damages for past sales and an ongoing royalty for future
sales of products found to infringe. The Company could also be ordered to stop selling any products that perform laser- or pulse-light based hair removal. Most of
the Company’s products include an application for hair removal.
 
From time to time, the Company may become involved in litigation relating to claims arising from the ordinary course of business. Management does not believe
the final disposition of these matters will have a material adverse effect on the financial position, results of operations or cash flows of the Company.
 
Note 9. Recent Accounting Pronouncements
 In December 2004, the Financial Accounting Standards Board (“FASB”) issued FASB Statement No. 123 (Revised 2004), “Share-Based Payment.” Statement
123(R) addresses the accounting for share-based payment transactions in which an enterprise receives employee services in exchange for (a) equity instruments of
the enterpriser or (b) liabilities that are based on the fair value of the enterprise’s entity instruments or that may be settled by the issuance of such equity
instruments. Statement 123(R) requires an entity to recognize the grant-date fair value of stock options and other equity-based compensation issued to employees
in the income statement. The revised Statement generally requires that an entity account for those transactions using the fair-value-based method, and eliminates
the intrinsic value method of accounting in APB Opinion No. 25, “Accounting for Stock Issued to Employees,” which was permitted under SFAS No. 123, as
originally issued. The revised Statement also requires entities to disclose information about the nature of the share based payment transactions and the effects of
those transactions on the financial statements. The Company is currently evaluating the impact of the adoption of this Statement, which must be adopted
commencing January 1, 2006.
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Item 2. Management’s Discussion and Analysis of Financial Condition and Results of Operations
 The following discussion should be read in conjunction with the attached financial statements and notes thereto, and with our audited financial statements and
notes thereto for the fiscal year ended December 31, 2004 as contained in our annual report on Form 10-K filed with the SEC on March 25, 2005. This quarterly
report, including the following sections, contains forward-looking statements within the meaning of Section 27A of the Securities Act of 1933 and Section 21E of
the Securities Exchange Act of 1934 that involve risks and uncertainties. These statements include statements relating to our expectations as to future growth of
the Titan installed base and handpiece refill revenue, as well as our belief that it is unlikely that we would experience a significant adverse result in our current
litigation against Palomar Medical Technologies. Our actual results could differ materially from the forward-looking statements contained in this report as a
result of a number of risk factors including, but not limited to, those set forth in the section entitled “Factors That May Affect Future Results” commencing on
page 15 and elsewhere in this report. You should carefully consider these risks, in addition to the other information in this report and in our other filings with the
SEC. All forward-looking statements and reasons why results may differ included in this report are made as of the date of this report, and we assume no
obligation to update any such forward-looking statement or reason why such results might differ.
 
Introduction
 Management’s discussion and analysis of financial condition and results of operations, or MD&A, is provided as a supplement to the accompanying condensed
consolidated financial statements and footnotes contained in Item 1 of this report to provide an understanding of our results of operations, financial condition, and
changes in financial condition. The MD&A is organized as follows:
 
 •  Company description. This section provides a brief general description of our business.
 
 •  Results of operations. This section provides our analysis and outlook for the significant line items on our consolidated income statements.
 
 

•  Liquidity and capital resources. This section provides an analysis of our liquidity and cash flows, as well as a discussion of our commitments that
existed as of June 30, 2005.

 
 

•  Recent accounting pronouncements. This section describes the issuance and effects of new accounting pronouncements that are applicable to our
Company.

 
 

•  Factors that may affect future results. This section discusses the most significant factors that could affect our future financial results. The factors
discussed in this section are in addition to factors that may be described in the MD&A captions discussed below and elsewhere in this report.

 
Company Description
 We are a global medical device company specializing in the design, development, manufacture, marketing and servicing of laser and other light-based aesthetics
system to the professional aesthetic market. Our easy-to-use families of products-CoolGlide, Xeo and Solera – enable dermatologists, plastic surgeons,
gynecologists, primary care physicians and other qualified practitioners to perform safe, effective and non-invasive aesthetic procedures for their patients.
 
Each of our products consists of one or more handpieces and a console that incorporates a universal graphic user interface, a laser or other light-based module,
control system software and high voltage electronics. We offer our customers the ability to select the system that best fits their practice. We design our products to
allow our customers to cost-effectively upgrade to our multi-application products, which enables them to add applications to their aesthetic practice and provides
us with a source of recurring revenue.
 
Our corporate headquarters and U.S. operations are located in Brisbane, California, where we conduct our manufacturing, warehousing, research, regulatory,
sales, marketing and administrative activities. As of June 30, 2005, outside the United States, we operated direct sales and service facilities in Canada, Germany
and Japan and have a direct sales presence in Australia, France, Spain and the United Kingdom. As of June 30, 2005, we had approximately 59 direct sales and
sales support employees worldwide, a global network of distributors located in more than 25 countries, and a distributor relationship in the United States with
PSS World Medical, an organization of over 750 medical product sales consultants covering a wide range of medical specialties.
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Results of Operations
 The following table sets forth selected consolidated financial data for the three and six month periods indicated, expressed as a percentage of total revenue.
 

   

Three Months Ended
June 30,

  

Six Months Ended
June 30,

 

   

2005

  

2004

  

2005

  

2004

 
Consolidated Statement of Operations:              

Revenue Mix By Geography:              
Revenue from United States customers   65%  66% 67%  65%
Revenue from International customers   35%  34% 33%  35%
      
   100%  100% 100%  100%
      
Revenue Mix By Product:              
Products   83%  87% 83%  88%
Product upgrades   10%  8% 10%  7%
Service   5%  5% 5%  5%
Handpiece refills   2%  0% 2%  0%
      
   100%  100% 100%  100%
      
Operating Ratios:              
Total gross profit   72%  72% 73%  70%
Operating expenses:              
Sales and marketing   33%  38% 35%  37%
Research and development   8%  8% 8%  8%
General and administrative   12%  15% 13%  17%
Amortization of deferred stock-based compensation   1%  3% 2%  3%
      
Total operating expenses   54%  64% 58%  65%
      
Income from operations   18%  8% 15%  5%
Interest and other income / (expense), net   3%  0% 3%  0%
      
Income before income taxes   21%  8% 18%  5%
Provision for income taxes   6%  3% 5%  2%
      
Net income   15%  5% 13%  3%
      
 
Three months ended June 30, 2005 and June 30, 2004 and six months ended June 30, 2005 and June 30, 2004.
 Net Revenue.
 Revenue is derived primarily from the sale of products, product upgrades, service and handpiece refills. For the three months ended June 30, 2005, compared to
the same period in 2004, total revenue increased by $5.3 million, or 43%. This was the result of a $3.9 million, or 37%, increase in product revenue; $714,000, or
75%, increase in upgrade revenue; and $219,000, or 34%, increase in service revenue; and $405,000 increase in handpiece refill revenue associated with the
recent launch of our Titan product. Titan, which was launched in the fourth quarter of 2004, has a handpiece that requires frequent refilling. As the installed base
of our Titan product increases, we expect handpiece refill revenue to increase as well. The geographical sourcing of the $5.3 million increase was $3.3 million
from US revenue and $2.0 million from international revenue. Our current quarter revenue growth was primarily attributable to the continued expansion of our
direct sales force, higher revenue from our premium multi-application Xeo product and the recent introductions of our new Solera products.
 
For the six months ended June 30, 2005, compared to the same period in 2004, net revenue increased $8.9 million, or 37%, from $23.8 million to $32.7 million.
The $8.9 million increase, was the result of a $6.2 million, or 29%, increase of product revenue; $1.7 million, or 104%, increase in upgrades from existing
customers; $450,000, or 39%, increase in service revenue; and $547,000
 

11



Table of Contents

additional revenue from Titan handpiece refills. The geographical source of the $8.9 million increase, was $6.3 million from higher U.S. revenue and $2.5 million
from higher international revenue. The primary contributors to our revenue growth were, the continued expansion of our direct sales force, higher revenue from
our premium multi-application Xeo product and the introduction of our new Solera products.
 
Cost of Revenue.
 Our cost of revenue consists primarily of material, labor and manufacturing overhead expenses. For the three months ended June 30, 2005, compared to the same
period in 2004, cost of revenue increased $1.5 million, which was in line with the increased revenue. Cost of revenue as a percentage of net revenue, remained
flat for the three months ended June 30, 2005, compared to the same period in 2004.
 
For the six months ended June 30, 2005, compared to the same period in 2004, cost of revenue increased $1.8 million, or 26%, while revenue increased by 37%.
Cost of revenue as a percentage of net revenue, for the six months ended June 30, 2005, compared to the same period in 2004, decreased by 3% to 27%. This
improvement in margins was primarily attributable to reduced material spending associated with a favorable product mix towards higher margin products and
reduced warranty expenses resulting from improved product reliability.
 
Sales and Marketing.
 Sales and marketing expenses consist primarily of personnel costs and expenses associated with customer-attended workshops, trade shows and advertising. For
the three months ended June 30, 2005, compared to the same period in 2004, sales and marketing expenses increased $1.2 million, or 25%. Of this increase, $1.0
million was attributable to higher personnel expenses resulting from increased headcount and $189,000 was due to higher promotional expenses. For the three
months ended June 30, 2005, compared to the same period in 2004, sales and marketing expenses as a percentage of net revenue decreased 5% to 33%. This
reduction was primarily the result of improved leveraging of the sales and marketing infrastructure
 
For the six months ended June 30, 2005, compared to the same period in 2004, sales and marketing expenses increased $2.6 million, or 30%. This increase was
primarily attributable to $2.2 million of higher personnel expenses due to increased headcount, $223,000 of higher promotional expenses and $197,000 of higher
travel expenses related to the higher headcount. Promotional efforts primarily include customer workshops and industry trade shows. For the six months ended
June 30, 2005, compared to the same period in 2004, sales and marketing expenses as a percentage of net revenue decreased 2% to 35%. This reduction was the
result of improved leveraging of the sales and marketing infrastructure
 
Research and Development.
 Research and development expenses consist primarily of personnel, clinical, regulatory and material costs. For the three months ended June 30, 2005, compared
to the same period in 2004, research and development expenses increased $288,000, or 28%. This increase primarily resulted from higher personnel expenses in
engineering. For the three months ended June 30, 2005, compared to the same period in 2004, research and development expenses as a percentage of net revenue
were flat at 8%.
 
For the six months ended June 30, 2005, compared to the same period in 2004, research and development expenses increased $410,000, or 20%. The increase was
primarily attributable to $338,000 of higher personnel expense due to increased headcount and $72,000 of higher material and outside services associated with
new product development. As a percentage of net revenue, for the six months ended June 30, 2005, compared to the same period in 2004, research and
development expenses were flat at approximately 8%.
 
General and Administrative.
 General and administrative expenses consist primarily of personnel costs, legal and accounting fees and other general administrative expenses. For the three
months ended June 30, 2005, compared to the same period in 2004, general and administrative expenses increased by $218,000. This increase was primarily
attributable to higher personnel expenses of $227,000; $486,000 of increased accounting, tax and audit consulting fees due primarily to the Sarbanes Oxley
implementation; offset by lower legal expenses of $364,000. As a percentage of net revenue, general and administrative expenses in the quarter ended June 30,
2005, compared to the same period in 2004, decreased by 3% to 12% due primarily to higher revenue.
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For the six months ended June 30, 2005, compared to the same period in 2004, general and administrative expenses increased $220,000, or 6%. This increase was
primarily attributable to $599,000 of higher personnel expenses and $338,000 of higher external accounting, tax and audit consulting fees associated with being a
public company. This was offset by lower legal expenses of $302,000; and expenses incurred in the six months ended June 30, 2004 but not in 2005, including,
costs associated with moving our facilities from Burlingame to Brisbane, California, of $291,000 and a litigation settlement of $175,000. As a percentage of net
revenue, general and administrative expenses for the six months ended June 30, 2005, compared to the same period in 2004, decreased by 4% to 13% due
primarily to higher revenue.
 
Interest and Other Income (Expense), Net.
 For the three months ended June 30, 2005, compared to the same period in 2004, interest and other income, net, increased by $518,000. For the six months ended
June 30, 2005, compared to the same period in 2004, interest and other income increased $745,000. These increases were primarily attributable to higher tax-
exempt interest income resulting from higher investment balances and better yields in 2005, compared to the same periods in 2004.
 
Provision for Income Taxes.
 Provision for income taxes for the three months ended June 30, 2005, compared to the same period in 2004, increased by $595,000. The effective tax rate for the
three months ended June 30, 2005 was 26%, compared to 39% for the same period in 2004. For the six months ended June 30, 2005 and 2004, the effective tax
rates were 28% and 39%, respectively. For the full year ending December 31, 2005, the Company expects the effective tax rate to be approximately 30%. The
decreases in effective tax rates for the three and six months periods ended June 30, 2005, compared to the same periods in 2004, were primarily attributable
higher tax-exempt interest income; higher incentive stock options exercises that became tax deductible due to a disqualifying disposition by the option holders;
and an adjustment associated with a release of tax reserves due to the settlement of a previously uncertain tax position.
 
Amortization of Deferred Stock-Based Compensation.
 Amortization of deferred stock-based compensation was $302,000 for the three months ended June 30, 2005, compared to $355,000 in the same period in 2004.
For the six months ended June 30, 2005 and 2004, amortization of stock-based compensation was $729,000 and $727,000 respectively. We record deferred stock-
based compensation for financial reporting purposes as the difference between the exercise price of options granted to employees and the estimated fair value of
our common stock at the time of grant. Equity instruments issued to non-employees are recorded at their fair value on the measurement date and a compensation
charge recorded over the period that the options are expected to be earned by the non-employee. Deferred stock-based compensation is amortized on a straight-
line basis to the respective departments that benefit from the services of the individuals who were granted the equity based compensation. .
 
As of June 30, 2005, the unamortized balance of our deferred stock-based compensation was $1.4 million. The amount of stock-based compensation expenses to
be recorded in future periods may decrease if unvested employee options are subsequently cancelled. We expect to record amortization expense for deferred
stock-based compensation relating to employee and non-employee stock based compensation as following:
 

For the Year Ending December 31,

  

Amount

2005 (July 1, 2005 to December 31, 2005)   $ 401,000
2006   $ 673,000
2007   $ 368,000

   
Total deferred stock-based compensation balance as of June 30, 2005   $ 1,442,000

   
 
Liquidity and Capital Resources
 Cash Provided by Operations.
 For the six months ended June 30, 2005, net cash provided by operations was $6.5 million. This was primarily attributable to net income of $4.2 million; adjusted
for benefits related to deferred taxes for employee stock option exercises of $1.3 million; amortization of deferred stock-based compensation of $729,000; and a
reduction of accounts receivable by $853,000 due to collections of the cyclically high revenue generated in December 2004. This was offset by cash used to
increase inventories by $1.4 million for anticipated shipments and a broader product offering and an increase in other assets of $676,000 due to unamortized
insurance premiums and other asset increases.
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For the six months ended June 30, 2004, net cash provided by operating activities was $2.5 million. This primarily resulted from $812,000 in net income; adjusted
for $727,000 of stock-based compensation expense; a decrease in accounts receivable of $952,000 due to an improvement in cash collections efforts; which was
offset by $791,000 increase in inventory for anticipated revenue shipments and a decrease of $545,000 in accrued liabilities due to the payment of accounting and
legal fee accruals associated with our initial public offering in March 2004.
 
Cash Used in Investing Activities.
 For the six months ended June 30, 2005, net cash used in investing activities was $8.8 million. Of this amount, $8.5 million, net, was used to purchase additional
marketable investments and $257,000 was used for the purchase of property and equipment.
 
For the six months ended June 30, 2004, net cash used in investing activities was $6.7 million. Of this amount, $6.1 million was used to purchase marketable
investments and $565,000 was used for the purchase of machinery and equipment for manufacturing, research and development, and office equipment relating to
our move to the Brisbane, California, facility.
 
Net Cash Provided by Financing Activities.
 Net cash provided by financing activities for the six months ended June 30, 2005, was $2.2 million, which was attributable to proceeds from the exercise of stock
options. For the six months ended June 30, 2004, net cash provided by financing activities was $46.5 million. Of this amount, $46.3 was from our initial public
offering in March 2004 and $199,000 was from the exercise of stock options.
 
Summary
 In April 2004, we received net proceeds of $46.3 million from our initial public offering of common stock. As of June 30, 2005, we had cash, cash equivalents
and marketable investments of $74.7 million. We consider all highly liquid investments with an original maturity of three months or less as the time of purchase
to be cash equivalents. Investments held for use in current operations are classified in current assets as “Marketable Investments.”
 
As disclosed in Note 8 to the Notes to Condensed Consolidated Financial Statements—”Contingencies,” we are involved in patent litigation with Palomar
Medical Technologies, Inc. Since the outcome of this litigation is unpredictable, and since management believes that a significant adverse result for the Company
is not probable, no expense has been recorded with respect to the contingent liability associated with this matter.
 
If we do not prevail in this litigation, we could be ordered to pay substantial damages, which could adversely impact the working capital available for use in
future operations.
 
We believe that our current cash and investment balances, and future cash generated from operations, will be sufficient to meet our anticipated cash needs for
working capital and capital expenditures for at least the next 12 months.
 
Contractual Cash Obligations
 The following table discloses aggregate information about the Company’s contractual obligations for minimum lease payments related to facility leases and the
periods in which these payments are due as of at June 30, 2005 (in thousands).
 

  

Payments Due by Period ($’000’s)

Contractual Obligations

 

Total

  

Less Than
1 Year

  

1-3
Years

  

3-5
Years

  

More Than
5 Years

Operating leases  $8,917  $ 679  $1,427  $1,960  $ 4,851
 
Recent Accounting Pronouncements
 In December 2004, the Financial Accounting Standards Board (“FASB”) issued FASB Statement No. 123 (Revised 2004), “Share-Based Payment.” Statement
123(R) addresses the accounting for share-based payment transactions in which an enterprise receives employee services in exchange for (a) equity instruments of
the enterprise or (b) liabilities that are based on the fair value of the enterprise’s entity instruments or that may be settled by the issuance of such equity
instruments. Statement 123(R) requires an entity to recognize the grant-date fair value of stock options and other equity-based compensation issued to employees
in the income statement. The revised Statement generally requires that an entity account for those transactions using the fair-value-based method, and eliminates
the intrinsic value method of accounting in APB Opinion No. 25, “Accounting for Stock Issued to Employees,” which was permitted under SFAS No. 123, as
originally issued. The revised Statement also requires entities to disclose information about the nature of the share based payment transactions and the effects of
those transactions on the financial statements. The Company is currently evaluating the impact of the adoption of this Statement, which must be adopted
commencing January 1, 2006.
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Factors That May Affect Future Results
 If we fail to obtain and maintain necessary U.S. Food and Drug Administration clearances for our products and indications, if clearances for future products
and indications are delayed or not issued, or if there are federal or state level regulatory changes, our commercial operations would be harmed.
 Our products are medical devices that are subject to extensive regulation in the United States by the Food and Drug Administration, or FDA, for manufacturing,
labeling, sale, promotion, distribution and shipping. Before a new medical device, or a new use of or claim for an existing product, can be marketed in the United
States, it must first receive either 510(k) clearance or pre-marketing approval from the FDA, unless an exemption applies. Either process can be expensive and
lengthy. For example, with regard to our recently introduced Titan product, we currently have FDA clearance to market the product in the United States for only
dermal heating and not for other indications, such as for treating wrinkles. The FDA has determined that our 510(k) application for wrinkle reduction was not
substantially equivalent to predicate devices. We cannot promote or advertise in the United States for any indications other than dermal heating until we receive
additional FDA clearances. Clinical trials in support of additional clearances may be costly, time-consuming, and a distraction to management. In the event that
we do not obtain additional FDA clearances, our ability to market the Titan in the United States and revenue derived there from such products may be adversely
affected.
 
Medical devices may be marketed only for the indications for which they are approved or cleared and if we are found to be marketing our products for off-label,
or non-approved, uses we might be subject to FDA enforcement action or have other resulting liability. We have obtained 510(k) clearance for treatments for
which we offer our products. However, our clearances can be revoked if safety or effectiveness problems develop. We also are subject to Medical Device
Reporting regulations, which require us to report to the FDA if our products cause or contribute to a death or serious injury, or malfunction in a way that would
likely cause or contribute to a death or serious injury. Our products are also subject to state regulations, which are, in many instances, in flux. Changes in state
regulations may impede sales. For example, federal regulations allow our products to be sold to, or on the order of, “licensed practitioners,” as determined on a
state-by-state basis. As a result, in some states, non-physicians may legally purchase our products. However, a state could change its regulations at any time
disallowing sales to particular types of end users. We cannot predict the impact or effect of future legislation or regulations at the federal or state levels.
 
The FDA and state authorities have broad enforcement powers. Our failure to comply with applicable regulatory requirements could result in enforcement action
by the FDA or state agencies, which may include any of the following sanctions:
 
 •  warning letters, fines, injunctions, consent decrees and civil penalties;
 
 •  repair, replacement, refunds, recall or seizure of our products;
 
 •  operating restrictions or partial suspension or total shutdown of production;
 
 •  refusing our requests for 510(k) clearance or pre-market approval of new products, new intended uses, or modifications to existing products;
 
 •  withdrawing 510(k) clearance or pre-market approvals that have already been granted; and
 
 •  criminal prosecution.
 
If any of these events were to occur, they could harm our business
 
Our ability to compete depends upon our ability to innovate, to develop and commercialize new products and product enhancements, and to identify new
markets for our technology.
 We have created products to apply our technology to hair removal, treatment of veins, skin rejuvenation, treatment of pigmented lesions and treatment of
wrinkles. Currently, these applications represent the majority of laser and other light-based aesthetic procedures. To be successful in the future, we must develop
new and innovative applications of laser and other light-based technology, identify new markets for our existing technology, and develop new technology that is
not light-based. To successfully expand our product offerings, we must:
 
 •  develop or acquire new products that either add to or significantly improve our current products;
 
 •  convince our target customers that our new products or product upgrades would be an attractive revenue-generating addition to their practices;
 
 •  sell our products to non-traditional customers;
 
 •  protect our products with defensible intellectual property; and
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 •  satisfy and maintain all regulatory requirements for commercialization.
 
Every year since 2000, we have introduced at least one new product and a corresponding upgrade to our existing products. Historically, these introductions have
been a significant component of our financial performance. Our business strategy is based, in part, on our expectation that we will continue to make annual
product introductions that we can sell to new customers and to existing customers as upgrades. In the future we plan to invest between 8-10% of net revenue in
our research and development department. Even with a significant investment in research and development, we may be unable, however, to continue to develop
new products and technologies annually, or at all, which could adversely affect our expected growth rate.
 
Our success depends on market acceptance of our products, many of which have been recently introduced.
 All of our products have been introduced within the last five years. It is difficult for us to predict how successful recently introduced products will be over the
long term. Our failure to significantly penetrate current or new markets with our products could negatively impact our business, financial condition and results of
operations. The market for aesthetic devices is highly competitive and dynamic, and marked by rapid and substantial technology development and product
innovations. Demand for our products could be diminished by equivalent or superior products and technologies offered by competitors. Decreases in forecasted
demand could leave us with excess inventory, which could become obsolete and have to be written off.
 
We are involved in costly intellectual property litigation with Palomar Medical Technologies that may hurt our competitive position and may prevent us from
selling many of our products and generating revenue.
 Since February 2002, we have been involved in litigation with one of our public company competitors, Palomar Medical Technologies, who alleges that the
manufacture, use and sale of our products for hair removal infringes certain United States patents. In this litigation, Palomar is attempting to stop us from selling
our products for hair removal and to obtain compensatory and treble damages. We are defending ourselves by claiming that we do not infringe the patents, and
that the patents are invalid and unenforceable. The litigation is active and the parties are moving toward trial, although a trial date has not yet been set by the
court. Palomar has filed additional claims against us, and we have filed additional claims against Palomar.
 
Although we believe that our defenses are meritorious, litigation is unpredictable, and we may not prevail. If we do not prevail, we may be ordered to pay
substantial damages for past sales and an ongoing royalty for future sales of products found to infringe. We could also be ordered to stop selling any products that
perform hair removal. Most of our products include an application for hair removal. If found liable, we do not know whether we could redesign our products to
avoid future infringement. Any public announcement concerning the litigation that is unfavorable to us may result in a decline in our stock price.
 
This litigation has been and will continue to be expensive and protracted, and our intellectual property position may be weakened as a result of an adverse ruling.
Whether or not we are successful in this litigation, it consumes substantial amounts of our financial resources and diverts management’s attention away from our
core business. See Part II, Item 1, “Legal Proceedings.”
 
We may be involved in future costly intellectual property litigation, which could impact our future business and financial performance.
 As with Palomar, our competitors or other patent holders may assert that our products and the methods we employ are covered by their patents. In addition, we do
not know whether our competitors will apply for and obtain patents that will prevent, limit or interfere with our ability to make, use, sell or import our products.
Although we may seek to resolve any potential future claims or actions, we may not be able to do so on reasonable terms, or at all. If, following a successful
third-party action for infringement, we cannot obtain a license or redesign our products, we may have to stop manufacturing and marketing our products, and our
business would suffer as a result.
 
We may become involved in litigation not only as a result of alleged infringement of a third party’s intellectual property rights but also to protect our own
intellectual property. We have been, and may hereafter become, involved in litigation to protect the trademark rights associated with our company name or the
names of our products. We have only recently adopted the name “Cutera,” and do not know whether others will assert that our company name infringes their
trademark rights. In addition, names we choose for our products, such as CoolGlide, may be claimed to infringe names held by others. If we have to change the
name of our company or products, we may experience a loss in goodwill associated with our brand name, customer confusion and a loss of sales.
 
Infringement and other intellectual property claims, with or without merit, can be expensive and time-consuming to litigate, and could divert management’s
attention from our core business. We do not know whether necessary licenses would be available to us on satisfactory terms, or whether we could redesign our
products or processes to avoid infringement. If we lose this kind of litigation, a court could require us to pay substantial damages, and prohibit us from using
technologies essential to our products, any of which would have a material adverse effect on our business, results of operations and financial condition.
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Intellectual property rights may not provide adequate protection for some or all of our products, which may permit third parties to compete against us more
effectively.
 We rely on patent, copyright, trade secret and trademark laws, and confidentiality agreements to protect our technology and products. We have four issued U.S.
patents, mostly covering our ClearView handpiece design and cooling method. Some of our other components, such as our laser module, electronic control
system and high-voltage electronics, are not, and in the future may not, be protected by patents. Additionally, our patent applications may not issue as patents or,
if issued, may not issue in a form that will be advantageous to us. Any patents we obtain may be challenged, invalidated or legally circumvented by third parties.
Consequently, competitors could market products, and use manufacturing processes that are substantially similar to, or superior to, ours. We may not be able to
prevent the unauthorized disclosure or use of our technical knowledge or other trade secrets by consultants, vendors, former employees or current employees,
despite the existence generally of confidentiality agreements and other contractual restrictions. Monitoring unauthorized uses and disclosures of our intellectual
property is difficult, and we do not know whether the steps we have taken to protect our intellectual property will be effective. Moreover, the laws of many
foreign countries will not protect our intellectual property rights to the same extent as the laws of the United States.
 
The absence of complete intellectual property protection exposes us to a greater risk of direct competition. Competitors could purchase one of our products and
attempt to replicate some or all of the competitive advantages we derive from our development efforts, design around our protected technology, or develop their
own competitive technologies that fall outside of our intellectual property rights. If our intellectual property is not adequately protected against competitors’
products and methods, our competitive position could be adversely affected, as could our business.
 
We compete against companies that have longer operating histories, more established products and greater resources, which may prevent us from achieving
significant market penetration or increased operating results.
 Our products compete against similar products offered by public companies, such as Candela, Laserscope, Lumenis, Palomar, and Syneron as well as private
companies such as Thermage. Competition with these companies could result in price-cutting, reduced profit margins and loss of market share, any of which
would harm our business, financial condition and results of operations. We also face competition from medical products, such as Botox, an injectable compound
used to reduce wrinkles, and collagen injections. Other alternatives to the use of our products include sclerotherapy, a procedure involving the injection of a
solution into the vein to collapse it, electrolysis, a procedure involving the application of electric current to eliminate hair follicles, and chemical peels. We may
also face competition from manufacturers of pharmaceutical and other products that have not yet been developed. Our ability to compete effectively depends
upon our ability to distinguish our company and our products from our competitors and their products, and includes such factors as:
 
 •  product performance;
 
 •  product pricing;
 
 •  intellectual property protection;
 
 •  quality of customer support;
 
 •  success and timing of new product development and introductions; and
 
 •  development of successful distribution channels, both domestically and internationally.
 
Some of our competitors have more established products and customer relationships than we do, which could inhibit our market penetration efforts. For example,
we have encountered, and expect to continue to encounter, situations where, due to pre-existing relationships, potential customers decided to purchase additional
products from our competitors. Potential customers also may need to recoup the cost of expensive products that they have already purchased from our competitors
and may decide not to purchase our products, or to delay such purchases. If we are unable to achieve continued market penetration, we will be unable to compete
effectively and our business will be harmed.
 
In addition, some of our current and potential competitors have significantly greater financial, research and development, manufacturing, and sales and marketing
resources than we have. Our competitors could utilize their greater financial resources to acquire other companies to gain enhanced name recognition and market
share, as well as new technologies or products that could effectively compete with our existing product lines. For example, ESC Medical purchased Coherent’s
medical business in 2001 and the surviving company, Lumenis, incorporated competitive product lines and technologies of the predecessor companies into its
current products. Given the relatively few competitors currently in the market, any business combination could exacerbate any existing competitive pressures,
which could harm our business.
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Competition among providers of laser and other light-based devices for the aesthetic market is characterized by rapid innovation, and we must continuously
develop new products or our revenues may decline.
 While we attempt to protect our products through patents and other intellectual property, there are few barriers to entry that would prevent new entrants or
existing competitors from developing products that compete directly with ours. For example, while our CoolGlide product was the first long-pulse Nd:YAG, or
long wavelength, laser system cleared by the FDA for permanent hair reduction on all skin types, competitors have subsequently introduced systems that utilize
Nd:YAG lasers, and received FDA clearances to market these products as treating all skin types. We expect that any competitive advantage we may enjoy from
other current and future innovations, such as combining multiple handpieces in a single system to treat a variety of applications, may diminish over time, as
companies successfully respond to our, or create their own, innovations. Consequently, we believe that we will have to continuously innovate and improve our
products and technology to compete successfully. If we are unable to innovate successfully, our products could become obsolete and our revenue will decline as
our customers purchase our competitors’ products.
 
To successfully market and sell our products internationally, we must address many issues with which we have little or no experience.
 We currently derive approximately one third of our revenue from international sales. We depend on third-party distributors and a relatively new direct sales
operation to sell our products internationally, and if these distributors or direct sales personnel underperform we may be unable to increase or maintain our level
of international revenue. We will need to attract additional distributors to grow our business and expand the territories in which we sell our products. Distributors
may not commit the necessary resources to market and sell our products to the level of our expectations. If current or future distributors do not perform
adequately, or we are unable to locate distributors in particular geographic areas, we may not realize expected international revenue growth. Additionally, we
expect to expand our direct sales force in Europe and Asia. If we are unable to do so successfully, our revenue from international operations may be adversely
affected.
 
We believe that an increasing amount of our future revenue will come from international sales as we expand our overseas operations and develop opportunities in
additional international territories. International sales are subject to a number of risks, including:
 
 •  difficulties in staffing and managing our foreign operations;
 
 •  difficulties in penetrating markets in which our competitors’ products are more established;
 
 •  reduced protection for intellectual property rights in some countries;
 
 •  export restrictions, trade regulations and foreign tax laws;
 
 •  fluctuating foreign currency exchange rates;
 
 •  foreign certification and regulatory requirements;
 
 •  lengthy payment cycles and difficulty in collecting accounts receivable;
 
 •  customs clearance and shipping delays;
 
 •  political and economic instability; and
 
 •  preference for locally-produced products.
 
If one or more of these risks were realized, it could require us to dedicate significant resources to remedy the situation, and if we are unsuccessful at finding a
solution, our revenue may decline.
 
The expense and potential unavailability of insurance coverage for our customers and our company could adversely affect our ability to sell our products and
our financial condition.
 Some of our customers and prospective customers have had difficulty in procuring or maintaining liability insurance to cover their operation and use of our
products. Medical malpractice carriers are withdrawing coverage in certain states or substantially increasing premiums. If this trend continues or worsens, our
customers may discontinue using our products and, industry-wide, potential customers may opt against purchasing laser and other light-based products due to the
cost and inability to procure insurance coverage.
 
We have been experiencing steep increases in our product liability insurance premiums. If our premiums continue to rise, we may no longer be able to afford
adequate insurance coverage. If we are unable to maintain adequate coverage, potential product liability claims would be paid out of cash reserves, harming our
financial condition, operating results and profitability.
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If we modify one of our FDA-approved devices, we may need to seek re-approval, which, if not granted, would prevent us from selling our modified products
or cause us to redesign our products.
 Any modifications to an FDA-cleared device that would significantly affect its safety or effectiveness or that would constitute a major change in its intended use
would require a new 510(k) clearance or possibly a pre-market approval. We may not be able to obtain additional 510(k) clearance or pre-market approvals for
new products or for modifications to, or additional indications for, our existing products in a timely fashion, or at all. Delays in obtaining future clearance would
adversely affect our ability to introduce new or enhanced products in a timely manner, which in turn would harm our revenue and future profitability. We have
made modifications to our devices in the past and may make additional modifications in the future that we believe do not or will not require additional clearance
or approvals. If the FDA disagrees, and requires new clearances or approvals for the modifications, we may be required to recall and to stop marketing the
modified devices, which could harm our operating results and require us to redesign our products.
 
If we fail to comply with the FDA’s Quality System Regulation and laser performance standards, our manufacturing operations could be halted, and our
business would suffer.
 We are currently required to demonstrate and maintain compliance with the FDA’s Quality System Regulation, or QSR. The QSR is a complex regulatory scheme
that covers the methods and documentation of the design, testing, control, manufacturing, labeling, quality assurance, packaging, storage and shipping of our
products. Because our products involve the use of lasers, our products also are covered by a performance standard for lasers set forth in FDA regulations. The
laser performance standard imposes specific record-keeping, reporting, product testing and product labeling requirements. These requirements include affixing
warning labels to laser products, as well as incorporating certain safety features in the design of laser products. The FDA enforces the QSR and laser performance
standards through periodic unannounced inspections. We have been, and anticipate in the future to be, subject to such inspections. Our failure to take satisfactory
corrective action in response to an adverse QSR inspection or our failure to comply with applicable laser performance standards could result in enforcement
actions, including a public warning letter, a shutdown of our manufacturing operations, a recall of our products, civil or criminal penalties, or other sanctions,
such as those described in the preceding paragraph, which would cause our sales and business to suffer.
 
We may be unable to obtain or maintain international regulatory qualifications or approvals for our current or future products and indications, which could
harm our business.
 Sales of our products outside the United States are subject to foreign regulatory requirements that vary widely from country to country. In addition, exports of
medical devices from the United States are regulated by the FDA. Complying with international regulatory requirements can be an expensive and time-consuming
process and approval is not certain. The time required to obtain clearance or approvals, if required by other countries, may be longer than that required for FDA
clearance or approvals, and requirements for such clearances or approvals may significantly differ from FDA requirements. We may be unable to obtain or
maintain regulatory qualifications, clearances or approvals in other countries. We may also incur significant costs in attempting to obtain and in maintaining
foreign regulatory approvals or qualifications. If we experience delays in receiving necessary qualifications, clearances or approvals to market our products
outside the United States, or if we fail to receive those qualifications, clearances or approvals, we may be unable to market our products or enhancements in
international markets effectively, or at all.
 
Because we do not require training for users of our products, and sell our products to non-physicians, there exists an increased potential for misuse of our
products, which could harm our reputation and our business.
 Federal regulations allow us to sell our products to or on the order of “licensed practitioners.” The definition of “licensed practitioners” varies from state to state.
As a result, our products may be purchased or operated by physicians with varying levels of training, and in many states by non-physicians, including nurse
practitioners, chiropractors and technicians. Outside the United States, many jurisdictions do not require specific qualifications or training for purchasers or
operators of our products. We do not supervise the procedures performed with our products, nor do we require that direct medical supervision occur. We, and our
distributors, offer but do not require purchasers or operators of our products to attend training sessions. In addition, we sometimes sell our systems to companies
that rent our systems to third parties and that provide a technician to perform the procedure. The lack of training and the purchase and use of our products by non-
physicians may result in product misuse and adverse treatment outcomes, which could harm our reputation and expose us to costly product liability litigation.
 
Product liability suits could be brought against us due to a defective design, material or workmanship, or misuse of our products and could result in
expensive and time-consuming litigation, payment of substantial damages and an increase in our insurance rates.
 If our products are defectively designed, manufactured or labeled, contain defective components or are misused, we may become subject to substantial and costly
litigation by our customers or their patients. Misusing our products or failing to adhere to operating
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guidelines could cause significant eye and skin damage, and underlying tissue damage. In addition, if our operating guidelines are found to be inadequate, we may
be subject to liability. We have been involved, and may in the future be involved, in litigation related to the use of our products. Product liability claims could
divert management’s attention from our core business, be expensive to defend and result in sizable damage awards against us. We may not have sufficient
insurance coverage for all future claims. We may not be able to obtain insurance in amounts or scope sufficient to provide us with adequate coverage against all
potential liabilities. Any product liability claims brought against us, with or without merit, could increase our product liability insurance rates or prevent us from
securing continuing coverage, could harm our reputation in the industry and reduce product sales. Product liability claims in excess of our insurance coverage
would be paid out of cash reserves harming our financial condition and reducing our operating results.
 
Our manufacturing operations are dependent upon third-party suppliers, making us vulnerable to supply shortages and price fluctuations, which could harm
our business.
 Many of the components and materials that comprise our products are currently manufactured by a limited number of suppliers. A supply interruption or an
increase in demand beyond our current suppliers’ capabilities, could harm our ability to manufacture our products until a new source of supply is identified and
qualified. Our reliance on these suppliers subjects us to a number of risks that could harm our business, including:
 
 •  interruption of supply resulting from modifications to or discontinuation of a supplier’s operations;
 
 •  delays in product shipments resulting from uncorrected defects, reliability issues or a supplier’s variation in a component;
 
 •  a lack of long-term supply arrangements for key components with our suppliers;
 
 •  inability to obtain adequate supply in a timely manner, or on commercially reasonable terms;
 
 •  difficulty locating and qualifying alternative suppliers for our components in a timely manner;
 
 •  production delays related to the evaluation and testing of products from alternative suppliers, and corresponding regulatory qualifications;
 
 •  delay in delivery due to our suppliers prioritizing other customer orders over ours; and
 
 •  fluctuation in delivery by our suppliers due to changes in demand from us or their other customers.
 
Any interruption in the supply of components or materials, or our inability to obtain substitute components or materials from alternate sources at acceptable prices
in a timely manner, could impair our ability to meet the demand of our customers, which would have an adverse effect on our business.
 
Components used in our products are complex in design, and any defects may not be discovered prior to shipment to customers, which could result in
warranty obligations, reducing our revenue and increasing our cost.
 In manufacturing our products, we depend upon third parties for the supply of various components. Many of these components require a significant degree of
technical expertise to produce. If our suppliers fail to produce components to specification, or if the suppliers, or we, use defective materials or workmanship in
the manufacturing process, the reliability and performance of our products will be compromised.
 
If our products contain defects that cannot be repaired easily and inexpensively, we may experience:
 
 •  loss of customer orders and delay in order fulfillment;
 
 •  damage to our brand reputation;
 
 •  increased cost of our warranty program due to product repair or replacement;
 
 •  inability to attract new customers;
 
 •  diversion of resources from our manufacturing and research and development departments into our service department; and
 
 •  legal action.
 
The occurrence of any one or more of the foregoing could materially harm our business.
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We forecast sales to determine requirements for components and materials used in our products and if our forecasts are incorrect, we may experience either
delays in shipments or increased inventory costs.
 We keep limited materials and components on hand. To manage our manufacturing operations with our suppliers, we forecast anticipated product orders and
material requirements to predict our inventory needs up to nine months in advance and enter into purchase orders on the basis of these requirements. Our limited
historical experience may not provide us with enough data to accurately predict future demand. If our business expands, our demand for components and
materials would increase and our suppliers may be unable to meet our demand. If we overestimate our component and material requirements, we will have excess
inventory, which would increase our expenses. If we underestimate our component and material requirements, we may have inadequate inventory, which could
interrupt, delay or prevent delivery of our products to our customers. Any of these occurrences would negatively affect our financial performance and the level of
satisfaction our customers have with our business.
 
If there is not sufficient demand for the procedures performed with our products, practitioner demand for our products could be inhibited, resulting in
unfavorable operating results.
 Most procedures performed using our products are not reimbursable through government or private health insurance and are therefore elective procedures, the
cost of which must be borne by the patient. The decision to utilize our products may therefore be influenced by a number of factors, including:
 
 •  the cost of procedures performed using our products;
 
 •  the cost, safety and effectiveness of alternative treatments;
 
 •  the success of our sales and marketing efforts; and
 
 •  consumer confidence, which may be impacted by economic and political conditions.
 
If, as a result of these factors, there is not sufficient demand for the procedures performed with our products, practitioner demand for our products could be
reduced, resulting in unfavorable operating results.
 
If a key distributor fails to perform to our expectations we may fail to achieve anticipated operating results.
 We have a distribution arrangement with PSS World Medical, an organization of over 750 U.S. medical product sales consultants covering a wide range of
medical specialties. PSS World Medical sales representatives work in coordination with our sales force to locate new potential customers for our products. If PSS
World Medical does not perform adequately under the arrangement or terminates our relationship, it may have a material adverse effect on our business, financial
condition, results of operations and future cash flows.
 
We depend on skilled and experienced personnel to operate our business effectively. If we are unable to recruit, hire and retain these employees, our ability to
manage and expand our business will be harmed, which would impair our future revenue and profitability.
 Our success largely depends on the skills, experience and efforts of our officers and other key employees. We do not have employment contracts with any of our
officers or other key employees. Any of our officers and other key employees may terminate their employment at any time. In addition, we do not maintain “key
person” life insurance policies covering any of our employees. The loss of any of our senior management team members could weaken our management expertise
and harm our business.
 
Our ability to retain our skilled labor force and our success in attracting and hiring new skilled employees will be a critical factor in determining whether we will
be successful in the future. We may not be able to meet our future hiring needs or retain existing personnel. We will face particularly significant challenges and
risks in hiring, training, managing and retaining engineering and sales and marketing employees. Failure to attract and retain personnel, particularly technical and
sales and marketing personnel, would materially harm our ability to compete effectively and grow our business.
 
Our financial results will be affected by the changed accounting rules governing the recognition of stock-based compensation expense
 We measure compensation expense for our employee stock compensation plans under the intrinsic value method of accounting prescribed by APB Opinion No.
25, “Accounting for Stock Issued to Employees.” Under this method, we recognized compensation charges related to stock compensation plans, net of related tax
effect, of $492,000 and $581,000 in the six months ended June 30, 2005 and 2004, respectively. In accordance with SFAS No. 123, “Accounting for Stock-Based
Compensation,” we provide disclosures of our operating results as if we had applied the fair value method of accounting (pro-forma basis). Included in our
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Quarterly Reports on Form 10-Q we have provided such disclosures in accordance with SFAS No. 148, “Accounting for Stock-Based Compensation—Transition
and Disclosure.” Had we accounted for our compensation expense under the fair value method of accounting prescribed by SFAS No. 123, the charges, net of tax,
would have been significantly higher than the intrinsic value method used by us. The Financial Accounting Standards Board has announced changes to
accounting rules concerning the recognition of stock option compensation expense. Beginning in the first quarter of fiscal 2006 when these changes are expected
to be implemented, we and other companies will be required to measure compensation expense using the fair value method, which will adversely affect our
results of operations by increasing our cost by the additional amount of such stock option charges.
 
Failure to maintain effective internal controls over financial reporting could have a material adverse effect on our business, operating results and stock price.
 Beginning with our annual report for our fiscal year ending on December 31, 2005, Section 404 of the Sarbanes-Oxley Act of 2002 will require us to include a
report by our management on our internal controls over financial reporting. Such report must contain an assessment by management of the effectiveness of our
internal controls over financial reporting as of the end of our fiscal year and a statement as to whether or not such internal controls are effective. Such report must
also contain a statement that our independent registered public accounting firm has issued an attestation report on management’s assessment of such internal
controls.
 
To achieve timely compliance with Section 404, in 2004 we began a process to document and evaluate our internal controls over financial reporting. Our efforts
to comply with Section 404 have resulted in, and are likely to continue to result in, significant costs, the commitment of time and operational resources and the
diversion of management’s attention. If our management identifies one or more material weaknesses in our internal controls over financial reporting, we will be
unable to assert that such internal controls are effective. If we are unable to assert that our internal controls over financial reporting are effective as of December
31, 2005, our business may be harmed.
 
Any acquisitions that we make could disrupt our business and harm our financial condition.
 We expect to evaluate potential strategic acquisitions of complementary businesses, products or technologies. We may also consider joint ventures and other
collaborative projects. We may not be able to identify appropriate acquisition candidates or strategic partners, or successfully negotiate, finance or integrate any
businesses, products or technologies that we acquire. Furthermore, the integration of any acquisition and management of any collaborative project may divert
management’s time and resources from our core business and disrupt our operations. We do not have any experience with acquiring companies or products. If we
decide to expand our product offerings beyond laser and other light-based products, we may spend time and money on projects that do not increase our revenue.
 
Any cash acquisition we pursue would diminish our available cash balances to us for other uses, and any stock acquisition would be dilutive to our stockholders.
While we from time to time evaluate potential collaborative projects and acquisitions of businesses, products and technologies, and anticipate continuing to make
these evaluations, we have no present understandings, commitments or agreements with respect to any acquisitions or collaborative projects.
 
Anti-takeover provisions in our Amended and Restated Certificate of Incorporation and Bylaws, and Delaware law, contain provisions that could discourage
a takeover.
 Our Amended and Restated Certificate of Incorporation and Bylaws, and Delaware law, contain provisions that might enable our management to resist a takeover,
and might make it more difficult for an investor to acquire a substantial block of our common stock.
 
These provisions include:
 
 •  a classified board of directors;
 
 •  advance notice requirements to stockholders for matters to be brought at stockholder meetings;
 
 •  a supermajority stockholder vote requirement for amending certain provisions of our Amended and Restated Certificate of Incorporation and Bylaws;
 
 •  limitations on stockholder actions by written consent; and
 
 •  the right to issue preferred stock without stockholder approval, which could be used to dilute the stock ownership of a potential hostile acquirer.
 
These provisions might discourage, delay or prevent a change in control of our company or a change in our management. The existence of these provisions could
adversely affect the voting power of holders of common stock and limit the price that investors might be willing to pay in the future for shares of our common
stock.
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We have not paid dividends in the past and do not expect to pay dividends in the future, and any return on investment may be limited to the value of our stock.
 We have never paid cash dividends on our common stock and do not anticipate paying cash dividends on our common stock in the foreseeable future. The
payment of dividends on our common stock will depend on our earnings, financial condition and other business and economic factors affecting us at such time as
our board of directors may consider relevant. If we do not pay dividends, our stock may be less valuable because a return on your investment will only occur if
our stock price appreciates.
 
Item 3. Quantitative and Qualitative Disclosures About Market Risk
 Our exposure to interest rate risk relates primarily to our investment portfolio. Fixed rate securities may have their fair market value adversely impacted due to
fluctuations in interest rates, while floating rate securities may produce less income than expected if interest rates fall. Due in part to these factors, our future
investment income may fall short of expectation due to changes in interest rates or we may suffer losses in principal if forced to sell securities which have
declined in market value due to changes in interest rates. The primary objective of our investment activities is to preserve principal while at the same time
maximizing yields without significantly increasing risk. To achieve this objective, we invest in debt instruments of the U.S. Government and its agencies,
municipal bonds and high-quality corporate issuers, and, by policy, restrict our exposure to any single corporate issuer by imposing concentration limits. To
minimize the exposure due to adverse shifts in interest rates, we maintain investments at a weighted average maturity (interest reset date for auction-rate securities
and variable rate demand notes) of generally less than eighteen months. Due to the short-term nature of these investments, we believe we have no material
exposure to interest rate risk arising from our investments.
 
We have international subsidiaries and operations and are, therefore, subject to foreign currency rate exposure. To date, our exposure to exchange rate volatility
has not been significant. We cannot assure you that there will not be a material impact in the future. Although the majority of our sales and purchases are
denominated in U.S. dollars, future fluctuations in the value of the U.S. dollar may affect the price competitiveness of our products. We do not believe, however,
that we currently have significant direct foreign currency exchange rate risk and have not hedged exposures denominated in foreign currencies.
 
We do not utilize derivative financial instruments, derivative commodity instruments or other market risk sensitive instruments, positions or transactions in any
material fashion.
 
Item 4. Controls and Procedures
 Evaluation of Disclosure Controls and Procedures. Our management, including our President and Chief Executive Officer and Chief Financial Officer,
conducted and evaluation as of June 30, 2005 of the effectiveness of our disclosure controls and procedures (as defined in Rule 13a-15(e) and Rule 15d-15(e)).
Based on that evaluation, the President and Chief Executive Officer and Chief Financial Officer concluded that the disclosure controls and procedures were
effective in ensuring that all material information required to be disclosed in the reports we file and submit under the Securities and Exchange Act of 1934 has
been made known to them on a timely basis and that such information has been properly recorded, processed, summarized and reported, as required.
 
Changes in Internal Control over Financial Reporting. There have been no significant changes in our internal control over financial reporting during the most
recent fiscal quarter that materially affected, or are reasonably likely to materially affect, our internal controls over financial reporting.
 
Sarbanes-Oxley Section 404 Compliance. Section 404 of the Sarbanes-Oxley Act of 2002 (the “Act”) will require us to include an internal control report from
management in our annual report on Form 10-K for the year ending December 31, 2005 and in subsequent annual reports thereafter. The internal control report
must include the following: (1) a statement of management’s responsibility for establishing and maintaining adequate internal control over financial reporting, (2)
a statement identifying the framework used by management to conduct the required evaluation of the effectiveness of our internal control over financial reporting,
(3) management’s assessment of the effectiveness of our internal control over financial reporting as of December 31, 2005, including a statement as to whether or
not internal control over financial reporting is effective, and (4) a statement that our Independent Registered Public Accounting Firm has issued an attestation
report on management’s assessment of internal control over financial reporting.
 
Management acknowledges its responsibility for establishing and maintaining internal controls over financial reporting and seeks to continually improve those
controls. In addition, in order to achieve compliance with Section 404 of the Act within the required timeframe, we have been conducting a process to document
and evaluate our internal controls over financial reporting since 2004. In this regard, we have dedicated internal resources, engaged outside consultants and
adopted a detailed work plan to: (i) assess and document the adequacy of internal control over financial reporting; (ii) take steps to improve control processes
where required; (iii) validate through testing that controls are functioning as documented; and (iv) implement a continuous reporting and improvement process for
internal control over financial reporting. We believe our process for documenting, evaluating and monitoring our internal control over financial reporting is
consistent with the objectives of Section 404 of the Act.
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We are continuing our evaluation of our internal controls versus the standards adopted by the Public Company Accounting Oversight Board (PCAOB). Given the
risks inherent in the design and operation of internal controls over financial reporting, we can provide no assurance as to our, or our Independent Registered
Public Accounting Firm’s, conclusions at December 31, 2005 with respect to the effectiveness of our internal controls over financial reporting.
 
It should be noted that any system of controls, however well designed and operated, can provide only reasonable, and not absolute, assurance that the objectives
of the control system are met. In addition, the design of any control system is based in part upon certain assumptions about the likelihood of future events.
Because of these and other inherent limitations of control systems, there can be no assurance that any design will succeed in achieving its stated goals under all
potential future conditions, regardless of how remote.
 
We maintain disclosure controls and procedures that are designed to ensure that information required to be disclosed in our reports under the SEC of 1934 is
recorded, processed, summarized and reported within the time periods specified in the rules and forms of the Securities and Exchange Commission, and that such
information is accumulated and communicated to our management, including our chief executive officer and chief financial officer, as appropriate, to allow
timely decisions regarding required disclosure. In designing and evaluating the disclosure controls and procedures, management recognizes that any controls and
procedures, no matter how well designed and operated, can provide only reasonable assurance of achieving the desired control objectives, and management
necessarily is required to apply its judgment in evaluating the cost-benefit relationship of possible controls and procedures.
 
As required by SEC Rule 13a-15(b), our management, including our chief executive officer and chief financial officer, carried out an evaluation of the
effectiveness of the design and operation of our disclosure controls and procedures as of June 30, 2005. Based on the foregoing, our chief executive officer and
chief financial officer concluded that our disclosure controls and procedures appear to be effective.
 
There has been no change in our internal controls over financial reporting during our most recent fiscal three and six months that has materially affected, or is
reasonably likely to materially affect, our internal controls over financial reporting.
 

PART II. OTHER INFORMATION
 
Item 1. Legal Proceedings
 In February 2002, we were sued by Palomar Medical Technologies in the United States District Court, District of Massachusetts. The plaintiff alleges that by
making, using, selling or offering for sale our CoolGlide CV, CoolGlide Excel, CoolGlide Vantage and CoolGlide Xeo products, we are willfully and deliberately
infringing U.S. Patent No. 5,735,844. This patent concerns a method and apparatus for removing hair with light energy. Massachusetts General Hospital later
joined the lawsuit as an additional plaintiff, since Palomar is the exclusive licensee, and MGH is the owner, of the patent at issue in the lawsuit. Palomar and
MGH are seeking to enjoin us from selling products found to infringe the patent, and to obtain compensatory and treble damages, reasonable costs and attorney’s
fees, and other relief as the court deems just and proper. We are defending the action vigorously, claiming that our products do not infringe applicable claims of
the patent, and that these claims are invalid and unenforceable. Additionally, we have filed a counterclaim alleging that the patent should be declared
unenforceable because of inadequate disclosures made to the U.S. Patent and Trademark Office by the plaintiffs during that patent’s prosecution with the U.S.
Patent and Trademark Office. The litigation is active, although a trial date has not yet been set by the court. The court has heard our summary judgment motion
but has not yet issued a ruling. The outcome of this motion could accelerate the litigation’s determination
 
In April 2005, the plaintiffs filed a second lawsuit in this same court, alleging that by making, using, selling or offering for sale products using pulsed-light
technology for hair removal, the Company is willfully and deliberately infringing U.S. Patent Nos. 5,735,844 and 5,595,568. The plaintiffs are seeking to enjoin
us from selling products found to infringe those patents, and to obtain compensatory and treble damages, reasonable costs and attorney’s fees, and other relief as
the court deems just and proper. We responded by filing a motion to dismiss this second lawsuit on the grounds of lack of jurisdiction, and by filing complaints
for declaratory relief against these plaintiffs in federal courts in California and Delaware. This motion is pending with the court.
 
Item 2. Changes in Securities and Use of Proceeds
 In April 2004, upon the closing of our initial public offering, we raised net offering proceeds of $46.3 million. Of this amount, through June 30, 2005, we have
spent approximately $26.3 million for sales and marketing initiatives, $5.6 million for product research and development, and $10.5 million for legal and general
corporate purposes.
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Item 5. Other Information
 Our Board of Directors, upon the review and recommendation by the Compensation Committee, has recently approved increases to the annual base salaries and
established the annual target bonus levels as a percentage of base salary for our named executive officers as set forth below.
 

Name

  

Title

  

Annual Base
Salary

  

2005 Target
Bonus

 
Kevin P. Connors   President and Chief Executive Officer   $ 300,000  45%
Ronald J. Santilli   Chief Financial Officer and Vice President of Finance and Administration   $ 200,000  30%
David A. Gollnick   Vice President of Research and Development   $ 200,000  30%
Michael J. Levernier   Vice President of Clinical Development   $ 170,000  15%
John J. Connors   Vice President of North American Sales   $ 103,000  7.5%(1)

(1) In addition to the management bonus, John Connors participates in a sales commission plan that compensates him on actual North American revenue and
quota achievements, compared to targets set at the beginning of the year.

 
All base salary increases are retroactive to June 1, 2005. The above mentioned target bonus levels are effective June 1, 2005. Target bonuses are calculated based
upon a matrix of revenue growth and operating profit percent before amortization of stock-based compensation. For example, at 10% revenue growth and 10%
operating profit, an individual will receive 100% of their target bonus. At 50% revenue growth and 25% operating profit, an individual would receive 375% of
their target bonus. Payments under the bonus program are made quarterly and only in the event that we have a quarterly operating profit before amortization of
deferred stock-based compensation
 
During the quarter, we began issuing performance unit awards as provided for in our 2004 Equity Incentive Plan (“Incentive Plan”). Each recipient of an award,
enters into a performance unit award agreement (the “Award Agreement”). Under the terms of the Incentive Plan and the Award Agreement, each unit has an
initial value equal to the fair market value of our common stock on the date of grant. On its vesting date the unit has a value equivalent to the fair market value on
the date of vesting. We are required to pay the recipient the value of any appreciation in the award as measured at the end of the vesting period. The awards vest
25% of the units per year for four years provided the recipient continues to provide us with services. According to the Incentive Plan and the Award Agreement,
we may elect to pay the unit awards in cash or stock (or a combination of both) following each vesting period.
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Item 6. Exhibits
 Exhibit No.

 

Description

3.2(1)  Amended and Restated Certificate of Incorporation of the Registrant (Delaware).

3.4(1)  Bylaws of the Registrant.

4.1(2)  Specimen Common Stock certificate of the Registrant.

10.1(1)  Form of Indemnification Agreement for directors and executive officers.

10.2(1)  1998 Stock Plan.

10.3(1)  2004 Equity Incentive Plan.

10.4(1)  2004 Employee Stock Purchase Plan.

10.5(1)  Amended and Restated Investor Rights Agreement dated November 12, 1999 by and among the Registrant and certain stockholders.

10.6(1)

 

Brisbane Technology Park Lease dated August 5, 2003 by and between the Registrant and Gal-Brisbane, L.P. for office space located at
3240 Bayshore Boulevard, Brisbane, California.

10.7(1)†

 

Sales Agent Agreement dated February 14, 2003 by and between the Registrant and PSS World Medical, Inc. and the Amendments
thereto.

10.8(3)†

 

Third, Fourth and Fifth Amendments to the Sales Agent Agreement dated February 14, 2003 by and between Registrant and PSS World
Medical, Inc.

10.9(2)†  Sixth Amendment to the Sales Agent Agreement dated November 10, 2004 by and between Registrant and PSS World Medical, Inc.

31.1  Certification of Chief Executive Officer pursuant to Section 302 of the Sarbanes-Oxley Act of 2002.

31.2  Certification of Chief Financial Officer pursuant to Section 302 of the Sarbanes-Oxley Act of 2002..

32.1
 

Certifications of Chief Executive Officer and Chief Financial Officer pursuant to 18 U.S.C Section 1350, as adopted pursuant to Section
906 of the Sarbanes-Oxley Act of 2002.

(1) Incorporated by reference from our Registration Statement on Form S-1 (Registration No. 333-111928) which was declared effective on March 30, 2004.
(2) Incorporated by reference from our Annual Report on Form 10-K filed on March 25, 2005.
(3) Incorporated by reference from our Quarterly Report on Form 10-Q filed on November 12, 2004.
† Portions of the Exhibit have been omitted pursuant to a request for confidential treatment. The confidential portions have been filed with the Securities and

Exchange Commission.
 

SIGNATURE
 
Pursuant to the requirements of the Securities Exchange Act of 1934, the registrant has duly caused this report to be signed on its behalf by the undersigned
thereunto duly authorized.
 
  CUTERA, INC.

Date: August 15, 2005
 

/s/ Ronald J. Santilli

  Ronald J. Santilli
  Chief Financial Officer
  (Principal Financial Officer and Authorized Signatory)
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EXHIBIT 31.1
 

Certification of Chief Executive Officer
Pursuant to Section 302 of the Sarbanes-Oxley Act of 2002

 
I, Kevin Connors, certify that:
 1. I have reviewed this quarterly report on Form 10-Q of Cutera, Inc.:
 2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a material fact necessary to make the statements
made, in light of the circumstances under which such statements were made, not misleading with respect to the period covered by this report;
 
3. Based on my knowledge, the financial statements, and other financial information included in this report, fairly present in all material respects the financial
condition, results of operations and cash flows of the registrant as of, and for, the periods presented in this report;
 
4. The registrant’s other certifying officer and I are responsible for establishing and maintaining disclosure controls and procedures (as defined in Exchange Act
Rules 13a-15(e) and 15d-15(e)) for the registrant and have:
 a) designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be designed under our supervision, to ensure that

material information relating to the registrant, including its consolidated subsidiaries, is made known to us by others within those entities, particularly
during the period in which this report is being prepared;

 b) evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this report our conclusions about the effectiveness of
the disclosure controls and procedures, as of the end of the period covered by this report based on such evaluation; and

 c) disclosed in this report any change in the registrant’s internal control over financial reporting that occurred during the registrant’s most recent fiscal three
and six months (the registrant’s fourth fiscal three and six months in the case of an annual report) that has materially affected, or is reasonably likely to
materially affect, the registrant’s internal control over financial reporting; and

 
5. The registrant’s other certifying officer and I have disclosed, based on our most recent evaluation of internal control over financial reporting, to the registrant’s
auditors and the audit committee of registrant’s board of directors (or persons performing the equivalent function):
 a) all significant deficiencies and material weaknesses in the design or operation of internal control over financial reporting which are reasonably likely to

adversely affect the registrant’s ability to record, process, summarize and report financial information; and
 b) any fraud, whether or not material, that involves management or other employees who have a significant role in the registrant’s internal control over

financial reporting.
 
Date: August 15, 2005

 

/s/ Kevin P. Connors

  Kevin P. Connors
 

 

Chief Executive Officer
and Director (Principal Executive Officer)



EXHIBIT 31.2
 

Certification of Chief Financial Officer
Pursuant to Section 302 of the Sarbanes-Oxley Act of 2002

 
I, Ronald J. Santilli, certify that:
 1. I have reviewed this quarterly report on Form 10-Q of Cutera, Inc.:
 2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a material fact necessary to make the statements
made, in light of the circumstances under which such statements were made, not misleading with respect to the period covered by this report;
 
3. Based on my knowledge, the financial statements, and other financial information included in this report, fairly present in all material respects the financial
condition, results of operations and cash flows of the registrant as of, and for, the periods presented in this report;
 
4. The registrant’s other certifying officer and I are responsible for establishing and maintaining disclosure controls and procedures (as defined in Exchange Act
Rules 13a-15(e) and 15d-15(e)) for the registrant and have:
 a) designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be designed under our supervision, to ensure that

material information relating to the registrant, including its consolidated subsidiaries, is made known to us by others within those entities, particularly
during the period in which this report is being prepared;

 b) evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this report our conclusions about the effectiveness of
the disclosure controls and procedures, as of the end of the period covered by this report based on such evaluation; and

 c) disclosed in this report any change in the registrant’s internal control over financial reporting that occurred during the registrant’s most recent fiscal three
and six months (the registrant’s fourth fiscal three and six months in the case of an annual report) that has materially affected, or is reasonably likely to
materially affect, the registrant’s internal control over financial reporting; and

 
5. The registrant’s other certifying officer and I have disclosed, based on our most recent evaluation of internal control over financial reporting, to the registrant’s
auditors and the audit committee of registrant’s board of directors (or persons performing the equivalent function):
 a) all significant deficiencies and material weaknesses in the design or operation of internal control over financial reporting which are reasonably likely to

adversely affect the registrant’s ability to record, process, summarize and report financial information; and
 b) any fraud, whether or not material, that involves management or other employees who have a significant role in the registrant’s internal control over

financial reporting.
 
Date: August 15, 2005

 

/s/ Ronald J. Santilli

  Ronald J. Santilli
  Chief Financial Officer
  (Principal Financial and Accounting Officer)



Exhibit 32.1
 

CERTIFICATIONS OF CHIEF EXECUTIVE OFFICER
AND CHIEF FINANCIAL OFFICER

PURSUANT TO
18 U.S.C. SECTION 1350,

AS ADOPTED PURSUANT TO
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

 
I, Kevin P. Connors, certify, pursuant to 18 U.S.C. Section 1350, as adopted pursuant to Section 906 of the Sarbanes-Oxley Act of 2002, that
 

(i) the accompanying Quarterly Report on Form 10-Q of the Company for the quarterly period ended June 30, 2004 (the “Report”) fully complies with the
requirements of Section 13(a) or Section 15(d), as applicable, of the Securities Exchange Act of 1934, as amended; and
 

(ii) the information contained in the Report fairly presents, in all material respects, the financial condition and results of operations of the Company.
 
Dated: August 15, 2005

 

/s/ Kevin P. Connors

  Kevin P. Connors
 

 

President, Chief Executive Officer and Director
(Principal Executive Officer)

 
I, Ronald J. Santilli, certify, pursuant to 18 U.S.C. Section 1350, as adopted pursuant to Section 906 of the Sarbanes-Oxley Act of 2002, that
 

(i) the accompanying Quarterly Report on Form 10-Q of the Company for the quarterly period ended June 30, 2004 (the “Report”) fully complies with the
requirements of Section 13(a) or Section 15(d), as applicable, of the Securities Exchange Act of 1934, as amended; and
 

(ii) the information contained in the Report fairly presents, in all material respects, the financial condition and results of operations of the Company.
 
Dated: August 15, 2005

 

/s/ Ronald J. Santilli

  Ronald J. Santilli
 

 

Chief Financial Officer and Vice President of Finance and
Administration
(Principal Accounting and Financial Officer)

 
This certification accompanies this Report pursuant to Section 906 of the Sarbanes-Oxley Act of 2002 and shall not be deemed filed by the Company for purposes
of Section 18 of the Securities and Exchange Act of 1934, as amended.


