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The results of the Aggressive Reduction of Inflammation Stops Events (ARISE)
Phase [T clinical trial for AGI-1067 revealed new opportunities for the anti-
oxidant, anti-inflammatory compound. While AGI-1067 did not meet the
composite primary endpoint, it achieved a number of pre-specified secondary

endpoints in coronary artery disease (CAD) and diabetes.

Ozidative stress and inflammation play an important role in both CAD

and diabetes, which combined, impact over 250 million people worldwide.
AtheroGenics is encouraged by the ARISE data and the potential of AGI-1067
to improve patient outcomes in CAD and in diabetes, and the Company plans

to continue development of this promising drug candidate.




[ SHAREHOLDERS® LETTER }

Dear Shareholders:

Since its inception in 1993, AtheroGenics has carried for-
ward the notion that chronic inflammation is the key driver
underlying disease processes that tead to coronary artery
disease (CAD). As we brought our lead compound AGI-1047
through development for the treatment of atherosclerosis, we
remained convinced that this agent held promise for redefin-
ing how CAD is currently treated. Based on Phase Ili clinical
trial results that were reported in March 2007, we continue to
believe that AGI-1067 holds considerable promise to become
an important therapeutic agent.

Although the headline of our anncuncement on the results

of the ARISE trial stated we missed our composite primary
endpoint, one only had to look a little bit closer to see that
AGI-1067 produced positive results in several important pre-
defined endpoints. One of these endpoints was a composite

of "hard” atherosclerotic clinical events, which are the most
severe repercussions of heart disease, composed of cardiovas-
cular death, cardiac arrest, myocardiat infarction [heart attack)
and stroke. These are the events that are most concerning to
clinicians and regulators alike. Perhaps mast noteworthy was
the fact that these improvements were seen in patienis already
receiving optimal therapy, and who came into the study with
well-controlled nisk factors, such as blood pressure and
cholesterol. In addition, there were also improvements in

the key diabetes parameters of new onset diabetes and
glycemic control.

When we began the ARISE trial more than three years age, we
included the diabetes endpoints in the ARISE study because
there exists compelling scientific rationale for activity by
AGI-1067 in that disease state. Scientific literature clearly links
oxidative stress and inflammation to the pancreatic damage

Russell M, Medford, M.D., Ph.D.
President and Chief Kxecutive Officer




We are encouraged by the results of our ARISE study, and pending the

complete analysis of the data, we will identify the most appropriate next

steps in the AGI-1067 development program. Our goal is to make this

unique drug candidate available to physicians and patients.

that is a precursor to type-2 diabetes. We believe that AGI-1067's
ability to down regulate oxidative stress and inflammation
may have played a role in reducing the incidence of new onset
diabetes and improving glycemic control in patients who have
previously progressed to a diabetic condition. As we investigate
developmental options for AGI-1067 in the wake of the ARISE
trial, this ability to improve the condition of patients with diabe-
tes is @ key opportunity that is being explored.

ACGI-1067 and its potential impact on CAD CAD is the leading
cause of morbidity and mortality in Western societies, claiming
more lives each year than all forms of cancer combined. itis
estimated that CAD takes the lives of more than 7 million people
each year. And, it's on the rise, having become a true pandemic
that knows no boundaries, and reminding us that there is an
urgent unmet need among this expanding patient population.

Despite a broad range of therapeutic choices in the cardio-
vascular market, there has been limited recent advancement
made in the field of CAD treatment. indeed, most of the cardio-
vascular medications commonly prescribed today target CAD risk
{actors versus directly targeting the disease itself. Established
cholesterol-lowering therapies such as statins are important,
with proven ability to prevent cardiac events by about one-
third. The fact remains, however, that even when optimum
treatment goals are achieved with established therapies for

cardiovascular disease such as statins, the likelihood of having
a serious cardiac event, such as a heart attack, is only reduced
by about 30%. That means that roughly seven out of ten people
who were going to have a serious cardiac event will still have
that event, despite being treated with a statin.

Worldwide, treatment of cardiovascular diseases and their risk
factors remains inadequate for most patients. There exists a
need for a2 new therapeutic breakthrough to treat CAD and in
particular atherosclerosis, one such as AGI-1067 that targets
and intervenes in the inflammatory process that alters the
biology of the artery wall.

The ARISE Trial In 2006, we completed our multi-national
ARISE Phase Ill clinical trial of AGI-1067. The ARISE clinical trial
design has been endorsed by leading cardiology thought lead-
ers as a state-of-the-art clinical trial, providing a high baseline
standard of care for patients who participated in the trial.

Enrolling more than 6,000 patients, the trial was conducted in
over 250 clinical sites in the United States, Canada, the United
Kingdom and South Africa. ARISE was a clinical outcomes
trial, designed to evaluate whether AGI-1067 further reduces
the risk of serious cardiac events in patients receiving cur-
rent standard of care medications, as compared to those who
received current standard of care medications and placebo.




Clinical studies that enroll thousands of patients are typically
the realm of much targer pharmaceutical companies. Qur
Clinical Development and Regulatory Affairs teams worked
hard in managing this study and | would like to take this
opportunity to thank them for all of their efforts as they con-
ducted the ARISE trial aclivities during the last three years,

Not surprisingly, there has been significant interest from the
medical community in the results of the ARISE trial, because
of the potential of AGI-1047 to significantly improve athero-
sclerotic diseases in a fundamentally new way. We are con-
tinuing to conduct further analyses of the data and will work
with the study’s co-principal investigators, Jean-Claude Tardif,
M.D.. Director of Research; Professer of Medicine, Montreal
Heart Institute, University of Montreal, and Marc A, Pieffer,
M.D., Ph.D., Professor of Medicine, Harvard Medical School;
Cardiologist at Brigham and Women'’s Hospital, to subse-
quently publish the full results in a peer-reviewed medical
journal as soon as possible.

Our Financial Position We entered 2007 in a strong financial
position, with approximately $152 million in cash, providing us
with both the necessary resources to help bring AGI- 1067 to
market and the flexibility to expand our product portfolio with
new compounds targeting chronic inflammatory diseases with
unmet medical needs, Eeing mindful of our available finan-
cial resources is one of the key factors that we are taking into
account as we conceive the development plan for AGI-1067
gaing forward.

Strengthening our Board In 2006, we were pleased to announce
that Sam Barker, Ph.D. and Margaret "Peg” E. Grayson were
elected to the AtheroGenics Board of Directors, bringing a
wealth of diversified experiences. The Company will surely
benefit from Dr. Barker's insight and 30-years of experience
averseeing pharmaceutical development and commercialization
at Bristol-Myers Squibh, culminating as President of its U.S.
Pharmaceutical Group. In addition, Ms. Grayson's streng opera-
tional and financial expertise will be particularly beneficial as

we continue our path in transitioning from an R&D organization
to a commercially focused pharmaceutical business.

The Yeur Ahead As we look toward 2007 and beyond, we are
excited about the opportunities and are prepared for the chal-
lenges that lie ahead. We are encouraged by the results of our
ARISE study, and pending the complete analysis of the data,
we will identify the most appropriate next steps in the AGI-1067
development program. Our management team is sharply
focused on this objective. We believe that we have a number
of development options available to us and plan to continue
the development of AGI-1067, with the goal of making this
umque drug candidate available to physicians and patients.

We will continue to pursue strategic tn-licensing opportuni-
ties to strengthen our product pipeline and complement our
research efforts, while advancing our internal preclinical com-
pounds into development.

AtheroGenics is comprised of exceptionally talented and
committed employees who have been central to our success
to-date. | am henared to be working with all of you in this effort
to meaningfully impact unmet medical needs.

I'd like to thank all of the ARISE patients and clinicians for
their participation in this very important clinical study. I'd also
like to extend our thanks to AtheroGenics’ shareholders for
their continued support of the company. We continue to believe
in the possibilities that lie ahead for AtheroGenics and our
potential to emerge as an industry leader.

We look forward to sharing with you the Company’s future
progress.

Sincerely,

Lt

Russell M. Medford, M.D., Ph.D.
President and Chief Executive Officer
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CAD—THE CONDITION ] An aging population, tugh fat diets, elevated blood pressi
moking and diabetes are all risk factors that contribute 1o the growing prevalen
f coronary artery discase (CAD) worldwide. CAD, or atherosclerosis, is caused b
atdative stress and inflammation in the blood vessels of the heart, which eventu-
lly leads 1o the development and progression of fatry deposits knoswn as plague i

he arteries. When plaques become fragile and rupture, clots may form in the bloo



Nanette K. Wenger, M.D.,
M.A.C.P., F.ACC,F.AHA.
Praofessor of Medicine, Division of
Cardiology. Emory University School
af Medicine, Atlanta, Geargla

Dr. Wenger is Professor of Medi-
cine in the Division of Cardiology

at the Emory University School of
Medicine, She is Chief of Cardiology
at Grady Memorial Hospital, and «
Consultant to the Emory Heart and
Vascular Center.

Q: How is CAD treated today?

A: The approaches to treating CAD
depend on a patient’'s symptoms
and the severity of the disease, but
life style changes form the care of
a treatment program. These can
include maintaining a healthier
body weight through control of
caloric intake and regular exer-
cise; eating a heart healthy diet
low in saturated fats, cholesterol
and trans fat; reducing sodium

to keep hypertension under
control; strict conirol of diabetes;
and quitting smoking. Although
effective lifestyle modifications
can significantly reduce CAD risk,
many patients will require phar-
macologic therapies to adequately
address the multiple factors that
contribute to global risk.

Q: What drugs are used today as
treatments for CAD?

A: A number of medications help
control the multiple risk facters
that contribute to the risk of CAQD.
These can be prescribed to lower
LOL !the badj cholesterot, lower
blood pressure, reduce the work-
load on the heart, or decrease the
Likelihcod that blood platelets will
initiate clotting. Usually a com-
bination of two or mare of these
classes of drugs are used to treat
patients with moderately severe
CAD. As the disease progresses,
these medications may not he
enough. The deleterious effect of
atherosclerosis on artery health
and serious obstruction to blood
flow to heart muscle may require
performance of an invasive proce-
dure, such as coronary angio-
plasty, to cpen narrowed coronary
arteries and improve the blood
flow io the heari.

Q: Do any of the current medications
prevent plaque formation?

A: Current CAD therapies were
developed to address the indi-
vidual risk factors of the disease
rather than the underlying cause.
Cholesterol lowering agents, such

as statins, lower levels of LDL
that contribute to plaque forma-
tion. Sorme may also raise the
level of HOL {good] cholesterol,
which acts as a scavenger to
remove cholesterol released by
tissues and carry it to the liver.

Q: fsn't lipid management the key
clement in the management of

CAD risk?

A: The benefit obtained with
standard therapies targeting

LDL is impressive yet incomplete
for many. Statins are the most
effective therapies available for
the reduction of elevated levels
of LOL. Results frem large-scale,
placebo-controlied studies have
consistently demonstrated a
reduction of CAD risk by 25 to 30
percent with statin therapy. Study
results, however impressive,
suggest that there is & plateau
beyond which statin monotherapy
may be unable to further improve
outcomes.

Q: If plaque is made up of cholesterol,

why wouldn't a cholesterol-lowering
agent prevent its formation?

A: These agents can't prevent
plagues, hut have demonstrated
the ability to halt the progression

of plaque in clinical studies.
Importantly, plague instability and
the associated vulnerability of
inflamed plaques to rupture are of
great concern. Approximately 60
te 70 percent of heart attacks are
caused by plaque rupturs.

Q: Are there any approved drugs
that target vascrlar inflammation
directly?

A: Vascular inflammation repre-
sents the “final common pathway”
for many disease processes and
thus represents the "ultimate
therapeutic target” for pharma-
cologic intervention. It is neces-
sary to cultivate novel therapeutic
targets to complement the
existing ones if we are {0 address
the residual unmet need in treat-
ing atherosclerosis. No currently
approved drugs directly target
inflammation of the artery wall,
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[ THE GroBAL tMPACT oF caD | Coronary artery disease is now the leading

cause of death in the world. It is on the rise in the developing world, and

has become a true pandemic that respects no borders.

1t is estimated that at least 20 million people survive heart attacks and

strokes every year. At least one-third of the world population is currently

at high risk of major cardiovascular events; an estimated 1.3 billion

because of tobacco use, 1 billion because of being overweight and at least

another 1 billion because of elevated blood pressure, blood cholesterol or

diabetes. The risk associated with these factors does not occur across arbi-

trary thresholds, but in a continuum extending across almost all levels

seen in different populations.

The time lag effect of risk factors for CAD means that the full effect of

past exposure to behavioral risk factors, especially among children, will

only be seen in the future. Unless preventive and novel treatment efforts
are embraced worldwide, the global burden of CAD death and disease

will continue to rise.

CAD and its Impact on a
Patient’s Quality of Life

CAD s characterized by the presence of
atherosclerosis in the coronary arteries.
Atherosclerotic plagues, the hatlmark
of atherosclerosis, often develop over
decades and can go virtually unnoticed.
As atherosclerosis progresses and the
coronary arteries begin to narrow, the
heart receives less blood. Symptoms can
include shortness of breath, extreme
fatigue with exertion and swelling in the
feet and ankles. Eventually, this dimin-
1shed blood flow may cause chest pain
{anginal. The pain is usually triggered
by physical or emotional stress and
typically goes away within minutes after
stopping the stressful activity. Because
of the intermittent and sometimes
unpredictable pattern of chranic angina,
patients must cften downscale their lives
to avoid attacks, which in turn may lead
to reduced productivity in the workplace

and increased bouts of depression.The
symptoms of CAD in women can be dif-
ferent. When women have angina, they
are more likely than men tc experience
a hot or burning sensation, or z fleeting
sharp pain in the abdomen, back or arm,
rather than chest pain.

If a coronary artery hecomes completely
blocked, a heart attack can occur. Once
again, there is a difference in the warn-
ing signs between the sexes. Men typi-
cally experience what are perceived

as the classic symptems of a heart
attack, i.e. crushing pain in the chest,
pain in a sheulder or arm, and short-
ness of breath. Women may experience
nausea, together with back or jaw pain.
Then again, sometimes a heart attack
cccurs without any apparent signs or
symptoms at all.

People who survive a heart attack have a
chance of illness and death that is up to
15 times higher than that of the general

population. Specifically, their risk of
another heart attack, angina, heart
failure and siroke is substantial.

Many CAD patients undergo a series

of invasive procedures in an attempt

to improve blocd flow to the heart and
extend their lives. Prior to enrolling in
the ARISE trial, one of the study patients
had suffered from daily bouts of angina.
In his early 70s, this patient had received
three coronary bypass surgeries, eight
angicplasties, one atherectorny and one
laser revascularization in a span of three
years prior to entering the ARISE study.

The options currently available for
treating the symptoms of CAD have
drawbacks. A clear need exists for a new
class of medicines that would reduce the
need for these invasive procedures and
their associated procedural risks and
lengthy recovery times.

ATHERDGENICS, IKC.
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[ asout aci-1067 ] AGI-1067 is a once-daily, investigational oral medication and
the first anti-inflammatory anti-oxidant cardiovascular drug candidate studied
to treat the chronic inflammatory process that leads to heart attacks and strokes.
AGI-1067 is the first in a new class of coronary artery disease therapies designed
to selectively block components of the inflammation process that are central to the
initiation and progression of atherosclerosis. Inflammation and oxidative stress
contribute to the development and progression of atherosclerosis, which is character-
1zed by plaque (faity deposit) build-up inside the arterial wall. By acting directly in
the artery wall, AGI-1067 is designed to intervene in the disease process that leads
to plaque. When plaques rupture, clots may form leading to a heart attack, stroke
or death. AGI- 1067 is a unique approach that is complementary to established CAD
medicines, and offers the potential of greater risk reduction in cardiovascular

clinical events and related diabetes complications.




[ aBouT aARISE ]

In March 2007, AtheroGenics an-
nounced results from the ARISE
Phase Il study of AGI-1067.
Though ARISE did not show a dif-
ference from placebo in the com-
posite primary endpoint, the study
did achieve a number of ather
important predefined endpoints.
These endpoints included a reduc-
tion in the composite of "hard”
atherosclerotic clinical endpoints,
compesed of cardiovascular
death, resuscitated cardiac ar-
rest, myccardial infarction lheart
attack] and stroke, as well as
improvement in the key dizbetes
parameters of new onset diabetes
and glycemic control.

ARISE study findings include:
Secondary “hard™ endporints

In a composite of "hard™ athero-
sclerotic endpoints, composed of
cardiovascular death, resuscitated
cardiac arrest, myocardial infarc-
tion [heart attack] and siroke,
AGI-1067 achieved a meaning-

ful relative risk reduction of 19
percent [p=0.028]. A subgroup
analysis indicated that this result
was consistent across important
sub-populations such as: patients
with and without diabetes, and
men and women. Furthermare,
this result was irrespective of
whether patients’ baseline choles-
terol (LDL and HDLI levels were
above or below target.

Diabetes purameters Patients in
ARISE taking AGI-1067 were 44
percent less likely to develop new
onset diabetes (p<0.0001). In
patients with diabetes, AGI-1067
improved glycemic control as
measured by reductions in HbAc
of 0.5 percent at 12 months
[p<0.00011. This occurred despite
the fact that patients had a mean
baseline HbAlc of 7.2 percent,

Safety and tolerability The most
common side effect seen with
AGI-1067 was diarrhea-related;
however, it did not frequently
result in patient discontinua-

tion (3.3 percent vs. 0.3 percent
on placebol. There was a small
increase in the number of patients
with abnormal liver function tests,
although none of the patients
showed significant elevations in a
comhination of liver enzymes and
bilirubin that were confirmed by a
repeat test at the core laboratory,

ARISE Clinical Trial Design
ARISE was a Phase Ill, double-
blind, placebo-controlled
outcomes study designed to
evaluate AGI-1067 in patients with
recent acute coronary syndrome
[ACS). The study enrolled 6,144
patients and was canducted in
261 cardiac centers in the United
States, United Kingdom, Canada
and South Africa. The primary
endpoint in the ARISE study was
te cecmpare the effect of 300 mg of
AGI-1067 to placebo on the time
to first incidence of a composite
of major adverse cardicvascu-

lar events [MACE), specifically
cardiovascular death, resuscitated
cardiac arrest, myecardial infarg-
tion, stroke, need for

Robert A.D. Scott, M.D.
Executive Vice President,

Researeh and Development
and Chief Medical Officer

caronary revascularization and
admission to hospital for unstable
angina. The dosing period aver-
aged approximately 24 months. All
patients in the study were well-
treated with the appropriate stan-
dard of care. Standard-of-care
therapies included lipid lowering,
blood pressure, anti-platelet
and other medications.
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[ SELECTED FINANCIAL DATA ]

The selected financial data set forth below should be read in conjunction with our financial statements and the related notes and
"Management's Discussion and Analysis of Financial Condition and Results of Operations,” included in this annual report. The

historical resutts are not necessarily indicative of the operating results to be expected in the future.

Year Ended December 31, 2006 2005 2004 2003 2002
Statement of Operations Data:
Revenues:
License fees $ 22,916,667 $ - % - b - 3 -
Research and development 8,758,178 — - — —
Total revenues 31,674,845 — - - -
Operating expenses:
Research and development 82,855,340 71,278,945 59,235,833 46,660,960 23,746,127
General and administrative 13,373,112 9,050,290 6,607,506 5,930,675 5,139,000
Total operating expenses 96,228,452 80,329,235 65,843,339 52,591,635 28,885,127
Operating loss (64,553,607 (80,329,235 165,843,339 152.591,635) (28,885,127]
Interest and other income 2,175,817 4,691,965 1,447,001 1,258,216 962,040
Interest expense 18,423,346) (8,917,057] (5,192,894 (1,954,402) (42.420]
Oiher expense (3,521,234) — — — —
Net loss $ (67,322,372 $ (82,554,327 $ (69,589,232} % (53,287,821) $ (27.965.507)
Basic and diluted net loss per share $ i1.71] $(2.19 $ (1.88] $ [1.49) 3 (1.00)
Shares used in computing basic and
diluted net loss per share 39,383,276 37,774,203 37,070,235 35,770,994 27,978,705
The following table contains a summary of our balance sheet data as of December 31:
2006 2005 2004 2003 2002
Balance Sheet Data:
Cash, cash equivalents and
short-term investments $ 151,810,93% $182,504,523 $ 66,924,015 $131,583.928 $ 34,671,131
Working capital 118,786,367 173,164,668 59,719.81 124,848,687 30,009,013
Total assets 178,339,664 197,497,527 74,462,327 138,836,746 37,952,044
Long-term debt 286,000,000 300,053,796 100,000,000 100,083,622 572,492
Accumulated deficit (361,997.246] (294,674,874) (212,120,547] [142,531,315] (89,243.494)
Total shareholders’ [deficit) equity (153.987,649] [115,436,214) (35,942,382 30,377,006 32,493,713
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[ MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION
AND RESULTS OF OPERATIONS ]

The follmwing discussion should be read in conjunction with our finan-
cial statements and related notes included in this annual report. In this
report, “AtheroGenics.” “we,” “us” and “our” refer to AtheroGenics, Inc.
This annual report contains forward-lovking stutements made pursuant
to the safe harbor provisions of the Private Securities Litigation Reform
Act of 1995, These statements are subject to certain factors, risks and
uncertainties that may cause actual results, cvents and performances to
differ materially from those referred to in such statements. These risks
include statements which address operating perforimance, events or
developments that twe expect or anticipate will eceur in the future, such
as projections about our future results of operations or financial condi-
tion, research, development and commercialization of our product can-
didates, expectations regarding the completion of our elinical trials and
the related release of results, anticipated trends in our business, and
other risks that could eause actual results to differ materially. You should
carefully consider these risks, which are discussed in this annunl report,
including, withowt limitation, in the sections entitled “Risk Factors™ and
“Management’s Discussion and Analysis of Financial Condition and
Results of Operations,” and in Atherofrenics’ SEC filings.

Overview

AtheroGenics is a research-based pharmaceutical company
focused on the discovery, development and commercializa-
tion of novel drugs for the treatment of chronic inflammatory
diseases, including coronary heart disease, organ transplant
rejection, rheumateid arthritis and asthma. We have developed
a proprietary vascular protectant, or v-protectant®, technol-
ogy platform to discover drugs to treat these types of diseases.
Based on our v-protectant® platform, we have two drug devel-
opment programs in clinical trials and are pursuing a number of
other preclinical programs.

AGI-1067, our first candidate, is our v-protectant® that is most
advanced in clinical development. AGI-1047 is designed to ben-
efit patients with coronary heart disease, or CHD, which is ath-
erosclerosis of the blood vessels of the heart. We are currently
evaluating AGI-1047 in the Phase Il clinical trial called ARISE
[Aggressive Reduction of Inflammation Stops Events) as an oral
therapy for the treatment of atherosclerosis. We completed
the ARISE trial in 2006 and expect to announce the resulls in
early 2007. Assuming positive results, we plan to file an NDA
with the FDA as soon as possible thereafter. In December 2005,
we announced a license and collaboration agreement with
AstraZeneca for the global development and commercializaticn
of AGI-1067. Under the terms of the agreement, we received an
upfront nonrefundable license fee of $50 million and, subject to
the achievement of specific milestones, including a success-
ful outcome in ARISE, we will be eligible for development and
regulatory mitestones of up to an aggregate of $300 million.
The agreement also provides for progressively demanding sales
performance related milestones of up to an additional $450
millien in the aggregate. In addition, we will also recaive royal-
ties on product sales. AstraZeneca has the right to terminate
the license and collaboraticn agreement at specified periods as

ATHEROGENICS, INC.

further described in ltem 1. "Business — Collaborations™ of our
Form 10-K for the year ended December 31, 2006.

AGI-1096, our second candidate, is a novel antioxidant and selec-
tive anti-inflammaiory agent that is being developed to address
the acceleraied inflammation of grafted blood vessels, known
as transplant arteritis, common in chronic organ transplant
rejection. We are working with Astellas Pharma Inc. to further
develop AGI-1096 in preclinical and early-stage clinical trials.

We previously were developing AGIX-4207, a v-protectant® can-
didate for the treatment of rheumnatoid arthritis. Based on our
findings, however, we have discontinued clinical development of
AGIX-4207 for rheumatoid arthritis in 2004. We continue to have
an active program aimead at investigating other v-protectants®
in rheumatoid arthritis and are working to select another candi-
date to move into formal preclinical development.

We have also identified additionat potential v-protectant® can-
didates to treat other chronic inflarmmatory diseases, including
asthma. We are evaluating these v-protectants® to determine
lead drug candidates for clinical development. We plan to
develop these compounds rapidly and may seek regutatory fast
track status, if availabte, to expedite development and commer-
cialization.

The fellowing table provides informaticn regarding our research
and development expenses for our major product candidates:

Year ended December 31, 20006 2005 2004

Direct external costs:

AGI-1067 $53,136,660 $57,087,586 $38,005,8647

AGIX-4207 62,770 124,224 2,142,083
Unallocated costs

and other programs 29,655,910 20,067,135 19,087,883

Total research
and devetopment  $82,855,340 $71,278,945 $59,235,833

From inception, we have devoted the large majority of our
research and development efforts and financial resources to
support development of the AGI-1067 product candidate. We will
retain responsibility for the ongoing ARISE clinical trial and for
regulatery filings in the United States. AstraZeneca wilt have full
responsibitity for pre-commercialization activities involving AGI-
1067 and will oversee all aspects of the marketing, sales and
distribution of AGI-1067 on a worldwide basis. AstraZeneca will
also be responsible for all non-U.S. regulatory filings. Spending
for the AGI-1096 program in 2006, 2005 and 2004 was funded by
our collaborative development partner, Astellas.

The nature, timing and costs of the efforts to complete the suc-
cessful development of any of our product candidates are highly
uncertain and subject to numerous risks, and therefore cannot




[ MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION
AND RESULTS OF OPERATIONS ]

be accurately estimated. These risks include the rate of prog-
ress and costs of our clinical trials, clinical iral results, cost
and timing of regulatory approval and establishing commercial
manufacturing supplies. These risks and uncertainties, and
their effect on our operations and financial position, are more
fully descriped above in our risk factors under the headings
Risks Related to Development and Commercialization of Our Product
Candidates and Dependence on Third Parties and Risks Related 0
Regulatory Approval of Our Product Candidates.

We have not derived any commercial revenues from prod-
uct sales. We expect to incur significant losses in most years
prior to deriving any such product revenue as we continue our
research and development activities. We have funded our opera-
tions primarily through sales of equity and debt securities. We
have incurred significant losses since we began operations and,
as of December 31, 2004, had an accumulated deficit of $362.0
million, We cannot assure you that we will become profitable or
receive any milestone-related revenues under our agreement
with AstraZeneca. We expect that losses will fluctuate from
quarter to quarter and that these fluctuations may be substan-
tial. Our ability to achieve profitability depends upon our ability,
alone or with others, to complete the successful development
of our product candidates, to obtain required regulatory clear-
ances and to manufacture and market our future products.

Critical Accounting Policies and Use of Estimates

The preparaticn of financial statements in conformity with U.S.
generally accepted accounting principles requires management
ta make estimates and assumpticns and select accounting poli-
cies that affect the amounts reported in our financial statements
and the accompanying notes, Actual results could significantly
differ fram those estimates. We have identified the follow-
ing policies and related estimates as critical to our business
operations and the understanding of our results of operations.
A description of these critical accounting policies and a discus-
sion of the significant estimates and judgmeants associated with
these policies are set forth below. The impact of and any associ-
ated risks related to these policies on our business operations
are also discussed throughout Management’s Discussion and
Analysis of Financial Condition and Results of Operations.

Research and Development Accrual

As part of the process of preparing our financial statements,
we are required to estimate expenses that we believe we have
incurred, but have not yet been billed for. This process involves
identifying services and activities that have been performed
by third party vendors on our behalf and estimating the tevel
to which they have been performed and the associated cost
incurred for such service as of each balance sheet date in our
financial statements. Examples of expenses for which we accrue
include fees for professional services, such as those provided
by certain clinical research arganizations and investigators in

conjunciion with clinical trials, and fees owed io contract manu-
facturers in conjunction with the manufacture of clinical trial
materials. We make these estimates based upon progress of
activities related to contractual obligations and also information
received from vendors,

Revenue Recognition

We recognize revenue in accordance with the SEC's Staff
Accounting Bulletin ["SAB") No. 103, Revenue Recognition in
Financial Statements, as amended by Staff Accounting Bulletin
No. 104, Revenue Recognition, ["SAB 1047). SAB 104 provides
guidance in applying U.S. generally accepted accounting prin-
ciples to revenue recognition issues, and specifically addresses
revenue recognition for upfront, nonrefundable fees received in
connection with research collaboration agreements.

In accordance with SAB 104, license fees, which are nonre-
fundable, are recognized when the related license agreements
specify that no further efforts or obligations are required of
us. In February 2006, we received a $50.0 million nonrefund-
able license fee in connection with our license and collabora-
tion agreement with AstraZeneca. The upfront nonrefundable
license payment will be recognized on a straight-line basis over
the 24 month period that we estimate we are obligated to pro-
vide services to the licensee. In 2006, revenues were approxi-
mately $22.9 million related to the amortization of the upfront
license fee from AstraZeneca.

During the third quarter of 2006, AstraZeneca engaged
AtheroGenics to perform FQCUS, a follow-up Phase Il clinical
trial for patients who have completed ARISE. Revenues under
the research and development agreement pertaining to the
FOCUS clinical trial are recognized in accordance with SAB
104 and Emerging Issues Task Force ["EITF") Issue No. 99-1%,
Reporting Gross Revenue as a Principal vs. Net as an Agent. According
to the criteria established by EITF Issue No. $9-1%, we are the
primary cbligor of the agreement because we are responsible
for the setection, negotiation, centracting and payment of the
third party suppliers. tn addition, any liabilities resulting from
the agreement are the responsibility of AtheroGenics. Research
and development revenues are recognized, on a gross basis, as
activities are performed under the terms of the related agree-
ment. Revenues that have not been invoiced are reflected as
unbilled receivables as described in the accounts receivable
note to the financial statements.

Stock Based Compensation

Effective January 1, 2006, we adopted the provisions of
Statemeni of Financiat Accounting Standards ("SFAS™) SFAS
No. 123(R), Share-Based Payment ["SFAS 123[R)7], which revises
SFAS No. 123, Accounting for Stock-Based Compensation and super-
sedes Accounting Principles Board Opinion No. 25, Accounting
Jor Stock Issued 1o Employees. SFAS 123(R] requires that companies
recognize compensation expense associated with stock option
grants and other equity instruments to employees in the finan-

=
=

ANNUAL REPORT

ATHERDGENICS, INC.  [13]

S



ANNUAL REPORT 8

(14]

[ MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION
ANDO RESULTS OF OPERATIONS ]

cial statements. That expense is recognized in the statement of
operations over the period during which an employee is required
to provide service in exchange for the reward. Stock-based com-
pensation expense is recorded in research and development
expense or marketing, general and administrative expense
depending on the employee’s job function. SFAS 123(R} applies
te all grants after the effective date and to the unvested por-
tien of stock options outstanding as of the effective date. The
pro forma disclosures previously permitted under SFAS 123
are no longer an alternative to financial staternent recognition.
We are using the modified-prospective method and the Black-
Scholes valuaticn model for valuing the share-based payments.
We will continue to account for transactions in which services
are received in exchange for equity instruments based an the
fair value of such services received from non employees, in
accordance with 5FAS 123 and EITF Issue Ne. 96 18, Accounting
Jor Equity Instruments that Are Issued to Other than Employees
Jfor Acquiring, or in Conjunction with Selling, Goods or Serviees.

Results of Operations
Comparison of Years Ended December 31, 2006 and 2005
Revenues

Total revenues were $31.7 million for the year ended December
31, 2004. The license fee revenues of $22.9 million are attrib-
vtable to the license and collaboration agreement, effective
January 2004, with AstraZeneca for the development and com-
mercialization of AGI-1067. This amount represents the earned
portion of the $50.0 million nonrefundable license fee that is
being amortized aver 24 months. The research and develop-
ment revenues of $8.8 million are for services performed for
AstraZeneca related to the FOCUS clinical trial. There were no
revenues during 2005,

Expenses

Research and Development Research and development expenses
were $82.9 million for the year ended December 31, 2006, com-
pared to $71.3 miltion for the same period in 2005. The increase of
$11.6 million, or 14%, is primarily due to expenditures associated
with the ARISE clinical trial and the start up of the FOCUS clinical
trial, which include activities for clinical drug supply, data man-
agement, study monitoring and payments to clinical investigators,
and preparation for a New Drug Application filing. Also contrib-
uting to the increase was the nen-cash stock-based compensa-
tion of $4.9 million, resulting from the adopticn of SFAS 123(R] in
January 2006.

We expect that research and development expenses in 2007 will
not be more than the 2006 level. Expenses in 2007 will be primarily
related to activities surrounding the FOCUS clinical trial of approx-
imately $25.0 million, which will be fully funded by AstraZeneca,
and regulatory activities related to U.S, NDA preparation.

Marketing, General and Administrative Marketing, general
and administrative expenses were $13.4 million for the year

ATHEROGENICS, INC,

ended December 31, 2006, compared to $9.1 million for the
same period in 2005. The increase of $4.3 million, or 48%, is pri-
marily due to the nen-cash stock-based compensation of $4.4
million, resulting from the adoption of SFAS123[R] in January
2006 partially offset by iower professional fees associated with
the license and collaboraticn agreement incurred in 2005.

Interest and Other Income

Interest and other income is primarily comprised of interest
income earned on our cash and short-term investments. Interest
and other income was $2.2 million for the year ended December
31, 2006, compared to $6.7 million for the same period in 2005.
The increase was primarily a result of higher interest rates on
our investments.

Interest Expense

Interest expense was $8.4 million for the year ended December
31, 2006 compared to $8.9 millien for the same period in 2005,
The decrease in interest expense is due to the lower aggre-
gate principal amount of our 4.5% convertible notes outstand-
ing compared to prior year. Our outstanding debt balance was
decreased by $14.0 million in January 2006 when certain note
halders elected to convert their holdings into shares of our
common stock.

Other Expense

Other expense was $3.5 million for the year ended December
31, 200é. The increase in other expense is due to $3.5 million
of non-cash expense related to the exchange of $14.0 million of
our 4.5% convertible notes for common stock in the first quarter
of 2006. There was no other expense in 2005.

Income Taxes

As of December 31, 2006, we had net operating loss carryfor-
wards and research and development credit carryferwards of
$331.9 million and $12.0 million, respectively, available to offset
future taxable income. The net operating loss carryforwards and
the research and development credit carryferwards will expire
between 2010 and 2027. Because of our lack of earnings his-
tory, the resulting deferred tax assets have been fully offset by
a valuation allowance. The utilization of the carryforwards is
dependent upon the timing and extent of our future profitability.
The annual limitations combined with the expiration dates of the
carryforwards may prevent the utilization of all of the net oper-
ating loss and research and development credit carryforwards if
we do not attain sufficient profitability by the expiration dates of
the carryforwards.

Comparison of Years Ended December 31, 2005 and 2004
Revenues

There were no revenues during 2005 or 2004.

Expenses

Research and Development Research and development expenses
were $71.3 million in 2005, compared to $59.2 million in 2004,
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The increase of $12.0 million, or 20%, was primarily due to
increased expenditures for the AGI-1067 ARISE Phase Il clinical
trial, including manufacturing activities for clinical drug supply,
study monitaring, payments to clinical investigators and salary
and personnel related expenses.

General and Administrative General and administrative
expenses were $92.1 million in 2008, compared to $4.6 million
in 2004. The increase of $2.4 mitlion, or 37%, was primarily due
to an increase in the cost of AGI-1067 business development
activities, including legal fees for the license and collaboration
agreement with AstraZeneca and market research costs. Also
contributing to the increase were higher legal fees related to
litigation expenses.

Interest and Other Income

Interest and other income is primarily comprised of inter-
est income earned on our cash and short-term investments.
Interest and other income was $6.7 millicn in 2005, compared
to $t.4 million in 2004. The increase was due to the additional
funds received from the issuance of $200.0 million in aggregate
principal amount of 1.5% convertible notes in January 2005 along
with an increase in rates on our interest bearing accounts.

Interest Expense

Interest expense was $8.9 million in 2005 compared to $5.2 mil-
lion in 2004. The increase in interest expense is due to the issu-
ance of $200.0 million in aggregate principal amount of 1.5%
convertible notes in January 2005.

Income Taxes

As of December 31, 2005, we had net operating loss carryfor-
wards and research and development credit carryforwards of
$£299.1 million and $9.4 million, respectively, available to offset
future taxable income.

Liquidity and Capital Resources

Since inception, we have financed our operations primar-
ily through sales of equity securities and convertible notes. At
Decemnber 31, 2004, we had cash, cash equivalents and short-
terminvestmentsof $151.8 million, compared with $182.5 million
and $66.9 million at December 31, 200% and 2004, respectively.
Working capital at December 31, 2006 was $118.8 million, com-
pared to $173.2 million and $59.7 million at December 31, 2005
and 2004, respectively. The decrease in cash, cash equivatents,
short-term investrments and working capital in 2006 is primarily
due to the use of funds for operating purpases. The increase in
cash, cash equivalents and short-term investments and work-
ing capital in 2005 is due to funds received from the issuance
of our 1.5% convertible notes in January 2005 that raised net
proceeds of approximately $193.6 million.

Net cash used in operating activities was $27.0 million in 2006
compared to $77.8 miltion in 2005 and $64.4 million in 2004. The
decrease in the use of cash in operating activities in 2006 is pri-
marily attributable to funding a net less of $67.3 million, par-

tially offset by revenue recognized in connection with the $50.0
million license fee received from AstraZeneca. The increase in
the use of cash in operating activities in 2005 and 2004 is princi-
pally due to funding a net lass of $82.6 millicn and $59.6 million,
respectively. The increase in cash needed to fund the net loss
is primarily attributakle to expenditures for our ARISE Phase
Il clinical trial for AGI-1067, as well as other ongeing product
development activities. For 2007, cash expenditures for the
ARISE and FOCUS clinical trials are estimated to be approxi-
mately $15.0 million and $25.0 million, respectively.

Net cash provided by investing activities was $30.4 million in
2006 compared to net cash used in investing activities of $51.7
million in 200% and $27.1 million provided by investing activities
in 2004, Net cash provided by investing activities in 2006 con-
sisted primarily of net sales of available-for-sale securities. This
was partially offset by $5.5 million to purchase equipment and
leasehold improvements, which includes $3.5 million for com-
mercial manufacturing equipment. Net cash used in investing
activities in 2005 consisted primarily of net purchases of avail-
able-for-sale securities. Additionally, in 2005, $3.0 million was
used to purchase equipment and leasehold improvements,
which includes $1.9 million spent for commercial manufactur-
ing equipment. Net cash provided by investing activities in 2004
consisted primarily of net sales of available-for-sales securi-
ties.

Net cash provided by financing activities was $1.7 million in 2006
compared to $196.5 million in 2005 and $2.3 million in 2004. Net
cash provided by financing activities in 2006 consisted primarily
of proceeds received upon exercise of common stock options.
Net cash provided by financing activities in 2005 consisted pri-
miarily of $193.6 million received from the issuance of 1.5% con-
vertible notes in January 2005. Net cash provided by financing
activities in 2004 consisled primarily of the proceeds received
upen exercise of cornmon stock options.

(n August 2003, we issued $100 million in aggregate principal
amount of 4.5% convertible notes due 2008 through a Rule 144A
private placement to qualified institutional buyers. These notes
initially are convertible into our common stock at a conversion
rate of 65,1890 shares per $1,000 principal amount of notes, or
approximately $15.34 per share. Net proceeds were approxi-
matety $96.7 million. Inierest on the 4.5% convertible notes is
payable semi-annually in arrears on March 1 and Seplember
1. As of December 31, 2006, we have recorded $1.3 millicn of
accrued interest expense related to the notes, which is due
March 1, 2007. In January 2004, we exchanged $14.0 million in
aggregate principal amount of the 4.5% convertible notes far
1,085,000 shares of our common stock. From time to time, we
may enter into additional exchange offers and/or purchases of
these notes.

In January 2005, we issued $200 million in aggregate principal
amouni of 1.5% convertible notes due 2012 through a Rule 144A
private placement to qualified institutional buyers. These notes
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are convertible into shares of our common stock at a canversion rate of 38.3802 shares per $1,000 principal amount of notes, or
approximately $25.92 per share. Interest on the 1.5% convertible notes is payable semi-annually in arrears on February 1 and August 1.
Net proceeds were approximately $193.6 million. As of December 31, 2006, we have recorded $1.3 million of accrued interest expense
related to the notes, which is due February 1, 2007. We are using the net preceeds from the sale of the notes to fund the cngoing
costs of the ARISE Phase lll clinical trial for AGI-1067 and other research and development activities, including clinical trials, process
development and manufacturing support, and for general corporate purposes, including working capital. Pending these uses, the net

proceeds have been invested in interest-bearing, investment grade securities.

The following table summarizes our long-term contractual obligations as of December 31, 2006:

Payments Due by Period Tntal 2007 2008-2009 2000-2011 Thereafier
Contractual obligations
Operating leases $ 2830028 $1,381,773 $ 1446500 $ 1,755 $ -
Long-term debt 284,000,00C — 86,000,000 - 200,000,000
Interest on long-term debt 21,700,000 6,870,000 8,580,000 6,000,000 250,000
Total contractual obligations $ 310,530,028 $ 8,251,773 $96,026,500  $6,001,755 $ 200,250,000

Based upon the current status of our product development and
commercialization plans, we believe that cur existing cash, cash
equivalents and short-term investments will be adequate to sat-
isfy our capital needs for at least the next 12 months. However,
our actual capital requirements witl depend on many factors,
including those factors potentially impacting our financial condi-
tion as discussed in ltem 1A, “Risk Factors”and the following:

* the scope and results of our research, preclinical and clinical
development activities;

= the timing of, and the costs involved in, obtaining regulatory
approvals;

+ the timing, receipt and amount of sales and royalties, if any,
from our potential product candidates;

= the timing, receipt and amount of milestone and other pay-
ments, if any;
= our ability to maintain our ccllaborations with AstraZeneca and

Astellas and the financial terms of our collaborations;

¢ the costs involved in preparing, filing, prosecuting, maintaining
and enforcing patent claims and other patent-related costs;
and

+ the extent to which we acquire or invest in businesses, prod-
ucts and technologies.

We have historically accessed the capital markets from time
to time tc raise adequate funds for operating needs and cash
reserves. Although we believe we have adeguate cash for at least
the next 12 months, we may access capital markets when we
believe market conditions or company needs meril doing so.

Quantitative and Qualitative Disclosures about Market Risk
The primary objective of our investment activities is to preserve
principal while at the same time maximizing the income we
receive from our investments without significantly increasing
risk. Some of the securities that we invest in may have market
risk, This means that a change in prevailing interest rates may
cause the fair value of the principal amount of the investment to
fluctuate. Far example, if we hold a security that was issued with
a fixed interest rate at the then prevailing rate and the prevail-
ing interest rate later rises, the fair value of the principal amount
of our investment will probably decline. To minimize this risk in
the future, we intend to continue to maintain our portfelio of cash
equivalents and short term investments in a variety of securities,
including commercial paper, all of which have a minimurm invest-
ment rating cf A1/P1, money market funds, and government and
non government debt securities. The average duration of alt of
our investments has generally been less than one year. Due to
the short term nature of these investments, we believe we have
no material exposure to interest rate risk arising from our invest-
ments.

The following tabte summarizes the maturity of the debt and projected annual weighted average interest rates on our convertible notes

as of December 31, 2006.

Value as of
December 31,

2007 2008-2009 2010-2012 Total 2006
Long-term debt — fixed rate
Maturity $ - $ 86,000,000 $200,000,000 $286,000,000 $ 246,600,000
Weighted average interest rate 4.5% 1.5%

ATHEROGEMICS, INC.




[ BALANCE SHEETS ]

December 31, 2006 2005
Assets
Current assets:
Cash and cash eguivalents $ 87846079 $ 82,831,679
Short-term investments 63,964,860 99,672,844
Accounts receivable 6,537,892 19.393
Prepaid expenses 4,038,419 2.639.900
Interest receivable and other current assets 643,097 880,799
Total current assets 163,030,347 186,044,615
Equipment and leasehold improvements, net of accumulated depreciaticn
and amortization 9,684,965 4,108,462
Debt issuance costs and other assets 5,624,352 7,344 450

Total assets

Liabilities and Shareholders’ Deficit
Current liabitities:
Accounts payable
Accrued research and development
Accrued interast
Accrued compensation
Accrued and other liahilities
Current portion of deferred revenue

Taotal current liabilities

Convertible notes payable and equipment loan, net of current portion

Long-term partion of deferred revenue

Shareholders deficit:
Preferred stock, no par value: Authorized—5,000,000 shares
Common stock, no par value:

Authorized—100,000,000 shares; issued and outstanding —

39,452,927 and 38,143,678 shares at Decemnber 31, 2006 and 2005, respectively

Warrants

Accumulated deficit

Accumulated other comprehensive loss
Total shareholders’ deficit

Total liabilities and shareholders’ deficit

The accompanying notes are an integral part of these financial statemenis.

$ 178,339,664

$ 197,497,527

$ 3.1835M $ 2,188,441
11,263,164 3,946,970
2,540,000 2,750,000
1,465,644 2.64% 640
791.661 1,344,876
25,000,000 —
44,243,980 12,879,947
286,000,000 300,053,796
2,083,333 —
207,388,894 178,771.376
613,021 v 620,223
(361,997.246) (294,674,874)
7,682 (152,941} -
(153,987,649] [115,436.214)

$ 178,339,664

$ 197,497,527

ATHEROGEMICS. INC,
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Year Ended December 31, 2006 2005 2004
Revenues
License fees $ 22,916,667 - -
Research and development 8,758,178 — —
Total revenues 31,674,845 — -
Operating expenses:
Research and development 82,855,340 71,278,945 5%,235,833
General and administrative 13,373,112 9,050,290 6,607 506
Total operating expenses §6,228,452 80,329,235 65,843,339
Operating loss (64,553,607 (80,329,235) (65,843,339
Interest and other income 2175817 6,691,965 1,447,001
Interest expense (8.423.344] (8,917.057 (5.192,894)
Other expense [3,521,234] — —
Net loss $ 167,322,372 $ (82,554,327 $ (69,589,232
Net loss per share—basic and diluted % [1.71] $ (2.19) $ (1.88]
Weighted average shares outstanding—basic and diluted 39,383,376 37,774,203 37,070,235

The aceompanying netes are un integral parl of these financial statements.
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{ STATEMENTS OF SHAREHOLDERS' (DEFICIT) EQUITY 1

Accumulated

Deferred Orher Total
Comrmon Stock Stock Accunmdated Comprehensive  Shareholders
Sherres Amount Warrants  Compensation Deficit {loss) Income (Deficit) Equity

Balance at January 1, 2004 36,763.407  $172.452.536 $950,588  $(505,708} $(142,531.315) % 10,905 $ 30.377.004
Issuance of common stock for

exercise of stock aptions

at $.30 to $16.52 per share 495,265 2,783,8%4 - - - - 2,783,894
Issuance of common stock for

exercise of warrants 109,984 289,540  [289,540) - - - -
Adjustments to market value for

variable stock options and warrants

issued to non-employees - 145,663 167.754 (313.419) - - -
Amortization of deferred

stock cornpensation - 41,632 - 454,520 - - 536,152
Net loss - — - - 169.589,232) - (69,589,232]
Unrezalized loss on

available-for-sale securities - - - - - (50,202 (50,202}
Comprehensive lass 149,637,434}
Balance at December 31, 2004 37,348,658 175,713,265 828,804 (324,407 [212,120,547] (39.2971 [35,942,382)
Issuance of common stock for

exercise of stock options

at $.10 to $14.86 per share 727,178 2,989 844 - - - - 2,989,844
Issuance of cormmon stock for

exercise of warrants 47842 154,768 1154,768) - — — -
Adjustments to market value for

variable stock options and

warrants issued o non-employees — [27.456]  (53,813] 81,249 - — —
Amortization of deferred

stock compensation — - — 184,293 — - 184,293
Net loss — - — - (82,554,327 - (82,554,327|
Unrealized loss on

available-for-sale securities - - - - - (113,644] [113,644)
Comprehensive loss [82,667,971)
Balance at December 31, 2005 38,143,678 178,830,421 620,223 (59.045]  (294,674,874) (1529411  (115,436,216]
Issuance of common stock for

exercise of stock options

at $.30 10 $16.52 per share 224,249 1,762,357 - - - - 1,762,357
Issuance of comman stock

for debt conversion 1,085,000 17,562,557 — — - - 17.562,557
Adjustments to market value for

variable stock opticns and warrants

issued to non-employees — i5,433) [7,202] 12,635 - — —
Amortization of non-employee deferred

stock compensation - — - 46,410 - — 46,410
Stock-based compensation - 9,238,992 - - - - §,238,992
Net loss - — - - (67,322,372 - 167,322,372
Unrealized loss on

available-for-sate securities - - — — - 160,623 140,623
Comprehensive loss 167,161,749
Balance at December 31, 2006 39,452,927 $207,388,894 $613.021 $ —  ${361997.244) % 7682 9$(153,987,649]

The accompanying notes are an integral part of these financial statements.
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[ STATEMENTS OF CASH FLOWS ]

The accompanying rotes are an integral part of these financial statemenis.

ATHERDGENICS, INC.

Year Ended December 31, 2006 2015 2004
Operating activities
Net loss $ 167.322,372 $ (82,554,327 $ (59,589.232)
Adjustments o reconcile net {oss o net cash used
in operating activities:
Amortization of license fee (22,916,667 - -
Stock-based compensation 9,285,402 184,293 536,152
Loss on debt conversion 3,521,235 - -
Armortization of debt issuance costs 1,483,169 1,504,172 652,981
Depreciation and amortization 972,009 808,599 883312
Changes in operating assets and liabilities:
Accounts receivable 16,518,499 - -
Prepaid expenses [1,398,519] [5,603] [1,490.291]
Interest receivable and other assets 237,702 {351,787) (28,963)
Accounts payable 995,050 (649,592 1,059,866
Accrued research and development 6,262,136 (136.924) 1,122,809
Accrued interest 68,250 1,250,000 (162,500]
Accrued compensation (1,183,994 1,410,393 200,340
Accrued and other liabilities [519.431] 755,076 203,893
Deferred revenue 50,000,000 — —
Net cash used in operating activities (27,034,530 [77,785,700) (66,611,633
Investing activities
Purchases of short-term investments (102,945,761) (200,633,447) (76,544,054
Sales and maturities of short-term investments 138,814,268 151,882,055 103,984,437
Purchases of equipment and leasehold improvements (5,494,454) [2,977,050) (302,533
Net cash provided by (used in) investing activities 30,374,183 [51,728,442] 27.137.848
Financing activities
Proceeds fram the sale of convertible notes - 193,566,977 -
Proceeds from the exercise of common stock options 1,762,357 2,989,844 2,783,894
Payments on equipment loan (87,580 [99,919] [479.439)
Net cash provided by financing activities 1,674,777 194,456,902 2,304,455
Increase [decrease] in cash and cash equivalents 5,014,400 66,942,760 [37,169,330]
Cash and cash equivalents at beginning of year 82,831,679 15,888 919 53,058,249
Cash and cash equivalents at end of year $ 87.846,079 $ 82,831,479 $ 15888919
Supplemental disclosures of cash flow information
Interest paid $ 6,871,927 $ 6162886 $ 4676472




[ NOTES TO FINANCIAL STATEMENTS ]

1. Description of Business and Significant Accounting
Policies

Description of Business AtheroGenics, Inc, ["AtheroGenics”)
was incorporated on November 23, 1993 [date of inception] in
the State of Georgia to focus on the discovery, development and
commercialization of novel therapeutics for the treatment of
chrenic inflammatory diseases, such as heart disease [athero-
sclerosis), organ transplant rejection, rheumatoid arthritis and
asthma.

Use of Estimates The preparation of the financial statements in
conformity with U.S. generally acceptied accounting principles
requires management to make estimates and assumptions that
affect the amounts reported in the financial statements and
accompanying notes. Actual results could differ from those esti-
mates.

Cash and Cash Equivalents AtheroGenics considers all highly
liguid investments with a maturity of three months or less when
purchased to be cash equivalents. AthercGenics’ cash equiva-
lents consist primarily of money market accounts, commercial
paper, government agency notes and corporate notes on deposit
with several financial instituticns, and the carrying amounts
reported in the balance sheets approximate their fair value.

Short Term Investments Short term investments consist of gov-
ernment agency notes, corporate notes, commercial paper and
certificates of deposit with criginal maturities of greater than
three months when purchased.

Management determines the appropriate classification of debt
securities at the time of purchase and reevaluates such des-
ignation as of each balance sheet date. These investments
are accounted for in accordance with Statement of Financial
Accounting Standards, ("SFAS™] No. 115, Accounting for Certain
Investments in Debt and Equity Securities. AtheroGenics has
classified all investments as available for sale. Available for sale
securities are carried at fair value, with the unrealized gains and
losses, net of tax, reported in a separate component of share-
holders™ [deficit) equity. Realized gains and losses are included
in investment income and are determined on a specific identifi-
cation basis.

Fair Value of Financial Instruments and Concentration of
Credit Risk Financial instruments that subject AtheroGenics
to cencentration of credit risk consist primarily of cash, cash
equivalents and short term investments. These assets are
maintained by reputable third party financial institution custo-
dians. The carrying values reported in the balance sheets for
cash, cash equivalents and short term investments approximate
fair values,

Accounts Recetvable Accounts receivable consists of billed
and unbilled receivables related to the FOCUS [Follew-up Of
Clinical Qutcomes: The Long-term AGI-1067 Plus Usual Care
Study] clinical trial and our license and collaboration agree-
ment with IPR Pharmaceuticals, Inc. ("AstraZeneca”]. Unbilled
receivables represent amounts due, which have not been billed

as of the current balance sheet date. As of December 31, 2006,
accounis receivable were $2,985,584 and unbilled receivables
were $3,552,308.

Equipment and Leasehold Improvements Equipment and lease-
hold improvements are stated at cost. Depreciation of computer
and lab equipment is computed using the straight line method
over the estimated useful lives of three and five years, respec-
tively. Amortization of leasehold improvements is recorded
over the shorter of: [a] the estimated useful lives of the related
assets; or [b] the lease term.

Research and Development Acerual As part of the process of
preparing its financial statements, AtheroGenics is reguired to
estimate expenses that it believes it has incurred, but has not
yet been billed for. This process involves identifying services
and activities that have been performed by third party ven-
dors on its behalf and estimating the level to which they have
been performed and the associated cost incurred for such ser-
vice as of each balance sheet date in its financial statements.
Examples of expenses for which AtheroGenics accrues include
fees for professional services, such as those provided by certain
clinical research organizations and investigators in conjunction
with clinical trials, and fees owed to contract manufacturers
in conjunction with the manufacture of clinical trial materials.
AtheroGenics makes these estimates based upon progress of
activities related to contractual obligations and also informaticn
received from vendors.

Revenue Recognition AtheroGenics recognizes revenue in
accordance with the SEC's Staff Accounting Bulletin ["SAB”]
No. 101, Revenue Recognition in Financial Statements,
as amended by Staff Accounting Bulletin No. 104, Revenue
Recognition, ["SAB 1047). SAB 104 provides guidance in apply-
ing U.5. generally accepted accounting principles to revenue
recognition issues, and specifically addresses revenue recogni-
tion for upfront, nonrefundable fees received in connection with
research collaboration agreements.

In accordance with SAB 104, license fees, which are nonrefund-
able, are recognized when the related license agreements spec-
ify that no further efforts or obligations are required of us,

Revenues under the research and development agreement per-
taining clinical trials are recognized in accordance with SAB
104 and Emerging Issues Task Force ["EITF") Issue No. 99-19,
Reporting Gross Revenue as a Principal vs. Net as an Agent.
According o the criteria established by EITF lssue No. 99-19,
AtheroGenics is the primary obligor of the agreement because
it is responsible for the selection, negotiation, cantracting
and payment of the third party suppliers. In addition, any lia-
bilities resulting from the agreement are the respansibility of
AtheroGenics. Research and development revenues are recog-
nized, on a gross basis, as activities are performed under the
terms of the related agreement. Revenues that have not been
inveiced are reflected as unbilled receivables as described in the
accounts receivable note to the financial statements.

ATHEROGEKNICS, INC.

ANNUDAL REPORT

[21]




ANNUAL REPORT B

[22]

[ NOTES TO FINANCIAL STATEMENTS |

Research and Development and Patent Cosis Research and
development costs, including all related salaries, clinical trial
expenses, facility costs and expenditures related to obtaining
patents, are charged to expense when incurred.

Stock Based Compensation In December 2004, the Financial
Accounting Standards Board ["FASB”] issued SFAS No. 123(R),
Share-Based Payment, "SFAS 123(R]"), which revises SFAS No.
123 Accounting for Stock-Based Compensation ["SFAS 1237) and
supersedes Accounting Principles Board {"APB"} Opinion No.
25, Accounting for Stock Issued to Employees |"APB 257). SFAS
123IR] requires that companies recognize expense associ-
ated with stock option grants and other equity instruments to
employees in the financial statements. SFAS 123[R} was effec-
tive January 1, 2004 and applies to all grants after the effective
date and to the unvested portion of stock options ocutstanding as
of the effective date.

On January 1, 2006, AtheroGenics adopted SFAS 123(R! using
the modified prospective method. For the year ended December
31, 2006, AtheroGenics recorded approximately $9.2 mil-
lion of employee siock-based compensation expense. As a
result of adopting SFAS 123(R], AtheroGenics' net loss per
share was impacted $(0.23) for the year ended December 31,
2006. AtheroGenics has a net operating loss carryforward as of
December 31, 2006, and therefore no excess tax benefits for tax
deductions related to the stock options were recognized. As of
December 31, 2004, unamortized stock-based compensation

expenses of approximately $23.5 million remain to be recog-
nized over a weighted average pericd of approximately three
years.

AtheroGenics estimated the fair value of stock options granted
during the year ended December 31, 2006 using the Black-
Scholes option valuation model. AtheroGenics has calculated a
9.66% forfeiture rate based on historical data. The weighed aver-
age expected votatility of 64.92% is based on historical volatility
of AtheroGenics' common stock. The expected term of five years
for the stock options granted is also based on historical data
and represents the peried of time that stock options granied
are expected to be outstanding. The weighted average risk free
interest rate of 4.7 % is based on the U.S. Treasury rates in
effect at the time of the grant for periods corresponding with the
expected term of the options. The weighted average value per
share of the options granted during the year ended December
31, 2004 is $7.58.

Prior to the adoption of SFAS 123{R], AtheroGenics accounted
for its stock-based compensation expenses under the provi-
sion of APE 25 and related interpretations. Under APB 25, if
the exercise price of employee stock options equals or exceeds
the market price of the underlying stock on the date of grant,
ne compensation expense was recognized. AtheroGenics had
adopted the provistons of SFAS 123 as amended by SFAS No.
148, Accounting for Stock-Based Compensation — Transition and
Disclosure, using pro forma disclosure only.

The following table illustrates the effect on net loss and net toss per share as if the fair value based method had been applied to all
outstanding and unvested options in each peried, based on the provisions of SFAS 123 and SFAS 148,

2005 2004

Net loss, as reported $ {82.554,327] $ (69.589,232)
Add: Stock-basad employee compensation expense included

in reported net loss — 57,511
Deduct: Total stock-based employee compensation expense

determined under fair value based methed for all awards i8,764,619] (6,125,770)
Pro forma net loss $ 091,318,946 $ (75,657,491)
Net loss per share:

Basic and diluted, as reported % [2.19] % (1.88)

Basic and diluted, pro forma $ (2.42) $ (2.04]

ATHERDGENICS., INC,
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The fair value for these options [which are granted with an exer-
cise price equal to fair market value on the grant date] was esti-
mated using the Black-Scholes option valuation model with the
following weighted average assumptions:

2005 2001
Expected life Syears 3 years
Risk-free interest rate 4.21% 4.25%
Volatility 77.75% 78.67%
Fair value of grants $ 8.80 $15.27

income Taxes The liability method is used in accounting for
income taxes, Deferred income tax assets and liabilities are
determined based on differences between financial reporting
and tax bases of assets and liabilities and are measured using
the enacted tax rates and laws that are expected to be in effect
when the differences are anticipated te reverse.

Comprehensive fncome (Loss) AtheraGenics computes com-
prehensive income [loss] in accordance with SFAS No. 130,
Reporting Comprehensive Income ["SFAS 1307]. SFAS 130
establishes standards for the reporting and display of com-
prehensive income [loss] and its compenents in the financial
statements. Comprehensive income [loss), as defined, includes
all changes in equity during a period from non owner sources,
such as unrealized gains and losses en available for sale secu-
rities. Comprehensive loss was $67,151,749, $82,667,971 and
$49,639,434 for the years ended December 31, 2006, 2005 and
2004, respectively.

Recently Issued Accounting Standards In July 2006, the FASB
issued FASB Interpretation No. 48, Accounting for Uncertainty
in Income Taxes, an interpretation of FASB statement No, 109
["FIN 4£87]. FIN 48 clarifies the accounting uncertainty in income
taxes by prescribing the recognition threshold a tax position is
required to meet before being recognized in the financial state-
ments. It also provides guidance on derecognition, classification,
interest and penalties, accounting in interim periods, disclosure
and transition. FIN 48 is effective for fiscal years beginning after
December 15, 2006 and is required to be adopted on January 1,
2007. AtheroGenics does not expect the adoption of FIN 48 to
have a material impact on its results of operations.

2. Collaborations

In 2005, AtheroGenics announced a license and collaboration
agreement with AstraZeneca for the global development and
commercialization of AGI-1067. Under the terms of the agree-
ment, AtheroGenics received an upiront nonrefundable license
fee of $50 million and, subject to the achievernent of specific
milestones including a successful outcome in ARISE [Aggressive
Reduction of Inflammation Stops Events], AtheroGenics will be
eligible for development and regutatory milestones of up te an
aggregate of $300 million. The agreement also provides for pro-
gressively demanding sales performance related milestones
of up to an additional $450 million in the aggregate. In addi-
tion, AtheroGenics will alse receive royalties on preduct sales.

AstraZeneca is respensible for supplying all of the manufactur-
ing. packaging and labeling. AstraZeneca has the right to ter-
minate the license and collaboration agreement at specified
periods. The upfront nonrefundable license payment will be
recognized on a straight-line basis over the 24 manth period
that AtheroGenics estimates it is obligated to provide services
to the licensee. In 2004, revenues were approximately $22.9 mil-
lion related ta the amortization of the upfront license fee from
AstraZeneca.

In the second half of 2006, AtheroGenics was engaged by
AstraZeneca to conduct FOCUS. FOCUS is a follow-up Phase
Il clinical trial for patients exiting ARISE, designed to col-
lect extended safety information. The trial could last two years
beyond ARISE. In 2006, research and development revenues
were approximately $8.8 million related to services perfermed
for AstraZeneca related to the FOCUS clinical trial.

In 2004, AtheroGenics announced a collaboration with Astellas
Pharma Inc. [Formerly known as Fujisawa Pharmaceutical
Co.. Lid.] to develop AGI-1096 as an oral treatment for the pre-
vention of organ transplant rejection. Under the agreement,
AtheroGenics agreed tc collaborate with Astellas to conduct
preclinical and early stage clinical development trials, with
Astellas funding all development costs during the term of the
agreement. Astellas received an option to negotiate for late
stage development and commercial rights to the compaund. In
February 2006, AtheroGenics extended the collaboration with
Astellas.

3. Short-Term Investments

Shart term investmants consist of debt securities classified as
available for sale and have maturities greater than 90 days from
the date of acquisition. AtheroGenics has invested primarily
in corporate notes and commercial paper, all of which have a
minimum investment rating of A1/P1, and government agency
notes. There were no realized gains or losses from the sale of
investments for the year ended December 31, 2006. The real-
ized loss from the sale of investmenis was $11,768 for the year
ended December 31, 2005. The cumulative unrealized gains
were $7,682 at December 31, 2006 and the cumutative unreal-
ized losses were $152.941 at December 31, 2005.

The following table summarizes the estimated fair value of
AtheroGentcs’ short-term investments:

December 31, 2006 2005
Government agency notes $28,739.955 $37.216,713
Cornmercial paper 22,715,730 14,708,628
Corperate notes 12,509,175 46,246,424
Certificate of deposit — 1,501,079
Total $63,964,860 $99.672,844

Atl available-for-sale securities held at December 31, 2006 will
mature during 2007.
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4. Equipment and Leasehold Improvements

Equipment and leasehold improvements consist of the
following:

December 31, 2006 2005
Construction-in-progress $5,429178  $1.8775%
Laberatory equipment 3,382,243 2,564,319
Leasehald improvements 3.244,412 1,959,129
Computer and office equipment 2,349,797 1,767 905
14,405,630 8,158,949
Accumulated depreciation
and amortization {4,720 665]  14,050,487)
Net equipment and
leasehold improvements $9.684,965 $ 4,108,442

In March 2005, AtheroGenics had committed to purchase certain
commercial manufacturing equipment for AGI-1067, to be deliv-
ered in 2006. In March 2006, AstraZeneca assumed this commit-
ment, and the costs are shared equally between AtheroGenics
and AstraZeneca, subject to a limit on AtheroGenics™ portion,
as part of the joint ticense and collaboration agreements that
were signed in December 2005. AtheroGenics expecis that
its portion cf the cost of the equipment and the construction,
installation and start-up costs relaied to the equipment will be
approximately $9.0 million over the life of the project. Under
the terms of the license agreement this amount may be reim-
bursed by AstraZeneca when certain termination rights expire.
As of December 31, 2006, approximately $5.4 million has been
recorded in construction-in-progress for this equipment.

5. Convertible Notes Payable

In August 2003, AtheroGenics issued $100,000,000 in aggre-
gate principal amount of 4.5% convertible notes due September
1. 2008 with interest payable semi-annually in March and
September. Net proceeds to AtheroGenics were approximately
$96.700,000, after deducting expenses and underwriter's dis-
counts and commissions. The issuance costs related to the
notes are recorded as debt issuance costs and other assets
and are being amortized to interest expense over the five-year
life of the notes. The notes may be converted into shares of
AtheroGenics’ cormmon stock, at the option of the holder, prior to
the close of business on September 1, 2008 at a conversion rate
of 65.18%90 shares per $1,000 principal amount of notes, repre-
senting a conversion price of approximately $15.34. In January
2006, AtheroGenics exchangad $14.0 million in aggregate prin-
cipal amount of the 4.5% convertible notes for approximately 1.1
million shares of AtheroGenics common stock. In accordance
with SFAS No. 84, Induced Conversion of Convertible Debt, this
transaction resulted in @ non-cash charge of approximately $3.5
million related to the premium paid in excess of the conversion
price in order to induce conversion of the notes and the write-off
of the portion of debt issuance costs attributable to the notes
converted. This amount is recorded as other expense in the
statements of operations.

ATHERDGENICS, INC.

In January 2005, AtheroGenics issued $200,600,000 in aggregate
principal amount of 1.5% convertible notes due February 1, 2012
with interest payable semi-annually in February and August. Net
proceeds to AtheroGenics were approximately $193,600,000,
after deducting expenses and underwriter’s discounts and com-
missions. The issuance costs related to the notes are recorded
as debt issuance costs and other assets and are being amor-
tized to interest expense over the seven-year life of the notes.
The 1.5% cenvertible notes may be converted into shares of
AtheroGenics’ comman stock, at the option of the helder, at a
conversion rate of 38.9802 shares per $1.000 pringipal amaount
of notes, which represents a conversion price of approximately
$25.92.

The conversion rate for both series of notes is subject to
adjustment for stock dividends and other dilutive transac-
tions. In addition, AtheroGenics’ Board of Direclors may, to the
extent permitied by applicable law, increase the conversion
rate provided that the Board of Qirectors has determined that
stuch increase is in the best interest of AtheroGenics and such
increase remains effective for a period of at least twenty days.
AtheroGenics may also be required to redeem the notes on an
accelerated basis if AtheroGenics defaults on certain other debt
obligations or if AtheroGenics commen stock or censideration
received in exchange for such common stock is not tradable on
a national securities exchange or system of automated quoia-
tions.

As of Decernber 31, 2006, AtheroGenics has reserved a total of
13,322,307 shares of common stock for future issuance in con-
nection with the 4.5% convertible notes and the 1.5% convertible
notes. In addition, as of Decemnber 31, 2004, there was approxi-
mately $1,290,000 of accrued interest related to the 4.5% con-
vertible notes, which is due March 1, 2007, and $1,250,000 of
accrued interest related to the 1.5% convertible notes, which is
due February 1, 2007,

Maturities of long-term debt as of December 31, 2006 are as
follows:

2008 $ 84,000,000
2012 200,000,000

$ 284,000,000

6. Net Loss Per Share

SFAS No. 128, Earnings per Share, requires presentation of both
basic and diluted earnings per share. Basic earnings per share
is computed by dividing net income lloss) by the weighted aver-
age number of shares of common stock outstanding during the
period. Diluted earnings per share is computed in the same
manner as basic earnings per share except that diluted earn-
ings per share reflects the potential dilution that would occur
if outstanding optiens, warrants and convertible notes payable
were exercised.
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During all periods presented, AtheroGenics had securities out-
standing that could potentially dilute basic earnings per share
in the future, but were excluded from the computation of diluted
net loss per share, as their effect would have been antidilutive.
These outstanding securities consist of the follewing at the dates
indicated:

Year ended December 31, 2006 2005 2004

Shares underlying

convertible notes 13,322,307 14234933 6,518,904
Options 6,521,524 4,375,632 4,955,801
Warrants 82 436 82,436 142,310
Total 19,926,267 18,693,021 11,617,015
Weighted average

conversion price

of shares underlying

convertible notes $21.47 $22.39 $15.34
Weighted average

exercise price

of options $11.73 $ 1147 $10.20
Weighted average

exercise price

of warrants $ 5.04 $ 5.64 $ 4.78

Because AtheroGenics reported a net loss for all periods pre-
sented, shares associated with stock options, warrants and the
convertible notes are not included because they are antidilutive.
Basic and diluted net loss per share amounts are the same for the
pericds presented.

7. Common Stock

In Novemnber 2001, AtheroGenics’ Board of Directors adopted a
Shareholder Rights Plan, declaring a dividend distribution of one
common stock purchase right on each outstanding share of its
common stock. Until the rights becorne exercisable, the rights
will trade automatically with the common stock of AtheroGenics
and separate rights certificates will not be issued. Under the
rights plan, each right consists of an initial right and subse-
quent rights. Initial rights will be exercisable only if a person or
group acquires 15% or more of AtheroGenics’ common stock,
whether through open market or private purchases or consum-
mation of a tender or exchange offer. If, following the exercise of
initial rights, a person or group again acquires 15% or more of
AtheroGenics’ common stock, or a person or group who had pre-
vicusly acquired 15% or more of AtheroGenics’ commaon stock
acquires an additional 10% or more of the common stock, the
subsequent rights become exercisable. Each right will initially
entitle shareholders to buy eight shares of common stock at an
exercise price equal to 20% of the then current market value
of the common stock, calculated and adjusted according to the
terms of the rights plan. The number of shares that can be pur-
chased upon exercise will increase as the number of shares held
by the bidder increases.

If AtheroGenics is acquired in a merger or other business combi-
nation, each right will entitte its holder to purchase, at the right’s
then-current exercise price, a number of the acquiring compa-
ny’s shares equal in value to those obtainabte if the rights were
exercisable in AtheroGenics’ commaon stock.

The rights are intended to enabte all shareholders to realize the
long-term value of their investment in AtheroGenics. They will
not prevent a takeover, but should encourage anyone seeking to
acquire AthercGenics to negotiate with the Board of Directors
prior to attempting a takeover. The Board of Directors may
redeem any nan-exercisable rights at any time at its option at &
redemption price of $.0001 per right. The rights plan expires at
the close of business on Novermnber 8, 2011.

8. Stock Options and Warrants

During 1997, AtheroGenics established an equity ownership plan
[the 1997 Plan”) whereby options to purchase AtheroGenics’
common stock may be granted te employees, directors, con-
sultants or caniractors with exercise prices not less than the
fair value of the shares on the dates of grant. The 1997 Plan,
as amended, authorizes the grant of options for up to 3,724,416
shares of AtheroGenics’ common stock. As of December 31, 2008,
AtheroGenics had 1,483,127 shares of common stock reserved
for issuance under the 1997 Plan in connection with outstand-
ing options or future grants. The 1997 Plan allows for grants
of non gqualified opticns, incentive stock options and shares of
restricted stock. Non qualified options granted under the 1997
Plan may vest immediately for non employees, but vest over a
four year period for ernployees. Incentive stock options generally
vest over four years.

During 2001, AtheroGenics established an equity ownership plan
[the "2001 Plan”] whereby options io purchase AtheroGenics’
commaon stock may be granted te employees, directors, con-
sultants or contractors with exercise prices not less than the
fair value of the shares on the dates of grant. The 2001 Plan
authorizes the grant of options for up to 2,000,000 shares
of AtheroGenics’' common stock. As of December 31, 2006,
AtheroGenics had 1,563,464 shares of common siock reserved
for issuance under the 2001 Plan in connection with outstanding
options or future grants. The terms of the 2001 Plan are sub-
stantially similar te the terms of the 1997 Plan,

During 2004, AthercGenics established an equity ownership plan
[the "2004 Plan”) whereby options to purchase AtheroGenics’
common stock may be granted to employees, directors, consul-
tants or contractors with exercise prices not less than the fair
value of the shares on the dates of grant. The 2004 Plan authorizes
the grant of options for up to 4,500,000 shares of AtheroGenics’
common siock. As of December 31, 2006, AtheroGenics had
4,484,000 shares of common stock reserved for issuance under
the 2004 Plan in connection with outstanding options or future
grants. The terms of the 2004 Plan are substantially similar to
the terms of the 2001 Plan and the 1997 Plan.

ATHEROGENICS, INC,
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A summary of stock option activity under previous plans, the 1997 Plan, the 2001 Plan and the 2004 Plan follows:

Weighted
Weighted Average Aggregate
Number of Average Remaining Intrinsic
Shares Exercise Price Contractual Life Vahie
Outstanding at January 1, 2004 4,403,179 $ 627
Granted 1,166,125 23.16
Exercised (496,908) 5.72
Canceled (116,595] 10.23
Outstanding at December 31, 2004 4,935,801 10.20
Granted 317,900 13.46
Exercised (727.178) 411
Canceled [170.891) 17.49
Quistanding at December 31, 2005 4,375,632 1.7
Granted 2,548,347 12.84
Exercised [224,249) 7.86
Canceled [178,206) 18.71
Qutstanding at December 31, 2006 6,521,524 $11.73 7.25 $ 12,871,106
Vested and expected to vest at December 31, 2006 6,258,895 $11.66 7.16 $ 12,871,091
Exercisable ai December 31, 2006 3,434,055 $ 9.38 5.50 $ 12,869,460

The total intrinsic value of options exercised during the years ended December 31, 2006, 2005 and 2004 was $2,036,178, $9,796.231
and $10,134,467, respectively. Cash received from option exercises during the years ended December 31, 2004, 2005 and 2004 was
$1,762,357, $2,989.844 and $2,783,894, respectively. AtheroGenics has a net operating loss carryforward as of December 31, 2006, and
therefore no excess tax benefits for tax deductions related to the stock optiens were recognized.

The following table summarizes information cancerning currently outstanding and exercisable options granted under the 1997 Plan,
the 2001 Plan and the 2004 Plan as of December 31, 2006.

Options Ouistanding Options Exercisable
Number Weighted Average Weighted Average Numiber Weighted Average
Exercise Price Ouistanding Remaining Yenrs Exercise Price FExercisable Exercise Price
$ .30 - $7.40 1,932,568 4.01 $3.36 1,932,568 $3.36
7.55 - 13.29 1,725,905 9.35 10.55 294,535 10.00
13.72 - 1578 1,710,819 8.31 15.22 598,613 14.75
15.98 - 32.95 1,152,232 7.96 22.33 608,339 22.93

30 - 32.95 6,521,524 7.25 11.73 3,434,055 2.38

During 2006, 2005 and 2004, AtheroGenics recorded a total of $46,410, $184,293 and $478,641, respectively, of amortization of deferred
stock compensation related to options and warrants which had been granted to non-employees in prior years. At December 31, 2006,
warrants to purchase 56,000 shares of AtheroGenics’ common stock remain ocutstanding which were issued in connection with a
license agreement in 2001,

ATHEROGENICS, INC.
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9. Employee Benefit Plan

AtheroGenics has a defined contribution plan covering eligible
employees, which is qualified under Section 401(k] of the Internal
Revenue Code ["IRC"]. Under the provisions of the plan, eligible
participating employees may elect to contribute up to the maxi-
mum amaount of tax deferred contribution allowed by the IRC.
AtheroGenics may make a discretionary contribution. During 2006,
AtheroGenics matched 50% of employees’ contributions, up to
a maximurn of 6% of the employees” annuat base compensation.

AtheroGenics’ contributions ta the plan for 2006, 2005 and 2004
aggregated $261,098, $237,652 and $204,094, respectively.
AtheroGenics stock is not an eligible investment under this plan.

10. Income Taxes

AtheroGenics’ income tax expense was $0 for years ended
December 31, 2004, 2005 and 2004. The primary factors caus-
ing income tax expense to be different than the federal statutory
rates are as follows:

Year Ended December 31, 2006 2005 204
Incomes tax benefit at statutory rate % (22,889,606 $(28.068.471) % (23,660,339
Incentive stock options 2,132,144 - -
State income tax benefit net of federal tax benefit (2.416,408] {3.269,151) (2,783,549}
Other 9,695 {136,358) 571,433
General business credit [2,663.331] 12,965,400 (2,247.414]
Valuation allowance 25,827 506 34,439,378 28,119,889
Income tax expense $ - $ - $ —

At December 31, 2004, AtheroGenics had net operating toss carryforwards and research and development credit carryforwards of
$331,931,971 and $12,023,544, respectively. for income tax purposes, which both begin to expire in 2010. The significant compenents

of the deferred tax assets are:

December 31,

Net aperating loss carryforwards
Research credits
Deferred revenue
Deierred stock compensation
Other

Total deferred tax assets
Valuation allowance

Net deferred tax assets

2006 2005
$ 125480818 $ 113,542,150
12,023,544 9,360,213
10,280,833 -
1,380,850 501,775
442546 396,947
149.628,591 123,801,085
(149,628,591 (123,801,085)

$ - $ -

Because of AtheroGenics' lack of earnings history, the deferred tax assets have been fully ofiset by a valuation allowance. The valua-
tion allowance increased $25,827,506 and $34,009,472 in 2006 and 2005 as follows:

December 31,

Deferred tax valuation allowance at beginning of year

Change in cumulative tax differences

Excess tax benefit from disqualifying disposition of incentive stock options -

Deferred tax valuation allowance at end of year

2000 2005
$123,801,085 $ 87,791,613
25,827,506 34,43%.378
1,570,094

$ 149,628,591 $123,801,085
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AtheroGenics’ net operating loss carryforwards and research and
development credit carryforwards may be subject to certain IRC
Section 382 and Section 383 limitatians on annual utilization in
the event of changes in ownership. These limitations could sig-
nificantly reduce the amount of the net operating loss carryfor-
wards available in the future. The utilization of the carryforwards
is dependent upon the timing and extent of AtheroGenics’ future
profitability. The annual limitations cembined with the expiration
dates of the carryforwards may prevent the wtilization of all of the
net operating loss and research and development credit carryfor-
wards if AtheroGenics does not attain sufficient profitability by the
expiration dates of the carryforwards.

11. Commitments and Contingencies

On June 19, 1998, AtheroGenics entered into a ten year operat-
ing lease for office and laboratory space through March 1, 2009.
Monthly lease payments of approxirately $89,400 began March
2, 1999, the date occupancy commenced. These payments are
subject to increases during each successive 12 month period
based on changes in the Consumer Price Index ["CPI”]. Future
increases in monthly lease payments due to increases in the CPI
are considered to be contingent rentals, and, therefore, wilt be
charged to expense over the lease term as they become payable.
AtheroGenics may extend the lease term for two successive five
year periods. AtheroGenics’ other operating lease obligations are
not significant.

12. Quarterly Results of Operations (Unaudited)

At December 31, 2006, AtheroGenics’ minimum aggregate com-
mitments under long term, non cancelable operating leases are
as follows:

2007 1,381,773
2008 ) 1,237,098
2009 209,402
2010 1,755
Thereaiter —

$ 2,830,028

Net rent expense under operating leases amounted to $1,351,190,
$1,161,682 and $1,050,333 in 2006, 2005 and 2004, respectively.

In March 2006, AtheroGenics and AstraZeneca agreed to pur-
chase certain commercial manufacturing equipment. The costs
are shared equally between AtheroGenics and AstraZeneca, sub-
ject to a limit an AtheroGenics’ portion, as part of the joint license
and collaboration agreements that were signed in December
2005. AtheroGenics expects that its portion of the cost of the
equipment and the construction, installation and start-up cests
related to the equipment will be approximately $9.0 million over
the life of the project. Under the terms of the license agreement
this ameount may be reimbursed by AstraZeneca when certain
termination rights expire.

The following is a summary of the unaudited quarterly results of cperations:

Year Ended December 31, 2000 Ist (huarter Z2nd Quarter 3rd Quarter dih Quarter
Revenues $ 4,166,667 $ 6,250,000 $10,292,683 $ 10,965,495
Operating loss [15,801,288) [13,349.049) [14.625,330) (20,757.940]
Net loss [19,224,807) [13,056,223) (14,373,320) (20.668.022)
Net loss per share data:

Basic and diluted {0.49) (0.33) (0.35) (0.52
Year Ended December 31, 2005 fst Quarter 2nd Quarier 3rd (Juarter Jth Quarter
Dperating loss $ [17,975.888! $121.612,599] $122.541.2463) $ (18,199,485}
Net toss {18.631,557) {22,205,379] {23,057.3521 (18.660,039)
Net loss per share data:

Basic and diluted (0.50) (0.59) (0.61) (0.49]

Because of the method used in calculating per share data, the quarterly per share data will not necessarily add to the per share data

as computed for the year.
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[ REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM
BN INTERNAL CONTROL ]

The Board of Directors and Shareholders of AthercGenics, Inc.

We have audited management’s assessment, included in the accompanying Management’s Annual Report en Internal Control Over
Financial Reporting, that AtheroGenics, Inc. maintained effective internal control over financial reporting as of December 31, 2006,
based on criteria established in Internal Control—Integrated Framework issued by the Committee of Sponsoring Organizations of the
Treadway Commission [the COSO criterial. AtheraGenics, Inc.'s management is respansible far maintaining effective internal control
over financial reporting and for its assessment of the effectiveness of internal control over financial reporting. Our responsibility is to
express an opinion on management's assessment and an opinion on the effectiveness of the Cormpany’s internal conirol over financial
reporting based on our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight Board (United States). Those
standards require that we plan and perform the audit to obtain reasonable assurance about whether effective internal control over
financial reporting was maintained in all material respects. Our audit included obtaining an understanding of internal control over
financial reporting, evaluating management’s assessment, testing and evaluating the design and operating effectiveness of internal
control, and performing such other procedures as we considered necessary in the circumstances. We believe that our audit provides a
reasonable basis for our opinion.

A company’s internal contrel over financial reporting is a process designed to provide reasonable assurance regarding the reliability
of financial reporting and the preparation of financial statements for external purposes in accordance with U.5. generally accepted
accounting principles. A company's internal control over financial reporting includes those policies and procedures that [1) pertain to
the maintenance of records that, in reasonable detail, accurately and fairly reflect the transactions and dispositions of the assets of the
company; (2] provide reasonable assurance that transactions are recorded as necessary to permit preparation of financial statements
in accordance with U.S. generally accepted accounting principles, and that receipts and expenditures of the company are being made
only in accordance with authorizations of management and directors of the company; and (3] provide reasonable assurance regarding
prevention or timely detectien of unauthorized acquisition, use, or disposition of the company’s assets that could have a material effect
on the financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect misstatemnents. Also, projections
of any evaluation of effectiveness to future periods are subject to the risk that controls may become inadequate because of changes in
conditions, or that the degree of compliance with the policies or procedures may deteriorate.

In our opinion, management's assessment that AtheroGenics, Inc, maintained effective internal control over financial reporting as of
December 31, 2004 is fairly stated, in all material respects, based on the COSO0 criteria. Also, in our opinion, AtheroGenics, Inc. main-
tained, in all material respects, effective internal control cver financial reporting as of Decernber 31, 20046 based on the COSO criteria.
We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board [United States], the bal-

ance sheets of AtheroGenics, Inc. as of December 31, 2004 and 2005, and the related statements of cperations, shareholders’ [deficit]
equity and cash flows for each of the three years in the period ended December 31, 2006 and our report dated March 7, 2007 expressed

an unqualified opinion thereon.
émt ¥ MLL?

Atlanta, Georgia
March 7, 2007
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{ REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM
ON FINANCIAL STATEMENTS |

The Board of Directors and Shareholders of AtheroGenics, Inc.

We have audited the accompanying balance sheets of AtheroGenics, Inc. as of December 31, 2006 and 2005, and the related state-
ments of operatiens, shareholders' [deficit) equity and cash flows for each of the three years in the period ended December 31, 2006.
These financial statements are the responsibility of the Company’s management. Our responsibility is to express an opinion on these
financial staternents based on our audits.

We conducted our audits in accordance with auditing standards of the Public Company Accounting Oversight Board [United States).
Those standards require that we plan and perform the audit to obtain reasonable assurance about whether the financial statements
are free of material misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and disclosures in
the financial statements. An audit also includes assessing the accounting principles used and significant estimates made by manage-
ment, as well as evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis for our
opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the financial position of AtheroGenics,
Inc. at December 31, 2004 and 2005, and the resulis of its operations and its cash flows for each of the three years in the period ended
December 31, 2006, in conformity with U.S. generally accepted accounting principles.

As discussed in Note 1 to the accompanying financial statements, the Company adopted Staternent of Financial Accounting Standards
No. 123[R), Share-Based Payment, on January 1, 2006.

We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board [United States], the effec-
tiveness of AtheroGenics, Inc.’s internal controt over financial reporting as of December 31, 2006, based on criteria established in

Internal Control—Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway Cammission and our
report dated March 7, 2007 expressed an unqualified opinion thereon,

St ¥ MLL?

Atlanta, Georgia
March 7, 2007
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[ MANAGEMENT'S ANNUAL REPORT ON INTERNAL CONTROL
OVER FINANCIAL REPORTING ]

Management of AtheroGenics, Inc. is responsible for establishing and maintaining adequate internal control over financial reparting
as defined in Rules 13a-15(f] and 15d-15{f]l under the Securities Exchange Act of 1934, as amended. AtheroGenics’ internal control over
financial reporting is designed to provide reasonable assurance regarding the reliability of financial reporting and the preparation of
financial statements for external purposes in accordance with U.S. generally accepted accounting principles. AtheroGenics’ internal
control over financial reporting includes those policies and procedures that:

« pertain to the maintenance of records that, in reasonable detail, accurately and fairly reflect the transactions and dispositions of the
assets of AtheroGenics;

« provide reasonable assurance that transactions are recorded as necessary to permit preparation of financial statements in accor-
dance with U.S. generally accepted accounting principles, and that receipts and expenditures of AtheroGenics are being made only
in accardance with authorizations of management and directors of AtheroGenics; and

« provide reasonable assurance regarding prevention or timely detection of unauthorized acquisition, use or disposition of AtheroGenics’
assets that could have a material effect on the financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect misstatements. Also. projections
of any evaluation of effectiveness to future periods are subject to the risk that controls may become inadequate because of changes in
conditions, or that the degree of compliance with the policies or procedures may deteriorate.

Management, including AtheroGenics’ principal executive officer and principal financial officer, assessed the effectiveness of
AtheroGenics’ internal control over financial reporting as of December 31, 2006. In making this assessment, management used the
criteria set forth by the Committee of Sponsoring Organizations of the Treadway Commission [COS0) in Internal Control-Integrated
Framework.

Based on our assessment and these criteria, management believes that AtheroGenics maintained effective internal control over finan-
cial reporting as of December 31, 2004.

AtheroGenics’ independent registered public accounting firm has issued an attestation report on management's assessment of
AthercGenics’ internal control over financial reporting which is included herein.

[ MARKET FOR REGISTRANT'S COMMAON EQUITY, RELATED SHAREHOLDER
MATTERS AND ISSUER PURCHASES OF EQUITY SECURITIES ]

Common Stock Information

Our common stock is traded on the Nasdaq National Market under the symbol "AGIX." The following table sets forth the range of high
and low reported last sale price per share of our common stock as gucted on the Nasdaq National Market for each period indicated.

Commaon Stock

High Low

Year Ended December 31, 2006
First quarter $ 2047 $15.00
Second quarter 16.18 12.53
Third quarter 14.17 12.23
Fourth guarter 15.21 9N

Year Ended December 31, 2005
First quarter $20.41 $13.00
Second quarter 16,87 10.66
Third quarter 18.25 15.76
Fourth quarter 2114 14.42

As of March 2, 2007, there were approximately 16,200 holders of aur commion stock. This number includes beneficial owners of our
common stock whose shares are held in the names of various dealers, clearing agencies, banks, brokers and other fiduciaries.

ATHEADGENICS, INC.
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[ STOCK PERFORMANCE GRAPH ]

The following graph shows the total shareholder return of an investment of $100 in cash in AthercGenics’ common stock from
Decemnber 31, 2001 through December 31, 2004, cempared to the total return of the same investment in the Nasdaq Composite [U.S.)
Index and the Nasdagq Index Biotech for that same period. All values assume reinvestment of the full amount of all dividends, although
dividends have never been declared on AtheroGenics’ comman stock.

—&— AtheroGenics, Inc. —ia— Nasdaq Composite [U.5.) Index —— Nasdaq Index - Biotech

$500.00

$400.00

$300.00

$200.00
\

$100.00 i i i .
$0.00
12/31/01 12/31/02 12/31/03 12/31/04 12/21/0% 12/31/04

1273141 12/31/02 12/31/03 12/31/0:d 12/31/05 12/31/06

AtheroGenics, Inc. $100.00 $122.48 $245.62 % 389.43 $330.75 $163.81

Nasdaq Composite [U.S.) Index $100.00 $ 6848 $102.72 $111.54 $113.07 $123.84

Nasdagq Index - Biotech $100.00 $ 54.48 $ 79.69 $ 8457 $ 8697 $ 87.84
Dividend Policy

We have never declared or paid any dividends on our capital stock. We currently intend to retain all of our future earnings, if any, to
finance our operations and do not anticipate paying any cash dividends cn our capital stock in the foreseeable future.

=]
&
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