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To Our Investors,

It is with great enthusiasm that we report to you our progress during 2005, which in several ways was a
record year for IRIDEX. We have created the vision for our future growth and began to see encouraging
results during 2005:
* Revenue grew by 13% to a record level of $37 million.
* Ophthalmology revenues increased by 11% and dermatology by 26%.
* Domestic sales grew by 14% while international sales grew by 11%.
e Gross margins increased by nearly four percentage points. This was based primarily on the impact of
our increased sales of disposable products and cost reduction programs.
¢ Balance sheet metrics improved, including reduced inventory levels with better inventory turns and
additional reductions in our days sales outstanding.
e Cash flow generated $3.4 million.
e In 2005 we earned $1.7 million in net income or $0.21 per share.
We exited the year with a record $21.4 million in cash, which was the highest in our history and represented a 19% improvement
over year-end 2004.

.2005 product introductions
Within dermatology, we introduced two new products in 2005: the DioLiteX” which is a 532 nm wavelength laser with enhanced
power and the ScanLiteXP which allows customers to treat a larger area more efficiently. In addition, we had a full year in sales of
our VariLite™ 532/940 nm dual wavelength laser console. In ophthalmology, we expanded our console product line with the
introduction of the OcuLight® OR laser for both ophthalmic and otological applications. We also introduced several new dispos-
able EndoProbes® during the year including a new series of Stepped EndoProbes.

.investing in our team

A strong IRIDEX marketing drive is an important stimulus to our future growth strategy. A very experienced marketing executive
joined the team as our Vice President of Marketing and we have added new market managers for the ophthalmology and
dermatology segments. We have also reorganized our product innovation team under the leadership of our new Vice President of
Product Innovation who brings many years of experience in rapid product development processes and developing and managing
high performance teams. Our seventeen engineers have an average of 22 years experience in medical devices and we believe that
we can significantly improve our delivery of new products focused on the unmet needs of our customers. In addition, we have
expanded our domestic ophthalmic sales team in order to increase our share of disposable revenues.

.well positioned for growth
Our stated goal is to reach $100 million in annual revenues before 2010. There are three legs to our growth strategy:

e Earn double digit percentage growth in our core business. This will be accomplished with new sales and marketing focus
on increasing our market share in console sales and disposables. Our recurring revenues (disposables and service)
represented 36% of our total sales in 2005, which was an increase over the 33% in 2004. Our goal is to reach over 40% in
recurring revenues in the next few years on an increasing revenue base.

* Customer focused new product introductions. With our restructured Product Innovation Group (PIG) combined into one
united group under new leadership, we believe that our percentage of revenues derived from new product introductions will
significantly increase.

* New focus on external growth. A new team has been established to focus on additional OEM opportunities with our
technology and strategic acquisitions which can enhance our overall growth rate.

.transition year
This has been an exciting year for me to join the IRIDEX team and to build my understanding of the opportunities to grow our business.
At midyear, Ted Boutacoff stepped down after having served 17 years as our CEO. Ted and the other co-founders are to be
credited for creating the strong foundation from which we have to grow. Ted became the Chairman of the Board as Don Hammond
who has served on the Board for 16 years stepped down from the Chairman’s role, but remained on the Board. The Company very
much appreciates the past contributions and future participation of both Ted and Don, as well as the other members of our Board.

We will not lose sight of our shareholders who have been key to our success in the past and will continue to be so in the future.
While pleased with our progress in 2005, we look forward with great confidence to what our new team can achieve in the coming
years. Our success comes from our people, who have embraced change and will diligently work to exceed our growth expectations.
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(Dollar and share amounts in thousands except per share data)

Sales to Customers

Net Income (loss)
Earnings per share

Cash*

(cash, cash equivalents and
available-for-sale securities)

Total Assets
Working Capital

Cash* per Share

Market Price (year-end close)
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product revenues

Derm Lasers
15%

Ophth Lasers
49%

growing cash

02 03 04

2005 2004 2003 2002
$37,029  $32,810  $31,699 $30,634
$1,671 $(402) $371 $150
$0.21 $(0.06) $0.05 $0.02

$21,434  $18,028 $16,292 $11,542

$41,104  $39,053  $35,839 $34,272
$32,330  $25,342 $28,462 $28,072

$2.72 $2.50 $2.30 $1.67
$7.86 $4.24 $5.40 $2.84
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geographic revenues

Growth Rate 2005
over 2004

Derm Lasers 26%
Recurring 21%
4%

Domestic
61%

improving AR days
outstanding

01 02 03 04 05
05

*cash generated

highligh ts

2001
$27,275
$(601)

$(0.19)

$9,102

$33,788
$26,374

$1.35
$4.21

International

39%

‘05 v ‘04 ‘04 v 03

13% 4%
516% -208%
450% -220%

19% 11%

5% 16%
28% 11%
9% 9%
85% -21%

Growth Rate 2005
over 2004

14%
International 11%

improving
inventory turns
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