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

FORM 10-Q
QUARTERLY REPORT UNDER SECTION 13 OR 15(d) OF

THE SECURITIES EXCHANGE ACT OF 1934
For the quarter ended: June 30, 2006
Commission File Number: 0-19871

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

DELAWARE 94-3078125

(State or other jurisdiction of
incorporation or organization)

(I.R.S. Employer
identification No)

3155 PORTER DRIVE
PALO ALTO, CA 94304

(Address of principal executive offices including zip code)
(650) 475-3100

(Registrant�s telephone number, including area code)
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 twelve months (or for such shorter periods 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
At July 26, 2006, there were 77,777,174 shares of Common Stock, $.01 par value, issued and outstanding.
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PART I�FINANCIAL INFORMATION
ITEM 1. FINANCIAL STATEMENTS
STEMCELLS, INC.
CONDENSED CONSOLIDATED BALANCE SHEETS

June 30, 2006
December 31,

2005
(unaudited)

Assets
Current assets:
Cash and cash equivalents $ 59,907,206 $ 34,540,908
Receivables 563,854 201,919
Other current assets 1,190,050 386,966

Total current assets 61,661,110 35,129,793

Marketable securities 2,100,887 3,720,794
Property, plant and equipment, net 3,927,279 3,282,588
Other assets, net 2,604,332 2,705,513

Total assets $ 70,293,608 $ 44,838,688

Liabilities and stockholders� equity
Current liabilities:
Accounts payable $ 1,246,970 $ 637,122
Accrued expenses 814,787 1,483.300
Accrued wind-down expenses, current portion 1,255,124 1,118,796
Capital lease obligations, current portion 54,676 54,676
Bonds payable, current portion 259,167 254,167

Total current liabilities 3,630,724 3,548,061

Bonds payable, less current maturities 1,221,250 1,351,250
Deposits and other long-term liabilities 522,866 522,866
Accrued wind-down expenses, non-current portion 5,814,115 6,186,930
Deferred rent 1,054,939 853,997

Total liabilities 12,243,894 12,463,104
Stockholders� equity:
Common stock, $.01 par value; 125,000,000 shares authorized;
77,777,174 and 65,396,022 shares issued and outstanding at June 30,
2006 and December 31, 2005, respectively 777,771 653,960

Additional paid in capital 253,375,404 217,919,336
Accumulated deficit (194,126,048)) (185,943,565)
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Accumulated other comprehensive loss (1,977,413) (254,147)

Total stockholders� equity 58,049,714 32,375,584

Total liabilities and stockholders� equity $ 70,293,608 $ 44,838,688

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

Three months ended Six months ended
June 30, June 30,

2006 2005 2006 2005
Revenue:
Revenue from grants $ � $ 26,092 $ 37,550 $ 52,184
Revenue from licensing agreements 20,535 10,677 24,535 19,906

Total revenue 20,535 36,769 62,085 72,090
Operating expenses:
Research and development 3,187,513 1,969,096 5,879,394 3,588,029
General and administrative 1,412,513 954,542 3,089,837 2,459,744
Wind-down expenses 174,901 1,197,226 331,018 1,718,200

Total operating expenses 4,774,927 4,120,864 9,300,249 7,765,973

Loss from operations (4,754,392) (4,084,095) (9,238,164) (7,693,883)
Other income (expense):
License and settlement agreement, net 103,359 103,359
Interest income 703,551 261,389 1,043,365 489,152
Interest expense (38,505) (45,345) (77,098) (91,756)
Other income (expense) (3,372) (235) (13,947) (20,632)

Total other income (expense) 765,033 215,809 1,055,679 376,764

Net loss applicable to common
stockholders ($ 3,989,359) ($ 3,868,286) ($ 8,182,485) ($ 7,317,119)

Net loss per share applicable to common
stockholders; basic and diluted ($ 0.05) ($ 0.06) ($ 0.11) ($ 0.12)
Weighted average shares used to compute
net loss per share applicable to common
stockholders; basic and diluted 77,105,128 63,072,873 71,306,311 62,741,639
See accompanying notes to condensed consolidated financial statements.
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STEMCELLS, INC.
CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS
(unaudited)

Six months ended
June 30,

2006 2005
Cash flows from operating activities:

Net loss ($8,182,485) ($7,317,119)
Adjustments to reconcile net loss to net cash used in operating activities:
Depreciation and amortization 528,755 552,237
Amortization of deferred compensation � 69,501
Stock-based compensation expense 1,040,263 65,280
Loss on disposal of fixed assets 1,197 �
Income from license and settlement agreement (103,359) �
Changes in operating assets and liabilities:
Accrued interest receivable (120,284) (4,481)
Receivables (241,651) 39,289
Other current assets (803,084) (337,584)
Other assets 106,271 52,947
Accounts payable and accrued expenses (58,665) (712,355)
Accrued wind-down expenses (236,486) 1,146,341
Deposits received (refunded) � (76,941)
Deferred rent 200,942 42,839

Net cash used in operating activities (7,868,586) (6,480,046)

Cash flows from investing activities:
Purchase of property, plant and equipment (1,111,357) (235,280)
Acquisition of other assets (68,375) (50,000)

Net cash used in investing activities (1,179,732) (285,280)

Cash flows from financing activities:

Proceeds from the exercise of stock options 123,186 309,026
Proceeds from the exercise of warrants 994,896 1,937,952
Proceeds from issuance of common stock 33,421,534 �
Repayments of capital lease obligations � (25,890)
Repayment of debt obligations (125,000) (119,749)

Net cash provided by financing activities 34,414,616 2,101,339
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Decrease in cash and cash equivalents 25,366,298 (4,663,987)
Cash and cash equivalents, beginning of period 34,540,908 41,059,532

Cash and cash equivalents, end of period $ 59,907,206 $ 36,395,545

Supplemental disclosure of cash flow information:

Interest paid $ 77,098 $ 91,756
See accompanying notes to condensed consolidated financial statements
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Notes to Condensed Consolidated Financial Statements (Unaudited)
June 30, 2006 and 2005

NOTE 1. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES
Basis of Presentation
     The terms �StemCells�, the �Company�, �our�, �we� and �us� as used in this report refer to StemCells Inc. The
accompanying unaudited, condensed consolidated financial statements have been prepared by the Company in
accordance with generally accepted accounting principles for interim financial information and with the instructions to
Form 10-Q and Article 10 of Regulation S-X. Accordingly, they do not include all of the information and footnotes
required by generally accepted accounting principles for complete financial statements. In the opinion of management,
the accompanying financial statements include all adjustments, consisting of normal recurring accruals, considered
necessary for a fair presentation of the financial position, results of operations and cash flows for the periods
presented. Results of operations for the six months ended June 30, 2006, are not necessarily indicative of the results
that may be expected for the entire fiscal year ending December 31, 2006.
     The balance sheet at December 31, 2005 has been derived from the audited financial statements at that date but
does not include all of the information and footnotes required for complete financial statements in accordance with
accounting principles generally accepted in the United States of America. For the complete financial statements, refer
to the audited financial statements and footnotes thereto as of December 31, 2005, included on Form 10-K.
     The Company has incurred significant operating losses and negative cash flows since inception. It has not achieved
profitability and may not be able to realize sufficient revenues to achieve or sustain profitability in the future. The
Company has limited capital resources and it will need to raise additional capital from time to time to sustain its
product development efforts, acquisition of technologies and intellectual property rights, preclinical and clinical
testing of anticipated products, pursuit of regulatory approvals, acquisition of capital equipment, laboratory and office
facilities, establishment of production capabilities, general and administrative expenses and other working capital
requirements. To fund its operations, the Company relies on cash balances, proceeds from equity and debt offerings,
proceeds from the transfer or sale of intellectual property rights, equipment, facilities or investments, and on
government grants and collaborative arrangements. The Company cannot be certain that such funding will be
available when needed. The financial statements do not include any adjustments to reflect the possible future effects
on the recoverability and classification of assets or the amounts and classification of liabilities that may result from the
outcome of this uncertainty.
Use of Estimates
     The preparation of consolidated financial statements in conformity with accounting principles generally accepted
in the United States of America requires management to make estimates and assumptions that affect the amounts
reported in the consolidated financial statements. Actual results could differ from these estimates. Significant
estimates include the accrued wind-down expenses and the grant date fair value of share based awards recognized as
compensation expense in accordance with the provisions of Statement of Financial Accounting Standards No. 123
(Revised 2004) �Share-Based Payment� (SFAS 123R). See �Stock-Based Compensation� below.
Marketable securities
     In accordance with Statement of Financial Accounting Standards No. 115 �Accounting for Certain Investments in
Debt and Equity Securities,� the Company has classified the Company�s short-term investments as available-for-sale
marketable securities in the accompanying consolidated financial statements. The marketable securities are stated at
fair market value, with unrealized gains and losses reported in other comprehensive income. Management reviews
securities with unrealized losses for other than temporary impairment. A decline in the fair value of securities that is
deemed other than temporary is charged to earnings when so deemed.
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Reclassification
     Certain reclassifications of prior year amounts have been made to conform to current year presentation. Patent
related expenses of $133,266 and $339,264 for the three and six-month period ended June 30, 2005 have been
reclassified from research and development expense to general and administrative expense on the consolidated
statements of operations for that period to conform with current year presentation.
Net Loss Per Share
     The Company has computed net loss per common share according to the Statement of Financial Accounting
Standards (SFAS) No. 128 �Earnings Per Share,� which requires disclosure of basic and diluted earnings per share.
Basic earnings per share excludes any dilutive effects of options, warrants and convertible securities, and is computed
using the weighted average number of common shares outstanding during the period. Diluted earnings per share
includes the impact of potentially dilutive securities and is computed using the weighted average of common and
diluted equivalent stock options, warrants and convertible securities outstanding during the period. Stock options,
warrants and convertible securities that are anti-dilutive are excluded from the calculation of diluted loss per common
share.

Three months ended Six months ended
June 30, June 30,

2006 2005 2006 2005
Net loss applicable to common stockholders ($3,989,359) ($3,868,286) ($8,182,485) ($7,317,119)
Weighted average shares used in computing
net loss per share applicable to common
stockholders, basic and diluted. 77,105,128 63,072,873 71,306,311 62,741,639
Net loss per share applicable to common
stockholders, basic and diluted. ($0.05) ($0.06) ($0.11) ($0.12)
     The Company has excluded outstanding stock options and warrants from the calculation of diluted loss per
common share because all such securities are anti-dilutive for all applicable periods presented. These outstanding
securities consist of the following potential common shares:

Outstanding at June 30,
2006 2005

Outstanding options 7,048,220 6,741,787
Outstanding warrants 1,930,658 4,187,439
Total 8,978,878 10,929,226
Stock-Based Compensation
     In December 2004, the Financial Accounting Standards Board (FASB) issued SFAS 123R. SFAS 123R requires all
share-based payments to employees, or to non-employee directors as compensation for service on the Board of
Directors, to be recognized as compensation expense in the consolidated financial statements based on the fair values
of such payments. The Company maintains shareholder approved stock-based compensation plans, pursuant to which
it grants stock-based compensation to its employees, and to non-employee directors for Board service. These grants
are primarily in the form of options that allow a grantee to purchase a fixed number of shares of the Company�s
common stock at a fixed exercise price equal to the market price of the shares at the date of the grant (�qualified stock
option grants�). The options may vest on a single date or in tranches over a period of time, but normally they do not
vest unless the grantee is still employed by or a director of the Company on the vesting date. The compensation
expense for these grants will be recognized over the requisite service period which is

7
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typically the period over which the stock-based compensation awards vest. The Company made no modifications to
outstanding options with respect to vesting periods or exercise prices prior to adopting SFAS 123R. In March 2005,
the Securities and Exchange Commission (SEC) issued Staff Accounting Bulletin No. 107 (SAB 107), which provides
guidance on the implementation of SFAS 123R. The Company applied the principles of SAB 107 in conjunction with
its adoption of SFAS 123R.
     The Company adopted SFAS 123R effective January 1, 2006, using the modified-prospective transition method.
Under this transition method, compensation expense will be recognized based on the grant date fair value estimated in
accordance with the provisions of SFAS 123R for all new grants effective January 1, 2006, and for options granted
prior to but not vested as of December 31, 2005. Prior periods were not restated to reflect the impact of adopting the
new standard and therefore do not include compensation expense related to qualified stock option grants for those
periods. In accordance with SFAS 123R, the Company recognized stock option related compensation expense of
approximately $519,000 and $908,000 for the three and six month periods ended June 30, 2006. All options granted in
the three and six month period ended June 30, 2006 were qualified stock options and the related compensation
expense was recognized on a straight line basis over the vesting period of each grant net of estimated forfeitures. The
Company�s estimated forfeiture rates are based on its historical experience within separate groups of employees. The
estimated fair value of the options granted during 2006 and prior years was calculated using a Black Scholes Merton
option pricing model (Black Scholes model). The following summarizes the assumptions used in the Black Scholes
model as applied in the first and second quarter of 2006:

First
Quarter

Second
Quarter

2006 2006
Risk �free interest rate(1) 4.72% 5.08%
Volatility(2) 119.5% 110.76%
Dividend yield(3) 0% 0%
Expected term (years until exercise)(4) 6.25 6.25

(1) The risk-free
interest rate is
based on US
Treasury debt
securities with
maturities close
to the expected
term of the
option.

(2) Expected
volatility is
based on
historical
volatility of the
Company�s stock
factoring in
daily share price
observations. In
computing
expected
volatility, the

Edgar Filing: STEMCELLS INC - Form 10-Q

Table of Contents 11



length of the
historical period
used is equal to
the length of the
expected term
of the option.

(3) No cash
dividends have
been declared
on the
Company�s
common stock
since the
Company�s
inception, and
the Company
currently does
not anticipate
paying cash
dividends over
the expected
term of the
option.

(4) The expected
term is equal to
the average of
the contractual
life of the stock
option and its
vesting period.

     At June 30, 2006, approximately $4,873,000 of unrecognized compensation expense related to stock options is
expected to be recognized over a weighted average period of approximately 1.51 years. The resulting effect on net loss
and net loss per share attributable to common stockholders is not likely to be representative of the effects in future
periods, due to changes in forfeiture rates, additional grants and subsequent periods of vesting.
     Prior to January 1, 2006, the Company accounted for its stock-based compensation plans under Accounting
Principles Board Opinion No. 25 (APB 25), �Accounting for Stock Issued to Employees.� In accordance with APB
25, the Company recognized no compensation expense for qualified stock option grants, as the options were granted
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at fair market price of the underlying shares on the date of the grant. For options issued with an exercise price less
than the fair market value of the shares at the date of grant, the Company recognized the difference between the
exercise price and fair market value as compensation expense in accordance with APB 25. Prior to January 1, 2006,
the Company provided pro forma disclosure amounts in accordance with Statement of Financial Accounting
Standards No. 123 �Accounting for Stock-Based Compensation,� (SFAS 123) as amended by Statement of Financial
Accounting Standards No. 148 �Accounting for Stock-Based Compensation � Transition and Disclosure,� (SFAS
148). As compensation expense was disclosed but not recognized in periods prior to January 1, 2006, no cumulative
adjustment for forfeitures was recorded in 2006. The following table illustrates the effect on net loss and net loss per
share if the Company had applied the fair value recognition provisions of SFAS 123 to stock-based employee
compensation in the prior three and six-month periods ended June 30, 2005:

Three months
ended

Six months
ended

June 30, 2005 June 30, 2005
Net loss applicable to common stockholders � as reported $ (3,868,286) $ (7,317,119)
Add: Stock-based employee/director compensation expense included in
reported net loss � �
Deduct: Total stock-based employee/director compensation expense
under the fair value based method for all awards (101,231) (238,693)
Net loss applicable to common stockholders � pro forma $ (3,969,517) $ (7,555,812)
Basic and diluted net loss per share applicable to common stockholders
as reported $ (0.06) $ (0.12)
Basic and diluted net loss per share applicable to common stockholders �
pro forma $ (0.06) $ (0.12)
Shares used in basic and diluted loss per share applicable to common
stockholder amounts 63,072,873 62,741,639
     The Company accounts for stock options granted to non-employees in accordance with SFAS 123 and 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 accordingly, recognizes as expense the estimated
fair value of such options as calculated using the Black Scholes model. The fair value is remeasured during the service
period and is amortized over the vesting period of each option or the recipient�s contractual arrangement, if shorter. No
stock options were issued to non-employees other than options granted to non-employee members of the Board of
Directors for service as Board members.
Revenue Recognition
     Revenues from collaborative agreements and grants are recognized as earned upon either the incurring of
reimbursable expenses directly related to the particular research plan or the completion of certain development
milestones as defined within the terms of the collaborative agreement. Payments received in advance of research
performed are designated as deferred revenue. Fees associated with substantive at risk, performance-based milestones
are recognized as revenue upon their completion, as defined in the respective agreements. Incidental assignment of
technology rights is recognized as revenue at the time of receipt.
Recent Accounting Pronouncements
Accounting for Changes and Error Corrections
     In June 2005, the FASB issued Statement of Financial Accounting Standards No. 154 �Accounting Changes and
Error Corrections� �SFAS 154). SFAS 154 replaces APB Opinion No. 20 �Accounting Changes� and SFAS No. 3
�Reporting Accounting Changes in Interim Financial Statements.� SFAS 154 requires that a voluntary
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change in accounting principle be applied retrospectively with all prior period financial statements presented on the
new accounting principle. SFAS 154 also requires that a change in method of depreciating or amortizing a long- lived
non-financial asset be accounted for prospectively as a change in estimate, and correction of errors in previously
issued financial statements should be termed a restatement. SFAS 154 is effective for accounting changes and
correction of errors made in fiscal years beginning after December 15, 2005. The implementation of SFAS 154 is not
expected to have a material impact on the Company�s consolidated financial statements.
NOTE 2. RENEURON LICENSE AND SETTLEMENT AGREEMENT
     In July 2005, the Company entered into a license and settlement agreement with ReNeuron Limited, a wholly
owned subsidiary of ReNeuron Group plc, a publicly listed UK corporation (collectively referred to as �ReNeuron�). As
part of the agreement, the Company granted ReNeuron a license that allows ReNeuron to exploit their �c-mycER�
conditionally immortalized adult human neural stem cell technology for therapy and other purposes. In return for the
license, StemCells received a 7.5% fully-diluted equity interest in ReNeuron, subject to certain anti-dilution
provisions, and a cross-license to the exclusive use of ReNeuron�s technology for certain diseases and conditions,
including lysosomal storage diseases, spinal cord injury, cerebral palsy and multiple sclerosis. The agreement also
provides for full settlement of any potential claims that either StemCells or ReNeuron might have had against the
other in connection with any putative infringement of certain of each party�s patent rights prior to the effective date of
the agreement. The agreement is Exhibit 10.71 to the Company�s Quarterly Report on Form 10-Q for the quarter ended
June 30, 2005. An amendment to the agreement was entered on April 3, 2006, a copy of which was attached as
Exhibit 10.1 to the Company�s Quarterly Report on Form 10-Q for the quarter ended March 31, 2006. On June 29,
2006, ReNeuron issued additional shares of common stock, of which StemCells was entitled to 439,071 shares
because of the anti-dilution provisions within the agreement and net of shares due to Neurospheres Ltd., an Alberta
corporation from which StemCells has licensed some of the patent rights that are the subject of the agreement with
ReNeuron. The Company recorded approximately $103,000 as other income for the additional shares. The fair market
value of the Company�s holdings in ReNeuron common stock as of December 31, 2005 (8,835,766 shares) and
June 30, 2006 (9,274,837 shares) was approximately $3,721,000 and $2,101,000 respectively. Changes in market
value as a result of changes in market price per share or the exchange rate between the US dollar and the British pound
are accounted for under �other comprehensive loss� if deemed temporary, as in this case, and are not recorded as �other
income or loss� until the shares are disposed of and a gain or loss realized. The unrealized loss as of June 30, 2006, is
approximately $1,977,000. A decline in the fair value of securities that is deemed other than temporary would be
charged to earnings.
NOTE 3. LEASES
     The Company had undertaken direct financing transactions with the State of Rhode Island and received proceeds
from the issuance of industrial revenue bonds totaling $5,000,000 to finance the construction of a pilot manufacturing
facility related to its former encapsulated cell technology. The related leases are structured such that lease payments
will fully fund all semiannual interest payments and annual principal payments through maturity in August 2014.
Interest rates vary with the respective bonds� maturities, ranging currently from 8.1% to 9.5%. The outstanding
principal at June 30, 2006 was approximately $1,480,000. The bonds contain certain restrictive covenants, which limit
among other things, the payment of cash dividends and the sale of the related assets.
     The Company entered into a fifteen-year lease for a laboratory facility in connection with a sale and leaseback
arrangement in 1997. The lease has escalating rent payments and accordingly, the Company is recognizing rent
expense on a straight-line basis. At December 31, 2005 and June 30, 2006, the Company had deferred rent liability for
this facility of approximately $1,208,000 and $1,223,000 respectively; the deferred rent liability is presented as part of
the wind-down accrual.
     Although the Company previously discontinued activities relating to encapsulated cell technology, the Company
remains obligated under the leases for the pilot manufacturing facility and the laboratory facility. The Company has
succeeded in subleasing the pilot manufacturing facility and part of the laboratory facility. The aggregate income
received by the Company is significantly less than the Company�s aggregate obligations under the leases, and the
Company�s continued receipt of rental income is dependent on the financial ability of the occupants to comply with
their obligations under the subleases. The Company continues to seek to sublet the vacant portions of the Rhode Island
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facilities, to assign or sell its interests in all of these properties, or to otherwise arrange for the termination of its
obligations under the lease obligations on these facilities. There can be no assurance, however,
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that the Company will be able to dispose of these properties in a reasonable time, if at all, or to terminate its lease
obligations without the payment of substantial consideration
     As of February 1, 2001, the Company entered into a 5-year lease for 40,000 square feet of an approximately 68,000
square foot facility located in the Stanford Research Park in Palo Alto, CA. The facility includes space for animals,
laboratories, offices, and a GMP (Good Manufacturing Practices) suite. GMP facilities can be used to manufacture
materials for clinical trials. On December 19, 2002 the Company negotiated an amendment to the lease, which
resulted in reducing the average annual rent over the remaining term of the lease from approximately $3.7 million to
$2.0 million. As part of the amendment the Company issued a letter of credit on January 2, 2003 for $503,079, which
was an addition to the letter of credit in the amount of $275,000 issued at commencement of the lease, to serve as a
deposit for the duration of the lease. The Company negotiated an amendment to the lease effective April 1, 2005,
which extends the term of the lease through March 31, 2010, includes an immediate reduction in the rent per square
foot, and provides for an expansion of the leased premises by approximately 28,000 additional square feet effective
July 1, 2006. In addition, the Company sublet some of the additional space for the period from April 1, 2005 through
June 30, 2006. The average annual rent due from the Company under its lease for the period commencing April 1,
2005 to March 31, 2010 is approximately $2 million before subtenant income. The lease has escalating rent payments,
which the Company is recognizing on a straight-line basis. At June 30, 2006, the Company had deferred rent liability
for this facility of approximately $1,055,000. At June 30, 2006 the Company has a space-sharing agreement covering
in total approximately 11,000 square feet of this facility. The Company receives the amount of base rent plus the
proportionate share of the operating expenses that it pays for such space over the term of these agreements.
NOTE 4. RELOCATION TO CALIFORNIA FROM RHODE ISLAND
     In October 1999, the Company relocated to California from Rhode Island and established a wind down reserve for
the estimated lease payments and operating costs of the Rhode Island facilities through an expected disposal date of
June 30, 2000. The Company did not fully sublet the Rhode Island facilities in 2000. Even though the Company
intends to dispose of the facility at the earliest possible time, the Company�s management cannot determine with
certainty a fixed date by which such disposal will occur. In light of this uncertainty, the Company periodically
re-evaluates and adjusts the reserve. The Company considers various factors such as the Company�s lease payments
through to the end of the lease, operating expenses, the current real estate market in Rhode Island, and estimated
subtenant income based on actual and projected occupancy. At December 31, 2005 the reserve was approximately
$6,098,000. For the three and six-month period ended June 30, 2006, the Company incurred approximately $298,000
and $582,000 in operating expenses, which was recorded against the reserve. After evaluating the afore-mentioned
factors the Company re-valued the reserve to $5,847,000 at June 30, 2006 by booking an additional $156,000 and
$175,100 at March 31, 2006 and June 30, 2006, respectively, as wind-down expenses.
Wind-down reserve

January to
January to
March April to June

January to
June December 31,

31, 2006 30, 2006 30, 2006 2005

Accrued wind-down reserve at beginning of
period $6,098,000 5,970,000 $ 6,098,000 $ 4,350,000
Less actual expenses recorded against
estimated reserve during the period (284,000) (298,000) (582,000) (1,079,000)
Additional expense recorded to revise
estimated reserve at period-end 156,000 175,000 331,000 2,827,000

Revised reserve at period-end 5,970,000 5,847,000 5,847,000 6,098,000
Add deferred rent at period end (See Note 3) 1,215,000 1,223,000 1,223,000 1,208,000
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January to
January to
March April to June

January to
June

December
31,

31, 2006 30, 2006 30, 2006 2005

Total accrued wind-down expenses at
period-end (current and non current portion) $7,185,000 $ 7,070,000 $ 7,070,000 $ 7,306,000

Accrued wind-down expenses Current portion
Current portion $1,182,000 $ 1,255,000 $ 1,255,000 $ 1,119,000

Non current portion 6,003,000 5,815,000 5,815,000 6,187,000

Total Accrued wind-down expenses $7,185,000 $ 7,070,000 $ 7,070,000 $ 7,306,000

NOTE 5. GRANTS
     In September 2004, the National Institutes of Health (NIH) awarded the Company a Small Business Technology
Transfer grant of $464,000 for studies in Alzheimer�s disease, consisting of approximately $308,000 for the first year
and approximately $156,000 for the remainder of the grant term, September 30, 2005 through March 31, 2006. The
studies have been conducted by Dr. George A. Carlson of the McLaughlin Research Institute (MRI) in Great Falls,
Montana, which will receive approximately $222,000 of the total award. The remaining $242,000 has been recognized
by the Company as grant revenue as and when resources were expended for this study. For the six month period ended
June 30, 2006, the Company recognized approximately $38,000; the Company has now drawn down in full its share
of the grant.
NOTE 6. STOCKHOLDERS� EQUITY
     In March 2006, a warrant issued as part of the June 16, 2004 financing arrangement was exercised to purchase an
aggregate of 526,400 shares of the Company�s common stock at $1.89 per share. The Company issued 526,400 shares
of its common stock and received proceeds of approximately $995,000. On April 6, 2006, the Company sold
11,750,820 shares of its common stock to a limited number of institutional investors at a price of $3.05 per share, for
gross proceeds of approximately $35,840,000. The shares were offered as a registered direct placement under the
Company�s effective shelf registration statement previously filed with the Securities and Exchange Commission. For
the three and six month period ended June 30, 2006, the Company issued 43,308 and 103,932 shares from activity
related to its stock option plans. The following table presents the activity of the Company�s stock option plans for the
six month periods ended June 30, 2006 and 2005.

2006 2005
Weighted Weighted
Average
Exercise

Average
Exercise

Options Price Options Price
Outstanding at January 1 6,608,109 $ 3.02 6,682,201 $ 2.67
Granted 746,887 $ 3.33 384,895 $ 4.08
Exercised (103,932) $ 1.91 (194,475) $ 1.62
Canceled (202,844) $ 2.18 (130,834) $ 2.27

Outstanding at June 30 7,048,220 $ 3.10 6,741,787 $ 2.79

Options exercisable at June 30 4,583,297 $ 2.98 3,687,643 $ 2.97
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