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UNITED STATES SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

FORM 10-Q
(Mark One)

þ QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES
EXCHANGE ACT OF 1934

For the quarterly period ended June 30, 2007
OR

o TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES
EXCHANGE ACT OF 1934

For the transition period from               to
Commission file number 000-50744

NUVASIVE, INC.
(Exact name of registrant as specified in its charter)

Delaware
(State or other jurisdiction of

incorporation or organization)

33-0768598
(I.R.S. Employer

Identification No.)
4545 Towne Centre Court

San Diego, CA 92121
(Address of principal executive offices, including zip code)

(858) 909-1800
(Registrant�s telephone number, including area code)

N/A
(Former name, former address and former fiscal year, if changed since last report)

     Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of
the Securities Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the registrant was
required to file such reports), and (2) has been subject to such filing requirements for the past 90 days.

Yes þ     No o
     Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, or a non-accelerated
filer. See definition of �accelerated filer and large accelerated filer� in Rule 12b-2 of the Exchange Act. (Check one):

Large accelerated filer o               Accelerated filer þ               Non-accelerated filer o
     Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange Act).

Yes o     No þ
     As of July 31, 2007, there were 34,880,690 shares of the registrant�s common stock outstanding.
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PART I. FINANCIAL INFORMATION
Item 1. Financial Statements

NUVASIVE, INC.
CONDENSED CONSOLIDATED BALANCE SHEETS

(unaudited and in thousands, except per share data)

June 30, 2007
December 31,

2006

Assets
Current assets:
Cash and cash equivalents $ 44,218 $ 41,476
Short-term investments 44,460 73,930
Accounts receivable, net 23,261 18,960
Inventory, net 26,763 18,636
Prepaid expenses and other current assets 1,628 1,716

Total current assets 140,330 154,718
Property and equipment, net of accumulated depreciation 33,917 30,573
Intangible assets, net of accumulated amortization 25,335 8,441
Long-term investments 9,987 1,996
Other assets 451 456

Total assets $ 210,020 $ 196,184

Liabilities and Stockholders� Equity
Current liabilities:
Accounts payable and accrued liabilities $ 10,694 $ 8,937
Accrued payroll and related expenses 8,056 8,477
Royalties payable 1,424 1,068

Total current liabilities 20,174 18,482
Long-term liabilities 1,112 1,399
Commitments and contingencies
Stockholders� equity:
Common stock, 70,000 shares authorized 34,842 and 33,929 issued and
outstanding at June 30, 2007 and December 31, 2006, respectively 35 34
Additional paid-in capital 353,311 333,009
Accumulated other comprehensive loss (61) (25)
Accumulated deficit (164,551) (156,715)

Total stockholders� equity 188,734 176,303

Total liabilities and stockholders� equity $ 210,020 $ 196,184

See accompanying notes to unaudited condensed consolidated financial statements.
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NUVASIVE, INC.
CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS

(unaudited and in thousands, except per share data)

Three Months Ended June
30, Six Months Ended June 30,

2007 2006 2007 2006

Revenues $35,618 $ 22,724 $68,838 $ 42,409
Cost of goods sold 6,710 5,087 12,417 8,967

Gross Profit 28,908 17,637 56,421 33,442

Operating expenses:
Sales, marketing and administrative 28,027 22,996 56,067 44,015
Research and development 5,925 4,448 11,677 8,438
Development milestone expense � 10,500 � 10,500

Total operating expenses 33,952 37,944 67,744 62,953
Interest and other income, net 1,628 1,837 3,487 2,935

Net loss $ (3,416) $(18,470) $ (7,836) $(26,576)

Net loss per share:
Basic and diluted $ (0.10) $ (0.56) $ (0.23) $ (0.85)

Weighted average shares � basic and diluted 34,654 33,113 34,485 31,394

See accompanying notes to unaudited condensed consolidated financial statements.
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NUVASIVE, INC.
CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS

(unaudited and in thousands)

Six Months Ended June 30,
2007 2006

Operating activities:
Net loss $ (7,836) $ (26,576)
Adjustments to reconcile net loss to net cash used in operating activities:
Depreciation and amortization 5,933 3,545
Stock-based compensation 6,613 6,823
Other non-cash adjustments 1,179 1,273
Changes in operating assets and liabilities:
Accounts receivable (4,621) (2,157)
Inventory (8,868) (5,333)
Prepaid expenses and other current assets (39) (819)
Accounts payable and accrued liabilities 1,926 3,158
Accrued payroll and related expenses (421) (307)
Development milestone payable � 10,500

Net cash used in operating activities (6,134) (9,893)

Investing activities:
Cash paid for acquisition of Radius Medical, LLC (6,970) �
Purchases of property and equipment (8,527) (8,561)
Sales of short-term investments 79,050 10,950
Purchases of short-term investments (49,580) (45,455)
Sales of long-term investments 6,000 �
Purchases of long-term investments (13,991) �
Other assets 5 (291)

Net cash provided by (used in) investing activities 5,987 (43,357)

Financing activities:
Payment of long-term liabilities (300) (300)
Issuance of common stock, including net proceeds from secondary offering 3,189 143,065

Net cash provided by financing activities 2,889 142,765
Increase in cash and cash equivalents 2,742 89,515
Cash and cash equivalents at beginning of period 41,476 12,545

Cash and cash equivalents at end of period $ 44,218 $102,060

Supplemental disclosure of non-cash transaction:
Issuance of common stock in connection with acquisition of Radius Medical
LLC $ 10,501 $ �
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See accompanying notes to unaudited condensed consolidated financial statements.
5

Edgar Filing: NUVASIVE INC - Form 10-Q

7



NuVasive, Inc.
Notes to Unaudited Condensed Consolidated Financial Statements

1. Description of Business
Description of Business. NuVasive, Inc. (the Company or NuVasive) was incorporated in Delaware on July 21,

1997. The Company designs, develops and markets products for the surgical treatment of spine disorders and operates
in one business segment. The Company began commercializing its products in 2001. Its current product portfolio is
focused on applications for lumbar, thoracic and cervical spine fusion. The principal product offering includes a
minimally disruptive surgical platform called Maximum Access Surgery, or MAS�, as well as a growing offering of
cervical and lumbar motion preservation products. The Company�s products are used predominantly in spine fusion
surgeries, both to enable access to the spine and to perform restorative and fusion procedures. MAS combines
NeuroVision®, a nerve avoidance system, MaXcess®, a minimally invasive surgical system, and specialized implants.
     The Company loans its NeuroVision systems to surgeons and hospitals who purchase disposables and implants for
use in individual procedures. In addition, NeuroVision, MaXcess and surgical instrument sets are placed with
hospitals for an extended period at no up-front cost to them provided they commit to minimum monthly purchases of
disposables and implants. The Company also sells a small quantity of surgical instrument sets and NeuroVision
systems to hospitals. The Company also offers a range of bone allograft in patented saline packaging and spine
implants such as rods, plates and screws. Implants and disposables are shipped from the Company�s facilities or from
limited disposable inventories stored at sales agents� sites.
     The Company also focuses significant efforts on a research and development pipeline emphasizing both MAS and
motion preservation products such as total disc replacement. In particular, the Company has a pivotal clinical study
underway (which began in the third quarter of 2006) with respect to our NeoDisc� cervical disc replacement device.
2. Basis of Presentation
     The accompanying unaudited condensed consolidated financial statements have been prepared pursuant to the rules
and regulations of the Securities and Exchange Commission. Pursuant to these rules and regulations, the Company has
condensed or omitted certain information and footnote disclosures it normally includes in its annual consolidated
financial statements prepared in accordance with accounting principles generally accepted in the United States
(GAAP). In management�s opinion, the financial statements include all adjustments necessary, which are of a normal
and recurring nature, for the fair presentation of the Company�s financial position and of the results of operations and
cash flows for the periods presented.
     These financial statements should be read in conjunction with the audited consolidated financial statements and
notes thereto for the year ended December 31, 2006 included in NuVasive�s Annual Report on Form 10-K filed with
the Securities and Exchange Commission. Operating results for the three and six months ended June 30, 2007 and
2006 are not necessarily indicative of the results that may be expected for any other interim period or for the full year
ending December 31, 2007. The balance sheet at December 31, 2006 has been derived from the audited financial
statements at that date, but does not include all of the information and footnotes required by GAAP for complete
financial statements.
3. Acquisition of Radius Medical LLC
     On January 23, 2007, NuVasive and Radius Medical, LLC (Radius), along with certain members and managers of
Radius, entered into an Asset Purchase Agreement (the Purchase Agreement) providing for the acquisition by
NuVasive of substantially all of Radius� right, title and interest in and to the assets used by Radius in connection with
the design, development, marketing and distribution of collagen-based medical biomaterials, together with the
intellectual property rights, contractual rights, inventories, and certain liabilities related thereto. The Company has
included the results of the acquired Radius operations in its statement of operations from the date of the acquisition.
The Company does not consider the Radius acquisition material to its results of operations or financial position, and
therefore is not presenting pro forma information.
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Reasons for the Radius Acquisition. The transaction provides NuVasive with a biologic product, Formagraft®, a
synthetic bone void filler designed to aid in bone growth with fusion procedures, and a platform for future
development. Formagraft received 510(k) clearance from the Food and Drug Administration (FDA) in May 2005. The
acquisition is consistent with the Company�s objectives of developing or acquiring innovative technologies.
     In connection with the transaction, Radius received net cash payments of approximately $5.0 million and 451,677
unregistered shares of NuVasive common stock, which were subsequently registered. NuVasive also funded at closing
$2 million in cash into an escrow account, which will be maintained for a period of eighteen months from the
acquisition date to secure the indemnification obligations of Radius and its members under the Purchase Agreement.
At the end of this eighteen month period, the funds held in escrow that are not subject to pending indemnification
claims will be disbursed to Radius.
     As part of the acquisition, NuVasive also acquired, as of January 23, 2007, all of Radius� right, title and interest in
and to that certain Supply Agreement dated November 4, 2004, by and between Maxigen Biotech, Inc. (MBI) and
Radius, as amended to date (the MBI Supply Agreement). MBI is a Taiwanese company that manufactures
Formagraft and owns a portion of the core technology underlying Formgraft. Under the MBI Supply Agreement and
following NuVasive�s succession to Radius� interest therein, MBI has agreed to exclusively sell to NuVasive (and
NuVasive has agreed to exclusively purchase from MBI) such quantities as NuVasive may order of all current and
future products manufactured by MBI for use as synthetic bone graft substitutes consisting of certain collagens or
ceramics, and grants exclusive distributor rights to NuVasive for North America, EU countries, South American and
Central American countries, Australia, New Zealand and their respective territories (with additional territories on a
non-exclusive basis). NuVasive will be required to purchase a minimum of $0.9 million of product from MBI per
calendar year. MBI has also granted to NuVasive an exclusive, perpetual, royalty-free license to use all such MBI
products, and all related proprietary rights and proprietary information relating thereto, including without limitation,
rights to conduct research and development, develop modifications, improvements or additional products and to use
and sell such improvements and additional products. Radius was required to pay MBI a one-time license fee in
consideration for the above described license, which obligation was satisfied by Radius.

Purchase Price. The total purchase consideration consisted of (in thousands, except share and per share data):

Net cash paid to Radius $ 4,970
NuVasive common stock issued on the closing date (451,667 shares at $23.25 per share) 10,501
Cash deposited in escrow 2,000
Acquisition-related costs, consisting primarily of professional fees 306

Total purchase price $ 17,777

     The Company has allocated the total purchase consideration to the assets acquired based on their respective fair
values at the acquisition date. The following table summarizes the preliminary allocation of the purchase price (in
thousands).

MBI Supply Agreement $ 9,400
Licensed technology 7,145
Inventory 132
Goodwill 1,100

Total purchase price $ 17,777

     In connection with the acquisition of Radius, NuVasive made a separate $2.0 million equity investment in MBI. On
May 1, 2007, the equity investment in MBI was completed resulting in NuVasive ownership of approximately 9% of
MBI. The Company accounts for this investment at cost.
4. Allowances
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     The balances of the allowances for doubtful accounts and excess and obsolete inventory are as follows:

(in thousands)
June 30,

2007
December 31,

2006
Allowance for doubtful accounts $ 915 $ 737
Allowance for excess and obsolete inventory $ 3,973 $ 2,856
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5. Net Loss Per Share
     NuVasive computes net loss per share using the weighted-average number of common shares outstanding during
the period. Diluted net loss per share is computed by dividing the net loss for the period by the weighted-average
number of common shares outstanding during the period. Due to the net loss reported in all periods, the effect of stock
options and warrants is anti-dilutive and is therefore excluded. Although these options and warrants are currently not
included in the net loss per share calculation, they could be dilutive when, and if, the Company reports future
earnings.

Three Months Ended Six Months Ended
June 30, June 30,

(in thousands, except per share amounts) 2007 2006 2007 2006

Numerator:
Net loss $ (3,416) $ (18,470) $ (7,836) $ (26,576)

Denominator for basic and diluted net loss per share:
Weighted average common shares outstanding 34,654 33,113 34,485 31,394

Basic and diluted net loss per share $ (0.10) $ (0.56) $ (0.23) $ (0.85)

6. Comprehensive Loss
     Comprehensive loss which includes the unrealized gain (loss) on short-term investments and foreign currency
translation adjustments for the three and six month periods ended June 30, 2007 and 2006, did not differ significantly
from the reported net loss.
7. Stock Based Compensation
     For purposes of calculating the stock-based compensation under SFAS 123(R), the Company estimates the fair
value of stock options and shares issued under the Employee Stock Purchase Plan, or ESPP, using a Black-Scholes
option-pricing model. The assumptions used to estimate the fair value of stock options granted in the three and six
month periods ended June 30, 2007 and 2006 are as follows:

Three and Six
Months

Three and Six
Months

Ended June 30,
2007

Ended June 30,
2006

Stock Options
Volatility 50% 65%
Expected term (years) 2.5 to 4.5 2.5 to 4.5
Risk free interest rate 4.51% to 4.92% 4.5% to 5.1%
Expected dividend yield 0% 0%

ESPP
Volatility 50% 65%
Expected term (years) 0.5 0.5
Risk free interest rate 4.45% to 4.86% 5%
Expected dividend yield 0% 0%
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     The compensation cost that has been included in the statement of operations for all share-based compensation
arrangements was as follows:

Three Months
Ended Six Months Ended

June 30, June 30,
(in thousands, except per share amounts) 2007 2006 2007 2006

Sales, marketing and administrative expense $ 2,894 $ 2,481 $ 5,522 $ 5,270
Research and development expense 575 741 1,091 1,553

Stock-based compensation expense $ 3,469 $ 3,222 $ 6,613 $ 6,823

     Stock-based compensation for stock options is recognized and amortized on an accelerated basis in accordance
with Financial Accounting Standards Board Interpretation No. 28, Accounting for Stock Appreciation Rights and
Other Variable Stock Option Award Plans (FIN 28). As of June 30, 2007, there was $14.5 million of unrecognized
stock-based compensation expense. This cost is expected to be recognized over a weighted-average period of
approximately 1.4 years.
8. Reclassifications
     Certain reclassifications to prior period information have been made for consistent presentation. Specifically, in
2006 the Company classified all bonus expense in sales, marketing and administrative expense in the statement of
operations. Beginning in 2007, such expense is classified according to employee function. Expense of $0.3 million
and $0.4 million for the three and six months periods ended June 30, 2006, respectively, has been reclassified from
sales, marketing and administrative expense to research and development expense to conform to this presentation
change.
9. Income Taxes
     On July 13, 2006, the FASB issued Interpretation No. 48, Accounting for Uncertainty in Income Taxes � An
Interpretation of FASB Statement No. 109 (FIN 48). FIN 48 clarifies the accounting for uncertainty in income taxes
recognized in an entity�s financial statements in accordance with FASB Statement No. 109, Accounting for Income
Taxes, and prescribes a recognition threshold and measurement attributes for financial statement disclosure of tax
positions taken or expected to be taken on a tax return. Under FIN 48, the impact of an uncertain income tax position
on the income tax return must be recognized at the largest amount that is more-likely-than-not to be sustained upon
audit by the relevant taxing authority. An uncertain income tax position will not be recognized if it has less than a
50% likelihood of being sustained. Additionally, FIN 48 provides guidance on derecognition, classification, interest
and penalties, accounting in interim periods, disclosure and transition.
     The adoption of FIN 48 did not impact the Company�s consolidated financial condition, results of operations or
cash flows. At January 1, 2007, the Company had net deferred tax assets of $58.6 million. The deferred tax assets are
primarily composed of federal and state tax net operating loss (NOL) carryfowards, federal and state research and
development (R&D) credit carryforwards, amortization of capital assets, and stock compensation. Due to uncertainties
surrounding the Company�s ability to generate future taxable income to realize these assets, a full valuation has been
established to offset the net deferred tax asset.
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Item 2. Management�s Discussion and Analysis of Financial Condition and Results of Operations
Forward-Looking Statements May Prove Inaccurate

You should read the following discussion of our financial condition and results of operations in conjunction with
the unaudited consolidated financial statements and the notes to those statements included in this report. This
discussion may contain forward-looking statements that involve risks and uncertainties. Our actual results may differ
materially from those anticipated in these forward-looking statements as a result of certain factors, such as those set
forth under heading �Risk Factors,� and elsewhere in this report, and in our Annual Report on Form 10-K for the
year ending December 31, 2006. We do not intend to update these forward looking statements to reflect future events
or circumstances.
Overview
     We are a medical device company focused on the design, development and marketing of products for the surgical
treatment of spine disorders. Our currently-marketed product portfolio is focused on applications for spine fusion
surgery, a market estimated to exceed $3.6 billion in the United States. Our principal product offering includes a
minimally disruptive surgical platform called Maximum Access Surgery, or MAStm, as well as a growing offering of
cervical and motion preservation products. Our currently-marketed products are used predominantly in spine fusion
surgeries, both to enable access to the spine and to perform restorative and fusion procedures. We also focus
significant research and development efforts on both MAS and motion preservation products in the areas of (i) fusion
procedures in the lumbar and thoracic spine, (ii) cervical fixation products, and (iii) motion preservation products such
as total disc replacement and nucleus-like cervical disc replacement. We dedicate significant resources to our sales
and marketing efforts, including training spine surgeons on our unique technology and products.
     Our MAS platform combines three categories of our product offerings:

� NeuroVision® � a proprietary software-driven nerve avoidance system;

� MaXcess® � a unique split-blade design retraction system providing enhanced surgical access to the spine; and

� Specialized implants, like our SpheRx® pedicle screw system and CoRoent® suite of implants.
     We also offer a suite of traditional spine surgery products, including a line of precision-machined cervical and
lumbar allograft implants, a titanium surgical mesh system, and related instrumentation. Our Triad® and ExtensureTM

lines of bone allograft, in our patented saline packaging, are human bone that has been processed and precision shaped
for transplant. We also offer fusion plates such as our SmartPlate® Gradient CLP�, a dynamic cervical plate.
     We also have an active product development pipeline focused on expanding our current fusion product platform as
well as products designed to preserve spinal motion. In particular, we have a pivotal clinical study underway with
respect to our NeoDisc� cervical disc replacement device.
     Since inception, we have been unprofitable. As of June 30, 2007, we had an accumulated deficit of $164.6 million.

Revenues. The majority of our revenues are derived from the sale of disposables and implants and we expect this
trend to continue in the near term. We loan our surgical instrument sets at no cost to surgeons and hospitals that
purchase disposables and implants for use in individual procedures; there are no minimum purchase requirements of
disposables and implants related to these loaned surgical instruments. In addition, we place NeuroVision, MaXcess
and surgical instrument sets with hospitals for an extended period at no up-front cost to them provided they commit to
minimum monthly purchases of disposables and implants. These extended loan transactions historically represent less
than 10% of our total stock of loaner surgical assets. Our implants and disposables are currently sold and shipped from
our San Diego and Memphis facilities or from limited disposable inventories stored at our sales agents� sites. We
recognize revenue for disposables or implants used upon receiving a purchase order from the
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hospital indicating product use or implantation. In addition, we sell a small number of MAS instrument sets, MaXcess
devices, and NeuroVision systems. To date, we have derived less than 5% of our total revenues from these sales.

Sales and Marketing. Substantially all of our operations are located in the United States and substantially all of our
sales to date have been generated in the United States. We distribute our products through a sales force comprised of
independent agencies and our own sales personnel. Our sales force provides a delivery and consultative service to our
surgeon and hospital customers and is compensated based on sales and product placements in their territories. Sales
force commissions are reflected in our statement of operations in the sales, marketing and administrative expense line.
We expect to continue to expand our distribution channel. In the second quarter of 2006, we completed our efforts to
transition our sales force to one that is exclusive to us with respect to the sale of spine products. Our exclusive sales
force includes independent exclusive sales agents and directly-employed sales professionals.

Acquisition of Radius Medical LLC. On January 23, 2007, NuVasive and Radius Medical, LLC (Radius), along
with certain members and managers of Radius, entered into an Asset Purchase Agreement (the Purchase Agreement)
providing for the acquisition by us of substantially all of Radius� right, title and interest in and to the assets used by
Radius in connection with the design, development, marketing and distribution of collagen-based medical
biomaterials, together with the intellectual property rights, contractual rights, inventories, and certain liabilities related
thereto. The transaction provides us with a biologic product, Formagraft®, a synthetic bone void filler designed to aid
in bone growth with fusion procedures, and a platform for future development. Formagraft received 510(k) clearance
from the Food and Drug Administration (FDA) in May 2005. The acquisition is consistent with our objective of
developing or acquiring innovative technologies.
Critical Accounting Policies
     Our discussion and analysis of our financial condition and results of operations is based upon our unaudited
condensed consolidated financial statements, which have been prepared in accordance with accounting principles
generally accepted in the United States (GAAP) and regulations of the Securities and Exchange Commission. The
preparation of these financial statements requires us to make estimates and judgments that affect the reported amounts
of assets, liabilities, revenues and expenses. On an ongoing basis, we evaluate our estimates including those related to
bad debts, inventories, long-term assets and income taxes. We base our estimates on historical experience and on
various other assumptions we believe to be reasonable under the circumstances, the results of which form the basis for
making judgments about the carrying values of assets and liabilities not readily apparent from other sources. Actual
results may differ from these estimates.
     We believe the following accounting policies to be critical to the judgments and estimates used in the preparation
of our consolidated financial statements.

Revenue Recognition. We follow the provisions of the Securities and Exchange Commission Staff Accounting
Bulletin (SAB) No. 104, Revenue Recognition, which sets forth guidelines for the timing of revenue recognition based
upon factors such as passage of title, installation, payment and customer acceptance. We recognize revenue when all
four of the following criteria are met: (i) persuasive evidence that an arrangement exists; (ii) delivery of the products
and/or services has occurred; (iii) the selling price is fixed or determinable; and (iv) collectibility is reasonably
assured. Specifically, revenue from the sale of implants and disposables is recognized upon receipt of a purchase order
from the hospital indicating product use or implantation or upon shipment to third party customers who immediately
accept title. Revenue from the sale of our NeuroVision units and instrument sets is recognized upon receipt of a
purchase order and the subsequent shipment to customers who immediately accept title.

Allowance for Doubtful Accounts. We maintain an allowance for doubtful accounts for estimated losses resulting
from the inability of our customers to make required payments. The allowance for doubtful accounts is reviewed
quarterly and is estimated based on the aging of account balances, collection history and known trends with current
customers. As a result of this review, the allowance is adjusted on a specific identification basis. Increases to the
allowance for doubtful accounts result in a corresponding sales, marketing and administrative expense. We maintain a
relatively large customer base that mitigates the risk of concentration with one customer. However, if the overall
condition of the healthcare industry were to deteriorate, or if the historical data used to calculate the allowance
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provided for doubtful accounts does not reflect our customer�s future ability to pay outstanding receivables, significant
additional allowances could be required.

Excess and Obsolete Inventory and Instruments. We calculate an inventory reserve for estimated obsolescence and
excess inventory based upon historical turnover and assumptions about future demand for our products and market
conditions. Our allograft implants have a four-year shelf life and are subject to demand fluctuations based on the
availability and demand for alternative implant products. Our MAS inventory, which consists primarily of disposables
and specialized implants, is at risk of obsolescence following the introduction and development of new or enhanced
products. Our estimates and assumptions for excess and obsolete inventory are reviewed and updated on a quarterly
basis. The estimates we use for demand are also used for near-term capacity planning and inventory purchasing and
are consistent with our revenue forecasts. Increases in the reserve for excess and obsolete inventory result in a
corresponding expense to cost of goods sold.
     A stated goal of our business is to focus on continual product innovation and to obsolete our own products. While
we believe this provides a competitive edge, it also results in the risk that our products and related capital instruments
will become obsolete prior to the end of their anticipated useful lives. If we introduce new products or next-generation
products prior to the end of the useful life of a prior generation, we may be required to dispose of existing inventory
and related capital instruments and/or write off the value or accelerate the depreciation of these assets.

Long Term Assets. Property and equipment is carried at cost less accumulated depreciation. Depreciation is
computed using the straight-line method based on the estimated useful lives of three to seven years for machinery and
equipment and three years for loaner instruments. We own land and a building in Memphis, Tennessee that we use as
a warehouse and distribution facility. The building is depreciated over a period of 20 years. Maintenance and repairs
are expensed as incurred. Intangible assets consist of purchased technology acquired in 2005 and 2007 and the license
agreement asset acquired in 2007, and are amortized on a straight-line basis over their estimated useful lives ranging
from 14 to 20 years.
     We evaluate our long-term assets for indications of impairment whenever events or changes in circumstances
indicate that the carrying value may not be recoverable. If this evaluation indicates that the value of the long-term
asset may be impaired, we make an assessment of the recoverability of the net carrying value of the asset over its
remaining useful life. If this assessment indicates that the long-term asset is not recoverable, we reduce the net
carrying value of the related asset to fair value and may adjust the remaining depreciation or amortization period. We
have not recognized any impairment losses on long-term intangible assets through June 30, 2007.

Accounting for Income Taxes. Significant management judgment is required in determining our provision for
income taxes, our deferred tax assets and liabilities and any valuation allowance recorded against our net deferred tax
assets. We have recorded a full valuation allowance on our net deferred tax assets as of December 31, 2006 due to
uncertainties related to our ability to utilize our deferred tax assets in the foreseeable future.

Valuation of Stock-Based Compensation. On January 1, 2006, we adopted the fair value recognition provisions of
Statement of Financial Accounting Standards (SFAS) 123 (revised 2004), Share-Based Payment (SFAS 123(R)),
which establishes accounting for share-based awards exchanged for employee and non-employee director services and
requires us to expense the estimated fair value of these awards over the requisite service period. Option awards issued
to non-employees are recorded at their fair value as determined in accordance with Emerging Issues Task Force
(EITF) 96-18, Accounting for Equity Instruments That Are Issued to Other Than Employees for Acquiring, or in
Conjunction with Selling Goods or Services, and are periodically revalued as the options vest and are recognized as
expense over the related service period.
     For purposes of calculating the stock-based compensation, we estimate the fair value of stock options and shares
issued under the Employee Stock Purchase Plan using a Black-Scholes option-pricing model. The Black-Scholes
option-pricing model was developed for use in estimating the fair value of short lived exchange traded options that
have no vesting restrictions and are fully transferable. In addition, the Black-Scholes option-pricing model
incorporates various and highly sensitive assumptions including expected volatility, expected term and interest rates.
Stock-based compensation related to stock options is recognized and amortized on an accelerated basis in accordance
with Financial Accounting Standards Board Interpretation No. 28, Accounting for Stock Appreciation
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Rights and Other Variable Stock Option Award Plans (FIN 28). If there is a difference between the assumptions used
in determining stock-based compensation cost and the actual factors which become known over time, specifically with
respect to anticipated forfeitures, we may change the input factors used in determining stock-based compensation
costs. These changes, if any, may materially impact our results of operations in the period such changes are made.
     The above listing is not intended to be a comprehensive list of all of our accounting policies. In many cases, the
accounting treatment of a particular transaction is specifically dictated by accounting principles generally accepted in
the United States (GAAP). See our unaudited consolidated financial statements and notes thereto included in this
report, and our audited consolidated financial statements and notes thereto for the year ended December 31, 2006
included in Annual Report on Form 10-K filed with the Securities and Exchange Commission, which contain
accounting policies and other disclosures required by GAAP.
Results of Operations
Revenues

June 30,

(dollars in thousands) 2007 2006 $ Change
%

Change
Three months ended $35,618 $22,724 $12,894 56.7%
Six months ended $68,838 $42,409 $26,429 62.3%
     Revenues have increased over time due primarily to continued market acceptance of our products within our MAS
platform, including NeuroVision, MaXcess disposables, and our specialized implants such as our SpheRx pedicle
screw system and CoRoent suite of products. In addition, in mid-2006, we completed our transition to an exclusive
sales force, which has increased the amount of effort focused on selling our products as well as the overall market
penetration.
     Over time, the percentage contribution to total revenue from our non-MAS products has decreased. This is due in
large part to the focus of the product development and commercialization efforts to our MAS platform.
Cost of Goods Sold

June 30,

(dollars in thousands) 2007 2006 $ Change
%

Change
Three months ended $ 6,710 $5,087 $1,623 31.9%
% of revenue 18.8% 22.4%
Six months ended $12,417 $8,967 $3,450 38.5%
% of revenue 18.0% 21.1%
     Cost of goods sold consists of purchased goods and overhead costs, including depreciation expense for
instruments.
     Cost of goods sold as a percentage of revenue has decreased over time due to (i) a higher portion of our sales
coming from products with higher margins and (ii) efficiencies gained with growth. The increase in cost of goods sold
in total dollars in the three and six month periods ended June 30, 2007 compared to the same periods in 2006, resulted
primarily from (i) increased material costs of $0.9 million and $1.4 million, respectively, primarily to support revenue
growth; (ii) increased depreciation expense of $0.6 million and $1.6 million, respectively, incurred on the increased
amount of surgical instrument sets we hold for use in surgeries; and (iii) for the six month period ended June 30, 2007,
increased reserves taken against inventory as a result of planned product introductions and enhancements. We expect
cost of goods sold, as a percentage of revenue, to remain relatively consistent for the foreseeable future.
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Operating Expenses
Sales, Marketing and Administrative.

June 30,

(dollars in thousands) 2007 2006 $ Change
%

Change
Three months ended $28,027 $22,996 $ 5,031 21.9%
% of revenue 78.7% 101.2%
Six months ended $56,067 $44,015 $12,052 27.4%
% of revenue 81.4% 103.8%
     Sales, marketing and administrative expenses consist primarily of compensation, commission and training costs for
personnel engaged in sales, marketing and customer support functions; distributor commissions; surgeon training
costs; shareowner (employee) related expenses for our administrative functions; third party professional service fees;
amortization of acquired intangible assets; and facilities and insurance expenses.
     The increases in sales, marketing and administrative expenses principally result from growth in our revenue and
the overall growth in the Company, including headcount increases in the second half of 2006 and in 2007. Increases in
costs dependent on revenue, such as sales force compensation, royalty expense, and shipping costs were $2.8 million
and $7.0 million for the three and six month periods ended June 30, 2007, respectively. Total costs related to our sales
force, as a percent of revenue, decreased from 50% to 38% in the six months ended June 30, 2007 compared to the
same period in 2006, respectively. Increases in costs as a result of overall company growth and administrative, support
and marketing headcount increases, such as compensation and other shareowner related costs, stock-based
compensation, and computer, facility and machinery and equipment costs, were $1.0 million and $2.4 million for the
three and six month periods ended, June 30, 2007, respectively. In addition, amortization increased $0.3 million and
$0.5 million in the three and six month periods ending June 30, 2007 compared to the same period in 2006,
respectively, as a result of the technology and license agreement assets acquired in the acquisition of Radius Medical
LLC.
     In the second quarter of 2006, we completed our efforts to transition our sales force to one that is exclusive to us
with respect to the sale of spine products. Our exclusive sales force consists of independent sales agents and
directly-employed sales personnel. On a long-term basis, as a percentage of revenue, we expect sales, marketing and
administrative costs to continue to decrease over time as we begin to see the synergies of investments we have made
(such as our sales force exclusivity transition).

Research and Development.

June 30,

(dollars in thousands) 2007 2006 $ Change
%

Change
Three months ended $5,925 $4,448 $1,477 33.2%
% of revenue
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