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

FORM 10-K/A

Amendment No. 3

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

For the fiscal year ended December 31, 2003

OR

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

Commission file number 0-22570
LYNX THERAPEUTICS, INC.

(Exact name of registrant as specified in its charter)

Delaware 94-3161073
(State or other jurisdiction of (I.R.S. Employer Identification
incorporation or organization) No.)

25861 Industrial Blvd., Hayward, CA 94545
(Address of principal executive offices, including zip code)

(510) 670-9300
(Registrant s telephone number, including area code)

Securities registered pursuant to Section 12(b) of the Act: None

Securities registered pursuant to Section 12(g) of the Act: Common Stock, $.01
par value per share

Indicate by check mark whether the Registrant: (1) has filed all reports required to be filed by Section 13 or 15(d)
of the Securities and Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the
Registrant was required to file such reports), and (2) has been subject to such filing requirements for the past 90 days.
Yes x No o

Indicate by check mark if disclosure of delinquent filers pursuant to Item 405 of Regulation S-K is not contained
herein, and will not be contained, to the best of Registrant s knowledge, in definitive proxy or information statements
incorporated by reference in Part III of this Form 10-K or any amendment to this Form 10-K. x
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Indicate by check mark whether the Registrant is an accelerated filer (as defined in Exchange Act Rule 12b-2). Yes
o No x

State the aggregate market value of the voting and non-voting common equity held by non-affiliates of the
Registrant computed by reference to the price at which the common equity was last sold, or the average bid and asked
price of such common equity, as of the last business day of the registrant s most recently completed second fiscal
quarter: $10,920,824.1

The number of shares of common stock of the Registrant outstanding as of March 9, 2004, was 6,199,245. The
aggregate market value of the common stock of the Registrant held by non-affiliates of the Registrant, based upon the
closing price of the common stock reported on the Nasdaq National Market on March 9, 2004, was $30,264,929.2

I Based on a closing price of $3.79 per share on June 30, 2003 and 4,654,245 shares outstanding (as adjusted to
reflect the Registrant s reverse stock split effected in January 2003). Excludes 1,772,761 shares of the Registrant s
common stock held by executive officers, directors and stockholders whose ownership exceed 5% of the common
stock outstanding at June 30, 2003.

2 Based on a closing price of $6.30 per share on March 9, 2004 and 6,199,245 shares outstanding. Excludes
1,395,288 shares of the Registrant s common stock held by executive officers, directors and stockholders whose
ownership exceed 5% of the common stock outstanding at March 9, 2004.
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DOCUMENTS INCORPORATED BY REFERENCE
EXPLANATORY NOTE
Lynx Therapeutics, Inc. is filing this Amendment No. 3 on Form 10-K/A to our Annual Report on Form 10-K,
originally filed with the Securities and Exchange Commission on March 30, 2004, solely for the purpose of amending
and restating certain portions of such Annual Report on Form 10-K. Each of the following sections of the Annual

Report is amended and restated in its entirely, and current as of October 22, 2004:

Part I, Item 1. Business Business Risks We will need additional funds in the future, which may not be available to
us ;

Part II, Item 7. Management s Discussion and Analysis of Financial Condition and Results of Operations Liquidity
and Capital Reserves ;

Part II, Item 8. Consolidated Financial Statements and Supplementary Data  Report of Ernst & Young LLP ;
Part II, Item 8. Consolidated Financial Statements and Supplementary Data  Notes to Consolidated Financial
Statements Note 1. Summary of Significant Accounting Policies and Basis of Presentation Business and Basis of

Presentation ; and

Part II, Item 8. Consolidated Financial Statements and Supplementary Data Notes to Consolidated Financial
Statements Note 18. Liquidity .

In addition, we have filed the following exhibits herewith:

23.3 Consent of Ernst & Young LLP, Independent Registered Public Accounting Firm.

31.7 Certification required by Rule 13a-14(a) or Rule 15d-14(a) of the Securities Exchange Act of 1934, as amended.

31.8 Certification required by Rule 13a-14(a) or Rule 15d-14(a) of the Securities Exchange Act of 1934, as amended.

32.3 Certification required by Rule 13a-14(b) or Rule 15d-14(b) and Section 1350 of Chapter 63 of Title 18 of the
United States Code (18 U.S.C. 1350).

Except as specifically indicated herein, no other information included in the Annual Report on Form 10-K is amended
by this Amendment No. 3 on Form 10-K/A.

LYNX THERAPEUTICS, INC.
FORM 10-K/A ANNUAL REPORT
FOR THE FISCAL YEAR ENDED

DECEMBER 31, 2003
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PART 1
Item 1. Business

Except for the historical information contained herein, this report contains certain information that is
forward-looking in nature. Examples of forward-looking statements include statements regarding Lynx s future
financial results, operating results, product successes, business strategies, projected costs, future products,
competitive positions and plans and objectives of management for future operations. In some cases, you can identify
forward-looking statements by terminology, such as may, will,  should, expects, plans, anticipates,

believes,  estimates, predicts, potential or continue or the negative of such terms and other comparable
terminology. In addition, statements that refer to expectations or other characterizations of future events or
circumstances are forward-looking statements. These statements involve known and unknown risks and uncertainties
that may cause Lynx s or its industry s results, levels of activity, performance or achievements to be materially
different from those expressed or implied by the forward-looking statements. Factors that may cause or contribute to
such differences include, among others, those discussed under the captions Item 1. Business Business Risks and

Item 7. Management s Discussion and Analysis of Financial Condition and Results of Operations. These and
many other factors could affect the future financial and operating results of Lynx. Lynx undertakes no obligation to
update any forward-looking statement to reflect events after the date of this report.

Lynx, MPSS , Megaclone , Megasort , Megatype , Protein ProFiler and the Lynx logo are some of Lynx
Therapeutics, Inc. s trademarks and service marks.

In January 2003, we received stockholder approval for, and effected, a reverse stock split of our common stock at a
ratio of 1-for-7 (the reverse stock split ). As a result of the reverse stock split, each outstanding share of common stock
automatically converted into one-seventh of a share of common stock, with the par value of each share of common
stock remaining at one cent ($.01) per share. Accordingly, common stock share and per share amounts for all periods
presented have been adjusted to reflect the impact of the reverse stock split.

Overview

We believe that Lynx Therapeutics, Inc. is a leader in the development and application of novel genomics analysis
solutions. Our Massively Parallel Signature Sequencing, or MPSS, instruments analyze millions of DNA molecules in
parallel, enabling genome structure characterization at what we believe to be an unprecedented level of resolution. As
applied to gene expression analysis, MPSS provides comprehensive and quantitative digital information important to
modern systems biology research in the pharmaceutical, biotechnology and agricultural industries. Gene expression
refers to the number of genes and the extent a cell or tissue expresses those genes, and represents a way to move
beyond DNA sequence data to understand the function of genes, the proteins that they encode and the role they play in
health and disease. Systems biology is an approach in which researchers seek to gain a complete molecular
understanding of biological systems in health and disease.

We believe that our MPSS generates a complete, accurate and quantitative analysis of the Transcriptome, which is
the full complement of activated genes, messenger RNAs or transcripts in a particular tissue at a particular time, to
enable systems biology. Transcriptome analysis provides information about all of the genes that are expressed in a
biological sample. MPSS generates simultaneously, from a million or more Megaclone, our unique and proprietary
cloning procedure, micro-beads, gene sequence information that uniquely identifies a sample s DNA molecules
without the need for individual conventional sequencing reactions and produces a comprehensive quantitative profile
of gene expression in cells or tissues. MPSS is capable of finding and identifying genes that are expressed at low
levels in the cell, beyond the normal sensitivity levels of microarrays, which are small glass or silicon wafers with tens
of thousands of DNA molecules arrayed on the surface for subsequent analysis and are the current leading tool for
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gene expression analysis on the market. As a result, Lynx believes that MPSS provides a highly reproducible,
quantitative digital readout for the activity of virtually every gene in a biological sample. Additionally, unlike
microarrays, which are limited to the genes represented on them, MPSS does not require advance knowledge of genes
or sequences and, therefore, has broad potential commercial applicability to humans, animals, plants and other
commercially important organisms.
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Our current business model is primarily focused on providing genomics discovery services, such as gene
expression analysis and genomic sequencing using MPSS. Our commercialization strategies, tactics and target
customers for MPSS generally involve expanding our work with scientific thought leaders and genomics researchers
and gaining additional customers in the pharmaceutical, biotechnology and agricultural industries.

Megaclone, our unique and proprietary cloning procedure, is the DNA cloning technology that underlies MPSS.
Megaclone transforms a biological sample containing millions of DNA molecules into one made up of millions of
micro-beads, which are microscopic beads of latex, each of which carries approximately 100,000 copies of one of the
DNA molecules in the sample. We were incorporated in Delaware in February 1992. Please see a discussion of our
plans under Item 1. Business Business Risks and Item 7. Management s Discussion and Analysis of Financial
Condition and Results of Operations Liquidity and Capital Resources.

Industry Background

The publication of the human genome was a milestone in the history of genetics and genomics. Genetic differences
between people and populations can have a significant biological impact, including a major influence on health.
However, the remaining challenge for researchers in industry and academia alike is to explore the multitude of
genomic variations and to discover, from the analysis of these differences, the functions of genes and their roles in
health and disease. Researchers in industry and academia alike are exploring the multitude of genomic sequence and
epigenetic variations of individuals and populations for a better understanding of the role of genes and gene
expression in the human body, suggesting new ways to tackle disease and ultimately to the discovery of new
diagnostics and therapies. It is this work, post genome-sequencing, that is expected to lead to commercial
opportunities and ultimately to the discovery of new therapies and diagnostics for unmet medical needs and to provide
the basis for the emerging fields of pharmacogenomics (the identification and assessment of genes that are predictive
of the efficacy and/or toxicity of drug compounds or that may correlate drug responses to the genotype, or genetic
makeup, of an individual), and individualized patient therapy (personalized medicine).

Many diseases result from a malfunction of the genetically programmed protective response to insults, such as
trauma, infection, stress and/or inherited mutant genes and/or deleterious combinations of common variants of a
number of genes. That malfunction may result in inadequate, misguided or exaggerated gene expression, unfolding a
complex pathogenic process that may resolve itself, linger chronically or evolve with increasingly destructive effects
in a manner quite removed from, and even independent of, the original insult. Complex traits often play a significant
role in disease; these are due to interactions between the environment and common variants of many genetic factors
sometimes including defective, mutant genes. By analyzing which genes are expressed in a cell or tissue, the level of
expression can illustrate which physiological pathways are active in the cell and to what degree. By understanding
when and where abnormal gene expression occurs and the changes in expression that a drug can cause, the
physiological pathways implicated in disease and drug action can be pinpointed. This knowledge could be used to
help discover drug targets, screen drug leads, predict a compound s toxic effects, anticipate pharmacological responses
to drug leads and tailor clinical trials to the specific needs of subgroups within a population. By recognizing gene
expression patterns, researchers, and ultimately physicians, may also be able to determine which treatments are likely
to be effective for a specific condition and which may be ineffective or harmful.

Genomics approaches to therapeutics discovery seek to identify genes connected to the origin of a disease.
Searches to identify such genes generally are laborious and involve a very large amount of conventional DNA
sequencing to identify genes or gene fragments. This knowledge of genes is only a first step. While it may pave the
way for the development of better diagnostics, it may not necessarily lead to a successful therapy. For example, while
a particular gene, or absence of a gene, may predispose a person to a cancer, an entirely different set of genes is likely
to govern the tumor and its metastases. Hence, in addition to understanding the cause of disease, it is important to
understand entire networks of genes and their functions in both healthy and diseased states in order to identify the
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optimal targets for therapy.

One current approach to genomics research is based on the study of gene expression and regulation of gene
expression in cells in differing states or conditions. Gene expression in a cell consists of transcription, the process that
converts the genetic information encoded in the double-stranded DNA of a gene into mRNA or transcripts , and
translation, the process that converts the genetic information encoded in mRNA transcripts into a specific protein
molecule. At any one time, any particular human cell expresses thousands of genes. A different number of

2
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copies of each mRNA transcript will be present in each biological sample depending upon the particular cell, its
function and its environmental conditions at the time. Thus, a cell will contain, at any one time, tens of thousands of
different transcripts, in various quantities, for a total on the order of one million or more transcripts.

Elucidating gene function involves not only determining which genes are expressed in a healthy or diseased tissue,
but also requires determining which of the altered transcripts or transcript levels cause a disease rather than result from
the disease. In general, only the most abundant transcripts are currently accessible using conventional methods. In
addition, conventional methods are dependent on separating and cloning double-stranded DNA copies (cDNA) of
each individual mRNA transcript, or cDNA, prior to analysis. Thus, by conventional methods, it is impractical to
obtain a comprehensive, high-resolution analysis of gene expression across one million or more transcripts in cells of
interest to the researcher.

Epigenomics is the genome-wide study of epigenetic effects that are distinct from changes to the primary DNA
sequence (mutations). Cells are impacted by epigenetic structural changes that can lead to changes in control of gene
expression, either gene silencing or gene activation. Epigenomics and genome structure play a major role in the
regulation of gene expression and disease. Indeed, most cancers involve the epigenetic silencing of genes that
normally control cell proliferation. Chemical modifications, such as methylation, and the patterns of protein binding
are interdependent and ultimately determine in any given cell which genes will be expressed when and to what degree.
For example, cancer cells often contain a variety of genome structure alterations, some subtle, some dramatic, that
contribute to the onset and progression of disease through their influence on gene expression. The major forms of
epigenetic modification occurring in human tumors are DNA methylation and histone deacetylation. Comprehensive
knowledge of the structure and state of the genome, and quantifying the activity level of all genes offers great promise
to the understanding of disease, as well as to the prospect for early detection through diagnostics and treatment
through novel, precisely targeted therapeutics and personalized medicine.

Our Solution

We have developed a powerful genome analysis system, a high throughput DNA sequencing process, Massively
Parallel Signature Sequencing (MPSS) technology, which permits the characterization of up to two million targeted
DNA molecules in a single assay. Each of our MPSS machines has 10,000 times the capacity of any other
commercially available DNA sequencing process at less than 1/100t the cost per DNA molecule analyzed. This
capacity and the resulting economy enable a variety of biological analyses at previously unachievable levels of
precision and completeness. Furthermore, our MPSS technology provides digital data based on actual DNA sequence
information for many biological processes where imprecise analogue fluorescent readouts are the current standard
such as expression profiling with DNA microarrays.

We believe that MPSS expression profiling generates a complete, accurate and quantitative analysis of the
transcriptome to enable systems biology. Transcriptome analysis provides information about all the genes that are
expressed in a biological sample. MPSS expression analysis generates simultaneously, from millions of Megaclone
micro-beads, DNA sequence information that uniquely identifies a sample s transcripts without the need for individual
conventional sequencing reactions and produces a comprehensive quantitative profile of gene expression in cells or
tissues. MPSS analysis is capable of finding and identifying genes using a process involving the targeted capture of
short DNA fragments derived from each message expressed in a cell, all within a single sample. This allows for
detection and quantitation of virtually all genes that are expressed, particularly those at low levels in the cell that are
beyond the normal sensitivity levels of microarrays. As a result, we believe that MPSS analysis provides a highly
reproducible, quantitative digital readout for the activity of virtually every gene in a biological sample. Additionally,
unlike microarrays, MPSS gene expression analysis does not require advance knowledge of genes or sequences and,
therefore, has broad potential commercial applicability to humans, animals, plants and other commercially important
organisms.
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Our Commercialization Strategies, Tactics and Target Customers
Our commercialization strategies, tactics and target customers for MPSS gene expression analysis generally
involve expanding our work with scientific thought leaders and genomics researchers and gaining additional

customers in the pharmaceutical, biotechnology and agricultural industries. Additionally, our business development
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efforts include collaborating with IT and other companies that we believe can help design the software and other tools
necessary to understand the large, complex MPSS-based data sets required to enable systems biology.

Expanding Our Genomics Discovery Services Business

Our current business model is primarily focused on providing MPSS genomics discovery services such as gene
expression analysis and genomic sequencing to research institutions and pharmaceutical, biotechnology and
agricultural companies.

Research Institutes

We believe that scientific thought leaders affiliated with research institutes can provide an immediate, significant
and enduring source of revenue, both directly from their institutes and from access to labs doing genomics research in
the larger scientific research community. More broadly, we believe that we will benefit by having MPSS data placed
in the public domain by these researchers. The scientific thought leaders should provide public and very visible
exposure and validation of MPSS through their commentary and publications in scientific journals.

Pharmaceutical, Biotechnology and Agricultural Companies

Pharmaceutical, biotechnology and agricultural customers are an integral component of our business development
focus and commercialization efforts. With the assumed accessibility to data sets containing gene expression
information for cells or tissues and sequence information for genomes for comparative purposes stemming from our
work with scientific thought leaders and IT companies, we expect that pharmaceutical, biotechnology and agricultural
companies will engage us to produce a comprehensive quantitative profile of gene expression in cells or tissues and
genomic sequencing for their specific interests, such as in diseased, abnormal or induced states or conditions. In these
arrangements, we could provide information content for each company s specific internal programs.

We believe that MPSS gene expression analysis can become the technology of choice to: (1) accelerate drug
discovery by identifying and validating drug targets and identifying pathways and mode of action; (2) accelerate drug
development through lead (which is a representative of a compound series with sufficient potential to progress to a
drug development program) qualification and optimization (which is the synthetic modification of a biologically
active compound to fulfill all of the necessary properties required for clinical usefulness) by improving the success
rate of getting products into clinical testing and to the market by patient group stratification (which is the division or
arrangement of patients into representative subject populations within the clinical trial) and toxicology; and (3) enable
discovery of biomarkers (which is a biochemical feature that can be used to measure the progress of disease or the
effects of treatment) for diagnostics and pharmacogenomics. We believe that most of the important drug targets
cannot be reliably monitored by gene expression methods other than MPSS.

The revenue sources from genomics discovery service arrangements may include technology access and services
fees from performing MPSS analyses and providing MPSS data. Additionally, Takara Bio Inc. has licensed from us
the right to use our technologies to provide genomics discovery services and to manufacture and sell microarrays
containing content identified by our technologies in specific geographic territories. In December 2002 and September
2003, Lynx sold to Takara two and three MPSS instruments, respectively, for Takara s use in providing genomics
discovery services in their licensed territories.

Our Technologies and Applications

Massively Parallel Signature Sequencing Technology
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Our MPSS technology addresses the need to generate sequence information from millions of DNA fragments. At
this extremely large scale, our MPSS approach eliminates the need for individual sequencing reactions and the
physical separation of DNA fragments required by conventional sequencing methods. MPSS uses proprietary
instruments and reagents developed by us.
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MPSS enables the simultaneous identification of all the DNA molecules in a sample. MPSS uses flow cells, which
are glass plates that are micromachined, or fabricated, to very precise, small dimensions, to create a grooved chamber
for immobilizing microbeads in a planar microarray, which is a two-dimensional, dense ordered array of DNA
samples. With MPSS, one million or more Megaclone micro-beads are fixed in a single layer array in a flow cell, so
solvents and reagents can be washed over the micro-beads in each cycle of the process. Our proprietary protocols
elicit from the Megaclone micro-beads sequence-dependent fluorescent responses, which are recorded by a charged
coupled device, or CCD, camera after each cycle. The process produces short signature, or identifying, sequences, 20
or more nucleotides long, without requiring fragment separation and separate sequencing reactions as in conventional
DNA sequencing approaches. We have developed proprietary instrumentation and software to automate the delivery
of reagents and solutions used in our sequencing process and to compile, from the images obtained at each cycle, the
signature sequences that result from each experiment.

We believe MPSS has the following advantages over conventional DNA sequencing methods:
it sequences DNA molecules on as many as one million or more Megaclone beads simultaneously;
it eliminates the need for individual sequencing reactions and gels;
it identifies each of the DNA molecules by a unique signature sequence;
it produces a comprehensive quantitative profile of gene expression in cells or tissues of interest; and

it identifies even the rarest expressed genes.
Lynx currently has 25 operational proprietary MPSS instruments.

Megaclone Technology

Megaclone, our unique and proprietary cloning procedure, underlies our MPSS technology. Megaclone transforms
a biological sample containing millions of DNA molecules into one made up of millions of micro-beads, which are
microscopic beads of latex, each of which carries approximately 100,000 copies of one of the DNA molecules in the
sample. In contrast to conventional cloning, in which an individual DNA molecule is selected from a sample and
amplified into many copies for analysis or identification, we can capture on one set of micro-beads clones of nearly all
the DNA sequences that characterize a sample. Once attached to the micro-beads, these clones can be handled and
subjected to experiments and analyses all at the same time. Megaclone thereby enables many analyses or
characterizations to be conducted that would otherwise be too cumbersome or onerous to conduct using conventional
procedures where each clone must be addressed individually.

Megaclone is a process that uses a proprietary library of approximately 16.7 million short synthetic DNA
sequences, called tags, and their complementary anti-tags, to uniquely mark and process each DNA molecule in a
sample. Each unique tag is a permanent identifier of the DNA molecule it is attached to, and all of the tagged
molecules in a sample are amplified together to create multiple copies of the tagged molecules. We use another
proprietary process to generate five-micron diameter micro-beads, each of which carries multiple copies of a short
anti-tag DNA sequence complementary to one of the 16.7 million tags. Then, we collect the amplified tagged DNA
molecules onto the micro-beads through hybridization of the tags to the complementary anti-tags. Each micro-bead
carries on its surface enough complementary anti-tags to collect approximately 100,000 identical copies of the
corresponding tagged DNA molecule.

By this process, each tagged target DNA molecule in the original sample is converted into a micro-bead carrying
about 100,000 copies of the same sequence. Therefore, in a few steps, our Megaclone technology can transform a
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complex mixture of more than a million individual DNA molecules into a usable format that provides the following
benefits:

substantially all the different DNA molecules present in a sample (typically more than one million) are
represented in the final micro-bead collection;
5
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these million or more DNA molecules can be analyzed simultaneously in various applications; and

the need for storing and handling millions of individual DNA clones is eliminated.
Megaclone is the foundation for our genome-wide analytical applications, principally MPSS gene expression
analysis and other MPSS genome functional assays under development.

Collaborations, Customers and Licensees

We have derived substantially all of our revenues from corporate collaborations, customer agreements and
licensing arrangements. For the year ended December 31, 2003, revenues from Takara, DuPont, BASF, and Bayer
CropScience accounted for 39%, 28%, 14% and 4%, respectively, of our total revenues. The following are summary
descriptions of certain key collaborators, customers and licensees:

E.I. DuPont de Nemours and Company

In October 1998, Lynx entered into a research collaboration agreement with E.I. DuPont de Nemours and
Company to apply our technologies on an exclusive basis to the study of certain crops and their protection. Under the
terms of the agreement, we received payments over a five-year period that ended in the fourth quarter of 2003 for
genomics discovery services, the achievement of specific technology milestones and the delivery of genomic maps of
specified crops. We received an initial payment of $10.0 million for technology access at the execution of the
agreement, and service fees of $12.0 million were received by us over a three-year period, which commenced in
January 1999. The agreement was extended with us for a two-year period during which we received additional service
fees of $8.0 million through the fourth quarter of 2003. In the fourth quarter of 1999, we achieved a technology
milestone under the agreement that resulted in a $5.0 million payment from DuPont.

Through December 31, 2003, we received aggregate payments of $35.0 million from DuPont under the 1998
agreement.

In November 2003, we entered into a new five year services agreement with DuPont. Through this agreement, we
will continue to provide MPSS services to enhance DuPont s discovery and development of new agricultural traits and
products.

BASF AG

In October 1996, we entered into an agreement with BASF AG, as amended in October 1998, to provide BASF
with nonexclusive access to certain of our genomics discovery services. In connection with certain technology
development accomplishments, BASF paid us a technology access fee of $4.5 million in the fourth quarter of 1999.
BASF s access to our genomics discovery services is for a minimum of two years and requires BASF to purchase
services at a minimum rate of $4.0 million per year. At the end of the initial two-year service period in the fourth
quarter of 2001, BASF exercised its right to carryover for an additional two-year period through the fourth quarter of
2003, a certain level of previously unrequested genomics discovery services. The agreement expired in
September 2003.

Through December 31, 2003, we received aggregate payments of $19.0 million from BASF under the agreement.
Bayer CropScience (formerly Aventis CropScience GmbH)

In March 1999, Aventis Pharmaceuticals, formerly Hoechst Marion Roussel, Inc., obtained nonexclusive access to
certain of our genomics discovery services for the benefit of its affiliate, Aventis CropScience, which is now Bayer
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CropScience. We received an initial payment for genomics discovery services to be performed by us for Bayer
CropScience. The service period was renewed in March 2000, extended in March 2002 for an additional five-year
period, and amended in September 2002. Related to the five-year extension and subsequent amendment, Bayer
CropScience and Lynx plan to jointly develop and commercialize a novel assay based on Lynx s proprietary bead-
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based technologies. Lynx and Bayer CropScience will own the assay technology jointly. We will manufacture and sell
the services or products based on the assay technology and will pay related royalties to Bayer CropScience.
Additionally, we will derive revenues from performing genomics discovery services for Bayer CropScience during the
development and commercialization phase of the agreement. Lynx and Bayer CropScience currently collaborate to
apply our technology for the purpose of identifying sequences that might be inserted in genetically modified plants.
This is an evaluation project for understanding the possible Bayer CropScience product applicability and our
commercial viability of this limited application.

Through December 31, 2003, we have received aggregate payments of $6.0 million from Bayer CropScience under
these agreements.

Takara Bio Inc. (formerly Takara Shuzo Co., Ltd.)

In November 2000, we entered into a collaboration and license agreement with Takara Bio Inc. of Japan. The
license, as amended in December 2002 and in July 2003, provided Takara with the right in Japan, Korea and China,
including Taiwan, to use our proprietary Megaclone, Megasort and MPSS technologies exclusively until the
expiration of the relevant Lynx patents to provide genomics discovery services and to manufacture and sell
microarrays containing content identified by our technologies. Under the terms of the original license agreement,
Takara has a nonexclusive license right to manufacture and sell such microarrays elsewhere throughout the world. In
connection with the 2002 amendment to the collaboration, Takara was also granted a royalty-bearing, nonexclusive
right to provide genomics discovery services to customers in France and Italy.

Under the terms of the collaboration agreement, as amended, we received payments from Takara for technology
access fees, royalties on sales of microarrays and revenues from genomics discovery services, the sale to Takara of
proprietary instruments and reagents used in applying our technologies and purchases of our common stock. In the
event of improvements made by Takara that increase the efficiency of our technologies by a defined amount, we
agreed with Takara to negotiate in good faith a limited reduction to the royalty rate applicable to the above royalties.
In December 2002, we sold two MPSS instruments to Takara for Takara s use in providing genomics discovery
services in licensed territories. As part of the 2002 amendment to the collaboration, Takara accelerated its technology
access fee payments to us.

In both September and December 2002, in connection with the collaboration agreement, we issued and sold
291,545 shares of common stock, at a purchase price of $3.43 per share, to Takara in private placements pursuant to
the terms and conditions of common stock purchase agreements. In October 2001, in connection with the
collaboration agreement, we issued and sold 45,787 shares of common stock, at a purchase price of $21.84 per share,
to Takara in a private placement pursuant to the terms and conditions of a common stock purchase agreement.

As part of the August 2003 amendment to the collaboration and license agreement with Takara, Takara made a
payment of approximately $3.0 million dollars to us in exchange for which Takara was relieved of its obligation to
make technology access fee payments to us totaling approximately $2.0 million dollars during 2003 and 2004 and
royalties in respect of Takara s sales, and acquired three additional MPSS instruments for Takara s use in providing
genomics discovery services in Takara s licensed territories. In addition, Takara will no longer be required to make
future equity investments in us.

Through December 31, 2003, we have received aggregate payments of $14.7 million, net of foreign withholding
taxes, from Takara under the collaboration agreement. The remaining commitment under this agreement is limited to
providing a minimum level of reagents to Takara, at agreed prices, in order for Takara to perform MPSS in their
licensed territories.
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Axaron Bioscience AG, formerly BASF-LYNX Bioscience AG

In 1996, Lynx and BASF established Axaron Bioscience AG, a joint venture company in Heidelberg, Germany.
Axaron began operations in 1997 and is employing our technologies in its neuroscience, toxicology and microbiology
research programs. Upon the establishment of Axaron, we contributed access to our technologies to Axaron in
exchange for an initial 49% equity ownership in Axaron. BASF, by committing to provide research funding to Axaron
of DMS50 million (or approximately $32 million based on a December 2003 exchange rate) over a five-year period
beginning in 1997, received an initial 51% equity ownership in Axaron. In 1998, BASF agreed to provide an
additional $10.0 million in research funding to Axaron, of which $4.3 million was paid to us for technology assets
related to a central nervous system program. In the period since the joint venture was established, management and
employees increased their equity ownership in Axaron to 15%, thereby reducing the ownership of Lynx and BASF to
41.6% and 43.4%, respectively.

In June 2001, we extended our technology licensing agreement with Axaron. The license extends Axaron s right to
use our proprietary MPSS and Megasort technologies nonexclusively in Axaron s neuroscience, toxicology and
microbiology programs until December 31, 2007. The agreement also positions Axaron to apply our technologies to
specific disorders in the neuroscience field. Under the terms of the agreement, we received a $5.0 million technology
license fee from Axaron. We intend to furnish to Axaron, initially without charge and later for a fee, proprietary
reagents and additional MPSS instruments for use in Axaron s research programs.

In 2001, Lynx and BASF agreed to continue their support of Axaron s growth, including an increase in the capital
of Axaron. We made an additional investment of $4.5 million in Axaron, which maintained our ownership interest in
Axaron at approximately 40%. Given our ownership share of Axaron and our ability to exercise significant influence
over Axaron s operating and accounting policies, we have accounted for the investment under the equity method in
accordance with Accounting Principles Board Opinion No. 18, The Equity Method of Accounting for Investments in
Common Stock.

Through December 31, 2003, we have received aggregate payments of $9.3 million from Axaron under all related
agreements. We recorded revenue of $0.8 million in 2003, $0.8 million in 2002, and $0.4 million in 2001 from
Axaron, as the technology license fee from Axaron is being recognized as revenue on a straight-line basis over the
noncancelable term of the technology licensing agreement. We may receive additional payments from Axaron over
the remaining term of the technology licensing agreement from the sale to Axaron of proprietary reagents and
additional MPSS instruments for use in Axaron s research programs. We have no on-going financial commitment to
Axaron.

Competition

Competition among entities attempting to identify the genes associated with specific diseases and to develop
products based on such discoveries is intense. We face, and will continue to face, competition from pharmaceutical,
biotechnology and agricultural companies, such as Affymetrix, Inc., Celera Genomics Group, Gene Logic, Inc., and
Genome Therapeutics Corporation, academic and research institutions and government agencies, both in the United
States and abroad. Several entities are attempting to identify and patent randomly sequenced genes and gene
fragments, while others are pursuing a gene identification, characterization and product development strategy based on
positional cloning. We are aware that certain entities are using a variety of gene expression analysis methodologies,
including chip-based systems, to attempt to identify disease-related genes. In addition, numerous pharmaceutical
companies are developing genomic research programs, either alone or in partnership with our competitors.
Competition among such entities is intense and is expected to increase. In order to successfully compete against
existing and future technologies, we will need to demonstrate to potential customers that our technologies and
capabilities are superior to those of our competitors.
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Many of our competitors have substantially greater capital resources, research and development staffs, facilities,
manufacturing and marketing experience, distribution channels and human resources than we do. These competitors
may discover, characterize or develop important genes, drug targets or drug leads, drug discovery technologies or
drugs in advance of our customers or us or that are more effective than those developed by our collaborators and
customers or us. They may also obtain regulatory approvals for their drugs more rapidly than our collaborators or
customers will, any of which could have a material adverse effect on our business. Moreover, our competitors may
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obtain patent protection or other intellectual property rights that could limit our rights or our collaborators and
customers abilities to use our technologies or commercialize therapeutic, diagnostic or agricultural products. We also
face competition from these and other entities in gaining access to cells, tissues and nucleic acid samples for use in our
discovery programs.

Intellectual Property

We are pursuing a strategy designed to obtain United States and foreign patent protection for our core technologies.
Our long-term commercial success will be dependent in part on our ability to obtain commercially valuable patent
claims and to protect our intellectual property portfolio. As of December 31, 2003, we owned or controlled 84 issued
patents and 98 pending patent applications in the United States and foreign countries relating to our genomics and
proteomics technologies.

In addition to acquiring patent protection for our core analysis technologies, as part of our business strategy, we
may file for patent protection on sets of genes, both known and newly discovered, that have diagnostic or prognostic
applications, novel genes that may serve as drug development targets, genetic maps and sets of genetic markers, such
as SNPs, that are associated with traits or conditions of medical or economic importance. However, there is substantial
uncertainty regarding the availability of such patent protection.

Patent law relating to the scope of claims in the technology field in which we operate is still evolving. The degree
to which we will be able to protect our technology with patents, therefore, is uncertain. Others may independently
develop similar or alternative technologies, duplicate any of our technologies and, if patents are licensed or issued to
us, design around the patented technologies licensed to or developed by us. In addition, we could incur substantial
costs in litigation if we are required to defend ourselves in patent suits brought by third parties or if we initiate such
suits.

With respect to proprietary know-how that is not patentable and for processes for which patents are difficult to
enforce, we rely on trade secret protection and confidentiality agreements to protect our interests. We intend to
maintain several important aspects of our technology platform as trade secrets. While we require all employees,
consultants, collaborators, customers and licensees to enter into confidentiality agreements, we cannot be certain that
proprietary information will not be disclosed or that others will not independently develop substantially equivalent
proprietary information.

Research and Development Expenditures

We have devoted our efforts primarily to research and development. Research and development expenses were
$12.2 million for the year ended December 31, 2003, $20.8 million for the year ended December 31, 2002 and $24.7
million for the year ended December 31, 2001.

Scientific Advisor

Sydney Brenner, M.B., D.Phil., our principal scientific advisor, is a distinguished Professor at the Salk Institute of
Biological Studies in La Jolla, California. From July 1996 to January 2001, Dr. Brenner served as Director and
President of The Molecular Sciences Institute, a non-profit research institute in Berkeley, California. Until his
retirement in 1996, Dr. Brenner was Honorary Professor of Genetic Medicine, University of Cambridge School of
Clinical Medicine, Cambridge, England. Dr. Brenner is known for his work on genetic code and the information
transfer from genes to proteins and for his pioneering research on the genetics and development of the nematode.

Dr. Brenner is the principal inventor of Lynx s bead-based technologies. Dr. Brenner is a Fellow of the Royal Society
(1995) and a Foreign Associate of the U.S. National Academy of Sciences (1977) and has received numerous awards
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Award (2000 and 1991), the Genetics Society of America Medal (1987) and the Kyoto Prize (1990).
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Employees

As of December 31, 2003, we employed 90 full-time employees, of which 75 were engaged in production and
research and development activities.

We believe we have been successful in attracting skilled and experienced scientific personnel; however,
competition for such personnel is intense. None of our employees are covered by collective bargaining agreements,
and management considers relations with our employees to be good.

Available Information

We maintain a site on the World Wide Web at www.lynxgen.com; however, information found on our website is
not incorporated by reference into this report. We make available free of charge on or through our website our annual
report of Form 10-K, quarterly reports on Form 10-Q, current reports on Form 8-K and amendments to those reports
filed or furnished pursuant to Section 13(a) or 15(d) of the Exchange Act as soon as reasonably practicable after we
electronically file such material with, or furnish it to, the SEC.

We have not adopted a code of ethics because adoption of such a code is not yet required, however, we intend to
adopt a code of ethics prior to our annual meeting for 2004 that applies to our principal executive officer, principal
financial officer, principal accounting officer or controller, or persons performing similar functions. We intend to post
the text of our code of ethics on our website at www.lynxgen.com in connection with Investor Resources material and
will include a copy of such code of ethics as an exhibit to our definitive proxy statement with respect to our annual
meeting of stockholders. In addition, we intend to promptly disclose (1) the nature of any amendment to our code of
ethics that applies to our principal executive officer, principal financial officer, principal accounting officer or
controller, or persons performing similar functions and (2) the nature of any waiver, including an implicit waiver,
from a provision of our code of ethics that is granted to one of these specified officers, the name of such person who is
granted the waiver and the date of the waiver on our website in the future.

Business Risks

Our business faces significant risks. These risks include those described below and may include additional risks of
which we are not currently aware or which we currently do not believe are material. If any of the events or
circumstances described in the following risks actually occurs, our business, financial condition or results of
operations could be materially adversely affected. These risks should be read in conjunction with the other
information set forth in this report.

We have a history of net losses. We expect to continue to incur net losses, and we may not achieve or maintain
profitability.

We have incurred net losses each year since our inception in 1992, including net losses of approximately
$8.8 million for the year ended December 31, 2003, $15.5 million in 2002 and $16.7 million in 2001. As of
December 31, 2003, we had an accumulated deficit of approximately $107.7 million. Net losses may continue for at
least the next several years as we proceed with the commercialization and additional development of our technologies.
The presence and size of these potential net losses will depend, in part, on the rate of growth, if any, in our revenues
and on the level of our expenses. Our research and development expenditures and general and administrative costs
have exceeded our revenues to date. Research and development expenses may increase due to spending for ongoing
technology development and implementation, as well as new applications. We will need to generate significant
additional revenues to achieve profitability. Even if we do increase our revenues and achieve profitability, we may not
be able to sustain profitability.

Table of Contents 24



Edgar Filing: LYNX THERAPEUTICS INC - Form 10-K/A

Our ability to generate revenues and achieve profitability depends on many factors, including:

our ability to continue existing customer relationships and enter into additional corporate collaborations and
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10

Table of Contents

25



Edgar Filing: LYNX THERAPEUTICS INC - Form 10-K/A

Table of Contents

our ability to expand the scope of our products and services into new areas of pharmaceutical, biotechnology and
agricultural research;

our customers and collaborators abilities to develop diagnostic, therapeutic and other commercial products from
the application of our technologies; and

the successful clinical testing, regulatory approval and commercialization of such products by our customers and
collaborators.
The time required to reach profitability is highly uncertain. We may not achieve profitability on a sustained basis,
if at all.

We will need additional funds in the future, which may not be available to us.

We have invested significant capital in our scientific and business development activities. Our future capital
requirements will be substantial as we conduct our operations, and will depend on many factors including:

the progress and scope of our research and development projects;
payments received under our customer, license and collaborative agreements;
our ability to establish and maintain customer, license and collaborative arrangements;

the progress of the development and commercialization efforts under our customer, license and collaborative
agreements;

the costs associated with obtaining access to biological samples and related information; and

the costs involved in preparing, filing, prosecuting, maintaining and enforcing patent claims and other intellectual
property rights.

We have experienced losses since our inception, including a net loss for the six months ended June 30, 2004. We
expect to continue to incur net losses as we proceed with the commercialization and additional development of our
technologies. The size of these losses will depend on the rate of growth, if any, in our revenues and on the level of our
expenses. Our cash and cash equivalents have decreased from the $5.6 million, including $0.7 million of restricted
cash, as of December 31, 2003. As of June 30, 2004, our cash and cash equivalents consisted of $2.0 million in
unrestricted cash and investments and restricted cash of $0.3 million. We will require additional funding to continue
our business activities through at least December 31, 2005. We are considering various options, which include
securing additional equity financing, obtaining new collaborators and customers and other strategic actions. If we raise
additional capital by issuing equity or convertible debt securities, our existing stockholders may experience substantial
dilution. If we require additional financing, there can be no assurance that it will be available on satisfactory terms, or
at all. If we are unable to secure additional financing on reasonable terms, or are unable to generate sufficient new
sources of revenue through arrangements with customers, collaborators and licensees, we will be forced to take
substantial restructuring actions, which may include significantly reducing our anticipated level of expenditures, the
sale of some or all of our assets, or obtaining funds by entering into financing or collaborative agreements on
unattractive terms, or we will not be able to fund operations.

Our technologies are new and unproven and may not allow our customers, collaborators or us to identify genes,
proteins or targets for drug discovery.
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You must evaluate us in light of the uncertainties and complexities affecting an early stage genomics company.
Our technologies are new and unproven. The application of these technologies is in too early a stage to determine
whether it can be successfully implemented. These technologies assume that information about gene expression and
gene sequences may enable scientists to better understand complex biological processes and, therefore, provide us
with increased commercial opportunities for our products. Our technologies also depend on the successful
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integration of independent technologies, each of which has its own development risks. Relatively few therapeutic
products based on gene discoveries have been successfully developed and commercialized. Our technologies may not
enable our customers, collaborators or us to identify genes, proteins or targets for drug discovery. To date, neither our
customers nor we have identified any targets for drug discovery based on our technologies.

We are dependent on our customers and collaborators and will need to find additional customers and
collaborators in the future to develop and commercialize diagnostic or therapeutic products.

Our strategy for the development and commercialization of our technologies and potential products includes
entering into collaborations, customer agreements or licensing arrangements with pharmaceutical, biotechnology and
agricultural companies and research institutes. We do not have the resources to develop or commercialize diagnostic
or therapeutic products on our own. If we cannot negotiate additional collaborative arrangements or contracts on
acceptable terms, or at all, or if such collaborations or relationships are not successful, we may never become
profitable.

We have derived substantially all of our revenues from corporate collaborations, customer agreements and
licensing arrangements. Revenues from such agreements depend upon continuation of the related relationships, our
performance of genomics discovery services, the achievement of milestones and royalties derived from future
products developed from our research and technologies. To date, we have received, and expect to continue to receive
in the future, a significant portion of our revenues from a small number of collaborators, customers and licensees, as
shown on the following table:

Year Ended December
31,
2003 2002 2001

Takara Bio Inc. 39% 16% 12%
E.I. DuPont de Nemours and Company 28% 32% 37%
BASF AG 14% 11% 24%
Bayer CropScience 4% 14% 4%
Geron Corporation 15%

Institute of Molecular and Cell Biology 12%

If we fail to perform genomics discovery services or successfully achieve milestones or our collaborators fail to
develop successful products, we will not earn the revenues contemplated under such agreements. If our collaborators,
customers or licensees do not renew existing agreements, we lose one of these collaborators, customers or licensees,
we do not attract new collaborators, customers or licensees or we are unable to enter into new collaborative, customer
or license agreements on commercially acceptable terms, our revenues may decrease, and our activities may fail to
lead to commercialized products.

Our dependence on collaborations, agreements or licenses with third parties subjects us to a number of risks. We
have limited or no control over the resources that such third parties may choose to devote to our joint efforts. Our
collaborators, customers or licensees may breach or terminate their agreements with us or fail to perform their
obligations thereunder. Further, our collaborators, customer or licensees may elect not to develop products arising out
of our agreements or may fail to devote sufficient resources to the development, manufacture, marketing or sale of
such products. While we do not currently compete directly with any of our customers and collaborators, some of our
customers and collaborators could become our competitors in the future if they internally develop DNA analysis
technologies or if they acquire other genomics companies and move into the genomics industry. We will not earn the
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revenues contemplated under our customer and collaborative arrangements, if our customers and collaborators:
do not develop commercially successful products using our technologies;
develop competing products;
preclude us from entering into collaborations with their competitors;
fail to obtain necessary regulatory approvals; or

terminate their agreements with us.
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We depend on a single supplier to manufacture flow cells used in our MPSS technology.

Flow cells are glass plates that are micromachined, or fabricated to very precise, small dimensions, to create a
grooved chamber for immobilizing micro-beads in a planar microarray, which is a two-dimensional, dense ordered
array of DNA samples. We use flow cells in our MPSS technology. We currently purchase the flow cells used in our
MPSS technology from a single supplier, although the flow cells are potentially available from multiple suppliers.
While we believe that alternative suppliers for flow cells exist, identifying and qualifying new suppliers could be an
expensive and time-consuming process. Our reliance on outside vendors involves several risks, including:

the inability to obtain an adequate supply of required components due to manufacturing capacity constraints, a
discontinuance of a product by a third-party manufacturer or other supply constraints;

reduced control over quality and pricing of components; and

delays and long lead times in receiving materials from vendors.
We operate in an intensely competitive industry with rapidly evolving technologies, and our competitors may
develop products and technologies that make ours obsolete.

The biotechnology industry is highly fragmented and is characterized by rapid technological change. In particular,
the area of genomics research is a rapidly evolving field. Competition among entities attempting to identify genes and
proteins associated with specific diseases and to develop products based on such discoveries is intense. Many of our
competitors have substantially greater research and product development capabilities and financial, scientific and
marketing resources than we do.

We face, and will continue to face, competition from pharmaceutical, biotechnology and agricultural companies, as
well as academic research institutions, clinical reference laboratories and government agencies. Some of our
competitors, such as Affymetrix, Inc., Celera Genomics Group, Gene Logic, Inc., and Genome Therapeutics
Corporation may be:

attempting to identify and patent randomly sequenced genes and gene fragments and proteins;

pursuing a gene identification, characterization and product development strategy based on positional cloning,
which uses disease inheritance patterns to isolate the genes that are linked to the transmission of disease from one
generation to the next; and

using a variety of different gene and protein expression analysis methodologies, including the use of chip-based
systems, to attempt to identify disease-related genes and proteins.

In addition, numerous pharmaceutical, biotechnology and agricultural companies are developing genomics
research programs, either alone or in partnership with our competitors. Our future success will depend on our ability
to maintain a competitive position with respect to technological advances. Rapid technological development by others
may make our technologies and future products obsolete.

Any products developed through our technologies will compete in highly competitive markets. Our competitors
may be more effective at using their technologies to develop commercial products. Further, our competitors may
obtain intellectual property rights that would limit the use of our technologies or the commercialization of diagnostic
or therapeutic products using our technologies. As a result, our competitors products or technologies may render our
technologies and products, and those of our collaborators, obsolete or noncompetitive.

If we fail to adequately protect our proprietary technologies, third parties may be able to use our technologies,
which could prevent us from competing in the market.
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Our success depends in part on our ability to obtain patents and maintain adequate protection of the intellectual
property related to our technologies and products. The patent positions of biotechnology companies, including our
patent position, are generally uncertain and involve complex legal and factual questions. We will be able to protect
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our proprietary rights from unauthorized use by third parties only to the extent that our proprietary technologies are
covered by valid and enforceable patents or are effectively maintained as trade secrets. The laws of some foreign
countries do not protect proprietary rights to the same extent as the laws of the U.S., and many companies have
encountered significant problems in protecting and defending their proprietary rights in foreign jurisdictions. We have
applied and will continue to apply for patents covering our technologies, processes and products, as and when we
deem appropriate. However, third parties may challenge these applications, or these applications may fail to result in
issued patents. Our existing patents and any future patents we obtain may not be sufficiently broad to prevent others
from practicing our technologies or from developing competing products. Furthermore, others may independently
develop similar or alternative technologies or design around our patents. In addition, our patents may be challenged or
invalidated or fail to provide us with any competitive advantage.

We also rely on trade secret protection for our confidential and proprietary information. However, trade secrets are
difficult to protect. We protect our proprietary information and processes, in part, with confidentiality agreements with
employees, collaborators and consultants. However, third parties may breach these agreements, we may not have
adequate remedies for any such breach or our trade secrets may still otherwise become known by our competitors. In
addition, our competitors may independently develop substantially equivalent proprietary information.

Litigation or third-party claims of intellectual property infringement could require us to spend substantial time
and money and adversely affect our ability to develop and commercialize our technologies and products.

Our commercial success depends in part on our ability to avoid infringing patents and proprietary rights of third
parties and not breaching any licenses that we have entered into with regard to our technologies. Other parties have
filed, and in the future are likely to file, patent applications covering genes, gene fragments, proteins, the analysis of
gene expression and protein expression and the manufacture and use of DNA chips or microarrays, which are tiny
glass or silicon wafers on which tens of thousands of DNA molecules can be arrayed on the surface for subsequent
analysis. We intend to continue to apply for patent protection for methods relating to gene expression and protein
expression and for the individual disease genes and proteins and drug discovery targets we discover. If patents
covering technologies required by our operations are issued to others, we may have to rely on licenses from third
parties, which may not be available on commercially reasonable terms, or at all.

Third parties may accuse us of employing their proprietary technology without authorization. In addition, third
parties may obtain patents that relate to our technologies and claim that use of such technologies infringes these
patents. Regardless of their merit, such claims could require us to incur substantial costs, including the diversion of
management and technical personnel, in defending ourselves against any such claims or enforcing our patents. In the
event that a successful claim of infringement is brought against us, we may need to pay damages and obtain one or
more licenses from third parties. We may not be able to obtain these licenses at a reasonable cost, or at all. Defense of
any lawsuit or failure to obtain any of these licenses could adversely affect our ability to develop and commercialize
our technologies and products and thus prevent us from achieving profitability.

We have limited experience in sales and marketing and thus may be unable to further commercialize our
technologies and products.

Our ability to achieve profitability depends on attracting collaborators and customers for our technologies and
products. There are a limited number of pharmaceutical, biotechnology and agricultural companies and research
institutes that are potential collaborators and customers for our technologies and products. To market our technologies
and products, we must develop a sales and marketing group with the appropriate technical expertise. We may not
successfully build such a sales force. If our sales and marketing efforts fail to be successful, our technologies and
products may fail to gain market acceptance.
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Our sales cycle is lengthy, and we may spend considerable resources on unsuccessful sales efforts or may not be
able to enter into agreements on the schedule we anticipate.

Our ability to obtain collaborators and customers for our technologies and products depends in significant part upon
the perception that our technologies and products can help accelerate their drug discovery and genomics efforts. Our

sales cycle is typically lengthy because we need to educate our potential collaborators and customers and sell
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the benefits of our products to a variety of constituencies within such companies. In addition, we may be required to
negotiate agreements containing terms unique to each collaborator or customer. We may expend substantial funds and
management effort without any assurance that we will successfully sell our technologies and products. Actual and
proposed consolidations of pharmaceutical companies have negatively affected, and may in the future negatively
affect, the timing and progress of our sales efforts.

The loss of key personnel or the inability to attract and retain additional personnel could impair the growth of
our business.

We are highly dependent on the principal members of our management and scientific staff. The loss of any of these
persons services might adversely impact the achievement of our objectives and the continuation of existing customer,
collaborative and license agreements. In addition, recruiting and retaining qualified scientific personnel to perform
future research and development work will be critical to our success. There is currently a shortage of skilled
executives and employees with technical expertise, and this shortage is likely to continue. As a result, competition for
skilled personnel is intense and turnover rates are high. Competition for experienced scientists from numerous
companies, academic and other research institutions may limit our ability to attract and retain such personnel. We
depend on our President and Chief Executive Officer, Kevin P. Corcoran, the loss of whose services could have a
material adverse effect on our business. Although we have an employment agreement with Mr. Corcoran in place,
currently we do not maintain key person insurance for him or any other key personnel.

We use hazardous chemicals and radioactive and biological materials in our business. Any claims relating to
improper handling, storage or disposal of these materials could be time consuming and costly.

Our research and development processes involve the controlled use of hazardous materials, including chemicals
and radioactive and biological materials. Our operations produce hazardous waste products. We cannot eliminate the
risk of accidental contamination or discharge and any resultant injury from these materials. We may be sued for any
injury or contamination that results from our use or the use by third parties of these materials, and our liability may
exceed our insurance coverage and our total assets. Federal, state and local laws and regulations govern the use,
manufacture, storage, handling and disposal of hazardous materials. Compliance with environmental laws and
regulations may be expensive, and current or future environmental regulations may impair our research, development
and production efforts.

Ethical, legal and social issues may limit the public acceptance of, and demand for, our technologies and
products.

Our collaborators and customers may seek to develop diagnostic products based on genes or proteins. The prospect
of broadly available gene-based diagnostic tests raises ethical, legal and social issues regarding the appropriate use of
gene-based diagnostic testing and the resulting confidential information. It is possible that discrimination by
third-party payors, based on the results of such testing, could lead to the increase of premiums by such payors to
prohibitive levels, outright cancellation of insurance or unwillingness to provide coverage to individuals showing
unfavorable gene or protein expression profiles. Similarly, employers could discriminate against employees with gene
or protein expression profiles indicative of the potential for high disease-related costs and lost employment time.
Finally, government authorities could, for social or other purposes, limit or prohibit the use of such tests under certain
circumstances. These ethical, legal and social concerns about genetic testing and target identification may delay or
prevent market acceptance of our technologies and products.

Although our technology does not depend on genetic engineering, genetic engineering plays a prominent role in

our approach to product development. The subject of genetically modified food has received negative publicity, which
has aroused public debate. Adverse publicity has resulted in greater regulation internationally and trade restrictions on
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imports of genetically altered agricultural products. Claims that genetically engineered products are unsafe for
consumption or pose a danger to the environment may influence public attitudes and prevent genetically engineered
products from gaining public acceptance. The commercial success of our future products may depend, in part, on
public acceptance of the use of genetically engineered products, including drugs and plant and animal products.
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If we develop products with our collaborators, and if product liability lawsuits are successfully brought against
us, we could face substantial liabilities that exceed our resources.

We may be held liable, if any product we develop with our collaborators causes injury or is otherwise found
unsuitable during product testing, manufacturing, marketing or sale. Although we have general liability and product
liability insurance, this insurance may become prohibitively expensive or may not fully cover our potential liabilities.
Inability to obtain sufficient insurance coverage at an acceptable cost or to otherwise protect us against potential
product liability claims could prevent or inhibit our ability to commercialize products developed with our
collaborators.

Healthcare reform and restrictions on reimbursements may limit our returns on diagnostic or therapeutic
products that we may develop with our collaborators.

If we successfully validate targets for drug discovery, products that we develop with our collaborators based on
those targets may include diagnostic or therapeutic products. The ability of our collaborators to commercialize such
products may depend, in part, on the extent to which reimbursement for the cost of these products will be available
from government health administration authorities, private health insurers and other organizations. In the U.S.,
third-party payors are increasingly challenging the price of medical products and services. The trend towards managed
healthcare in the U.S., legislative healthcare reforms and the growth of organizations such as health maintenance
organizations that may control or significantly influence the purchase of healthcare products and services, may result
in lower prices for any products our collaborators may develop. Significant uncertainty exists as to the reimbursement
status of newly approved healthcare products. If adequate third-party coverage is not available in the future, our
collaborators may fail to maintain price levels sufficient to realize an appropriate return on their investment in
research and product development.

Our facilities are located near known earthquake fault zones, and the occurrence of an earthquake or other
catastrophic disaster could cause damage to our facilities and equipment, which could req