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COMPANY
STRENGTHS

Depth Deep and focused pipeline
at all stages of development

Breadth  Ability to penetrate large
and growing markets

Execution Successful achievement of clinical
and corporate milestones
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2006
IGHTS

06, Aterna Zentaris
elivered solid results

LATE-STAGE
PROGRAMS

CETRORELIX

» Acceptance by FDA of IND for Phase 3
program in benign prostatic hyperplasia
(BPH)

» Launch of Cetrotide® (cetrorelix) in Japan
for in vitro fertilization

» Regained exclusive worldwide (ex-Japan)
rights for cetrorelix in BPH

OZARELIX

» Positive Phase 2 results in BPH
Initiation of Phase 2b trial

» Positive Phase 2 results in prostate cancer
Initiation of Phase 2b trial

» Exclusive license granted to Nippon
Kayaku for ozarelix in oncology in Japan

PERIFOSINE

» Positive interim Phase 2 data
in advanced renal cell carcinoma

» Positive Phase 2 results
in multiple cancers

» Initiation of multiple Phase 1
and Phase 2 trials in cancer

EARLIER-STAGE
PROGRAMS

AN-152

» Positive top line Phase 1 results
for breast and gynaecological cancers

ZEN-012

» Acceptance by FDA of IND for Phase 1
trial in solid tumors and lymphoma

PURE PLAY
CORPORATE
STRATEGY

Aeterna Zentaris spins off subsidiary
Atrium and emerges as a pure play
biopharmaceutical company

» Secondary offering ensuring financial
stability to execute business plan

» Distribution of remaining Atrium shares
to Aterna Zentaris shareholders



http://www.aeternazentaris.com/en/page.php?p=31&prod=10
http://www.aeternazentaris.com/en/page.php?p=31&prod=11
http://www.aeternazentaris.com/en/page.php?p=31&prod=3
http://www.aeternazentaris.com/en/page.php?p=31&prod=16
http://www.aeternazentaris.com/en/page.php?p=31&prod=19

Gilles Gagnon, MSc, MBA
President & CEO

MESSAGE
TO

SHAREHOLDERS

In 2006, the progress of our lead drug candidates
through advanced clinical trials and the spin-off of
our subsidiary Atrium Biotechnologies enabled us to
successfully achieve our goal of emerging as a late-
stage, pure play biopharmaceutical company. Reaching
this milestone in our evolution represents a fulfillment
of both our drug development and corporate strategies
that we have tediously executed for many years.

Driven by positive clinical results, we are aggressively
moving two product candidates through late-stage
trials. In early clinical and preclinical development, we
are targeting several extremely promising compounds
with high future potential. In our library of 120,000
proprietary molecules resides the currency of a
fruitful pipeline for many years to come. In addition,
and perhaps most critically, the members of Aterna
Zentaris’ management have collectively participated
during their careers in the development and launch of
over twenty drugs; this resource of talent powerfully
distinguishes the Company in a marketplace that
rewards depth of experience.

Eric Dupont, PhD
Executive Chairman of the Board

UNLOCKING
THE FULL VALUE
OF THE COMPANY

While very encouraging data resulted from our clinical
trials in 2006, conditions grew increasingly ripe for
Aterna Zentaris to become a pure play company.
Accordingly, in October of 2006, we sold 24 % of our
equity in our subsidiary, Atrium Biotechnologies, raising
nearly $45 million through a secondary offering.
Subsequent to year end, the Company distributed the
remainder of our equity in Atrium to Aterna Zentaris
shareholders as a return on their investment — with that,
we emerged as a pure play biopharmaceutical company.

Since 1991 our ownership of Atrium — a leading
developer, manufacturer and marketer of value-added
products for the cosmetics, pharmaceutical, chemical
and nutrition industries — had served us well as a strong
financial leverage. With our pipeline carrying us closer
to major breakthroughs, the route that promises optimal
benefit became clear. By divesting our stake in Atrium,
we began unlocking the full value of our pipeline. Aterna
Zentaris is now devoted exclusively to discovering,
developing and marketing biopharmaceutical products
with a focus on endocrine therapy and oncology.


http://www.atrium-bio.com/en/index.htm

DELIVERING
CLINICAL RESULTS

CETRORELIX

In 2006, our flagship product candidate, cetrorelix,
reached a pivotal evolutionary milestone in the history
of Aterna Zentaris. After a successful end-of-Phase 2
meeting with the FDA, we received approval to file for a
Phase 3 program targeting benign prostatic hyperplasia
(BPH) and as we closed the year, we initiated the first
study of this extensive Phase 3 program.

The launch of our extensive 1,500 patient Phase 3
program in BPH with cetrorelix brings us yet another
step closer to bringing this compound to market.
Importantly, we have all of the resources to advance
cetrorelix in BPH on our own through to an NDA
submission. We are very excited about the fact that
cetrorelix has not only the potential to conveniently,
safely and effectively treat men who suffer from BPH,
but also create tremendous value to our shareholders.
The global commercial opportunity in treating BPH
cannot be overstated as it represents a market that
exceeds $4 billion.

Furthermore, we achieved another milestone by
launching cetrorelix - under the brandname Cetrotide®
- on the Japanese market through our partner
Shionoai for in vitro fertilization. Cetrotide®, the first
LHRH antagonist to be marketed in Japan for this
indication, has been on the market since 1999. Again,
this demonstrates our capacity to bring therapies to
market for conditions affecting millions of people.

OZARELIX

Clinical trial results over the past year for our second
LHRH antagonist lead compound, ozarelix, have been
similarly exciting and could have a very significant
commercial outcome.

In October, with our partner Spectrum Pharmaceuticals,
we disclosed highly statistically significant Phase
2 results evidencing the alleviation of BPH clinical
symptoms. Ozarelix also showed an excellent safety
profile with no serious side effects. Following these
positive results, we expanded the program to a Phase
2b trial. With both cetrorelix and ozarelix in late-stage
clinical trials, we are now leading the LHRH antagonist
class in the development of treatments for BPH.

In August, we announced positive Phase 2 results for
this fourth generation LHRH antagonist in hormone-
dependent, inoperable prostate cancer. The trial
was conducted in Europe again in collaboration with
Spectrum. The results confirmed the mechanism of
action of our LHRH antagonist approach, showed that
ozarelix provides a unique and rapid onset of action,
and demonstrated that ozarelix holds promise for the
treatment of other hormonal-dependent cancers. We
then expanded the program in prostate cancer to a
Phase 2b trial to further verify and optimize our findings,
and expect results from this trial in 2007.

Further validation of the potential of ozarelix in cancer
came with a licensing and collaboration agreement
with Nippon Kayaku, our Japanese partner. We
granted Nippon Kayaku the exclusive rights to develop
and commercialize ozarelix for oncology indications
in Japan.

PERIFOSINE

Our third promising compound, perifosine, has shown
positive Phase 1 and Phase 2 data for the treatment
of patients suffering from different forms of cancer.
Along with our partner Keryx Biopharmaceuticals,
we are pursuing multiple Phase 2 trials in cancer with
perifosine as a single agent or in combination with
other treatments for which results will be disclosed
throughout the year. Additional Phase 2 trials in cancer
are planned over the next twelve months. Furthermore,
we expect to complete enrollment of patients for our
own Phase 2 trial with perifosine in non-small cell
lung cancer in combination with radiotherapy in the
upcoming months. The year ahead could contain
some very exciting announcements from these trials
as perifosine’s unique mechanism of action allows for
a number of anti-cancer treatment opportunities in
monotherapy as well as in combination therapy.


http://www.aeternazentaris.com/en/page.php?p=20&prod=43
http://www.shionogi.co.jp/index_e.html
http://www.spectrumpharm.com/
http://www.nipponkayaku.co.jp/english/
http://www.keryx.com/










Annual MD&A — 2006

Financial and Other Instruments
Foreign Currency Risk

Since the Company operates on an international scale, it is exposed to currency risks as
a result of potential exchange rate fluctuations. For the year ended December 31, 2006,
there were no significant operations using forward-exchange contracts and no significant
forward-exchange contract is outstanding as of today.

Credit Risk

Financial instruments, which potentially subject the Company to concentrations of credit
risk, consist primarily of cash and cash equivalents, short-term investments and
accounts receivable. Cash and cash equivalents are maintained with high-credit quality
financial institutions. Short-term investments consist primarily of bonds issued by high-
credit quality corporations and institutions. Consequently, management considers the
risk of non-performance related to cash and cash equivalents and investments to be
minimal.

Generally, the Company does not require collateral or other security from customers for
trade accounts receivable; however, credit is extended following an evaluation of
creditworthiness. In addition, the Company performs ongoing credit reviews of all its
customers and establishes an allowance for doubtful accounts when accounts are
determined to be uncollectible.

Interest Rate Risk

We are exposed to market risk relating to changes in interest rates with regard to our
short-term investments.

Related Party Transactions and Off-Balance Sheet Arrangements

The Company was part of a tax loss consolidation strategy with its former subsidiary
Atrium. In respect to that arrangement that terminated in October 2006 when the
Company ceased to be the controlling shareholder of Atrium, we had received a tax
ruling delivered by Canada Revenue Agency. All transactions are eliminated during the
consolidation process and income tax savings resulting from the interest expense
deduction is presented as discontinued operations.

All other significant related party transactions described in Note 21 of our Annual
Consolidated Financial Statements are related to the lease of office and manufacturing
space to Atrium and the purchase of a patent from a senior officer of the Company. All
transactions are measured at the exchange amount which is the amount of
consideration established and agreed upon by the related parties.

(16)



Annual MD&A — 2006

As of December 31, 2006, we did not have interests in any variable interest entities.

Risk Factors and Uncertainties
Risks Associated with Operations:

» Many of our products are currently at an early development stage. It is impossible
to ensure that the R&D on these products will result in the creation of profitable
operations;

» We are currently developing our products based on R&D activities conducted to
date, and we may not be successful in developing or introducing to the market
these or any other new products or technology. If we fail to develop and deploy
new products on a successful and timely basis, we may become non-competitive
and unable to recoup the R&D and other expenses we incur to develop and test
new products;

» Even if successfully developed, our products may not gain market acceptance
among physicians, patients, healthcare payers and the medical community which
may not accept or utilize our products. If they do not achieve significant market
acceptance, our business and financial conditions will be materially adversely
affected. In addition, we may fail to further penetrate our core markets and
existing geographic markets or successfully expand our business into new
markets; the growth in sales of our products, along with our operating results,
could be negatively impacted. Our ability to further penetrate our core markets
and existing geographic markets in which we compete or to successfully expand
our business into additional countries in Europe, Asia or elsewhere, to the extent
we believe that we have identified attractive geographic expansion opportunities
in the future, is subject to numerous factors, many of which are beyond our
control. We cannot assure that our efforts to increase market penetration in our
core markets and existing geographic markets will be successful. Our failure to do
so could have an adverse effect on our operating results;

» We rely heavily on our proprietary information in developing and manufacturing
our product candidates. Despite efforts to protect our proprietary rights from
unauthorized use or disclosure, third parties may attempt to disclose, obtain, or
use our proprietary information or technologies;

» We have to forge and maintain strategic alliances to develop and market products
in our current pipeline. If we are unable to reach agreements with such
collaborative partners, or if any such agreements are terminated or substantially
modified, we may be unable to obtain sufficient licensing revenue for our

(17)









Aterna Zentaris Inc.

Consolidated Statements of Operations

(expressed in thousands of US dollars, except share and per share data)

Years Ended December 31,

2006 2005 2004
$ $ $
Revenues 41,392 47204 42,972
Operating expenses
Cost of sales 11,747 8,596 7,992
Selling, general and administrative 17,235 15,281 13,137
Research and development costs 28,652 27,075 23,431
Research and development tax credits and grants (1,564) (536) (845)
Depreciation and amortization
Property, plant and equipment 2,972 1,796 1,958
Intangible assets 6,457 4,575 4,178
65,499 56,787 49,851
Loss from operations (24,107) (9,583) (6,879)
Other revenues (expenses)
Interest income 1,446 1,238 1,286
Interest expense
Long-term debt and convertible term loans (1,287) (6,979) (4,150)
Other (163) (38) (69)
Foreign exchange gain (loss) 298 (88) (491)
Gain on disposal of a long-term investment 409 - -
703 (5,867) (3,424)
Share in the results of an affiliated company 1,575 - -
Loss before income taxes (21,829) (15,450) (10,303)
Income tax recovery (expense) (note 18) 29,129 (493) (273)
Net earnings (loss) from continuing operations 7,300 (15,943) (10,576)
Net earnings from discontinued operations (note 2) 26,090 26,514 6,151
Net earnings (loss) for the year 33,390 10,571 (4,425)
Net earnings (loss) per share from continuing
operations
Basic and diluted 0.14 (0.35) (0.23)
Net earnings (loss) per share
Basic 0.64 0.23 (0.10)
Diluted 0.62 0.23 (0.10)
Weighted average number of shares outstanding
(note 20)
Basic 52,099,290 46,139,814 45,569,176
Diluted 52,549,260 46,139,814 45,569,176
The accompanying notes are an integral part of these consolidated financial statements. (25)



AEterna Zentaris Inc.
Consolidated Statements of Cash Flows

(expressed in thousands of US dollars)

Years Ended December 31,

2006 2005 2004
. - $ $ $
Cash flows from operating activities
Net earnings (loss) for the year ) 33,390 10,571 54,425;
Net earnings from discontinued operations (26,090) (26,514) 6,151
Net earnings (loss) from continuing operations 7,300 (15,943) (10,576)
Items not atfecting cash and cash equivalents
Depreciation and amortization 9,429 6,371 6,136
Stock-based compensation costs 2,12 2,286 1,071
Future income taxes ) (29,262 424 (5,596)
Gain on disposal of a long-term investment (409 - -
Share in the results of an affiliated company (1,575 - -
Employee future benefits gl 15 2,338 712
Deferred charges 841 2,707 (2,198)
Deferred revenues (3,258 (10,291) 13,389
Accretion on convertible term loans ) 1,227 4,479 1,514
Foreign exchange loss (gain) on long-term items
_ denominated in foreign currency (587) 375 (19;
Change in non-cash operating working capital items (note 17) 255 3,856 (5,273
Net cash used in continuing operating activities = (15,716) (3,398) ( 840)
Net cash provided by discontinued operating activities 23,673 16,332 10,681
Net cash provided by operating activities 7,957 12,934 9,841
Cash flows from financing activities
Repayment of long-term debt ] ) (749) (684) (605)
Issuance of shares pursuant to the exercise of stock options 81 130 1,282
Share issue expenses (112) (108) (127)
Net cash provided by Eused in; continuing financing activities (780) (662) 550
Net cash provided by (used in) discontinued financing
activities (7,794) 89,587 24,541
Net cash provided by (used in) financing activities (8,574) 88,925 25,091
Cash flows from investing activities
Purchase of short-term investments (79,300) (25,945) (17,518)
Proceeds from the sale of short-term investments 49,264 26,775 28,531
Proceeds from the sale of a long-term investment 1,387 - -
Business acquisitions, net of cash and cash equivalents
acquired (note 5 ) (32 (37 -
Purchase of property, plant and equipment (1,894 (1,318 (1 ,539;
Acquisition of amortizable intangible assets (5 (589 (81
Net cash provided by gused ing continuing investing activities (30,580) (1,114) 9,393
Net cash provided by (used in) discontinued investing
activities 11,930 (94,468) (39,333)
Net cash used in investing activities (18,650) (95,582) (29,940)
Effect of exchange rate changes on cash and cash
equivalents 1,356 (2,748) 1,458
Net change in cash and cash equivalents (17,911) 3,529 6,450
Cash and cash equivalents — Beginning of year 27,267 23,738 17,288
Cash and cash equivalents — End of year 9.356 27.267 23,738
Cash and cash equivalents related to:
Continuing operations 9,356 12,381 13,568
Discontinued operations - 14,886 10,170
9,356 27,267 23,738

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

(26)



Aterna Zentaris Inc.

Notes to Consolidated Financial Statements
December 31, 2006, 2005 and 2004

(tabular amounts in thousands of US dollars,
except share/option and per share/option data and as otherwise noted)

1

Incorporation and nature of activities

Zterna Zentaris Inc. ("Aterna Zentaris" or the "Company"), incorporated under the Canada Business
Corporations Act, is a growing global biopharmaceutical company focused on endocrine therapy and oncology
with proven expertise in drug discovery, development and commercialization.

Sales of an interest in Atrium Biotechnologies Inc. and subsequent to year-end distribution of
the remaining interest

During 2006, the Company completed a lengthy and detailed review process whereby it examined a number of
strategic alternatives for how best to pursue and implement its business plan of becoming a "pure play"
biopharmaceutical company with a focus on endocrine therapy and oncology. Among the alternatives
considered was the divestiture of Aterna Zentaris' interest in Atrium Biotechnologies Inc. ("Atrium") and the
resulting focus on advancing its development pipeline.

On September 19, 2006, the Company initiated a Secondary Offering to sell 3,485,000 Atrium Subordinate
Voting Shares at a price of CAN$15.80 per share.

On October 18, 2006, the Company closed this Secondary Offering for net proceeds of $45 million. The gain
on the disposal of this investment amounted to $29,248,000 including $1,643,000 related to cumulative
translation adjustments.

Concurrently with the closing of the Secondary Offering and in accordance with the articles of Atrium, the
Company's remaining Atrium Multiple Voting Shares were automatically converted into Atrium Subordinate
Voting Shares on a one-for-one basis such that the Company subsequently owned 11,052,996 Atrium
Subordinate Voting Shares representing approximately 36.1% of the issued and outstanding shares of Atrium.
The Company also announced its intent to distribute this remaining interest to all its shareholders. As of that
date, Atrium was excluded from the consolidation since the Company's control ceased. Furthermore, all
historical operations and cash flows recorded through the consolidation of Atrium until that date have been
reported as discontinued operations and therefore, these operations and cash flows will be presented as such in
the future in the statement of operations and in the statement of cash flows. The Company's remaining interest
in Atrium is now presented as a long-term investment, accounted for using the equity method.

On December 15, 2006, the Company's shareholders approved a reduction in the stated capital of the Company
in an amount equal to the fair market value of its remaining interest in Atrium for the purpose of effecting a
special distribution in kind of all 11,052,006 subordinate voting shares of Atrium held by the Company. On
January 2, 2007, Aterna Zentaris' shareholders received approximately 0.2079 of an Atrium subordinate voting
share for each one of their common shares.

This special distribution will be accounted for as a nonreciprocal transfer to shareholders measured at the
carrying value of the investment in Atrium on the date of the distribution. As the special distribution will be
considered as a taxable transaction for the Company and treated as a reduction of the stated capital for tax
purposes, the share capital of the Company will be reduced by the fair value of the Atrium shares distributed,
the long-term investment in Atrium will be removed from the balance sheet and the difference, taking into
account the related income taxes and cumulative translation adjustment, will be recorded as Other Capital.

@7






AEterna Zentaris Inc.
Notes to Consolidated Financial Statements
December 31, 2006, 2005 and 2004

(tabular amounts in thousands of US dollars,
except share/option and per share/option data and as otherwise noted)

License fees representing non-refundable payments received upon the execution of license agreements are
recognized as revenue upon execution of the license agreements when the Company has no significant future
performance obligations and collectibility of the fees is assured. Upfront payments received at the beginning of
licensing agreements are not recorded as revenue when received but are amortized based on the progress to the
related research and development work. Milestone payments, which are generally based on developmental or
regulatory events, are recognized as revenue when the milestones are achieved, collectibility is assured, and
when there are no significant future performance obligations in connection with the milestones. In those
instances where the Company has collected upfront or milestone payments but has ongoing future obligations
related to the development of the drug product, revenue recognition is deferred and amortized over the period
of its future obligations.

Royalty revenue is recorded when the amount of the royalty fee is determinable and collection is reasonably
assured.

Revenues from sales of products are recognized, net of estimated sales allowances and rebates, when title
passes to customers, which is at the time goods are shipped, when there are no future performance obligations,
when the purchase price is fixed and determinable, and collection is reasonably assured.

Stock-based compensation costs

Since January 1, 2003, the Company accounts for all forms of employee stock-based compensation using the
fair value-based method. Stock-based compensation costs are amortized to expense over the vesting periods.

Prior to this date, no stock-based compensation costs were recognized for grants of stock-based awards to
employees. However, the Company is required to disclose pro forma information with respect to net earnings
(loss) and net earnings (loss) per share as if stock-based compensation costs were recognized in the financial
statements for all reporting years using the fair value-based method for outstanding stock options granted
during 2002 (note 16).

Income taxes

The Company follows the liability method of accounting for income taxes. Under this method, future income
tax assets and liabilities are determined according to differences between the carrying amounts and tax bases of
the assets and liabilities. Future income tax assets and liabilities are measured using substantively enacted and

enacted tax rates expected to apply in the years in which the differences are expected to reverse.

The Company establishes a valuation allowance against future income tax assets if, based on available
information, it is not more likely than not that some or all of the future income tax assets will be realized.

Research and development costs
Research costs are expensed as incurred. Development costs are expensed as incurred except for those which

meet generally accepted criteria for deferral, which are capitalized and amortized against operations over the
estimated period of benefit. No costs have been deferred during any periods.

(34)



Aterna Zentaris Inc.

Notes to Consolidated Financial Statements
December 31, 2006, 2005 and 2004

(tabular amounts in thousands of US dollars,
except share/option and per share/option data and as otherwise noted)

Research and development tax credits and grants

The Company is entitled to scientific research and experimental development ("SR&ED") tax credits granted
by the Canadian federal government ("Federal") and the government of the Province of Québec ("Provincial").
Federal SR&ED tax credits are earned on qualified Canadian SR&ED expenditures at a rate of 20% and can
only be used to offset Federal income taxes otherwise payable. Refundable Provincial SR&ED tax credits are
generally earned on qualified SR&ED salaries, subcontracting and university contract expenses incurred in the
Province of Québec, at a rate of 17.5%.

SR&ED tax credits and grants are accounted for using the cost reduction method. Accordingly, tax credits and
grants are recorded as a reduction of the related expenses or capital expenditures in the period the expenses are
incurred. The refundable portion of SR&ED tax credits is recorded in the year in which the related expenses or
capital expenditures are incurred and the non-refundable portion of SR&ED tax credits and grants is recorded at
such time, provided the Company has reasonable assurance the credits or grants will be realized.

Earnings (loss) per share

Basic net earnings (loss) per share are (is) calculated using the weighted average number of common shares
outstanding during the year.

Diluted net earnings (loss) per share are (is) calculated based on the weighted average number of common
shares outstanding during the year, plus the effects of dilutive common share equivalents such as options and
convertible term loans. This method requires that diluted net earnings (loss) per share be calculated using the
treasury stock method, as if all common share equivalents had been exercised at the beginning of the reporting
period, or period of issuance, as the case may be, and that the funds obtained thereby were used to purchase
common shares of the Company at the average trading price of the common shares during the period.

4 New accounting standards

In January 2005, the CICA issued four new accounting standards in relation with financial instruments: Section
3855 "Financial Instruments — Recognition and Measurement", Section 3865 "Hedges", Section 1530
"Comprehensive Income" and Section 3251 "Equity".

Section 3855 expands on Section 3860 "Financial Instruments — Disclosure and Presentation", by prescribing
when a financial instrument is to be recognized on the balance sheet and at what amount. It also specifies how
financial instrument gains and losses are to be presented.

Section 3865 provides alternative treatments to Section 3855 for entities which choose to designate qualifying
transactions as hedges for accounting purposes. It replaces and expands on Accounting Guideline AcG-13
"Hedging Relationships", and the hedging guidance in Section 1650 "Foreign Currency Translation" by
specifying how hedge accounting is applied and what disclosures are necessary when it is applied.

(35)



AEterna Zentaris Inc.
Notes to Consolidated Financial Statements
December 31, 2006, 2005 and 2004

(tabular amounts in thousands of US dollars,
except share/option and per share/option data and as otherwise noted)

Section 1530 "Comprehensive Income" introduces a new requirement to temporarily present certain gains and
losses outside net income.

Consequently, Section 3250 "Surplus" has been revised as Section 3251 "Equity".
Recognition of financial assets and liabilities
Short-term investments

The short-term investments will be classified as available-for-sale investments. The Company will continue to
recognize transactions on the settlement date.

These investments will be recognized at fair value. Unrealized gains and losses will be recognized, net of
income taxes, if any, in "Accumulated other comprehensive income". Upon the disposal or impairment of these
investments, these gains or losses will be reclassified in the consolidated statement of operations.

Effective interest rate method

Premiums and discounts on short-term investments and long-term debt will be accounted for using the effective
interest rate method.

Transition

The recognition, derecognition and measurement methods used as well as the hedge accounting policies used to
prepare the consolidated financial statements of periods prior to the effective date of the new standards were
unchanged and, therefore those financial statements will not be restated.

Sections 1530, 3251, 3855 and 3865 will be adopted by the Company on January 1, 2007. As of this date, the
Company will recognize all of its financial assets and liabilities in the consolidated balance sheet according to
their classification. Any adjustment made to a previous carrying amount will be recognized as an adjustment to
the balance of deficit at that date or as the opening balance of a separate item in "Accumulated other
comprehensive income", net of income taxes, if any.

The following items will be recognized as an adjustment to the opening balance of "Accumulated other
comprehensive income", net of income taxes:

e The difference between the carrying amount and the fair value of investments classified as available for
sale;

e  Reclassification of the unrealized foreign currency translation adjustments.

(36)



AEterna Zentaris Inc.
Notes to Consolidated Financial Statements
December 31, 2006, 2005 and 2004

(tabular amounts in thousands of US dollars,
except share/option and per share/option data and as otherwise noted)

Effective interest rate method

The impact of the use of the effective interest rate method will be recognized as an adjustment to the opening
balance of deficit, net of income taxes, if any.

These transition adjustments will not have a material impact on the Company's consolidated balance sheet.

5 Business acquisition

Echelon Biosciences Inc. ("Echelon™)

On January 1, 2005, the Company completed the acquisition of 100% of the issued and outstanding common
shares of Echelon for a total consideration of $2,935,522, of which an amount of $36,718 including all
acquisition-related costs, was paid cash, net of cash and cash equivalents acquired of $161,734, and the balance
was paid through the issuance of 443,905 common shares of the Company, the price per share corresponds to
the weighted moving average trading prices of the Company for the last fifteen consecutive trading days ending
on December 31, 2004. The acquisition is subject to contingent payments specified in the agreement for an
approximate amount of $3,500,000 of which an amount of $2,900,000 will be payable in shares and the balance
of $600,000 payable in cash at the latest in January 2008 once the conditions will have been met. During 2005,
an amount of $196,000 has been recorded as contingent consideration payable, thus having the effect of
increasing goodwill. This amount has been settled through a cash payment of $32,000 and the issuance of
23,789 common shares of the Company.

This company, based in the United States, focuses on the transduction signalling technology.

(37












Aterna Zentaris Inc.

Notes to Consolidated Financial Statements
December 31, 2006, 2005 and 2004

(tabular amounts in thousands of US dollars,
except share/option and per share/option data and as otherwise noted)

11 Goodwill

The change in the carrying value is as follows:

Balance as at December 31, 2004
Acquisition (note 5)

Impact of foreign exchange rate
Balance as at December 31, 2005
Impact of foreign exchange rate

Balance as at December 31, 2006

12 Accounts payable and accrued liabilities

Trade payable

Advance payment related to a licensing agreement
Salaries and employee benefits

Other accrued liabilities

9,646
951
820

9,777
971

10,748

As at December 31,

2006 2005
$ $
7,019 4,001
- 728

460 482
2,542 2,390
10,021 7,601

(41)



Aterna Zentaris Inc.

Notes to Consolidated Financial Statements
December 31, 2006, 2005 and 2004

(tabular amounts in thousands of US dollars,
except share/option and per share/option data and as otherwise noted)

13

14

Convertible term loans

On February 14 and 17, 2006, the Solidarity Fund QFL (the "Fund") and SGF Santé inc. ("SGF") have
respectively exercised their right to early convert the entirety of their convertible term loans in the principal
amount of CAN$12.5 million each that they had extended to the Company in April 2003 and that were to
mature on March 31, 2006. In accordance with the terms of the convertible term loans, and additional
arrangements between the Company, the Fund and SGF, ZAterna Zentaris has issued to each of the loan holders
3,477,544 of its common shares upon conversion of their loans, representing the principal and interest due to
the stated maturity date under the loans, based on the conversion price that had been agreed upon in the loan
agreements.

For accounting purposes, the convertible term loans are separated between debt and equity, the equity portion
representing the value of the holders' conversion options. As a consequence of this transaction, the Company
recorded a loss on settlement of long-term debt amounting to $599,190, representing an inducement to the
original terms of the loan agreements. An amount of $280,000 has been recorded in the statement of deficit,
and the remainder has been charged to expense in the statement of operations and has been included in the
accretion on convertible term loans in the statement of cash flows.

Long-term debt

As at December 31,

2006 2005
$ $

Loan from the federal and provincial governments, (CAN$1,600 in

2006; CANS$2,400 in 2005) non-interest bearing, payable in five

annual equal and consecutive instalments since July 2004 1,373 2,064
Promissory note, bearing interest at a rate of 5.67%, payable in

monthly instalments including principal and interest,

collateralized by the laboratory equipment of a subsidiary,

maturing in June 2008 50 81
1,423 2,145

Less:
Current portion 719 719
704 1,426

The principal instalments due on long-term debt for the next two years amount to $719,490 in 2007 and
$703,688 in 2008.
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The Company also sponsors a 401K plan in its U.S. subsidiary. Under this plan, the Company may contribute a
discretionary amount equal to a percentage of employee contributions to the plan and may also make
discretionary profit sharing contribution. During the years ended December 31, 2006 and 2005, the Company
did not record any contribution.

Total cash payments for employee future benefits in 2006, consisting of cash contributed by the Company to its

defined contribution plans as well as direct payments to retired employees, amount to $398,340 ($323,382 in
2005 and $330,144 in 2004).

Share capital

(a) Authorized
Unlimited number of shares of the following classes:
Common, voting and participating, one vote per share
Preferred, first and second ranking, issuable in series, with rights and privileges specific to each class.
As at December 31, 2006, there are no preferred shares issued and outstanding.

(b) Issued

As at December 31,

2006 2005 2004

Number Amount Number Amount Number Amount

Common shares

Balance — Beginning of year 46,139,814 130,344 45,670,909 127,585 45,330,992 126,326
Conversion of convertible
term loans (note 13) 6,955,088 37,786 - - - -
Issued pursuant to the stock
option plan 22,000 110 25,000 130 339,917 1,386

Issued pursuant to the

acquisition of Echelon

(note 5) 23,789 163 443,905 2,737 - -
Issued pursuant to the

acquisition of a patent

from a senior officer

(note 21) 28,779 175 - - - -
Share issue expenses - (112) - (108) - (127)
Balance — End of year 53,169,470 168,466 46,139,814 130,344 45,670,909 127,585
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The following table summarizes the stock option activity under the Stock Option Plan:

2006 2005 2004
Weighted Weighted Weighted
average average average
exercise exercise exercise
Number price Number price Number price
(CANS$) (CANS$) (CANS$)

Balance — Beginning of
year 3,843,592 6.16 3,480,592 6.58 3,197,435 6.02
Granted 45,000 6.41 686,500 5.63 913,000 8.06
Exercised (22,000) 3.98 (25,000) 6.31 (339,917) 4.99
Expired (346,000) 7.68 (65,000) 8.34 (2,050) 7.04
Forfeited (30,500) 6.21 (233,500) 10.31 (287,876) 6.97
Balance — End of year 3,490,092 6.02 3,843,592 6.16 3,480,592 6.58

Options exercisable —

End of year 2,736,099 5.88 2,260,930 6.17 1,743,429 6.90

The following table summarizes the stock options outstanding as at December 31, 2006:

Options currently

Options outstanding exercisable

Weighted
average Weighted Weighted
remaining average average
Exercise price contractual exercise exercise
(CANS) Number life price Number price
(CANS) (CANS)
3.75 to 5.00 932,593 6.70 3.93 932,593 3.93
5.01 to 7.00 1,337,166 7.43 5.68 881,664 5.70
7.01 to 10.90 1,220,333 7.13 8.01 921,842 8.03
3,490,092 7.13 6.02 2,736,099 5.88

Following the one-time distribution of the Company's remaining interest in Atrium on January 2, 2007 and
as contemplated under the Stock Option Plan (see note 2), the Board of Directors of the Company
approved an equitable adjustment to all unexercised options outstanding pursuant to the Stock Option
Plan. The adjustment was a reduction in the exercise price of all outstanding stock options of CAN$2.02

per common share.
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Assumptions used in determining stock-based compensation costs

The table below shows the assumptions used in determining stock-based compensation costs under the

Black-Scholes option pricing model:
Years Ended December 31,

2006 2005 2004
Dividend yield Nil Nil Nil
Expected volatility 58.1% 62.1% 64.2%
Risk-free interest rate 4.06% 3.92% 3.48%
Expected life (years) 5.77 5.80 4.30

Had compensation costs been determined using the fair value method at the date of grant for awards
granted in 2002 under this stock option plan, the Company's pro forma net earnings (loss), basic and
diluted net earnings (loss) per share after giving effect to the grant of these options in 2002 are:

Years Ended December 31,

2005 2004
$ $
Pro forma net earnings (loss) 10,429 (4,542)
Pro forma net earnings (loss) per share
Basic 0.23 (0.10)
Diluted 0.23 (0.10)

17 Statements of cash flows

Years Ended December 31,

2006 2005 2004
$ $ $
Change in non-cash operating working capital items

Accounts receivable 2,623 1,245 (7,194)
Inventory 660 (591) (171)

Prepaid expenses 288 (811) 243
Accounts payable and accrued liabilities 1,955 4,652 (1,079)

Income taxes (5,271) (639) 2,928
255 3,856 (5,273)
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Additional information
Interest paid
From continuing operations
From discontinued operations
Income taxes paid
From continuing operations
From discontinued operations

Income taxes

Years Ended December 31,

2006 2005
$ $
4 34
7,784 1,908
5,756 709
8,698 6,084

2004

68
1,794

2,965
4,301

The reconciliation of the combined Canadian federal and Québec provincial income tax rate to the income tax

expense (recovery) from continuing operations is as follows:

Combined federal and provincial statutory

income tax rate

Income tax recovery based on statutory

income tax rate

Change in valuation allowance

Accretion on convertible term loans
Stock-based compensation costs
Difference in statutory income tax rate of

foreign subsidiaries
Change in enacted rate used

Tax loss consolidation strategy (note 21)

Other

Years Ended December 31,

2006 2005 2004
32.02% 31.02% 31.02%
(6,990) $ (4,792) $ (3,196)
(22,792) 5,547 2,544
258 1,448 469
679 739 333
(995) 124 244
(2,428) (2,780) -
2,376 827 -
763 (620) (121)
(29,129) $ 493 $ 273
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Revenues have been allocated to geographic regions based on the country of residence of the related customers.

Customers who represent more than 10% of sales are as follows:

2006

%

Customer 1 49
Customer 2 12
Customer 3 3

Long-lived assets by geographic region are detailed as follows:

Canada

United States
Germany

2005 2004
% %
42 45
14 12
25 34

Years Ended December 31,

2006 2005

$ $
8,821 12,045
3,436 3,930
51,029 49,263
63,286 65,238

Long-lived assets consist of property, plant and equipment, intangible assets and goodwill.

The following table presents revenues by source:

Revenues
Sales and royalties
License fees
Other

2006 2005 2004

$ $ $
27,716 23,643 19,479
13,652 23,530 23,493
24 31 :
41,392 47,204 42,972
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21 Related party transactions

2006 2005 2004

$ $ $

Administrative revenues 35 33 128

Lease revenues 304 248 214
Subcontracting revenues and sales of raw

materials 66 92 340

Subcontracting expenses 44 337 -

Patent acquired from a senior officer (note 16) 175 - -

These above transactions with our former subsidiary Atrium and a senior officer are in the normal course of
operations. They are measured at the exchange amount, which is the amount of consideration established and
agreed upon by the related parties. The price of the shares issued for the acquisition of the patent was based on
the closing trading price of the Company's shares on February 28, 2006, being the day before the signing of the
agreement.

The transactions with Atrium include amounts that occurred before October 18, 2006 and that were previously
eliminated from the consolidated financial statements but which will continue to occur after the disposal.

At the end of the year, amounts due to and (from) the former subsidiary are payable (redeemable) on demand
and have resulted from the transactions mentioned above.

Tax loss consolidation strategy

On September 15, 2005, the Company obtained a one-day loan of $129 million from a financial institution to
advance $129 million to its former subsidiary Atrium by way of a subordinate 7% interest-bearing promissory
note. This note is unsecured and payable on demand.

On the same day, Atrium acquired $129 million in preferred shares from 4296672 Canada Inc., a wholly-owned
subsidiary of the Company. The dividend rate on the preferred shares was 7.05%. 4296672 Canada Inc. used
the proceeds to advance $129 million to the Company through an interest-free loan, payable on demand. Then,
the funds were used by the Company to repay the daylight loan to the financial institution.

With respect to that arrangement that terminated in October 2006, when the Company ceased to be the
controlling shareholder of Atrium, we had received a tax ruling delivered by Canada Revenue Agency. All
transactions have been eliminated during the consolidation process and income tax savings resulting from the
interest expense deduction have been presented as discontinued operations.

On December 22, 2004, the Company sold a technology to its former subsidiary, Atrium, in consideration of

the issuance by Atrium of 537,996 subordinate voting shares. This transaction has been accounted for at the
carrying amount of the net assets sold, being nil.
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Credit risk

Financial instruments which potentially subject the Company to concentrations of credit risk consist primarily
of cash and cash equivalents, short-term investments and accounts receivable. Cash and cash equivalents are
maintained with high-credit quality financial institutions. Short-term investments consist primarily of bonds
issued by high-credit quality institutions and corporations. Consequently, management considers the risk of
non-performance related to cash and cash equivalents and short-term investments to be minimal.

Generally, the Company does not require collateral or other security from customers for trade accounts
receivable; however, credit is extended following an evaluation of creditworthiness. In addition, the Company
performs on-going credit reviews of all its customers and establishes an allowance for doubtful accounts when
accounts are determined to be uncollectible. Allowance for doubtful accounts amounted to $7,000 and $10,000
as at December 31, 2006 and 2005, respectively.

Interest rate risk

The Company's exposure to interest rate risk is as follows:

Cash and cash equivalents Variable interest rate
Short-term investments Fixed interest rate
Accounts receivable Non-interest bearing
Accounts payable and accrued liabilities Non-interest bearing
Long-term debt As described in note 14

Commitments and guarantee

The Company is committed to various operating leases for its premises totalling $2,280,000 in 2007,
$1,894,000 in 2008, $1,680,000 in 2009 $1,641,000 in 2010 and $1,437,000 in 2011.

The Company is also committed to some service and manufacturing contracts totalling $5,478,000 in 2007,
$2,180,000 in 2008, $1,179,000 in 2009 and $88,000 in 2010.

In October 2004, the Company entered into a $2.3 M (€1.75 M) bank guarantee in favour of one of its landlords
in Germany with respect to the Company's lease obligation. This guarantee will mature in 2009.
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24 Summary of differences between generally accepted

accounting principles in Canada and in the United States

As a company listed on the NASDAQ national market, the Company is required to reconcile its financial
statements for significant measurement differences between generally accepted accounting principles as applied
in Canada (Canadian GAAP) and those applied in the United States (U.S. GAAP).

The following summary sets out the material adjustments to the Company's reported net earnings (loss), net
earnings (loss) per share and shareholders' equity which would be made to conform with U.S. GAAP:

Statements of Operations

Years Ended December 31,

2006 2005 2004
$ $ $
Net earnings (loss) for the year under Canadian
GAAP 33,390 10,571 (4,425)
Accretion on convertible term loans (©) 502 4,479 1,514
Loss on conversion of convertible term loans () (280) - -
Amortization of in-process R&D (a) 2,348 1,610 1,605
Other (b) (10) (32) (120)
Deferred taxes (d) (749) - -
Income tax effects of the above adjustments (939) (658) (656)
Net earnings (loss) for the year under U.S. GAAP 34,262 15,970 (2,082)
Out of which:
Net earnings (loss) from continuing
operations 8,172 (10,544) (8,158)
Net earnings from discontinued operations 26,090 26,514 6,076
Basic net earnings (loss) per share 0.66 0.34 (0.05)
From continuing operations 0.16 (0.23) (0.18)
From discontinued operations 0.50 0.57 0.13
Diluted net earnings (loss) per share 0.64 0.34 (0.05)
From continuing operations 0.16 (0.23) (0.18)
From discontinued operations 0.48 0.57 0.13
Weighted average number of shares
outstanding under U.S. GAAP
Basic 52,099,290 46,139,814 45,569,176
Diluted 52,549,260 46,139,814 45,569,176
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