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PART I:

Item 1. Financial Statements

September 30, December 31,
2006 2005*
(unaudited)
ASSETS
Current assets:
Cash and cash equivalents $ 115,921 $ 11,494
Marketable securities available-for-sale 310,380 333,477
Accounts receivable, net 1,390 1,423
Prepaid expenses and other current assets 4,310 7,582
Total current assets 432,001 353,976
Marketable securities available-for-sale 17,790
Property and equipment, net 5,741 7,667
Long-term investments (1) 1,312
Intangible and other assets, net 9,354 11,153
Total assets $ 464,886 $ 374,108
LIABILITIES AND STOCKHOLDERS DEFICIT
Current liabilities:
Accounts payable $ 3,704 $ 3,573
Accrued compensation 6,132 7,590
Interest payable 2,009 5,382
Convertible subordinated notes 91,690
Accrued and other current liabilities 5,255 5,124
Deferred revenue 22,935 604
Accrued restructuring and acquisition costs 5,068 5,584
Total current liabilities 136,793 27,857
Convertible senior notes 112,018
Convertible subordinated notes 257,024 341,862
Deferred revenue 5,938
Other liabilities 19,263 23,786
Total liabilities 531,036 393,505
Commitments and contingencies
Stockholders deficit:
Preferred stock
Common stock, $0.001 par value; 200,000,000 shares authorized; 83,854,139 and 83,597,080
shares issued and outstanding as of September 30, 2006 and December 31, 2005, respectively 84 84
Additional paid-in capital 826,255 818,638
Accumulated other comprehensive income 521 1,228
Accumulated deficit (893,010 (839,347
Total stockholders deficit (66,150 (19,397
Total liabilities and stockholders deficit $ 464,886 $ 374,108
# The condensed consolidated balance sheet at December 31, 2005 has been derived from the audited
financial statements at that date.
(1) Includes investments in companies considered related parties under SFAS 57 of $1.3 million at December 31,

2005.
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FINANCIAL INFORMATION

INCYTE CORPORATION
Condensed Consolidated Balance Sheets
(in thousands, except share amounts)
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See accompanying notes.
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INCYTE CORPORATION

Condensed Consolidated Statements of Operations
(in thousands, except per share amounts)

(unaudited)

Three Months Ended Nine Months Ended

September 30, September 30,

2006 2005 2006 2005
Revenues:
Contract revenues $ 6,249 $ $ 18,069 $
License and royalty revenues 1,019 1,228 2,518 6,818
Total revenues 7,268 1,228 20,587 6,818
Costs and expenses:
Research and development 19,558 27,356 64,037 71,676
Selling, general and administrative 3,454 2,710 10,750 8,244
Other expenses 13 299 3,105 1,088
Total costs and expenses 23,025 30,365 77,892 81,008
Loss from operations (15,757 (29,137 ) (57,305 ) (74,190
Interest and other income, net (1) 3,996 2,656 15,470 10,228
Interest expense 4,077 (3,810 ) (11,828 ) (12,257
Gain on repurchase of convertible
subordinated notes 85 506
Loss on certain derivative financial
instruments, net (1 ) (89
Loss from continuing operations
before income taxes (15,838 (30,207 ) (53,663 ) (75,802
Provision for income taxes (156
Loss from continuing operations $ (15,838 $ (30,207 ) $ (53,663 ) $ (75,646
Income (loss) from discontinued
operation, net of tax A3 ) 159
Net loss (15,838 (30,210 ) (53,663 ) (75,487
Basic and diluted net loss per
share:
Continuing operations $ (0.19 $ (0.36 ) $ (0.64 ) $ (0.91
Discontinued operations

$ (0.19 $ (0.36 ) $ (0.64 ) $ (0.91
Shares used in computing basic
and diluted net loss per share 83,852 83,414 83,755 83,213
(1) Includes an impairment charge of $1.3 million on a privately-held investment for the nine months ended

September 30, 2006, a gain on sale of securities of $5.5 million for the nine months ended September 30, 2006, and a
gain on sale of securities of $2.8 million for nine months ended September 30, 2005. The aforementioned transactions
were all considered related party transactions under SFAS 57.

See accompanying notes.
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INCYTE CORPORATION

Condensed Consolidated Statements of Comprehensive Loss

(in thousands)
(unaudited)

Net loss

Other comprehensive gain (loss):

Unrealized gain (loss) on marketable securities
Foreign currency translation adjustments

Other comprehensive gain (loss)

Comprehensive loss

Three Months Ended
September 30,
2006 2005
$ (15838) $
2,330 (159
“4
2,330 (163
$ (13,508) $

See accompanying notes.

Nine Months Ended
September 30,
2006 2005
(30,210) $ (53,663) $
) (707 ) (612
) 3
) (707 ) (620
(30,373 ) $ (54370) $

(75,487 )
)
)
)

(76,107 )
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INCYTE CORPORATION
Condensed Consolidated Statements of Cash Flows

(in thousands)
(unaudited)

Cash flows from operating activities:

Net loss

Adjustments to reconcile net loss to net cash used in operating activities:
Income from discontinued operations

Non-cash restructuring (credits) charges

Depreciation and amortization

Compensation expense on executive loans

Stock-based compensation

Loss on derivative financial instruments, net

Gain on repurchase of convertible subordinated notes
Realized gain on long-term investments

Impairment of long term investments

Changes in operating assets and liabilities:

Accounts receivable

Prepaid expenses and other assets

Accounts payable

Accrued and other current liabilities

Deferred revenue

Net cash used in continuing operating activities

Net cash used in discontinued activities

Net cash used in operating activities

Cash flows from investing activities:

Capital expenditures

Net proceeds from sale of Proteome facility and equipment
Purchases of marketable securities

Sales and maturities of marketable securities

Net cash provided by investing activities

Cash flows from financing activities:

Proceeds from issuance of common stock under stock plans
Repurchase of convertible subordinated notes

Proceeds from issuance of convertible senior notes and convertible subordinated notes
Net cash provided by (used in) financing activities

Effect of exchange rate on cash and cash equivalents

Net increase (decrease) in cash and cash equivalents

Cash and cash equivalents at beginning of period

Cash and cash equivalents at end of period

See accompanying notes.

Nine Months Ended
September 30,
2006 2005
$ (53,663 ) $ (75487)
(159 )
299 ) 1,088
4,140 6,516
18 18
6,640 152
89
(506 )
(5,459 ) (2,791 )
1,312
33 1,097
3,367 1,812
131 2,051
(9,441 ) (6,486 )
25,036 (1,065 )
(28,185 ) (73,671 )
(182 )
(28,185 ) (73,853 )
(569 ) (1,179 )
59
(498,213 ) (290,764 )
508,510 317,647
9,728 25,763
977 953
(35,838 )
121,907
122,884 (34,885 )
3 )
104,427 (82,983 )
11,494 132,180
$ 115,921 $ 49,197




Edgar Filing: INCYTE CORP - Form 10-Q

INCYTE CORPORATION
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
September 30, 2006

(Unaudited)
1. Organization and business

Incyte Corporation ( Incyte, we, us, or our )isfocused on the discovery and development of novel drugs to treat major medical conditions. Our
core therapeutic areas are oncology and inflammation, and we have additional programs in diabetes and human immunodeficiency virus, or HIV.
We have assembled a team of scientists with core competencies in the areas of medicinal chemistry and molecular, cellular and in vivo biology.

2. Summary of significant accounting policies
Basis of presentation

The accompanying unaudited condensed consolidated financial statements have been prepared in accordance with accounting principles
generally accepted in the United States for interim financial information and with the instructions to Form 10-Q and Article 10 of Regulation
S-X. The condensed consolidated balance sheet as of September 30, 2006, condensed consolidated statements of operations and comprehensive
loss for the three and nine months ended September 30, 2006 and 2005, and condensed consolidated statements of cash flows for the nine
months ended September 30, 2006 and 2005 are unaudited, but include all adjustments, consisting only of normal recurring adjustments, which
we consider necessary for a fair presentation of the financial position, operating results and cash flows for the periods presented. The condensed
consolidated balance sheet at December 31, 2005 has been derived from audited financial statements.

Although we believe that the disclosures in these financial statements are adequate to make the information presented not misleading, certain
information and footnote information normally included in financial statements prepared in accordance with accounting principles generally
accepted in the United States have been condensed or omitted pursuant to the rules and regulations of the Securities and Exchange Commission.
Certain amounts reported in previous years have been reclassified to conform to the 2006 financial statement presentation.

Results for any interim period are not necessarily indicative of results for any future interim period or for the entire year. The accompanying
financial statements should be read in conjunction with the financial statements and notes thereto included in our Annual Report on Form 10-K
for the year ended December 31, 2005.

Recent Accounting Pronouncements

In July 2006, the Financial Accounting Standards Board ( FASB ) issued FASB Interpretation No. 48, Accounting for Uncertainty in Income
Taxes, an interpretation of FASB Statement No. 109, ( FIN 48 ). FIN 48 prescribes a recognition threshold and measurement attribute for the
financial statement recognition and measurement of a tax position taken or expected to be taken in a tax return. FIN 48 is effective for fiscal
years beginning after December 15, 2006. We do not expect the adoption of FIN 48 to have a material impact on our consolidated financial
statements.

In November 2005, the FASB issued staff position FAS 115-1, The Meaning of Other-Than-Temporary Impairment and its Application to
Certain Investments ( FSP 115-1 ). FSP 115-1 address the determination as to when an investment is considered impaired, whether that
impairment is other than temporary and the measurement of an impairment loss. FSP 115-1 also includes accounting considerations subsequent
to the recognition of an other-than-temporary impairment and requires certain disclosures about unrealized losses that have not been recognized
as other-than-temporary impairments. The guidance in FSP 115-1 amends FASB Statements No. 115, Accounting for Certain Investments in
Debt and Equity Securities, and Accounting Principles Board (  APB ) Opinion No. 18, The Equity Method of Accounting for Investments in
Common Stock.

FSP 115-1 replaces the impairment evaluation guidance of Emerging Issues Task Force ( EITF ) Issue No. 03-1, The Meaning of
Other-Than-Temporary Impairment and Its Application to Certain Investments ( EITF 03-1 ), with references to existing other-than-temporary
impairment guidance. EITF 03-1 s disclosure requirements remain in effect, and are applicable for year-end reporting and for interim periods if
there are significant changes from the previous year-end. FSP 115-1 also supersedes EITF Topic No. D-44, Recognition of
Other-Than-Temporary Impairment upon the Planned Sale of a Security Whose Cost Exceeds Fair Value, and clarifies that an investor should
recognize an impairment loss no later than when the impairment is deemed other-than-temporary, even if a decision to sell an impaired security
has not been made. FSP 115-1 applies to reporting periods beginning after December 15, 2005.

10
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FSP 115-1 did not have a material impact on our results of operations, or cash flows for the three and nine months ended September 30, 2006.

We adopted Statement of Financial Accounting Standards ( SFAS ) No. 123 (revised 2004), Share-Based Payment, ( SFAS 123R ) effective
January 1, 2006. SFAS 123R is a new complex accounting standard, the application of which requires significant judgment and the use of
estimates, particularly surrounding Black-Scholes assumptions such as stock price volatility, expected option lives, and expected option
forfeiture rates, to value equity-based compensation. SFAS 123R requires the recognition of the fair value of stock compensation in the
statement of operations. Refer to Note 6 Stock compensation in our notes to our unaudited condensed consolidated financial statements
included elsewhere in this quarterly report on Form 10-Q for more discussion of our adoption of SFAS 123R.

3. Long-term investments and marketable securities

Marketable securities consist of investments in corporate debt securities, mortgage backed securities, U.S. Treasury notes, and other U.S.
government agency securities that are classified as available-for-sale. We classify marketable securities available to fund current operations as
current assets on the condensed consolidated balance sheet. Marketable securities are classified as long-term assets on the consolidated balance
sheets if (i) they have been in an unrealized loss position for longer than six months and (ii) we have the ability to hold them until the carrying
value is recovered and such holding period may be longer than one year.

The activity in our long-term investments, in any given quarter, may result in gains or losses on sales or impairment charges. Amounts realized
upon disposition of these investments may be different from their carrying value.

In June 2006, we recorded an impairment charge of $1.3 million to reduce the carrying value of our investment in a privately-held investee
because the investee had less than six months of cash and we believed that the likelihood of obtaining future debt or equity financing that would
not result in an impairment was remote.

In March 2006, we sold a portion of our investment in a publicly-held company accounted for under FASB Statement No.115, Accounting for
Certain Investments in Debt and Equity Securities, for $11.5 million, which resulted in a realized gain of $5.5 million during the nine months
ended September 30, 2006. In October 2006, we sold the remaining portion of this investment for $5.8 million, which will result in a realized
gain of $0.8 million in the three months ended December 31, 2006.

4. Concentration of credit risk
One customer represented 86% and 88%, respectively, of total revenues for the three and nine months ended September 30, 2006.

Two customers comprised 82% of the accounts receivable balance at September 30, 2006. Three customers comprised 67% of the accounts
receivable balance at December 31, 2005.

5. Collaborative research and license agreement

In November 2005, we entered into a collaborative research and license agreement with Pfizer Inc. ( Pfizer ), which became effective in January
2006. Pfizer gained worldwide development and commercialization rights to our portfolio of CCR2 antagonist compounds. Pfizer s rights
extend to the full scope of potential indications, with the exception of multiple sclerosis and one other undisclosed indication, where we retained
worldwide rights, along with certain compounds. We do not have obligations to Pfizer on pre-clinical development candidates we select for
pursuit in these indications.

We received an upfront nonrefundable payment of $40.0 million in January 2006 and are eligible to receive additional future development and
milestone payments of up to $743.0 million for the successful development and commercialization of CCR2 antagonists in multiple indications,
as well as royalties on worldwide sales. The $40.0 million upfront fee was recorded as deferred revenue and is being recognized on a
straight-line basis over two years, our estimated performance period under the agreement. Contract revenues related thereto of approximately
$5.2 million and $15.2 million, respectively, were recognized for the three and nine months ended September 30, 2006. Future development and
milestone payments will be recognized as earned.

We also recognized contract revenues of approximately $0.7 million and $1.8 million, respectively, for the three and nine months ended
September 30, 2006 in connection with research services provided to Pfizer. At September 30, 2006 approximately $0.8 million was receivable
from Pfizer for reimbursement of expenses incurred by us pursuant to the agreement.

12
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6. Stock compensation

We adopted SFAS 123R on January 1, 2006. SFAS 123R requires the recognition of the fair value of stock compensation in the statement of
operations. We recognize the stock compensation expense over the requisite service period of the individual grants, which generally equals the
vesting period. Prior to January 1, 2006, we followed APB Opinion 25, Accounting for Stock Issued to Employees, and related interpretations in
accounting for our stock compensation.

13
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We elected the modified prospective method in adopting SFAS 123R. Under this method, the provisions of SFAS 123R apply to all awards
granted or modified after the date of adoption. In addition, the unrecognized expense of awards not yet vested at the date of adoption is
recognized in net income in the periods after the date of adoption using the same valuation method (Black-Scholes) and assumptions determined
under the original provisions of SFAS 123, Accounting for Stock-Based Compensation, as disclosed in our previous filings.

Under the provisions of SFAS 123R, we recorded $2.1 million and $6.6 million, respectively, of stock compensation expense on our unaudited
condensed consolidated statement of operations for the three and nine months ended September 30, 2006. As a result of adopting SFAS 123R,
our net loss for the three and nine months ended September 30, 2006, is $2.1 million and $6.6 million, higher, respectively, than if we had
continued to account for share-based compensation under APB Opinion 25. Basic and diluted net loss per share for the three and nine months
ended September 30, 2006 are $0.03 and $0.08 higher, respectively, than if we had continued to account for share-based compensation under

APB Opinion 25. For the three and nine months ended September 30, 2005 we recorded no stock compensation expense
on our unaudited condensed consolidated statement of operations as SFAS 123R had not been adopted. We utilized
the Black-Scholes valuation model for estimating the fair value of the stock compensation granted, with the following
weighted-average assumptions:

Employee Stock Options Employee Stock Purchase Plan

For the For the For the For the

Three Nine Three Nine

Months Months Months Months

Ended Ended Ended Ended

September 30, September 30,

2006 2005 2006 2005 2006 2005 2006 2005
Average risk-free interest rates 503% 398% 4.42% 3.93% 4.80% 395% 4.80% 3.95%
Average expected life (in years) 3.15 3.43 3.17 328 .50 .50 .50 .50
Volatility 76 % 86 % 76 % 86 %72 % 97 % T2 % 97 %
Weighted-average fair value (in dollars) 2.32 4.90 2.79 503 1.38 2.81 1.38 2.81

The risk-free interest rate is derived from the U.S. Federal Reserve rate in effect at the time of grant. The expected life calculation is based on
the observed and expected time to the exercise of options by our employees based on historical exercise patterns for similar type options.
Expected volatility is based on the historical volatility of our common stock over the period commensurate with the expected life of the

options. A dividend yield of zero is assumed based on the fact that we have never paid cash dividends and have no present intention to pay cash
dividends.

Based on our historical experience, we have assumed an annualized forfeiture rate of 5% for our options. Under the true-up provisions of SFAS
123R, we will record additional expense if the actual forfeiture rate is lower than we estimated, and will record a recovery of prior expense if the
actual forfeiture is higher than we estimated.

SFAS 123R requires us to present pro forma information for the comparative period prior to the adoption as if we had accounted for all our stock
options under the fair value method of the original SFAS 123. The following table illustrates the effect on net loss and loss per share if we had
applied the fair value recognition provisions of SFAS 123 to stock-based employee compensation in the prior-year period (dollars in thousands,
except per-share data).

For the Three For the Nine
Months Ended Months Ended
September 30, September 30,
2005 2005
Net loss, as reported $ (30,210 ) $ (75,487 )
Add: Stock-based employee compensation 51 152
Deduct: Total stock-based employee compensation determined under the fair value-based method
for all awards (2,686 ) (7,496 )
Pro forma net loss $ (32,845 ) $ (82,831 )
Net loss per share:
Basic and diluted net loss per share-as reported $ 0.36 ) $ (0.91 )

14
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Basic and diluted net loss per share-as SFAS 123 adjusted

$

(0.39

)

$

(1.00

)

15
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The amortization of stock compensation under SFAS 123R for the period after its adoption, and under APB Opinion 25 or SFAS 123 (pro forma
disclosure) for the period prior to its adoption was calculated in accordance with FASB Interpretation ( FIN ) No. 28. Total compensation cost of
options granted but not yet vested, as of September 30, 2006, was $8.8 million, which is expected to be recognized over the weighted average
period of 3.17 years.

The following table summarizes activity under all stock option plans:

Shares Weighted Average
Available for Number Exercise
Grant Outstanding Price per Share
Balance at December 31, 2005 6,148,158 7,798,401 $ 8.99
Options granted (2,736,227 ) 2,736,227 5.28
Options exercised (54,995 ) 4.74
Options cancelled 319,455 (319,455 ) 8.87
Balance at September 30, 2006 3,731,386 10,160,178 $ 8.02
Exercisable, September 30, 2006 5,387,261 $ 9.35

7. Segment reporting

Our operations are treated as one operating segment, drug discovery and development, in accordance with FASB Statement No. 131 Disclosures
about Segments of an Enterprise and Related Information ( SFAS 131 ). For the three and nine months ended September 30, 2006, we recorded
revenue from customers throughout the United States, Canada, Sweden, and Germany. Sales to international customers for the three and nine
months ended September 30, 2006 were $0.4 million and $0.6 million, respectively, and $0.4 million and $2.7 million, respectively, in the
corresponding periods of 2005.

8. Debt

In September 2006, we received proceeds of $111.9 million from the sale of $151.8 million aggregate principal amount of the 3%2% convertible
senior notes due 2011 (the 3%% Senior Notes ). The 3%2% Senior Notes bear interest at the rate of 3.5% per year, payable semi-annually on

February 15 and August 15, and are due February 15, 2011. The 3%2% Senior Notes are convertible into shares of Incyte

common stock at an initial conversion rate of 89.1385 shares per $1,000 principal amount of the 3%2% Senior Notes,
equivalent to an initial conversion price of approximately $11.22 per share. The 3%2% Senior Notes are senior in right

of payment to Incyte s outstanding 3%2% convertible subordinated notes (the 3%2% Subordinated Notes ) and the Pfizer
Note (defined below). Incyte may redeem the 3%2% Senior Notes beginning on February 20, 2007. The 3%2% Senior
Notes were issued at a discount to par of approximately $39.9 million. The 3%2% Senior Notes will accrete up to their
face value over the 53 month term of the notes by recording interest expense under the effective interest method.

In connection with the collaborative research and license agreement, Pfizer purchased a $10.0 million convertible subordinated note (the Pfizer
Note ) in February 2006 and may purchase an additional $10.0 million note at Incyte s option after Incyte files an Investigational New Drug
Application in a retained Incyte indication. The Pfizer Note purchased in February 2006 bears no interest, is due seven years from the date of
issuance and is convertible into our common stock at an initial conversion price of $6.8423 per share, subject to adjustments. The Pfizer Note is
subordinated to the 3%2% Senior Notes and any other senior indebtedness and pari passu in right of payment with our 3%2% Subordinated Notes
and our 5.5% convertible subordinated notes due 2007 (the 5.5% Notes ). We may, at our option, repay the Pfizer Note beginning February 3,
2009. Pfizer may require us to repay the Pfizer Note upon a change of control, as defined. As the Pfizer Note is non interest bearing, it has been
discounted to its net present value of $6.8 million by imputing interest at a rate of 4.5%, which represented market conditions in place at the time
the note was issued. The carrying value of the Pfizer Note is $7.0 million at September 30, 2006. We will accrete the Pfizer Note up to its face
value over its term of seven years by recording interest expense under the effective interest method. The difference between the cash received
and the present value of the Pfizer Note, which equals the face value less the non interest bearing portion and beneficial conversion feature,
represents additional consideration from Pfizer under the agreement. We have accounted for this additional consideration as deferred revenue
and will recognize it over two years, our estimated performance period under the agreement. Contract revenues related thereto of

10

16



Edgar Filing: INCYTE CORP - Form 10-Q

17



Edgar Filing: INCYTE CORP - Form 10-Q

approximately $0.4 million and $1.1 million, respectively, were recognized for the three and nine months ended September 30, 2006.

At September 30, 2006 the carrying value of our 3%2% Senior Notes was $112.0 million, which approximated fair market value. The carrying
value of our 3%2% Subordinated Notes was $250.0 million while the fair market value was approximately $188.4 million. The $91.6 million
carrying value of our 5.5% Notes approximated fair market value at September 30, 2006. In October 2006, all of the outstanding 5.5% Notes
were redeemed for 100% of their principal amount plus accrued and unpaid interest to the redemption date, which will result in a $0.1 million
charge in the three months ended December 31, 2006 as a result of the write-off of the remaining deferred financing costs related to the 5.5%
Notes.

9. Net loss per share

For all periods presented, both basic and diluted net loss per common share are computed by dividing the net loss by the number of weighted
average common shares outstanding during the period. Stock options and potential common shares issuable upon conversion of our 3%2% Senior
Notes, 3Y2% Subordinated Notes and 5.5% Notes were excluded from the computation of diluted net loss per share, as their share effect was
anti-dilutive for all periods presented. The potential common shares that were excluded from the diluted net loss per share computation are as
follows:

September 30,

2006 2005
Outstanding stock options 10,160,178 7,941,497
Common shares issuable upon conversion of the Pfizer Note 1,461,496
Common shares issuable upon conversion of 3%2% Senior Notes 13,531,224
Common shares issuable upon conversion of 3%2% Subordinated Notes 22,284,625 22,284,625
Common shares issuable upon conversion of 5.5% Notes (1) 1,358,865 1,470,109
Total potential common shares excluded from diluted net loss per share computation 48,796,388 31,696,231

(1) All of the outstanding 5.5% Notes were redeemed on October 16, 2006.
10. Other expenses

Below is a summary of the activity related to other expenses recorded for the periods in which activity related to our restructuring programs has
taken place through the nine months ended September 30, 2006. The estimates below have been made based upon management s best estimate
of the amounts and timing of certain events included in the restructuring plan that will occur in the future. It is possible that the actual outcome
of certain events may differ from the estimates. Changes will be made to the restructuring accrual at the point that the differences become
determinable.

2004 Restructuring
Original Charge Accrual Balance Accrual Balance
Recorded in at December 31, 2006 Charges 2006 Accrual at September 30,
2004 2005 to Operations Utilized 2006
(in thousands)

Restructuring expenses:

Lease commitment and related

costs 20,207 13,545 745 2,262 12,028

Other costs 93 93

Restructuring expenses $ 20,207 $ 13,545 $ 838 $ 2355 $ 12,028

2002 Restructuring
Original Charge Accrual Balance Accrual Balance
Recorded in at December 31, 2006 Credit 2006 Accrual at September 30,
2002 2005 to Operations Utilized 2006

(in thousands)

18



Restructuring expenses:
Lease commitments and other
restructuring charges
Restructuring expenses
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17,924 13,700 (1,116 )

$

17,924 $ 13,700 $ (L1116 )

1,760

$

1,760

10,824

$

10,824
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Maxia Acquisition Costs

Accrual Balance Accrual Balance

Original at December 31, 2006 Credit 2006 Accrual at September 30,
Accrual 2005 to Operations Utilized 2006
(in thousands)

Accrued acquisition costs:

Lease commitments and other

restructuring fees 2,016 2,069 (20 ) 570 1,479

Accrued acquisition costs $ 2016 $ 2,069 $ (0 ) $ 570 $ 1,479

11. Litigation
Invitrogen

In October 2001, Invitrogen Corporation ( Invitrogen ) filed an action against us in the federal court for the District of Delaware, alleging
infringement of three patents. The complaint sought unspecified money damages and injunctive relief. In November 2001, we filed our answer
to Invitrogen s patent infringement claims, and asserted seven counterclaims against Invitrogen, seeking declaratory relief with respect to the
patents at issue, implied license, estoppel, laches and patent misuse. We also sought our fees, costs and expenses. Invitrogen filed its answer to
our counterclaims in January 2002. In February 2003, we added a counterclaim for unfair business practices. In February 2004, the federal
court for the District of Delaware ordered a stay of all proceedings pending disposition of the appeal in a related case of a judgment invalidating
the same patents that are asserted in this case. On November 18, 2005, the Court of Appeals for the Federal Circuit issued its opinion vacating
the judgment invalidating these patents and remanding for further proceedings in that related case. On January 25, 2006, the federal court for the
District of Delaware lifted the stay of proceedings in this case with respect to discovery related to our license defense.

On June 15, 2006 we entered into a settlement agreement with Invitrogen pursuant to which we agreed to pay Invitrogen $3.4 million as a
settlement fee. This amount was paid on June 20, 2006 and is included in other expenses in the accompanying condensed consolidated
statements of operations for the nine months ended September 30, 2006. Pursuant to stipulation, the federal court for the District of Delaware
ordered the action dismissed with prejudice on June 26, 2006.

In addition to the matter described above, from time to time we have been involved in certain legal actions arising in the ordinary course of
business. In management s opinion, the outcome of such actions will not have a material adverse effect on our financial position, results of
operations, or liquidity.

12.  Subsequent event

In October 2006, all of the outstanding 5.5% Notes were redeemed for 100% of their principal amount plus accrued and unpaid interest to the
redemption date, which will result in a $0.1 million charge in the three months ended December 31, 2006 as a result of the write-off of the
remaining deferred financing costs related to the 5.5% Notes.

12
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Item 2. Management s Discussion and Analysis of Financial Condition and Results of Operations

The following discussion of our financial condition and results of operations should be read in conjunction with the financial statements and
notes to those statements included elsewhere in this Quarterly Report on Form 10-Q as of September 30, 2006 and our audited financial
statements for the year-ended December 31, 2005 included in our Annual Report on Form 10-K previously filed with the SEC.

This report contains forward-looking statements that involve risks and uncertainties. These statements relate to future periods, future events or

our future operating or financial plans or performance. These statements can often be identified by the use of forward-looking terminology such
as expects, believes, intends,  anticipates,  estimates, plans, may, or will, orthe negative of these terms, and other similar

expressions. These forward-looking statements include statements as to:

e the discovery, development, formulation, manufacturing and commercialization of our compounds and our
product candidates;

e the increase in our drug discovery and development efforts;

o the expected timing, progress, results and other information regarding our preclinical testing, clinical trials and
drug development programs;

e conducting clinical trials internally, with collaborators, or with contract research organizations;

e our collaboration and strategic alliance efforts; anticipated benefits and disadvantages of entering into
collaboration agreements;

o the regulatory approval process, including determinations to seek U.S. Food and Drug Administration, or FDA,
approval for, and plans to commercialize, our products in the United States and abroad;

o the safety, effectiveness and potential benefits and indications of our product candidates and other compounds
under development; potential uses for our product candidates and our other compounds; our ability to manage

expansion of our drug discovery and development operations;

e future required expertise relating to clinical trials, manufacturing, sales and marketing; obtaining and
terminating licenses to products, compounds or technology, or other intellectual property rights;

e the receipt of or payments to collaborators resulting from milestones or royalties; the decrease in revenues from
our information product-related activities;

o expected expenses and expenditure levels; expected revenues and sources of revenues;
o expected losses; fluctuation of losses;
e our profitability; the adequacy of our capital resources;

e the need to raise additional capital; the costs associated with resolving matters in litigation; our expectations
regarding competition; our investments, including anticipated expenditures, losses and expenses;

e costs associated with prosecuting, maintaining, defending and enforcing patent claims and other intellectual
property rights;
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e our ability to obtain, maintain or increase coverage of product liability and other insurance;
e adequacy of our product liability insurance; and

e our indebtedness;

These forward-looking statements reflect our current views with respect to future events, are based on assumptions and are subject to risks and
uncertainties. These risks and uncertainties could cause actual results to differ materially from those projected and include, but are not limited
to,

e our ability to discover, develop, formulate, manufacture and commercialize a drug candidate or product;
o the risk of unanticipated delays in research and development efforts;

o the risk that previous preclinical testing or clinical trial results are not necessarily indicative of future clinical
trial results;

13
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risks relating to the conduct of our clinical trials;
changing regulatory requirements;
the risk of adverse safety findings;

the risk that results of our clinical trials do not support submission of a marketing approval application for our

product candidates;

the risk of significant delays or costs in obtaining regulatory approvals;

risks relating to our reliance on third party manufacturers, collaborators, and contract research organizations;
risks relating to the development of new products and their use by us and our current and potential collaborators;
risks relating to our inability to control the development of out-licensed drug compounds or drug candidates;

our ability to in-license a potential drug compound or drug candidate;

the cost of accessing, licensing or acquiring potential drug compounds or drug candidates developed by other

companies;

the costs of terminating any licensing or access arrangement for third party drug compounds or drug candidates;
the risk that our product candidates may not obtain regulatory approval;

the impact of technological advances and competition;

the ability to compete against third parties with greater resources than ours;

competition to develop and commercialize similar drug products;

our ability to obtain patent protection and freedom to operate for our discoveries and to continue to be effective

in expanding our patent coverage;

the impact of changing laws on our patent portfolio;
developments in and expenses relating to litigation;

the results of businesses in which we have made investments;
our ability to obtain additional capital when needed;

our history of operating losses; and

the risks set forth under Risk Factors.
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Given these risks and uncertainties, you should not place undue reliance on these forward-looking statements. Except as required by federal
securities laws, we undertake no obligation to update any forward-looking statements for any reason, even if new information becomes available
or other events occur in the future.

In this report all references to Incyte, we, us or our mean Incyte Corporation and our subsidiaries, except where it is made clear
that the term means only the parent company.

Incyte is our registered trademark. We also refer to trademarks of other corporations and organizations in this Form 10-Q.

14
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Overview

Incyte Corporation is focused on the discovery and development of novel drugs to treat major medical conditions. Our core therapeutic areas are
oncology and inflammation, and we have additional programs in diabetes and human immunodeficiency virus, or HIV. We have assembled a
team of scientists with core competencies in the areas of medicinal chemistry and molecular, cellular and in vivo biology.

We have several internal drug development programs underway. Our most advanced oncology program involves inhibitors of an enzyme
activity known as sheddase. We believe these compounds may have application in the treatment of breast cancer and other tumor types. Based
on results from single and multiple-dose-escalation Phase I clinical trials of our lead candidate from this program in healthy volunteers, we have
initiated a Phase Ib/Ila dose-escalation clinical trial in cancer patients.

We have developed a series of novel proprietary small molecule inhibitors of 11-beta hydroxysteroid dehydrogenase type 1 ( 118HSD1 ).

11 HSDI1 inhibitors have the potential to treat Type 2 diabetes. We initiated a Phase I clinical trial of INCB13739, our lead 11 HSDI inhibitor
compound, in healthy volunteers in the second quarter of 2006 and completed the single-dose-escalation portion of that trial in the third quarter
of 2006.

We also have an oral CCRS5 antagonist program. We believe CCRS5 antagonists may represent a new class of HIV drugs. We initiated a Phase
I clinical trial in healthy volunteers in the second quarter of 2006 with our lead CCRS antagonist compound, INCB9471. This trial was
completed in the third quarter of 2006 and we have initiated a 14-day Phase Ila trial in HIV patients.

One of our inflammation programs is focused on developing antagonists to a key chemokine receptor involved in inflammation called CCR2.

We believe that CCR2 receptor antagonists may represent a new class of compounds to treat various inflammation-driven diseases, including
rheumatoid arthritis, multiple sclerosis, diabetes, and atherosclerosis. We have entered into a collaborative research and license agreement with
Pfizer Inc. ( Pfizer ), described below. We have retained rights to certain CCR2 antagonist compounds for multiple sclerosis and expect to file an
Investigational New Drug Application, or IND, in the fourth quarter of 2006 for our lead compound for multiple sclerosis.

Earlier stage programs, directed against distinct targets, have generated novel compounds with potential applications in oncology and
inflammation.

In April 2006, we announced that we were discontinuing the development of our then most advanced clinical candidate, dexelvucitabine or DFC
(formerly known as Reverset), a nucleoside analog reverse transcriptase inhibitor, or NRTI, that was being developed as a treatment for patients
with HIV infections.

We anticipate incurring additional losses for several years as we expand our drug discovery and development programs. We also expect that
losses will fluctuate from quarter to quarter and that such fluctuations may be substantial. Conducting clinical trials for our drug
candidates in development is a lengthy, time-consuming and expensive process. We do not expect to generate product
sales from our drug discovery and development efforts for several years, if at all. If we are unable to successfully
develop and market pharmaceutical products over the next several years, our business, financial condition and results
of operations would be adversely impacted.

Collaborative Research and License Agreement with Pfizer

In November 2005, we entered a collaborative research and license agreement with Pfizer for the pursuit of our CCR2 antagonist program,

which became effective in January 2006. As part of this agreement, we may receive up to $803.0 million in milestone and other payments,
including $40.0 million that was received as an upfront payment in January 2006 and $10.0 million that was received through the purchase of a
convertible subordinated note (the Pfizer Note ) in February 2006. Pfizer gained worldwide development and commercialization rights to our
portfolio of CCR2 antagonist compounds, the most advanced of which was in Phase Ila clinical trials in rheumatoid arthritis and insulin-resistant
obese patients. Pfizer s rights extend to the full scope of potential indications, with the exception of multiple sclerosis and one other undisclosed
indication, for which we retained worldwide rights, along with certain compounds. We do not have obligations to Pfizer on pre-clinical
development candidates we select for pursuit in these indications. After we file an IND for our CCR2 antagonist candidate for multiple sclerosis
and, at our option, Pfizer may purchase from us an additional $10.0 million convertible subordinated note.

Critical Accounting Policies and Significant Estimates
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The preparation of financial statements requires us to make estimates, assumptions and judgments that affect the reported amounts of assets,
liabilities, revenues and expenses, and related disclosures of contingent assets and liabilities. On an on-going basis, we

15

26



Edgar Filing: INCYTE CORP - Form 10-Q

evaluate our estimates. We base our estimates on historical experience and various other assumptions that we believe to be reasonable under the
circumstances, the results of which form our basis for making judgments about the carrying values of assets and liabilities that are not readily
apparent from other sources. Actual results may differ from those estimates under different assumptions or conditions.

We believe the following critical accounting policies affect the more significant judgments and estimates used in the preparation of our
consolidated financial statements:

e Revenue recognition;

e Research and development costs;

e  Valuation of long-lived assets;

e Accounting for long-term investments;
e Restructuring charges; and

e  Stock compensation.

Revenue Recognition. Revenues are recognized when persuasive evidence of an arrangement exists, delivery has
occurred or services have been rendered, the price is fixed and determinable and collectibility is reasonably assured.
We have entered into various types of agreements for access to our information databases and use of our intellectual
property. Revenues are deferred for fees received before earned or until no further obligations exist. We exercise
judgment in determining that collectibility is reasonably assured or that services have been delivered in accordance
with the arrangement. We assess whether the fee is fixed or determinable based on the payment terms associated with
the transaction and whether the sales price is subject to refund or adjustment. We assess collectibility based primarily
on the customer s payment history and on the creditworthiness of the customer.

Revenues from ongoing database agreements are recognized evenly over the access period. Revenues from licenses to our intellectual property
are recognized when earned under the terms of the related agreements. Royalty revenues are recognized upon the sale of products or services to
third parties by the licensee or other agreed upon terms. We estimate royalty revenues based on previous period royalties received and
information provided by the third party licensee. We exercise judgment in determining whether the information provided by licensees is
sufficiently reliable for us to base our royalty revenue recognition thereon. Revenues from custom products, such as clones and datasets, were
recognized upon completion and delivery.

Certain of our contractual arrangements with customers involve multiple deliverables or elements. Under these arrangements, the multiple
elements generally consist only of access to our information databases, use of our intellectual property, and sales of our custom products and
services. Revenues recognized from multiple element contracts are allocated to each element of the arrangement based on the fair values of the
elements. The determination of fair value of each element is based on objective evidence from historical sales of the individual elements by us
to other customers. If such evidence of fair value for each undelivered element of the arrangement does not exist, all revenue from the
arrangement is deferred until such time that evidence of fair value for each undelivered element does exist or until all elements of the
arrangement are delivered. When elements are specifically tied to a separate earnings process, revenue is recognized when the specific
performance obligation tied to the element is completed. When revenues for an element are not specifically tied to a separate earnings process,
they are recognized ratably over the term of the agreement.

In connection with our collaborative research and license agreement with Pfizer, we received an upfront non-refundable payment of $40.0
million in January 2006. The $40.0 million upfront fee was recorded as deferred revenue and is being recognized on a straight-line basis over
two years, our estimated performance period under the agreement. Pfizer also purchased the Pfizer Note for $10.0 million from us in February
2006. As the Pfizer Note is non-interest bearing, it has been discounted to its net present value. The difference between the cash received and
the present value of the Pfizer Note represents additional consideration from Pfizer under the agreement. We have accounted for this additional
consideration as deferred revenue and will recognize it over two years, our estimated performance period under the agreement.
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Research and Development Costs. In accordance with Statement of Financial Accounting Standards No. 2 ( SFAS 2 ),
Accounting for Research and Development Costs, it is our policy to expense research and development costs as
incurred. We often contract with clinical research organizations ( CROs ) to facilitate, coordinate and perform agreed
upon research and development of a new drug. To ensure that research and development costs are expensed as
incurred, we record monthly accruals for clinical trials and preclinical testing costs based on the work performed

under the contract.

These CRO contracts typically call for the payment of fees for services at the initiation of the contract and/or upon the achievement of certain
clinical trial milestones. In the event that we prepay CRO fees for future milestones, we record the prepayment as a prepaid asset and amortize
the asset into research and development expense over the period of time the contracted research and development services are performed. Most
professional fees, including project and clinical management, data management, monitoring, and medical writing fees are incurred throughout
the contract period. These professional fees are expensed based on their percentage of completion at a particular date.
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Our CRO contracts generally include pass through fees. Pass through fees include, but are not limited to, regulatory expenses, investigator fees,
travel costs, and other miscellaneous costs including shipping and printing fees. Because these fees are incurred at various times during the
contract term and they are used throughout the contract term, we record a monthly expense allocation to recognize the fees during the contract
period. Fees incurred to set up the clinical trial are expensed during the setup period.

Valuation of Long-Lived Assets. We assess the impairment of long-lived assets, which includes property and equipment as
well as intangible and other assets, whenever events or changes in circumstances indicate that the carrying value may
not be recoverable. Factors we consider important that could indicate the need for an impairment review include the
following:

e Significant changes in the strategy of our overall business;

« Significant underperformance relative to expected historical or projected future operating results;
e Significant changes in the manner of use of the acquired assets;

e Significant negative industry or economic trends;

e Significant decline in our stock price for a sustained period; and

e Our market capitalization relative to net book value.

When we determine that the carrying value of long-lived assets may not be recoverable based upon the existence of one or more of the above
indicators of impairment, in accordance with Financial Accounting Standards Board ( FASB ) Statement No. 144, Accounting for the Impairment
or Disposal of Long Lived Assets ( SFAS 144 ), we perform an undiscounted cash flow analysis to determine if impairment exists. If impairment
exists, we measure the impairment based on the difference between the asset s carrying amount and its fair value.

Accounting for Long-Term Investments. Our long-term investments have historically consisted of investments in both
privately and publicly-held companies in which we have owned less than 20% of the outstanding voting stock and
have not had the ability to exert significant influence over the investees. Accordingly, our long-term investments in
privately-held companies have been accounted for under the cost method and our investments in publicly-held
companies have been accounted for in accordance with FASB Statement No. 115, Accounting for Certain Investments
in Debt and Equity Securities. Our investments in publicly-held companies are classified as available-for-sale and are
adjusted to their fair value each period based on their quoted market price with any adjustments being recorded in
accumulated other comprehensive income (loss) as a separate component of stockholders equity (deficit).

We periodically evaluate the carrying value of our ownership interests in privately-held cost method investees by reviewing conditions that
might indicate an other-than temporary decline in fair value, including the following:

e Financial performance of the investee;

e Achievement of business plan objectives and milestones including the hiring of key employees, obtaining key
business partnerships, and progress related to research and development activities;

e Available cash; and

e Completion of debt and equity financings.
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If our review of these factors indicates that an other-than-temporary decline in the fair value of the investee has occurred, we estimate the fair
value of the investee. When the carrying value of our investments is materially greater than our pro-rata share of the estimated fair value of the
investee, we record an impairment charge to reduce our carrying value. Impairment charges are recorded in the period when the related
triggering condition becomes known to management. We use the best information available in performing our periodic evaluations; however,
the information available may be limited. These evaluations involve significant management judgment, and the actual amounts realized for a
specific investment may differ from the carrying value. For our available-for-sale investments in publicly-held investees, we monitor all
unrealized losses to determine whether a decline in fair value below carrying value is other-than-temporary. Generally, when fair value is
materially less than carrying value for six consecutive months, we consider the decline to be other-than-temporary. When we conclude that a
decline is other-than-temporary, we adjust the carrying value of our long-term investments in publicly-held investees so that our carrying value
per share is equal to the quoted market price per share. Future adverse changes in market conditions or poor operating results of underlying
investments could result in additional impairment charges.

Restructuring Charges. Costs associated with restructuring activities initiated after December 31, 2002, are accounted

for in accordance with FASB Statement No. 146, Accounting for Costs Associated with Exit or Disposal Activities

( SFAS 146 ). Costs associated with restructuring activities initiated prior to December 31, 2002 have been recorded in
accordance with Emerging Issues Task Force ( EITF ) Issue No. 94-3, Liability Recognition for Certain Employee
Termination Benefits and Other Costs to Exit an Activity (including Certain Costs Incurred in a Restructuring) ( EITF
94-3 ) and Staff Accounting Bulletin No. 100, Restructuring and Impairment Charges ( SAB 100 ). Restructuring costs
resulting from the acquisition of Maxia Pharmaceuticals, Inc. ( Maxia ) have been recorded in accordance with EITF
Issue No. 95-3, Recognition of Liabilities in Connection with a Purchase Business Combination ( EITF 95-3 ). The
restructuring charges are comprised primarily of costs to exit facilities, reduce our workforce, write-off fixed assets,

and pay for outside services incurred in the restructuring. The workforce reduction charge is
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determined based on the estimated severance and fringe benefit charge for identified employees. In calculating the cost to exit the facilities, we
estimate for each location the amount to be paid in lease termination payments, the future lease and operating costs to be paid until the lease is
terminated, the amount, if any, of sublease receipts and real estate broker fees. This requires us to estimate the timing and costs of each lease to
be terminated, the amount of operating costs, and the timing and rate at which we might be able to sublease the site. To form our estimates for
these costs, we perform an assessment of the affected facilities and considered the current market conditions for each site. We also estimate our
credit adjusted risk free interest rate in order to discount our projected lease payments in accordance with SFAS 146. Estimates are also used in
our calculation of the estimated realizable value on equipment that is being held for sale. These estimates are formed based on recent history of
sales of similar equipment and market conditions. Our assumptions on either the lease termination payments, operating costs until terminated,
the offsetting sublease receipts and estimated realizable value of fixed assets held for sale may turn out to be incorrect and our actual cost may
be materially different from our estimates. Our estimates of future liabilities may change, requiring us to record additional restructuring charges
or reduce the amount of liabilities recorded.

At the end of each reporting period, we evaluate the remaining accrued balances to ensure their adequacy, that no excess accruals are retained
and the utilization of the provisions are for their intended purposes in accordance with developed exit plans. We periodically evaluate current
available information and adjust our restructuring reserve as necessary. We also make adjustments related to accrued professional fees to adjust
estimated amounts to actual. For the period ended September 30, 2006, such adjustments were made for the 2002 restructuring program, 2004
restructuring program, and the acquisition of Maxia.

Stock Compensation. Effective January 1, 2006, we adopted Statement of Financial Accounting Standards No. 123
(revised 2004) ( SFAS 123R ), Share-Based Payment, which revised Statement of Financial Accounting Standards 123
( SFAS 123 ), Accounting for Stock-Based Compensation. SFAS 123R requires all share-based payment transactions
with employees, including grants of employee stock options, to be recognized as compensation expense over the
requisite service period based on their relative fair values. SFAS 123R is a new complex accounting standard, the
application of which requires significant judgment and the use of estimates, particularly surrounding Black-Scholes
assumptions such as stock price volatility and expected option lives, as well as expected option forfeiture rates, to
value equity-based compensation. SFAS 123R requires the recognition of the fair value of stock compensation in the
statement of operations. Prior to the adoption of SFAS 123R, stock-based compensation expense related to employee
stock options was not recognized in the statement of operations. Prior to January 1, 2006, we had adopted the
disclosure-only provisions under SFAS 123. For the three and nine months ended September 30, 2006,
stock-compensation expense of approximately $2.1 million and $6.6 million, respectively, was recorded in the
condensed consolidated statement of operations in connection with adoption of SFAS 123R. As a result of adopting
SFAS 123R, our net loss for the three and nine months ended September 30, 2006, is $2.1 million and $6.6 million,
higher, respectively, than if we had continued to account for share-based compensation under Accounting Principles
Board (  APB ) Opinion 25. Basic and diluted net loss per share for the three and nine months ended September 30,
2006 are $0.03 and $0.08 higher, respectively, than if we had continued to account for share-based compensation
under APB Opinion 25. There was no cumulative effect of adoption. Refer to Note 6 of the notes to our unaudited
condensed consolidated financial statements included elsewhere in this report for further information.

Results of Operations

We recorded a net loss of $15.8 million and $53.7 million and basic and diluted net loss per share of $0.19 and $0.64 per share for the three and
nine months ended September 30, 2006, respectively, as compared to a net loss of $30.2 million and $75.5 million and basic and diluted net loss
per share of $0.36 and $0.91 per share in the corresponding periods in 2005. The decline in net loss is primarily attributable to higher revenue
related to the Pfizer collaboration and lower research and development expenses related to the timing of our clinical trial activities.

Revenues.
For the three months ended, For the nine months ended,
September 30, September 30,
2006 2005 2006 2005
(in millions) (in millions)

Contract revenues $ 6.3 $ $ 18.1 $
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License and royalty revenues 1.0 1.2 2.5 6.8
Total revenues $ 7.3 $ 1.2 $ 20.6 $ 6.8

Our contract revenues for the three and nine months ended September 30, 2006 increased to $6.3 million and $18.1 million, respectively, from
$0.0 million for the three and nine months ended September 30, 2005. Contract revenues were derived from recognition of revenue associated
with the Pfizer $40.0 million upfront fee, recognition of revenue associated with the debt discount and beneficial conversion feature related to
the Pfizer Note, and research services provided to Pfizer.
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Our license and royalty revenues for the three and nine months ended September 30, 2006 decreased to $1.0 million and $2.5 million,
respectively, from $1.2 million and $6.8 million, respectively, for the three and nine months ended September 30, 2005. License and royalty
revenues were derived from database subscriptions and licensing of our gene- and genomic-related intellectual property. The decrease in license
and royalty revenues from 2005 to 2006 is attributable to our decision to discontinue offering information products. We expect that revenues
generated from information products, including licensing of gene- and genomic-related intellectual property, will continue to decline as we focus
on our drug discovery and development programs.

Operating Expenses.

Research and development expenses.

For the three months ended, For the nine months ended,

September 30, September 30,

2006 2005 2006 2005

(in millions) (in millions)
Salary and benefits related $ 63 $ 63 $ 190 $ 190
Stock compensation 1.4 4.2
Collaboration and outside services 7.6 16.4 27.7 37.4
Occupancy and all other costs 4.3 4.7 13.1 15.3
Total research and development expenses $ 196 $ 274 $ 640 $ 717

We currently track research and development costs by natural expense line and not by project. Stock compensation costs for the three and nine
months ended September 30, 2006 was the result of our adoption of SFAS 123R which required the recognition of stock compensation expense
in our consolidated statement of operations. For collaboration and outside services, the decrease from the three and nine months ended
September 30, 2005 to the three and nine months ended September 30, 2006 was primarily the result of decreased drug discovery and
development costs due to our collaborative research and license agreement with Pfizer and the decision in April 2006 to discontinue the
development of our DFC program. For occupancy and all other costs, the decrease from the three and nine months ended September 30, 2005 to
the three and nine months ended September 30, 2006 was primarily the result of increased efficiency in our use of laboratory and reagent
supplies.

We expect that research and development expenditures related to drug discovery and development will decrease during 2006 due to our
collaborative research and license agreement with Pfizer and the discontinuation of development of DFC. Research and development expenses
may fluctuate from period to period depending upon the stage of certain projects and the level of pre-clinical and clinical trial-related activities.

Many factors can affect the cost and timing of our clinical trials, including inconclusive results requiring additional clinical trials, slow patient
enrollment, adverse side effects among patients, insufficient supplies for our clinical trials and real or perceived lack of effectiveness or safety of
our investigational drugs in our clinical trials. In addition, the development of all of our products will be subject to extensive governmental
regulation. These factors make it difficult for us to predict the timing and costs of the further development and approval of our products.

Selling, general and administrative expenses.

For the three months ended, For the nine months ended,
September 30, September 30,
2006 2005 2006 2005
(in millions) (in millions)
Salary and benefits related $ 1.6 $ 1.6 $ 4.9 $ 4.5
Stock compensation 0.7 2.4 0.2
Other contract service and outside costs 1.2 1.1 3.5 3.5
Total selling, general and administrative expenses $ 35 $ 2.7 $ 10.8 $ 8.2

The increase from the three and nine months ended September 30, 2005 to the three and nine months ended September 30, 2006 was primarily
the result of our adoption of SFAS 123R which required the recognition of stock compensation expense in our consolidated statement of
operations. We expect our total selling, general and administrative expenses to increase in 2006 due to the impact of SFAS 123R adoption.
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Other expenses.  Total other expenses for the three and nine months ended September 30, 2006 was $0.0 million and
$3.1 million, respectively, compared to $0.3 million and $1.1 million, respectively, for the corresponding periods in
2005. The change for the nine
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months ended September 30, 2006 is due primarily to the settlement agreement with Invitrogen pursuant to which we paid Invitrogen $3.4
million as a settlement fee in June 2006. The three and nine months ended September 30, 2006 and 2005 also include charges recorded in
connection with the previously announced restructuring programs.

Interest and Other Income, net.  Interest and other income, net, for the three and nine months ended September 30, 2006
was $4.0 million and $15.5 million, respectively, compared to $2.7 million and $10.2 million, respectively, for the
corresponding periods in 2005. The change for the three months ended September 30, 2006 is due to higher interest
rates and a higher average cash balance in 2006. The change for the nine months ended September 30, 2006 is
primarily attributable to the $5.5 million realized gain recorded from the sale of a portion of our investment in a
publicly-held company in March 2006 offset by an impairment charge of $1.3 million recorded in June 2006 to reduce
the carrying value of our investment in a privately-held investee.

Interest Expense.  Interest expense for the three and nine months ended September 30, 2006 were $4.1 million and
$11.8 million, respectively, compared to $3.8 million and $12.3 million, respectively, for the corresponding periods in
2005. The decrease for the nine months ended September 30, 2006 is due to a lower average outstanding balance of
our 5.5% convertible subordinated notes due 2007 ( the 5.5% Notes ).

Gain on Repurchase of Convertible Subordinated Notes. In 2005 we repurchased $36.5 million in face value of the 5.5%
Notes on the open market. The repurchase resulted in a gain of $0.1 million and $0.5 million, respectively, for the
three and nine months ended September 30, 2005.

Loss on Certain Derivative Financial Instruments, net.  The loss on derivative financial instruments in the three and nine
months ended September 30, 2006 and 2005 represents the change in the fair value of certain long-term investments,
specifically warrants held in other companies, in accordance with FASB Statement No. 133 ( SFAS 133 ).

Income From Discontinued Operations, net. Income from discontinued operations of $0.2 million for the nine months ended
September 30, 2005 represents the gain on the sale from the Proteome facility based in Beverly, Massachusetts, net of
the loss from its operations through the January 17, 2005 disposal of the facility. There was no such income related to
Proteome for the nine months ended September 30, 2006.

Recent Accounting Pronouncements

In July 2006, the FASB issued FASB Interpretation No. 48, Accounting for Uncertainty in Income Taxes, an interpretation of FASB Statement
No. 109, ( FIN 48 ). FIN 48 prescribes a recognition threshold and measurement attribute for the financial statement recognition and
measurement of a tax position taken or expected to be taken in a tax return. FIN 48 is effective for fiscal years beginning after December 15,
2006. We do not expect the adoption of FIN 48 to have a material impact on our consolidated financial statements.

In November 2005, the FASB issued staff position FAS 115-1, The Meaning of Other-Than-Temporary Impairment and its Application to
Certain Investments ( FSP 115-1 ). FSP 115-1 address the determination as to when an investment is considered impaired, whether that
impairment is other than temporary and the measurement of an impairment loss. FSP 115-1 also includes accounting considerations subsequent
to the recognition of an other-than-temporary impairment and requires certain disclosures about unrealized losses that have not been recognized
as other-than-temporary impairments. The guidance in FSP 115-1 amends FASB Statements No. 115, Accounting for Certain Investments in
Debt and Equity Securities, and APB Opinion No. 18, The Equity Method of Accounting for Investments in Common Stock.

FSP 115-1 replaces the impairment evaluation guidance of EITF Issue No. 03-1, The Meaning of Other-Than-Temporary Impairment and Its
Application to Certain Investments ( EITF 03-1 ), with references to existing other-than-temporary impairment guidance. EITF 03-1 s disclosure
requirements remain in effect, and are applicable for year-end reporting and for interim periods if there are significant changes from the previous
year-end. FSP 115-1 also supersedes EITF Topic No. D-44, Recognition of Other-Than-Temporary Impairment upon the Planned Sale of a
Security Whose Cost Exceeds Fair Value, and clarifies that an investor should recognize an impairment loss no later than when the impairment is
deemed other-than-temporary, even if a decision to sell an impaired security has not been made. FSP 115-1 applies to reporting periods

beginning after December 15, 2005. FSP 115-1 did not have a material impact on our results of operations, or cash flows for the three and nine
months ended September 30, 2006.
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We adopted SFAS 123R on January 1, 2006. SFAS 123R is a new complex accounting standard, the application of which requires significant
judgment and the use of estimates, particularly surrounding Black-Scholes assumptions such as stock price volatility and expected option lives,
as well as expected option forfeiture rates, to value equity-based compensation. SFAS 123R requires the recognition of the fair value of stock
compensation in the statement of operations. Refer to Note 6 of notes to our unaudited condensed consolidated financial statements included
elsewhere in this quarterly report on Form 10-Q for more discussion of our adoption of SFAS 123R.
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Liquidity and Capital Resources

In September 2006, we received proceeds of $111.9 million from the sale of $151.8 million aggregate principal of the 3%2% convertible senior
notes due 2011 (the 3%2% Senior Notes ).

As of September 30, 2006, we had $444.1 million in cash, cash equivalents and short-term and long-term marketable securities, compared with
$345.0 million as of December 31, 2005. In October 2006, we used $92.7 million to redeem the $91.6 million aggregate principal amount of our
existing 5.5% Notes and accrued interest thereon. We have historically financed our operations primarily through the sale of equity securities,
the issuance of convertible subordinated notes and cash received from our customers and collaborative partners. As of September 30, 2006,
approximately $17.8 million of marketable securities are classified as long-term assets on the condensed consolidated balance sheet as they have
been in an unrealized loss position for longer than six months and we have the ability to hold them until the carrying value recovers, which may
be longer than one year. Available cash is invested in accordance with the primary objectives of our investment policy, including liquidity,
safety of principal and diversity of investments.

Net cash used in operating activities was $28.2 million for the nine months ended September 30, 2006 and net cash used in operating activities
was $73.9 million for the nine months ended September 30, 2005. The $45.7 million decrease was due primarily to the $40.0 million upfront fee
received from Pfizer in January 2006.

Our investing activities, other than purchases, sales and maturities of marketable securities, have consisted predominantly of capital expenditures
and sales and purchases of long-term investments. Net cash provided by investing activities was $9.7 million for the nine months ended
September 30, 2006, which represented primarily sales and maturities of marketable securities of $508.5 million, offset by purchases of
marketable securities of $498.2 million. In the future, net cash used by investing activities may fluctuate significantly from period to period due
to the timing of strategic equity investments, acquisitions, including possible earn-out payments to former Maxia stockholders, capital
expenditures and maturities/sales and purchases of marketable securities.

Net cash provided by financing activities was $122.9 million for the nine months ended September 30, 2006 and net cash used in financing
activities was $34.9 million for the nine months ended September 30, 2005. During 2006, we received proceeds of $121.9 million in connection
with the 3%2% Senior Notes and the Pfizer Note, and $1.0 million of proceeds from issuance of common stock under our stock plans and
employee stock purchase plan.

The following summarizes our significant contractual obligations as of September 30, 2006 and the effect those obligations are expected to have
on our liquidity and cash flow in future periods:

Less Than Years Years Over
Total 1 Year 13 45 5 Years
(in millions)
Contractual Obligations:
Principal on convertible subordinated debt $ 3516 $ 916 * § $ 250.0 $ 10.0
Principal on convertible senior debt 151.8 151.8
Interest on convertible subordinated debt 40.4 9.8 17.5 13.1
Interest on convertible senior debt 23.3 4.7 10.6 8.0
Non-cancelable operating lease obligations:
Related to current operations 8.0 4.6 34
Related to vacated space 35.8 8.2 16.3 11.3
Total contractual obligations $ 6109 $ 1189 $ 478 $ 4342 $ 10.0
* In October 2006, we redeemed the $91.6 million aggregate principal amount of our existing 5.5% Notes and

accrued interest thereon.

The amounts and timing of payments related to vacated facilities may vary based on negotiated timing of lease terminations. We have entered
into sublease agreements for our vacated space with scheduled payments to us of $2.7 million (less than 1 year), $4.1 million (years 1-3), $2.4
million (years 4-5), and $0.0 million (over 5 years); these scheduled payments are not reflected in the above table.

The table above excludes certain commitments that are contingent upon future events. The most significant of these contractual commitments
that we consider to be contingent obligations are summarized below.
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Additional commitments related to Maxia are considered contingent commitments as future events must occur to cause these commitments to be
enforceable. In February 2003, we completed our acquisition of Maxia. Under the merger agreement, former Maxia stockholders have the right
to receive certain earn-out amounts of up to a potential aggregate amount of $14.0 million upon the occurrence of certain research and
development milestones set forth in the merger agreement. Twenty percent of each earn out payment, if earned, will be paid in cash and the
remaining eighty percent will be paid in shares of our common stock such that an
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aggregate of $2.8 million in cash and $11.2 million in our common stock (based upon the then fair value) could potentially be paid pursuant to
the earn out milestones. The milestones are set to occur as Maxia products enter various stages of human clinical trials and may be earned at any
time prior to the tenth anniversary of the consummation of the merger. In any event, no more than 13,531,138 shares of our common stock may
be issued to former Maxia stockholders in the aggregate pursuant to the merger agreement. None of these milestones have been achieved as of
September 30, 2006.

We have entered into and intend to continue to seek to license additional rights relating to compounds or technologies in connection with our
drug discovery and development programs. Under these licenses, we may be required to pay up-front fees, milestone payments, and royalties on
sales of future products.

We believe that our cash, cash equivalents and marketable securities will be adequate to satisfy our capital needs for at least the next twelve
months. Our cash requirements depend on numerous factors, including our expenditures in connection with alliances, license agreements and
acquisitions of and investments in complementary products, technologies and businesses; expenditures in connection with potential repayments
of our 3%2% Senior Notes, 3Y2% Subordinated Notes, and the Pfizer Note; expenditures in connection with our drug discovery and development
programs; expenditures in connection with litigation; competing technological and market developments; the cost of filing, prosecuting,
defending and enforcing patent claims and other intellectual property rights; and costs associated with the integration of new operations assumed
through mergers and acquisitions. Changes in our research and development plans or other changes affecting our operating expenses may result
in changes in the timing and amount of expenditures of our capital resources. We expect that future revenues generated from information
products, including licensing of intellectual property, will continue to decline as we focus on drug discovery and development programs, and in
2006, will not represent a significant source of cash inflow for us.

Off Balance Sheet Arrangements

We have no material off-balance sheet arrangements other than those that are discussed above.

Item 3. Quantitative and Qualitative Disclosures About Market Risk

Our investments in marketable securities, which are composed primarily of investment-grade corporate bonds, U.S. government agency debt
securities and mortgage and asset-backed securities, are subject to default, changes in credit rating and changes in market value. These
investments are also subject to interest rate risk and will decrease in value if market interest rates increase. Our marketable securities also
included our investment in the common stock of Genomic Health, Inc. At September 30, 2006, the fair market value of our investment in
Genomic Health, Inc. was $6.0 million. In October 2006, we sold this investment, which will result in a realized gain of $0.8 million in the three
months ended December 31, 2006. As of September 30, 2006, cash, cash equivalents and marketable securities were $444.1 million. Due to
the nature of these investments, if market interest rates were to increase immediately and uniformly by 10% from levels as of September 30,
2006, the decline in fair value would not be material.

Item 4. Controls and Procedures

Evaluation of disclosu