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2,600,000 Shares

XCYTE THERAPIES, INC.

 
 

6% Convertible Exchangeable Preferred Stock
 
(Cumulative Dividend, Liquidation Preference $10 Per Share)
 

l          Xc yte  The rapie s , Inc . is  offe ring 2 ,600,000 share s  of 6%  c onve rtib le
e xc hange able  pre fe rre d  s toc k, whic h is  re fe rre d  to  in  th is  prospe c tus
as  “c onve rtib le  pre fe rre d  s toc k.”

 l          Divide nds  will be  c um ulative  from  the  date  of orig inal is sue  at the
annual rate  of 6%  of the  liquidation pre fe re nc e  of the  c onve rtib le
pre fe rre d  s toc k, payable  quarte rly on the  firs t day of Fe bruary, May,
Augus t and Nove m be r, c om m e nc ing Fe bruary 1, 2005. Any divide nds
m us t be  de c lare d by our board  of d ire c tors  and m us t c om e  from  funds
that are  le gally available  for d ivide nd paym e nts .

 l          You m ay c onve rt e ac h share  of the  c onve rtib le  pre fe rre d  s toc k in to
approxim ate ly 4 .2553 share s  of our c om m on s toc k base d on the  in itial
c onve rs ion pric e  of $2.35, subje c t to  c e rtain  adjus tm e nts .

 l          We  m ay e le c t to  autom atic ally c onve rt the  c onve rtib le  pre fe rre d  s toc k
into  our c om m on s toc k if the  c los ing pric e  of our c om m on s toc k has
e xc e e de d $3.53 whic h is  150%  of the  c onve rs ion pric e  of the
c onve rtib le  pre fe rre d  s toc k, for at le as t 20  trading days  during any 30-
day trading pe riod, e nding within  five  trading days  prior to  notic e  of
autom atic  c onve rs ion.

 l          If we  e le c t to  autom atic ally c onve rt, or you e le c t to  voluntarily c onve rt,
som e  or all of the  c onve rtib le  pre fe rre d  s toc k in to  our c om m on s toc k
prior to  Nove m be r 3, 2007, we  will m ake  an additional paym e nt on the
c onve rtib le  pre fe rre d  s toc k e qual to  the  aggre gate  am ount of d ivide nds
that would  have  be e n payable  on the  c onve rtib le  pre fe rre d  s toc k
through and inc luding Nove m be r 3, 2007, le ss  any divide nds  alre ady
paid  on the  c onve rtib le  pre fe rre d  s toc k.  

l          We  m ay e le c t to  re de e m  the  c onve rtib le  pre fe rre d  s toc k on or afte r
Nove m be r 6 , 2007 on the  te rm s  de sc ribe d in  th is  prospe c tus .

 l          At our option, we  m ay e xc hange  the  c onve rtib le  pre fe rre d  s toc k in
whole , but not in  part, on  any divide nd paym e nt date  be ginning on
Nove m be r 1, 2005 for our 6%  c onve rtib le  subordinate d de be nture s .
If we  e le c t to  e xc hange  the  c onve rtib le  pre fe rre d  s toc k for
de be nture s , the  e xc hange  rate  will be  $10 princ ipal am ount of
de be nture s  for e ac h share  of the  c onve rtib le  pre fe rre d  s toc k. The
de be nture s , if is sue d upon e xc hange  of the  c onve rtib le  pre fe rre d
s toc k, will m ature  25 ye ars  afte r the  e xc hange  date  and will have
te rm s  subs tantially s im ilar to  those  of the  pre fe rre d  s toc k.

 l          The  c onve rtib le  pre fe rre d  s toc k has  no m aturity date  and no voting
rights  prior to  c onve rs ion in to  c om m on s toc k, e xc e pt unde r lim ite d
c irc um stanc e s .

 l          Share s  of our c om m on s toc k are  lis te d  on the  Nasdaq National
Marke t unde r the  sym bol “XC YT.” The  las t re porte d  sale  pric e  of
our c om m on share s  on Oc tobe r 28, 2004 was  $2.00 pe r share . The
c onve rtib le  pre fe rre d  s toc k has  be e n approve d for quotation on the
Nasdaq National Marke t unde r the  sym bol “XC YTP.”

 

 
This investment invo lves risk. See “ Risk Factors” beg inning  on page 9 .
 

 

   

Pe r S hare

  

      T otal      

Public  o ffering  price   $ 10.00  $26,000,000
Underwriting  discounts and commissions   $ 0.65  $ 1,690,000
Proceeds, befo re expenses, to  Xcyte Therapies, Inc.   $ 9.35  $24 ,310,000
 

 
The underwriters have a 30-day option to purchase up to 390,000 additional shares of convertible preferred stock from us to cover over-allotments, if any.
 
Ne ithe r the  S e c uritie s  and Exc hange  Commiss ion nor any s tate  se c uritie s  c ommiss ion has  approve d or disapprove d of the se  se c uritie s  or de te rmine d if
this  prospe c tus  is  truthful or c omple te . Any re pre se ntation to  the  c ontrary is  a  c riminal offe nse .
 

Piper Jaffray  JMP Securities
 

The date  o f this prospectus is October 29, 2004 .
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You should rely only on the info rmation contained in this prospectus. We have no t, and the underwriters have no t, autho rized any o ther
person to  provide you with different info rmation. This prospectus is no t an o ffer to  sell, no r is it seeking  an o ffer to  buy, these
securities in any state  where the o ffer o r sale  is no t permitted. The info rmation in this prospectus is complete  and accurate  as o f the
date  on the front cover, but the info rmation may have changed since that date .
 
XcyteT M, Xcyte TherapiesT M, XcellerateT M and Xcellerated T CellsT M are  trademarks o f Xcyte Therapies, Inc. All o ther trademarks
appearing  in this prospectus are  the property o f their respective ho lders.
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PROSPECTUS SUMMARY

 
This summary highlights selected information appearing elsewhere in this prospectus. While this summary highlights what we consider
to be the most important information about us, you should carefully read this prospectus and the registration statement of which this
prospectus is a part in their entirety before making an investment decision, especially the risks of investing in the convertible preferred
stock, which we discuss under “Risk Factors” beginning on page 9, and our financial statements and related notes beginning on page F-
1.
 
Unless the context requires otherwise, the words “Xcyte,” “we,” “company,” “us” and “our” refer to Xcyte Therapies, Inc.
 
Our Business
 We are a bio techno logy company developing  a new class o f therapeutic  products designed to  enhance the body’s natural immune
responses to  treat cancer, infectious diseases and o ther medical conditions associated with weakened immune systems. We derive our
therapeutic  products from a patient’s own T cells, which are  cells o f the immune system that o rchestrate  immune responses and can
detect and eliminate  cancer cells and infected cells in the body. We use our patented and proprietary Xcellerate  Techno logy to
generate  activated T cells, which we call Xcellerated T Cells, from blood that is co llected from the patient. Activated T cells are  T
cells that have been stimulated to  carry out immune functions. Our Xcellerate  Techno logy is designed to  rapidly activate  and expand
the patient’s T cells outside o f the body. These Xcellerated T Cells are  then administered to  the patient.
 
We believe, based on clinical trials to  date , that our Xcellerate  Techno logy can produce Xcellerated T Cells in suffic ient numbers to
generate  rapid and po tent immune responses to  treat a variety o f medical conditions. In our ongo ing  clinical studies using  our
Xcellerate  Techno logy, we have observed an increase in the quantity and a resto ration o f the diversity o f T cells in patients with
weakened immune systems. We have submitted the findings on the increase in quantity o f T cells to  the FDA and plan to  submit
additional data in our next annual report. We believe we can effic iently manufacture Xcellerated T Cells fo r therapeutic  applications. We
expect Xcellerated T Cells may be used alone o r in combination with o ther complementary treatments.
 
Our clinical trials and independent c linical trials using  an earlier version o f our techno logy, to  date , have invo lved small numbers o f
patients and we have no t designed no r been required to  design such trials to  produce statistically significant results as to  efficacy.
These trials have neither been randomized no r blinded to  ensure that the results are  due to  the effects o f Xcellerated T Cells. Success
in early clinical trials neither ensures that large-scale  trials will be successful no r predicts final results. We and o ther c linical investigato rs
have completed o r are  conducting  clinical trials in the fo llowing  indications:
 

 

·  Chronic lymphocytic leukemia, or CLL.    In our ongo ing  Phase I/II c linical trial in CLL, treatment with Xcellerated T
Cells resulted in a 50% to  100% reduction in the size o f enlarged lymph nodes in 12 o f 17 (71%) patients fo r whom data
was available  as o f September 27, 2004 . In addition, there  was a 50% or g reater reduction in spleen size as measured
below the rib cage by physical examination in 10 o f the 13 patients (77%) with enlarged spleens. These findings were
submitted to  the FDA in the Info rmation Packet fo r a Type B End o f Phase II meeting  held on September 23, 2004 . At
this meeting  we discussed with the FDA our plans fo r a Phase II/III c linical trial o f Xcellerated T Cells in patients with
CLL who  have been previously treated with chemotherapy and have failed treatment with Campath, an FDA-approved
drug  used to  treat CLL. Based on feedback from the FDA during  this meeting , we intend to  modify our planned pro toco l
fo r this Phase II/III c linical trial to
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provide the FDA with data we believe will address the FDA’s concerns regarding  the subcutaneous route  o f Campath
administration and the dose and schedule o f Xcellerated T Cells. While  we believe these modifications will be
responsive to  the FDA’s requests, we canno t be certain that this pro toco l will satisfy the FDA with respect to  the issues
raised at the FDA’s September 23, 2004  meeting . We are  also  continuing  to  discuss issues related to  chemistry,
manufacturing  and contro ls fo r the Xcellerated T Cells with the FDA. We have begun preparation fo r this Phase II/III
clinical trial and expect to  enro ll our first patient by the end o f the second quarter o f 2005, subject to  the FDA accepting
our pro toco l and our proposals on chemistry, manufacturing  and contro ls re lated matters.

 

 

·  Multiple myeloma.    In our ongo ing  Phase I/II c linical trial, we have shown that treatment with Xcellerated T Cells led to
rapid recovery o f T cells and lymphocytes in all 36 treated patients with multiple  myeloma fo llowing  treatment with high-
dose chemotherapy and transplantation with the patient’s own stem cells, known as auto logous stem cell transplantation.
Previous independent c linical studies have demonstrated a co rrelation between patient survival and the speed o f
recovery o f lymphocytes fo llowing  treatment with chemotherapy and stem cell transplantation. Preliminary results o f
our clinical trial show that, o f the 35 patients evaluable  fo r tumor responses, 18 patients (51%) had a g reater than 90%
decrease in the tumor marker used to  measure disease. We have submitted these data to  the FDA and will submit
additional data in our next annual report. Additional fo llow-up will be required to  determine the therapeutic  effects o f
Xcellerated T Cells after transplant. In independent c linical trials, a g reater than 90% decrease in the tumor marker has
been associated with increased survival in multiple  myeloma patients. We are  also  conducting  a Phase II trial to  treat
patients who  have advanced disease with Xcellerated T Cells without o ther anti-tumor therapy and expect to  complete
this trial by the end o f the second quarter o f 2005.

 

 

·  Non-Hodgkin’s lymphoma.    In an independent c linical trial, conducted by one o f our scientific  founders under a
physician-sponso red investigational new drug  application, o r IND, 16 non-Hodgkin’s lymphoma patients undergo ing
high-dose chemotherapy and auto logous stem cell transplantation were treated with T cells activated with an earlier
version o f our proprietary techno logy. Based on a September 2003 report o f the results o f this trial in the peer-reviewed
journal, Blood, 8 out o f these 16 patients with a very poor prognosis were still alive with a median fo llow-up o f 33
months. These data were derived from an independent c linical trial, which we did no t contro l and which was no t designed
to  produce statistically significant results as to  efficacy o r to  ensure the results were due to  the effects o f T cells
activated using  an earlier version o f our proprietary techno logy. We have been advised that these data have been
submitted to  the FDA fo r review. We are  also  conducting  a Phase II c linical trial in patients with low-grade non-Hodgkin’s
lymphoma who  have failed prio r therapies. We plan to  enro ll a to tal o f 40 patients in this trial with most o f the common
forms o f low-grade non-Hodgkin’s lymphoma, including  small lymphocytic , fo llicular, marg inal zone and mantle  cell
types. We expect to  complete  this trial by the end o f 2005.

 

 

·  HIV.    In an independent c linical trial in HIV patients with low T cell counts, conducted by one o f our scientific  founders
under a physician-sponso red IND, treatment with T cells activated using  an earlier version o f our proprietary techno logy
increased the patient population’s average T cell count to  within no rmal levels and maintained this no rmal count fo r at
least one year fo llowing  therapy. These data were derived from an independent c linical trial, which we did no t contro l and
which was no t designed to  produce statistically significant results as to  efficacy o r to  ensure the results were due to  the
effects o f T cells activated using
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an earlier version o f our proprietary techno logy. We have been advised that these data have been submitted to  the FDA
for review. The results o f this study were published in a peer- reviewed journal, Nature Medicine, in January 2002. In
several independent c linical studies, increased levels o f T cells have been shown to  co rrelate  with increased patient
survival and improved clinical outcome. Our co llaborative partner, Fresenius Bio tech GmbH, is conducting  a Phase I
clinical trial to  treat HIV patients with genetically-modified T cells produced using  our Xcellerate  Techno logy. In
addition, we are  currently conducting  laborato ry studies in HIV and if these labo rato ry studies are  successful, we plan to
initiate  a c linical trial using  Xcellerated T Cells in patients with HIV.

 
Our Strategy
 Our goal is to  be a leader in the fie ld o f T cell therapy and to  leverage our expertise  in T cell activation to  develop and commercialize
products to  treat patients with cancer, infectious diseases and o ther medical conditions associated with weakened immune systems.
We plan to  initially develop Xcellerated T Cells to  treat life-threatening  diseases, such as cancer and HIV, which currently have
inadequate  treatments. Key elements o f our strategy include the fo llowing :
 
 ·  Maximize speed to market.
 
 ·  Expand the therapeutic applications of Xcellerated T Cells.
 
 ·  Leverage complementary technologies and therapies.
 
 ·  Retain selected U.S. commercialization rights in cancer.
 
 ·  Enhance our manufacturing capabilities.
 
 ·  Expand and enhance our intellectual property.
 
Risks Associated With Our Business
 We are a development stage company. We are  subject to  numerous risks and obstacles, and we have highlighted the most important o f
them in “Risk Facto rs” beg inning  on page 9. In particular, we have a limited operating  histo ry and have incurred lo sses in each fiscal
year since our inception. We incurred net lo sses o f approximately $18.5 million fo r the year ended December 31, 2003 and
$24 .4  million fo r the six months ended June 30, 2004 , and our deficit accumulated during  the development stage was approximately
$111.0 million as o f June 30, 2004 . We have no  commercial products fo r sale , and we antic ipate  that we will incur substantial and
increasing  lo sses over the next several years as we expand our research, development and clinical trial activities, acquire  o r license
techno log ies, scale  up and improve our manufacturing  operations, seek regulato ry approval and, if we receive FDA approval,
commercialize  our products. Because o f the numerous risks and uncertainties associated with our product development effo rts, we are
unable  to  predict whether o r when we will achieve pro fitability. Our clinical trials and independent c linical trials using  an earlier version o f
our techno logy, to  date , have invo lved small numbers o f patients, and we have no t designed no r been required to  design such trials to
produce statistically significant results as to  efficacy. These trials have neither been randomized no r blinded to  ensure that the results
are  due to  the effects o f the Xcellerated T Cells. The results reported are  preliminary and success in early clinical trials neither ensures
that large-scale  trials will be successful no r predicts final results.
 
Our Corporate Information
 We were inco rporated in Delaware as MolecuRx, Inc. in January 1996. We changed our name to  CDR Therapeutics, Inc. in August 1996
and changed our name to  Xcyte Therapies, Inc. in October 1997. Our principal executive o ffices are  located at 1124  Co lumbia Street,
Suite  130, Seattle , Washing ton 98104 , and our te lephone number is (206) 262-6200. Our web site  address is www.xcytetherapies.com.
The info rmation contained on our web site  is no t inco rporated by reference into  and does no t fo rm any part o f this prospectus.
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THE OFFERING

 
Securities Offered

  

2,600,000 shares o f 6% convertible  exchangeable  preferred
stock, par value $0.001 per share (2,990,000 shares o f
convertible  preferred stock if the underwriters exercise  their
over-allo tment option in full).

Dividends

  

Dividends will be cumulative from the date  o f o rig inal issue at
the annual rate  o f 6% o f the liquidation preference o f the
convertible  preferred stock, payable  quarterly on the first day
of February, May, August and November commencing
February 1, 2005. Any dividends must be declared by our board
of directo rs and must come from funds which are  legally
available  fo r dividend payments.

Conversion Rights

  

Unless we redeem o r exchange the convertible  preferred
stock, the convertible  preferred stock can be converted at
your option at any time into  shares o f our common stock at an
initial conversion price o f $2.35 (equivalent to  a conversion
rate  o f approximately 4 .2553 shares o f common stock fo r
each share o f convertible  preferred stock). The initial
conversion price with respect to  the convertible  preferred
stock is subject to  adjustment in certain events, including  a non-
stock fundamental change o r a common stock fundamental
change, which are  explained in more detail under the section
entitled “Description o f Convertible  Preferred Stock—
Conversion—Conversion Price Adjustment—Merger,
Conso lidation o r Sale  o f Assets.”

Automatic  Conversion

  

Unless we redeem o r exchange the convertible  preferred
stock, we may elect to  automatically convert some o r all o f
the convertible  preferred stock into  shares o f our common
stock if the closing  sale  price o f our common stock has
exceeded 150% of the conversion price fo r at least 20 out o f
30 consecutive trading  days ending  within five trading  days
prio r to  the no tice o f automatic  conversion.

Dividend Make-Whole Payment

  

If we elect to  automatically convert, o r you vo luntarily
convert, some o r all o f the convertible  preferred stock into
shares o f our common stock prio r to  November 3, 2007, we
will make an additional payment on the convertible  preferred
stock equal to  the aggregate  amount o f cumulative
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dividends that would have accrued and become payable  on the
convertible  preferred stock from the date  o f o rig inal issue
through and including  November 3, 2007, less any dividends
already paid on the convertible  preferred stock. This additional
payment is payable  by us in cash o r, at our option, in shares o f
our common stock, o r a combination o f cash and shares o f our
common stock.

Liquidation Preference

  

In the event o f our vo luntary o r invo luntary disso lution,
liquidation o r winding  up, you will be entitled to  be paid a
liquidation preference equal to  $10 per share o f convertible
preferred stock, plus accrued and unpaid dividends befo re any
distribution o f assets may be made to  ho lders o f capital stock
ranking  junio r to  the convertible  preferred stock.

Optional Redemption

  

On o r after November 6, 2007, we may redeem the
convertible  preferred stock, in who le o r in part, at our option at
the redemption prices set fo rth in this prospectus, together
with accrued dividends to , but excluding , the redemption date .
See the section entitled “Description o f Convertible  Preferred
Stock—Optional Redemption” below.

Voting  Rights

  

Except as provided by law and in o ther limited situations
described in this prospectus, you will no t be entitled to  any
vo ting  rights. However, you will, among  o ther things, be
entitled to  vo te  as a separate  c lass to  elect two  directo rs if we
have no t paid the equivalent o f six o r more quarterly dividends,
whether o r no t consecutive. These vo ting  rights will continue
until we pay the full accrued but unpaid dividends on the
convertible  preferred stock.

Exchange Provisions

  

At our option, we may exchange the convertible  preferred
stock in who le, but no t in part, on any dividend payment date
beg inning  on November 1, 2005 fo r our 6% convertible
subordinated debentures. If we elect to  exchange the
convertible  preferred stock fo r debentures, the exchange rate
will be $10 principal amount o f debentures fo r each share o f
convertible  preferred stock.
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Debentures

  
The debentures, if issued upon exchange o f the convertible
preferred stock, will have the fo llowing  terms:

Interest Rate

  

The debentures will have an interest rate  o f 6% per year.
Interest will be payable  on May 1 and November 1 o f each
year, beg inning  on the first interest payment date  after the
exchange date .

Redemption

  

On o r after November 6, 2007 we may redeem the debentures
at the redemption prices listed in this prospectus, plus accrued
interest.

Maturity   The debentures will mature 25 years after the exchange date .

Conversion

  

The debentures may be converted at any time by the ho lder
prio r to  maturity into  shares o f our common stock at the same
conversion price applicable  to  the convertible  preferred stock,
subject to  adjustment upon certain events.

Automatic  Conversion

  

We may automatically convert the debentures into  shares o f
our common stock at any time prio r to  maturity under the same
terms applicable  to  the convertible  preferred stock.

Interest Make-Whole Payment

  

If you vo luntarily convert o r we elect to  automatically convert
some o r all o f the debentures into  shares o f our common stock
prio r to  November 3, 2007, we will also  make an additional
payment on the debentures equal to  the aggregate  amount o f
interest that would have accrued and been payable  from date  o f
the o rig inal issuance o f the debentures pursuant to  the
exchange through and including  November 3, 2007, less any
interest paid with respect to  such debentures. This additional
payment is payable  by us, in cash o r, at our option, in shares o f
our common stock, o r a combination o f cash and shares o f our
common stock.
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Subordination The debentures are  subordinated to  all existing  and future  senio r

indebtedness and are  effectively subordinated to  all o f the
indebtedness and o ther liabilities (including  trade and o ther payables,
but excluding  intercompany liabilities) o f us and our subsidiaries. As o f
June 30, 2004 , we had approximately $2.2 million o f indebtedness
outstanding  that would have constituted senio r indebtedness and
approximately $4 .6 million o f indebtedness and o ther liabilities
outstanding  to  which the debentures would have been effectively
subordinated (including  trade and o ther payables, but excluding
intercompany liabilities). The indenture governing  the debentures does
no t limit the amount o f indebtedness, including  senio r indebtedness,
that we and our subsidiaries may incur. See the section entitled
“Description o f Debentures—Subordination” below.

 Use o f Proceeds We expect to  use the net proceeds o f this o ffering  fo r working  capital
and general co rporate  purposes, including  clinical trial, manufacturing
and preclinical research and development activities, capital
expenditures and complementary techno logy acquisitions.

 Nasdaq National Market Symbol fo r the Common Stock Our common stock is traded on the Nasdaq National Market under the
symbol “XCYT.”

 Nasdaq National Market Symbol fo r the Convertible
Preferred Stock

XCYTP

 Listing  o f Debentures It is a condition to  our ability to  exchange the convertible  preferred
stock fo r debentures that the debentures be listed on one o f the
fo llowing  markets: the Nasdaq National Market, Nasdaq SmallCap
Market, American Stock Exchange o r New York Stock Exchange o r
ano ther similar national securities exchange.

 Risk Facto rs An investment in the convertible  preferred stock invo lves a high deg ree
o f risk. See the section entitled “Risk Facto rs” beg inning  on page 9 fo r
a discussion o f certain facto rs that should be considered in evaluating
an investment in the convertible  preferred stock.
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SUMMARY FINANCIAL DATA

 
The fo llowing  summary financial data fo r the years ended December 31, 1999 through 2003 have been derived from our audited
financial statements. The fo llowing  summary financial data fo r the six-month periods ended June 30, 2003 and 2004 , and the summary
balance sheet data as o f June 30, 2004  have been derived from our unaudited condensed financial statements. The unaudited
condensed financial statements have been prepared on a basis consistent with our audited financial statements and include all
adjustments we consider necessary fo r the fair presentation o f the info rmation. Operating  results fo r the six months ended June 30,
2004  are  no t necessarily indicative o f the results that may be expected fo r the entire  year ending  December 31, 2004 . This info rmation
is only a summary and should be read together with the financial statements and the no tes to  those statements appearing  elsewhere in
this prospectus and the info rmation under “Selected Financial Data” and “Management’s Discussion and Analysis o f Financial Condition
and Results o f Operations.”
 

   

Ye ars  e nde d De c e mbe r 31,

  

S ix months  e nde d
June  30,

 

   

1999

  

2000

  

2001

  

2002

  

2003

  

2003

  

2004

 
   (in thousands , e xc e pt pe r share  data)   (unaudite d)  
S tate me nt of O pe rations  Data                              
Total re ve nue   $ 16  $ 98  $ 30  $ —    $ 170  $ 72  $ 36 
Ope rating e xpe nse s :                              

Re se arc h and de ve lopm e nt    5 ,471   11,257   14 ,701   14 ,663   13,685   7,029   8 ,601 
Ge ne ral and adm inis trative    1,654   2 ,403   5 ,204   4 ,979   4 ,322   2 ,194   3,297 

         
Total ope rating e xpe nse s    7,125   13,660   19 ,905   19 ,642   18 ,007   9 ,223   11,898 

         
Loss  from  ope rations    (7,109)  (13,562)  (19 ,875)  (19 ,642)  (17,837)  (9 ,151)  (11,862)
Othe r inc om e  (e xpe nse ), ne t    162   621   363   189   (620)  (38)  (12 ,508)

         
Ne t loss    (6 ,947)  (12 ,941)  (19 ,512)  (19 ,453)  (18 ,457)  (9 ,189)  (24 ,370)
Ac c re tion of pre fe rre d  s toc k    —     —     (8 ,411)  (8 ,001)  —     —     (8 ,973)

         
Ne t loss  applic able  to  c om m on s toc kholde rs   $(6,947) $(12,941) $(27,923) $(27,454) $(18,457) $(9,189) $ (33,343)

         
Bas ic  and dilu te d  ne t loss  pe r c om m on share   $ (6.32) $ (11.86) $ (22.14) $ (19.34) $ (12.40) $ (6.21) $ (3.66)

         
Share s  use d in  bas ic  and dilu te d  ne t loss  pe r share  c alc ulation    1,100   1,091   1,261   1,420   1,488   1,481   9 ,107 

         
 

 
The fo llowing  table  contains a summary o f our balance sheet as o f June 30, 2004 :
 
 ·  on an actual basis; and
 

 
·  on an as adjusted basis to  reflect the sale  o f 2,600,000 shares o f the convertible  preferred stock we are  o ffering  at the

public  o ffering  price o f $10 per share, after deducting  underwriting  discounts and commissions and estimated o ffering
expenses to  be paid by us.

 

   

As of June  30, 2004

   

  Ac tual  

  

  As  adjuste d  

   (unaudite d, in thousands)
B alanc e  S he e t Data         
C ash, c ash e quivale nts  and short-te rm  inve s tm e nts   $ 33,730   $ 57,600
Working c apital    30 ,838    54 ,708
Total asse ts    39 ,860    63,730
Long-te rm  obligations , le s s  c urre nt portion    2 ,594    2 ,594
Total s toc kholde rs ’ e quity    33,097   56 ,967
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RISK FACTORS
 
Investing in the convertible preferred stock involves a high degree of risk. You should carefully consider the risks described below with
all of the other information included in this prospectus before deciding to invest in the convertible preferred stock. If any of the
following risks actually occur, they may materially harm our business and our financial condition and results of operations. In this
event, the market price of the convertible preferred stock and our common stock could decline and you could lose part or all of your
investment. Additional risks and uncertainties not presently known to us or that we currently believe to be immaterial may also adversely
affect our business.
 
Risks Related To  Our Business
 We expect to continue to incur substantial losses, and we may never achieve profitability.
 We are a development stage company with limited operating  histo ry. We have incurred significant operating  lo sses since we began
operations in 1996, including  net lo sses o f approximately $18.5 million fo r the year ended December 31, 2003 and $24 .4  million fo r
the six months ended June 30, 2004 , and we may never become pro fitable . As o f June 30, 2004 , we had a deficit accumulated during
the development stage o f approximately $111.0 million. These lo sses have resulted principally from costs incurred in our research and
development prog rams and from our general and administrative expenses. We also  expect to  incur significant costs to  renovate  our
leased facility fo r the manufacture o f Xcellerated T Cells fo r our planned clinical trials and, if we receive FDA approval, fo r initial
commercialization activities. To  date , we have derived no  revenues from product sales o r royalties. We do  no t expect to  have any
significant product sales o r royalty revenue fo r a number o f years. Our operating  lo sses have been increasing  during  the past several
years and will continue to  increase significantly in the next several years as we expand our research and development, partic ipate  in
clinical trial activities, acquire  o r license techno log ies, scale  up and improve our manufacturing  operations, seek regulato ry approvals
and, if we receive FDA approval, commercialize  our products. These lo sses, among  o ther things, have had and will continue to  have an
adverse effect on our stockho lders’ equity and working  capital. Because o f the numerous risks and uncertainties associated with our
product development effo rts, we are  unable  to  predict when we may become pro fitable , if at all. If we are  unable  to  achieve and then
maintain pro fitability, the market value o f our common and convertible  preferred stock will likely decline.
 
We will need to raise substantial additional capital to fund our operations, and our failure to obtain funding when needed may force us
to delay, reduce or eliminate our product development programs or collaboration efforts.
 Developing  products and conducting  clinical trials fo r the treatment o f cancer and infectious diseases require  substantial amounts o f
capital. To  date , we have raised capital through private  equity financings, an initial public  o ffering , the sale  o f convertible  promisso ry
no tes and equipment leases. Currently, we antic ipate  that our cash, cash equivalents and investments will be adequate  to  satisfy our
capital needs through at least the end o f the second quarter o f 2005 if we do  no t raise  capital in this o ffering . If we are  unable  to  obtain
additional funding  in a timely fashion, we may never conduct required clinical trials to  demonstrate  safety and clinical efficacy o f
Xcellerated T Cells, and we may never obtain FDA approval o r commercialize  any o f our products. We will need to  raise  additional
capital to , among  o ther things:
 
 ·  fund our clinical trials;
 
 ·  expand our research and development activities;
 
 ·  scale  up and improve our manufacturing  operations;
 
 ·  finance our general and administrative expenses;
 
 ·  acquire  o r license techno log ies;
 
 ·  prepare, file , prosecute , maintain, enfo rce and defend our patent and o ther proprietary rights;
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·  pursue regulato ry approval and commercialization o f Xcellerated T Cells and any o ther products that we may develop;

and
 
 ·  develop and implement sales, marketing  and distribution capabilities.
 
Our future  funding  requirements will depend on many facto rs, including , among  o ther things:
 
 ·  the prog ress, expansion and cost o f our c linical trials and research and development activities;
 
 ·  any future  decisions we may make about the scope and prio ritization o f the prog rams we pursue;
 
 ·  the development o f new product candidates o r uses fo r our Xcellerate  Techno logy;
 
 ·  changes in regulato ry po licies o r laws that affect our operations; and
 
 ·  competing  techno log ical and market developments.
 
If we raise  additional funds by issuing  securities, further dilution to  stockho lders may result and new investo rs could have rights superio r
to  our current stockho lders. In addition, debt financing , if available , may include restric tive covenants. If adequate  funds are  no t
available  to  us, we may have to  liquidate  some o r all o f our assets o r delay, reduce the scope o f o r e liminate  some portion o r all o f our
development prog rams o r c linical trials. We also  may have to  license to  o ther companies our products o r techno log ies that we would
prefer to  develop and commercialize  ourselves.
 
Due to our limited resources and access to capital, we must prioritize our development programs and may choose to pursue programs
that never receive regulatory approval or prove to be profitable.
 Because we have limited resources and access to  capital to  fund our operations, our management must make significant prio ritization
decisions on which programs to  pursue and how much o f our resources to  allocate  to  each program. We are  currently focusing  our
research and development effo rts on the use o f Xcellerated T Cells to  treat CLL, multiple  myeloma, non-Hodgkin’s lymphoma and
HIV. Our management has broad discretion to  suspend, scale  down o r discontinue any o f these prog rams o r to  initiate  new programs
to  treat o ther c linical indications. Xcellerated T Cells may never prove to  be safe  and clinically effective to  treat any o f these
indications, and the market fo r these indications may never prove to  be pro fitable  even if we obtain regulato ry approval fo r these
indications. According ly, we canno t assure you that the prog rams we decide to  pursue will lead to  regulato ry approval o r will prove to
be pro fitable .
 
If we are unable to protect our proprietary rights, we may not be able to compete effectively.
 Our success depends in part on obtaining , maintaining  and enfo rcing  our patents and in-licensed and proprietary rights throughout the
world. We believe we own, o r have rights under licenses to , issued patents and pending  patent applications that are  necessary to
commercialize  Xcellerated T Cells. However, the patents on which we rely may be challenged and invalidated, and our patent
applications may no t result in issued patents. Moreover, our patents and patent applications may no t be suffic iently broad to  prevent
o thers from practic ing  our techno log ies o r developing  competing  products. We also  face the risk that o thers may independently
develop similar o r alternative techno log ies o r may design around our proprietary and patented techno log ies.
 
The patent positions o f pharmaceutical and bio techno logy companies can be highly uncertain and invo lve complex legal and factual
questions fo r which important legal principles remain unreso lved. No  consistent po licy regarding  the breadth o f c laims allowed in
bio techno logy patents has emerged to  date  in the United States. Furthermore, the application and enfo rcement o f patent laws and
regulations in fo reign countries is even more uncertain, particularly where, as here , patent rights are  co -owned with o thers, thus requiring
their consent to  ensure exclusivity in the marketplace. According ly, we canno t assure you that we will be able  to  effectively file ,
pro tect o r defend our proprietary rights in the United States o r in fo reign jurisdictions on a consistent basis.
 
Third parties may successfully challenge the validity o f our patents. We will only be able  to  pro tect our techno log ies from unauthorized
use by third parties to  the extent that valid and enfo rceable  patents o r o ther
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proprietary rights cover them. Because the issuance o f a patent is no t conclusive o f its validity o r enfo rceability, we canno t assure you
how much pro tection, if any, will be g iven to  our patents if we attempt to  enfo rce them o r if o thers challenge their validity in court. It is
possible  that a competito r may successfully challenge our patents o r that a challenge will result in limiting  the coverage o f our patents.
If the outcome o f litigation is adverse to  us, third parties may be able  to  use our techno log ies without payment to  us.
 
In addition, it is possible  that o thers may infringe upon our patents o r successfully avo id them through design innovation. We may
initiate  litigation to  po lice unautho rized use o f our proprietary rights. However, the cost o f litigation to  upho ld the validity o f our patents
and to  prevent infringement could be substantial, particularly where patent rights are  co -owned with o thers, thus requiring  their
partic ipation in the litigation, and the litigation will consume time and o ther resources. Some parties may be better able  to  sustain the
costs o f complex patent litigation because they have substantially g reater resources. Moreover, if a court decides that our patents are
no t valid, we will no t have the right to  stop o thers from using  our inventions. There is also  the risk that, even if the validity o f our patents
were upheld, a court may refuse to  stop o thers on the g rounds that their activities do  no t infringe upon our patents. Because pro tecting
our intellectual property is difficult and expensive, we may be unable  to  prevent misappropriation o f our proprietary rights.
 
We also  rely on certain proprietary trade secrets and know-how, especially where we believe patent pro tection is no t appropriate  o r
obtainable . Trade secrets and know-how, however, are  difficult to  pro tect. We have taken measures to  pro tect our unpatented trade
secrets and know-how, including  the use o f confidentiality and invention assignment ag reements with our employees, consultants and
some o f our contracto rs. It is possible , however, that these persons may unintentionally o r willing ly breach the ag reements o r that our
competito rs may independently develop o r o therwise discover our trade secrets and know-how.
 
The clinical and commercial utility of our Xcellerate Technology is uncertain and may never be realized.
 Our Xcellerate  Techno logy is based on a novel approach to  treat cancer and infectious diseases and is in an early stage o f
development. Our clinical trials and independent c linical trials using  an earlier version o f our techno logy, to  date , have invo lved small
numbers o f patients, which, unless o therwise stated, were no t designed to  produce statistically significant results as to  efficacy. In
addition, these trials have neither been randomized no r blinded to  ensure the results are  due to  the effect o f Xcellerated T Cells. Some
of the data regarding  our Xcellerate  Techno logy were derived from independent c linical trials, including  physician-sponso red trials,
which we do  no t contro l. In addition, data from these independent c linical trials were derived using  T cells activated with an earlier
version o f our proprietary techno logy. Success in early clinical trials neither ensures that large-scale  trials will be successful no r predicts
final results. Acceptable  results in early trials may no t be repeated in later trials. In addition, we may no t be able  to  treat patients if we
canno t co llect a suffic ient quantity o f T cells that meet our minimum specifications to  enable  us to  produce Xcellerated T Cells. Also ,
some patients may be unable  to  to lerate  the required procedures fo r blood co llection and administration o f Xcellerated T Cells. Finally,
we only have limited experience in treating  patients with multiple  doses o f Xcellerated T Cells, which may be required to  achieve
optimal therapeutic  effects.
 
Although we have observed few serious side effects in patients infused with Xcellerated T Cells in c linical trials conducted to  date , we
may no t ultimately be able  to  provide the FDA with satisfacto ry data to  support a c laim o f c linical safety and efficacy suffic ient to
enable  the FDA to  approve Xcellerated T Cells fo r commercialization. This may be because later c linical trials may fail to  reproduce
favorable  data we may have obtained in earlier c linical trials, because the FDA may disag ree with how we interpret the data from these
clinical trials o r because the FDA may no t accept these therapeutic  effects as valid endpo ints in pivo tal trials necessary fo r market
approval. Fo r example, although our studies to  date  have indicated that our Xcellerate  Techno logy can lead to  increased T cell and
lymphocyte counts, the FDA will no t accept increased T cell and lymphocyte counts as a valid endpo int in pivo tal studies necessary fo r
market approval. Instead, we would be required to  show that Xcellerated T Cells lead to  a significant c linical benefit. We will also  need
to  demonstrate  that Xcellerated T Cells are  safe . We do  no t have data on possible  harmful long-term effects o f Xcellerated T Cells
and will no t
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have any data on long-term effects in the near future . We also  have limited data on the safety and efficacy o f Xcellerated T Cells to
treat patients with very weakened immune systems, such as patients with HIV. For these and o ther reasons, the clinical effectiveness
and commercialibility o f our Xcellerate  Techno logy is uncertain and may never be realized.
 
Our ability to initiate a pivotal trial in patients with CLL on our proposed protocol and timeline is uncertain and highly dependent on
the FDA.
 We canno t be sure that the FDA will accept the Phase II/III c linical trial pro toco l we plan to  submit in the fourth quarter o f 2004  fo r
Xcellerated T Cells in patients with CLL, who  have been previously treated with chemotherapy and have failed treatment with Campath.
The FDA may conclude that we have no t adequately addressed the issues they raised in our initial meeting  on September 23, 2004  o r
they may propose additional modifications to  address new concerns they have with our pro toco l. If the FDA does no t accept the Phase
II/III c linical trial pro toco l we plan to  submit in the fourth quarter o f 2004  o r if the FDA requires us to  conduct a separate  c linical trial to
address their concerns, then our plan to  initiate  a pivo tal trial by the end o f the second quarter o f 2005 could be significantly delayed.
Our clinical development plan fo r CLL is premised upon the continued existence o f an unmet medical need in this population. FDA
approval o f ano ther drug  o r bio log ic  to  treat Campath-refracto ry CLL could result in the FDA requiring  that we conduct larger,
contro lled studies in more patients.
 
To date , Xcellerated T Cells have been shown in CLL patients to  decrease lymph nodes and spleen size, but no t leukemic blood
counts. We canno t be sure that the FDA will accept two  o f these three majo r measurements o f tumor response as suffic ient to  support
product approval. In addition, although the FDA has accepted tumor response as a valid clinical endpo int in disease indications where
there is an unmet clinical need such as CLL, we canno t be sure that the FDA will no t require  us to  demonstrate  patient survival in a pre-
approval trial rather than a post-approval confirming  trial that we plan to  do . The Phase II/III c linical trial we plan to  conduct is no t
randomized o r powered statistically to  demonstrate  patient survival. To  address decreases in leukemic counts in the blood in o rder to
achieve all three majo r measurements o f tumor response, we are  planning  to  enro ll CLL patients in our proposed Phase II/III c linical
trial who  have been recently treated with Campath, a drug  that leads to  decreases in leukemic counts in the blood. We have no t
previously tested the effects o f using  Xcellerated T Cells after use o f Campath. We canno t be sure that patients’ leukemic counts will
no t rise  again after the use o f Campath o r that we will observe a similar safety pro file  and treatment effects o f our Xcellerated T Cells
in CLL patients who  have received Campath as we have observed in our previous clinical trials.
 
Our ability to  initiate  a pivo tal trial by the end o f the second quarter o f 2005, o r at any o ther time, will also  depend on our ability to
address comments received from the FDA related to  chemistry, manufacturing  and contro ls issues fo r the Xcellerated T Cells. We plan
to  provide further info rmation and have further discussions with the FDA concerning  these issues. We canno t be sure that the FDA will
accept our proposals.
 
We may fail to obtain or may experience delays in obtaining regulatory approvals to market Xcellerated T Cells, which will
significantly harm our business.
 We do  no t have the necessary approvals to  market o r sell Xcellerated T Cells in the United States o r any fo reign market. Befo re
marketing  Xcellerated T Cells, we must successfully complete  extensive preclinical studies and clinical trials and rigo rous regulato ry
approval procedures. We canno t assure you that we will obtain the necessary regulato ry approvals to  commercialize  Xcellerated T
Cells.
 
Conducting  clinical trials is uncertain and expensive and o ften takes many years to  complete . The results from preclinical testing  and
early clinical trials are  o ften no t predictive o f results obtained in later c linical trials. In conducting  clinical trials, we may fail to  establish
the effectiveness o f Xcellerated T Cells fo r the targeted indication o r we may discover unfo reseen side effects. Moreover, c linical
trials may require  the enro llment o f large numbers o f patients, and suitable  patients may be difficult to  identify and recruit. Clinical trials
are  also  o ften subject to  unanticipated delays. Also , patients partic ipating  in the trials may die  befo re completion o f the
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trial o r suffer adverse medical effects unrelated to  treatment with Xcellerated T Cells. This could delay o r lead to  termination o f our
clinical trials. A number o f companies in the bio techno logy industry have suffered significant setbacks in every stage o f c linical trials,
even in advanced clinical trials after positive results in earlier trials. In addition, we have developed a custom bio reacto r system in our
manufacturing  process, and we will no t be able  to  obtain FDA approval to  commercialize  Xcellerated T Cells without the FDA’s
acceptance o f our manufacturing  process using  this bio reacto r system.
 
To date , the FDA has approved only a few cell-based therapies fo r commercialization. The FDA recently fo rmed a new division that
will regulate  bio log ic  products, such as Xcellerated T Cells. The processes and requirements associated with this new division may
cause delays and additional costs in obtaining  regulato ry approvals fo r our products. Because our Xcellerate  Techno logy is novel, and
cell-based therapies are  relatively new, regulato ry agencies may lack experience in evaluating  product candidates like Xcellerated T
Cells. This inexperience may leng then the regulato ry review process, increase our development costs and delay o r prevent
commercialization o f Xcellerated T Cells.
 
In addition, the fo llowing  facto rs may impede o r delay our ability to  obtain timely regulato ry approvals, if at all:
 
 ·  our limited experience in filing  and pursuing  the applications necessary to  gain regulato ry approvals;
 
 ·  any failure  to  satisfy efficacy, safety o r quality standards;
 
 ·  any difficulty identifying , recruiting , enro lling  and retaining  a suffic ient number o f qualified patients fo r our c linical trials;
 
 

·  a decision by us o r regulato rs to  suspend o r terminate  our c linical trials if the partic ipating  patients are  being  exposed to
unacceptable  health risks;

 

 
·  regulato ry inspections o f our c linical trials o r manufacturing  facilities, which may, among  o ther things, require  us to

undertake co rrective action o r suspend o r terminate  our c linical trials if investigato rs find us no t to  be in compliance with
applicable  regulato ry requirements;

 
 ·  our ability to  produce suffic ient quantities o f Xcellerated T Cells to  complete  our c linical trials;
 
 ·  varying  interpretations o f the data generated from our clinical trials; and
 
 ·  changes in governmental regulations o r administrative actions.
 
Any delays in, o r termination o f, our c linical trials could materially and adversely affect our development and co llaboration timelines,
which may cause our stock price to  decline. If we do  no t complete  clinical trials fo r Xcellerated T Cells and obtain regulato ry
approvals, we will no t be able  to  commercialize  Xcellerated T Cells and we may no t be able  to  recover any o f the substantial costs we
have invested in the development o f Xcellerated T Cells.
 
We have limited manufacturing experience and may not be able to manufacture Xcellerated T Cells on a large scale or in a cost-
effective manner.
 We currently manufacture Xcellerated T Cells fo r research and development and our clinical activities in one manufacturing  facility in
Seattle , Washing ton. We have no t demonstrated the ability to  manufacture Xcellerated T Cells beyond quantities suffic ient fo r research
and development and limited clinical activities. We have no  experience manufacturing  Xcellerated T Cells at the capacity that will be
necessary to  support large clinical trials o r commercial sales. We plan to  relocate  our manufacturing  activities to  our leased property in
Bo thell, Washing ton, which we have recently renovated fo r the manufacture o f Xcellerated T Cells fo r our planned clinical trials and, if
we receive FDA approval, initial commercialization. However, we may encounter difficulties in obtaining  the approvals fo r validating
and operating  this manufacturing  facility. We may also  be unable  to  hire  the qualified personnel that we will require  to  accommodate the
expansion o f our operations and
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manufacturing  capabilities. If we relocate  our manufacturing  activities to  a new facility during  o r after a pivo tal c linical trial, we will be
required to  demonstrate  to  the FDA similarity o f the Xcellerated T Cells manufactured in the new facility to  the Xcellerated T Cells
manufactured in the prio r facility to  obtain FDA approval. If we canno t adequately demonstrate  similarity to  the FDA, we could be
required to  repeat c linical trials, which would be expensive and substantially delay regulato ry approval.
 
Because our Xcellerate  Techno logy is a patient-specific , cell-based product, the manufacture o f Xcellerated T Cells is more
complicated than the manufacture o f most pharmaceuticals. Our present manufacturing  process may no t meet our initial expectations
as to  reproducibility, yield, purity o r o ther measurements o f perfo rmance. In addition, we are  using  a custom bio reacto r system in our
manufacturing  process and only have limited manufacturing  experience using  this bio reacto r system to  activate  and expand T cells.
Because this new manufacturing  process is unproven, we may never successfully utilize  our custom bio reacto r system to
commercialize  our products. In addition, because some o f our prio r c linical trials were conducted using  a prio r version o f the
manufacturing  system, which did no t use the custom bio reacto r, we may have to  show comparability o f the Xcellerated T Cells
manufactured with the different versions o f the manufacturing  systems we have used. To  show comparability, we may be required to
conduct additional c linical trials. If we make additional modifications in our manufacturing  process in the future , we may also  have to
show comparability o f newer versions o f the manufacturing  process. We are  currently nego tiating  a manufacturing  and supply
agreement with Wave Bio tech LLC, the manufacturer o f our bio reacto r system. If we are  unable  to  successfully nego tiate  this contract
o r are  unable  to  procure a suitable  alternative manufacturer in a timely manner, we could face a setback in the development o f our
manufacturing  process. Fo r these and o ther reasons, we may no t be able  to  manufacture Xcellerated T Cells on a large scale  o r in a
cost-effective manner.
 
We are the only manufacturer o f Xcellerated T Cells. Although we are  considering  third-party manufacturing  options, we expect that we
will conduct most o f our manufacturing  in our own facility fo r the next several years. Furthermore, because we are  the only
manufacturer o f Xcellerated T Cells and we currently use only one manufacturing  facility, any damage to  o r destruction o f our
manufacturing  facility o r our equipment, pro longed power outage, contamination o f our facility o r shutdown by the FDA or o ther
regulato ry autho rity could significantly impair o r curtail our ability to  produce Xcellerated T Cells. In addition, we sto re  our patients’
cells in freezers at our manufacturing  facility. If these cells are  damaged at our facility, including  by the lo ss o r malfunction o f these
freezers o r our back-up power systems, we would need to  co llect replacement patient cells, which would delay our patients’
treatments. If we are  unable  to  co llect replacement cells from our patients, we could incur liability and our business could suffer.
 
The government and other third-party payors may control the pricing and profitability of our products.
 Our ability to  commercialize  Xcellerated T Cells successfully will depend in part on the extent to  which governmental autho rities,
private  health insurers and o ther o rganizations establish appropriate  reimbursement levels fo r the cost o f Xcellerated T Cells and
related treatments. Increasing  emphasis on managed care  in the United States will continue to  put pressure on the pricing  o f healthcare
products. In addition, governmental autho rities may establish pricing  and reimbursement levels fo r some disease indications but no t
o thers, which may reduce the demand fo r Xcellerated T Cells and our pro fitability. Pricing  and pro fitability o f healthcare products are
also  subject to  governmental contro l in some fo reign markets. Cost contro l initiatives could:
 
 ·  result in lower prices fo r Xcellerated T Cells o r any future  products o r their exclusion from reimbursement prog rams;
 
 ·  reduce any future  revenues we may receive from co llaborato rs;
 
 

·  discourage physicians from delivering  Xcellerated T Cells to  patients in connection with clinical trials o r future
treatments; and

 
 ·  limit o ff-label use o f Xcellerated T Cells.
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We rely on third parties to conduct some of the clinical trials for Xcellerated T Cells, and their failure to timely and successfully
perform their obligations to us, or their defective performance, could significantly harm our product development programs and our
business.
 Because we rely on academic institutions, site  management o rganizations and clinical research o rganizations to  conduct, supervise  o r
monito r some o r all aspects o f c linical trials invo lving  our Xcellerate  Techno logy, we have limited contro l over the timing  and o ther
aspects o f these clinical trials. If these third parties do  no t successfully carry out their duties under their ag reements with us, fail to
info rm us if these trials fail to  comply with clinical trial pro toco ls o r fail to  meet expected deadlines, this may adversely affect our
clinical trials and we may no t be able  to  obtain regulato ry approvals.
 
A third party on whom we rely to  conduct c linical trials fo r Xcellerated T Cells could conduct those clinical trials defectively. This could
lead to  patients experiencing  harmful side effects o r could prevent us from proving  that Xcellerated T Cells are  effective, which may
result in:
 
 ·  our failure  to  obtain o r maintain regulato ry approval;
 
 ·  physicians no t using  o r recommending  our products; and
 
 ·  significant product liability.
 
Xcellerated T Cells may never achieve market acceptance even if we obtain regulatory approvals.
 We do  no t expect to  receive regulato ry approvals fo r the commercial sale  o f any products derived from our Xcellerate  Techno logy
fo r several years, if at all. Even if we do  receive regulato ry approvals, the future  commercial success o f Xcellerated T Cells will
depend, among  o ther things, on its acceptance by physicians, patients, healthcare payors and o ther members o f the medical
community as a therapeutic  and cost-effective alternative to  commercially available  products. Because only a few cell-based therapy
products have been commercialized, we do  no t know to  what extent cell-based immuno therapy products will be accepted as
therapeutic  alternatives. If we fail to  gain market acceptance, we may no t be able  to  earn suffic ient revenues to  continue our business.
Market acceptance o f and demand fo r any product that we may develop will depend on many facto rs, including :
 
 ·  our ability to  provide acceptable  evidence o f safety and efficacy;
 
 ·  convenience and ease o f administration;
 
 ·  prevalence and severity o f adverse side effects;
 
 ·  availability o f alternative and competing  treatments;
 
 ·  cost effectiveness;
 
 ·  effectiveness o f our marketing  and distribution strategy and the pricing  o f any product that we may develop;
 
 ·  publicity concerning  our products o r competitive products; and
 
 ·  our ability to  obtain suffic ient third-party coverage o r reimbursement.
 
If Xcellerated T Cells do  no t become widely accepted by physicians and patients, it is unlikely that we will ever become pro fitable .
 
Even if we obtain regulatory approvals for Xcellerated T Cells, those approvals and ongoing regulation of our products may limit how
we manufacture and market our products, which could prevent us from realizing the full benefit of our efforts.
 If we obtain regulato ry approvals, Xcellerated T Cells, our Xcellerate  Techno logy and our manufacturing  facilities will be subject to
continual review, including  periodic  inspections, by the FDA and o ther U.S. and fo reign
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regulato ry autho rities. In addition, regulato ry autho rities may impose significant restric tions on the indicated uses o r marketing  o f
Xcellerated T Cells o r o ther products that we may develop. These and o ther facto rs may significantly restric t our ability to
successfully commercialize  Xcellerated T Cells and our Xcellerate  Techno logy.
 
We and many o f our vendors and suppliers are  required to  comply with current Good Manufacturing  Practices, o r cGMP, which include
requirements relating  to  quality contro l and quality assurance as well as the co rresponding  maintenance o f reco rds and documentation.
Furthermore, our manufacturing  facilities must be approved by regulato ry agencies befo re these facilities can be used to  manufacture
Xcellerated T Cells, and they will also  be subject to  additional regulato ry inspections. Any material changes we may make to  our
manufacturing  process may require  approvals by the FDA and state  o r fo reign regulato ry autho rities. Failure  to  comply with FDA or
o ther applicable  regulato ry requirements may result in criminal prosecution, c ivil penalties, recall o r seizure o f products, partial o r to tal
suspension o f production o r withdrawal o f a product from the market.
 
We must also  report adverse events that occur when our products are  used. The discovery o f previously unknown problems with
Xcellerated T Cells o r our manufacturing  facilities may result in restric tions o r sanctions on our products o r manufacturing  facilities,
including  withdrawal o f our products from the market. Regulato ry agencies may also  require  us to  refo rmulate  our products, conduct
additional c linical trials, make changes in the labeling  o f our product o r obtain re-approvals. This may cause our reputation in the market
place to  suffer o r subject us to  lawsuits, including  class action suits.
 
We rely on third parties to administer Xcellerated T Cells to patients, and our business could be harmed if these third parties administer
Xcellerated T Cells incorrectly.
 We rely on the expertise  o f physicians, nurses and o ther associated medical personnel to  administer Xcellerated T Cells to  patients.
Although our Xcellerate  Techno logy employs mostly standard medical procedures, if these medical personnel are  no t properly trained
to  administer, o r are  neg ligent in the administration o f, Xcellerated T Cells, the therapeutic  effect o f Xcellerated T Cells may be
diminished o r the patient may suffer critical injury.
 
In addition, third-party medical personnel must thaw Xcellerated T Cells received from us. If this thawing  is no t perfo rmed co rrectly,
the patient may suffer critical injury. While  we intend to  provide training  materials and adequate  resources to  these third-party medical
personnel, the thawing  o f Xcellerated T Cells will occur outside our supervision and may no t be administered properly. If, due to  a
third-party erro r, people  believe that Xcellerated T Cells are  ineffective o r harmful, the desire  to  use Xcellerated T Cells may decline,
which will negatively impact our ability to  generate  revenue. We may also  face significant liability even though we may no t be
responsible  fo r the actions o f these third parties.
 
There are risks inherent in our business that may subject us to potential product liability suits and other claims, which may require us to
engage in expensive and time-consuming litigation or pay substantial damages and may harm our reputation and reduce the demand
for our product.
 Our business exposes us to  product liability risks, which are  inherent in the testing , manufacturing , marketing  and sale  o f
biopharmaceutical products. We will face an even g reater risk o f product liability if we commercialize  Xcellerated T Cells. An individual
may bring  a product liability c laim against us if Xcellerated T Cells cause, o r merely appear to  have caused, an injury. In addition, we are
licensing  our Xcellerate  Techno logy in the fie ld o f HIV retroviral gene therapy to  our co llaborative partner, Fresenius Bio tech GmbH,
or Fresenius. We may incur liability and be exposed to  claims fo r products manufactured by Fresenius.
 
Certain aspects o f how Xcellerated T Cells are  processed and administered may increase our exposure to  liability. Our Xcellerate
Techno logy requires us to  activate  a patient’s T cells ex vivo, o r outside o f the body, using  blood co llected from the patient. Third-
party physicians o r o ther medical personnel initially co llect a patient’s blood through a process called leukapheresis, which may pose
risks, such as bleeding  and infection. The blood that we co llect from our patients may contain infectious agents that may infect medical
personnel o r o thers with whom the blood comes in contact. Medical personnel administer Xcellerated T Cells to  patients intravenously
in an outpatient
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procedure. This procedure poses risks to  the patient similar to  those occurring  with infusions o f o ther frozen cell products, such as
stem cells, including  blood clo ts, infection and mild to  severe allerg ic  reactions.
 
It is possible  that we o r third parties may misidentify Xcellerated T Cells and deliver them to  the wrong  patient. If these misidentified
Xcellerated T Cells are  administered to  the wrong  patient, the patient could suffer irreversible  injury o r death.
 
The discovery o f unfo reseen side effects o f Xcellerated T Cells could also  lead to  lawsuits against us. Regardless o f merit o r eventual
outcome, product liability o r o ther c laims may, among  o ther things, result in:
 
 ·  injury to  our reputation and decreased demand fo r Xcellerated T Cells;
 
 ·  withdrawal o f c linical trial vo lunteers;
 
 ·  costs o f re lated litigation; and
 
 ·  substantial monetary awards to  plaintiffs.
 
We currently have clinical trial insurance that covers our c linical trials up to  $5.0 million per occurrence with a $5.0 million aggregate
limit, and we intend to  obtain product liability coverage in the future . However, due to  facto rs outside o f our contro l, including  the risks
discussed above as well as conditions in the relevant insurance markets, we may no t be able  to  renew o r obtain such coverage on
acceptable  terms, if at all. Furthermore, even if we secure coverage, we may no t be able  to  obtain po licy limits adequate  to  satisfy any
liability that may arise . If a successful product liability o r o ther c laim o r series o f c laims is brought against us fo r uninsured liabilities o r
in excess o f insured liabilities, our assets may no t be suffic ient to  cover these claims and our business operations could suffer.
 
If Xcellerated T Cells or components of our Xcellerate Technology alone or in combination with complementary treatments cause
unforeseen harmful side effects, physicians may not use our products and/or we may incur significant product liability, which will
adversely affect our ability to operate our business.
 Xcellerated T Cells o r components o f our Xcellerate  Techno logy may cause unfo reseen harmful side effects. Fo r example, a patient
receiving  Xcellerated T Cells could have a severe allerg ic  reaction o r could develop an auto immune condition. While  we employ
procedures to  substantially remove the antibodies and beads used to  generate  Xcellerated T Cells, it is possible  that residual antibodies
o r beads may be infused into  patients and cause harmful effects.
 
In addition, we have no t conducted studies on the long-term effects associated with the different types o f media that we use to  g row
and freeze cells as part o f our Xcellerate  Techno logy. These media contain substances that have proved harmful if used in certain
quantities. While  we believe that we use suffic iently small quantities o f these substances, harmful effects may still arise  from our use o f
these media. As we continue to  develop our Xcellerate  Techno logy, we may encounter harmful side effects that we did no t previously
observe in our prio r studies and clinical trials.
 
We believe Xcellerated T Cells may be used in combination with complementary treatments, including  cancer vaccines, monoclonal
antibodies, genes, cytokines o r chemotherapy, and one o r more o f these o ther therapies could cause harmful side effects that could
be attributed to  Xcellerated T Cells. Any o r all o f these harmful side effects may occur at various stages o f our product development,
including  the research stage, the development stage, the clinical stage o r the commercial stage o f our products. If people  believe
Xcellerated T Cells o r any component o f our Xcellerate  Techno logy alone o r in combination with complementary treatments causes
harmful side effects, we may incur significant damages from product liability c laims, which will adversely affect our ability to  operate
our business.
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We rely on a limited number of manufacturers and suppliers for some of the key components of our Xcellerate Technology. The loss of
these suppliers, or their failure to provide us with adequate quantities of these key components when needed, could delay our clinical
trials and prevent or delay commercialization of Xcellerated T Cells.
 We rely on third-party suppliers fo r some o f the key components used to  manufacture Xcellerated T Cells. We rely on Lonza Bio log ics
PLC, o r Lonza, to  develop and manufacture the antibodies that we use in our Xcellerate  Techno logy. Either party may terminate  our
ag reements with Lonza fo r breach o r inso lvency o f the o ther party o r if Lonza is unable  to  perfo rm its obligations fo r scientific  o r
technical reasons. Our current ag reements with Lonza provide fo r manufacturing  development and validation, and the creation and
submission o f materials required to  obtain regulato ry approval o f the antibody manufacturing  process. We are  using  the antibodies
supplied by Lonza under the ag reements to  manufacture the Xcellerated T Cells used in our c linical trials. We are  currently nego tiating
an ag reement with Lonza to  manufacture the antibodies fo r commercial use. If we are  unable  to  nego tiate  this contract with Lonza o r
are  unable  to  procure a suitable  alternative manufacturer in a timely manner and on favorable  terms, if at all, we may incur significant
costs and be unable  to  continue developing  our Xcellerate  Techno logy. We are  aware o f few companies with the ability to  manufacture
commercial-g rade antibodies.
 
Our Xcellerate  Techno logy also  depends in part on the successful attachment o f the antibodies to  magnetic  beads. We currently use
magnetic  beads developed and manufactured by Dynal A.S., o r Dynal, in Oslo , Norway. Dynal has the right to  terminate  the ag reement
if we do  no t purchase a minimum quantity o f beads. Either party may terminate  the ag reement as o f August 2009 fo r any reason, o r
earlier fo r the material breach o r inso lvency o f the o ther party. If the ag reement is no t terminated by August 2009, e ither party can elect
to  extend the term o f the ag reement fo r an additional 5 years. Otherwise, it will automatically renew on a year to  year basis. We are
contractually obligated to  obtain our beads from Dynal unless Dynal is unable  to  fill our o rders o r certain o ther c ircumstances arise . If
Dynal terminates our contract o r if Dynal discontinues manufacturing  our beads fo r any reason, we may be unable  to  find a suitable
alternative manufacturer in a timely manner, o r at all, which would delay our clinical trials and delay o r prevent commercialization o f
Xcellerated T Cells.
 
Our manufacturing  process currently uses a commercially available  tissue culture  media that is available  from only one manufacturer,
Cambrex Bio  Science Walkersville , Inc. If Cambrex is unwilling  o r unable  to  supply us with this media, we would need to  use an
alternative tissue culture  media, which may delay our clinical trials and harm our business. We do  no t have ag reements with Cambrex
which obligate  them to  provide us with any products fo r future  clinical trials o r future  commercial sales.
 
In addition, we currently use a custom bio reacto r to  manufacture Xcellerated T Cells that is available  from only one manufacturer,
Wave Bio tech LLC. There are  a limited number o f manufacturers that are  capable  o f manufacturing  custom bio reacto rs. If Wave
Bio tech is unwilling  o r unable  to  manufacture o r supply us with custom bio reacto rs, we may be unable  to  find a suitable  alternative in a
timely manner, o r at all, which would delay our clinical trials and delay o r prevent commercialization o f Xcellerated T Cells. We do  no t
have ag reements with Wave Bio tech which obligate  them to  provide us with custom bio reacto rs.
 
We have qualified and validated commercially available  disposable  bags and tubing  sets in our manufacturing  process from only one
manufacturer, Baxter International, Inc. If Baxter is unwilling  o r unable  to  supply us with the disposables, we would need to  find an
alternative manufacturer and qualify and validate  alternative disposables, which may delay our clinical trials and harm our business. We
do  no t have ag reements with Baxter which obligate  them to  provide us with any products fo r future  clinical trials o r future  commercial
sales.
 
Although these and o ther suppliers have produced our components with acceptable  quality, quantity and cost in the past, they may be
unable o r unwilling  to  timely meet our future  demands. They may also  increase the prices they charge us. Obtaining  similar components
from o ther suppliers and validating  these components may be difficult and expensive. If we have to  switch to  a replacement supplier,
we could face additional regulato ry delays, which could interrupt the manufacture and delivery o f our product fo r an extended period. In
addition,
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because Lonza and Dynal are  located outside the United States, we are  subject to  fo reign import laws and customs regulations, which
complicate , and could delay, shipment o f components to  us and delay the development and production o f Xcellerated T Cells. Any
delay in the development o r production o f Xcellerated T Cells may impact our ability to  generate  revenue and cause our stock price to
decline.
 
If we or any of our third-party manufacturers do not maintain high standards of manufacturing, our ability to develop and
commercialize Xcellerated T Cells could be delayed or curtailed.
 We and any third parties that we may use in the future  to  manufacture our products must continuously adhere to  cGMP regulations
enfo rced by the FDA through its facilities inspection program. If our facilities o r the facilities o f these third parties do  no t pass a pre-
approval plant inspection, the FDA will no t g rant market approval fo r Xcellerated T Cells. In complying  with cGMP, we and any third-
party manufacturers must expend significant time, money and effo rt in production, reco rd-keeping  and quality contro l to  assure that
each component o f our Xcellerate  Techno logy meets applicable  specifications and o ther requirements. We o r any o f these third-party
manufacturers may also  be subject to  comparable  o r more stringent regulations o f fo reign regulato ry autho rities. If we o r any o f our
third-party manufacturers fail to  comply with these requirements, we may be subject to  regulato ry action, which could delay o r curtail
our ability to  develop and commercialize  Xcellerated T Cells. If our component part manufacturers and suppliers fail to  provide
components o f suffic ient quality, our c linical trials o r commercialization o f Xcellerated T Cells could be delayed o r halted and we
could face product liability c laims.
 
Our leased facilities are at risk of damage by earthquakes, and any damage to our facilities will harm our clinical trials and
development programs.
 We currently rely on the availability and condition o f our leased Seattle , Washing ton facility to  conduct research and development and
fo r the manufacture o f Xcellerated T Cells. This facility is located in a seismic zone, and there  is the possibility o f an earthquake which,
depending  on its magnitude, could be disruptive to  our operations. Our leased facility in Bo thell, Washing ton, where we intend to  locate
our initial commercial manufacturing  activities, is also  in a seismic area. We currently have no  insurance against damage caused by
earthquakes.
 
If third-party carriers fail to ship patient samples and our products in a proper and timely manner, the treatment of patients could be
delayed or prevented, our reputation may suffer and we may incur liability.
 We depend on third-party carriers to  deliver patient-specific  blood cells to  us and to  deliver Xcellerated T Cells back to  patients in a
careful and timely manner. Our Xcellerate  Techno logy currently requires that we process each patient’s leukapheresis blood sample
within 48 hours o f co llection. Xcellerated T Cells must currently be shipped in a frozen sto rage shipping  container and received by the
patient within six days from leaving  our manufacturing  facility. If the shipping  containers fail to  maintain the necessary temperature ,
Xcellerated T Cells could be damaged. If third-party carriers fail to  timely deliver the leukapheresis blood sample to  us o r fail to  timely
ship Xcellerated T Cells to  the clinic , o r if they damage o r contaminate  them during  shipment, the treatment o f patients could be
delayed o r discontinued, our reputation may suffer and we may incur liability. In addition, as we expand our clinical trial sites, we may
need to  make modifications to  the shipping  process to  ship internationally, such as requiring  third parties to  freeze the patient’s white
blood cells prio r to  shipment to  us fo r processing , which may reduce our contro l over the production o f Xcellerated T Cells.
Furthermore, shipping  blood products internationally will subject us to  fo reign import laws and customs regulations, which complicate ,
and could delay, shipment o f components to  and from us and delay the development, production and infusion o f Xcellerated T Cells.
 
We use hazardous materials and must comply with environmental, health and safety laws and regulations, which can be expensive and
restrict how we do business.
 Our research and development and manufacturing  processes invo lve the contro lled sto rage, use and disposal o f hazardous materials,
including  bio log ical hazardous materials. We are  subject to  federal, state  and local regulations governing  the use, manufacture,
sto rage, handling  and disposal o f materials and waste  products.
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Although we believe that our safety procedures fo r handling  and disposing  o f these hazardous materials comply with the standards
prescribed by law and regulation, we canno t completely eliminate  the risk o f accidental contamination o r injury from hazardous
materials. In the event o f an accident, we could be held liable  fo r any damages that result, and any liability could exceed the limits o r fall
outside the coverage o f our insurance. We may no t be able  to  obtain insurance on acceptable  terms, if at all. We could incur significant
costs to  comply with current o r future  environmental laws and regulations.
 
Our current commercial property insurance provides coverage up to  $25,000 fo r po llution clean-up o r removal and up to  $25,000 fo r
bio log ical agency clean-up o r removal. Additionally our business income coverage provides fo r up to  $250,000 fo r extra expenses fo r
po llution clean-up o r removal to  enable  us to  re-establish operations after a hazardous event.
 
In some circumstances we plan to rely on collaborators to commercialize Xcellerated T Cells. If our current collaborators do not
perform as expected or if future collaborators do not commit adequate resources to their collaboration with us, our product
development and potential for profitability may suffer.
 We have entered into  alliances with third-party co llaborato rs to  develop and market Xcellerated T Cells fo r diseases and markets that
we are  no t pursuing  on our own. In addition, our strategy includes substantial re liance on additional strateg ic  co llaborations fo r research,
development, manufacturing , marketing  and o ther commercialization activities relating  to  Xcellerated T Cells. If our co llaborato rs do
no t prio ritize  and commit substantial resources to  these co llaborations, o r if we are  unable  to  secure successful future  co llaborations,
we may be unable  to  commercialize  Xcellerated T Cells fo r important diseases and in important markets, which would limit our ability
to  generate  revenue and become pro fitable . Furthermore, disputes may arise  between us and our existing  o r future  co llaborato rs, which
could result in delays in the development and commercialization o f Xcellerated T Cells.
 
For example, we have licensed our Xcellerate  Techno logy and some related improvements, on an exclusive basis in the fie ld o f HIV
retroviral gene therapy to  Fresenius, fo r research, development and commercialization in Europe, with a right o f first nego tiation under
some circumstances to  expand their territo ry to  include North America. Our ag reement with Fresenius requires us to  license our
Xcellerate  Techno logy, including  methods fo r manufacturing  Xcellerated T Cells, to  Fresenius. This ag reement also  requires us to
supply all proprietary magnetic  beads, o r Xcyte Dynabeads, used to  manufacture Xcellerated T Cells o rdered by Fresenius to  support
its development and commercialization effo rts. If we do  no t supply the Xcyte Dynabeads, Fresenius has the right to  manufacture such
Xcyte Dynabeads on its own o r through a third party, until such time that we are  able  to  supply the quantity o f Xcyte Dynabeads o rdered
by Fresenius. The ag reement terminates upon the last to  expire  o f the licensed patents and is subject to  earlier termination by Fresenius
at any time if Fresenius determines it canno t develop a commercially viable  product o r complete  a required manufacturing  audit. The
agreement may be terminated by Xcyte if Fresenius does no t meet certain development and commercialization milestones and by
either party fo r the material breach o r inso lvency o f the o ther party. At Fresenius’ expense, we are  required to  expend significant
resources to  transfer techno logy to  Fresenius and assist them in developing  and manufacturing  products using  our Xcellerate
Techno logy. Even so , Fresenius may no t have suffic ient resources to  fund, o r may decide no t to  proceed with, development o f our
Xcellerate  Techno logy. In this event, we may terminate  the Fresenius ag reement, but we may no t have suffic ient capital resources to
develop the use o f Xcellerate  Techno logy in the fie ld o f HIV retroviral gene therapy in Europe o r North America on our own.
 
We may be unable to establish sales, marketing and distribution capabilities necessary to successfully commercialize our products.
 We currently have only limited marketing  capabilities and no  direct o r third-party sales o r distribution capabilities. We currently plan to
develop an internal sales fo rce to  serve certain North American markets and pursue strateg ic  partnerships to  obtain development and
marketing  support fo r territo ries outside North America. However, we may be unable  to  establish marketing , sales and distribution
capabilities necessary to  commercialize  and gain market acceptance fo r our po tential products. In addition, developing  a sales fo rce,
o r
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entering  into  co -promotion ag reements with third parties, is expensive and time-consuming  and could delay any product launch. Co-
promotion o r o ther marketing  arrangements with third parties to  commercialize  po tential products may also  no t be successful and
could significantly limit the revenues we derive from Xcellerated T Cells.
 
We face competition in our industry, and many of our competitors have substantially greater experience and resources than we have.
 Even if our Xcellerate  Techno logy proves successful, we might no t be able  to  remain competitive because o f the rapid pace o f
techno log ical development in the bio techno logy fie ld. We are  currently aware o f several companies developing  ex vivo cell-based
immuno therapy products as a method o f treating  cancer and infectious diseases. These competito rs include Antigenics, Inc.,
CancerVax Corporation, Cell Genesys, Inc., CellExSys, Inc. (recently so ld to  Chromos Molecular Systems, Inc.), Dendreon
Corporation, Favrille , Inc., Genitope Corporation, IDM, S.A. and Kirin Pharmaceutical. Some o f our competito rs have g reater financial
and o ther resources, larger research and development staffs and more experienced capabilities in researching , developing  and testing
products than we do . Many o f these companies also  have more experience in conducting  clinical trials, obtaining  FDA and o ther
regulato ry approvals and manufacturing , marketing  and distributing  therapeutic  products. Smaller companies may successfully
compete with us by establishing  co llaborative relationships with larger pharmaceutical companies o r academic institutions. In addition,
large pharmaceutical companies o r o ther companies with g reater resources o r experience than us may choose to  fo rgo  ex vivo cell-
based immuno therapy opportunities that would have o therwise been complementary to  our product development and co llaboration
plans. Our competito rs may succeed in developing , obtaining  patent pro tection fo r o r commercializ ing  their products more rapidly
than us. A competing  company developing , o r acquiring  rights to , a more effective therapeutic  product fo r the same diseases targeted
by us, o r one that o ffers significantly lower costs o f treatment, could render our products noncompetitive o r obso lete .
 
We plan significant growth, which we may not be able to effectively manage.
 We will need to  add a significant number o f new personnel and expand our capabilities in o rder to  successfully pursue our research,
development and commercialization effo rts and secure co llaborations to  market and distribute  our products. This g rowth may strain
our existing  managerial, operational, financial and o ther resources. We also  intend to  add personnel in our research and development
and manufacturing  departments as we expand our clinical trial and research capabilities. Our failure  to  manage our g rowth effectively
could delay o r curtail our product development and commercialization effo rts and harm our business.
 
If we lose key management or scientific personnel, our business could suffer.
 Our success depends, to  a significant extent, on the effo rts and abilities o f Ronald J. Berenson, M.D., our President and Chief Executive
Officer, Robert L. Kirkman, M.D., our Chief Business Officer and Vice President, Stewart Craig , Ph.D., our Chief Operating  Officer and
Vice President, Mark Frohlich, M.D., our Medical Directo r and Vice President, and o ther members o f our senio r management and our
scientific  personnel. We do  no t have employment ag reements with Dr. Berenson, Dr. Craig  o r several o ther members o f our senio r
management. Additionally, any employment ag reement that we may enter into  will no t ensure the retention o f the employee. Since the
poo l o f employees with relevant experience in immuno logy and bio techno logy is small, replacing  any o f our senio r management o r
scientific  personnel would likely be costly and time-consuming . Although we maintain key person life  insurance on Dr. Berenson, we do
no t maintain key person life  insurance on any o f our o ther o fficers, employees o r consultants. The lo ss o f the services o f one o r more
o f our key employees could delay o r curtail our research and development and product development effo rts.
 
We may undertake acquisitions in the future, and any difficulties from integrating these acquisitions could damage our ability to attain
or maintain profitability.
 We may acquire  additional businesses, products o r product candidates that complement o r augment our existing  business. However,
we currently have no  commitments o r ag reements, and are  no t invo lved in any nego tiations,
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to  acquire  any businesses, products o r techno log ies. Integ rating  any newly acquired business o r product could be expensive and time-
consuming . We may no t be able  to  integ rate  any acquired business o r product successfully o r operate  any acquired business pro fitably.
Moreover, we may need to  raise  additional funds through public  o r private  debt o r equity financing  to  make acquisitions, which may
result in dilution to  stockho lders and the incurrence o f indebtedness that may include restric tive covenants.
 
Changes in the value of the British pound and Euro relative to the U.S. dollar may adversely affect us.
 We do  no t engage in fo reign currency hedg ing ; however, we have entered into  certain contracts denominated in fo reign currencies and
therefo re we are  exposed to  currency exchange risks.
 
Under our ag reements with Lonza to  purchase antibodies, we must make payments denominated in British pounds. As a result, from
time to  time, we are  exposed to  currency exchange risks related to  the British pound. According ly, if the British pound streng thens
against the U.S. do llar, our payments to  Lonza will increase in U.S. do llar terms. We have paid a to tal o f $4 .9 million to  Lonza under our
ag reements with them as o f December 31, 2003, consisting  o f approximately $252,000, $1.7 million, $1.6 million and $1.3 million
during  the years ended December 31, 2000, 2001, 2002 and 2003, respectively. Assuming  development and supply services are
completed as scheduled under our ag reements with Lonza, our remaining  payments will be approximately $1.6 million through the end
of 2005.
 
The terms o f our license ag reement with Fresenius include po tential royalties on net sales as well as po tential milestone payments to  us
denominated in the Euro . As a result, we are  exposed to  currency exchange risks related to  the Euro . If the Euro  weakens against the
U.S. do llar, payments received from Fresenius will decrease in U.S. do llar terms.
 
If we do not achieve our projected development goals in the time frames we announce and expect, the commercialization of our
products may be delayed and, as a result, our stock price may decline.
 From time to  time, we estimate the timing  o f the accomplishment o f various scientific , c linical, regulato ry and o ther product
development goals, which we sometimes refer to  as milestones. These milestones may include the commencement o r completion o f
scientific  studies and clinical trials and the submission o f regulato ry filings. From time to  time, we may publicly announce the expected
timing  o f some o f these milestones. All o f these milestones will be based on a variety o f assumptions. The actual timing  o f these
milestones can vary dramatically compared to  our estimates, in some cases fo r reasons beyond our contro l. If we do  no t meet these
milestones as publicly announced, the commercialization o f our products may be delayed and, as a result, our stock price may decline.
 
If the use of our technologies conflicts with the rights of others, we could be subject to expensive litigation or be required to obtain
licenses from others to develop or market Xcellerated T Cells.
 Our competito rs o r o thers may have o r acquire  patent rights that they could enfo rce against us. If they do  so , we may be required to
alter our Xcellerate  Techno logy, pay licensing  fees o r cease activities. If our Xcellerate  Techno logy conflic ts with patent rights o f
o thers, third parties could bring  legal action against us o r our licensees, suppliers, customers o r po tential co llaborato rs, c laiming
damages and seeking  to  enjo in manufacturing  and marketing  o f the affected products. If these legal actions are  successful, in addition
to  any po tential liability fo r damages, we might have to  obtain a license in o rder to  continue to  manufacture o r market the affected
products. A required license under the related patent may no t be available  on acceptable  terms, if at all.
 
We may be unaware that the use o f our techno logy conflic ts with pending  o r issued patents. Because patent applications can take many
years to  issue, there  may be currently pending  applications, unknown to  us, that may later result in issued patents upon which our
Xcellerate  Techno logy o r Xcellerated T Cells may infringe. There could also  be existing  patents o f which we are  unaware upon which
our Xcellerate  Techno logy o r Xcellerated T Cells may infringe. In addition, if third parties file  patent applications o r obtain patents
claiming  techno logy also  claimed by us in pending  applications, we may have to  partic ipate  in interference proceedings in the U.S.
Patent and Trademark Office to  determine prio rity o f invention. If third parties file  oppositions in fo reign
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countries, we may also  have to  partic ipate  in opposition proceedings in fo reign tribunals to  defend the patentability o f the filed fo reign
patent applications. We may have to  partic ipate  in interference proceedings invo lving  our issued patents o r our pending  applications.
 
If a third party claims that we infringe upon its proprietary rights, any o f the fo llowing  may occur:
 
 ·  we may become invo lved in time-consuming  and expensive litigation, even if the claim is without merit;
 
 

·  we may become liable  fo r substantial damages fo r past infringement if a court decides that our techno logy infringes
upon a competito r’s patent;

 

 
·  a court may prohibit us from selling  o r licensing  our product without a license from the patent ho lder, which may no t be

available  on commercially acceptable  terms, if at all, o r which may require  us to  pay substantial royalties o r g rant cross
licenses to  our patents; and

 
 

·  we may have to  redesign our techno logy o r c linical candidate  so  that it does no t infringe upon o thers’ patent rights,
which may no t be possible  o r could require  substantial funds o r time.

 
If any o f these events occurs, our business will suffer and the market price o f our common stock will likely decline.
 
Our rights to use antibodies and technologies licensed to us by third parties are not within our control, and we may not be able to
implement our Xcellerate Technology without these antibodies and technologies.
 We have licensed patents and o ther rights which are  necessary to  our Xcellerate  Techno logy and Xcellerated T Cells. Our business will
significantly suffer if these licenses terminate , if the licenso rs fail to  abide by the terms o f the license o r fail to  prevent infringement by
third parties o r if the licensed patents o r o ther rights are  found to  be invalid.
 
Our Xcellerate  Techno logy uses two  monoclonal antibodies that we license from third parties. We rely on our non-exclusive license
from the Fred Hutchinson Cancer Research Center in Seattle , Washing ton to  use the monoclonal antibody that binds to  the CD3
molecule  and our exclusive license from Diaclone S.A., o r Diaclone, in Besancon, France to  use the monoclonal antibody that binds to
the CD28 molecule . These antibodies are  necessary components o f our Xcellerate  Techno logy. Our rights to  use these antibodies
depend on the licenso rs abiding  by the terms o f those licenses and no t terminating  them. Our license ag reement with the Fred
Hutchinson Research Center is effective fo r 15 years fo llowing  the first commercial sale  o f a product based on the license and may be
terminated earlier by either party fo r material breach. Our license ag reement with Diaclone is effective fo r 15 years from the date  o f the
first FDA approval, o r its fo reign equivalent, o f a therapeutic  product containing  a bead coated with the licensed antibody and may be
terminated earlier by either party fo r material breach. With regard to  our ag reement with Diaclone, at the end o f the relevant 15-year
period, we will have a perpetual, irrevocable , fully-paid royalty-free, exclusive license. Except fo r certain circumstances which would
permit us to  obtain the monoclonal antibody from third parties o r manufacture it ourselves, our ag reement with Diaclone obligates us to
purchase the monoclonal antibody from them until we beg in preparing  fo r Phase III c linical trials o f a product covered by this license.
 
In addition, we have in-licensed several T cell activation patents and patent applications from the Genetics Institute , a subsidiary o f
Wyeth, Inc. The techno logy underlying  these patents is a critical part o f our Xcellerate  Techno logy. Under our ag reement, we have the
right to  enfo rce the licensed patents. The license from Genetics Institute  terminates upon the end o f the enfo rceable  term o f the last
licensed patent o r the license ag reements under which Genetics Institute  has sublicensed rights to  Xcyte, and may also  be terminated
earlier by either party fo r material breach. Of the five in-licensed U.S. patents presently issued related to  this techno logy, two  patents
expire  in 2016, two  o thers expire  in 2019, and the remaining  patent expires in 2020.
 
If we vio late  the terms o f our licenses, o r o therwise lo se our rights to  these antibodies, patents o r patent applications, we may be
unable to  continue development o f our Xcellerate  Techno logy. Our licenso rs o r o thers may dispute  the scope o f our rights under any
of these licenses. Additionally, the licenso rs under these licenses might breach the terms o f their respective ag reements o r fail to
assist in the prevention o f infringement o f the
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licensed patents by third parties. Loss o f any o f these licenses fo r any reason could materially harm our financial condition and
operating  results.
 
Risks Relating  To  This Offering
 If our principal stockholders, executive officers and directors choose to act together, they may be able to control our management and
operations, acting in their best interests and not necessarily those of other stockholders.
 Our executive o fficers, directo rs and principal stockho lders, and entities affiliated with them, will beneficially own in the aggregate
approximately 44 .0% of our common stock fo llowing  this o ffering , and approximately 30.2% of our common and convertible
preferred stock taken together on an as-converted to  common stock basis. This significant concentration o f share ownership may
adversely affect the trading  price o f our common stock because investo rs o ften perceive disadvantages in owning  stock in companies
with contro lling  stockho lders. These stockho lders, acting  together, will have the ability to  exert substantial influence over all matters
requiring  approval by our stockho lders, including  the election and removal o f directo rs and any proposed merger, conso lidation o r sale
o f all o r substantially all o f our assets. In addition, they could dictate  the management o f our business and affairs. This concentration o f
ownership could have the effect o f delaying , deferring  o r preventing  a change in contro l o f us o r impeding  a merger, conso lidation,
takeover o r o ther business combination that could be favorable  to  you. Since the convertible  preferred stock has very limited vo ting
rights prio r to  conversion, you will have little  o r no  ability to  contro l matters requiring  approval o f our stockho lders.
 
The future sale of our common stock could negatively affect our stock price.
 After this o ffering , based on shares outstanding  as o f September 27, 2004 , we will have approximately 14 ,826,970 shares o f common
stock outstanding  and 2,600,000 shares o f convertible  preferred stock outstanding  that are  convertible  into  11,063,830 shares o f our
common stock. The 2,600,000 shares o f convertible  preferred stock so ld in this o ffering , o r 2,990,000 shares if the underwriters
exercise  their over-allo tment option in full, will be freely tradable  without restric tion under the federal securities laws unless purchased
by our affiliates. The remaining  shares o f common and convertible  preferred stock outstanding  after this o ffering  will be available  fo r
public  sale  subject in some cases to  vo lume, lock-up and o ther limitations.
 
If our common o r convertible  preferred stockho lders sell substantial amounts o f our stock in the public  market, o r the market
perceives that such sales may occur, the market price o f our common and convertible  preferred stock could fall. After this o ffering ,
acco rding  to  the terms o f our investo rs rights ag reement, the ho lders o f approximately 8,992,108 shares o f our common stock and
warrants will have rights, subject to  some conditions, to  require  us to  file  reg istration statements covering  their shares o r to  include
their shares in reg istration statements that we may file  fo r ourselves o r o ther stockho lders. Furthermore, if we were to  include in a
company-initiated reg istration statement shares held by those ho lders pursuant to  the exercise  o f their reg istrations rights, the sale  o f
those shares could impair our ability to  raise  needed capital by depressing  the price at which we could sell our common stock.
 
In addition, we will need to  raise  substantial additional capital in the future  to  fund our operations. If we raise  additional funds by issuing
equity securities, our stock price may decline and our existing  stockho lders may experience significant dilution.
 
Upon the expiration of a 90-day lock-up agreement, a substantial number of shares of our common stock will become available for sale
in the public market which may cause the market price of our preferred and common stock to decline.
 On January 27, 2005, which is 90 days after the date  o f this o ffering , lock-up ag reements covering  approximately 5.5 million shares o f
our common stock held by existing  stockho lders will expire  and those shares will become available  fo r sale . If these stockho lders sell
substantial amounts o f our common stock in the public  market at concentrated times, the market price o f our common and, in turn our
convertible  preferred stock, could fall. These sales also  might make it more difficult fo r us to  sell equity o r equity-related securities in
the future  at a time and price acceptable  to  us.
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An active, liquid trading market for the convertible preferred stock and debentures may never develop.
 Prio r to  this o ffering , there  was no  public  market fo r the convertible  preferred stock. An active trading  market fo r the convertible
preferred stock may no t develop fo llowing  this o ffering . You may no t be able  to  sell your shares quickly o r at the market price if
trading  in our stock is no t active. The public  o ffering  price may no t be indicative o f prices that will prevail in the trading  market. See
“Underwriting” fo r more info rmation regarding  the facto rs considered in determining  the public  o ffering  price. In addition, if we
exchange the convertible  preferred stock fo r debentures, we are  required to  list the debentures on an exchange but there  can be no
assurances that a market in the debentures will develop. Our ability to  list and continue to  list the convertible  preferred stock on the
Nasdaq National Market will depend on our ability to  meet the Nasdaq National Market listing  requirements fo r bo th the convertible
preferred stock and our common stock.
 
Our common and convertible preferred stock may experience extreme price and volume fluctuations, which could lead to costly
litigation for us and make an investment in us less appealing.
 The market price o f our common and convertible  preferred stock may fluctuate  substantially due to  a variety o f facto rs, including :
 
 ·  results o f our c linical trials;
 
 ·  announcements o f techno log ical innovations o r new products o r services by us o r our competito rs;
 
 ·  media reports and publications about immuno therapy;
 
 ·  announcements concerning  our competito rs o r the bio techno logy industry in general;
 
 ·  new regulato ry pronouncements and changes in regulato ry guidelines;
 
 ·  general and industry-specific  economic conditions;
 
 ·  additions to  o r departures o f our key personnel;
 
 ·  changes in financial estimates o r recommendations by securities analysts;
 
 ·  variations in our quarterly results;
 
 ·  announcements about our co llaborato rs o r licenso rs; and
 
 ·  changes in accounting  principles.
 
The market prices o f the securities o f bio techno logy companies, particularly companies like ours without consistent product revenues
and earnings, have been highly vo latile  and are  likely to  remain highly vo latile  in the future . This vo latility has o ften been unrelated to  the
operating  perfo rmance o f particular companies. In the past, companies that experience vo latility in the market price o f their securities
have o ften faced securities c lass action litigation. Moreover, market prices fo r stocks o f bio techno logy-related and techno logy
companies frequently reach levels that bear no  relationship to  the operating  perfo rmance o f these companies. These market prices
generally are  no t sustainable  and are  highly vo latile . Whether o r no t merito rious, litigation brought against us could result in substantial
costs, divert our management’s attention and resources and harm our financial condition and results o f operations.
 
Our amended and restated certificate of incorporation and bylaws may delay or prevent a change in our management.
 Our amended and restated certificate  o f inco rporation and bylaws contain provisions that could delay o r prevent a change in our board
of directo rs and management teams. Some o f these provisions:
 

 
·  autho rize the issuance o f preferred stock that can be created and issued by the board o f directo rs without prio r

stockho lder approval, commonly referred to  as “blank check” preferred stock, with rights senio r to  those o f our
common stock; and

 
 ·  provide fo r a c lassified board o f directo rs.
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These provisions could make it more difficult fo r our stockho lders to  replace members o f our board o f directo rs. Because our board
of directo rs is responsible  fo r appo inting  the members o f our management team, these provisions could in turn affect any attempt to
replace our current management team.
 
We may have limited ability to pay cash dividends on the convertible preferred stock.
 Delaware law may limit our ability to  pay cash dividends on the convertible  preferred stock. Under Delaware law, cash dividends on our
capital stock may only be paid from “surplus” o r, if there  is no  “surplus,” from the co rporations net pro fits fo r the current o r preceding
fiscal year. Delaware law defines “surplus” as the amount by which the to tal assets o f a co rporation, after subtracting  its to tal liabilities,
exceed the co rporation’s capital, as determined by its board o f directo rs. Since we are  no t pro fitable , our ability to  pay cash dividends
will require  the availability o f adequate  surplus. Even if adequate  surplus is available  to  pay cash dividends on the convertible  preferred
stock, we may no t have suffic ient cash to  pay dividends on the convertible  preferred stock. We currently intend to  pay cash dividends
on the convertible  preferred stock.
 
We may allocate the net proceeds from this offering in ways with which you may not agree.
 We expect to  use the net proceeds o f this o ffering  fo r working  capital and general co rporate  purposes, including  clinical trial,
manufacturing  and preclinical research and development activities, as well as capital expenditures and complementary techno logy
acquisitions. See “Use o f Proceeds.” Our management, however, has broad discretion in the use o f the net proceeds from this o ffering
and could spend the net proceeds in ways that do  no t necessarily improve our operating  results o r the value o f our common stock.
 
If we exchange the convertible preferred stock for debentures, the exchange will be taxable but we will not provide any cash to you to
pay any tax liability you may incur.
 An exchange o f convertible  preferred stock fo r debentures, as well as any dividend make-who le o r interest make-who le payments paid
in our common stock, will be taxable  events fo r U.S. federal income tax purposes, which may result in tax liability fo r the ho lder o f
convertible  preferred stock without any co rresponding  receipt o f cash by the ho lder. In addition, the debentures may be treated as
having  o rig inal issue discount, a po rtion o f which would generally be required to  be included in the ho lder’s g ross income even though
the cash to  which such income is attributable  would no t be received until maturity o r redemption o f the debenture. We will no t distribute
any cash to  you to  pay these po tential tax liabilities.
 
If we automatically convert the convertible preferred stock, you should be aware that there is a substantial risk of fluctuation in the
price of our common stock from the date we elect to automatically convert to the conversion date.
 We may elect to  automatically convert the convertible  preferred stock on o r prio r to  maturity if our common stock price has
exceeded 150% of the conversion price fo r at least 20 trading  days during  a 30-day trading  period ending  within five trading  days prio r
to  the no tice o f automatic  conversion. You should be aware that there  is a risk o f fluctuation in the price o f our common stock between
the time when we may first e lect to  automatically convert the preferred and the automatic  conversion date .
 
You will suffer immediate and substantial dilution.
 The o ffering  price o f the convertible  preferred stock is substantially higher than the book value per share o f our outstanding  common
stock. According ly, investo rs purchasing  shares o f convertible  preferred stock in this o ffering  will pay a price per share o f the
common stock into  which such preferred stock is convertible  that substantially exceeds the value o f our assets after subtracting
liabilities.
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SPECIAL NOTE REGARDING FORWARD- LOOKING STATEMENTS
 
This prospectus, including  the sections titled “Prospectus Summary,” “Risk Facto rs,” “Management’s Discussion and Analysis o f
Financial Condition and Results o f Operations” and “Business,” contains fo rward-looking  statements. Fo rward-looking  statements
convey our current expectations o r fo recasts o f future  events. All statements contained in this prospectus o ther than statements o f
histo rical fact are  fo rward-looking  statements. Fo rward-looking  statements include statements regarding  our future  financial position,
business strategy, budgets, pro jected costs, plans and objectives o f management fo r future  operations. The words “may,” “continue,”
“estimate,” “intend,” “plan,” “will,” “believe,” “pro ject,” “expect,” “antic ipate” and similar expressions may identify fo rward-looking
statements, but the absence o f these words does no t necessarily mean that a statement is no t fo rward-looking .
 
Any o r all o f our fo rward-looking  statements in this prospectus may turn out to  be inaccurate . We have based these fo rward-looking
statements largely on our current expectations and pro jections about future  events and financial trends that we believe may affect our
financial condition, results o f operations, business strategy and financial needs. They may be affected by inaccurate  assumptions we
might make o r by known o r unknown risks and uncertainties, including  the risks, uncertainties and assumptions described in “Risk
Facto rs.” In light o f these risks, uncertainties and assumptions, the fo rward-looking  events and circumstances discussed in this
prospectus may no t occur as contemplated, and actual results could differ materially from those antic ipated o r implied by the fo rward-
looking  statements.
 
You should no t unduly rely on these fo rward-looking  statements, which speak only as o f the date  o f this prospectus. Unless required by
law, we undertake no  obligation to  publicly update  o r revise  any fo rward-looking  statements to  reflect new info rmation o r future  events
o r o therwise. You should, however, review the facto rs and risks we describe in the reports we will file  from time to  time with the SEC
after the date  o f this prospectus. See “Where You Can Find More Info rmation.”
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USE OF PROCEEDS
 
We estimate that the net proceeds to  us from the sale  o f the 2,600,000 shares o f convertible  preferred stock we are  o ffering  will be
approximately $23.9 million, at the public  o ffering  price o f $10 per share, after deducting  underwriting  discounts and commissions and
our estimated o ffering  expenses.
 
We expect to  use the net proceeds o f this o ffering  fo r working  capital and general co rporate  purposes, including :
 

 
·  clinical trial activities, including  our ongo ing  Phase I/II and Phase II c linical trials in chronic  lymphocytic  leukemia, o r

CLL, multiple  myeloma, and non-Hodgkin’s lymphoma, and our plans to  initiate  a new Phase II/III c linical trial in CLL in
patients treated with Campath, as well as a new Phase II c linical trial in patients with HIV;

 
 ·  manufacturing  activities, including  manufacture o f Xcellerated T Cells fo r our ongo ing  and planned clinical trials;
 
 ·  preclinical research and development activities;
 
 ·  capital expenditures, including  expansion and build-out o f our new manufacturing  facilities; and
 
 ·  complementary techno logy acquisitions.
 
Although we have identified some types o f uses above, we have and reserve broad discretion to  use the proceeds from this o ffering
differently. When and if the opportunity arises, we may use a po rtion o f the proceeds to  acquire  o r invest in complementary
businesses, products o r techno log ies. We currently have no  commitments o r ag reements, and are  no t invo lved in any nego tiations, to
acquire  any businesses, products o r techno log ies. Pending  any ultimate use o f any po rtion o f the proceeds from this o ffering , we
intend to  invest the proceeds in sho rt-term, investment-g rade and interest-bearing  instruments.
 
Based on the current status o f our product development and co llaboration plans, we believe that the net proceeds o f this o ffering ,
together with our cash, cash equivalents and investments, will be adequate  to  satisfy our capital needs through at least the end o f the
second quarter o f 2006. See “Management’s Discussion and Analysis o f Financial Condition and Results o f Operations—Liquidity and
Capital Resources.”
 

DIVIDEND POLICY
 
We currently intend to  pay cash dividends on the convertible  preferred stock. Dividends on the convertible  preferred stock are
cumulative, meaning  that if they are  no t paid they continue to  accrue and must be paid prio r to  the payment o f any dividends on our
common stock. Fo r a discussion o f dividends payable  on the convertible  preferred stock, please see “Description o f Convertible
Preferred Stock—Dividends.”
 
We have never declared o r paid any cash dividends on our common stock and do  no t currently antic ipate  declaring  o r paying  cash
dividends on our common stock in the fo reseeable  future . Except fo r dividends payable  on the convertible  preferred stock, we
currently intend to  retain all o f our future  earnings, if any, to  finance operations. Any future  determination relating  to  our dividend po licy
will be made at the discretion o f our board o f directo rs and will depend on a number o f facto rs, including  future  earnings, capital
requirements, financial conditions, future  prospects, contractual restric tions and o ther facto rs that our board o f directo rs may deem
relevant.
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RATIO OF EARNINGS TO FIXED CHARGES AND PREFERRED STOCK DIVIDENDS
 
Our ratio  o f earnings to  fixed charges and preferred stock dividends fo r each o f the periods indicated as fo llows:
 

   

Fisc al Ye ar Ende d De c e mbe r 31,

  

S ix Months  Ende d
June  30,

   

1999

  

2000

  

2001

  

2002

  

2003

  

2003

  

2004

Ratio  o f earnings to  fixed charges and preferred stock dividends ( 1 )   —   —   —   —   —   —   —
 

 
( 1 ) For the  fisc al ye ars  e nde d De c e m be r 31, 1999, 2000, 2001, 2002 and 2003, and for the  s ix m onths  e nde d June  30, 2003 and 2004, e arnings  we re

insuffic ie nt to  c ove r fixe d c harge s  by $6.9  m illion, $12.9  m illion, $19.5  m illion, $19.5  m illion, $18.5  m illion, $9.2  m illion and $24.4  m illion, re spe c tive ly.
For th is  re ason, no ratios  are  provide d.

 
PRICE RANGE OF COMMON STOCK

 
Our common stock began trading  March 16, 2004  and is traded on the Nasdaq National Market under the symbol “XCYT.” The
convertible  preferred stock has been approved fo r quo tation on the Nasdaq National Market under the symbol “XCYTP.” The
fo llowing  table  sets fo rth, fo r the calendar periods indicated, the high and low sale  prices per share o f our common stock as reported
on the Nasdaq National Market:
 

   

High

  

Low

2004         
First Quarter (Beg inning  March 16, 2004)   $8.50  $6.51
Second Quarter   $7.45  $4 .00
Third Quarter   $5.04   $2.99
Fourth Quarter (Through October 28, 2004)   $3.70  $2.00
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CAPITALIZATION
 
The fo llowing  table  sets fo rth our cash, cash equivalents and sho rt term investments and capitalization as o f June 30, 2004 :
 
 ·  on an actual basis;
 

 
·  on an as adjusted basis to  further reflect sale  o f 2,600,000 shares o f our convertible  preferred stock we are  o ffering  at

the public  o ffering  price o f $10 per share, after deducting  underwriting  discounts and commissions and estimated
offering  expenses to  be paid by us.

 

   

As of June  30, 2004

 

   

Ac tual

  

As adjuste d

 

   

(unaudite d, in thousands ,
e xc e pt share  and pe r share

data)  
Cash, cash equivalents and sho rt-term investments   $ 33,730  $ 57,600 
    
Long-term obligations, less current po rtion   $ 2,594   $ 2,594  
Stockho lders’ equity:          

Preferred stock, $0.001 par value per share; 5,000,000 shares autho rized; no  shares issued,
actual; 2,990,000 shares designated 6% convertible  exchangeable  preferred stock, as
adjusted; 2,600,000 shares issued and outstanding , as adjusted    —     3 

Common stock, par value $0.001 per share; 70,000,000
shares autho rized, actual; 100,000,000 shares autho rized,
as adjusted; 14 ,826,573 shares issued and outstanding ,
actual and as adjusted    15   15 

Additional paid-in capital    146,511   170,378 
Deferred stock compensation    (2,404)  (2,404)
Accumulated o ther comprehensive lo ss    (60)  (60)
Deficit accumulated during  the development stage    (110,965)  (110,965)

    
Total stockho lders’ equity    33,097   56,967 

    
Total capitalization   $ 35,691  $ 59,561 
    
 
The table  above should be read in conjunction with our financial statements and related no tes included in this prospectus. This table  is
based on 14 ,826,573 shares o f our common stock outstanding  as o f June 30, 2004  and excludes the fo llowing :
 
 ·  11,063,830 shares o f our common stock issuable  upon conversion o f the convertible  preferred stock;
 
 

·  46,607 shares o f our common stock issuable  upon the exercise  o f warrants outstanding  as o f June 30, 2004  at a
weighted average exercise  price o f $7.94  per share;

 
 

·  933,045 shares o f our common stock issuable  upon the exercise  o f stock options outstanding  as o f June 30, 2004
under our 1996 Stock Option Plan at a weighted average exercise  price o f $5.10 per share;

 
 

·  21,143 shares o f our common stock reserved fo r future  issuance under our 1996 Stock Option Plan as o f June 30, 2004 ;
and

 

 
·  636,363 shares o f our common stock reserved fo r future  issuance under our 2003 Stock Plan, 109,090 shares o f our

common stock reserved fo r future  issuance under our 2003 Employee Stock Purchase Plan and 90,909 shares o f our
common stock reserved fo r future  issuance under our 2003 Directo rs’ Stock Option Plan, as o f June 30, 2004 .
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SELECTED FINANCIAL DATA
 
This section presents our histo rical financial data. The fo llowing  should be read with, and is qualified in its entirety by reference to , the
financial statements included in this prospectus, including  the no tes to  the financial statements, and the info rmation under
“Management’s Discussion and Analysis o f Financial Condition and Results o f Operations.” The statement o f operations data fo r the
years ended December 31, 2001, 2002 and 2003 and the balance sheet data as o f December 31, 2002 and 2003 have been derived
from our audited financial statements included elsewhere in this prospectus. The statement o f operations data fo r the years ended
December 31, 1999 and 2000 and the balance sheet data as o f December 31, 1999, 2000 and 2001 have been derived from our audited
financial statements that are  no t included in this prospectus. The statement o f operations data fo r the six-month periods ended June 30,
2003 and 2004  and the balance sheet data as o f June 30, 2004  have been derived from our unaudited condensed financial statements
included elsewhere in this prospectus. The unaudited condensed financial statements have been prepared on a basis consistent with that
o f our audited financial statements and include all adjustments we consider necessary fo r the fair presentation o f the info rmation.
Operating  results fo r the six months ended June 30, 2004  are  no t necessarily indicative o f the results that may be expected fo r the
entire  year ending  December 31, 2004 .
 

   

Ye ars  e nde d De c e mbe r 31,

  

S ix months  e nde d
June  30,

 

   

1999

  

2000

  

2001

  

2002

  

2003

  

2003

  

2004

 
   (in thousands , e xc e pt pe r share  data)   (unaudite d)  
S tate me nt of O pe rations  Data                              
Re ve nue :                              

Lic e nse  fe e   $ —    $ —    $ —    $ —    $ —    $ —    $ 12 
C ollaborative  agre e m e nt    —     —     —     —     170   72    24  
Gove rnm e nt grant    16    98    30    —     —     —     —   

         
Total re ve nue    16    98    30    —     170   72    36  

Ope rating e xpe nse s :                              
Re se arc h and de ve lopm e nt    5 ,471   11,257   14 ,701   14 ,663   13,685   7,029   8 ,601 
Ge ne ral and adm inis trative    1,654   2 ,403   5 ,204   4 ,979   4 ,322   2 ,194   3,297 

         
Total ope rating e xpe nse s    7,125   13,660   19 ,905   19 ,642   18 ,007   9 ,223   11,898 

         
Loss  from  ope rations    (7,109)  (13,562)  (19 ,875)  (19 ,642)  (17,837)  (9 ,151)  (11,862)
Othe r inc om e  (e xpe nse ), ne t    162   621   363   189   (620)  (38)  (12 ,508)

         
Ne t loss    (6 ,947)  (12 ,941)  (19 ,512)  (19 ,453)  (18 ,457)  (9 ,189)  (24 ,370)
Ac c re tion of pre fe rre d  s toc k    —     —     (8 ,411)  (8 ,001)  —     —     (8 ,973)

         
Ne t loss  applic able  to  c om m on s toc kholde rs   $(6,947) $(12,941) $(27,923) $(27,454) $(18,457) $(9,189) $ (33,343)

         
Bas ic  and dilu te d  ne t loss  pe r c om m on share   $ (6.32) $ (11,86) $ (22.14) $ (19.34) $ (12.40) $ (6.21) $ (3.66)

         
Share s  use d in  bas ic  and dilu te d  ne t loss  pe r c om m on share  c alc ulation    1,100   1,091   1,261   1,420   1,488   1,481   9 ,107 

         
 

 

   

As of De c e mbe r 31,

  As of June  30,
2004

    

1999

  

2000

  

2001

  

2002

  

2003

  
   (in thousands)   (unaudite d)  
B alanc e  S he e t Data                          
C ash, c ash e quivale nts  and short-te rm  inve s tm e nts   $ 7,363  $ 23,926  $ 21,098  $ 17,344  $ 13,540  $ 33,730 
Working c apital    6 ,100   21,785   19 ,135   15 ,570   (653)  30 ,838 
Total asse ts    10 ,055   28 ,479   24 ,727   21,434   18 ,498   39 ,860 
Long-te rm  obligations , le s s  c urre nt portion    854   952   1,046   1,514   1,555   2 ,594 
Re de e m able  c onve rtib le  pre fe rre d  s toc k and warrants    23,405   49 ,053   57,629   65 ,673   67,071   —   
De fic it ac c um ulate d during the  de ve lopm e nt s tage    (16 ,232)  (29 ,173)  (48 ,685)  (68 ,138)  (86 ,595)  (110,965)
Total s toc kholde rs ’ e quity (de fic it)    (15 ,804)  (25 ,384)  (36 ,260)  (48 ,125)  (64 ,840)  33,097 
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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 our financial
statements and the notes to those financial statements included elsewhere in this prospectus. This discussion contains forward-looking
statements that involve risks and uncertainties. As a result of many factors, such as those set forth under “Risk Factors” and elsewhere in
this prospectus, our actual results may differ materially from those anticipated in these forward-looking statements.
 
Overview
 We are a bio techno logy company developing  a new class o f therapeutic  products designed to  enhance the body’s natural immune
responses to  treat cancer, infectious diseases and o ther medical conditions associated with weakened immune systems. We derive our
therapeutic  products from a patient’s own T cells, which are  cells o f the immune system that o rchestrate  immune responses and can
detect and eliminate  cancer cells and infected cells in the body. We use our patented and proprietary Xcellerate  Techno logy to
generate  activated T cells, which we call Xcellerated T Cells, from blood that is co llected from the patient. Activated T cells are  T
cells that have been stimulated to  carry out immune functions. Our Xcellerate  Techno logy is designed to  rapidly activate  and expand
the patient’s T cells outside o f the body. These Xcellerated T Cells are  then administered to  the patient. We believe, based on clinical
trials to  date , that our Xcellerate  Techno logy can produce Xcellerated T Cells in suffic ient numbers to  generate  rapid and po tent
immune responses to  treat a variety o f medical conditions.
 
Since our inception in 1996, we have focused our activities primarily on the development o f these therapeutic  products. We are  a
development-stage company and have incurred significant lo sses since our inception. As o f June 30, 2004 , our deficit accumulated
during  the development stage was $111.0 million. Our operating  expenses consist o f research and development expenses and general
and administrative expenses.
 
We have recognized revenues from inception through June 30, 2004  o f approximately $450,000 from license fees, payments under a
co llaborative ag reement and income from a National Institutes o f Health Phase I Small Business Innovation Research, o r SBIR, g rant in
chronic  lymphocytic  leukemia. We currently do  no t market any products and will no t fo r several years, if at all. According ly, we do  no t
expect to  have any product sales o r royalty revenue fo r a number o f years. Our net lo sses are  primarily a result o f research and
development and general and administrative expenses incurred to  support our operations. We antic ipate  incurring  net lo sses over at
least the next several years as we complete  our c linical trials, apply fo r regulato ry approvals, continue development o f our techno logy
and expand our operations.
 
Research and Development
 To date , our research and development expenses have consisted primarily o f costs incurred fo r drug  discovery and research,
preclinical development, c linical trials and regulato ry activities. Research and development activity-related costs include:
 
 ·  payro ll and personnel-related expenses;
 
 ·  clinical trial and regulato ry-related costs;
 
 ·  labo rato ry supplies;
 
 ·  contractual costs associated with developing  antibodies and beads;
 
 ·  techno logy license costs;
 
 ·  rent and facility expenses fo r our labo rato ry and cGMP-grade manufacturing  facilities; and
 
 ·  scientific  consulting  fees.
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Our research and development effo rts to  date  have primarily focused on the development o f our proprietary Xcellerate  Techno logy
and Xcellerated T Cells. From inception through June 30, 2004 , we incurred research and development expenses o f approximately
$75.4  million, substantially all o f which relate  to  the research and development o f this techno logy. Currently, we are  focusing  our
effo rts on advancing  our product through clinical trials. Because o f the risks and uncertainties inherent in the clinical trials and regulato ry
process, we are  unable  to  estimate with any certainty the leng th o f time o r expenses to  continue development o f Xcellerated T Cells
fo r commercialization. However, we expect our research and development expenses to  increase as we continue to  improve our
proprietary Xcellerate  Techno logy and develop Xcellerated T Cells fo r additional c linical indications.
 
General and Administrative Expenses
 Our general and administrative expenses are  costs associated with supporting  our operations, including  payro ll and personnel-related
expenses and pro fessional fees. In addition, rent and facility expenses fo r our administrative o ffice  area and o ther general o ffice
support activities are  also  included in our general and administrative expenses.
 
Critical Accounting  Po licies
 We have based our discussion and analysis o f our financial condition and results o f operations on our financial statements, which we
have prepared in acco rdance with accounting  principles generally accepted in the United States. The preparation o f these financial
statements requires us to  make estimates and assumptions that affect the amounts reported in the financial statements. Actual results
could differ from those estimates. While  No te 1 to  our financial statements summarizes each o f our significant accounting  po licies that
we believe is important to  the presentation o f our financial statements, we believe the fo llowing  accounting  po licies to  be critical to  the
estimates and assumptions used in the preparation o f our financial statements.
 
Stock-Based Compensation
 We have adopted the disclosure-only provisions o f Financial Accounting  Standards Board (FASB) Statement o f Financial Accounting
Standards No . 123, Accounting for Stock-Based Compensation (SFAS 123). According ly, we apply Accounting  Principles Board
Opinion No . 25, Accounting for Stock Issued to Employees (APB 25), and related interpretations in accounting  fo r stock options.
Pursuant to  APB 25, we recognize employee stock-based compensation expense based on the intrinsic  value o f the option at the date
o f g rant. Deferred stock-based compensation includes amounts reco rded when the exercise  price o f an option is lower than the fair
value o f the underlying  common stock on the date  o f g rant. We amortize deferred stock-based compensation over the vesting  period
of the option using  the g raded vesting  method.
 
We reco rd stock options g ranted to  non-employees using  the fair value approach in acco rdance with SFAS 123 and Emerg ing  Issues
Task Force Consensus Issue No . 96-18, Accounting for Equity Instruments That Are Issued to Other Than Employees for Acquiring, or
in Conjunction with Selling, Goods or Services. We periodically revalue the options to  non-employees over their vesting  terms. We
determine the fair value o f options g ranted to  non-employees using  the Black-Scho les option-pricing  model.
 
Prio r to  our initial public  o ffering , we determined the fair value o f our common stock fo r purposes o f these calculations based on our
review o f the primary business facto rs underlying  the value o f our common stock on the date  these option g rants were made o r
revalued, viewed in light o f our initial public  o ffering  and the initial public  o ffering  price per share. Subsequent to  our initial public
o ffering , the fair value is determined based on the price o f the common stock as reported by the Nasdaq National Market in The Wall
Street Journal.
 
Revenue Recognition
 To date , we have generated no  revenues from sales o f products. Revenues relate  to  fees received fo r licensed techno logy, cost
reimbursement contracts and a SBIR g rant awarded to  us by the National Institutes o f Health.
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We recognize revenue associated with up-front license fees and research and development funding  payments ratably over the relevant
periods specified in the ag reement, which generally is the period we are  obligated to  perfo rm services. We recognize revenue under
research and development cost-reimbursement ag reements as the related costs are  incurred. We recognize revenue related to  g rant
ag reements as the related research and development expenses are  incurred.
 
Cash, Cash Equivalents and Investments
 We classify all investment securities as available-fo r-sale , carried at fair value. We report unrealized gains and lo sses as a separate
component o f stockho lders’ equity (deficit). We include amortization, accretion, interest and dividends, realized gains and lo sses and
declines in value judged to  be o ther-than-temporary on available-fo r-sale  securities in interest income. Statement o f Financial
Accounting  Standards No . 115, Accounting for Certain Investments in Debt and Equity Securities, and Securities and Exchange
Commission (SEC) Staff Accounting  Bulletin (SAB) 59, Accounting for Noncurrent Marketable Equity Securities, provide guidance on
determining  when an investment is o ther-than-temporarily impaired. This evaluation depends on the specific  facts and circumstances.
Facto rs that we consider in determining  whether an o ther-than-temporary decline in value has occurred include: the market value o f the
security in relation to  its cost basis; the financial condition o f the investee; and the intent and ability to  retain the investment fo r a
suffic ient period o f time to  allow fo r possible  recovery in the market value o f the investment.
 
Results o f Operations
 Six Months Ended June 30, 2004 and 2003
 Revenue
 Revenue was approximately $36,000 and $72,000 fo r the six months ended June 30, 2004  and 2003, respectively. This consisted o f
revenue recognized related to  the amortization o f license fees received and reimbursements o f our costs incurred under a
co llaboration ag reement.
 
Research and Development
 Research and development expenses represented approximately 72% and 76% of our operating  expenses fo r the six months ended
June 30, 2004  and 2003, respectively. Research and development expenses increased 22%, from $7.0 million fo r the six months
ended June 30, 2003 to  $8.6 million fo r the six months ended June 30, 2004 . The increase was primarily the result o f amounts charged
to  expense fo r contractual obligations relating  to  developing  our bead techno logy, in addition to  increases in clinical trial costs,
labo rato ry supplies, salary and o ther personnel-related expenses and non-cash stock compensation expense. Expenses associated with
developing  our bead techno logy to taled $500,000 fo r the six months ended June 30, 2004 , with no  such costs incurred fo r the six
months ended June 30, 2003. Clinical trial and laborato ry supplies costs have increased as we continue to  advance and expand our
clinical testing . As o f June 30, 2004  we had 71 employees in research and development and manufacturing  operations compared to  53
employees in research and development and manufacturing  operations as o f June 30, 2003. In addition, our non-cash stock
compensation expense increased from $399,000 fo r the six months ended June 30, 2003 to  $603,000 fo r the six months ended June
30, 2004 . These increases were partially o ffset by a reduction o f $1.2 million in contractual payments relating  to  developing  our
antibody techno logy. The higher level o f expense in the first half o f 2003, re lated to  our antibody techno logy, resulted from
obligations to  the third-party manufacturer o f the antibodies that we use in our Xcellerate  Techno logy. Since we sto re  these antibodies
in our invento ry fo r use when needed in clinical trials and research and development activities, the manufacture o f these antibodies
occurs periodically, resulting  in a co rresponding  increase in expense from time to  time. We anticipate  that research and development
expenses will continue to  g row in the fo reseeable  future  as we expand our research, development and clinical trial activities.
 
General and Administrative
 General and administrative expenses represented approximately 28% and 24% of our operating  expenses fo r the six months ended
June 30, 2004  and 2003, respectively. General and administrative expenses increased 50%,
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from $2.2 million fo r the six months ended June 30, 2003 to  $3.3 million fo r the six months ended June 30, 2004 . The rise  was due
primarily to  increases in pro fessional fees, insurance costs, salary and o ther personnel-related expenses and non-cash stock
compensation expense. Non-cash stock compensation expense increased from $326,000 fo r the six months ended June 30, 2003 to
$614 ,000 fo r the six months ended June 30, 2004 . We anticipate  that general and administrative expenses will increase in the
fo reseeable  future  as we support our g rowth and incur costs re lated to  being  a public  company.
 
Other Income (Expense)
 Other expense, comprised primarily o f interest expense and interest income, to taled $38,000 fo r the six months ended June 30, 2003,
compared to  $12.5 million fo r the six months ended June 30, 2004 . Interest income increased 57%, from $94 ,000 fo r the six months
ended June 30, 2003 to  $148,000 fo r the six months ended June 30, 2004 , due to  increased average cash and investment balances
upon which interest is earned. Interest expense increased from $131,000 fo r the six months ended June 30, 2003 to  $12.7 million fo r
the six months ended June 30, 2004 , due to  interest expense associated with the convertible  promisso ry no tes issued in October 2003.
Upon consummation o f our initial public  o ffering  and conversion o f the no tes to  common stock, we recognized $11.3 million in
interest expense, which represented the beneficial conversion feature  o f the no tes. We also  recognized an additional $1.1 million in
interest expense associated with the discount on the no tes, representing  the value o f the proceeds allocated to  the warrants received
by the no te  ho lders.
 
Accretion of Preferred Stock
 For the six months ended June 30, 2004 , we recognized $9.0 million in accretion o f preferred stock to  arrive at our net lo ss applicable
to  common stockho lders. No  such accretion was recognized fo r the six months ended June 30, 2003. This accretion represented the
remaining  discount associated with our Series E and F preferred stock, which was recognized when the preferred stock was converted
into  common stock upon the closing  o f our initial public  o ffering .
 
Years Ended December 31, 2003 and 2002
 Revenue
 Revenue was approximately $170,000 in the year ended December 31, 2003, consisting  o f funds received under a cost-reimbursement
ag reement. We recognized no  revenue in the year ended December 31, 2002.
 
Research and Development
 Research and development expenses represented approximately 76% and 75% of our operating  expenses fo r the years ended
December 31, 2003 and 2002, respectively. Research and development expenses decreased 6.7%, from $14 .7 million in the year
ended December 31, 2002 to  $13.7 million in the year ended December 31, 2003. The decrease was primarily due to  a reduction in
techno logy license costs, contractual payments relating  to  developing  our bead techno logy and non-cash stock compensation
expense. Techno logy license costs to taled $829,000 in the year ended December 31, 2002, representing  the value o f stock and cash
paid fo r a license we obtained from an academic institution. We incurred no  techno logy license costs in the year ended December 31,
2003. Expenses associated with developing  our bead techno logy to taled $500,000 in 2002, with no  such costs incurred in 2003. Non-
cash stock compensation expense decreased from $1.3 million in the year ended December 31, 2002 to  $884 ,000 in the year ended
December 31, 2003, as a result o f a reduction in the number o f options g ranted. Decreases in research and development expenses
were partially o ffset by an increase o f $220,000 in contractual payments relating  to  developing  our antibody techno logy, in addition to
increases in clinical trial and laborato ry supplies costs. The increase in payments related to  our antibody techno logy resulted from the
third-party manufacture o f the antibodies that we use in our Xcellerate  Techno logy. Since we sto re  these antibodies in our invento ry fo r
use when needed in clinical trials and research and development activities, the manufacture o f these antibodies occurs periodically,
resulting  in a co rresponding  increase in expense from time to  time.
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General and Administrative
 General and administrative expenses represented approximately 24% and 25% of our operating  expenses fo r the years ended
December 31, 2003 and 2002, respectively. General and administrative expenses decreased 13.2%, from $5.0 million in the year
ended December 31, 2002 to  $4 .3 million in the year ended December 31, 2003. The decrease was due primarily to  a decrease in non-
cash stock compensation expense and the absence o f expenses related to  an initial public  o ffering  reg istration process that we initiated
and terminated in 2002. Non-cash stock compensation expense decreased 40%, from $1.3 million in the year ended December 31,
2002 to  $783,000 in the year ended December 31, 2003, as a result o f a reduction in the number o f options g ranted. Costs we incurred
in association with the initial public  o ffering  reg istration process in the year ended December 31, 2002 to taled $272,000.
 
Other Income (Expense)
 Other income, comprised primarily o f interest income and interest expense, to taled $189,000 in the year ended December 31, 2002,
compared to  o ther expense o f $620,000 in the year ended December 31, 2003. Interest income decreased 68%, from $467,000 in the
year ended December 31, 2002 to  $149,000 in the year ended December 31, 2003, due to  decreased cash and investment balances
upon which interest is earned and declining  interest rates. Interest expense increased 188% from $267,000 in the year ended December
31, 2002 to  $768,000 in the year ended December 31, 2003, due primarily to  interest expense associated with the convertible
promisso ry no tes issued in October 2003.
 
Years Ended December 31, 2002 and 2001
 Revenue
 Revenue was approximately $30,000 in the year ended December 31, 2001, consisting  o f income from a National Institutes o f Health
SBIR g rant. We recognized no  revenue in the year ended December 31, 2002.
 
Research and Development
 Research and development expenses represented approximately 75% and 74% of our operating  expenses fo r the years ended
December 31, 2002 and 2001, respectively. Research and development expenses to taled $14 .7 million in each o f the years ended
December 31, 2002 and 2001. While  to tal expenses were the same fo r 2002 and 2001, several individual components o f research and
development expense fluctuated significantly between the years. Techno logy license costs, contractual payments relating  to
developing  our bead techno logy and salary and o ther personnel-related expenses increased from 2001 to  2002. Techno logy license
costs comprised the largest increase and to taled $829,000 in the year ended December 31, 2002, representing  the value o f stock and
cash paid fo r a license we obtained from an academic institution. We incurred no  techno logy license costs in the year ended December
31, 2001. These increases were o ffset by a reduction o f $1.1 million in contractual payments relating  to  developing  our antibody
techno logy, in addition to  reduced non-cash compensation expense. The higher level o f payments in 2001 related to  our antibody
techno logy resulted from the third-party manufacture o f the antibodies that we use in our Xcellerate  Techno logy. Since we sto re  these
antibodies in our invento ry fo r use when needed in clinical trials and research and development activities, the manufacture o f these
antibodies occurs periodically, resulting  in a co rresponding  increase in expense from time to  time. The reduction in non-cash
compensation expense resulted primarily from a decrease in management’s estimate o f the fair market value per share o f common
stock.
 
General and Administrative
 General and administrative expenses represented approximately 25% and 26% or our operating  expenses fo r the years ended
December 31, 2002 and 2001, respectively. General and administrative expenses decreased 4 .3%, from $5.2 million in the year ended
December 31, 2001 to  $5.0 million in the year ended December 31, 2002. The decrease was due primarily to  an $880,000 reduction in
pro fessional fees related to  an initial public  o ffering  that we withdrew in 2001, partially o ffset by a $351,000 increase in non-cash stock
compensation and increases
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in salary and o ther personnel-related expenses. The increase in non-cash stock compensation resulted from an increase in the number o f
options g ranted.
 
Other Income (Expense)
 Other income, comprised primarily o f interest income and interest expense, decreased 48%, from $363,000 in the year ended
December 31, 2001 to  $189,000 in the year ended December 31, 2002. Interest income decreased 33%, from $698,000 in the year
ended December 31, 2001 to  $467,000 in the year ended December 31, 2002, due to  decreased cash and investment balances upon
which interest is earned and declining  interest rates. Interest expense increased 2.7%, from $260,000 in the year ended December 31,
2001 to  $267,000 in the year ended December 31, 2002, due primarily to  higher debt balances related to  equipment financings.
 
Quarterly Financial Data
 For info rmation relating  to  our quarterly financial data, see No te 13 “Quarterly Financial Data” in our financial statements included
elsewhere in this prospectus.
 
Stock- Based Compensation
 During  the years ended December 31, 2003, 2002 and 2001, we reco rded deferred stock-based compensation to taling  $2.4  million,
$3.2 million and $1.7 million, respectively. During  the six months ended June 30, 2004 , we reco rded deferred stock-based
compensation to taling  $811,000. We amortize the deferred stock-based compensation to  expense using  the g raded vesting  method.
As o f June 30, 2004 , there  was $2.4  million o f deferred stock-based compensation to  be amortized in future  periods as fo llows:
$978,000 fo r the six months ending  December 31, 2004 , $942,000 in 2005, $397,000 in 2006 and $86,000 in 2007. During  the years
ended December 31, 2003, 2002 and 2001, we g ranted non-employee stock options and warrants to  purchase 24 ,543, 6,363 and
71,814  shares o f our common stock, respectively. No  such stock options o r warrants were g ranted during  the six months ended June
30, 2004 . We determined the fair value o f options and warrants g ranted to  non-employees using  the Black-Scho les option-pricing
model. We will periodically measure this value as the underlying  options vest. To tal stock-based compensation expense fo r non-
employees was $360,000, $65,000 and $1.1 million fo r the years ended December 31, 2003, 2002 and 2001, respectively. To tal
stock-based compensation expense fo r non-employees was $39,000 fo r the six months ended June 30, 2004 .
 
Income Taxes
 We have incurred net operating  lo sses since inception, and we have consequently no t paid any federal, state  o r fo reign income taxes.
As o f December 31, 2003, we had net operating  lo ss carryfo rwards o f approximately $74  million and research and development tax
credit carryfo rwards o f approximately $3.2 million. If no t utilized, the net operating  lo ss and tax credit carryfo rwards will expire  at
various dates beg inning  in 2011. If we do  no t achieve pro fitability, our net operating  lo ss carryfo rwards may be lo st. In addition, the
change-in-ownership provisions as specified under Section 382 o f the Internal Revenue Code o f 1986, as amended, may substantially
limit utilization o f net operating  lo ss and tax credit carryfo rwards annually. We are  currently no t subject to  these limitations. However,
any future  annual limitations may result in the expiration o f our net operating  lo ss and tax credit carryfo rwards befo re utilization.
 
Our deferred tax assets consist primarily o f net operating  lo ss carryfo rwards. Because o f our histo ry o f operating  lo sses, we do  no t
have a suffic ient basis to  pro ject that future  income will be suffic ient to  realize  the deferred tax assets during  the carryfo rward period.
As a result, we have provided a full valuation allowance on the net deferred tax assets fo r all periods presented. The valuation allowance
has increased each fiscal year primarily due to  that fiscal year’s net operating  lo ss carryfo rward.
 
Liquidity and Capital Resources
 As o f June 30, 2004 , we had cash, cash equivalents and sho rt-term investments o f $33.7 million, with cash equivalents being  held in
highly liquid money market accounts with financial institutions. Cash, cash equivalents
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and sho rt-term investments were $13.5 million, $17.3 million and $21.1 million as o f December 31, 2003, 2002 and 2001, respectively.
 
In March 2004 , we raised net proceeds o f approximately $29.7 million from the sale  o f 4 ,200,000 shares o f common stock in our
initial public  o ffering . In connection with the initial public  o ffering , all o f our outstanding  shares o f redeemable convertible  preferred
stock and all o f our outstanding  convertible  promisso ry no tes, including  interest accrued thereon through the closing  date  o f the
o ffering , were converted into  6,781,814  and 1,357,357 shares o f our common stock, respectively.
 
We have financed our operations since inception through private  and public  placements o f securities, g rant revenue, license fees,
payments under a co llaborative ag reement, equipment financings and interest income earned on cash, cash equivalents and
investments. From inception through June 30, 2004 , we have raised net proceeds o f $75.6 million from private  equity financings, $29.7
million from our initial public  o ffering  and $12.7 million from the sale  o f convertible  promisso ry no tes. Since our inception to  June 30,
2004 , we have received $450,000 in revenue, $6.9 million in equipment financings and $3.6 million in interest income.
 
Since our inception, investing  activities, o ther than purchases and maturities o f investments, have consisted primarily o f purchases o f
property and equipment. As o f June 30, 2004 , our investment in property and equipment was $7.5 million. We antic ipate  our capital
expenditures will increase in the future  as we construct and renovate  our planned manufacturing  plant and expand our current facilities.
 
Net cash used in operating  activities was $8.0 million fo r each o f the six-month periods ended June 30, 2004  and 2003. Net cash used in
operating  activities was $15.5 million, $15.2 million and $15.1 million fo r the years ended December 31, 2003, 2002 and 2001,
respectively. Expenditures in these periods were generally a result o f research and development expenses and general and
administrative expenses in support o f our operations.
 
We have entered into  ag reements to  develop bead and antibody techno logy that required significant cash expenditures, including  an
agreement with Dynal under which we ag reed to  make payments to taling  $3.0 million upon the accomplishment o f bead development
activities. Additionally, we have two  ag reements with Lonza under which we ag reed to  make payments to  develop and produce cGMP-
grade antibodies to taling  $6.6 million. As o f June 30, 2004 , we have paid the entire  $3.0 million to  Dynal and $4 .9 million to  Lonza. We
anticipate  that the remaining  payments to  Lonza will be made in 2005. Under our license ag reement with Genetics Institute , we must
spend no  less than $500,000 annually on research and development activities related to  product development until the first commercial
sale  o f a product.
 
The fo llowing  summarizes our long-term contractual obligations as o f December 31, 2003 (in thousands):
 

      

Payme nts  due  by pe riod

Contrac tual obligations

  

T otal

  

Le ss  than
1 ye ar

  

1- 3
ye ars

  

3- 5
ye ars

  

Afte r 5
ye ars

Operating  leases   $ 9,046  $ 1,571  $3,010  $2,205  $2,260
Equipment financing    1,923   845   1,052   26   —  
           
Total( 1 )   $10,969  $ 2,416  $4 ,062  $2,231  $2,260
           
 

 
( 1 ) Doe s  not inc lude  c om m itm e nts  for produc t de ve lopm e nt spe nding unde r the  Ge ne tic s  Ins titu te  lic e nse  agre e m e nt, as  de sc ribe d above .
 
We have financed the acquisition o f labo rato ry and scientific  equipment, furniture  and fixtures, computer equipment and leaseho ld
improvements through financing  arrangements with General Electric  Capital Corporation, Oxfo rd Finance Corporation and Phoenix
Leasing  Inco rporated. In connection with the financings, we have issued common stock warrants to  these lenders. At December 31,
2003, we had two  financing
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arrangements. Under the first arrangement, with General Electric  Capital Corporation, we could bo rrow up to  $1.7 million. At June 30,
2004 , we had $728,000 available  under the outstanding  arrangement, which was replaced by a new arrangement with General Electric
Capital Corporation in July 2004 . This new arrangement provides fo r bo rrowings up to  $3.0 million, subject to  credit approval, and
expires in July 2005 unless renewed. Under the second arrangement, with Oxfo rd Finance Corporation, we could bo rrow up to  $2.5
million. At June 30, 2004 , we had $1.7 million available  under the outstanding  arrangement, which was replaced by a new arrangement
with Oxfo rd Finance Corporation in July 2004 . This new arrangement provides fo r bo rrowings up to  $3.0 million, subject to  credit
approval, and expires in December 2005 unless renewed. Outstanding  bo rrowings under the current and previous financing
arrangements were $1.9 million and $1.8 million at years ended December 31, 2002 and 2003, respectively, and $2.3 million at June 30,
2004 . Outstanding  bo rrowings require  monthly principal and interest payments and mature at various dates through 2008. Interest rates
applicable  to  the outstanding  bo rrowings at December 31, 2003 ranged from 9.18% to  14 .11%. The weighted average interest rates
fo r bo rrowings outstanding  during  the years ended December 31, 2001, 2002 and 2003 and the six months ended June 30, 2004  were
12.66%, 11.09%, 10.27% and 9.72%, respectively. Borrowings are  secured by the acquired assets that have a net book value o f $2.3
million at December 31, 2003. Under all ag reements, we are  required to  comply with certain nonfinancial covenants.
 
We expect to  use the net proceeds from this o ffering  to  fund clinical trial activities, manufacturing  and preclinical research and
development activities and fo r o ther general co rporate  purposes, including  capital expenditures, techno logy acquisitions and working
capital to  fund antic ipated operating  lo sses. See “Use o f Proceeds.”
 
Based on the current status o f our product development and co llaboration plans, we believe that the net proceeds o f this o ffering ,
together with our cash, cash equivalents and investments, will be adequate  to  satisfy our capital needs through at least the end o f the
second quarter o f 2006. We will likely seek additional financing  prio r to  that time to , among  o ther things, support our continuing
product development, manufacturing  and clinical trials fo r Phase II o r Phase III c linical trials in future  periods. Furthermore, we expect
to  require  additional funding  befo re we are  able  to  generate  revenue, if at all, from our po tential products. Additional financing  may no t
be available  on favorable  terms, if at all. If we are  unable  to  raise  additional funds when we need them, we may have to  delay, reduce o r
eliminate  some o r all o f our development prog rams o r our c linical trials. We also  may have to  license our techno log ies to  o thers,
including  techno log ies that we would prefer to  develop internally, to  raise  capital.
 
Certain Relationships and Related Party Transactions
 For a description o f our related party transactions, see “Certain Relationships and Related Party Transactions.”
 
Recent Accounting  Pronouncements
 In January 2003, the FASB issued FIN 46, Consolidation of Variable Interest Entities. FIN 46 clarifies the application o f Accounting
Research Bulletin No . 51, Consolidated Financial Statements, to  entities in which the equity investo rs do  no t have the characteristics o f
a contro lling  financial interest o r do  no t have suffic ient equity at risk fo r the entity to  finance its activities without additional
subordinated financial support from o ther parties. FIN 46 applies immediately to  variable  interest entities created after January 31, 2003
and to  variable  interest entities in which an enterprise  obtains an interest after that date . It applies in the first fiscal year o r interim period
beg inning  after June 15, 2003 to  variable  interest entities in which an enterprise  ho lds a variable  interest that it acquired befo re February
1, 2003. FIN 46 applies to  public  enterprises as o f the beg inning  o f the applicable  interim o r annual period. We do  no t believe there  will
be a material effect on our financial condition o r results o f operations from the adoption o f the provisions o f FIN 46.
 
In November 2002, the Emerg ing  Issues Task Force reached a consensus on Issue No . 00-21, Revenue Arrangements with Multiple
Deliverables (EITF Issue No . 00-21). This Issue provides guidance on how to  account fo r arrangements that invo lve the delivery o r
perfo rmance o f multiple  products, services and/o r rights to  use assets. The provisions o f EITF Issue No . 00-21 will apply to  revenue
arrangements entered into  in fiscal periods beg inning  after June 15, 2003. We are  currently evaluating  the effect that the adoption o f
EITF Issue No . 00-21 will have on our financial statements.
 

39



Table of  Contents

In May 2003, the FASB issued SFAS 150, Accounting for Certain Financial Instruments with Characteristics of Both Liabilities and
Equity. SFAS 150 establishes standards fo r how an issuer c lassifies and measures certain financial instruments with characteristics o f
bo th liabilities and equity. SFAS 150 requires that an issuer c lassify a financial instrument that is within SFAS 150’s scope as a liability by
reporting  the cumulative effect o f a change in accounting  principle . The requirements o f SFAS 150 apply to  the first fiscal period
beg inning  after December 15, 2004 . We are  currently evaluating  the impact o f adopting  SFAS 150.
 
Quantitative and Qualitative Disclosures About Market Risk
 Interest Rate Risk
 Our sho rt-term investments as o f June 30, 2004  consisted o f $18.0 million in co rporate  bonds, $4 .6 million in federal agency
obligations, and $2.3 million in municipal bonds with contractual maturities o f one year o r less. Due to  the sho rt-term nature o f our
investments, we believe that our exposure to  market interest rate  fluctuations is minimal. The co rporate  bonds in which we invest are
rated “A” o r better by bo th Moody’s and Standard and Poor’s. Our cash and cash equivalents are  held primarily in highly liquid money
market accounts. A hypo thetical 10% change in sho rt-term interest rates from those in effect at June 30, 2004  would no t have a
significant impact on our financial position o r our expected results o f operations. We do  no t currently ho ld any derivative financial
instruments.
 
Because interest rates on our equipment financing  obligations are  fixed at the beg inning  o f the repayment term, exposure to  changes in
interest rates is limited to  new financings.
 
Foreign Currency Risk
 We do  no t engage in fo reign currency hedg ing ; however, we have entered into  certain contracts denominated in fo reign currencies and
therefo re we are  subject to  currency exchange risks.
 
For antibody development and supply services provided by Lonza, we must make payments denominated in British pounds. As a result,
from time to  time, we are  exposed to  currency exchange risks related to  the British pound. If the British pound streng thens against the
U.S. do llar, our payments to  Lonza will increase in U.S. do llar terms. Assuming  development and supply services are  completed as
scheduled under our ag reements with Lonza, our remaining  payments will be approximately $1.6 million through the end o f 2005. A
hypo thetical 10% change in the British pound from the rate  in effect at June 30, 2004  would no t have a significant impact on our
financial position o r our expected results o f operations.
 
The terms o f our license ag reement with Fresenius include the receipt o f po tential royalties on net sales as well as po tential milestone
payments to  us denominated in Euro . As a result, we are  exposed to  currency exchange risks related to  the Euro . If the Euro  weakens
against the U.S. do llar, payments received from Fresenius will decrease in U.S. do llar terms. A hypo thetical 10% change in the Euro
from the rate  in effect at June 30, 2004  would no t have a significant impact on our financial position o r our expected results o f
operations.
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BUSINESS
 
Overview
 We are a bio techno logy company developing  a new class o f therapeutic  products designed to  enhance the body’s natural immune
responses to  treat cancer, infectious diseases and o ther medical conditions associated with weakened immune systems. We derive our
therapeutic  products from a patient’s own T cells, which are  cells o f the immune system that o rchestrate  immune responses and can
detect and eliminate  cancer cells and infected cells in the body. We use our patented and proprietary Xcellerate  Techno logy to
generate  activated T cells, which we call Xcellerated T Cells, from blood that is co llected from the patient. Activated T cells are  T
cells that have been stimulated to  carry out immune functions. Our Xcellerate  Techno logy is designed to  rapidly activate  and expand
the patient’s T cells outside o f the body. These Xcellerated T Cells are  then administered to  the patient.
 
We believe, based on clinical trials to  date , our Xcellerate  Techno logy can produce Xcellerated T Cells in suffic ient numbers to
generate  rapid and po tent immune responses to  treat a variety o f medical conditions. In our ongo ing  clinical studies using  our
Xcellerate  Techno logy, we have observed an increase in the quantity and a resto ration o f the diversity o f T cells in patients with
weakened immune systems. We have submitted the findings on the increase in quantity o f T cells to  the FDA and plan to  submit
additional data in our next annual report. We believe we can effic iently manufacture Xcellerated T Cells fo r therapeutic  applications. We
expect Xcellerated T Cells may be used alone o r in combination with o ther complementary treatments. We and o ther c linical
investigato rs have completed o r are  conducting  clinical trials in the fo llowing  indications:
 

 

·  Chronic lymphocytic leukemia, or CLL.    In our ongo ing  Phase I/II c linical trial in CLL, treatment with Xcellerated T
Cells resulted in a 50% to  100% reduction in the size o f enlarged lymph nodes in 12 o f 17 (71%) patients fo r whom data
was available  as o f September 27, 2004 . In addition, there  was a 50% or g reater reduction in spleen size as measured
below the rib cage by physical examination in 10 o f the 13 patients (77%) with enlarged spleens. These findings were
submitted to  the FDA in the Info rmation Packet fo r a Type B End o f Phase II meeting  held on September 23, 2004 . At
this meeting  we discussed with the FDA our plans fo r a Phase II/III c linical trial o f Xcellerated T Cells in patients with
CLL who  have been previously treated with chemotherapy and have failed treatment with Campath, an FDA-approved
drug  used to  treat CLL. Based on feedback from the FDA during  this meeting , we intend to  modify our planned pro toco l
fo r this Phase II/III c linical trial to  provide the FDA with data we believe will address the FDA’s concerns regarding  the
subcutaneous route  o f Campath administration and the dose and schedule o f Xcellerated T Cells. While  we believe these
modifications will be responsive to  the FDA’s requests, we canno t be certain that this pro toco l will satisfy the FDA with
respect to  the issues raised at the FDA’s September 23, 2004  meeting . We are  also  continuing  to  discuss issues related
to  chemistry, manufacturing  and contro ls fo r the Xcellerated T Cells with the FDA. We have begun preparation fo r this
Phase II/III c linical trial and expect to  enro ll our first patient by the end o f the second quarter o f 2005, subject to  the
FDA accepting  our pro toco l and our proposals on chemistry, manufacturing  and contro ls re lated matters.

 

 

·  Multiple myeloma.    In our ongo ing  Phase I/II c linical trial, we have shown that treatment with Xcellerated T Cells led to
rapid recovery o f T cells and lymphocytes in all 36 treated patients with multiple  myeloma fo llowing  treatment with high-
dose chemotherapy and auto logous stem cell transplantation. Previous independent c linical studies have demonstrated a
co rrelation between patient survival and the speed o f recovery o f lymphocytes fo llowing  treatment with chemotherapy
and stem cell transplantation. Preliminary clinical results o f our c linical trial show that, o f the 35 patients evaluable  fo r
tumor responses, 18 patients (51%) had a g reater than 90% decrease in the tumor marker, which is used to  measure
disease. We have submitted some o f these findings to  the FDA, and will submit additional data in our next annual report.
Additional fo llow-up will be required to  determine the therapeutic  effects o f Xcellerated T Cells after transplant. In
independent c linical trials, a g reater than 90% decrease in the tumor marker has been associated with increased survival in
multiple  myeloma patients. We are  also  conducting  a Phase II trial to  treat patients who  have advanced disease with
Xcellerated T Cells without o ther anti-tumor therapy.
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·  Non-Hodgkin’s lymphoma.    In an independent c linical trial, conducted by one o f our scientific  founders under a
physician-sponso red investigational new drug  application, o r IND, 16 non- Hodgkin’s lymphoma patients undergo ing
high-dose chemotherapy and auto logous stem cell transplantation were treated with T cells activated with an earlier
version o f our proprietary techno logy. As reported in the peer-reviewed journal, Blood, in September 2003, 8 out o f
these 16 patients with a very poor prognosis were still alive with a median fo llow-up o f 33 months. These data were
derived from an independent c linical trial, which we did no t contro l and which was no t designed to  produce statistically
significant results as to  efficacy o r to  ensure the results were due to  the effects o f T cells activated using  an earlier
version o f our proprietary techno logy. We have been advised that these data have been submitted to  the FDA. We are
also  conducting  a Phase II c linical trial in patients with low-grade non-Hodgkin’s lymphoma who  have failed prio r
therapies. We plan to  enro ll a to tal o f 40 patients in this trial with most o f the common fo rms o f low-grade non-
Hodgkin’s lymphoma, including  small lymphocytic , fo llicular, marg inal zone and mantle  cell types. We expect to
complete  this trial by the end o f 2005.

 

 

·  HIV.     In an independent c linical trial, in HIV patients with low T cell counts, conducted by one o f our scientific
founders under a physician-sponso red IND, treatment with T cells activated using  an earlier version o f our proprietary
techno logy increased the patient population’s average T cell count to  within no rmal levels and maintained this no rmal
count fo r at least one year fo llowing  therapy. The results o f this study were published in a peer-reviewed journal, Blood,
in September 2003. These data were derived from an independent c linical trial, which we did no t contro l, and was no t
designed to  produce statistically significant results as to  efficacy o r to  ensure the results were due to  the effects o f T
cells activated using  an earlier version o f our proprietary techno logy. We have been advised that these data have been
submitted to  the FDA fo r review. The results o f this study were published in a peer-reviewed journal, Nature Medicine, in
January 2002. In several independent c linical studies, increased levels o f T cells have been shown to  co rrelate  with
increased patient survival and improved clinical outcome. Our co llaborative partner, Fresenius Bio tech GmbH, is
conducting  a Phase I c linical trial to  treat HIV patients with genetically-modified T cells produced using  our Xcellerate
Techno logy. In addition, we are  currently conducting  laborato ry studies in HIV and if these labo rato ry studies are
successful, we plan to  initiate  a c linical trial using  Xcellerated T Cells in patients with HIV.

 
In clinical trials, we have observed few side effects in most patients. As o f September 27, 2004 , in over 156 infusions o f Xcellerated T
Cells, we have had only two  serious adverse events reportable  to  the FDA that were judged as possibly o r probably related to  the
treatment. The first o f these was a rash that reso lved fo llowing  treatment. The second o f these was congestive heart failure  in a patient
with pre-existing  severe anemia that reso lved approximately two  hours fo llowing  treatment. We subsequently amended our pro toco l to
identify patients with anemia prio r to  administering  Xcellerated T Cells. In general, side effects were similar to  those observed with
infusions o f o ther kinds o f cells, such as red blood cells o r frozen cell products, and typically minor, including  fever, chills, increased
heart rate , nausea and sweating . Our clinical trials and independent c linical trials using  an earlier version o f our techno logy, to  date , have
invo lved small numbers o f patients, and we have no t designed no r been required to  design such trials to  produce statistically significant
results as to  efficacy. These trials have neither been randomized no r blinded to  ensure that the results are  due to  the effects o f the
Xcellerated T Cells. Success in early clinical trials neither ensures that large-scale  trials will be successful no r predicts final results.
 
Based on these clinical results, we believe there  are  several important c linical opportunities fo r Xcellerated T Cells. We plan to  initially
focus our development effo rts in those clinical indications that we believe have significant commercial opportunities and o ffer the
most rapid path to  regulato ry approval. We believe hemato log ical malignancies, including  CLL, multiple  myeloma and non-Hodgkin’s
lymphoma, represent majo r po tential markets fo r Xcellerated T Cells. In addition, these types o f cancer are  generally incurable , which
means that Xcellerated T Cells may qualify fo r fast track approval by the FDA, which could sho rten the time to  po tential regulato ry
approval and commercialization. We plan to  initiate  one o r more pivo tal c linical trials in these hemato log ical malignancies in 2005.
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Background
 T Cells and the Immune System
 T cells are  critically important to  a properly functioning  immune system. The immune system is responsible  fo r pro tecting  the body
from fo reign invaders and eliminating  tumor cells and pathogens, including  bacteria, viruses and fung i. Classically, the immune system
is divided into  two  arms, known as humoral immunity and cell-mediated immunity. Humoral immune responses are  mediated by
antibodies, which several biopharmaceutical companies have developed into  majo r commercial products to  treat a range o f diseases,
including  cancer, infectious diseases and auto immune diseases. Cell-mediated immunity also  plays a critical ro le  in fighting  many o f
these illnesses. T cells, the most common type o f lymphocyte, play the central ro le  in cell-mediated immunity. We believe T cells
may be used to  treat cancer, infectious diseases and auto immune diseases.
 
Healthy individuals have a few hundred billion T cells that c irculate  throughout the body. Upon encountering  tumor cells o r pathogens, T
cells become activated and recognize and eliminate  them from the body. They do  this by perfo rming  several important functions.
First, T cells stimulate  many o ther components o f the immune system that are  required fo r effective immune responses. Fo r example,
activated T cells contro l the pro liferation and differentiation o f o ther lymphocytes, B cells, which make antibodies that help fight
infections. Additionally, activated T cells recognize and mark abnormal cells, such as tumor cells o r infected cells, fo r destruction by
the immune system. Activated T cells also  partic ipate  directly in killing  tumor cells and infectious agents, such as viruses. Finally, T
cells also  produce substances that stimulate  the production o f important blood cells including  neutrophils and natural killer cells that may
help fight infections, platelets that prevent bleeding , and red blood cells that carry oxygen to  tissues.
 
Every T cell carries its own distinct recepto r, the T cell recepto r, which is capable  o f recognizing  a specific  antigen. Antigens are
substances produced by tumor cells, viruses, bacteria o r o ther pathogens that cause disease and may be distinguishable  from
substances produced by healthy cells. Healthy individuals have a population o f T cells that expresses millions o f different T cell
recepto rs. It is this broad spectrum o f T cell recepto rs that provides the diverse T cell reperto ire  that makes it possible  fo r the immune
system to  recognize and respond to  a wide variety o f harmful pathogens that cause disease.
 
Activation of T Cells
 T cells remain in a resting  state  until they become activated upon encountering  antigens expressed by infected cells o r tumor cells.
Although activation depends on the specific ity o f binding  o f an antigen to  a T cell recepto r, all T cells display similar characteristics
upon activation. Fo r example, when T cells undergo  activation, they become more sensitive to  stimulation by antigens. This makes
activated T cells especially effective at eradicating  pathogens that would o therwise escape recognition from the immune system. In
addition, upon activation, T cells rapidly multiply to  large numbers in the body. According ly, it is the process o f activation that makes T
cells po tent therapeutic  agents.
 
Two signals are  required to  activate  T cells, Signal 1 and Signal 2, which are  delivered by two  molecules, CD3 and CD28, present on
the surface o f T cells. Signal 1 occurs when the CD3 molecule , which is tightly associated with the T cell recepto r, is stimulated by
engagement o f the recepto r by an antigen taken up, processed and presented by an antigen-presenting  cell. Signal 2 occurs when the
same antigen-presenting  cell engages the CD28 molecule  on the T cell. When the CD3 and CD28 molecules are  stimulated, T cells
become activated and produce an immune response. If only Signal 1 is generated, T cells are  only partially activated and die  quickly. If
only Signal 2 is generated, no  immune response occurs at all. Only the simultaneous delivery o f bo th Signal 1 and Signal 2 generates
activated T cells that can function properly in the body and survive fo r pro longed periods.
 
When a T cell becomes activated, it produces a number o f different mo lecules to  carry out its many functions. Some o f these
molecules, known as cytokines, are  secreted by the T cell while  o ther mo lecules are  expressed on the surface o f the T cell. Many o f
these molecules activate  o ther cellular e lements o f the immune system. The activated T cell also  produces several toxic  substances
that are  responsible  fo r directly killing  pathogens. Several different mo lecules that a T cell produces in proper amounts work together
to  generate  an effective immune response. Many o f these molecules are  extremely po tent and would be extremely toxic  if they were
administered
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intravenously o r by o ther routes that allow them to  circulate  throughout the body. The activated T cell is able  to  contro l the production
and site  o f delivery o f these molecules in o rder to  generate  a safe  immune response that is concentrated at the site  o f disease.
 

 
The Dangers of T Cell Deficiencies
 The quantity, quality and diversity o f T cells are  critically important fo r a properly functioning  immune system.
 

 

·  Quantity.    A variety o f treatments fo r cancer and auto immune diseases destroy T cells, including  chemotherapy,
radiation and some monoclonal antibodies. In addition, many diseases, such as HIV and several kinds o f primary
immunodeficiencies, are  associated with low numbers o f T cells. When the number o f T cells decreases significantly,
the human immune system is less able  to  defend the body against cancer and infectious diseases.

 

 

·  Quality.    In many diseases, such as cancer and HIV, T cells have a reduced ability to  generate  effective immune
responses. Many chemotherapy drugs and immunosuppressive agents also  depress the activity and function o f T cells.
Defective T cells may no t be able  to  respond to  no rmal signals required fo r an effective immune response. These T
cells may produce insuffic ient numbers o f mo lecules required either to  mark tumor cells fo r destruction o r to  directly
destroy them.

 

 
·  Diversity.    A decreased diversity o f T cell recepto rs is observed in many diseases, including  cancer, HIV and

auto immune diseases. This decreased spectrum o f T cell recepto rs narrows the ability o f T cells to  recognize a broad
array o f antigens. This may reduce a patient’s ability to  respond to  and eliminate  cancer and infectious diseases.

 
In many patients, decreases in the quantity, quality and diversity o f T cells occur together. This puts patients at an increased risk o f
developing  serious and o ften life-threatening  infectious diseases as well as cancer. Fo r example, patients with auto immune diseases
treated with immunosuppressive drugs have an increased risk o f infections. Additionally, transplant patients treated with similar drugs
have an increased risk o f infections and non- Hodgkin’s lymphoma. Patients with HIV have an increased risk o f developing  non-
Hodgkin’s lymphoma and multiple  myeloma. Patients with certain types o f primary immunodeficiencies have an increased risk o f
developing  infections as well as non-Hodgkin’s lymphoma and gastric  cancer. In each o f these medical conditions, patients o ften have
poorly functioning  T cells that are  reduced in number and have limited diversity, which makes these patients particularly susceptible  to
infection and cancer.
 
Conversely, the presence o f a suffic ient number o f healthy T cells is associated with improved therapeutic  outcome in patients with
cancer, HIV and auto immune diseases. At the time o f diagnosis, patients with non-Hodgkin’s lymphoma who  have higher lymphocyte
counts have better survival. Several recent independent
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clinical studies have shown that cancer patients who  experience more rapid and complete  recovery o f lymphocytes after
chemotherapy have improved survival and clinical outcome. Improved prognosis has been well documented in HIV patients whose T
cell counts significantly increased after anti-HIV therapy. These patients demonstrate  improvements in T cell function as well as in T
cell recepto r reperto ire  diversity after successful treatment. Resto ring  healthy T cell diversity has also  been associated with remission
of disease in patients with certain auto immune diseases.
 
Current Approaches to Activate the Immune System and Their Limitations
 There has been a majo r c linical focus on developing  therapeutic  agents to  streng then and activate  a patient’s immune system. Many o f
these agents are  used to  activate  the patient’s T cells inside the body. These therapeutic  agents include:
 

 

·  Cytokines.    Cytokines, such as IL-2, are  po tent chemical messengers produced by the immune system that stimulate  T
cells and generate  an immune response. Although cytokines have demonstrated therapeutic  effects in cancer and
infectious diseases, they are  associated with serious and sometimes life-threatening  side effects when administered to
patients. In o rder to  reduce adverse effects, these drugs are  o ften g iven at decreased doses, which may compromise
their therapeutic  effects.

 

 

·  Monoclonal antibodies.    A variety o f different monoclonal antibodies are  being  developed that target mo lecules
expressed on the surface o f T cells. Some o f these target mo lecules activate  T cells, while  o thers inhibit T cell
activation. By blocking  the molecules that inhibit T cell activation, T cell activity can be increased. These antibodies
have demonstrated limited therapeutic  activity, and some o f these molecules have been associated with serious side
effects due to  overactive T cells.

 

 

·  Adjuvants.    Other therapeutic  agents known as adjuvants have also  been developed to  stimulate  immune responses.
Some o f the most po tent adjuvants are  derived from bacteria that make a variety o f mo lecules that stimulate  immune
responses. Adjuvants are  used fo r some clinical applications, but their use is limited due to  toxicity. Recently, several o f
the molecules produced by bacteria that activate  the immune system have been identified, and some are  being
developed as immuno therapeutic  agents. However, it is unclear whether these individual mo lecules will re tain the
therapeutic  effects o f who le adjuvants.

 

 

·  Vaccines.    A number o f different vaccines are  under development to  treat cancer and HIV. These vaccines are  made up
of antigens expressed by tumor cells o r HIV and are  o ften administered with adjuvants. Patients are  treated with the goal
o f stimulating  T cells to  respond to  antigens, so  that the T cells become activated and destroy the cancer o r virus.
However, many patients with cancer o r HIV have deficiencies in the quantity, quality o r diversity o f their T cells, which
may limit their ability to  generate  an effective response to  the vaccine. This may be one reason vaccines have been
ineffective in treating  cancer and HIV.

 

 

·  Dendritic cells.    Cells o f the immune system known as dendritic  cells are  being  used to  stimulate  immune responses in
patients with cancer. In healthy individuals, dendritic  cells deliver bo th Signal 1 and Signal 2, which activate  T cells. Fo r
most c linical applications, a patient’s own dendritic  cells are  g rown outside o f the body and then administered back to
the patient. However, the ability to  generate  dendritic  cells varies from patient to  patient. Recently, it has been
documented that dendritic  cells under some circumstances may also  make molecules that inhibit T cell responses. In
addition, many patients with cancer o r HIV have T cell deficiencies, which may limit their ability to  respond to  dendritic
cells. According ly, dendritic  cells may be limited in their ability to  activate  patients’ T cells and generate  effective
immune responses.

 

 

·  Activated T cells generated using other methods.    To  overcome the limitations o f activating  T cells inside o f the body,
researchers have attempted to  activate  and g row patients’ T cells ex vivo, o r outside o f the body, befo re administering
them fo r therapeutic  applications. The development o f monoclonal antibodies, which are  pro teins derived from a sing le
clone o f antibody-producing  cells
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that bind to  well-defined targets, made it possible  to  develop reagents that bind to  the CD3 molecule  and deliver Signal
1 to  T cells. These antibodies are  used to  activate  and g row T cells outside o f the body. However, the process
generates only one o f the two  signals required to  activate  T cells. Without Signal 2, this results in limited activity, g rowth
and survival o f T cells in the labo rato ry as well as after their administration into  patients. Some recent approaches use
antigens to  target T cell recepto rs to  generate  antigen-specific  T cells. However, these approaches result in a restric ted
T cell response that may no t be effective fo r many clinical applications requiring  broader T cell responses.

 
Our So lution
 Our Therapeutic Approach
 We have developed our patented and proprietary Xcellerate  Techno logy, which can be used to  consistently activate  and g row large
numbers o f T cells outside o f the body fo r therapeutic  applications. The cells generated with this process, which we call Xcellerated T
Cells, have been observed to  have the broad diversity o f T cell recepto rs that we believe are  required to  recognize and eliminate
cancer and infectious diseases. These activated T cells secrete  a wide spectrum o f molecules, such as cytokines, and express a broad
range o f mo lecules on their cell surfaces to  generate  an effective immune response. In addition, T cells generated using  an earlier
version o f our proprietary techno logy have been shown to  survive fo r more than one year after infusion in patients. We believe the
long-term survival o f these cells may lead to  sustained therapeutic  responses.
 

 
Our patented Xcellerate  Techno logy is used in a process that employs magnetic  beads, which are  plastic-coated magnetic
microspheres, densely covered with two  monoclonal antibodies that deliver Signal 1 and Signal 2 to  activate  T cells. One o f the
monoclonal antibodies delivers Signal 1 to  T cells by binding  directly to  the CD3 molecule . Our Xcellerate  Techno logy also  uses
ano ther monoclonal antibody that binds to  the CD28 molecule  to  deliver Signal 2 to  T cells. We attach bo th o f these monoclonal
antibodies to  the surface o f magnetic  beads. When T cells bind to  the monoclonal antibodies on these magnetic  beads, they become
activated and significantly increase in number. We believe these magnetic  beads can provide the signals required to  activate  and g row a
broad spectrum o f T cells characterized by a diverse T cell recepto r reperto ire . These Xcellerated T Cells are  then administered to  the
patient with the goal o f resto ring  the health o f the patient’s immune system and ability to  eliminate  cancer and infectious diseases.
 
To produce Xcellerated T Cells, white  blood cells, a rich source o f T cells, are  first co llected from a patient’s blood in an outpatient
clinical setting  using  a standard procedure called leukapheresis. These cells are  sent to  our
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cGMP manufacturing  facility, where they are  frozen and sto red. When needed, the cells are  thawed and processed in a c losed system
to  avo id exposure to  the outside environment, reducing  the risk o f microbial contamination. In this process, the patient’s white  blood
cells are  mixed with our microscopic magnetic  beads and then placed in a sterile , custom disposable  bio reacto r containing  a so lution
of nutrients and a low level o f IL-2 that sustains the g rowth o f the T cells. These beads are  covered with our two  monoclonal
antibodies, which deliver Signal 1 and Signal 2 to  activate  the T cells in the so lution. During  an approximate 10-13 day period after the
application o f the beads, the T cells become activated and rapidly increase in number. At the end o f this period, the antibody-coated
magnetic  beads are  substantially removed with a magnetic  device. The Xcellerated T Cells are  then frozen fo r increased shelf life . We
have documented that we can sto re  the Xcellerated T Cells in a frozen state  fo r at least 12 months without significant lo ss o f activity.
When requested by the physician, the frozen Xcellerated T Cells are  shipped to  the outpatient c linic  where they are  thawed and
administered by intravenous infusion in approximately two  hours.
 

 
For purposes o f safety and regulato ry compliance, we have established procedures designed to  track patients’ cells during  the
manufacture and shipment o f Xcellerated T Cells. Each patient receives a unique identifying  number that also  contains a code fo r the
clinical site  where they are  being  treated. This unique identifying  number is used to  track, monito r and reco rd all documentation, labels
and materials re lating  to  the production o f the patient’s Xcellerated T Cells from blood co llection through infusion o f the final product.
Befo re the product is shipped to  the clinical site , we conduct quality contro l procedures in our labo rato ry. These procedures are
designed to  assure that Xcellerated T Cells meet stric t quality contro l criteria such as T cell purity, dosage, po tency, safety and
sterility.
 
Benefits of Xcellerated T Cells
 We believe Xcellerated T Cells may be an effective treatment fo r cancer and infectious diseases and may have the fo llowing  clinical
benefits:
 
 

·  Increased T cell quantity.    Using  our Xcellerate  Techno logy, we have documented the activation and g rowth o f more
than 100 billion T cells, representing  a 100-fo ld to  300-fo ld increase in T cells
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during  the manufacturing  process. The results o f this process fo r manufacturing  Xcellerated T Cells fo r multiple
myeloma patients and CLL patients were published in the peer-reviewed BioProcessing Journal in November 2003 and
accepted fo r publication in the peer-reviewed journal Cytotherapy in December 2004 , respectively. We have submitted
some o f these data to  the FDA and plan to  submit additional data fo r their review. One hundred billion T cells represents
approximately 25% to  30% of the to tal number o f T cells found in healthy individuals. We believe this number o f
Xcellerated T Cells is suffic ient to  generate  therapeutic  effects in patients with cancer, infectious diseases and
auto immune diseases. In our ongo ing  Phase I/II c linical trial in multiple  myeloma, we have evidence that treatment with
Xcellerated T Cells leads to  rapid T cell and lymphocyte recovery in patients treated with high-dose chemotherapy and
auto logous stem cell transplantation.

 

 

·  Prolonged T cell survival.    In an independent c linical trial, T cells activated using  an earlier version o f our proprietary
techno logy have been documented to  survive in the body fo r more than a year after their administration. We have been
advised that these data have been submitted to  the FDA fo r review. We believe the pro longed survival o f Xcellerated T
cells may enable  less frequent administration than existing  therapeutic  products fo r cancer and infectious diseases.

 

 

·  Improved T cell quality.    We have documented that Xcellerated T Cells produce a broad spectrum o f cytokines and
express many important surface molecules required to  generate  an effective immune response. We have submitted
these data to  the FDA fo r review. In labo rato ry studies, our Xcellerate  Techno logy has been used to  resto re  healthy
immune responses in T cells from patients with leukemia activated and g rown using  our Xcellerate  Techno logy. These
Xcellerated T Cells have been shown in the labo rato ry to  mark patients’ leukemic cells fo r destruction by the immune
system. We have also  observed that the Xcellerated T Cells can directly kill the patients’ tumor cells. In our ongo ing
Phase I/II c linical trial in CLL, treatment with Xcellerated T Cells resulted in a 50% to  100% reduction in the size o f
enlarged lymph nodes in 12 o f 17 patients (71%) evaluated and a 50% or g reater reduction in spleen size as measured
below the ribcage by physical examination in 10 o f the 13 patients (77%) with enlarged spleens. We have submitted
these findings to  the FDA fo r review.

 

 

·  Increased numbers of white blood cells, red blood cells and platelets.    In our ongo ing  Phase I/II trial in CLL, we have
observed that the infusion o f Xcellerated T Cells results in increased numbers o f white  blood cells including  T cells,
neutrophils and natural killer cells, which may help fight infections and cancer, increased numbers o f red blood cells, as
measured by hemoglobin levels, which carry oxygen to  tissues, and increased numbers o f platelets, which prevent
bleeding . We have submitted these findings to  the FDA fo r review.

 

 

·  Favorable side effect profile.    Xcellerated T Cells are  produced from T cells o rig inating  from the patient. We believe
that using  a patient’s own cells may result in a safer product than chemotherapy drugs. Xcellerated T Cells and T cells
generated using  an earlier version o f our proprietary techno logy have been administered to  over 204  patients in clinical
trials. We have observed few side effects in most patients. The side effects associated with administration o f
Xcellerated T Cells are  typically minor and similar to  those observed with infusions o f o ther kinds o f cells, such as red
blood cells o r frozen cell products. To  date , there  have been only two  serious adverse events reportable  to  the FDA that
were judged as possibly o r probably related to  the therapy, bo th o f which were reso lved. The first o f these was a rash
that reso lved fo llowing  treatment. The second o f these was congestive heart failure  in a patient with pre-existing  severe
anemia that reso lved approximately two  hours fo llowing  treatment. We subsequently amended our pro toco ls to  identify
patients with anemia prio r to  administering  Xcellerated T Cells.

 

 
·  Complementary to other therapies.    Based on our clinical observations to  date , we believe Xcellerated T Cells may be

complementary to  current therapies, such as chemotherapy, radiation and monoclonal antibodies. Xcellerated T Cells
may help repair the damage to  the immune system

 
48



Table of  Contents

 

caused by chemotherapy o r o ther drugs that suppress the immune system. In addition, we believe Xcellerated T Cells
may be combined with anti-viral drugs as well as therapies that activate  the immune system, such as cancer vaccines. We
and o ther c linical investigato rs have perfo rmed bo th preclinical animal studies as well as labo rato ry studies using
patients’ tissues demonstrating  the feasibility o f using  this approach to  improve the po tential efficacy o f combining  T
cells activated with our proprietary techno logy with cancer vaccines.

 
Benefits of Our Xcellerate Technology
 We believe our Xcellerate  Techno logy may have the fo llowing  benefits:
 

 
·  Ex vivo process.    We designed our Xcellerate  Techno logy to  be used ex vivo, o r outside o f the body. This allows us to

g row and monito r Xcellerated T Cells in a contro lled environment where we can provide optimal conditions fo r the
activation and g rowth o f T cells.

 

 

·  Broad clinical applications.    Based on recent c linical trials, we believe our Xcellerate  Techno logy can be applied to  a
variety o f diseases. We have demonstrated in the labo rato ry as well as in our cGMP manufacturing  facility that our
Xcellerate  Techno logy can be used to  activate  and g row T cells from patients with a variety o f cancers, including  kidney
cancer, prostate  cancer, non-Hodgkin’s lymphoma, multiple  myeloma and leukemia. Other c linical investigato rs have
used an earlier version o f our proprietary techno logy to  activate  and g row T cells from HIV patients fo r c linical
applications. In addition, we have entered into  a co llaboration under which Fresenius Bio tech GmbH has treated ten HIV
patients with genetically-modified T cells produced using  our Xcellerate  Techno logy. Recently, we have demonstrated
in the labo rato ry that we can use our Xcellerate  Techno logy to  activate  and g row T cells from patients with auto immune
diseases, including  rheumato id arthritis, systemic lupus erythematosus and scleroderma. In addition, we have
demonstrated that we can modify our Xcellerate  Techno logy fo r po tential application in o ther areas o f immuno therapy,
including  vaccines and antigen-specific  T cell approaches. These findings were recently published in the peer-reviewed
Journal of Immunotherapy in September 2004 .

 

 

·  Ease of administration.    We initially co llect a patient’s white  blood cells, a rich source o f T cells, in a standard
outpatient procedure called leukapheresis. After our process is completed, Xcellerated T Cells are  administered in
approximately two  hours using  a routine intravenous procedure in an outpatient c linic . This is similar to  what is perfo rmed
today in most onco logy practices where chemotherapy, monoclonal antibodies and red blood cell transfusions are
administered intravenously.

 

 

·  Reproducible and cost-effective manufacturing.    We use the same standardized process to  produce Xcellerated T Cells
fo r all patients. Other than our proprietary components, our Xcellerate  Techno logy inco rporates commercially available
products and standard clinical and blood bank supplies, which enables us to  effic iently manufacture Xcellerated T Cells.
We do  no t require  materials that must be obtained by surgery, such as samples o f the patient’s tumor. We can freeze the
cells we initially co llect from our patients as well as freeze the Xcellerated T Cells we generate  from those cells. We
have documented sto rage o f Xcellerated T Cells in our facility fo r at least 12 months without significant lo ss o f activity.
Freezing  may enable  us to  generate  several Xcellerated T Cell treatments from one manufacturing  procedure. In
addition, we believe freezing  should allow us to  supply Xcellerated T Cells to  patients throughout the United States from
a central manufacturing  site .
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Our Strategy
 Our goal is to  be a leader in the fie ld o f T cell therapy and to  leverage our expertise  in T cell activation to  develop and commercialize
products to  treat patients with cancer, infectious diseases, auto immune diseases and compromised immune systems. Key elements o f
our strategy include the fo llowing :
 

 

·  Maximize speed to market.    We plan to  initiate  one o r more pivo tal c linical trials in CLL, multiple  myeloma o r non-
Hodgkin’s lymphoma in 2005. We believe these clinical indications provide the most rapid and cost-effective
commercialization strategy fo r Xcellerated T Cells. We believe that focusing  on life-threatening  diseases can facilitate
rapid entry into  the market fo r Xcellerated T Cells. The FDA has adopted fast track approval and prio rity trial procedures
fo r therapies that address life-threatening  diseases, and we may apply fo r fast track designation.

 

 

·  Expand the therapeutic applications of Xcellerated T Cells.    In addition to  cancer and HIV, we believe Xcellerated T
Cells can be used to  treat patients with o ther illnesses, including  infectious diseases, such as hepatitis. In addition, we are
studying  the po tential therapeutic  benefits o f Xcellerated T Cells in patients with auto immune diseases treated with
immunosuppressive drugs and in patients with compromised immune systems, such as those with primary
immunodeficiencies. We may also  expand the application o f Xcellerated T Cells to  o ther types o f cancer. We are  also
explo ring  the use o f Xcellerated T Cells in patients with auto immune diseases who  have been treated with
immunosuppressive drugs. In addition to  our own clinical trials, our scientific  founders are  conducting  a number o f
independent c linical studies using  an earlier version o f our proprietary techno logy fo r additional c linical applications.
Based on the results o f their studies, we may pursue some o f these clinical opportunities using  Xcellerated T Cells.

 

 

·  Leverage complementary technologies and therapies.    Xcellerated T Cells may be effective in combination with current
treatments fo r cancer and infectious diseases, such as chemotherapy. We believe Xcellerated T Cells may help
amelio rate  the effects o f immunosuppression associated with treatment o f auto immune diseases. We also  intend to
explo re opportunities to  combine complementary techno log ies and therapies, such as cancer vaccines and monoclonal
antibodies, with Xcellerated T Cells. In addition, we may supplement our internal effo rts by acquiring  o r licensing
techno log ies and product candidates that complement our Xcellerate  Techno logy.

 

 

·  Retain selected U.S. commercialization rights in cancer.    We intend to  retain marketing  and commercialization rights in
North America fo r products in specialized markets, such as cancer. We may seek development and marketing  support
fo r c linical indications that have broader patient populations in North America. In addition, we plan to  pursue strateg ic
partnerships with biopharmaceutical companies to  obtain development and marketing  support fo r territo ries outside
North America, such as Europe and Asia.

 

 

·  Enhance our manufacturing capabilities.    We have a majo r focus on developing  an effic ient and cost-effective
process to  manufacture Xcellerated T Cells. We currently produce T cells fo r c linical trials using  a cost-effective
process that is readily scaleable . We intend to  make additional improvements to  our manufacturing  procedures and
components, which should further reduce the costs o f manufacturing . In addition, we plan to  optimize our manufacturing
process fo r o ther disease indications in the future .

 

 

·  Expand and enhance our intellectual property.    We have a po rtfo lio  o f issued patents and patent applications that we
own o r exclusively license, which we believe provides patent coverage fo r our Xcellerate  Techno logy. As we continue
to  improve our Xcellerate  Techno logy, including  developing  process improvements and improving  the activity and the
specific ity o f Xcellerated T Cells, we intend to  file  patents to  pro tect these improvements.
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Clinical Applications
 The table  below summarizes the current status o f c linical trial applications that use our proprietary techno logy:
 
Dise ase  and indic ation

  

Clinic al tria l s tatus

  

S ponsor

Cancer—Hemato log ical malignancies       
Chronic Lymphocytic  Leukemia       

·      Prog ressive disease   Ongoing  Phase I/II   Xcyte
·      Post-Campath   Planned Phase II/III   Xcyte

Multiple  myeloma       
·      Post-auto logous stem cell transplant   Ongoing  Phase I/II   Xcyte

   Ongoing  Phase I/II   Physician
·      Relapsed   Ongoing  Phase II   Xcyte

Non-Hodgkin’s lymphoma   Completed Phase I   Physician
   Ongoing  Phase II   Xcyte

HIV   Completed Phase I   Physician
   Ongoing  Phase I   Fresenius
   Ongoing  Phase II   Physician
   Planned Phase II   Xcyte
Cancer—Solid tumors       

Kidney cancer   Completed Phase I/II   Xcyte
Prostate  cancer   Completed Phase I/II   Xcyte

 
Cancer—Hematological Malignancies
 Hemato log ical malignancies are  cancers o f the blood o r bone marrow. The American Cancer Society estimates that there  will be
approximately 110,960 new cases o f hemato log ical malignancies in the United States in 2004 . Hemato log ical malignancies include
leukemia, non-Hodgkin’s lymphoma, multiple  myeloma and Hodgkin’s lymphoma. Because hemato log ical malignancies have usually
spread throughout the body by the time o f diagnosis, they typically require  treatment with chemotherapy. Recently, immune-based
therapeutic  products have been developed to  treat some hemato log ical malignancies. Most kinds o f hemato log ical malignancies,
including  CLL, multiple  myeloma and the vast majo rity o f non-Hodgkin’s lymphomas, are  cancers o f lymphocytes known as B cells. In
healthy individuals, T cells contro l the pro liferation o f B cells. However, in patients with B cell malignancies, T cells are  abnormal, and
this may contribute  to  uncontro lled B cell pro liferation and tumor prog ression.
 
Chronic Lymphocytic Leukemia
 According  to  third-party sources, approximately 75,000 patients have CLL in the United States, and there  will be 8,190 new cases o f
CLL and 4 ,800 deaths due to  this disease in the United States in 2004 . The disease is characterized by pro liferation o f malignant
lymphocytes in the bone marrow, lymph nodes and spleen, which leads to  an increase in white  blood cell counts, as well as enlarged
lymph nodes and spleens in most patients. A number o f chemotherapy drugs can be used to  treat leukemia. Recently, the FDA
approved two  drugs, fludarabine, a chemotherapy agent, and Campath, a monoclonal antibody, to  treat CLL. These drugs are  effective
in some patients but do  no t cure the disease. Bo th fludarabine and Campath are  powerful drugs that destroy all lymphocytes.
Consequently, patients treated with these drugs suffer from severe T cell deficiencies, which increase the risk o f infection.
 
In 2003, we began treating  patients with CLL with a sing le  infusion o f Xcellerated T Cells with no  o ther therapy in a Phase I/II c linical
trial. We treated a minimum of three patients at each o f three different dose levels o f 10, 30 and 60-100 billion Xcellerated T Cells.
Serious injury has sometimes occurred with o ther therapeutic  agents used to  treat CLL due to  rapid destruction o f leukemic cells. To
reduce this risk, we started with a low dose in
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this trial and have g radually increased the dose o f Xcellerated T Cells. A to tal o f 17 patients have been treated as o f September 27,
2004 . We have observed few side effects in most patients. As o f September 27, 2004 , we have reported one serious adverse event to
the FDA fo r this trial, which invo lved a patient who  developed an abnormal heart rhythm 17 days fo llowing  treatment. In the judgment o f
the attending  physician, the event was “unlikely related” to  the therapy. In addition, we have documented a 50% to  100% reduction in
the size o f enlarged lymph nodes in 12 o f 17 patients (71%) evaluated and a 50% or g reater reductions in spleen size as measured
below the ribcage by physical examination in 10 o f the 13 patients (77%) with enlarged spleens. To  date , we have no t observed any
significant decrease in leukemia counts in the blood o f these patients. We have also  documented increases in white  blood cells
including  T cells, neutrophils and natural killer T cells, which may help fight infections and cancer, increases in platelets, which prevent
bleeding , and increases in red blood cells as measured by hemoglobin, which carry oxygen. These findings have been submitted to  the
FDA in the Info rmation Packet fo r a Type B End o f Phase II meeting  held on September 23, 2004 . In July 2004 , we amended the
pro toco l fo r the Phase I/II c linical trial to  allow patients to  receive a second infusion o f Xcellerated T Cells and to  enro ll additional
patients in this trial.
 
Our clinical trials to  date  have invo lved small numbers o f patients, and we have no t designed o r been required to  design such trials to
produce statistically significant results as to  efficacy. These trials have neither been randomized no r blinded to  ensure that the results
are  due to  the effects o f the Xcellerated T Cells. Success in early clinical trials neither ensures that large-scale  trials will be successful
no r predicts final results.
 
We plan to  initiate  a Phase II /III c linical trial in which patients who  have previously received chemotherapy and who  have failed
treatment with Campath will be treated with Xcellerated T Cells. Use o f Campath is a standard treatment fo r CLL but increases the risk
o f infection in part because Campath eradicates nearly all T cells fo r several months fo llowing  treatment. In addition, although Campath
can decrease leukemic cell counts in the blood, it has less therapeutic  activity in the lymph nodes and spleens o f CLL patients.
According ly, we believe there  is a strong  clinical rationale  fo r combining  Xcellerated T Cells with Campath. We discussed our plans fo r
this trial with the FDA at an End o f Phase II meeting  on September 23, 2004 . Based on feedback from the FDA during  this meeting , we
intend to  modify our planned pro toco l fo r this Phase II/III c linical trial to  provide the FDA with data we believe will address the FDA’s
concerns regarding  the subcutaneous route  o f Campath administration and the dose and schedule o f Xcellerated T Cells. While  we
believe these modifications will be responsive to  the FDA’s requests, we canno t be certain that this pro toco l will satisfy the FDA with
respect to  the issues raised at the FDA’s September 23, 2004  meeting . We are  also  continuing  to  discuss issues related to  chemistry,
manufacturing  and contro ls fo r the Xcellerated T Cells with the FDA. We have begun preparation fo r this Phase II/III c linical trial and
expect to  enro ll our first patient by the end o f the second quarter o f 2005, subject to  the FDA accepting  our pro toco l and our proposals
on chemistry, manufacturing  and contro ls re lated matters.
 
Multiple Myeloma
 Multiple  myeloma is a fo rm o f cancer that usually o rig inates in the bone marrow and has metastasized to  multiple  bone sites by the
time o f diagnosis. According  to  third-party sources, approximately 50,000 patients have multiple  myeloma in the United States,
approximately 15,270 new patients will be diagnosed with multiple  myeloma and 11,070 patients will die  o f the disease in 2004 .
Chemotherapy has been the most common fo rm o f treatment fo r multiple  myeloma. More recently, physicians started using  drugs
such as Velcade and thalidomide to  treat this disease. These drugs can temporarily reduce the tumor load in patients with myeloma but
only rarely eradicate  the disease. The most effective therapeutic  approach fo r treatment o f multiple  myeloma is high-dose
chemotherapy fo llowed by auto logous stem cell transplantation. However, this therapy is no t curative, and only approximately 25% of
patients achieve a complete  response. In addition, patients whose lymphocyte counts recover slowly after transplant have a poor
clinical outcome. We believe that administering  Xcellerated T Cells may be able  to  accelerate  lymphocyte recovery and improve the
clinical outcome o f these patients.
 
We have completed treatment o f all 36 o f the planned patients in our ongo ing  Phase I/II c linical trial in patients with multiple  myeloma.
Patients received a sing le  infusion o f Xcellerated T Cells three days fo llowing  high-dose chemotherapy and auto logous stem cell
transplantation. Treatment with Xcellerated T Cells has resulted in few side effects in most patients and two  serious adverse events
reportable  to  the FDA. Of these two  events only one,
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which invo lved a patient who  developed a rash after treatment that subsequently reso lved, was judged to  be possibly o r probably
related to  the therapy. Lymphocyte recovery and T cell recovery in all 36 patients has been much more rapid than observed in a
comparable  g roup o f patients who  did no t receive Xcellerated T Cells after stem cell transplantation. Rapid lymphocyte recovery has
been co rrelated with improved prognosis and increased survival in previous independent c linical studies. We believe the improvements
in the time to  lymphocyte recovery may lead to  a better c linical outcome in these patients. We are  currently monito ring  these patients
fo r infections, days in hospital and o ther c linical parameters that may be associated with immune recovery. Preliminary results o f our
clinical trial show that, o f the 35 patients evaluable  fo r tumor responses, 18 patients (51%) had a g reater than 90% decrease in the
tumor marker used to  measure disease. We have submitted these findings to  the FDA and will submit additional data in our next annual
report. Additional fo llow-up will be required to  determine the therapeutic  effects o f Xcellerated T Cells after transplant. In independent
clinical trials, a g reater than 90% decrease in the tumor marker has been associated with increased survival in multiple  myeloma patients.
 
In an ongo ing  independent Phase I c linical trial, one o f our scientific  founders and his co llaborato rs have treated 40 multiple  myeloma
patients with activated T cells fo llowing  high-dose chemotherapy and auto logous stem cell transplantation. These patients received T
cells activated using  an earlier version o f our proprietary techno logy. Administration o f activated T cells resulted in few side effects in
most patients and was associated with rapid lymphocyte and T cell recovery. In addition, tumor responses have been documented in a
majo rity o f these patients.
 
We are conducting  a Phase II c linical trial in multiple  myeloma in which we plan to  enro ll approximately 30 patients who  have failed prio r
therapies. Patients in this trial are  randomized to  treatment with either a sing le  infusion o f Xcellerated T Cells alone o r treatment with the
drug  fludarabine fo llowed by a sing le  infusion o f Xcellerated T Cells. This trial is designed to  evaluate  whether treatment with
Xcellerated T Cells is effective as a stand-alone therapy and whether fludarabine can enhance the anti-tumor effects o f Xcellerated T
Cells in patients with multiple  myeloma. As o f September 27, 2004 , we have treated 18 patients in this trial. Our clinical trials to  date
have invo lved small numbers o f patients and we have no t designed no r been required to  design such trials to  produce statistically
significant results as to  efficacy. These trials have neither been randomized no r blinded to  ensure that the results are  due to  the effects
o f the Xcellerated T Cells. Success in early clinical trials neither ensures that large-scale  trials will be successful no r predicts final
results.
 
Non-Hodgkin’s Lymphoma
 Non-Hodgkin’s lymphoma is a cancer that o rig inates in the lymph nodes o f the body. According  to  third-party sources, approximately
310,000 patients have non-Hodgkin’s lymphoma, and approximately 54 ,370 new patients will be diagnosed with this disease in the
United States in 2004 . About 60% of newly diagnosed patients have an aggressive disease course, while  approximately 40% of
patients have a slow g rowing , low-grade fo rm o f the disease. Chemotherapy and radiation are  used to  treat patients with non-Hodgkin’s
lymphoma. More recently, immune-based therapeutic  products, such as the monoclonal antibody Rituxan, have increasing ly been used
alone o r in combination with chemotherapy. Patients with low-grade lymphoma o ften respond to  Rituxan treatment, but they canno t be
cured with any fo rm o f therapy. These patients eventually become refracto ry to  all fo rms o f therapy and die  from their disease.
Patients with aggressive non-Hodgkin’s lymphoma may be cured with chemotherapy treatment. However, most patients re lapse o r fail
to  respond to  therapy and have a poor prognosis. Some o f these patients may be treated with high-dose chemotherapy fo llowed by an
auto logous stem cell transplant, but there  are  few patients with long-term survival.
 
An independent c linical trial was conducted by one o f our scientific  founders under a physician-sponso red IND with the FDA in 16 non-
Hodgkin’s lymphoma patients with aggressive disease and a poor prognosis. The patients were treated with high-dose chemotherapy
and an auto logous stem cell transplant fo llowed by administration o f a sing le  infusion o f activated T cells generated using  an earlier
version o f our proprietary techno logy. As reported in the medical journal Blood in September 2003, 8 out o f these 16 patients with a
very poor prognosis were still alive with a median fo llow-up o f 33 months. These data were derived from an independent c linical trial,
which we did no t contro l and which was no t designed to  produce statistically
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significant results as to  efficacy o r to  ensure the results were due to  the effects o f T cells activated using  an earlier version o f our
proprietary techno logy. We have been advised that these data have been submitted to  the FDA fo r review.
 
We believe administration o f Xcellerated T Cells may increase the lymphocyte counts o f patients with low-grade lymphoma. Recent
studies have demonstrated a co rrelation between lymphocyte counts in patients with low-grade lymphoma and their survival. In
addition, low-grade lymphoma has many similar characteristics to  CLL. However, in contrast to  CLL, tumor cells are  rarely found on
routine examination o f the blood in patients with lymphoma. The primary site  o f disease in patients with low-grade lymphoma is the
lymph nodes. There is one type o f low-grade lymphoma, known as small lymphocytic  lymphoma, which is c lassified as the same
disease as CLL, except fo r the absence o f tumor cells in the blood. Because o f similarities between some o f these low-grade
lymphomas and CLL and the effects that we have documented in the lymph nodes in patients with CLL, we have initiated a Phase II
clinical trial to  test whether Xcellerated T Cells can be used to  treat patients with the most common fo rms o f low-grade lymphomas,
including  small lymphocytic , fo llicular, marg inal zone and mantle  cell types. As o f September 27, 2004 , we had treated 9 patients in
this c linical trial. Our clinical trials to  date  have invo lved small numbers o f patients, and we have no t designed no r been required to
design such trials to  produce statistically significant results as to  efficacy. These trials have neither been randomized no r blinded to
ensure that the results are  due to  the effects o f the Xcellerate  Techno logy. Success in early clinical trials neither ensures that large-
scale  trials will be successful no r predicts final results.
 
HIV
 According  to  third-party sources, there  are  estimated to  be approximately 950,000 individuals infected with HIV in the United States.
HIV patients are  at increased risk o f infections and cancer. In HIV, patients’ T cells become infected with the virus, leading  to  low
numbers o f T cells and an extremely narrow T cell recepto r reperto ire . According  to  independent c linical studies, it has been shown that
increasing  T cell count and resto ring  T cell reperto ire  are  associated with improved clinical outcome. Patients with HIV are currently
treated with combinations o f anti-viral drugs known as highly active antiretroviral therapy, o r HAART. Although HAART is effective in
suppressing  the virus and delaying  the onset o f acquired immunodeficiency syndrome, o r AIDS, HAART often ceases to  be effective
in a significant number o f patients over time. HAART is also  associated with serious side effects.
 
One o f our scientific  founders independently demonstrated in the labo rato ry that T cells activated using  an earlier version o f our
proprietary techno logy were resistant to  infection with HIV. In an independent c linical trial conducted by one o f our scientific  founders
under a physician-sponso red IND with the FDA, eight HIV patients were administered T cells activated using  an earlier version o f our
proprietary techno logy. The results were published in the medical journal Nature Medicine in January 2002, where it was reported that
the treatment increased the average o f the patient population’s T cell counts to  within the no rmal range fo r at least one year fo llowing
initiation o f therapy. We have been advised that these data have been submitted to  the FDA. In labo rato ry studies, the investigato rs also
demonstrated that they were able  to  resto re  a broad T cell recepto r diversity in the T cells that were produced using  this techno logy.
 
We have entered into  a co llaboration under which Fresenius Bio tech GmbH has treated HIV patients with genetically-modified T cells
produced using  our Xcellerate  Techno logy. Ten patients have been enro lled in a Phase I c linical trial under this co llaboration. In
addition, one o f our scientific  founders is independently conducting  clinical trials using  genetically modified T cells g rown using  an
earlier version o f our proprietary techno logy to  treat patients infected with HIV, the results o f which are  no t yet publicly available . We
do  no t contro l independent c linical trials, including  physician-sponso red trials, and such trials have no t been designed no r are  they
required to  be designed to  produce statistically significant results as to  efficacy. These trials have neither been randomized no r blinded
to  ensure that the results are  due to  the effects o f the T cells activated by an earlier version o f our proprietary techno logy. Success in
early clinical trials neither ensures that large-scale  trials will be successful no r predicts final results.
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One o f our scientific  founders and his co llaborato rs conducted a preclinical study in an HIV model in monkeys in which he
demonstrated that T cells activated using  proprietary techno logy administered after one month o f anti-viral drug  therapy suppressed
viral infection fo r more than a year. The results o f this study were published in the medical journal Blood in January 2002. We have been
advised that these data have been submitted to  the FDA. Based on this study, we are  conducting  laborato ry studies in HIV with the goal
o f pursuing  a similar approach in HIV patients. If these labo rato ry studies are  successful, we plan to  initiate  a c linical trial using
Xcellerated T Cells in patients with HIV.
 
Cancer—Solid Tumors
 Solid tumors are  cancers that o rig inate  in o rgans o f the body. The American Cancer Society estimates that there  will be over one
million new patients with so lid tumors, such as breast, prostate , kidney, lung , liver and co lon cancers and approximately 450,000
people will die  from these types o f cancers in the United States in 2004 . These cancers are  typically treated with surgery o r radiation.
Chemotherapy is used with limited success in treating  so lid tumors such as breast cancer, but it is generally ineffective in curing
patients once the cancer has spread o r metastasized. Recently, immune-based therapeutic  products, including  monoclonal antibodies,
such as Herceptin, are  being  used to  treat patients with so lid tumors, such as breast cancer and ovarian cancer.
 
Kidney Cancer
 The American Cancer Society estimates that approximately 35,710 patients will be diagnosed with kidney cancer in the United States in
2004 . Approximately one-third o f the patients with kidney cancer will develop metastatic  disease. Once patients develop metastatic
disease, they have a very poor prognosis with an average survival o f approximately one year. According  to  third-party sources, the
five-year survival fo r patients with metastatic  kidney cancer is less than 5%, and approximately 12,000 deaths were expected to  occur
in the United States in 2003. The only drug  currently approved by the FDA fo r treating  metastatic  kidney cancer is IL-2, a cytokine that
activates T cells and increases lymphocyte counts. However, the FDA-approved reg imen requires extremely high doses o f IL-2, which
are associated with serious and life-threatening  side effects. Several recent c linical studies have demonstrated a strong  co rrelation
between the increase in lymphocyte counts that occurs with IL-2 therapy and clinical outcome in patients with metastatic  kidney cancer.
We believe administration o f Xcellerated T Cells may improve the clinical outcome in these patients by boosting  lymphocyte counts.
 
In February 2003, we completed a Phase I/II c linical trial o f Xcellerated T Cells in 25 patients with metastatic  kidney cancer. In this
clinical trial, patients were treated with two  infusions o f Xcellerated T Cells approximately four weeks apart. After each infusion o f
Xcellerated T Cells, patients were treated with low doses o f IL-2. We observed few side effects in most patients and no  serious
adverse events reportable  to  the FDA related to  the therapy. We also  observed the complete  elimination o f detectable  bone
metastases in two  patients. Furthermore, there  was a statistically significant increase in lymphocyte counts with treatment, and there
was an increase in post-infusion survival in patients achieving  higher lymphocyte counts. The median survival in these patients was 21
months. Several independent c linical trials have shown that the median survival in patients with metastatic  kidney cancer is
approximately 12 months. The results o f our c linical trial were reported in the medical journal Clinical Cancer Research in September
2003, and have been submitted to  the FDA fo r review.
 
We are evaluating  partnership opportunities to  support further development o f this c linical indication. Our clinical trials to  date  have
invo lved small numbers o f patients and we have neither designed no r been required to  design such trials to  produce statistically
significant results as to  efficacy. These trials have neither been randomized no r blinded to  ensure that the results are  due to  the effects
o f the Xcellerated T Cells. Success in early clinical trials neither ensures that large-scale  trials will be successful no r predicts final
results.
 
Prostate Cancer
 Prostate  cancer is the most common fo rm o f cancer in men in the United States. The American Cancer Society estimates that there  will
be 230,110 new cases and approximately 29,900 patients will die  o f prostate  cancer in
 

55



Table of  Contents

the United States in 2004 . Patients with prostate  cancer can be cured by surgery if the disease is localized. However, once the disease
spreads to  o ther o rgans, it canno t be cured with current standard treatments, e ither ho rmonal therapy o r chemotherapy.
 
In June 2003, we completed a Phase I/II c linical trial in 19 patients with ho rmone-refracto ry prostate  cancer. Patients were treated with a
sing le  infusion o f Xcellerated T Cells. The therapy resulted in few side effects in most patients and led to  significant and sustained
increases in patients’ lymphocyte counts. Two  patients demonstrated g reater than 50% decreases in serum levels o f the tumor marker,
PSA. We have submitted these data to  the FDA fo r review. In some independent c linical studies, decreases in PSA levels have been
shown to  co rrelate  with improved survival in patients with prostate  cancer. There was one serious adverse event reportable  to  the FDA
invo lving  a patient with pre-existing  severe anemia who  suffered congestive heart failure . The patient’s symptoms reso lved
approximately two  hours fo llowing  treatment. We subsequently amended our pro toco l to  identify patients with anemia prio r to
administering  Xcellerated T Cells. Our clinical trials to  date  have invo lved small numbers o f patients, and we have no t designed no r
been required to  design such trials to  produce statistically significant results as to  efficacy. These trials have neither been randomized
nor blinded to  ensure that the results are  due to  the effects o f the Xcellerated T Cells. Success in early clinical trials neither ensures that
large-scale  trials will be successful no r predicts final results.
 
Potential Future Applications in Autoimmune Diseases
 An overactive immune system is believed to  play a central ro le  in a variety o f illnesses classified as auto immune diseases, including
rheumato id arthritis, systemic lupus erythematosus and scleroderma. Attempts to  contro l the disease with therapeutic  agents that
suppress the immune system are o ften effective. However, some patients have more serious fo rms o f these diseases and do  no t
respond to  conventional therapy, while  o thers experience serious side effects from these chronic  immunosuppressive therapies.
Recently, high-dose chemotherapy and/o r radiation have been used with auto logous stem cell transplantation to  eradicate  these
patients’ diseased immune systems in an attempt to  cure several o f these diseases. Although effective in many patients, this fo rm o f
therapy has been associated with serious and life-threatening  toxicities. Many scientists now believe that certain populations o f T cells
play a central ro le  in causing  several auto immune diseases. This is manifested by narrowing  o f the T cell recepto r reperto ire , which has
been shown to  return to  no rmal when patients with some o f these diseases achieve remission. Many therapeutic  agents are  available
that can selectively eliminate  T cells without causing  the serious toxicities associated with the intensive reg imens used with stem cell
transplantation. We believe that if our Xcellerate  Techno logy can be used to  generate  healthy T cells from patients with auto immune
diseases, it may be possible  to  administer Xcellerated T Cells to  resto re  a healthy immune system after patients are  treated with drugs
that e liminate  T cells in the body.
 
We have demonstrated in labo rato ry studies that our Xcellerate  Techno logy can be used to  activate  and g row T cells from patients
with several auto immune diseases, including  rheumato id arthritis, systemic lupus erythematosus and scleroderma. These studies have
also  shown that we can resto re  the narrow T cell reperto ire  characteristic  o f many o f these patients to  a more no rmal diverse pattern
using  our Xcellerate  Techno logy.
 
Research and Development
 As o f September 27, 2004 , we had a to tal o f 26 employees dedicated to  research and development, including  9 with advanced
degrees. We spent approximately $14 .7 million, $14 .7 million and $13.7 million during  the years ended December 31, 2001, 2002 and
2003, respectively, and $8.6 million during  the six months ended June 30, 2004  on the research and development o f our Xcellerate
Techno logy and Xcellerated T Cells. Our internal research and development effo rts are  focused on:
 

 
·  Improving our Xcellerate Technology.    We intend to  continuously evaluate  and improve our Xcellerate  Techno logy.

We have developed methods that further simplify our Xcellerate  Techno logy, allowing  us to  increase our production
yield, reduce labor and materials and lower the costs associated with the production o f Xcellerated T Cells.
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·  Increasing the therapeutic activity of Xcellerated T Cells.    We intend to  continuously evaluate  and improve the
therapeutic  activity o f Xcellerated T Cells. We are  currently evaluating  whether o ther mo lecules o f the immune system
or genes could be used to  improve the therapeutic  activity o f Xcellerated T Cells. We are  working  with several g roups
to  evaluate  using  Xcellerated T Cells in conjunction with recently discovered antigens to  specifically target cancers and
infectious diseases associated with those antigens. We have conducted laborato ry studies demonstrating  that we can
generate  large numbers o f antigen-specific  Xcellerated T Cells with anti-tumor activity in several types o f cancer,
including  melanoma, breast cancer, kidney cancer and lung  cancer. We expect that some o f our co llaborato rs will be
conducting  physician-sponso red clinical trials with these approaches in the near future .

 

 

·  Developing additional clinical indications for Xcellerated T Cells.    There are  many medical conditions that are
associated with deficiencies in T cells. We are  currently studying  the po tential to  use Xcellerated T Cells to  treat these
illnesses. Fo r example, patients with auto immune diseases are  treated with immunosuppressive drugs that damage their
immune systems. We have demonstrated in labo rato ry studies that we can activate  and g row T cells and resto re  a no rmal
T cell reperto ire  in patients with several o f these diseases. In addition, we may study the use o f Xcellerated T Cells in
patients with primary immunodeficiencies. Finally, we are  interested in explo ring  the po tential therapeutic  use o f
Xcellerated T Cells in the elderly, who  o ften have weakened immune systems.

 
Manufacturing  and Supply
 We designed, built and operate  our current manufacturing  facility in Seattle , Washing ton in acco rdance with cGMP. We use this facility
to  manufacture Xcellerated T Cells fo r c linical trials. We have completed the construction o f the initial phase o f an additional leased
facility to  manufacture Xcellerated T Cells fo r our planned clinical trials and, if we obtain FDA approval, initial commercialization. This
facility is undergo ing  qualification and validation, and we expect to  beg in manufacturing  Xcellerated T Cells at this facility in the first
half o f 2005. Except fo r our antibody-coated beads and custom bio reacto r system, all o f the components that are  required to
implement our Xcellerate  Techno logy are  commercially available  products and standard clinical and blood bank supplies.
 
In August 1999, we entered into  an ag reement with Dynal fo r the cGMP-grade manufacture o f our antibody-coated beads fo r c linical
and future  commercial uses. In March 2004 , we amended our ag reement to  allow Dynal to  sell a research-g rade version o f our
antibody-coated beads. We have paid Dynal $3.0 million as o f July 31, 2004  fo r completed milestones. Dynal has the right to  terminate
the contract if we do  no t purchase a minimum quantity o f beads. Either party may terminate  the ag reement as o f August 2009 fo r any
reason, o r earlier upon a material breach by, o r inso lvency o f, the o ther party. If the ag reement is no t terminated by August 2009, e ither
party can elect to  extend the term o f the ag reement fo r an additional 5 years. Otherwise, it will automatically renew on a year to  year
basis.
 
In June 2000, we entered into  two  service ag reements with Lonza, which were subsequently amended, fo r the cGMP-grade
manufacture o f the two  monoclonal antibodies fo r use with our antibody-coated beads. Under the terms o f these ag reements, we are
obligated to  make certain payments to  Lonza. We have paid $4 .9 million as o f June 30, 2004 . Assuming  development and supply
services under our ag reements with Lonza are  completed as scheduled under our ag reements with Lonza, our remaining  payments will
be approximately $1.6 million through the end o f 2005. These ag reements may be terminated by either party fo r breach o r inso lvency
of the o ther party o r in the event that the manufacturing  services canno t be completed fo r scientific  o r technical reasons.
 
We use tissue culture  media and a custom bio reacto r in our manufacturing  process. We currently do  no t have ag reements with third
parties to  supply us with tissue culture  media o r bio reacto rs.
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Competition
 The bio techno logy and pharmaceutical industries are  characterized by rapidly advancing  techno log ies, intense competition and a
strong  emphasis on proprietary products. Many entities, including  pharmaceutical and bio techno logy companies, academic institutions
and o ther research o rganizations are  actively engaged in the discovery, research and development o f products that could compete
with our products under development. They may also  compete with us in recruiting  and retaining  skilled scientific  talent.
 
There are  numerous pharmaceutical and bio techno logy companies that are  developing  therapies fo r cancer and infectious disease
generally, and many o f these companies are  focused on activating  the immune system using  therapeutic  agents, including  monoclonal
antibodies, cytokines, vaccines, adjuvants, dendritic  cells, nucleo tides and cells. We are  currently aware o f several companies
developing  ex vivo cell-based immuno therapy products as a method o f treating  cancer and infectious diseases. These competito rs
include Antigenics, Inc., CancerVax Corporation, Cell Genesys, Inc., CellExSys, Inc. (recently so ld to  Chromos Molecular Systems,
Inc.), Dendreon Corporation, Favrille , Inc., Genitope Corporation, IDM, S.A. and Kirin Pharmaceutical. Even if our Xcellerate
Techno logy proves successful, we might no t be able  to  remain competitive in this rapidly advancing  area o f techno logy. Some o f our
po tential competito rs may have more financial and o ther resources, larger research and development staffs and more experienced
capabilities in researching , developing  and testing  products. Some o f these companies also  have more experience than us in
conducting  clinical trials, obtaining  FDA and o ther regulato ry approvals and manufacturing , marketing  and distributing  medical products.
Smaller companies may successfully compete with us by establishing  co llaborative relationships with larger pharmaceutical companies
o r academic institutions. Our competito rs may succeed in developing , obtaining  patent pro tection fo r o r commercializ ing  their
products more rapidly than us. A competing  company developing , o r acquiring  rights to , a more effective therapeutic  product fo r the
same diseases targeted by us, o r one that o ffers significantly lower costs o f treatment, could render our products noncompetitive o r
obso lete .
 
Intellectual Property
 We rely on a combination o f patent, trademark, copyright and trade secret laws to  pro tect our proprietary techno log ies and products.
We aggressively seek U.S. and international patent pro tection to  further our business strategy and fo r majo r components o f our
Xcellerate  Techno logy, including  important antibody components and methods o f T cell activation. We also  rely on trade secret
pro tection fo r our confidential and proprietary info rmation. We enter into  licenses to  techno log ies we view as necessary.
 
We have a po rtfo lio  o f issued patents and patent applications, which we believe provides patent coverage fo r our Xcellerate
Techno logy. As o f October 1, 2004 , we owned o r held exclusive rights to  six issued patents, six allowed patent applications and
numerous pending  patent applications in the United States in the fie ld o f o r directed to  ex vivo T cell stimulation. Three o f the issued
patents re late  to  methods o f stimulating  T cells utilized by our Xcellerate  Techno logy, two  o f which expire  in 2019 and one o f which
expires in 2021, while  two  o ther issued patents, which expire  in 2016, re late  to  a method o f stimulating  T cells and an antibody that we
are no t currently using . Two  additional issued patents expire  in 2020 and are  in the fie ld o f o r directed to  immunosuppression and the
treatment and prevention o f diso rders related to  T cells. These two  issued patents are  directed to  the use o f a specific  compound fo r
these applications, and one o f these patents is directed specifically to  compositions o f matter including  likely derivatives o f this
compound. The final issued patent expires in 2020 and relates to  ex vivo T cell stimulation to  improve uptake o f exogenous nucleic
acid molecules, thus having  gene therapy applications. We also  have licensed numerous currently pending  fo reign patent applications
and seven issued fo reign patents co rresponding  to  our T cell stimulation techno logy.
 
In general, we apply fo r patent pro tection o f methods and products relating  to  immuno therapy fo r treatment o f cancer, immune
deficiencies, auto immune diseases and infectious diseases. With respect to  proprietary know-how that is no t patentable , we have
chosen to  rely on trade secret pro tection and confidentiality ag reements to  pro tect our interests. We have taken security measures to
pro tect our proprietary know-how, techno log ies and confidential data and continue to  explo re further methods o f pro tection.
 

58



Table of  Contents

We require  all employees, consultants and co llaborato rs to  enter into  confidentiality ag reements, and all employees and most
consultants enter into  invention assignment ag reements with us. The confidentiality ag reements generally provide that all confidential
info rmation developed o r made known to  the individual during  the course o f such relationship will be kept confidential and no t disclosed
to  third parties, except in specified circumstances. These invention ag reements generally provide that all inventions conceived by the
individual in the course o f rendering  services to  us will be our exclusive property. We canno t assure you, however, that these
ag reements will provide meaningful pro tection o r adequate  remedies fo r any breach o r that our trade secrets will no t o therwise
become known o r be independently discovered by our competito rs. Any o f these events could adversely affect our competitive
position in the marketplace.
 
In the case o f a strateg ic  partnership o r o ther co llaborative arrangement which requires the sharing  o f data, our po licy is to  disclose to
our partner, under contro lled circumstances, only data that is re levant to  the partnership o r arrangement during  the contractual term o f
the strateg ic  partnership o r co llaborative arrangement, subject to  a duty o f confidentiality on the part o f our partner o r co llaborato r.
Disputes may arise  as to  the ownership and co rresponding  rights in know-how and inventions resulting  from research by us and our
co rporate  partners, licenso rs, scientific  co llaborato rs and consultants. We canno t assure you that we will be able  to  maintain our
proprietary position o r that third parties will no t c ircumvent any proprietary pro tection we have. Our failure  to  maintain exclusive o r
o ther rights to  these techno log ies could harm our competitive position.
 
To continue developing  and commercializ ing  our current and future  products, we may license intellectual property from commercial o r
academic entities to  obtain the rights to  techno logy that is required fo r our discovery, research, development and commercialization
activities.
 
In preparation fo r the commercial distribution o f our products and services if we obtain FDA approval, we have filed a number o f
trademark applications.
 
Corporate Co llaborations
 Part o f our strategy is to  establish co rporate  co llaborations with pharmaceutical, biopharmaceutical and bio techno logy companies fo r
the development and commercialization o f our Xcellerate  Techno logy. We focus our effo rts on partnering  our techno log ies in
markets and diseases that we do  no t plan to  pursue on our own. We target co llaborato rs that have the expertise  and capability to
develop, manufacture, obtain regulato ry approvals fo r and commercialize  our Xcellerate  Techno logy. In our co rporate  co llaborations,
we seek to  cover our research and development expenses through research funding , milestone payments and techno logy o r license
fees. We also  seek to  retain significant downstream partic ipation in product sales through either pro fit sharing  o r product royalties paid
on annual net sales.
 
Fresenius Biotech GmbH
 In November 2003, we licensed our Xcellerate  Techno logy and some related improvements on an exclusive basis in the fie ld o f HIV
retroviral gene therapy to  Fresenius fo r research, development, and commercialization in Europe, with a right o f first nego tiation under
some circumstances to  expand their territo ry to  include North America. Our ag reement with Fresenius requires us to  license our
Xcellerate  Techno logy, including  methods fo r manufacturing  Xcellerated T Cells, to  Fresenius, transfer certain enabling  techno logy
and supply all proprietary magnetic  beads, o r Xcyte Dynabeads, o rdered by Fresenius to  support its development and
commercialization effo rts. If we do  no t supply the Xcyte Dynabeads, Fresenius has the right to  manufacture such Xcyte Dynabeads on
its own o r through a third party, until such time that we are  able  to  supply the quantity o f Xcyte Dynabeads o rdered by Fresenius.
Fresenius has ag reed to  reimburse us fo r our expenses in transferring  the techno logy and pay us fo r the Xcyte Dynabeads on a cost-
plus basis. In addition, under the ag reement Fresenius has g ranted us a perpetual, irrevocable , non-exclusive, fully paid worldwide
license to  techno logy invented by Fresenius that directly relates to  our Xcellerate  Techno logy. This ag reement includes royalties on
net sales as well as up to  5.4  million Euros in po tential milestone payments to  us, less applicable  sublicense fees payable  by us to  third
parties, fo r each product developed under this ag reement. Fresenius’ obligation to  pay us royalties under this
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agreement terminates on a country-by-country basis upon the later o f the last to  expire  o f the licensed patents o r 15 years after the first
commercial sale  o f a product in the country. The ag reement is also  subject to  earlier termination by Fresenius at any time if Fresenius
determines it canno t develop a commercially viable  product o r complete  a required manufacturing  audit, at any time by Xcyte if
Fresenius does no t meet certain development and commercialization milestones and by either party fo r the material breach o r
inso lvency o f the o ther party. The ag reement specifies that the termination o f certain techno logy licenses, under which we obtained
much o f our Xcellerate  Techno logy, is a breach o f this ag reement.
 
Fresenius is conducting  a Phase I trial to  treat HIV patients with genetically-modified T cells produced using  our Xcellerate
Techno logy.
 
Technology Licenses
 Where consistent with our strategy, we seek to  obtain techno log ies that complement and expand our existing  techno logy base. We
have licensed and will continue to  license techno logy from selected research and academic institutions, as well as o ther o rganizations.
Under these license ag reements, we generally seek to  obtain sublicense rights. We are  generally obligated under these ag reements to
pursue product development and pay royalties on any product sales. We have no t been required to  pay any royalties through
September 27, 2004 . In addition to  license ag reements, we seek relationships with o ther entities that may benefit us and support our
business goals.
 

 

·  Diaclone S.A.    In October 1999, we entered into  a license ag reement with Diaclone. Under the ag reement, Diaclone
granted us an exclusive, worldwide license to  make, use and sell products o r services using  the monoclonal antibody
that binds to  the CD28 molecule  fo r all ex vivo uses invo lving  therapeutic  and research applications. We have an option
and right o f first refusal to  expand our license to  include in vivo therapeutic  and research purposes. We are  currently
obligated to  purchase all our requirements fo r this monoclonal antibody from Diaclone until we beg in preparing  fo r
Phase III c linical trials o f a product covered by this license. Under certain circumstances, we would be permitted to  have
the monoclonal antibody made by third parties o r manufacture it ourselves. This ag reement has a term o f 15 years from
the date  o f first approval by the FDA, o r its fo reign equivalent, o f a therapeutic  product containing  a bead coated with
the licensed antibody and may be terminated earlier by either party fo r material breach o r inso lvency o f e ither party. We
currently do  no t have FDA approval o f any therapeutic  products containing  a bead coated with the licensed antibody. At
the end o f the term, we will have a perpetual, irrevocable , royalty-free, exclusive license. We paid initial non-refundable
license fees to taling  $75,000 to  Diaclone and are  required to  pay royalties if our products are  commercialized.

 

 

·  Fred Hutchinson Cancer Research Center.    In October 1999, we entered into  a license ag reement with the Fred
Hutchinson Cancer Research Center. Under the ag reement, the Fred Hutchinson Cancer Research Center g ranted us a
non-exclusive, worldwide license to  make, use and sell products o r services using  the monoclonal antibody that binds to
the CD3 molecule  fo r T cell stimulation fo r ex vivo therapeutic  and research uses o ther than cell separation and selection.
We paid a non-refundable up-front licensing  fee o f $25,000 to  the Fred Hutchinson Cancer Research Center, and we are
obligated to  pay the Fred Hutchinson Cancer Research Center a royalty fee if we o r our sublicensees commercialize
products o r services that use the licensed monoclonal antibody. We are  also  required to  pay fees to  Fred Hutchinson
Cancer Research Center under certain circumstances if we sublicense these rights to  third parties. We paid sublicense
fees in connection with our Fresenius co llaboration to taling  $42,227 to  the Fred Hutchinson Cancer Research Center. On
December 1, 2000, we amended this license ag reement to  broaden the fie ld o f use to  include any ex vivo use invo lving
therapeutic  and research applications in exchange fo r an additional non-refundable up-front fee o f $25,000 and the
issuance o f 27,272 shares o f our common stock to  the Fred Hutchinson Cancer Research Center. Our obligation to  pay
royalties under this license ag reement will remain in effect fo r 15 years fo llowing  the first commercial sale  o f our
product and
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may be terminated earlier by either party fo r material breach o r by Fred Hutchinson Cancer Research Center fo r Xcyte’s
inso lvency. Thereafter, our license will be fully-paid.

 

 

·  Genetics Institute.    In July 1998, we entered into  a license ag reement with Genetics Institute . Under the ag reement,
Genetics Institute  g ranted us an exclusive license under its rights to  patents and patent applications covering  methods o f
ex vivo activation o r expansion o f human T cells fo r treatment and prevention o f infectious diseases, cancer and
immunodeficiency. We also  g ranted Genetics Institute  an option under certain circumstances to  an exclusive worldwide
license to  certain improvements outside o f our fie ld that directly relate  to  the licensed patents. The techno logy
underlying  these methods o rig inated from two  o f our scientific  founders and their co llaborato rs and is inco rporated into
our Xcellerate  Techno logy. The term o f the Genetics Institute  license terminates upon the end o f the enfo rceable  term
of the last licensed patent o r the license ag reements under which Genetics Institute  has sublicensed rights to  Xcyte, and
may also  be terminated earlier by either party fo r material breach. As o f October 1, 2004 , two  licensed patents whose
terms expire  in 2016, two  o ther patents whose terms expire  in 2019 and one patent whose term expires in 2021, have
been issued in the United States fo r the methods licensed. In consideration o f the license, we paid a non-refundable up-
front license fee to taling  approximately $53,000, issued 26,522 shares o f our common stock to  Genetics Institute  and
issued a warrant under which Genetics Institute  has the right to  purchase 35,362 additional shares o f our common stock.
We are  also  obligated to  pay royalties to  Genetics Institute  on sales o f products covered by the patents licensed to  us
under the ag reement. We are  also  required to  pay fees to  Genetics Institute  if we sublicense these rights to  third parties.
We paid sublicense fees in connection with our Fresenius co llaboration to taling  $9,049 to  Genetics Institute .
Additionally, if we fail to  devo te a specified amount o f resources to  develop a product using  these rights, Genetics
Institute  may convert this license from exclusive to  non-exclusive.

 
Governmental Regulation
 Governmental autho rities in the United States and o ther countries extensively regulate  the preclinical and clinical testing , approval,
manufacturing , labeling , sto rage, reco rd-keeping , reporting , advertising , promotion, import, export, marketing  and distribution, among
o ther things, o f immuno therapy products and o ther drugs and bio log ical products. In the United States, the FDA, under the Federal
Food, Drug , and Cosmetic  Act, the Public  Health Service Act and o ther federal statutes and regulations, subjects pharmaceutical
products to  rigo rous review and regulation. If we do  no t comply with applicable  requirements, we may be fined, our products may be
recalled o r seized, our c linical trials may be suspended o r terminated, our production may be partially o r to tally suspended, the
government may refuse to  approve our marketing  applications o r allow us to  distribute  our products and we may be subject to  an
injunction and/o r criminally prosecuted. The FDA also  has the autho rity to  revoke previously g ranted marketing  autho rizations.
 
In o rder to  obtain approval o f a new product from the FDA, we must, among  o ther requirements, submit proo f o f safety and efficacy
as well as detailed info rmation on the manufacture, quality, composition and labeling  o f the product in a new drug  application o r a
bio log ics license application. In most cases, this proo f entails extensive labo rato ry tests and preclinical and clinical trials. This testing ,
the preparation o f necessary applications, the processing  o f those applications by the FDA and review o f the applications by an FDA
adviso ry panel o f outside experts are  expensive and typically take many years to  complete . Additionally, the FDA recently fo rmed a
new division that will regulate  bio log ic  products, such as Xcellerated T Cells. The processes and requirements associated with this new
division may cause delays and additional costs in obtaining  regulato ry approval o f our products o r regulato ry autho rization fo r our
clinical trials. The FDA may no t act quickly o r favorably in reviewing  these applications, o r may deny approval altogether, and we may
encounter significant difficulties o r costs in our effo rts to  obtain FDA approval, which could delay o r preclude us from marketing  any
products we may develop. The FDA may also  require  post-marketing  testing  and surveillance to  monito r the effects o f approved
products o r place conditions on any approval that could restric t the commercial applications o f these products. The FDA may withdraw
product approval if we fail to  comply with regulato ry standards, if we encounter problems fo llowing  initial marketing  o r if new safety o r
o ther issues are  discovered regarding  our products after approval. With respect
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to  patented products o r techno log ies, delays imposed by the governmental approval process may materially reduce o r e liminate  the
period during  which we will have the exclusive right to  explo it the products o r techno log ies.
 
In o rder to  conduct research to  obtain regulato ry approval fo r marketing , we must submit info rmation to  the FDA on the planned
research in the fo rm o f an investigational new drug  application. The investigational new drug  application must contain, among  o ther
things, an investigational plan fo r the therapy, a study pro toco l, info rmation on the study investigato rs, preclinical data, such as
toxico logy data, and o ther known info rmation about the investigational compound. An investigational new drug  application generally
must be submitted by a commercial sponso r who  intends to  co llect data on the safety and efficacy o f a new drug  o r bio log ical product
prio r to  conducting  human trials and submitting  an application fo r marketing  approval. In certain circumstances, an investigational new
drug  application may also  be submitted which allows physicians to  gain an initial understanding  o f the compound through an expanded
access prog ram. Data from expanded access trials can generally be used to  support the safety, but no t the efficacy, o f a product.
 
After an investigational new drug  application becomes effective, a sponso r may commence human clinical trials. The sponso r typically
conducts human clinical trials in three sequential phases, but the phases may overlap. In Phase I c linical trials, the product is generally
tested in a small number o f patients o r healthy vo lunteers primarily fo r safety at one o r more doses. In Phase II, in addition to  safety,
the sponso r typically evaluates the efficacy o f the product in a patient population somewhat larger than Phase I c linical trials. It is
customary in cancer c linical trials fo r the FDA to  allow companies to  combine Phase I and Phase II c linical trials into  a Phase I/II c linical
trial. Phase III c linical trials typically invo lve additional testing  fo r safety and clinical efficacy in an expanded population at
geographically dispersed test sites and are  intended to  generate  the pivo tal data on which a marketing  application will be based. The
studies must be adequate  and well-contro lled and o therwise confo rm to  appropriate  scientific  and legal standards.
 
Prio r to  the commencement o f each clinical trial, the sponso r must submit to  the FDA a clinical plan, o r pro toco l, accompanied by the
approval o f an institutional review board responsible  fo r pro tecting  the welfare  o f study subjects fo r a site  partic ipating  in the trials. The
sponsor must also  ensure that investigato rs obtain info rmed consent from all study subjects prio r to  commencement o f each study,
and the sponso r must comply with monito ring , reporting  and so -called good clinical practice  requirements throughout the conduct o f
the study, among  o ther legal requirements. The FDA may prevent an investigational new drug  application from taking  effect, o r may
order the temporary o r permanent discontinuation o f a c linical trial, at any time. An institutional review board may also  prevent a study
from go ing  fo rward, o r may temporarily o r permanently discontinue a clinical trial, at any time. If a study is no t conducted in
acco rdance with applicable  legal requirements and sound scientific  standards, the data from the study may be deemed invalid and
unusable .
 
The sponso r must submit to  the FDA the results o f the preclinical and clinical trials, together with, among  o ther things, detailed
info rmation on the manufacture, quality and composition o f the product, in the fo rm o f a new drug  application o r, in the case o f a
bio log ic , a bio log ics license application. The application must also  contain proposed labeling  fo r the product setting  fo rth the
proposed conditions o f use fo r which the applicant is seeking  approval and be accompanied by the payment o f a significant user fee.
The FDA can refuse to  file  an application if it is deemed no t suffic iently complete  to  permit review, o r has some o ther deficiency.
 
Because the FDA is regulating  Xcellerated T Cells as a bio log ic , we must submit bio log ics license applications to  the FDA to  obtain
approval o f our products. A bio log ics license application requires data showing  the safety, purity and po tency o f the product. In a
process which generally takes several years o r more, the FDA reviews this application and, when and if it decides that adequate  data are
available  to  show that the new compound is bo th safe  and effective and that o ther applicable  requirements have been met, approves the
drug  o r bio log ic  fo r marketing . Prio r to  issuing  a denial o r an approval, the FDA often will seek recommendations from one o f its
adviso ry committees o f independent experts. The amount o f time taken fo r this approval process is a function o f a number o f
variables, including  the quality o f the submission and studies presented, the po tential contribution that the compound will make in
improving  the treatment o f the disease in question, the recommendations o f the
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FDA adviso ry committee and the workload at the FDA. It is possible  that our Xcellerate  Techno logy will no t successfully proceed
through this approval process o r that the FDA will no t approve our applications in any specific  period o f time, o r at all. Any approval, if
obtained, could be limited o r could be made contingent on burdensome post-approval commitments o r could be o therwise restric ted.
 
Congress enacted the Food and Drug  Administration Modernization Act o f 1997, in part, to  ensure the availability o f safe  and effective
drugs, bio log ics and medical devices by expediting  the FDA review process fo r new products. The Modernization Act establishes a
statuto ry prog ram fo r the approval o f fast track products, including  qualifying  bio log ics. We may, from time to  time, decide to  request
fast track approval fo r Xcellerated T Cells. A fast track product is defined as a new drug  o r bio log ic  intended fo r the treatment o f a
serious o r life- threatening  disease o r condition that demonstrates the po tential to  address unmet medical needs fo r this disease o r
condition. Under the fast track program, the sponso r o f a new drug  o r bio log ic  may request the FDA to  designate  the drug  o r bio log ic
as a fast track product at any time during  the clinical development o f the product.
 
The Modernization Act specifies that the FDA must determine whether the product qualifies fo r fast track designation within 60 days o f
receipt o f the sponso r’s request. The FDA can base approval o f a marketing  application fo r a fast track product on an effect on a
clinical endpo int o r on ano ther “surrogate” endpo int that is reasonably likely to  predict c linical benefit. The FDA may subject approval
o f an application fo r a fast track product to  post-approval studies to  validate  the surrogate  endpo int o r confirm the effect on the clinical
endpo int and prio r review o f all promotional materials. In addition, the FDA may withdraw its approval o f a fast track designation on a
number o f g rounds, including  the sponso r’s failure  to  conduct any required post-approval study with due diligence.
 
If the FDA’s preliminary review o f c linical data suggests that a fast track product may be effective, the agency may initiate  review o f
sections o f a marketing  o r license application fo r a fast track product befo re the sponso r completes the entire  application. This ro lling
review may be available  if the applicant provides a schedule fo r submission o f remaining  info rmation and pays applicable  user fees.
However, the time periods specified under the Prescription Drug  User Fee Act concerning  timing  goals to  which the FDA has
committed in reviewing  an application do  no t beg in until the sponso r submits the entire  application.
 
We have requested, and may from time to  time continue to  request, o rphan drug  status fo r Xcellerated T Cells. Orphan drug
designation may be g ranted to  those products developed to  treat diseases o r conditions that affect fewer than 200,000 persons in the
United States. We believe that some o f our target cancer patient populations meet these criteria. Under the law, the developer o f an
o rphan drug  may be entitled to  seven years o f market exclusivity fo llowing  the approval o f the product by the FDA, exemption from
user fee payments to  the FDA and a 50% tax credit fo r the amount o f money spent on human clinical trials. We canno t predict whether
the FDA will g rant e ither an o rphan drug  o r fast track designation o r whether our products will ultimately receive FDA approval o r o rphan
drug  market exclusivity. We also  canno t predict the ultimate impact, if any, o f the fast track process o r o rphan drug  status on the
timing , likelihood o r scope o f FDA approval o f our immuno therapy products. Even if we are  able  to  obtain FDA approval with o rphan
drug  marketing  exclusivity, o ther competing  products may still be approved if they are  deemed to  be suffic iently different than our
products, o r c linically superio r o r under certain o ther c ircumstances. This could reduce o r e liminate  the value o f any o rphan drug
marketing  exclusivity.
 
The FDA may, during  its review o f a new drug  application o r bio log ics license application, ask fo r additional test data. If the FDA does
ultimately approve the product, it may require  post-marketing  testing , including  po tentially expensive Phase IV studies, and
surveillance to  monito r the safety and effectiveness o f the product. In addition, the FDA may in some circumstances impose
restric tions on the use o f the product, which may be difficult and expensive to  administer, may affect whether the product is
commercially viable  and may require  prio r approval o f promotional materials.
 
Before approving  a new drug  application o r bio log ics license application, the FDA will also  inspect the facilities where the product is
manufactured and will no t approve the product unless the manufacturing  facilities are  in
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compliance with cGMP. In addition, the manufacture, ho lding  and distribution o f a product must remain in compliance with cGMP
fo llowing  approval. Manufacturers must continue to  expend time, money and effo rt in the area o f production and quality contro l and
reco rd keeping  and reporting  to  ensure full compliance with those requirements.
 
The labeling , advertising , promotion, marketing  and distribution o f a drug  o r bio log ic  product must be in compliance with FDA
regulato ry requirements. Our distribution o f pharmaceutical samples to  physicians must comply with the Prescription Drug  Marketing
Act. In addition, manufacturers are  required to  report adverse events and erro rs and accidents in the manufacturing  process. Changes to
an approved product, o r changes to  the manufacturing  process, may require  the filing  o f a supplemental application fo r FDA review and
approval. Failure  to  comply with applicable  requirements can lead to  the FDA demanding  that production and shipment cease, and, in
some cases, that the manufacturer recall products o r to  FDA enfo rcement actions that can include seizures, injunctions and criminal
prosecution. These failures can also  lead to  FDA withdrawal o f approval to  market the product. Where the FDA determines that there
has been improper promotion o r marketing , it may require  co rrective communications such as “Dear Docto r” le tters. Even if we
comply with FDA and o ther requirements, new info rmation regarding  the safety o r effectiveness o f a product, o r a change in the law o r
regulations, could lead the FDA to  modify o r withdraw a product approval.
 
In addition to  FDA requirements, our manufacturing , sales, promotion, and o ther activities fo llowing  product approval are  subject to
regulation by numerous o ther regulato ry autho rities, including , in the United States, the Centers fo r Medicare & Medicaid Services,
o ther divisions o f the Department o f Health and Human Services and state  and local governments. Among  o ther laws and requirements,
our sales, marketing  and scientific /educational prog rams must comply with the Federal Medicare-Medicaid anti-fraud and abuse
statutes and similar state  laws. Our pricing  and rebate  prog rams must comply with the Medicaid rebate  requirements o f the Omnibus
Budget Reconciliation Act o f 1990. If products are  made available  to  autho rized users o f the Federal Supply Schedule o f the General
Services Administration, additional laws and requirements apply. All o f our activities are  po tentially subject to  federal and state
consumer pro tection and unfair competition laws.
 
We are also  subject to  regulation by the Occupational Safety & Health Administration, o r OSHA, and the Environmental Pro tection
Agency, o r EPA, and to  various laws and regulations relating  to  safe  working  conditions, labo rato ry and manufacturing  practices and the
use and disposal o f hazardous o r po tentially hazardous substances, including  radioactive compounds used in connection with our
research and development activities, and we may in the future  be subject to  o ther federal, state  o r local laws o r regulations. OSHA, the
EPA or o ther regulato ry agencies may promulgate  regulations that may affect our research and development prog rams. We are  also
subject to  regulation by the Department o f Transportation and to  various laws and regulations relating  to  the shipping  o f cells and o ther
similar items. We are  unable  to  predict whether any agency will adopt any regulation that could limit o r impede our operations.
 
Depending  on the circumstances, failure  to  meet these o ther applicable  regulato ry requirements can result in criminal prosecution, fines
o r o ther penalties, injunctions, recall o r seizure o f products, partial o r to tal suspension o f production, denial o r withdrawal o f pre-
marketing  product approval o r refusal to  allow us to  enter into  supply contracts, including  government contracts.
 
Sales o f pharmaceutical products outside the United States are  subject to  fo reign regulato ry requirements that vary widely from
country to  country. Whether o r no t we have obtained FDA approval, we must obtain approval o f a product by comparable  regulato ry
autho rities o f fo reign countries prio r to  the commencement o f marketing  the product in those countries. The time required to  obtain
this approval may be longer o r sho rter than that required fo r FDA approval. The fo reign regulato ry approval process includes all the
risks associated with FDA regulation set fo rth above, as well as country-specific  regulations, including  in some countries price contro ls.
 
In May 2000, we filed our initial Phase I investigational new drug  application, o r IND, invo lving  Xcellerated T Cells to  treat metastatic
kidney cancer. The FDA allowed us to  start the trial in June 2000. The trial was
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completed in February 2003. In September 2001, we amended the IND to  add a Phase I study o f Xcellerated T Cells to  treat ho rmone
refracto ry prostate  cancer. The trial was completed in June 2003. In August 2002, we amended the IND to  add a Phase I/II to  treat
multiple  myeloma patients post auto logous stem cell transplantation. This trial is ongo ing . In November 2002, we amended the IND to
add a Phase I/II study to  treat CLL. This CLL study was subsequently amended in July 2004  to  allow fo r additional patients and is still
ongo ing . In September 2003, we amended the IND to  add a randomized Phase II study to  treat multiple  myeloma patients with and
without fludarabine. We antic ipate  completion o f the trial by the end o f the second quarter o f 2005. In December o f 2003, we amended
the IND to  add a Phase II study to  treat non-Hodgkin’s lymphoma patients. We antic ipate  completion o f the trial by the end o f 2005.
 
Legal Proceedings
 From time to  time, we may be invo lved in litigation relating  to  claims rising  out o f our o rdinary course o f business. We are  no t currently
a party to  any material legal proceedings.
 
Employees
 As o f September 27, 2004 , we had 98 employees, 26 o f whom are directly invo lved in research and development and 38 o f whom are
invo lved in manufacturing  operations. We consider our relations with our employees to  be good.
 
Facilities
 We currently lease a to tal o f approximately 63,500 square feet o f space at three facilities. We lease approximately 22,000 square feet
o f o ffice  and laborato ry space and a cGMP manufacturing  facility in Seattle , Washing ton, with monthly payments o f approximately
$49,000. The lease on this space expires in October 2006, and we have options to  renew fo r two  additional five-year terms. We
sublease approximately 1,000 square feet o f labo rato ry space and equipment in Seattle , Washing ton, with monthly payments o f
approximately $3,333. The sublease on this space expires in March 2005, and we have options to  extend fo r additional six-month
terms at the sublesso r’s discretion. We also  lease approximately 40,500 square feet o f space in Bo thell, Washing ton, with monthly
payments o f approximately $77,000. We have renovated approximately 20,000 square feet o f this facility fo r the manufacture
Xcellerated T Cells fo r our planned clinical trials and, if we obtain regulato ry approval, initial commercialization. The initial lease term
on this space expires December 2010, and we have options to  renew until December 2020. Under the terms o f the lease, we also  have
rights to  nego tiate  fo r further expansion space in the building . We believe that this facility has suffic ient space to  accommodate
expansion o f our operations.
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SCIENTIFIC ADVISORY BOARD
 
Our Scientific  Adviso ry Board is our network o f medical, scientific  and clinical adviso rs and co llaborato rs who  consult with our
scientists. In addition, our Scientific  Adviso ry Board members, none o f whom are our employees, advise us regarding  our research and
development prog rams, the design o f our c linical trials, as well as o ther medical and scientific  matters re lating  to  our business. The
fo llowing  persons serve on our Scientific  Adviso ry Board:
 
Joseph Bertino, M.D., is the Associate  Directo r o f the Cancer Institute  o f New Jersey and University Pro fesso r o f Medicine and
Pharmaco logy at the University o f Medicine and Dentistry o f New Jersey.
 Jeffrey Bluestone, Ph.D., is one o f our scientific  founders and is a Pro fesso r at the University o f Califo rnia, San Francisco  and the
Directo r o f the UCSF Diabetes Center.
 Edward Clark, Ph.D., is a Pro fesso r o f Immuno logy and a Pro fesso r o f Microbio logy at the University o f Washing ton.
 John Hansen, M.D., is a Member, Fred Hutchinson Cancer Research Center and Pro fesso r, Division o f Medical Onco logy, University
o f Washing ton.
 Carl June, M.D., is one o f our scientific  founders and is Pro fesso r o f Patho logy and Laborato ry Medicine at the University o f
Pennsylvania.
 Hyam Levitsky, M.D., is a Pro fesso r o f Onco logy, Medicine and Uro logy at Sidney Kimmel Comprehensive Cancer Center at Johns
Hopkins University.
 Ronald Levy, M.D., is Pro fesso r o f Medicine and Chief o f the Division o f Onco logy at the Stanfo rd Medical Center.
 Gerald Nepom, M.D., Ph.D., is the Directo r, Benaroya Research Institute , at Virg inia Mason.
 E. Donnall Thomas, M.D., is a Member and fo rmer Directo r o f Clinical Research at the Fred Hutchinson Cancer Research Center. Dr.
Thomas was awarded the 1990 Nobel Prize in Medicine.
 Craig Thompson, M.D., is one o f our scientific  founders and is the Scientific  Directo r o f the Abramson Family Cancer Research Institute
at the University o f Pennsylvania.
 Robert M. Williams, Ph.D., is a University Distinguished Pro fesso r, Department o f Chemistry, at Co lo rado  State  University. Dr. Williams
is also  a member o f our board o f directo rs.
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MANAGEMENT
 
Executive Officers and Directors
 Set fo rth below is the name, age, position and a brief account o f the business experience o f each o f our executive o fficers and
directo rs:
 
Name

  

Age

  

Pos ition(s )

Ronald J. Berenson, M.D.   52  President, Chief Executive Officer and Directo r
Robert L. Kirkman, M.D.   55  Chief Business Officer and Vice President
Stewart Craig , Ph.D.   43  Chief Operating  Officer and Vice President
Mark Frohlich, M.D.   42  Medical Directo r and Vice President
Lawrence A. Romel, M.S.   47  Vice President, Clinical Operations and Pro ject Management
Mark L. Bonyhadi, Ph.D.   50  Vice President o f Research
Kathi L. Cordova, C.P.A.   44   Senio r Vice President o f Finance and Treasurer
Joanna S. Black, J.D.   31  General Counsel, Vice President and Secretary
Jean Deleage, Ph.D.   64   Directo r
Dennis Henner, Ph.D.   53  Directo r
Peter Langecker, M.D., Ph.D.   53  Directo r
Robert T. Nelsen, M.B.A.   41  Directo r
Daniel K. Spiegelman, M.B.A.   46  Directo r
Stephen N. Wertheimer, M.M.   54   Directo r
Robert M. Williams, Ph.D.   51  Directo r
 
Ronald J. Berenson, M.D., is our founder and has served as our President, Chief Executive Officer and as a member o f our board o f
directo rs since our inception. From April 1989 until February 1995, Dr. Berenson held several positions at CellPro , Inc., a stem cell
therapy company that he founded, with his last positions being  Executive Vice President, Chief Medical and Scientific  Officer and
Directo r. Dr. Berenson also  serves on the board o f directo rs o f the Fred Hutchinson Cancer Research Center Foundation. Dr. Berenson
was a faculty member at the Fred Hutchinson Cancer Research Center, where he last held the position o f Assistant Member. Dr.
Berenson is a board-certified internist and medical onco log ist who  completed his medical onco logy fellowship training  at Stanfo rd
University Medical Center. Dr. Berenson received a B.S. in bio logy from Stanfo rd University and an M.D. from Yale University Schoo l
o f Medicine.
 
Robert Kirkman, M.D., has served as our Vice President and Chief Business Officer since January 2004 . Prio r to  jo ining  us, Dr. Kirkman
held the position o f Vice President o f Business Development and Corporate  Communications at Pro tein Design Labs, Inc. from July
1998 to  August 2003. Prio r to  that, Dr. Kirkman served as Chief o f the Division o f Transplantation at Brigham and Women’s Hospital,
and as an Associate  Pro fesso r o f Surgery at Harvard Medical Schoo l. Dr. Kirkman received a B.A. in Economics from Yale University
and an M.D. from Harvard Medical Schoo l. He is a Fellow o f the American Co llege o f Surgeons.
 
Stewart Craig, Ph.D., has served as our Chief Operating  Officer and Vice President since October 1999. From July 1996 to  September
1999, Dr. Craig  served as Vice President o f Development and Operations at Osiris Therapeutics, Inc., a stem cell therapy company.
From January 1994  to  June 1996, Dr. Craig  served as Vice President o f Product and Process Development at SyStemix Inc., a stem
cell and gene therapy company. From June 1987 to  December 1993, Dr. Craig  held the positions o f Group Leader and Senio r Scientist
at British Bio tech, a bio techno logy company. Dr. Craig  received a B.Sc. in biochemistry and a Ph.D. in physical biochemistry from the
University o f Newcastle  upon Tyne, UK.
 
Mark Frohlich, M.D., has served as our Medical Directo r since October 2001 and has served as our Vice President since January 2002.
Dr. Frohlich is a board-certified medical onco log ist with an appo intment as
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Clinical Assistant Pro fesso r o f Medicine at the University o f Washing ton. From July 1998 to  October 2001, Dr. Frohlich held the
position o f Assistant Adjunct Pro fesso r o f Medicine at the University o f Califo rnia at San Francisco . From July 1994  to  June 1998, Dr.
Frohlich completed his fe llowship in medical onco logy at the University o f Califo rnia at San Francisco . Dr. Frohlich received a B.S. in
electrical eng ineering  and economics from Yale University and an M.D. from Harvard Medical Schoo l.
 
Lawrence A. Romel, M.S., has served as our Vice President o f Clinical Operations and Pro ject Management since July 2004 . From June
2002 to  July 2004 , Mr. Romel served as Senio r Directo r o f Pro ject Management, New Product Planning , and Clinical Operations at Cell
Genesys, Inc., a cancer vaccine and onco lytic  viral therapies company. From July 2000 to  June 2002, Mr. Romel served as Vice
President o f Clinical Operations at SuperGen, Inc., an emerg ing  pharmaceutical company. From August 1999 to  July 2000, Mr. Romel
served as Vice President Clinical Operations and Regulato ry Affairs at Onyx Pharmaceuticals, Inc., a bio techno logy company. Mr.
Romel received a M.S. in Chemistry from the University o f Illino is-Chicago .
 
Mark L. Bonyhadi, Ph.D., has served as our Vice President o f Research since January 2003. Dr. Bonyhadi previously served as our
Directo r o f Research from January 2002 to  January 2003, Directo r o f Strateg ic  Scientific  Development from April 2001 to  December
2001 and Directo r o f Bio log ical Research from May 1997 to  March 2001. From September 1990 to  April 1997, Dr. Bonyhadi served as
Senio r Scientist with SyStemix, Inc., a stem cell and gene therapy company. Dr. Bonyhadi received a B.A. in bio logy from Reed
College and a Ph.D. in immuno logy from the University o f Califo rnia at Berkeley.
 
Kathi L. Cordova, C.P.A., has served as our Senio r Vice President o f Finance and Treasurer since September 2003. Ms. Cordova
previously served as our Vice President o f Finance from March 1997 to  September 2003. From February 1994  to  February 1997, Ms.
Cordova held the position o f Assistant Contro ller in a jo int venture between American Life  Insurance Company, a subsidiary o f
American International Group, an insurance company, and Italy’s Confederazione Italiana Sindicati dei Lavorato ri, a labo r union. From
August 1991 to  January 1994 , Ms. Cordova served as Management Associate  with the Life  Division o f American International Group,
an insurance company. Ms. Cordova received a B.A. in international re lations from Stanfo rd University and an M.A. in international
relations from The Johns Hopkins University.
 
Joanna S. Black, J.D., has served as our General Counsel and Secretary since January 2002 and has served as our Vice President since
September 2003. From September 1998 to  January 2002, Ms. Black worked as an atto rney at Venture Law Group, A Pro fessional
Corporation, a law firm. From August 1997 to  August 1998, Ms. Black worked as an atto rney at Wilson Sonsini Goodrich & Rosati,
P.C., a law firm. Ms. Black received a B.A. in economics and public  po licy from Stanfo rd University and a J.D. from Co lumbia University
Schoo l o f Law.
 
Jean Deleage, Ph.D., has served as one o f our directo rs since August 1996. Dr. Deleage has been a founder and manag ing  directo r o f
Alta Partners, a venture capital firm since 1996, and was previously a founder o f Burr, Egan, Deleage & Company, a venture capital
fund, and Sofinnova Ventures, Inc., a venture capital fund. Dr. Deleage is a directo r o f Kosan Biosciences Inco rporated, Rigel
Pharmaceuticals, Inc. and several private  companies, all biopharmaceutical companies. Dr. Deleage received an M.S. in electrical
eng ineering  from the Eco le  Supérieure d’Electric ité  and a Ph.D. in economics from the Sorbonne.
 
Dennis Henner, Ph.D., has served as one o f our directo rs since July 2002. Dr. Henner has been a General Partner at MPM Capital, a
venture capital firm, since January 2002 and was a Venture Partner at MPM Capital from May 2001 through December 2001. From April
1996 to  February 2001, Dr. Henner held the positions o f Senio r Vice President o f Research and Vice President o f Research at
Genentech, Inc., a bio techno logy company. Dr. Henner is currently a directo r o f bio techno logy companies Tercica, Inc., Rigel
Pharmaceuticals, Inc., Synerg ia Pharma, Inc. and Rinat Neuroscience Corporation. Dr. Henner received his B.A. in Life  Sciences and his
Ph.D. from the Department o f Microbio logy at the University o f Virg inia.
 
Peter Langecker, M.D., Ph.D., has served as one o f our directo rs since January 2000. Since October 1999, Dr. Langecker has served as
Chief Medical Officer and Vice President o f Clinical Affairs o f BioMedicines, Inc.,
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a bio techno logy company. From July 1997 to  September 1999, Dr. Langecker served as Vice President o f Clinical Affairs and
Regulato ry Affairs o f Sugen, Inc., a bio techno logy company. From March 1995 to  July 1997, Dr. Langecker served as Vice President
o f Clinical Affairs o f Coulter Pharmaceuticals, Inc., a bio techno logy company. Befo re that, Dr. Langecker held various medical
positions at Ciba Geigy and Schering -Plough. Dr. Langecker received an M.D. and a Ph.D. in medical sciences from Ludwig  Maximilians
University in Munich.
 
Robert T. Nelsen, M.B.A., has served as one o f our directo rs since August 1996. Since 1992, Mr. Nelsen has served as a manag ing
directo r o f ARCH Venture Partners, a venture capital firm. Mr. Nelsen also  serves as a directo r o f Ado lo r Corporation, an analgesics
development company. Mr. Nelsen received a B.S. in bio logy and economics from the University o f Puget Sound and an M.B.A. from
the University o f Chicago .
 
Daniel K. Spiegelman , M.B.A., has served as one o f our directo rs since September 2004 . Since September 1999, Mr. Spiegelman has
served as the Senio r Vice President and Chief Financial Officer fo r CV Therapeutics, Inc. From January 1998 to  September 1999, Mr.
Spiegelman served as Vice President and Chief Financial Officer fo r CV Therapeutics, Inc. From July 1991 until January 1998, Mr.
Spiegelman was employed by Genentech, Inc., a bio techno logy company, ho lding  the position o f treasurer from January 1996 to
January 1998, assistant treasurer from July 1992 to  December 1996, and treasury manager from July 1991 to  July 1992. Mr. Spiegelman
ho lds a B.A. in economics from Stanfo rd University and an M.B.A. from Stanfo rd Graduate  Schoo l o f Business.
 
Stephen N. Wertheimer, M.M., has served as one o f our directo rs since November 2003. Mr. Wertheimer has served as a manag ing
directo r o f W Capital Partners, a private  equity firm, since June 2001. From 1996 to  June 2001, Mr. Wertheimer held the position o f
manag ing  directo r o f CRT Capital Group. Mr. Wertheimer is currently a directo r o f El Paso  Electric  Company, an electric  utility. Mr.
Wertheimer received an M.M. from the Kellogg  Schoo l, Northwestern University, and earned a B.S. in finance and economics at
Indiana University.
 
Robert M. Williams, Ph.D., has served as one o f our directo rs since November 1996 and a member o f our Scientific  Adviso ry Board
since 1995. Since September 1980, Pro fesso r Williams has served as a Pro fesso r o f Chemistry at Co lo rado  State  University, and, in
2001, he was appo inted University Distinguished Pro fesso r. During  his career, Pro fesso r Williams has provided consulting  services to
several bio techno logy and pharmaceutical companies, including  Cubist Pharmaceutical Company, Microcide Pharmaceuticals,
Hoffman-La Roche, G.D. Searle , and EPIX Medical, Inc. Pro fesso r Williams received a B.A. in chemistry from Syracuse University and
a Ph.D. in o rganic  chemistry from the Massachusetts Institute  o f Techno logy. Fo llowing  g raduate  schoo l, Pro fesso r Williams served
as a postdocto ral fe llow at Harvard University.
 
Board Composition
 Our board o f directo rs is currently comprised o f e ight directo rs. The board is divided into  three classes, with each directo r serving  a
three-year term and one class being  elected at each year’s annual meeting  o f stockho lders. Dr. Langecker and Dr. Williams will be in the
class o f directo rs whose initial term expires at the 2005 annual meeting  o f stockho lders. Dr. Deleage, Dr. Henner and Mr. Wertheimer
will be in the class o f directo rs whose initial term expires at the 2006 annual meeting  o f stockho lders. Dr. Berenson, Mr. Spiegelman and
Mr. Nelsen will be in the class o f directo rs whose initial term expires at the 2007 annual meeting  o f stockho lders.
 
Board Committees
 Our board o f directo rs has established an audit committee, a compensation committee, a nominating  committee and a stock option
committee.
 
The audit committee consists o f Dr. Deleage, Mr. Spiegelman and Mr. Wertheimer. Dr. Deleage serves as the chairperson o f the
committee. The audit committee is responsible  fo r assuring  the integ rity o f our financial contro l, audit and reporting  functions and
reviews with our management and our independent audito rs the effectiveness o f our financial contro ls and accounting  and reporting
practices and procedures. In addition, the audit committee reviews the qualifications o f our independent audito rs, is responsible  fo r
their appo intment, compensation, re tention and oversight and reviews the scope, fees and results o f activities related to  audit and non-
audit services.
 

69



Table of  Contents

The compensation committee consists o f Mr. Nelsen, Dr. Langecker and Mr. Spiegelman. The compensation committee’s principal
responsibility is to  administer our stock plans and to  set the salary and incentive compensation, including  stock option g rants, fo r our
Chief Executive Officer and o ther executive o fficers.
 
The nominating  committee consists o f Dr. Langecker, Mr. Wertheimer and Dr. Williams. The purpose o f the nominating  committee is
to  identify individuals qualified to  serve as members o f our Board, and recommend nominees fo r e lection.
 
The stock option committee consists o f Dr. Berenson and Mr. Nelsen. The stock option committee’s principal responsibility is to
g rant stock options under the our stock plans to  newly hired non-executive o fficers in acco rdance with set parameters outlined by the
Board.
 
Director Compensation
 Our seven outside directo rs are  compensated with cash and options to  purchase our common stock pursuant to  our 2003 Directo rs’
Stock Option Plan. Non-employee directo rs are  entitled to  an annual cash retainer o f $20,000, and receive $1,000 fo r each board
meeting  attended in person, $500 fo r each board meeting  partic ipated in te lephonically, and $500 fo r each committee meeting
partic ipated, in addition to  reimbursement fo r out-o f-pocket expenses incurred in connection with attending  board and committee
meetings.
 
In November 1996, Dr. Deleage and Dr. Williams were each awarded non-statuto ry options fo r 5,454  shares o f our common stock. In
November 1999, Dr. Langecker was awarded a non-statuto ry option fo r 5,454  shares o f our common stock. These shares vest over a
four-year period at a rate  o f 25% of the to tal number o f shares one year after the date  o f g rant, with the remaining  shares vesting
monthly in equal installments over the next 36 months. In November 2003, Dr. Williams was awarded non-statuto ry options fo r 2,727
fully vested shares o f our common stock in connection with his service on our Scientific  Adviso ry Board. In September 2004 , in
connection with his e lection to  our board o f directo rs, Mr. Spiegelman was g ranted an option to  purchase 10,000 shares o f our
common stock under the amended 2003 Directo rs’ Stock Option Plan, which option is subject to  stockho lder approval and is no t
exercisable  until such approval. Directo rs who  are  our employees are  elig ible  to  partic ipate  in our 1996 Stock Option Plan, our 2003
Stock Plan and 2003 Employee Stock Purchase Plan. Directo rs who  are  no t our employees are  elig ible  to  partic ipate  in our 2003
Directo rs’ Stock Option Plan.
 
Pursuant to  our 2003 Directo rs’ Stock Option Plan, each non-employee directo r jo ining  our board after June 2, 2004  is automatically
g ranted an option to  purchase 10,000 shares o f our common stock. In addition, on the date  o f each annual meeting  o f our
stockho lders, each non-employee directo r is g ranted an option to  purchase 10,000 shares o f common stock if, on that date , the
directo r has served on our board o f directo rs fo r at least six months. Furthermore, directo rs serving  as the chairperson o f a committee
o f our board, o r as members o f the audit committee o f our board, are  g ranted an option to  purchase 2,500 shares o f common stock
on the date  o f each annual meeting  o f our stockho lders. The to tal number o f shares subject to  options g ranted under this plan vests in
equal monthly installments over two  years. Although this plan is currently effective, prio r to  receiving  stockho lder approval, options
g ranted under this plan will no t be exercisable  and will be contingent on such approval
 
Compensation Committee Interlocks and Insider Participation
 Dr. Deleage, Mr. Nelsen, and Dr. Berenson served on our compensation committee in 2003. During  2003, none o f our executive
o fficers served as a directo r o r member o f the compensation committee o f any o ther entity that had any executive o fficer who  served
on our board o f directo rs o r on our compensation committee.
 
Limitations on Liability and Indemnification o f Officers and Directors
 Our amended and restated certificate  o f inco rporation limits the liability o f our directo rs to  the maximum extent permitted by Delaware
law. Delaware law provides that a co rporation may eliminate  the personal liability o f its
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directo rs fo r monetary damages fo r breach o f their fiduciary duties as directo rs, except liability fo r any o f the fo llowing  acts:
 
 ·  breach o f their duty o f loyalty to  us o r our stockho lders;
 
 ·  acts o r omissions no t in good faith o r that invo lve intentional misconduct o r a knowing  vio lation o f law;
 
 ·  unlawful payments o f dividends o r unlawful stock repurchases o r redemptions; and
 
 ·  any transaction from which the directo r derived an improper personal benefit.
 
Our amended and restated bylaws provide that we will indemnify our directo rs, o fficers, employees and o ther agents to  the fullest
extent permitted by the Delaware General Corporation Law. Our amended and restated bylaws also  permit us to  secure insurance on
behalf o f any o fficer, directo r, employee o r o ther agent o f ours fo r any liability arising  out o f his o r her actions in such capacity,
regardless o f whether the Delaware General Corporation Law would permit a co rporation to  indemnify fo r such liability.
 
We have obtained directo rs’ and o fficers’ insurance providing  indemnification fo r all o f our directo rs, o fficers and employees fo r
certain liabilities. In addition to  the indemnification provided fo r in our amended and restated bylaws, we have entered into  ag reements
to  indemnify our directo rs and executive o fficers. These ag reements, among  o ther things, indemnify our directo rs and executive
o fficers fo r expenses, including  atto rneys’ fees, judgments, fines and settlement amounts incurred by any o f them in any action o r
proceeding  arising  out o f his o r her services as a directo r, o fficer, employee, agent o r fiduciary o f ours, any subsidiary o f ours o r any
o ther company o r enterprise  to  which he o r she provides services at our request. We believe that these provisions and ag reements are
necessary to  attract and retain qualified persons as directo rs and executive o fficers. At present, there  is no  litigation o r proceeding
invo lving  any o f our directo rs o r o fficers in which indemnification is required o r permitted, and we are  no t aware o f any threatened
litigation o r proceeding  that may result in a c laim fo r indemnification.
 
Executive Compensation
 The fo llowing  table  summarizes the compensation paid to , awarded to  o r earned during  the years ended December 31, 2002 and 2003
by our Chief Executive Officer and each o f our four o ther most highly compensated executive o fficers whose to tal salary and bonus
exceeded $100,000 fo r services rendered to  us in all capacities during  the years ended December 31, 2002 and 2003. The executive
o fficers listed in the table  below are referred to  in this prospectus as our named executive o fficers.
 
Summary Compensation Table
 

Name  and princ ipal pos ition(s )

  

Ye ar

 

 

Annual c ompe nsation

  

Long- te rm
c ompe nsation

S e c uritie s
unde rlying

options

  

All othe r
c ompe nsation

    

S alary

  

B onus

    
Ronald J. Berenson, M.D.

President and Chief Executive Officer   
2003
2002

 
  

$
 

249,714
239,276  

$
 

35,000
25,051  

$ —  
  

$
 

286
595

( 1 )
( 1 )

Stewart Craig , Ph.D.
Chief Operating  Officer and Vice President   

2003
2002

 
  

 
 

215,176
205,714   

 
 

—  
51  

 —  
  

 
 

284
527

( 2 )
( 2 )

Kathi L. Cordova, C.P.A.
Senio r Vice President o f Finance and Treasurer   

2003
2002

 
  

 
 

150,547
139,588  

 —  
  

 —  
  

 
 

286
391

( 3)
( 3)

Mark Frohlich, M.D
Medical Directo r and Vice President   

2003
2002

 
  

 
 

181,759
172,183  

 
 

17,447
16,043  

 —  
  

 
 

513
534

( 4 )
( 4 )

Lewis Chapman
Chief Business Officer   

2003
2002

 
  

 
 

201,488
100,403  

 
 

35,000
40,051  

 —  
  

 
 

380
312

( 5 )
( 5 )

Joanna S. Black, J.D.
General Counsel and Vice President   

2003
2002

 
( 7)  

 
 

154 ,882
128,656  

 
 

—  
51  

 —  
  

 
 

264
377

( 6 )
( 6 )

 Footnotes appear on following page
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( 1 ) Dr. Be re nson re c e ive d othe r c om pe nsation c ons is ting of the  paym e nt of insuranc e  pre m ium s  for group te rm  life  be ne fits  in  the  am ount of $286 in  2003

and $595 in  2002.
( 2 ) Dr. C raig  re c e ive d othe r c om pe nsation c ons is ting of the  paym e nt of insuranc e  pre m ium s  for group te rm  life  be ne fits  in  the  am ount of $284 in  2003 and

$527 in  2002.
( 3) Ms. C ordova re c e ive d othe r c om pe nsation c ons is ting of the  paym e nt of insuranc e  pre m ium s  for group te rm  life  be ne fits  in  the  am ount of $286 in  2003

and $391 in  2002.
( 4 ) Dr. Frohlic h  re c e ive d othe r c om pe nsation c ons is ting of the  paym e nt of insuranc e  pre m ium s  for group te rm  life  be ne fits  in  the  am ount of $513 in  2003

and $534 in  2002.
( 5 ) Mr. C hapm an re c e ive d othe r c om pe nsation c ons is ting of the  paym e nt of insuranc e  pre m ium s  for group te rm  life  insuranc e  in  the  am ount of $380 in

2003 and $312 in  2002. Mr. C hapm an’s  e m ploym e nt with  us  e nde d in  Augus t 2003.
( 6 ) Ms. Blac k re c e ive d othe r c om pe nsation c ons is ting of the  paym e nt of insuranc e  pre m ium s  for group te rm  life  be ne fits  in  the  am ount of $264 in  2003

and $377 in  2002.
( 7) Ms. Blac k jo ine d Xc yte  The rapie s , Inc . in  January 2002.
 
The fo llowing  table  provides summary info rmation concerning  the individual g rants o f stock options to  each o f our named executive
o fficers fo r the fiscal year ended December 31, 2003. The exercise  price per share was valued by our board o f directo rs on the date  o f
g rant, and each option was issued at the estimated fair market value on the date  o f g rant based upon the purchase price paid by
investo rs fo r shares o f our preferred stock, taking  into  account the liquidation preferences and o ther rights, privileges and preferences
associated with such preferred stock.
 
Each option represents the right to  purchase one share o f our common stock. The options generally vest over four years. See
“Management—Equity Compensation Plan Info rmation” fo r more details regarding  these options. In 2003, we g ranted options to
purchase an aggregate  o f 225,470 shares o f our common stock to  various o fficers, employees, directo rs and o thers.
 
The po tential realizable  value at assumed annual rates o f stock price appreciation fo r the option term represents hypo thetical gains that
could be achieved fo r the respective options if exercised at the end o f the option term. SEC rules specify the 0%, 5% and 10%
assumed annual rates o f compounded stock price appreciation, which do  no t represent our estimate o r pro jection o f our future
common stock prices. These amounts represent assumed rates o f appreciation in the value o f our common stock from the initial public
o ffering  price, based on the initial public  o ffering  price o f $8 per share. Actual gains, if any, on stock option exercises depend on the
future perfo rmance o f our common stock and overall stock market conditions. The amounts reflected in the table  may no t necessarily
be achieved.
 
Option Grants in Fiscal Year 2003(1)

 

Name d e xe c utive  offic e r
 

Numbe r of
se c uritie s
unde rlying

options
grante d

 

Pe rc e ntage
of total
options

grante d to
e mploye e s

 

 

Exe rc ise
pric e

pe r
share

 Expiration
date

 

Pote ntial re aliz able  value  at assume d
annual rate s  of s toc k appre c iation

for option te rm

     

0%

 

5%

 

10%

Ronald J. Berenson, M.D.  45,453 21.18%  $ 5.50 09/22/13 $113,633 $342,314  $ 693,156
Stewart Craig , Ph.D.  18,181 8.47%   5.50 09/22/13  45,453  136,924   277,259
Mark Frohlich, M.D.  36,363 16.94%   5.50 09/22/13  90,908  273,855  554 ,534
Kathi L. Cordova, C.P.A.  18,181 8.47%   5.50 09/22/13  45,453  136,924   277,259
Joanna S. Black, J.D.  13,636 6.35%   5.50 09/22/13  34 ,090  102,695  207,948
Lewis Chapman  —   —     —   —    —    —    —  
 

 
( 1 ) The se  options  we re  grante d unde r our 1996 Stoc k Option Plan and ve s t ove r a four-ye ar pe riod.
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The fo llowing  table  shows info rmation as o f December 31, 2003 concerning  the number and value o f exercised options and
unexercised options held by each o f our named executive o fficers. There was no  public  trading  market fo r our common stock as o f
December 31, 2003. According ly, the value o f the unexercised in-the-money options listed below has been calculated on the basis o f
our initial public  o ffering  price o f $8 per share, less the applicable  exercise  price per share multiplied by the number o f shares
underlying  the options.
 
Aggregated Option Exercises During 2003 and Fiscal Year-End Option Values
 

Name d e xe c utive  offic e r
  

S hare s
ac quire d

upon
e xe rc ise

  Value
re aliz e d

  

Numbe r of se c uritie s  unde rlying
une xe rc ise d options  at

De c e mbe r 31, 2003

  

Value  of une xe rc ise d
in- the - mone y options  at

De c e mbe r 31, 2003

      

Exe rc isable

  

Une xe rc isable

  

Exe rc isable

  

Une xe rc isable

Ronald J. Berenson, M.D.   —    $ —    40,150  78,029  $ 225,322  $ 195,073
Stewart Craig , Ph.D.   —     —    60,301  39,696   347,347   99,240
Mark Frohlich, M.D.   —     —    16,907  55,818   42,268   139,545
Kathi L. Cordova, C.P.A.   —     —    11,029  26,242   48,395   65,605
Joanna S. Black, J.D.   —     —    8,521  23,295   21,303   58,238
Lewis Chapman   —     —    —    —     —     —  
 
Employment Agreements
 Ms. Black’s employment ag reement, dated December 31, 2001, provides fo r at-will employment fo r an unspecified term. Under this
ag reement, Ms. Black is entitled to  an annual base salary o f $150,000 per year and an initial stock option g rant fo r 9,090 shares o f our
common stock. This employment ag reement also  provides that Ms. Black will receive severance payments equal to  three months o f
her then current base salary, paid ratably over a three-month period, and three months o f continued health coverage if her employment
is terminated o ther than fo r cause and she signs a standard release o f any claims against us.
 
Mr. Chapman’s employment ag reement, dated May 29, 2002, provided fo r at-will employment fo r an unspecified term. Under this
ag reement, Mr. Chapman was entitled to  an annual base salary o f $200,000 per year, an initial stock option g rant fo r 72,727 shares o f
our common stock, a one-time signing  bonus o f $40,000 and a one-time home purchase bonus o f $35,000. This employment
ag reement also  provided that Mr. Chapman would receive severance payments equal to  six months o f his then current base salary, paid
ratably over a six-month period, and six months o f continued health coverage if his employment was terminated o ther than fo r cause
and he signed a standard release o f any claims against us. Mr. Chapman’s employment with us ended in August 2003, and we have
completed making  all severance payments owed to  him under this ag reement.
 
Dr. Frohlich’s employment ag reement, dated August 27, 2001, provides fo r at-will employment fo r an unspecified term. Under this
ag reement, Dr. Frohlich is entitled to  an annual base salary o f $170,000, an initial stock option g rant fo r 7,272 shares o f our common
stock, a one-time signing  bonus o f $40,000 and a loan o f $50,000 fo r a down payment o f a principal residence fo rg iven over four
years. This employment ag reement also  provides that Dr. Frohlich will receive severance payments equal to  three months o f his then
current base salary, paid ratably over a three-month period, and three months o f continued health coverage if his employment is
terminated o ther than fo r cause and he signs a standard release o f any claims against us. In this event, Dr. Frohlich’s employment
ag reement provides that we will fo rg ive the outstanding  principal o f the amount loaned to  him fo r a down payment on a principal
residence.
 
Dr. Kirkman’s employment ag reement, dated January 15, 2004 , provides fo r at-will employment fo r an unspecified term. Under this
ag reement, Dr. Kirkman will receive an annual base salary o f $240,000, a stock option g rant fo r 72,727 shares o f our common stock, a
one-time signing  bonus o f $85,000 and relocation assistance reimbursement up to  an aggregate  o f $15,000. This employment
ag reement also  provides that Dr. Kirkman will receive severance payments equal to  six months o f his then current base salary, paid
ratably over a six-month period, and six months o f continued health coverage if his employment is terminated o ther than fo r cause
during  the first year o f his employment, provided that he signs a standard release o f any claims against us at such time.
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Mr. Romel’s o ffer le tter dated June 14 , 2004 , provides fo r at-will employment fo r an unspecified term. Under this ag reement, Mr.
Romel will receive an annual base salary o f $198,000, a stock option g rant fo r 30,000 shares o f our common stock, a lump-sum
relocation bonus o f $8,250 and relocation assistance reimbursement. This o ffer le tter also  provides that Mr. Romel will receive
severance payments equal to  three months o f his then current base salary, paid ratably over a three-month period, and three months o f
continued health coverage if his employment is terminated o ther than fo r cause, provided that he signs a standard release o f any claims
against us at such time.
 
Equity Compensation Plan Information
 2003 Stock Plan
 Our 2003 Stock Plan was adopted by our board o f directo rs in September 2003 and was approved by our stockho lders in March 2004 .
This plan provides fo r the g rant o f incentive stock options to  employees (including  employee directo rs) and nonstatuto ry stock
options and stock purchase rights to  employees, directo rs (excluding  non-employee directo rs) and consultants. The purposes o f this
plan are  to  attract and retain the best available  personnel, to  provide additional incentives to  our employees and consultants and to
promote the success o f our business. A to tal o f 636,363 shares o f common stock are  reserved fo r issuance under this plan.
 
As o f September 27, 2004 :
 
 

·  44 ,880 shares o f common stock were issuable  upon exercise  o f outstanding  options g ranted under this option plan at a
weighted average exercise  price o f $4 .27;

 
 ·  no  shares o f common stock were issued upon exercise  o f options; and
 
 ·  591,483 shares o f common stock remained available  fo r future  g rants under this plan.
 
The number o f shares reserved fo r issuance under this plan will automatically increase on the first day o f each fiscal year beg inning  in
2005 and ending  in 2010 by the lesser o f:
 
 ·  109,090 shares;
 
 

·  4% of the number o f shares o f our common stock outstanding  on the last day o f the immediately preceding  fiscal year;
o r

 
 ·  any lesser number o f shares that our board o f directo rs determines.
 
All share numbers reflected in this plan summary, as well as the exercise  price o r purchase price applicable  to  outstanding  options o r
purchase rights, will be automatically proportionately adjusted in the event we undertake certain changes in our capital structure , such as
a stock split, stock dividend o r o ther similar transaction.
 
The administrato r o f the plan is our board o f directo rs o r a committee o f our board. In the case o f options and stock purchase rights
intended to  qualify as “perfo rmance-based compensation” within the meaning  o f Section 162(m) o f the Internal Revenue Code o f
1986, as amended, the committee will consist o f two  o r more “outside directo rs” within the meaning  o f Section 162(m). In addition, in
administering  the plan, we intend to  comply with o ther applicable  legal and regulato ry requirements as may apply from time to  time,
including  any Nasdaq listing  requirements. The administrato r determines the terms o f options and stock purchase rights g ranted under
this plan, including  the number o f shares subject to  the award, the exercise  o r purchase price and the vesting  and/o r exercisability o f the
award and any o ther conditions to  which the award is subject. No  employee, however, may receive awards fo r more than 181,818
shares under this plan in any fiscal year. Incentive stock options g ranted under this plan must have an exercise  price o f at least 100% of
the fair market value o f the common stock on the date  o f g rant. Incentive stock options g ranted to  an employee who  ho lds more than
10% of the to tal vo ting  power o f all c lasses o f our stock o r any parent o r subsidiary’s stock canno t be less than 110% of the fair
market value o f the common stock on the date  o f g rant. The exercise  price o f nonstatuto ry stock options and the purchase price o f
stock purchase rights will be the price determined by the administrato r, although nonstatuto ry stock options and stock purchase rights
g ranted to  our Chief Executive Officer and our four o ther most highly compensated o fficers will generally equal at least 100% of the
g rant date  fair market value if we
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intend that the awards to  those individuals will qualify as “perfo rmance-based compensation” within the meaning  o f Section 162(m) o f
the Internal Revenue Code. Payment o f the exercise  o r purchase price may be made in cash o r any o ther consideration determined by
the administrato r, subject to  applicable  legal requirements.
 
The administrato r will determine the term o f options g ranted under this plan, which may no t exceed 10 years, o r 5 years in the case o f
an incentive stock option g ranted to  a ho lder o f more than 10% of the to tal vo ting  power o f all c lasses o f our stock o r a parent o r
subsidiary’s stock. Generally, an option g ranted under this plan is non-transferable , o ther than by will o r the laws o f descent o r
distribution, and may be exercised during  the life time o f the optionee only by the optionee. However, the administrato r may, in its
discretion, provide fo r the limited transferability o f non-statuto ry stock options g ranted under this plan. We generally have the right to
repurchase any stock issued pursuant to  stock purchase rights g ranted under this plan upon the termination o f the ho lder’s employment
o r consulting  relationship with us fo r any reason, including  death o r disability. The repurchase price is the o rig inal purchase price paid by
the purchaser o r the fair market value o f the shares at the date  o f the repurchase, whichever is less. This repurchase right will lapse at a
rate  that the administrato r may determine.
 
If we sell all o r substantially all o f our assets o r if we are  acquired by ano ther co rporation, each outstanding  option and stock purchase
right may be assumed o r an equivalent award may be substituted by the successo r co rporation, with appropriate  adjustments made to
bo th the price and number o f shares subject to  the option o r purchase right. If the successo r does assume the outstanding  options and
purchase rights, the lesser o f 25% of the shares subject to  an option o r initially subject to  repurchase o r the remaining  unvested shares
will vest immediately prio r to  the closing  o f the transaction, and, if the ho lder is “invo luntarily terminated” within one year after the
closing , the lesser o f ano ther 25% of the shares subject to  the option o r initially subject to  repurchase o r the remaining  unvested shares
will vest on termination. “Invo luntary termination” includes termination by us without “cause,” o r vo luntary resignation within 30 days
fo llowing : a reduction in the optionho lder’s base salary o f more than 20% (except where there  is a similar reduction in the base salaries
o f similarly situated employees) o r re location o f the optionho lder’s principal work site  by more than 50 miles. If the successo r
co rporation does no t assume options and purchase rights o r substitute  equivalent options o r purchase rights, then vesting  o f all shares
subject to  options will accelerate  fully, all repurchase rights will lapse immediately prio r to  the closing  o f the transaction and options
and purchase rights will terminate  as o f the closing  o f the transaction.
 
The board o f directo rs has autho rity to  amend o r terminate  this plan, but no  action may be taken that impairs the rights o f any ho lder o f
an outstanding  option o r stock purchase right without the ho lder’s consent. In addition, we must obtain stockho lder approval o f
amendments to  the plan as required by applicable  law. Unless terminated earlier by the board o f directo rs, this plan will terminate  in
2013.
 
1996 Stock Option Plan
 Our 1996 Stock Option Plan was adopted by our board o f directo rs in September 1996. As o f September 27, 2004 :
 
 

·  949,232 shares o f common stock were issuable  upon exercise  o f outstanding  options g ranted under this option plan at a
weighted average exercise  price o f $5.09;

 
 

·  212,269 shares o f common stock were issued upon exercise  o f options at purchase prices rang ing  between $0.55 and
$5.50; and

 
 ·  4 ,559 shares o f common stock remained available  fo r future  g rants under this plan.
 
The board o f directo rs amended this plan in September 2003 to  increase the number o f shares reserved fo r issuance under the plan by
an additional 363,636 to  1,163,636 and the amended plan was approved by our stockho lders in March 2004 . All share numbers
reflected in this plan summary, as well as the exercise  price applicable  to  outstanding  options, will be automatically proportionately
adjusted in the event we make certain changes in our capital structure , such as a stock split, stock dividend o r o ther similar transaction.
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The terms o f the awards under this plan are  generally the same as the terms o f the awards that may be issued under the 2003 Stock Plan,
except fo r the fo llowing  features:
 
 ·  only options can be g ranted under this plan;
 
 ·  stock options g ranted under this plan are  non-transferable  except by will o r the laws o f descent and distribution; and
 

 

·  options g ranted to  residents o f Califo rnia prio r to  the closing  o f our initial public  o ffering  had to  meet certain specific
requirements with respect to  a minimum 20% vesting  per year, a minimum post-termination exercise  period o f 30 days
in circumstances o ther than death o r disability (and 6 months in the case o f death o r disability) and a minimum exercise
price o f 85% of fair market value fo r non-statuto ry options.

 
If we sell all o r substantially all o f our assets, o r if we are  acquired by ano ther co rporation, each outstanding  option may be assumed o r
an equivalent award substituted by the successo r co rporation, with appropriate  adjustments made to  bo th the price and number o f
shares subject to  the option. If the successo r assumes the outstanding  options o r substitutes equivalent options, 25% of the shares
subject to  each option that are  unvested immediately prio r to  the consummation o f the transaction will vest immediately prio r to  the
closing  o f the transaction. If the successo r co rporation does no t assume options o r substitute  equivalent options o r a comparable  cash
incentive prog ram based on the value o f the options at the closing , then vesting  o f all shares subject to  options will accelerate  fully
immediately prio r to  the closing  o f the transaction unless o therwise provided under an individual g rant.
 
2003 Employee Stock Purchase Plan
 Our 2003 Employee Stock Purchase Plan was adopted by our board o f directo rs in September 2003 and was approved by our
stockho lders in March 2004 . A to tal o f 109,090 shares o f common stock are  reserved fo r issuance under this plan, none o f which have
been issued as o f September 27, 2004 . The number o f shares reserved fo r issuance under this plan will automatically increase on the
first day o f each o f our fiscal years beg inning  in 2005 and ending  in 2010 by the lesser o f:
 
 ·  54 ,545 shares;
 
 ·  1% of the number o f shares o f common stock outstanding  on the last day o f the immediately preceding  fiscal year; o r
 
 ·  any lesser number o f shares that our board o f directo rs determines.
 
All share numbers reflected in this plan summary, as well as the purchase price applicable  to  outstanding  purchase rights, will be
automatically proportionately adjusted in the event we make certain changes in our capital structure , such as a stock split, stock
dividend o r o ther similar transaction. This plan became effective upon the date  o f our initial public  o ffering . Unless terminated earlier by
our board o f directo rs, this plan terminates in 2023.
 
This plan, which is intended to  qualify under Section 423 o f the Internal Revenue Code, allows employees to  purchase our common
stock at a discount from the market price through payro ll deductions. The plan will be implemented by a series o f o ffering  periods,
each o f which has a duration o f approximately six months, commencing  generally on May 1 and November 1 o f each year. The first
o ffering  commenced on March 16, 2004  and will end on October 31, 2004 . Each elig ible  employee will automatically be g ranted an
option to  partic ipate  in the plan and will be automatically enro lled in the first o ffering  period. An automatic  purchase will be made fo r
partic ipants on the last trading  day o f each o ffering  period.
 
Our board o f directo rs, o r a committee appo inted by the board, will administer this plan. In addition, in administering  the plan, we intend
to  comply with o ther applicable  legal and regulato ry requirements as may apply from time to  time, including  any Nasdaq listing
requirements. Our employees, including  o fficers and
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employee directo rs o r employees o f any majo rity-owned subsidiary designated by the board, are  elig ible  to  partic ipate  in this plan if
they are  customarily employed by us o r any such subsidiary fo r at least 20 hours per week and more than five months per year. The plan
prohibits g ranting  purchase rights to  an employee in the fo llowing  circumstances:
 
 

·  where, immediately after the g rant, the employee would own stock and/o r ho ld outstanding  options to  purchase stock
equaling  5% or more o f the to tal vo ting  power o r value o f all c lasses o f our stock o r the stock o f our subsidiaries; o r

 
 

·  where the option would permit the employee to  purchase stock under this plan at a rate  that exceeds $25,000 per
calendar year in which the option is outstanding .

 
This plan permits e lig ible  employees to  purchase common stock through payro ll deductions o f up to  15% of an employee’s e lig ible
cash compensation, which includes salary, bonuses and o ther wage payments made by us to  the partic ipants. A partic ipant may
purchase a maximum of 454  shares o f our common stock under this plan in any one o ffering  period.
 
Amounts deducted and accumulated by plan partic ipants are  used to  purchase shares o f our common stock at the end o f each six-
month o ffering  period. The purchase price is equal to  85% of the fair market value o f the common stock at the first trading  day o f the
o ffering  period o r at the last trading  day o f the o ffering  period, whichever is less. Employees may end their partic ipation in this plan at
any time prio r to  the last trading  day o f an o ffering  period, and partic ipation ends automatically on termination o f employment.
 
If we merge o r conso lidate  with o r into  ano ther co rporation o r sell all o r substantially all o f our assets, each right to  purchase stock
under this plan may be assumed, o r an equivalent right substituted, by the successo r co rporation. However, if the successo r
co rporation refuses to  assume each purchase right o r to  substitute  an equivalent right, the board o f directo rs will sho rten any ongo ing
offering  period so  that employees’ rights to  purchase stock under this plan are  exercised prio r to  the transaction. Our board o f
directo rs may extend future  o ffering  periods to  up to  27 months and may increase o r decrease the maximum contribution rate  o f an
employee’s e lig ible  cash compensation. Our board o f directo rs has the power to  amend o r terminate  this plan as long  as the action
does no t adversely affect any outstanding  rights to  purchase stock under the plan. However, our board o f directo rs may amend o r
terminate  this plan o r an o ffering  period even if it would adversely affect outstanding  purchase rights in o rder to  avo id our incurring
adverse accounting  charges o r if the board o f directo rs determines that termination o f the plan o r o ffering  period is in our best interests
and the best interests o f our stockho lders. We will obtain stockho lder approval fo r any amendment to  the purchase plan to  the extent
required by law.
 
2003 Directors’ Stock Option Plan
 Our 2003 Directo rs’ Stock Option Plan was adopted by our board o f directo rs in September 2003 and was approved by our
stockho lders in March 2004 . In June 2004 , our board o f directo rs amended this plan which amendments will be submitted fo r approval
by our stockho lders at our next annual meeting  o f our stockho lders in 2005. This plan is currently effective but prio r to  receiving
stockho lders’ approval, options g ranted under the amended plan will no t be exercisable  and will be contingent on such approval. A to tal
o f 90,909 shares o f common stock are  reserved fo r issuance under the this plan. All share numbers reflected in this plan summary, as
well as the exercise  price applicable  to  outstanding  options, will be automatically proportionately adjusted in the event we make certain
changes in our capital structure , such as a stock split, stock dividend o r o ther similar transaction.
 
As o f September 27, 2004 :
 
 

·  10,000 shares o f common stock were issuable  upon exercise  o f outstanding  options g ranted under this option plan at an
exercise  price o f $4 .53;

 
 ·  no  shares o f common stock were issued upon exercise  o f options; and
 
 ·  80,909 shares o f common stock remained available  fo r future  g rants under this plan.
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This plan is designed to  work automatically, without administration. However, to  the extent administration is necessary, it will be
perfo rmed by our board o f directo rs. It is expected that any conflic ts o f interest that may arise  will be addressed by abstention o f any
interested directo r from bo th deliberations and vo ting  regarding  matters in which the directo r has a personal interest. Unless terminated
earlier by the board o f directo rs, this plan will terminate  in 2013.
 
This plan provides that each person who  first becomes a non-employee directo r after June 2, 2004  will be g ranted a non-statuto ry
stock option to  purchase 10,000 shares o f our common stock on the date  when the person first becomes a member o f our board o f
directo rs. On the date  o f each annual meeting  o f our stockho lders, each o f our non-employee directo rs (including  non-employee
directo rs who  did no t receive the 10,000 share g rant described above) will be g ranted an option to  purchase 10,000 shares o f common
stock if, on that date , the directo r has served on our board o f directo rs fo r at least six months. In addition, directo rs serving  as the
chairperson o f a committee o f the board, o r as members o f the audit committee o f the board, will be g ranted an option to  purchase
2,500 shares o f common stock on the date  o f each annual meeting  o f our stockho lders. The exercise  price o f all stock options
g ranted under this plan will be equal to  the fair market value o f the common stock on the date  o f g rant o f the option. This plan provides
that the to tal number o f shares subject to  each option g ranted under this plan will vest in equal monthly installments over two  years so
that the option will be fully vested after two  years.
 
All options g ranted under this plan will have a term o f 10 years and an exercise  price equal to  the fair market value on the date  o f g rant.
If a non-employee directo r ceases to  serve as a directo r fo r any reason o ther than death o r disability, he o r she may, within the 90 days
after the date  he o r she ceases to  be a directo r, exercise  options that were vested as o f the date  o f termination. If the fo rmer directo r
does no t exercise  the option within this 90-day period, the option will terminate . If a directo r’s service terminates as a result o f his o r
her disability o r death, o r if a directo r dies within three months fo llowing  termination, the directo r o r his o r her estate  may exercise
options that were vested as o f the date  o f termination o r death at any time during  the 12 months after the date  o f termination o r death.
Options g ranted under this plan are  generally non-transferable  by the option ho lder o ther than by will o r the laws o f descent o r
distribution, pursuant to  a qualified domestic  relations o rder o r to  family members o r family trusts o r foundations. Generally, only the
option ho lder o r a permitted transferee may exercise  the option during  the life time o f the option ho lder.
 
If we are  acquired by ano ther co rporation, each option outstanding  under this plan will be assumed o r equivalent options will be
substituted by our acquiro r, unless our acquiro r does no t ag ree to  this assumption o r substitution. If our acquiro r does no t ag ree to
assume the options o r substitute  them, the options will terminate  upon consummation o f the transaction. In connection with an
acquisition that qualifies as a change o f contro l as defined in the option plan, the vesting  o f each outstanding  option will accelerate  in
full, and each directo r ho lding  options under this plan will have the right to  exercise  his o r her options immediately befo re the
consummation o f the acquisition as to  all shares underlying  the options. Our board o f directo rs may amend o r terminate  this plan as
long  as we obtain stockho lder approval fo r any amendment to  the extent required by applicable  law and the procedure fo r option g rants
are  no t amended more than once every 6 months, o ther than to  the extent required by applicable  law. Any such amendment o r
termination shall no t adversely affect outstanding  options g ranted under the plan.
 
401(k) Plan
 Effective February 1, 1997, we established a tax-qualified employee savings and retirement plan, o r 401(k) plan, which covers all o f
our employees. This plan is intended to  qualify under Section 401 o f the Internal Revenue Code so  that contributions by us to  the plan,
if any, will be deductible  by us when made. Under this plan, e lig ible  employees may elect to  reduce their current compensation and
defer their pre-tax earnings, subject to  the Internal Revenue Service’s annual contribution limits. Deferral contributions are  fully vested
at all times. This plan permits, but does no t require , discretionary matching  contributions by a percentage amount that our board o f
directo rs may annually determine. The plan also  permits additional discretionary contributions by us on behalf o f all partic ipants in the
plan. These additional company contributions vest 25% per year o f service and will be fully vested after four years o f service. The
trustee under the plan invests an employee’s account balance under the plan in acco rdance with the employee’s written direction. To  the
extent an employee directs the investment o f his o r her account balance under the plan, the Employment Retirement Income Security
Act relieves the trustee from liability fo r any lo ss resulting  from the employee’s direction o f the investment.
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CERTAIN RELATIONSHIPS AND RELATED PARTY TRANSACTIONS
 
During  the last three fiscal years, there  has no t been any transaction o r series o f similar transactions to  which we were o r are  a party in
which the amount invo lved exceeded o r exceeds $60,000 and in which any o f our directo rs o r executive o fficers, any ho lder o f more
than 5% of any class o f our vo ting  securities o r any member o f the immediate  family o f any o f these persons had o r will have a direct
o r indirect material interest, o ther than the compensation arrangements described in “Management” above and the transactions
described below.
 
We believe that we have executed all o f the transactions described below on terms no  less favorable  to  us than we could have obtained
from unaffiliated third parties. It is our intention to  ensure that all future  transactions between us and our o fficers, directo rs and principal
stockho lders and their affiliates are  approved by a majo rity o f our board o f directo rs, including  a majo rity o f the independent and
disinterested members o f our board o f directo rs, and are  on terms no  less favorable  to  us than those that we could obtain from
unaffiliated third parties.
 
From our inception through September 27, 2004 , we issued the fo llowing  securities to  various investo rs in private  placement
transactions:
 

 
·  1,151,664  shares o f Series A preferred stock to  investo rs including , but no t limited to , entities affiliated with Alta

Partners, ARCH Venture Partners, CV Sofinnova Venture Partners and Sprout Group at a purchase price o f $5.23 per
share in August 1996;

 

 
·  683,125 shares o f Series B preferred stock to  investo rs including , but no t limited to , entities affiliated with Alta Partners,

ARCH Venture Partners, CV Sofinnova Venture Partners and Sprout Group at a purchase price o f $6.05 per share in
August 1997;

 

 

·  1,306,470 shares o f Series C preferred stock to  investo rs including , but no t limited to , entities affiliated with Alta
Partners, ARCH Venture Partners, CV Sofinnova Venture Partners, Falcon Techno logy Partners, Fluke Capital
Management, TGI Fund (W Capital Partners acquired these shares from TGI Fund), Sprout Group and Vulcan Ventures
at a purchase price o f $9.19 per share in July 1998;

 

 
·  1,838,139 shares o f Series D preferred stock to  investo rs including , but no t limited to , entities affiliated with Alta

Partners, ARCH Venture Partners, MPM Capital, Sprout Group, Vecto r Fund, Vulcan Ventures and TGI Fund (W Capital
Partners acquired these shares from TGI Fund) at a purchase price o f $15.29 per share in May 2000 and August 2000;

 

 

·  863,648 shares o f Series E preferred stock to  investo rs including , but no t limited to , entities affiliated with Alta Partners,
ARCH Venture Partners, China Development Industrial Bank Inc., MPM Capital, Sprout Group, Vulcan Ventures and TGI
Fund (W Capital Partners acquired these shares from TGI Fund) at a purchase price o f $15.29 per share in November
2001; and

 

 
·  808,040 shares o f Series F preferred stock to  investo rs including , but no t limited to , entities affiliated with Alta Partners,

ARCH Venture Partners, RiverVest Venture Fund, Sprout Group, Vecto r Fund and V-Sciences Investments Pte  Ltd at a
purchase price o f $15.29 per share in February and March 2002.

 
In addition, we issued:
 
 

·  545,434  shares o f common stock and 95,690 shares o f Series A preferred stock in exchange fo r all o f the outstanding
capital stock o f CellGenEx, Inc. in August 1997 and April 1998; and

 
 

·  26,522 shares o f Series B preferred stock in July 1998 and 3,636 shares o f common stock in June 1999 in connection
with license ag reements.

 
In addition, as o f September 27, 2004 , warrants to  purchase an aggregate  o f 46,607 shares o f common stock issued since our
inception remained outstanding .
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Since our inception, we have engaged in transactions with our executive o fficers, directo rs and ho lders o f more than 5% of our vo ting
securities and their respective affiliates. The fo llowing  table  summarizes the number o f shares o f our stock purchased by our executive
o fficers, directo rs and 5% stockho lders and persons and entities associated with them in private  placement transactions. Each share o f
each series o f preferred stock converted automatically into  one share o f common stock upon the closing  o f our initial public  o ffering
in March 2004 .
 

Inve s tor(1)

 

Common
stoc k

 

S e rie s  A
pre fe rre d

stoc k

 

S e rie s  B
pre fe rre d

stoc k

 

S e rie s  C
pre fe rre d

stoc k

 

S e rie s  D
pre fe rre d

stoc k

 

S e rie s  E
pre fe rre d

stoc k

 

S e rie s  F
pre fe rre d

stoc k

Directors and executive o fficers               
Ronald J. Berenson, M.D.( 2 )  431,499 10,526 —   —   —   —   —  
Robert M. Williams, Ph.D.  36,363 —   —   —   —   —   —  

Entities affiliated with directors               
Alta Partners ( 3)  —   344 ,497 146,414  176,604  106,280 63,941 1,460
ARCH Venture Partners ( 4 )  —   143,539 371,900 203,502 240,352 170,045 163,473
MPM Capital( 5 )  87,899 —   —   —   784 ,825 130,802 —  

5% stockho lders               
Ronald J. Berenson, M.D.( 2 )  431,499 10,526 —   —   —   —   —  
Alta Partners ( 3)  —   344 ,497 146,414  176,604  106,280 63,941 1,460
ARCH Venture Partners ( 4 )  —   143,539 371,900 203,502 240,352 170,045 163,473
Sprout Group  —   478,466 99,172 207,805 58,861 64 ,741 660
MPM Capital( 5 )  87,899 —   —     784 ,825 130,802 —  
W Capital Partners Ironworks, L.P.( 6 )  —   —   —   326,620 52,004  54 ,836 —  
Vecto r Fund  —   —   —   —   130,804  —   202,706
Vulcan Ventures  14 ,650 —   —   108,873 130,804  130,804  —  

 

 
( 1 ) Se e  “Princ ipal s toc kholde rs” for m ore  de tails  on share s  he ld  by the se  purc hase rs .
( 2 ) Inc lude s  share s  he ld  in  trus t.
( 3) Dr. De le age  is  m anaging dire c tor of Alta Partne rs .
( 4 ) Mr. Ne lse n is  a m anaging dire c tor of e ntitie s  affiliate d  with  ARC H Ve nture  Partne rs .
( 5 ) Dr. He nne r is  a ge ne ral partne r of MPM C apital.
( 6 ) Mr. We rthe im e r is  a m anaging dire c tor of W C apital Partne rs .
 
In connection with our acquisition o f all the outstanding  capital stock o f CellGenEx, we issued warrants to  purchase 66,983 shares o f
Series A preferred stock at $5.23 per share in August 1997. In addition, in connection with our Series D preferred stock private
placement, we issued warrants to  purchase 205,858 shares o f common stock at $1.65 per share in August 2000. In connection with our
Series E preferred stock private  placement, we issued warrants to  purchase 470,205 shares o f common stock at $0.055 per share in
November 2001. In connection with our Series F preferred stock private  placement, we issued warrants to  purchase 439,932 shares o f
common stock at $0.055 per share in February and March 2002.
 
The fo llowing  table  summarizes the number o f shares o f common stock issued upon exercise  o f warrants g ranted to  5% stockho lders,
directo rs, executive o fficers and entities affiliated with our executive o fficers and directo rs in private  placement transactions:
 

Inve s tor(1)

  

S hare s  of c ommon
stoc k is sue d upon

e xe rc ise  of
warrants

Alta Partners ( 2 )   43,808
ARCH Venture Partners ( 3)   219,123
Sprout Group   40,589
MPM Asset Management LLC( 4 )   70,722
W Capital Partners Ironworks, L.P.( 5 )   34 ,271
Vecto r Fund   117,693
Vulcan Ventures   70,725

 Footnotes on following page
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( 1 ) Se e  “Princ ipal s toc kholde rs” for m ore  de tails  on share s  he ld  by the se  purc hase rs .
( 2 ) Dr. De le age  is  m anaging dire c tor of Alta Partne rs .
( 3) Mr. Ne lse n is  a m anaging dire c tor of e ntitie s  affiliate d  with  ARC H Ve nture  Partne rs .
( 4 ) Dr. He nne r is  a ge ne ral partne r of MPM C apital.
( 5 ) Mr. We rthe im e r is  a m anaging dire c tor of W C apital Partne rs .
 
In July 1999, we entered into  a License Agreement with Genecraft LLC, o r Genecraft, o f which Dr. Jeffrey Ledbetter, our fo rmer Chief
Scientific  Officer and one o f our scientific  founders, is a principal founder. Under this ag reement, in return fo r royalties we g ranted an
exclusive sublicense to  Genecraft fo r the rights to  one pending  patent application that we are  no t using  in the fie ld o f in vivo activation
of T cells.
 
We have entered into  indemnification ag reements with our o fficers and directo rs containing  provisions which require  us, among  o ther
things, to  indemnify our o fficers and directo rs against liabilities that may arise  by reason o f their status o r service as o fficers o r
directo rs (o ther than liabilities arising  from willful and o ther misconduct) and to  advance their expenses incurred as a result o f any
proceeding  against them as to  which they could be indemnified. See “Management—Limitations on Liability and Indemnification o f
Officers and Directo rs.”
 
We maintain key person life  insurance, under which we are  the beneficiary, on Dr. Berenson in the amount o f $2 million.
 
In connection with our acquisition o f all o f the outstanding  capital stock o f CellGenEx, Inc., we reserved an aggregate  o f 287,698
shares o f our common stock in a milestone poo l fo r issuance to  our scientific  founders, Drs. Jeffrey Bluestone, Carl June, Jeffrey
Ledbetter and Craig  Thompson, upon the achievement o f scientific  milestones determined by a milestone committee. In February
2001, we entered into  a settlement ag reement with each o f Drs. Bluestone, June and Thompson to  terminate  the milestone poo l, and no
option g rants were made pursuant to  the Milestone Poo l. In addition, we entered into  a consulting  ag reement with each o f Drs.
Bluestone, June and Thompson under which each ag reed to  consult with us and to  continue to  serve on our Scientific  Adviso ry Board.
In exchange fo r these services, each consultant was awarded non-statuto ry stock options fo r an aggregate  o f 22,727 shares o f our
common stock, consisting  o f one option to  purchase 9,090 shares o f our common stock at an exercise  price o f $2.75 per share and a
second option to  purchase 13,636 shares o f our common stock at an exercise  price o f $5.50 per share. The 13,636 shares vest in equal
monthly installments (284  shares per month) over the 48 month term o f the ag reement. Dr. Ledbetter, our fo rmer Chief Scientific
Officer, waived his rights to  the milestone poo l in connection with his resignation in March 1999.
 
Dr. Frohlich’s employment ag reement, dated August 27, 2001, provides that we will fo rg ive over four years from the date  o f the
ag reement a $50,000 home loan we made to  him in connection with commencement o f his employment.
 
Pursuant to  a c linical trial ag reement dated November 25, 2003, James R. Berenson, M.D., a bro ther o f our President and Chief
Executive Officer, has acted as and will continue to  act as a principal investigato r fo r some o f our c linical trials run by a site
management o rganization called Onco therapeutics.
 
In October 2003, we issued and so ld convertible  promisso ry no tes in an aggregate  amount o f approximately $12.7 million to
investo rs, including , but no t limited to , Alta Partners, ARCH Venture Partners, MPM Capital, The Sprout Group, Vecto r Partners,
Vulcan Ventures and W Capital Partners Ironworks. These convertible  promisso ry no tes were converted into  approximately 1,357,357
shares o f our common stock upon completion o f our initial public  o ffering .
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PRINCIPAL STOCKHOLDERS
 
The fo llowing  table  shows info rmation known to  us with respect to  the beneficial ownership o f our common stock as o f September 27,
2004  by each o f our directo rs, each named executive o fficer, each person o r g roup o f affiliated persons known by us to  beneficially
own more than 5% of our common stock, and all o f our directo rs and executive o fficers as a g roup.
 
Beneficial ownership and percentage ownership are  determined in acco rdance with the rules o f the SEC. In computing  the number o f
shares beneficially owned by a person and the percentage ownership o f that person, shares o f common stock underlying  options and
warrants that are  exercisable  within 60 days o f September 27, 2004  are  considered to  be outstanding . To  our knowledge, except as
indicated in the foo tno tes to  the fo llowing  table  and subject to  community property laws where applicable , the persons named in this
table  have so le  vo ting  and investment power with respect to  all shares o f our common stock shown as beneficially owned by them.
 
This table  is based on 14 ,826,970 shares o f our common stock outstanding  as o f September 27, 2004 , excluding  the shares o f our
common stock issuable  upon conversion o f the convertible  preferred stock o ffered by this prospectus. The address fo r those
individuals fo r which an address is no t o therwise indicated is: c /o  Xcyte Therapies, Inc., 1124  Co lumbia Street, Suite  130, Seattle ,
Washing ton 98104 .
 

Name  and addre ss  of be ne fic ia l owne r

  Numbe r
of share s

owne d

  Numbe r of share s
unde rlying options

or warrants

  
Pe rc e nt of share s

be ne fic ia lly  owne d

       
Dire c tors  and name d e xe c utive  offic e rs           
Ronald  J. Be re nson, M.D.( 1 )   442,025   20,408   3.1%
Ste wart C raig , Ph.D.   —    72,025   * 
Mark Frohlic h , M.D.   —    31,838   * 
Kathi L. C ordova, C .P.A   13,635   19,119   * 
Joanna S. Blac k, J.D.   —    16,179   * 
Je an De le age , Ph.D.( 2 )

c /o  Alta Partne rs
One  Em barc ade ro  C e nte r
Suite  4050
San Franc isc o, C A 94111   

1,142,400

  

5,454

  

7.7 

Pe te r Lange c ke r, M.D., Ph.D.   —    5,454   * 
Robe rt T. Ne lse n ( 3)

c /o  ARC H Ve nture  Partne rs
8725 W. Higgins  Road, Suite  290
C hic ago, IL 60631   

2,054,271

  

—  

  

13.9  

De nnis  He nne r, Ph.D.( 4 )

c /o  MPM Asse t Manage m e nt LLC
111 Huntington Ave nue
31s t Floor
Bos ton, MA 02199   

—  

  

—  

  

—   

Ste phe n N. We rthe im e r( 5 )

c /o  W C apital Partne rs
245 Park Ave nue
39th  Floor
Ne w York, NY 10167   

574,363

  

—  

  

3.9  

Robe rt M. William s , Ph.D.   44,544   —    * 
Danie l Spie ge lm an ( 6 )   —    833  * 
All e xe c utive  offic e rs  and dire c tors  as  a group (14 pe rsons )   5,452,203  194,071  37.6%

5% stoc kholde rs           
Alta Partne rs ( 2 )

One  Em barc ade ro  C e nte r
Suite  4050
San Franc isc o, C A 94111   

1,142,400

  

5,454

  

7.7 

Arc h Ve nture  Partne rs ( 3)

8725 W. Higgins  Road, Suite  290
C hic ago, IL 60631   

2,054,271

  

—  

  

13.9  

MPM C apital( 7)

c /o  MPM Asse t Manage m e nt LLC
111 Huntington Ave nue
31s t Floor
Bos ton, MA 02199   

1,180,965

  

—  

  

8.0  

The  Sprout Group ( 8 )

3000 Sand Hill Road
Building 1, Suite  170
Me nlo Park, C A 94025   

960,964

  

—  

  

6.5  

 Footnotes on following page
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* Re pre se nts  be ne fic ial owne rship  of le ss  than 1% .
( 1 ) Inc lude s  403,667 share s  of c om m on s toc k, 14,835 of whic h are  subje c t to  re purc hase , and 38,358 share s  of c om m on s toc k he ld  by the  Irre voc able

Inte rvivos  Trus t Agre e m e nt of Ronald  J. Be re nson and C he ryl L. Be re nson.
( 2 ) Inc lude s  1,117,439 share s  of c om m on s toc k he ld  by Alta C alifornia Partne rs , L.P.; 24 ,961 share s  of c om m on s toc k he ld  by Alta Em barc ade ro  Partne rs ,

LLC ; and 5 ,454 share s  of c om m on s toc k is suable  upon the  e xe rc ise  of im m e diate ly e xe rc isable  options  he ld  by Dr. De le age , none  of whic h are  subje c t
to  a re purc hase  right. Dr. De le age  is  a ge ne ral partne r of Alta C alifornia Manage m e nt Partne rs , LP (whic h is  the  ge ne ral partne r of Alta C alifornia
Partne rs , L.P.), and a m e m be r of Alta Em barc ade ro  Partne rs , LLC , share s  voting and dispos itive  powe r with  re spe c t to  the  share s  he ld  by e ac h of the se
e ntitie s  and disc laim s  be ne fic ial owne rship  of the  share s  in  whic h he  has  no pe c uniary in te re s t.

( 3) Inc lude s  193,447 share s  of c om m on s toc k he ld  by ARC H Ve nture  Fund II, L.P.; 1,140,487 share s  of c om m on s toc k he ld  by ARC H Ve nture  Fund III, L.P.;
1,428 share s  of c om m on s toc k he ld  by ARC H V Entre pre ne urs  Fund, L.P., 349,508 share s  of c om m on s toc k he ld  by ARC H Ve nture  Fund V, L.P. and
369,401 share s  of c om m on s toc k he ld  by He althc are  Foc us  Fund, L.P. Mr. Ne lse n is  a m anaging dire c tor of ARC H Ve nture  Partne rs  VI, LLC , whic h is  the
ge ne ral partne r of ARC H Ve nture  Partne rs  VI, LLC , whic h is  the  ge ne ral partne r of ARC H Ve nture  Fund V, L.P., ARC H V Entre pre ne urs  Fund, L.P. and
He althc are  Foc us  Fund, L.P. Mr. Ne lse n is  a m anaging dire c tor of ARC H Ve nture  Partne rs , LLC , whic h is  the  ge ne ral partne r of ARC H Ve nture  Fund III,
L.P. Mr. Ne lse n is  a m anaging dire c tor of ARC H Ve nture  C orporation, whic h is  the  ge ne ral partne r of ARC H Ve nture  Partne rs , L.P., whic h is  the  ge ne ral
partne r of ARC H Manage m e nt Partne rs  II, L.P., the  ge ne ral partne r of ARC H Ve nture  Fund II, L.P. Mr. Ne lse n share s  voting and dispos itive  powe r with
re spe c t to  the  share s  he ld  by e ac h of the se  e ntitie s  and disc laim s  be ne fic ial owne rship  of the  share s  in  whic h he  has  no pe c uniary in te re s t.

( 4 ) While  Dr. He nne r is  an  e m ploye e  of MPM C apital, he  doe s  not have  any voting and dispos itive  powe r with  re spe c t to  the  share s  he ld  by any of the  e ntitie s
lis te d  in  th is  footnote .

( 5 ) Mr. We rthe im e r is  the  m anaging dire c tor of W C apital Partne rs  Ironworks , L.P., share s  voting and dispos itive  powe r with  re spe c t to  th is  partne rship  and
disc laim s  be ne fic ial owne rship  of the  share s  in  whic h he  has  no pe c uniary in te re s t.

( 6 ) Mr. Spie ge lm an’s  option is  s till subje c t to  s toc kholde r approval and is  not e xe rc isable  until suc h approval.
( 7) With re spe c t to  MPM C apital, the  am ounts  shown inc lude  18,302 share s  of c om m on s toc k he ld  by MPM Asse t Manage m e nt Inve s tors  2000 B, LLC ;

279,889 share s  of c om m on s toc k he ld  by MPM Biove nture s  GMBH & C o. Paralle l-Be te iligungs  KG; 87,744 share s  of c om m on s toc k he ld  by MPM
Biove nture s  II, L.P.; and 795,030 share s  of c om m on s toc k he ld  by MPM Biove nture s  II-QP, L.P.

( 8 ) Inc lude s  19,216 share s  of c om m on s toc k he ld  by DLJ C apital C orporation; 95,027 share s  of c om m on s toc k he ld  by DLJ Firs t ESC , L.P.; 835,950 share s  of
c om m on s toc k he ld  by Sprout C apital VII, L.P.; and 9 ,704 share s  of c om m on s toc k he ld  by the  Sprout C EO Fund, L.P.
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DESCRIPTION OF CONVERTIBLE PREFERRED STOCK
 
The fo llowing  is a summary o f the material terms o f the convertible  preferred stock. You should refer to  the actual terms o f the
convertible  preferred stock and the certificate  o f designations filed with the Secretary o f State  o f the State  o f Delaware, a fo rm o f
which is filed as an exhibit to  this reg istration statement. As used in this description, the words “we,” “us” o r “our” do  no t include any
current o r future  subsidiary o f Xcyte.
 
General
 Our board o f directo rs has the autho rity, without stockho lder approval, to  issue up to  5,000,000 shares o f preferred stock in one o r
more series and to  determine the rights, privileges and limitations o f the preferred stock. The rights, preferences, powers and
limitations on different series o f preferred stock may differ with respect to  dividend rates, amounts payable  on liquidation, vo ting
rights, conversion rights, redemption provisions, sinking  fund provisions, and purchase funds and o ther matters.
 
Pursuant to  its autho rity, our board o f directo rs has designated 2,990,000 shares o f the preferred stock that we now have autho rity to
issue as the convertible  preferred stock. The shares o f convertible  preferred stock, when issued and so ld in the manner contemplated
by this prospectus, will be duly and validly issued, fully paid and nonassessable . You will no t have any preemptive rights if we issue
o ther series o f preferred stock. The convertible  preferred stock is no t subject to  any sinking  fund. We have no  obligation to  retire  the
convertible  preferred stock. The convertible  preferred stock has a perpetual maturity and may remain outstanding  indefinite ly, subject
to  your right to  convert the convertible  preferred stock and our right to  cause the conversion o f the convertible  preferred stock and
exchange o r redeem the convertible  preferred stock at our option. Any convertible  preferred stock converted, exchanged o r
redeemed o r acquired by us will, upon cancellation, have the status o f autho rized but unissued shares o f convertible  preferred stock.
We will be able  to  reissue these cancelled shares o f convertible  preferred stock.
 
Dividends
 When and if declared by our board o f directo rs out o f the legally available  funds, you will be entitled to  receive cash dividends at an
annual rate  o f 6% o f the liquidation preference o f the convertible  preferred stock. Dividends will be payable  quarterly on the first day o f
February, May, August and November beg inning  February 1, 2005. If any dividends are  no t declared, they will accrue and be paid at
such later date , if any, as determined by our board o f directo rs. Dividends on the convertible  preferred stock will be cumulative from
the issue date . Dividends will be payable  to  ho lders o f reco rd as they appear on our stock books no t more than 60 days no r less than 10
days preceding  the payment dates, as fixed by our board o f directo rs. If the convertible  preferred stock is called fo r redemption on a
redemption date  between the dividend reco rd date  and the dividend payment date  and you do  no t convert the convertible  preferred
stock (as described below), you shall receive the dividend payment together with all o ther accrued and unpaid dividends on the
redemption date  instead o f receiving  the dividend on the dividend date . Dividends payable  on the convertible  preferred stock fo r any
period g reater o r less than a full dividend period will be computed on the basis o f a 360-day year consisting  o f twelve 30-day months.
Accrued but unpaid dividends will no t bear interest.
 
If we do  no t pay o r set aside cumulative dividends in full on the convertible  preferred stock and any o ther preferred stock ranking  on
the same basis as to  dividends, all dividends declared upon shares o f the convertible  preferred stock and any o ther preferred stock
ranking  on the same basis as to  dividends will be declared on a pro  rata basis until all accrued dividends are  paid in full. Fo r these
purposes, “pro  rata” means that the amount o f dividends declared per share on the convertible  preferred stock and any o ther preferred
stock ranking  on the same basis as to  dividends bear to  each o ther will be the same ratio  that accrued and unpaid dividends per share on
the shares o f the convertible  preferred stock and such o ther preferred stock bear to  each o ther. We will no t be able  to  redeem,
purchase o r o therwise acquire  any o f our stock ranking  on the same basis as the convertible  preferred stock as to  dividends o r
liquidation preferences unless we have paid o r set aside full cumulative dividends, if any, accrued on all outstanding  shares o f
convertible  preferred stock.
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Unless we have paid o r set aside cumulative dividends in full on the convertible  preferred stock and any o ther o f the convertible
preferred stock ranking  on the same basis as to  dividends:
 

 

·  we may no t declare  o r pay o r set aside dividends on common stock o r any o ther stock ranking  junio r to  the convertible
preferred stock as to  dividends o r liquidation preferences, excluding  dividends o r distributions o f shares, options,
warrants o r rights to  purchase common stock o r o ther stock ranking  junio r to  the convertible  preferred stock as to
dividends; o r

 
 

·  we will no t be able  to  redeem, purchase o r o therwise acquire  any o f our o ther stock ranking  junio r to  the convertible
preferred stock as to  dividends o r liquidation preferences, except in very limited circumstances.

 
Under Delaware law, we may only make dividends o r distributions to  our stockho lders from:
 
 ·  our surplus; o r
 
 

·  the net pro fits fo r the current fiscal year o r the fiscal year befo re which the dividend o r distribution is declared under
certain circumstances.

 
Our ability to  pay dividends and make any o ther distributions in the future  will depend upon our financial results, liquidity and financial
condition.
 
Conversion
 Conversion Rights
 You may convert the convertible  preferred stock at any time into  a number o f shares o f common stock determined by dividing  the $10
liquidation preference by the conversion price o f $2.35, subject to  adjustment as described below. This conversion price is equivalent
to  a conversion rate  o f approximately 4 .2553 shares o f common stock fo r each share o f convertible  preferred stock. We will no t
make any adjustment to  the conversion price fo r accrued o r unpaid dividends upon conversion. We will no t issue fractional shares o f
common stock upon conversion. However, we will instead pay cash fo r each fractional share based upon the market price o f the
common stock on the last business day prio r to  the conversion date . If we call the convertible  preferred stock fo r redemption, your
right to  convert the convertible  preferred stock will expire  at the close o f business on the business day immediately preceding  the date
fixed fo r redemption, unless we fail to  pay the redemption price.
 
In o rder to  convert your shares o f convertible  preferred stock, you must e ither:
 
 

·  deliver your convertible  preferred stock certificate  at the transfer agent o ffice  and a duly signed and completed no tice
o f conversion, o r

 
 

·  if the convertible  preferred stock is held in g lobal fo rm, acco rding  to  the procedures established by the depositary as
described below under the subsection entitled “Form and Denomination.”

 
The conversion date  will be the date  you deliver your convertible  preferred stock certificate  and the duly signed and completed no tice
o f conversion to  the transfer agent. You will no t be required to  pay any U.S. federal, state  o r local issuance taxes o r duties o r costs
incurred by us on conversion, but will be required to  pay any tax o r duty payable  as a result o f the common stock upon conversion
being  issued o ther than in your name. We will no t issue common stock certificates unless all taxes and duties, if any, have been paid by
the ho lder. If you convert your convertible  preferred stock after a dividend reco rd date  and prio r to  the next dividend payment date ,
you will have to  pay us an amount equal to  the dividend payable  on such dividend payment date  unless the convertible  preferred stock
has been called fo r redemption o r we have issued a no tice o f automatic  conversion.
 
Automatic Conversion
 Unless we redeem o r exchange the convertible  preferred stock, we may elect to  convert some o r all o f the convertible  preferred
stock into  shares o f our common stock if the closing  price o f our common stock has exceeded 150% of the conversion price fo r at
least 20 out o f 30 consecutive trading  days ending  within five
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trading  days prio r to  the no tice o f automatic  conversion. If we elect to  convert less than all o f the shares o f convertible  preferred
stock, we shall select the shares to  be converted by lo t o r pro  rata o r in some o ther equitable  manner in our discretion. If we elect to
automatically convert shares o f our convertible  preferred stock prio r to  November 3, 2007, we are  required to  make the payment
discussed under the heading , “—Dividend Make-Whole Payment” below. On o r after November 3, 2007, we may no t e lect to
automatically convert the convertible  preferred stock if full cumulative dividends on the convertible  preferred stock fo r all past
dividend periods have no t been paid o r set aside fo r payment.
 
Conversion Price Adjustment—General
 The conversion price o f $2.35 will be adjusted if:
 
 (1) we dividend o r distribute  common stock on shares o f our common stock;
 
 (2) we subdivide o r combine our common stock;
 
 

(3) we issue to  all ho lders o f common stock certain rights o r warrants to  purchase our common stock at less than the current
market price;

 
 

(4 ) we dividend o r distribute  to  all ho lders o f our common stock shares o f our capital stock o r evidences o f indebtedness
o r assets, excluding :

 
 ·  those rights, warrants, dividends o r distributions referred to  in (1) o r (3), o r
 
 ·  dividends and distributions paid in cash;
 
 (5) we make a dividend o r distribution consisting  o f cash to  all ho lders o f common stock;
 
 (6) we purchase common stock pursuant to  a tender o ffer made by us o r any o f our subsidiaries; and
 

 

(7) a person o ther than us o r any o f our subsidiaries makes any payment on a tender o ffer o r exchange o ffer and, as o f the
closing  o f the o ffer, the board o f directo rs is no t recommending  rejection o f the o ffer. We will only make this
adjustment if the tender o r exchange o ffer increases a person’s ownership to  more than 25% of our outstanding
common stock, and only if the payment per share o f common stock exceeds the current market price o f our common
stock. We will no t make this adjustment if the o ffering  documents disclose our plan to  engage in any conso lidation,
merger, o r transfer o f all o r substantially all o f our properties and if specified conditions are  met.

 
If we implement a stockho lder rights plan, this new rights plan must provide that upon conversion o f the existing  convertible  preferred
stock the ho lders will receive, in addition to  the common stock issuable  upon such conversion, the rights under such rights plan
regardless o f whether the rights have separated from the common stock befo re the time o f conversion. The distribution o f rights o r
warrants pursuant to  a stockho lder rights plan will no t result in an adjustment to  the conversion price o f the convertible  preferred stock
until a specified triggering  event occurs.
 
The occurrence and magnitude o f certain o f the adjustments described above is dependent upon the current market price o f our
common stock. Fo r these purposes, “current market price” generally means the lesser o f:
 
 ·  the closing  sale  price on certain specified dates, o r
 
 

·  the average o f the closing  prices o f the common stock fo r the ten trading  day period immediately prio r to  certain
specified dates.

 
We may make a temporary reduction in the conversion price o f the convertible  preferred stock if our board o f directo rs determines
that this decrease would be in the best interests o f Xcyte. We may, at our option, reduce the conversion price if our board o f directo rs
deems it advisable  to  avo id o r diminish any income tax to  ho lders o f common stock resulting  from any dividend o r distribution o f
stock o r rights to  acquire  stock o r from any event treated as such fo r income tax purposes. See the section entitled “Material Federal
Income Tax Consequences” below fo r more info rmation.
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Conversion Price Adjustment—Merger, Consolidation or Sale of Assets
 If we are  invo lved in a transaction in which shares o f our common stock are  converted into  the right to  receive o ther securities, cash o r
o ther property, o r a sale  o r transfer o f all o r substantially all o f our assets under which the ho lders o f our common stock shall be entitled
to  receive o ther securities, cash o r o ther property, then appropriate  provision shall be made so  that your convertible  preferred stock
will convert into :
 

 
(1) if the transaction is a common stock fundamental change, as defined below, common stock o f the kind received by

ho lders o f common stock as a result o f common stock fundamental change in acco rdance with parag raph (1) below
under the subsection entitled “—Fundamental Change Conversion Price Adjustments,” and

 

 

(2) if the transaction is no t a common stock fundamental change, and subject to  funds being  legally available  at conversion,
the kind and amount o f the securities, cash o r o ther property that would have been receivable  upon the recapitalization,
reclassification, conso lidation, merger, sale , transfer o r share exchange by a ho lder o f the number o f shares o f
common stock issuable  upon conversion o f the convertible  preferred stock immediately prio r to  the recapitalization,
reclassification, conso lidation, merger, sale , transfer o r share exchange, after g iving  effect to  any adjustment in the
conversion price in acco rdance with parag raph (2) below under the subsection entitled “—Fundamental Change
Conversion Price Adjustments.”

 
The company fo rmed by the conso lidation, merger, asset acquisition o r share acquisition shall provide fo r this right in its o rganizational
document. This o rganizational document shall also  provide fo r adjustments so  that the o rganizational document shall be as nearly
practicably equivalent to  adjustments in this section fo r events occurring  after the effective date  o f the o rganizational document.
 
The fo llowing  types o f transactions, among  o thers, would be covered by this adjustment:
 
 (1) we recapitalize  o r reclassify our common stock, except fo r:
 
 ·  a change in par value,
 
 ·  a change from par value to  no  par value,
 
 ·  a change from no  par value to  par value, o r
 
 ·  a subdivision o r combination o f our common stock,
 
 

(2) we conso lidate  o r merge into  any o ther person, o r any merger o f ano ther person into  us, except fo r a merger that does
no t result in a reclassification, conversion, exchange o r cancellation o f common stock,

 
 

(3) we sell, transfer o r lease all o r substantially all o f our assets and ho lders o f our common stock become entitled to
receive o ther securities, cash o r o ther property, o r

 
 (4 ) we undertake any compulso ry share exchange.
 
Fundamental Change Conversion Price Adjustments
 If a fundamental change occurs, the conversion price will be adjusted as fo llows:
 

 

(1) in the case o f a common stock fundamental change, the conversion price shall be the conversion price after g iving
effect to  any o ther prio r adjustments effected pursuant to  the preceding  parag raphs, multiplied by a fraction, the
numerato r o f which is the purchaser stock price, as defined below, and the denominato r o f which is the applicable  price,
as defined below. However, in the event o f a common stock fundamental change in which:

 
 

·  100% of the value o f the consideration received by a ho lder o f our common stock is common stock o f the
successo r, acquiro r o r o ther third party, and cash, if any, paid with respect to  any
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 fractional interests in such common stock resulting  from such common stock fundamental change, and
 
 

·  all o f our common stock shall have been exchanged fo r, converted into  o r acquired fo r, common stock o f the
successo r, acquiro r o r o ther third party, and any cash with respect to  fractional interests,

 
the conversion price shall be the conversion price in effect immediately prio r to  such common stock fundamental change multiplied by
a fraction, the numerato r o f which is one (1) and the denominato r o f which is the number o f shares o f common stock o f the successo r,
acquiro r o r o ther third party received by a ho lder o f one share o f our common stock as a result o f the common stock fundamental
change; and
 
 (2) in the case o f a non-stock fundamental change, the conversion price shall be the lower o f:
 
 

·  the conversion price after g iving  effect to  any o ther prio r adjustments effected pursuant to  the preceding
parag raphs, and

 
 ·  the product o f:
 
 (A) the applicable  price, and
 

 

(B) a fraction, the numerato r o f which is $10 and the denominato r o f which is (x) the amount o f the
redemption price fo r one share o f convertible  preferred stock if the redemption date  were the
date  o f the non-stock fundamental change (o r if the date  o f such non-stock fundamental change
falls within the period beg inning  on the first issue date  o f the convertible  preferred stock through
October 31, 2005, the twelve-month period commencing  November 1, 2005 and the twelve-
month period commencing  November 1, 2006, the product o f 106.0%, 105.4% or 104 .8%,
respectively, and $10) plus (y) any then-accrued and unpaid distributions on one share o f
convertible  preferred stock.

 
You may receive significantly different consideration upon conversion depending  upon whether a fundamental change is a non-stock
fundamental change o r a common stock fundamental change. In the event o f a non-stock fundamental change, your convertible
preferred stock will convert into  stock and o ther securities o r property o r assets, including  cash, determined by the number o f shares
o f common stock receivable  upon conversion at the conversion price as adjusted in acco rdance with (2) above. In the event o f a
common stock fundamental change, under certain circumstances you will receive different consideration depending  on whether you
convert your convertible  preferred stock on o r after the common stock fundamental change. Fo r example, you will only receive
common stock o f the successo r, acquiro r o r o ther third party if you convert your convertible  preferred stock fo llowing  a common
stock fundamental change in which less than 100% of the value o f the consideration received by a ho lder o f common stock is common
stock o f the successo r, acquiro r o r o ther third party. However, if you had converted your convertible  preferred stock prio r to  the
common stock fundamental change, you would have received consideration in the fo rm o f such common stock as well as any o ther
securities o r assets, including  cash, issuable  to  the ho lders o f our common stock in connection with the common stock fundamental
change.
 
Definitions for the Fundamental Change Adjustment Provision
 

“applicable  price” means:
 
 

·  in a non-stock fundamental change in which the ho lders o f common stock receive only cash, the amount o f cash
received by a ho lder o f one share o f common stock, and

 

 

·  in the event o f any o ther fundamental change, the average o f the daily closing  price fo r one share o f common stock
during  the 10 trading  days immediately prio r to  the reco rd date  fo r the determination o f the ho lders o f common stock
entitled to  receive cash, securities, property o r o ther assets in connection with the fundamental change o r, if there  is no
such reco rd date , prio r to  the date  upon which the ho lders o f common stock shall have the right to  receive such cash,
securities, property o r o ther assets.
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“common stock fundamental change” means any fundamental change in which more than 50% of the value, as determined in
good faith by our board o f directo rs, o f the consideration received by ho lders o f our common stock consists o f common stock that,
fo r the 10 trading  days immediately prio r to  such fundamental change, has been admitted fo r listing  o r admitted fo r listing  subject to
no tice o f issuance on a national securities exchange o r quo ted on the Nasdaq National Market, except that a fundamental change shall
no t be a common stock fundamental change unless e ither:
 
 

·  we continue to  exist after the occurrence o f the fundamental change and the outstanding  convertible  preferred stock
continues to  exist as outstanding  convertible  preferred stock, o r

 

 
·  no t later than the occurrence o f the fundamental change, the outstanding  convertible  preferred stock is converted into  o r

exchanged fo r shares o f preferred stock, which preferred stock has rights, preferences and limitations substantially
similar, but no  less favorable , to  those o f the convertible  preferred stock.

 
“fundamental change” means the occurrence o f any transaction o r event o r series o f transactions o r events pursuant to  which all o r

substantially all o f our common stock shall be exchanged fo r, converted into , acquired fo r o r shall constitute  so lely the right to  receive
cash, securities, property o r o ther assets, whether by means o f an exchange o ffer, liquidation, tender o ffer, conso lidation, merger,
combination, reclassification, recapitalization o r o therwise. However, fo r purposes o f adjustment o f the conversion price, in the case
o f any series o f transactions o r events, the fundamental change shall be deemed to  have occurred when substantially all o f the common
stock shall have been exchanged fo r, converted into  o r acquired fo r, o r shall constitute  so lely the right to  receive, such cash,
securities, property o r o ther assets, but the adjustment shall be based upon the consideration that the ho lders o f our common stock
received in the transaction o r event as a result o f which more than 50% of our common stock shall have been exchanged fo r,
converted into  o r acquired fo r, o r shall constitute  so lely the right to  receive, such cash, securities, property o r o ther assets.
 

“non-stock fundamental change” means any fundamental change o ther than a common stock fundamental change.
 

“purchaser stock price” means the average o f the daily closing  price fo r one share o f the common stock received by ho lders o f
the common stock in the common stock fundamental change during  the 10 trading  days immediately prio r to  the date  fixed fo r the
determination o f the ho lders o f the common stock entitled to  receive such common stock o r, if there  is no  such date , prio r to  the date
upon which the ho lders o f the common stock shall have the right to  receive such common stock.
 
Dividend Make-Whole Payment
 If we elect to  automatically convert, o r you vo luntarily convert, some o r all o f the convertible  preferred stock into  shares o f our
common stock prio r to  November 3, 2007, we will make an additional payment equal to  the to tal value o f the aggregate  amount o f
cumulative dividends that would have accrued and become payable  on the convertible  preferred stock from the date  o f o rig inal issue
through and including  November 3, 2007, less any dividends already paid on the convertible  preferred stock. This additional payment is
payable  by us, in cash, o r, at our option, in shares o f our common stock o r a combination o f cash and shares o f our common stock. In
the event o f an automatic  conversion o r any vo luntary conversion undertaken after we provide no tice o f an automatic  conversion, the
shares o f common stock issued in payment o f the dividend make-who le payment will be valued at 150% of the conversion price on the
effective date  o f the conversion. In all o ther c ircumstances, any shares o f our common stock issued in payment o f the dividend make-
who le payment will be valued at the g reater o f (i) 95% of the average closing  price o f our common stock fo r the two  trading  days
prio r to  the effective date  o f conversion o r (ii) $2.00, which was the last repo rted sale  price o f our common stock on October 28,
2004 . In the event o f an automatic  conversion, the no tice o f automatic  conversion will specify whether we will make the dividend
make-who le payment in cash, shares o f our common stock o r a combination o f cash and shares o f our common stock. We will no t
issue fractional shares fo r any additional payment upon conversion but will instead make a cash adjustment fo r any fractional share
payment.
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Liquidation Rights
 In the event o f our vo luntary o r invo luntary disso lution, liquidation, o r winding  up, you shall receive a liquidation preference o f $10 per
share and all accrued and unpaid dividends through the distribution date . Ho lders o f any class o r series o f preferred stock ranking  on the
same basis as your convertible  preferred stock as to  liquidation shall also  be entitled to  receive the full respective liquidation
preferences and any accrued and unpaid dividends through the distribution date . Only after the preferred stock ho lders have received
their liquidation preference and any accrued and unpaid dividends will we distribute  assets to  common stock ho lders o r any o f our o ther
stock ranking  junio r to  the shares o f convertible  preferred stock upon liquidation. If upon such disso lution, liquidation o r winding  up, we
do  no t have enough assets to  pay in full the amounts due on the convertible  preferred stock and any o ther preferred stock ranking  on
the same basis with your convertible  preferred stock as to  liquidation, you and the ho lders o f such o ther preferred stock will share
ratably in any such distributions o f our assets:
 
 ·  first in proportion to  the liquidation preferences until the preferences are  paid in full, and
 
 ·  then in proportion to  the amounts o f accrued but unpaid dividends.
 
After we pay any liquidation preference and accrued dividends, you will no t be entitled to  partic ipate  any further in the distribution o f our
assets. The fo llowing  events will no t be deemed to  be a disso lution, liquidation o r winding  up o f Xcyte:
 
 ·  the sale  o f all o r substantially all o f the assets;
 
 ·  our merger o r conso lidation into  o r with any o ther co rporation; o r
 
 

·  our liquidation, disso lution, winding  up o r reo rganization immediately fo llowed by a reinco rporation as ano ther
co rporation.

 
Optional Redemption
 On o r after November 6, 2007 we may redeem the convertible  preferred stock, out o f legally available  funds, in who le o r in part, at our
option, at the redemption prices listed below. The redemption price is as fo llows fo r the 12-month period beg inning  November 1 o f
the fo llowing  years, beg inning  November 6, 2007 and ending  on October 31, 2008 in the case o f the first period:
 

YEAR

  

REDEMPT IO N
PRICE

2007   $ 10.42
2008    10.36
2009    10.30
2010    10.24
2011    10.18
2012    10.12
2013    10.06

 
and $10.00 at November 1, 2014  and thereafter. In each case we will pay accrued and unpaid dividends to , but excluding , the
redemption date . We are  required to  g ive no tice o f redemption no t more than 60 and no t less than 20 days befo re the redemption date .
 
If we redeem less than all o f the shares o f convertible  preferred stock, we shall select the shares to  be redeemed by lo t o r pro  rata o r in
some o ther equitable  manner in our so le  discretion.
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Exchange Provisions
 We may exchange the convertible  preferred stock in who le, but no t in part, fo r debentures on any dividend payment date  on o r after
November 1, 2005 at the rate  o f $10 principal amount o f debentures fo r each outstanding  share o f convertible  preferred stock.
Debentures will be issuable  in denominations o f $1,000 and integ ral multiples o f $1,000. See the section entitled “Description o f
Debentures” below. If the exchange results in an amount o f debentures that is no t an integ ral multiple  o f $1,000, we will pay in cash an
amount in excess o f the closest integ ral multiple  o f $1,000. We will mail written no tice o f our intention to  exchange the convertible
preferred stock to  each reco rd ho lder no t less than 30 no r more than 60 days prio r to  the exchange date .
 
We refer to  the date  fixed fo r exchange o f the convertible  preferred stock fo r debentures as the “exchange date .” On the exchange
date , your rights as a stockho lder o f Xcyte shall cease. Your shares o f convertible  preferred stock will no  longer be outstanding , and
will only represent the right to  receive the debentures and any accrued and unpaid dividends, without interest. We may no t exercise  our
option to  exchange the convertible  preferred stock fo r the debentures if:
 
 

·  full cumulative dividends on the convertible  preferred stock to  the exchange date  have no t been paid o r set aside fo r
payment, o r

 
 ·  an event o f default under the indenture would occur on conversion, o r has occurred and is continuing .
 
The exchange o f convertible  preferred stock fo r debentures will be a taxable  event, since ho lders will be exchang ing  their convertible
preferred stock fo r debt and we will no t make any related cash payment to  the ho lder. See the section entitled “Material Federal
Income Tax Consequences” below.
 
Voting  Rights
 You will have no  vo ting  rights except as described below o r as required by law. Shares held by us o r any entity contro lled by us will no t
have any vo ting  rights.
 
If we have no t paid dividends on the convertible  preferred stock o r on any outstanding  shares o f preferred stock ranking  on the same
basis as to  dividends with the convertible  preferred stock in an aggregate  amount equal to  at least six quarterly dividends whether o r no t
consecutive, we will increase the size o f our board o f directo rs by two  additional directo rs. So  long  as dividends remain due and
unpaid, ho lders o f the convertible  preferred stock, vo ting  separately as a c lass with ho lders o f preferred stock ranking  on the same
basis as to  dividends having  like vo ting  rights, will be entitled to  elect two  additional directo rs at any meeting  o f stockho lders at which
directo rs are  to  be elected. These directo rs will be appo inted to  classes on the board as determined by our board o f directo rs. These
vo ting  rights will terminate  when we have declared and either paid o r set aside fo r payment all accrued and unpaid dividends. The terms
of o ffice  o f all directo rs so  elected will terminate  immediately upon the termination o f these vo ting  rights.
 
Without the vo te  o r consent o f the ho lders o f at least a majo rity o f the shares o f convertible  preferred stock, we may no t:
 
 

·  adversely change the rights, preferences and limitations o f the convertible  preferred stock by modifying  our certificate
o f inco rporation o r bylaws, o r

 

 
·  autho rize, issue, reclassify any o f our autho rized stock into , increase the autho rized amount o f, o r autho rize o r issue any

convertible  obligation o r security o r right to  purchase, any class o f stock that ranks senio r to  the convertible  preferred
stock as to  dividends o r distributions o f assets upon liquidation, disso lution o r winding  up o f the stock.

 
No class vo te  on the part o f convertible  preferred stock shall be required (except as o therwise required by law o r reso lution o f our
board o f directo rs) in connection with the autho rization, issuance o r increase in the autho rized
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amount o f any shares o f capital stock ranking  junio r to  o r on parity with the convertible  preferred stock bo th as to  the payment o f
dividends and as to  distribution o f assets upon our liquidation, disso lution o r winding  up, whether vo luntary o r invo luntary, including  our
common stock and the convertible  preferred stock.
 
In addition, without the vo te  o r consent o f the ho lders o f at least a majo rity o f the shares o f convertible  preferred stock we may no t:
 
 ·  enter into  a share exchange that affects the convertible  preferred stock,
 
 ·  conso lidate  with o r merge into  ano ther entity, o r
 
 ·  permit ano ther entity to  conso lidate  with o r merge into  us,
 
unless the convertible  preferred stock remains outstanding  and its rights, privileges and preferences are  unaffected o r it is converted
into  o r exchanged fo r convertible  preferred stock o f the surviving  entity having  rights, preferences and limitations substantially similar,
but no  less favorable , to  the convertible  preferred stock.
 
In determining  a majo rity under these vo ting  provisions, ho lders o f convertible  preferred stock will vo te  together with ho lders o f any
o ther preferred stock that rank on parity as to  dividends and that have like vo ting  rights.
 
Form and Denomination
 Except in very limited circumstances, the shares o f convertible  preferred stock will be evidenced by a g lobal certificate  which will be
deposited with, o r on behalf o f, the Deposito ry Trust Company, o r DTC, and reg istered in the name o f Cede & Co . as DTC’s nominee.
Except as set fo rth below, the g lobal certificate  may be transferred, in who le o r in part, only to  ano ther nominee o f DTC o r to  a
successo r o f DTC o r its nominee.
 
Purchasers may ho ld their interests in the g lobal certificate  directly through DTC o r indirectly through o rganizations which are
partic ipants in DTC. Transfers between partic ipants will be effected in the o rdinary way in acco rdance with DTC rules and will be settled
in clearing  house funds. The laws o f some states require  that certain persons take physical delivery o f securities in definitive fo rm.
Consequently, the ability to  transfer beneficial interests in the g lobal certificate  to  such persons may be limited.
 
Purchasers may beneficially own interests in the g lobal certificate  held by DTC only through partic ipants, o r certain banks, brokers,
dealers, trust companies and o ther parties that c lear through o r maintain a custodial re lationship, with a partic ipant, e ither directly o r
indirectly through indirect partic ipants. So  long  as Cede & Co ., as the nominee o f DTC, is the reg istered owner o f the g lobal
certificate , Cede & Co . fo r all purposes will be considered the so le  ho lder o f the g lobal certificate . Except as provided below, owners
o f beneficial interests in the g lobal certificate  will no t be entitled to  have certificates reg istered in their names, will no t receive o r be
entitled to  receive physical delivery o f certificates in definitive fo rm, and will no t be considered the ho lders.
 
Payment o f dividends on and the redemption price o f the g lobal certificate  will be made to  Cede & Co . by wire  transfer o f immediately
available  funds. Neither we, the trustee no r any paying  agent will have any responsibility o r liability fo r any aspect o f the reco rds relating
to  o r payments made on account o f beneficial ownership interests in the g lobal certificate  o r fo r maintaining , supervising  o r reviewing
any reco rds relating  to  such beneficial ownership interests.
 
We have been info rmed by DTC that, with respect to  any payment o f dividends on o r the redemption price o f the g lobal certificate ,
DTC’s practice  is to  credit partic ipants’ accounts on the payment date  with payments in amounts proportionate  to  their respective
beneficial interests in the convertible  preferred stock represented by the g lobal certificate  as shown on the reco rds o f DTC, unless
DTC has reason to  believe that it will no t receive payment on such payment date . Payments by partic ipants to  owners o f beneficial
interests in convertible  preferred stock represented by the g lobal certificate  held through such partic ipants will be the responsibility o f
such partic ipants, as is now the case with securities held fo r the accounts o f customers reg istered in “street name.”
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If you would like to  convert your convertible  preferred stock into  common stock pursuant to  the terms o f the convertible  preferred
stock, you should contact your broker o r o ther direct o r indirect DTC partic ipant to  obtain info rmation on procedures, including  proper
fo rms and cut-o ff times, fo r submitting  those requests.
 
Because DTC can only act on behalf o f partic ipants, who  in turn act on behalf o f indirect partic ipants and certain banks, the ability o f a
person having  a beneficial interest in convertible  preferred stock represented by the g lobal certificate  to  pledge such interest to
persons o r entities that do  no t partic ipate  in the DTC system, o r o therwise take actions in respect o f such interest, may be affected by
the lack o f a physical certificate  evidencing  such interest.
 
Neither we, the transfer agent, reg istrar, paying  agent no r conversion agent will have any responsibility fo r the perfo rmance by DTC o r
its partic ipants o r indirect partic ipants under the rules and procedures governing  their operations. DTC has advised us that it will take any
action permitted to  be taken by a ho lder o f convertible  preferred stock only at the direction o f one o r more partic ipants to  whose
account with DTC interests in the g lobal certificate  are  credited and only in respect o f the amount o f shares o f the convertible
preferred stock represented by the g lobal certificate  as to  which the partic ipant has g iven this direction.
 
DTC is a limited purpose trust company o rganized under the laws o f the State  o f New York, a member o f the Federal Reserve System,
a “clearing  co rporation” within the meaning  o f the Unifo rm Commercial Code and a “clearing  agency” reg istered pursuant to  the
provisions o f Section 17A o f the Exchange Act. DTC was created to  ho ld securities fo r its partic ipants and to  facilitate  the clearance
and settlement o f securities transactions between partic ipants through electronic  book-entry changes to  accounts o f its partic ipants,
thereby eliminating  the need fo r physical movement o f certificates. Partic ipants include securities brokers and dealers, banks, trust
companies and clearing  co rporations and may include certain o ther o rganizations such as the initial purchaser. Certain partic ipants,
together with o ther entities, own DTC. Indirect access to  the DTC system is available  to  o thers such as banks, brokers, dealers and
trust companies that c lear through, o r maintain a custodial re lationship with, a partic ipant, e ither directly o r indirectly.
 
If DTC is at any time unwilling  o r unable  to  continue as depositary and a successo r depositary is no t appo inted by us within 90 days, we
will cause convertible  preferred stock to  be issued in definitive fo rm in exchange fo r the g lobal certificate .
 
Nasdaq National Market Listing
 The convertible  preferred stock has been approved fo r quo tation on the Nasdaq National Market under the symbol “XCYTP.”
 
Transfer Agent and Reg istrar
 American Stock Transfer and Trust Company will act as transfer agent and reg istrar fo r the convertible  preferred stock. Its address is
59 Maiden Lane, New York, NY 10038, and its te lephone number is (212) 936-5100.
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DESCRIPTION OF DEBENTURES
 
If we elect to  issue debentures in exchange fo r the convertible  preferred stock, we will issue the debentures under an indenture between
us and U.S. Bank National Association, as trustee. The fo llowing  summarizes the material provisions o f the indenture and the
debentures. You should refer to  the actual terms o f the indenture and the debentures fo r the definitive terms and conditions that have
been filed as an exhibit to  this reg istration statement. As used in this description, the words “we,” “us” o r “our” do  no t include any
current o r future  subsidiary o f Xcyte.
 
If we elect to  issue debentures fo r convertible  preferred stock, we will issue the debentures at a rate  o f $10 principal amount o f
debentures fo r each share o f convertible  preferred stock that we exchange. The debentures will be general, unsecured, subordinated
obligations o f Xcyte. The debentures will initially be limited to  an aggregate  principal amount equal to  the aggregate  liquidation value
o f the outstanding  convertible  preferred stock, excluding  accrued and unpaid dividends payable  upon liquidation. The debentures will
mature 25 years after the exchange date , unless earlier converted by a ho lder o r redeemed at our option.
 
The debentures will be issued only in fully reg istered fo rm, without coupons, in denominations o f $1,000 and any integ ral multiple  o f
$1,000. You will no t be required to  pay a service charge fo r reg istration o f transfer o r exchange o f the debentures. We may, however,
require  you to  pay any tax o r o ther governmental charge payable  as a result o f the common stock issued upon conversion being  issued
o ther than in your name.
 
We will maintain an o ffice in New York, New York where payments will be made on the debentures and where transfer o f debentures
will be reg istrable . Initially, this o ffice  will be an o ffice o r agency o f the trustee in New York, New York.
 
The debentures will be issued in the same fo rm as the convertible  preferred stock fo r which debentures were exchanged. Any g lobal
certificates will be replaced with one o r more g lobal debentures as described above under the section entitled “Description o f
Convertible  Preferred Stock—Form, Denomination and Reg istration.” Debentures may be issued in certificated fo rm in exchange fo r a
g lobal debenture under limited specified circumstances.
 
We are no t restric ted from paying  dividends o r repurchasing  securities under the indenture. We are  no t subject to  any financial
covenants under the indenture.
 
Interest
 The debentures will bear interest at the rate  o f 6% per year. Interest will be paid on May 1 and November 1 o f each year to  the reco rd
ho lder on the preceding  April 15 and October 15. Interest will be computed on the basis o f a 360-day year consisting  o f twelve 30-day
months. We may, at our option, pay interest in the debentures by check mailed to  the ho lders. However, ho lders o f more than
$2,000,000 in principal amount o f debentures will be paid by wire  transfer in immediately available  funds at the ho lder’s e lection.
 
Conversion Rights
 Holders may convert their debentures at any time prio r to  maturity, subject to  prio r redemption, at a conversion price o f $2.35, subject
to  adjustment as described under the section entitled “Description o f Convertible  Preferred Stock—Conversion Rights” above.
Ho lders may convert debentures in denominations o f $1,000 and multiples o f $1,000. If you convert your debentures after a reco rd
date  and prio r to  the next interest payment date , you will have to  pay us interest unless the debentures have been called fo r redemption
or we have issued a no tice o f an automatic  conversion. We are  no t required to  issue fractional shares o f common stock upon
conversion o f debentures.
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Instead, we will pay a cash adjustment based upon the market price o f the common stock on the first trading  day prio r to  the date  o f
conversion.
 
If the debentures are  called fo r redemption, your conversion rights will expire  at the close o f business o f the business day preceding
the redemption date , unless we default in the payment o f the redemption price. Except as described in this section, the conversion
provisions o f the debentures will be identical to  the conversion provisions o f the convertible  preferred stock. See the section entitled
“Description o f Convertible  Preferred Stock—Conversion—Conversion Rights” above fo r more info rmation.
 
In o rder to  convert your debentures, you must deliver the debenture at the specified o ffice o f a conversion agent, along  with a duly
signed and completed no tice o f conversion and any interest that may be required as described in the preceding  parag raph. The
conversion date  shall be the date  on which you deliver the debenture, the duly signed and completed no tice o f conversion and any
required interest payments as described in the preceding  parag raph.
 
You will no t be required to  pay any taxes o r duties payable  fo r the issue o r delivery o f common stock on conversion. You will,
however, be required to  pay any tax o r duty payable  as a result o f the issuance o f common stock upon conversion in a name o ther than
your name. We will no t issue o r deliver common stock unless all taxes and duties, if any, have been paid by the ho lder.
 
Automatic  Conversion
 Unless we redeem o r exchange the debentures, we may elect to  automatically convert some o r all o f the debentures into  shares o f our
common stock if the closing  price o f our common stock has exceeded 150% of the conversion price fo r at least 20 out o f 30
consecutive trading  days ending  within five days prio r to  the no tice o f automatic  conversion. If we elect to  convert less than all o f the
debentures, the trustee shall select the debentures to  be converted by lo t o r pro  rata o r in some o ther equitable  manner in our
discretion.
 
Interest Make- Whole Payment
 If we elect to  automatically convert, o r you vo luntarily convert, some o r all o f the debentures into  shares o f our common stock prio r
to  November 3, 2007, we will make an additional payment equal to  the to tal value o f the aggregate  amount o f interest that would have
accrued and become payable  on the debentures from the date  o f issuance upon the exchange through and including  November 3,
2007, less any interest already paid on the debentures. This additional payment is payable  by us, in cash, o r, at our option, in shares o f
our common stock o r a combination o f cash and shares o f our common stock. In the event o f an automatic  conversion o r any
vo luntary conversion undertaken after we provide no tice o f an automatic  conversion, the shares o f common stock issued in payment
o f the interest make-who le payment will be valued at 150% of the conversion price on the effective date  o f the conversion. In all o ther
circumstances, any shares o f our common stock issued in payment o f the interest make-who le payment will be valued at the g reater o f
(i) 95% of the average closing  price o f our common stock fo r the two  trading  days prio r to  the effective date  o f conversion o r (ii)
$2.00, which was the last repo rted sale  price o f our common stock on October 28, 2004 . In the event o f an automatic  conversion, the
no tice o f automatic  conversion will specify whether we will make the interest make-who le payment in cash, shares o f our common
stock o r a combination o f cash and shares o f our common stock. We will no t issue fractional shares fo r any additional payment upon
conversion but will instead make a cash adjustment fo r any fractional share payment.
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Subordination
 The debentures are  subordinated to  the prio r payment in full o f all senio r indebtedness as provided in the indenture. Upon any
distribution o f our assets upon our disso lution, winding  up, liquidation o r reo rganization, the payments on the debentures will be
subordinated to  the prio r payment in full o f all senio r indebtedness. However, ho lders o f debentures may receive securities that are
subordinated at least to  the same extent as the debentures are  subordinated to  senio r indebtedness and any securities issued in
exchange fo r senio r indebtedness under the indenture.
 
If the debentures are  accelerated as a result o f an event o f default, ho lders o f all senio r indebtedness will be entitled to  payment in full
in cash befo re the ho lders o f the debentures will be entitled to  receive any payment on the debentures. We are  required to  promptly
no tify ho lders o f senio r indebtedness if payment o f the debentures is accelerated because o f an event o f default.
 
We may no t make any payment on the debentures if:
 
 ·  a default in the payment o f senio r indebtedness occurs and is continuing  beyond any period o f g race, o r
 

 
·  any o ther default occurs and is continuing  under any designated senio r indebtedness that permits ho lders o f designated

senio r indebtedness to  accelerate  its maturity, and the trustee receives a no tice known as a payment blockage no tice
from us o r any o ther person permitted to  g ive such no tice under the indenture.

 
We may resume making  payments on the debentures:
 
 ·  in the case o f a payment default, upon the date  on which such default is cured o r waived o r ceases to  exist, and
 
 

·  in case o f any o ther default, the earlier o f the date  on which such o ther default is cured o r waived o r ceases to  exist o r
179 days after receipt o f the payment blockage no tice, unless the maturity o f any senio r indebtedness is accelerated.

 
No new period o f payment blockage arising  due to  a default o ther than a payment default may be commenced unless:
 
 ·  365 days have elapsed since the effectiveness o f the immediately prio r payment blockage no tice, and
 
 ·  all scheduled payments on the debentures have been paid in full in cash.
 
No default o ther than a payment default that existed o r was continuing  on the date  o f delivery o f any payment blockage no tice to  the
trustee shall be the basis fo r a subsequent payment blockage no tice.
 
By reason o f the subordination provisions, in the event o f our bankruptcy, disso lution o r reo rganization, ho lders o f senio r indebtedness
may receive more, and ho lders o f the debentures may receive less, than our o ther credito rs. These subordination provisions will no t
prevent the occurrence o f any event o f default under the indenture.
 

“senio r indebtedness” means the principal, premium, if any, and interest on any indebtedness o f Xcyte, including  bankruptcy
interest o r any o ther payment on indebtedness, whether outstanding  on the date  o f the indenture o r thereafter created, incurred,
assumed, guaranteed o r in effect guaranteed by us including  all deferrals o r renewals o r amendments o r modifications. However,
senio r indebtedness does no t include:
 
 ·  indebtedness evidenced by the debentures,
 
 ·  any liability fo r federal, state , local o r o ther taxes owed o r owing  by us,
 
 ·  our indebtedness to  any o f our subsidiaries,
 

96



Table of  Contents

 ·  any o f our trade payables incurred in the o rdinary course o f business, and
 
 

·  any indebtedness that expressly provides that the indebtedness shall no t be senio r in right o f payment to , o r is on the
same basis with, o r is subordinated o r junio r to , the debentures.

 
“indebtedness” means:

 
 (1) all obligations:
 
 ·  fo r bo rrowed money,
 
 ·  evidenced by a no te , debenture, bond o r o ther written instrument,
 
 

·  under a lease required to  be capitalized on the balance sheet o f the lessee under generally accepted accounting
principles,

 

 

·  under any lease o r re lated document, including  a purchase ag reement, that provides that we are  contractually
obligated to  purchase o r cause a third party to  purchase and thereby guarantee a minimum residual value o f the
lease property to  the lesso r and our obligations under this lease o r re lated document to  purchase o r to  cause a
third party to  purchase such leased property,

 
 ·  le tters o f credit, bank guarantees o r bankers’ acceptances, including  reimbursement obligations,
 
 

·  indebtedness secured by a mortgage, pledge, lien, encumbrance, charge o r adverse claim affecting  title  in an
encumbrance to  which the property o r assets o f the person are  subject,

 
 ·  the balance o f deferred and unpaid purchase price o f any property o r assets,
 
 

·  under interest rate  o r currency swap ag reements, cap, floo r and co llar ag reements, spo t and fo rward contracts
and similar ag reements and arrangements;

 
 

(2) any obligation o f o thers o f the type described in the preceding  section (1) o r under section (3) below assumed by o r
guaranteed o r in effect guaranteed through an ag reement to  purchase; and

 
 (3) any deferrals, renewals o r amendments o r modifications o f section (1) and section (2) above.
 

“designated senio r indebtedness” means any particular senio r indebtedness that expressly provides that such senio r indebtedness
shall be designated senio r indebtedness fo r purposes o f the indenture.
 
If the trustee o r any ho lder o f debentures receives any payment o r distribution o f our assets o f any kind in contravention o f the
indenture, then this payment o r distribution will be held by the recipient in trust fo r the benefit o f the ho lders o f senio r indebtedness and
will be immediately paid over o r delivered to  the ho lders o f senio r indebtedness o r their representatives.
 
The debentures are  our exclusive obligations. The payment o f dividends and the making  o f loans and advances to  us by any
subsidiaries we may have may be subject to  statuto ry o r contractual restric tions, will depend upon the earnings o f those subsidiaries and
are subject to  various business considerations.
 
Our right to  receive assets o f any o f our subsidiaries upon their liquidation o r reo rganization (and the consequent right o f the ho lders o f
the debentures to  partic ipate  in those assets) is effectively subordinated to  the claims o f that subsidiary’s credito rs (including  trade
credito rs), except to  the extent that we are  recognized as a credito r o f that subsidiary, in which case our c laims would still be
subordinate  to  any security interests in the assets o f that subsidiary and any indebtedness o f that subsidiary senio r to  that held by us.
 
As o f June 30, 2004 , we had approximately $2.2 million o f indebtedness outstanding  that would have constituted senio r indebtedness,
and approximately $4 .6 million o f indebtedness and o ther liabilities outstanding  to  which the no tes would have been effectively
subordinated (including  trade and o ther payables, but excluding  intercompany liabilities). The indenture will no t limit the amount o f
additional indebtedness, including  senio r
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indebtedness, which we can create , incur, assume o r guarantee, no r will the indenture limit the amount o f indebtedness o r o ther liabilities
that any subsidiary can create , incur, assume o r guarantee.
 
Optional Redemption
 On o r after November 6, 2007, we may redeem the debentures, in who le o r in part, at our option, at the redemption prices listed below.
The redemption prices, expressed as a percentage o f the principal amount, are  as fo llows fo r the 12-month periods beg inning
November 1, o f the fo llowing  years, beg inning  November 6, 2007 and ending  on October 31, 2008 in the case o f the first period.
 

YEAR

  

REDEMPT IO N
PRICE

 
2007   104 .2%
2008   103.6 
2009   103.0 
2010   102.4  
2011   101.8 
2012   101.2 
2013   100.6 

 
and 100% at November 1, 2014  and thereafter. In each case we will pay accrued interest to , but excluding , the redemption date . If the
redemption date  is an interest payment date , we will pay interest to  the reco rd ho lders as o f the relevant reco rd date . We are  required to
g ive no tice no t more than 60 and no t less than 20 days befo re the redemption date .
 
If fewer than all the debentures are  to  be redeemed, the trustee will select the debentures to  be redeemed in principal amounts o f
$1,000 o r multiples o f $1,000 by lo t o r, in its discretion, on a pro  rata basis.
 
No sinking  fund is provided fo r the debentures, which means that we are  no t required under the indenture to  redeem o r retire  the
debentures periodically.
 
Events o f Default and Remedies
 The fo llowing  events are  “events o f default” under the indenture:
 
 

·  we fail to  pay the principal o r premium, if any, on the debentures when due, whether o r no t prohibited by the
subordination provisions o f the indenture;

 
 

·  we fail to  pay interest on the debentures when due and this failure  continues fo r 30 days, whether o r no t prohibited by the
subordination provisions o f the indenture;

 
 

·  we fail to  perfo rm any covenant in the indenture and this failure  continues fo r 45 days after no tice is g iven in acco rdance
with the indenture;

 
 

·  we fail to  pay at maturity, including  any applicable  g race period, an amount o f indebtedness in excess o f $5.0 million and
this failure  continues fo r 30 days after no tice g iven in acco rdance with the indenture;

 

 
·  a default by us on any indebtedness that results in the acceleration o f indebtedness in an amount in excess o f $5.0

million, without the indebtedness being  discharged o r the acceleration being  rescinded o r annulled fo r 30 days after
no tice g iven in acco rdance with the indenture; o r

 
 ·  events invo lving  our bankruptcy, inso lvency o r reo rganization, as described in the indenture.
 
The trustee is required to  g ive no tice to  ho lders o f all uncured defaults known to  the trustee within 90 days after the occurrence o f the
default. However, the trustee may withho ld this no tice if it determines in good faith that it is in the best interest o f the ho lders, except
no tice o f:
 
 ·  a default in the payment o f the principal o r premium, if any, o r interest on the debentures, o r
 
 ·  a default in the payment o f any redemption obligation.
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If an event o f default has occurred and is continuing , the trustee o r the ho lders o f no t less than 25% in aggregate  principal amount o f
outstanding  debentures may declare  the principal and premium, if any, on the debentures and accrued interest on the debentures to  be
immediately due and payable . However, if we cure all defaults, except payment defaults on the debentures as a result o f the
acceleration, and we meet certain conditions, this acceleration declaration may be canceled and past defaults may be waived by the
ho lders o f a majo rity in principal amount o f outstanding  debentures. If an event o f default resulting  from events o f bankruptcy,
inso lvency o r reo rganization were to  occur, all unpaid principal and accrued interest on outstanding  debentures will become due and
payable immediately without any declaration o r o ther act on the part o f the trustee o r any ho lders o f debentures, subject to  certain
limitations.
 
Holders o f a majo rity in principal amount o f the outstanding  debentures may, subject to  certain limitations, direct the time, method and
place o f conducting  any proceeding  fo r any remedy available  to  the trustee o r exercising  any trust o r power conferred on the trustee.
The trustee shall be entitled to  receive from ho lders reasonable  security o r indemnity against any costs, expenses and liabilities
incurred by the trustee. Befo re you may institute  a proceeding  which respect to  the indenture, each o f the fo llowing  must occur:
 
 ·  you must have g iven the trustee written no tice o f a continuing  event o f default;
 
 

·  the ho lders o f at least 25% of the aggregate  principal amount o f all outstanding  debentures must make a written request
o f the trustee to  take action because o f the default;

 
 

·  ho lders must have o ffered reasonable  indemnification to  the trustee against the cost, expenses and liabilities o f taking
action;

 
 

·  the trustee must no t have received from the ho lders o f a majo rity in aggregate  principal amount o f the outstanding
debentures a direction inconsistent with the written request; and

 
 ·  the trustee must no t have taken action fo r 60 days after the receipt o f such no tice and o ffer o f indemnification.
 
These limitations do  no t apply to  a suit fo r the enfo rcement o f payment o f the principal o f o r any premium o r interest on a debenture o r
the right to  convert the debenture in acco rdance with the indenture.
 
Generally, the ho lders o f no t less than a majo rity o f the aggregate  principal amount o f outstanding  debentures may waive any default o r
event o f default, except if:
 
 ·  we fail to  pay principal, premium o r interest on any debenture when due;
 
 ·  we fail to  convert any debenture into  common stock; o r
 
 

·  we fail to  comply with any o f the provisions o f the indenture that would require  the consent o f the ho lder o f each
outstanding  debenture affected.

 
We will send the trustee annually a statement as to  whether we are  in default and the nature o f any default under the indenture.
 
Limitation on Merger, Sale  or Conso lidation
 We may no t conso lidate  with o r merge with o r into  ano ther person o r sell, lease, convey o r transfer all o r substantially all o f our assets
on a conso lidated basis, whether in a sing le  o r series o f re lated transactions, to  ano ther person o r g roup o f affiliated persons, unless:
 
 

·  either (A) we are  the surviving  entity o r (B) the resulting  entity is a U.S. co rporation, and expressly assumes in writing  all
o f our obligations under the debentures and the indenture;

 
 ·  no  default o r event o f default exists o r shall occur immediately after g iving  effect to  the transaction; and
 
 ·  o ther conditions specified in the indenture are  satisfied.
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Modifications o f the Indenture
 The consent o f the ho lders o f a majo rity in principal amount o f outstanding  debentures at the time is required to  modify o r amend the
indenture o r any supplemental indenture. However, a modification o r amendment would require  the consent o f the ho lder o f each
outstanding  debenture affected if it would:
 
 ·  extend the fixed maturity o f any debenture;
 
 ·  reduce the rate  o r extend the time fo r payment o f interest on any debenture;
 
 ·  reduce the principal amount o r any premium o f any debenture;
 
 ·  reduce any amount payable  upon redemption o f any debenture;
 
 ·  impair o r adversely affect a ho lder’s right to  institute  suit fo r the payment on any debenture;
 
 ·  change the currency in which the debentures are  payable;
 
 ·  impair o r adversely change the right to  convert the debentures;
 
 ·  adversely modify the subordination provisions o f the debentures; o r
 
 ·  reduce the percentage required to  consent to  modifications and amendments.
 
Taxation o f Debentures
 You should read the section entitled “Material Federal Income Tax Consequences” below fo r a discussion o f the U.S. federal income
tax consequences that may apply to  you as a debenture ho lder.
 
Governing  Law
 The indenture and the debentures will be governed by the laws o f the State  o f New York.
 
Listing  o f Debentures
 It is a condition to  our ability to  exchange the convertible  preferred stock fo r debentures that the debentures be listed on one o f the
fo llowing  markets: the Nasdaq National Market, Nasdaq SmallCap Market, American Stock Exchange, New York Stock Exchange o r
ano ther national securities exchange.
 
Concerning  the Trustee
 We have accepted U.S. Bank National Association as the trustee, initial paying  agent, conversion agent, reg istrar and custodian fo r the
debentures. We may maintain deposit accounts and conduct o ther banking  transactions with the trustee o r its affiliates in the o rdinary
course o f business. In addition, the trustee and its affiliates may in the future  provide banking  and o ther services to  us in the o rdinary
course o f their business. If there  is an event o f default under the indenture, the trustee will:
 
 ·  exercise  the rights and powers g iven to  the trustee under the indenture and
 
 

·  use the same degree and care  and skill in its exercise  as a prudent person would exercise  under the circumstances in the
conduct o f the person’s own affairs.

 
If the trustee becomes one o f our credito rs, the indenture and the Trust Indenture Act o f 1939 may limit the trustee from obtaining
payment o f c laims in certain cases o r realiz ing  on certain property received by the trustee.
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DESCRIPTION OF OUR OTHER CAPITAL STOCK
 
General
 Upon the closing  o f this o ffering  our autho rized capital stock will consist o f 100,000,000 shares o f common stock, par value $0.001
per share, and 5,000,000 shares o f preferred stock, par value $0.001 per share. The rights and preferences o f the preferred stock o ther
than the convertible  preferred stock o ffered by this prospectus, may thereafter be established from time to  time by our board o f
directo rs. As o f September 27, 2004 , 14 ,826,970 shares o f common stock were issued and outstanding  and no  shares o f preferred
stock were outstanding . As o f September 27, 2004 , we had 124  common stockho lders o f reco rd.
 
The description below g ives effect to  the filing  o f the certificate  o f designations amending  our certificate  o f inco rporation to  create
the convertible  preferred stock, a copy o f which is filed as an exhibit to  the reg istration statement o f which this prospectus is a part.
 
Common Stock
 Each ho lder o f common stock is entitled to  one vo te  fo r each share on all matters to  be vo ted upon by the stockho lders, and there  are
no  cumulative vo ting  rights. Subject to  preferences to  which ho lders o f preferred stock issued after the sale  o f the common stock
being  o ffered may be entitled, ho lders o f common stock are  entitled to  receive ratably those dividends, if any, that may be declared
from time to  time by our board o f directo rs out o f funds legally available  fo r the payment o f dividends. In the event o f a liquidation,
disso lution o r winding  up o f us, ho lders o f our common stock would be entitled to  share in our assets remaining  after the payment o f
liabilities and the satisfaction o f any liquidation preference that may be g ranted to  ho lders o f any outstanding  shares o f preferred stock.
Ho lders o f our common stock have no  preemptive o r conversion rights o r o ther subscription rights, and there  are  no  redemption o r
sinking  fund provisions applicable  to  our common stock. All outstanding  shares o f common stock are , and the shares o f common
stock o ffered by us in this o ffering , when issued and paid fo r, will be, fully paid and nonassessable . The rights, preferences and
privileges o f the ho lders o f common stock are  subject to , and may be adversely affected by, the rights o f the ho lders o f shares o f any
series o f preferred stock which we may designate  in the future .
 
Preferred Stock
 The convertible  preferred stock is described under the heading  “Description o f Convertible  Exchangeable  Preferred Stock.”
 
Upon the closing  o f this o ffering , our board o f directo rs will be autho rized, subject to  any limitations prescribed by law, without
stockho lder approval, to  issue from time to  time up to  an aggregate  o f 2,010,000 shares o f preferred stock in one o r more series.
Each series o f preferred stock will have the rights and preferences, including  vo ting  rights, dividend rights, conversion rights,
redemption privileges and liquidation preferences, as our board o f directo rs determines. The issuance o f preferred stock could
adversely affect the vo ting  power o f ho lders o f our common stock and the likelihood that ho lders o f our common stock will receive
dividend payments and payments upon liquidation. In addition, the issuance o f preferred stock could have the effect o f making  it more
difficult fo r a third party to  acquire , o r o f discourag ing  a third party from attempting  to  acquire , a majo rity o f our outstanding  vo ting
stock. We have no  present plans to  issue any shares o f preferred stock.
 
Warrants
 As o f September 27, 2004  we had outstanding  warrants that expire  between July 2006 and February 2009 to  purchase at a weighted
average exercise  price o f $7.94  per share an aggregate  o f 46,607 shares o f common stock.
 
Registration Rights
 We and certain o f our existing  stockho lders and warrantho lders entered into  an investo r rights ag reement, dated May 25, 2000, as
amended on August 8, 2000, October 18, 2000, November 13, 2001, February 5, 2002, May 22,
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2002 and October 9, 2003. This investo rs rights ag reement provides these ho lders with customary demand and piggyback reg istration
rights with respect to  the shares o f common stock held by them and common stock to  issuable  pursuant to  warrants held by them.
 
Demand Registration
 According  to  the terms o f the investo r rights ag reement, the ho lders o f 8,992,108 shares o f our common stock o r warrants to
purchase shares o f our common stock have the right to  require  us to  reg ister their shares with the SEC fo r resale  to  the public . To
demand such a reg istration, ho lders who  ho ld together an aggregate  o f at least 50% of the shares having  reg istration rights must
request a reg istration statement to  reg ister shares fo r an aggregate  o ffering  price o f at least $10 million, net o f underwriting  discounts
and commissions. We are  no t required to  effect more than two  demand reg istrations. We have currently no t effected, o r received a
request fo r, any demand reg istrations. We may defer the filing  o f a demand reg istration statement fo r a period o f up to  90 days once in
any 12-month period.
 
Piggyback Registration
 If we file  a reg istration statement fo r a public  o ffering  o f any o f our securities so lely fo r cash, o ther than a reg istration statement
relating  so lely to  our stock plans, the ho lders o f demand reg istration rights will have the right to  include their shares in the reg istration
statement.
 
Form S-3 Registration
 At any time after we become elig ible  to  file  a reg istration statement on Form S-3, ho lders o f shares o f common stock having  demand
and piggyback reg istration rights may require  us to  file  a Fo rm S-3 reg istration statement. We are  obligated to  file  only one Form S-3
reg istration statement in any six-month period. Furthermore, the aggregate  o ffering  proceeds o f the requested Form S-3 reg istration,
befo re deducting  underwriting  discounts and expenses, must be at least $500,000. We may defer one reg istration request fo r 120 days
in any 12-month period.
 
These reg istration rights are  subject to  certain conditions and limitations, including  the right o f the underwriters o f an o ffering  to  limit
the number o f shares o f common stock to  be included in the reg istration. We are  generally required to  bear the expenses o f all
reg istrations, except underwriting  discounts and commissions. However, we will no t pay fo r any expenses o f any demand reg istration
if the request is subsequently withdrawn by the ho lders o f a majo rity o f the securities to  be reg istered unless such ho lders fo rfeit their
right to  one demand reg istration. The investo rs rights ag reement also  contains our commitment to  indemnify the ho lders o f
reg istration rights fo r lo sses attributable  to  statements o r omissions by us incurred with reg istrations under the ag reement. The
reg istration rights terminate  on March 19, 2009, which is five years after the closing  o f our initial public  o ffering .
 
Anti- Takeover Effects o f Provisions o f Our Amended and Restated Certificate o f Incorporation and Bylaws and Delaware
and Washington Law
 Provisions o f our amended and restated certificate  o f inco rporation and bylaws may have the effect o f making  it more difficult fo r a
third party to  acquire , o r o f discourag ing  a third party from attempting  to  acquire , contro l o f us. These provisions could limit the price
that investo rs might be willing  to  pay in the future  fo r shares o f our common stock. Our amended and restated bylaws and certificate  o f
inco rporation eliminate  the right o f stockho lders to  call special meetings o f stockho lders o r to  act by written consent without a
meeting  and require  advance no tice fo r stockho lder proposals and directo r nominations, which may preclude stockho lders from
bring ing  matters befo re an annual meeting  o f stockho lders o r from making  nominations fo r directo rs at an annual meeting  o f
stockho lders. The autho rization o f undesignated preferred stock makes it possible  fo r our board o f directo rs to  issue preferred stock
with vo ting  o r o ther rights o r preferences that could impede the success o f any attempt to  change contro l o f us. These and o ther
provisions may have the effect o f deterring  hostile  takeovers o r delaying  changes in contro l o f us o r our management. In addition, we
are subject to  Section 203 o f the Delaware General Corporation Law, which, subject to  certain exceptions, generally prohibits a
Delaware co rporation from
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engag ing  in any business combination with any interested stockho lder fo r a period o f three years fo llowing  the time that such
stockho lder became an interested stockho lder, unless:
 
 

·  prio r to  the business combination, our board o f directo rs approved either the business combination o r the transaction
which resulted in the stockho lder becoming  an interested stockho lder;

 

 

·  upon consummation o f the transaction which resulted in the stockho lder becoming  an interested stockho lder, the
interested stockho lder owned at least 85% of our vo ting  stock outstanding  at the time the transaction commenced,
excluding  fo r purposes o f determining  the number o f shares outstanding  (but no t the shares owned by the interested
stockho lder):

 
 ·  shares owned by persons who  are  directo rs and also  o fficers; and
 
 

·  shares owned by employee stock plans in which employee partic ipants do  no t have the right to  determine
confidentially whether shares held subject to  the plan will be tendered in a tender o r exchange o ffer; o r

 
 ·  at o r after the time o f the business combination, the business combination is:
 
 ·  approved by our board o f directo rs; and
 
 

·  autho rized at an annual o r special meeting  o f our stockho lders, and no t by written consent, by the affirmative
vo te o f at least 66 2/3% of our outstanding  vo ting  stock which is no t owned by the interested stockho lder.

 
In general, the Delaware General Corporation Law defines an interested stockho lder to  be an entity o r person that beneficially owns
15% or more o f the outstanding  vo ting  stock o f the co rporation o r any entity o r person that is an affiliate  o r associate  o f such entity o r
person.
 
The Delaware General Corporation Law generally defines business combination to  include the fo llowing :
 
 ·  any merger o r conso lidation invo lving  the co rporation and the interested stockho lder;
 
 

·  any sale , lease, exchange, mortgage, pledge, transfer o r o ther disposition o f 10% or more o f the assets o f the
co rporation o r its majo rity-owned subsidiary that invo lves interested stockho lder;

 
 

·  subject to  certain exceptions, any transaction that results in the issuance o r transfer by the co rporation o f any stock o f
the co rporation to  the interested stockho lder;

 
 

·  subject to  certain exceptions, any transaction invo lving  the co rporation that has the effect o f increasing  the interested
stockho lder’s proportionate  share o f the stock o f any class o r series o f the co rporation; and

 
 

·  the receipt by the interested stockho lder o f the benefit o f any loans, advances, guarantees, pledges o r o ther financial
benefits provided by o r through the co rporation.

 
The laws o f the State  o f Washing ton, where our principal executive o ffices are  located, impose restric tions on certain transactions
between certain fo reign co rporations and significant stockho lders. Chapter 23B.19 o f the Washing ton Business Corporation Act, o r the
WBCA, generally prohibits a target co rporation, with certain exceptions, from engag ing  in certain significant business transactions with
an acquiring  person fo r a period o f five years after the acquiring  person first became an acquiring  person, unless the transaction o r the
purchase o f shares by the acquiring  person is approved by a majo rity o f the members o f the target co rporation’s board o f directo rs
prio r to  the time the acquiring  person first became an acquiring  person. An acquiring  person is generally a person o r g roup o f persons
who  beneficially owns 10% or more o f the vo ting  securities o f the target co rporation. Prohibited transactions include, among  o ther
things:
 
 

·  a merger o r conso lidation with, disposition o f assets to , o r issuance o r redemption o f stock to  o r from, the acquiring
person;
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·  termination o f 5% o r more o f the employees o f the target co rporation as a result o f the acquiring  person’s acquisition

of 10% or more o f the shares o f the target co rporation; and
 
 ·  allowing  the acquiring  person to  receive a disproportionate  benefit as a stockho lder.
 
After the five-year period, a significant business transaction may take place as long  as it complies with certain fair price provisions o f
the statute . A target co rporation includes a fo reign co rporation if:
 
 

·  the co rporation has a c lass o f vo ting  shares reg istered pursuant to  Sections 12 o r 15 o f the Securities Exchange Act o f
1934 , as amended;

 
 ·  the co rporation’s principal executive o ffice is located in Washing ton;
 
 ·  the co rporation has either:
 
 ·  more than 10% of its stockho lders o f reco rd resident in Washing ton;
 
 ·  more than 10% of its shares owned o f reco rd by Washing ton residents; o r
 
 ·  1,000 o r more stockho lders o f reco rd resident in Washing ton;
 
 

·  a majo rity o f the co rporation’s employees are  Washing ton residents o r more than 1,000 Washing ton residents are
employees o f the co rporation; and

 
 

·  a majo rity o f the co rporation’s tang ible  assets are  located in Washing ton o r the co rporation has more than $50 million o f
tang ible  assets located in Washing ton.

 
Because a co rporation may no t opt out o f this statute , we antic ipate  this statute  will apply to  us. Depending  on whether we meet the
definition o f a target co rporation, Chapter 23B.19 o f the WBCA may have the effect o f delaying , deterring  o r preventing  a change in
contro l o f us.
 
Nasdaq National Market Listing
 Our common stock has been approved fo r quo tation on the Nasdaq National Market under the symbol “XCYT.”
 
Transfer Agent and Reg istrar
 The transfer agent and reg istrar fo r our common stock is American Stock Transfer and Trust Company. Its address is 59 Maiden Lane,
New York, NY 10038, and its te lephone number is (212) 936-5100.
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MATERIAL FEDERAL INCOME TAX CONSEQUENCES
 
The fo llowing  summary o f the material federal income tax consequences o f acquiring , owning  and disposing  o f the convertible
preferred stock, the debentures and the common stock is based on the Internal Revenue Code o f 1986, as amended (the “Code”),
Treasury regulations, court decisions, and Internal Revenue Service (“IRS”) rulings and pronouncements now in effect, all o f which are
subject to  differing  interpretations and which are  subject to  change, possibly on a retroactive basis.
 
This summary assumes that the convertible  preferred stock is acquired at its o rig inal o ffering  at its o rig inal issue price and that the
convertible  preferred stock, the debentures and the common stock are  held as capital assets, within the meaning  o f section 1221 o f the
Code. This summary does no t address all o f the tax consequences that may be relevant to  particular ho lders in light o f their personal
circumstances, o r to  certain types o f ho lders (such as banks, financial institutions, dealers in securities o r commodities, traders in
securities that e lect to  use a mark to  market method o f accounting  fo r their ho ldings, insurance companies, regulated investment
companies, personal ho lding  companies, co rporations subject to  the alternative minimum tax, tax-exempt o rganizations, pension
funds, certain U.S. expatriates, partnerships o r o ther entities c lassified as partnerships fo r U.S. federal income tax purposes, certain
hybrid entities and their owners, U.S. ho lders who  have a “functional currency” o ther than the U.S. do llar, persons who  own 10% or more
o f our vo ting  stock, o r persons who  ho ld the convertible  preferred stock, debentures o r common stock as positions in a “straddle” o r
as part o f a “hedg ing ,” “conversion” o r “constructive sale” transaction fo r United States federal income tax purposes). Also  no t
addressed are  the consequences under estate , state , local and fo reign tax laws o r the tax consequences to  subsequent ho lders o f the
convertible  preferred stock, debentures o r common stock.
 
We have no t sought and will no t seek any rulings from the IRS concerning  the tax consequences o f the acquisition, ownership o r
disposition o f the convertible  preferred stock, the debentures o r the common stock. According ly, the IRS may successfully challenge
the tax consequences described below. Prospective purchasers are  advised to  consult their own tax adviso rs regarding  the tax
consequences o f acquiring , ho lding , o r disposing  o f the convertible  preferred stock, debentures o r common stock in light o f their own
investment c ircumstances.
 
Characterization o f Convertible  Preferred Stock and Debentures
 Under section 385(c) o f the Code, our characterization o f the convertible  preferred stock as “stock” and the debentures as “debt” is
binding  upon us and all ho lders o f the convertible  preferred stock and the debentures, o ther than ho lders who  disclose on their tax
returns that they are  treating  the convertible  preferred stock and/o r the debentures in a manner inconsistent with such characterization.
Although our characterization o f the convertible  preferred stock and the debentures is no t binding  upon the IRS o r any court, this
summary assumes that the convertible  preferred stock and the debentures will be treated in a manner consistent with our
characterization. Ho lders should be aware that if the convertible  preferred stock is treated as “debt” fo r federal income tax purposes,
the tax consequences o f acquiring , ho lding  and disposing  o f the convertible  preferred stock will differ materially from the tax
consequences described in this prospectus. Similarly, if the debentures are  treated as “stock” fo r federal income tax purposes, the tax
consequences o f acquiring , ho lding  and disposing  o f the debentures will differ materially from the tax consequences described in this
prospectus.
 
Distributions on Convertible  Preferred Stock and Common Stock
 Distributions with respect to  the convertible  preferred stock and common stock will constitute  dividends, to  the extent that we have
current o r accumulated earnings and pro fits fo r federal income tax purposes as o f the end o f the tax year o f the distribution. Dividends
paid to  non-co rporate  U.S. ho lders in taxable  years beg inning  prio r to  January 1, 2009, will be subject to  tax as net capital gain at the
maximum rate  o f 15% if the ho lder has held the shares o f stock fo r more than 60 days during  the 120-day period beg inning  60 days
befo re the ex-dividend date  and o ther requirements applicable  to  “qualified dividend income” are  satisfied. Dividends paid to
co rporations will generally be elig ible  fo r the 70% dividends-received deduction under section 243 o f the Code, subject to  the
limitations contained in sections 246 and 246A o f the Code.
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In general, the dividends-received deduction is available  only if the stock in respect o f which a dividend is paid has been held fo r at least
46 days during  the 90-day period beg inning  on the date  which is 45 days befo re the ex-dividend date , o r at least 91 days during  the 180-
day period beg inning  on the date  which is 90 days befo re the ex-dividend date  in the case o f a dividend paid with respect to  preferred
stock and which is attributable  to  a period o r periods aggregating  more than 366 days. A taxpayer’s ho lding  period fo r these purposes
is reduced by periods during  which the taxpayer’s risk o f lo ss with respect to  the stock is considered diminished by reason o f the
existence o f options, contracts to  sell o r o ther similar transactions. The dividends-received deduction will no t be available  to  the extent
that the taxpayer is under an obligation to  make related payments with respect to  positions in substantially similar o r re lated property.
The dividends-received deduction is limited to  specified percentages o f the ho lder’s taxable  income and may be reduced o r
eliminated if the ho lder has indebtedness “directly attributable  to  [its] investment” in the stock. Prospective co rporate  purchasers o f
convertible  preferred stock should consult their own tax adviso rs to  determine whether these limitations might apply to  them. No
assurance can be g iven that we will have suffic ient earnings and pro fits fo r federal income tax purposes to  cause all o r even any
distributions from Xcyte to  be taxable  as dividends. As a result, no  assurance can be g iven that any distribution on the convertible
preferred stock o r common stock will be treated as a dividend fo r which the dividends-received deduction will be available .
 
If distributions with respect to  the convertible  preferred stock o r common stock exceed our current and accumulated earnings and
pro fits, the excess will be applied against and reduce the ho lder’s basis in the convertible  preferred stock o r common stock, as
applicable . Any amount in excess o f the amount o f the dividend and the amount applied against basis will be treated as capital gain.
 
Extraordinary Dividends
 If a co rporate  ho lder o f convertible  preferred o r common stock receives an “extrao rdinary dividend” from Xcyte with respect to
stock which it has no t held fo r more than two  years befo re the dividend announcement date , the basis o f the stock will be reduced (but
no t below zero ) by the po rtion o f the dividend which is no t taxable  because o f the dividends-received deduction. If, because o f the
limitation on reducing  basis below zero , any amount o f the non-taxable  po rtion o f an extrao rdinary dividend has no t been applied to
reduce basis, such amount will be treated as gain from the sale  o r exchange o f stock in the taxable  year in which the extrao rdinary
dividend is received. An “extrao rdinary dividend” on the convertible  preferred o r common stock would include a dividend that (i)
equals o r exceeds 5%, in the case o f the convertible  preferred stock, o r 10%, in the case o f the common stock, o f the ho lder’s
adjusted basis in the stock, treating  all dividends having  ex-dividend dates within an 85-day period as one dividend, o r (ii) exceeds 20%
of the ho lder’s adjusted basis in the stock, treating  all dividends having  ex-dividend dates within a 365-day period as one dividend. A
ho lder may elect to  use the fair market value o f the stock rather than its adjusted basis fo r purposes o f applying  the 5%, 10% or 20%
limitation if the ho lder is able  to  establish such fair market value to  the satisfaction o f the IRS. An “extrao rdinary dividend” also  includes
any amount treated as a dividend in the case o f a redemption o f the convertible  preferred stock o r common stock that is no t pro  rata to
all shareho lders, irrespective o f the ho lder’s ho lding  period o f the stock.
 
Special rules apply with respect to  “qualified preferred dividends.” A qualified preferred dividend is any fixed dividend payable  with
respect to  stock which (i) provides fo r fixed preferred dividends payable  no  less o ften than annually and (ii) is no t in arrears as to
dividends when acquired, provided the actual rate  o f re turn on such stock does no t exceed 15%. For this purpose, the actual rate  o f
return is determined so lely by taking  into  account dividends during  such ho lding  period and by using  the lesser o f the adjusted basis o r
the liquidation preference in respect o f such preferred stock. Where a qualified preferred dividend exceeds the 5% o r 20% limitation
described above, the extrao rdinary dividend rules will no t apply if the taxpayer ho lds the stock fo r more than five years. If the taxpayer
disposes o f the stock befo re it has been held fo r more than five years, the aggregate  reduction in basis will no t exceed the excess o f
the qualified preferred dividends paid on such stock during  the period held by the taxpayer over the qualified preferred dividends that
would have been paid during  such period on the basis o f the stated rate  o f re turn as determined under section 1059(e)(3) o f the Code.
The leng th o f time that a taxpayer is deemed to  have held stock fo r this purpose is determined under principles similar to  those
applicable  fo r purposes o f the dividends-received deduction discussed above.
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Any loss on the sale  o r exchange o f stock with respect to  which an individual ho lder receives an extrao rdinary dividend that is also
qualified dividend income (see “Distributions on Convertible  Preferred Stock and Common Stock” above) will be treated as long-term
capital lo ss to  the extent o f the dividend. The deductibility o f capital lo sses is limited.
 
Redemption Premium
 If (i) preferred stock is, like the convertible  preferred stock, redeemable only at the issuer’s option, (ii) the facts and circumstances on
the issue date  indicate  that redemption is more likely than no t to  occur, and (iii) the redemption price o f the preferred stock as o f the
most likely redemption date  exceeds the issue price (so  that there  is a “redemption premium”), then the redemption premium may be
taxable  as a constructive dividend to  the extent o f the issuing  co rporation’s current o r accumulated earnings and pro fits over the period
from issuance to  the most likely redemption date . If a redemption premium is subject to  the fo rego ing  treatment, a ho lder o f the
convertible  preferred stock would take the amount o f the premium into  income under an economic accrual method similar to  the
method described under “Orig inal Issue Discount and Premiums on Debentures,” below. Under applicable  Treasury regulations, a
redemption premium is no t subject to  the fo rego ing  treatment if it will be paid “as a result o f changes in economic o r market
conditions over which neither the issuer no r the ho lder has legal o r practical contro l” and is “so lely in the nature o f a penalty fo r
premature redemption.” The Treasury regulations also  provide a “safe  harbor,” pursuant to  which a redemption will no t be treated as
more likely than no t to  occur, as to  a g iven ho lder, if: (x) the issuer and the ho lder are  no t “related” under certain tests prescribed by the
Code, (y) the issuer is no t effectively required o r compelled by any plan, arrangement, o r ag reement to  redeem the stock, and (z)
redemption would no t reduce the yield o f the stock. Because the fo rego ing  tests are  based upon an evaluation o f all facts and
circumstances surrounding  the issuance and redemption o f preferred stock, the conclusion canno t be entirely certain; however, it is
Xcyte’s belief that no  part o f the premium payable  upon redemption o f the convertible  preferred stock will be treated as a constructive
dividend to  the ho lders o f the convertible  preferred stock. It is also  possible  that upon an actual redemption, the redemption premium
would, together with the o ther redemption proceeds, be treated as a dividend fo r federal income tax purposes. See “Redemption o f
Convertible  Preferred Stock fo r Cash,” below.
 
Redemption o f Convertible  Preferred Stock For Cash
 A redemption o f shares o f convertible  preferred stock by Xcyte fo r cash will be treated as a distribution taxable  as a dividend (and,
possibly, an “extrao rdinary dividend”) (see “Distributions on Convertible  Preferred Stock and Common Stock” and “Extrao rdinary
Dividends,” above) to  redeeming  shareho lders to  the extent o f Xcyte’s current o r accumulated earnings and pro fits unless the
redemption:
 
 

·  results in a complete  termination o f the shareho lder’s interest in Xcyte (within the meaning  o f section 302(b)(3) o f the
Code);

 
 ·  is “substantially disproportionate” (within the meaning  o f section 302(b)(2) o f the Code) with respect to  the ho lder; o r
 
 ·  is “no t essentially equivalent to  a dividend” (within the meaning  o f section 302(b)(1) o f the Code).
 
In determining  whether any o f these tests has been met, shares considered to  be owned by the ho lder by reason o f the constructive
ownership rules set fo rth in section 318 o f the Code, as well as shares actually owned, will be taken into  account. If any o f the
fo rego ing  tests is met, the redemption o f shares o f convertible  preferred stock fo r cash will result in taxable  gain o r lo ss equal to  the
difference between the amount o f cash received (except cash attributable  to  accrued, unpaid, declared dividends, which will be taxable
as a dividend described above), and the ho lder’s basis in the redeemed shares. Any such gain o r lo ss will be capital gain o r lo ss and will
be long-term capital gain o r lo ss if the ho lding  period exceeds one year. Long-term capital gains are  taxable  at a maximum rate  o f 15%
in the case o f individuals and 35% in the case o f co rporations. The deductibility o f capital lo sses is subject to  limitations.
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Exchange For Debentures
 An exchange o f shares o f convertible  preferred stock fo r debentures will also  be subject to  the rules o f section 302 o f the Code
described in “Redemption o f Convertible  Preferred Stock For Cash” above. Since a ho lder o f debentures will be treated under the
constructive ownership rules as owning  the common stock into  which the debentures are  convertible , the exchange would no t by itself
satisfy the “complete  termination” test o r the “substantially disproportionate” test described above. The “no t essentially equivalent to
a dividend” test could be met only if the exchange were regarded as resulting  in a meaningful reduction in the ho lder’s proportionate
interest in Xcyte. If none o f these tests is met, the fair market value o f the debentures received upon the exchange will be taxable  as a
dividend (and, in the case o f a co rporate  ho lder, as an “extrao rdinary dividend”—see above) to  the extent o f Xcyte’s current o r
accumulated earnings and pro fits and then would be treated as a return o f capital to  the extent o f the ho lder’s basis in the convertible
preferred stock. If the fair market value o f the debentures exceeds the amounts treated as a dividend and as a return o f capital, any such
excess would be treated as capital gain.
 
In the event that receipt o f the debentures is taxable  as a dividend, the basis o f the debentures will be equal to  their fair market value as
o f the date  o f the exchange. If the ho lder retains any stock in Xcyte, the remaining  basis in the convertible  preferred stock will be
transferred to  such retained stock. If the ho lder retains no  stock in Xcyte, it is unclear whether the remaining  basis in the convertible
preferred stock would be transferred to  the debentures o r would be lo st. Under Proposed Treasury regulations, the remaining  basis
would be treated as a lo ss recognized on a disposition o f the redeemed stock on the date  o f the redemption, which lo ss might be taken
into  account at a later date . These proposed Treasury regulations would only apply to  transactions occurring  after the date  these
regulations are  finalized and published. Fo r purposes o f determining  the recognition o f gain under the extrao rdinary dividend basis
reduction rules described above, only the basis o f the shares o f convertible  preferred stock exchanged fo r the debentures would be
taken into  account.
 
Prospective purchasers should consult their own tax adviso rs regarding  satisfaction o f the section 302 tests in their particular
circumstances, including  the possibility that a sale  o f a part o f the ho lder’s convertible  preferred stock o r the debentures received
might be regarded as reducing  the ho lder’s interest in Xcyte, thereby satisfying  one o f the tests o f section 302(b); in such a case, the
shareho lder would recognize capital gain o r lo ss on the exchange. Fo r purposes o f determining  gain o r lo ss, the amount realized by a
shareho lder would be the issue price o f the debentures received (see “Orig inal Issue Discount and Premium on Debentures”). Any such
gain o r lo ss will be capital gain o r lo ss and will be long-term capital gain o r lo ss if the ho lding  period exceeds one year. Long-term
capital gains are  taxable  at a maximum rate  o f 15% in the case o f individuals and 35% in the case o f co rporations. The deductibility o f
capital lo sses is subject to  limitations. The installment method will no t be available  fo r reporting  such gain in the event that the
convertible  preferred stock, the debentures, o r the common stock into  which the debentures are  convertible  are  traded o r readily
tradable  on an established securities market.
 
Orig inal Issue Discount and Premium On Debentures
 Stated interest on the debentures will be includable  in income in acco rdance with the ho lder’s method o f accounting . There is also  a risk
that the debentures will be treated as having  o rig inal issue discount taxable  as interest income as discussed below.
 
If the convertible  preferred stock is exchanged fo r debentures at a time when the stated redemption price at maturity o f the debentures
exceeds their issue price by an amount equal to  o r g reater than one-fourth o f one percent o f the stated redemption price at maturity
multiplied by the number o f complete  years to  maturity, the debentures will be treated as having  o rig inal issue discount equal to  the
entire  amount o f such excess.
 
Whether o r no t the exchange o f the convertible  preferred stock fo r debentures is treated as a dividend under the section 302 tests, the
issue price o f the debentures will depend upon whether the convertible  preferred stock o r the debentures are  o r will be traded on an
established securities market. If the debentures are  listed on an exchange o r are  o therwise considered, under Treasury regulations
issued under section 1273 o f the Code, to  be
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traded on an established securities market at any time during  the 60-day period ending  30 days after the date  o f the exchange, the issue
price o f the debentures will be their fair market value as determined as o f the date  o f the exchange. If the debentures are  no t listed on
an exchange o r o therwise considered to  be traded on an established securities market within such time period, but the convertible
preferred stock is so  listed o r traded, the issue price o f the debentures will be the fair market value o f the convertible  preferred stock
as o f the date  o f the exchange. If neither the convertible  preferred stock no r the debentures are  listed on an exchange o r o therwise
considered to  be traded on an established securities market within the requisite  time period, the issue price o f the debentures will be
their stated principal amount, assuming  that the debentures bear “adequate  stated interest” within the meaning  o f section 1274  o f the
Code. If the debentures do  no t bear adequate  stated interest, the issue price will be equal to  their “imputed principal amount” as
determined under section 1274  o f the Code.
 
A ho lder o f a debenture would generally be required to  include in g ross income (irrespective o f the ho lder’s method o f accounting ) a
portion o f the o rig inal issue discount fo r each year during  which it ho lds the debenture even though the cash to  which such income is
attributable  would no t be received until maturity o r redemption o f the debenture. The amount o f any o rig inal issue discount included in
income fo r each year would be calculated under a constant yield to  maturity fo rmula that would result in the allocation o f less o rig inal
issue discount to  the early years o f the term o f the debenture and more o rig inal issue discount to  later years.
 
If the convertible  preferred stock is exchanged fo r debentures whose issue price exceeds the amount payable  at maturity (o r earlier
call date , if appropriate), such excess (excluding  the amount thereo f attributable  to  the conversion feature) will be deductible  by the
ho lder o f the debentures as amortizable  bond premium over the term o f the debentures (taking  into  account earlier call dates, as
appropriate), under a yield to  maturity fo rmula, if an election by the taxpayer under section 171 o f the Code is in effect o r is made.
Such election would apply to  all obligations owned o r subsequently acquired by the taxpayer during  o r after the taxable  year in which the
election is made. The amortizable  bond premium will be treated as an o ffset to  stated interest on the debentures to  the extent thereo f
and any excess will be allowable as a deduction subject to  the fo llowing  limitation. The amount o f any amortized bond premium
deduction will be limited to  the excess o f the ho lder’s interest income inclusions on the debenture in prio r accrual periods over bond
premium deductions allowed the ho lder in such prio r periods, and any amount in excess o f such limitation will be carried fo rward as
additional bond premium in the next accrual period.
 
If the exchange o f the convertible  preferred stock fo r debentures is treated as a dividend under the section 302 tests, the basis o f the
debentures will equal their fair market value as o f the date  o f the exchange. If this basis is less than its stated redemption price at
maturity, it would appear that a ho lder will recognize capital gain upon satisfaction o f the debenture at maturity. If the basis o f a
debenture exceeds the amounts payable  at maturity, a ho lder should be able  to  elect to  amortize bond premium under the rules
discussed above.
 
Redemption or Sale  o f Debentures
 Generally a redemption o r sale  o f the debentures will result in taxable  gain o r lo ss equal to  the difference between the amount o f cash
and fair market value o f o ther property received and the ho lder’s basis in the debentures. To  the extent that the amount received is
attributable  to  accrued interest, however, that amount will be taxed as o rdinary income. The basis o f a ho lder who  received the
debentures in exchange fo r shares o f convertible  preferred stock will generally be equal to  the fair market value o f the debentures at
the time o f exchange plus any o rig inal issue discount included in the ho lder’s income o r minus any premium previously allowed as an
offset to  interest income on the debentures. Such gain o r lo ss will be capital gain o r lo ss and will be long-term gain o r lo ss if the ho lding
period fo r the debentures exceeds one year. Long-term capital gains are  taxable  at a maximum rate  o f 15% in the case o f individuals
and 35% in the case o f co rporations. The deductibility o f capital lo sses is subject to  limitations.
 
If the debentures are  issued with o rig inal issue discount and Xcyte were found to  have had an intention at the time the debentures were
issued to  call them befo re maturity, any gain realized on a sale , exchange o r redemption o f debentures prio r to  the maturity would be
considered o rdinary income to  the extent o f any unamortized
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orig inal issue discount fo r the period remaining  to  the stated maturity o f the debentures. Xcyte canno t predict whether it would have an
intention, when and if the debentures are  issued, to  call the debentures befo re their maturity.
 
Conversion o f Convertible  Preferred Stock or Debentures Into  Common Stock
 No gain o r lo ss will generally be recognized upon conversion o f shares o f convertible  preferred stock o r debentures into  shares o f
common stock, except that (i) gain o r lo ss will be recognized to  the extent o f the difference between the cash paid in lieu o f fractional
shares o f common stock and the basis o f the convertible  preferred stock o r debentures allocable  to  such fractional shares, (ii) o rdinary
income will be recognized on the conversion o f debentures to  the extent o f the shares o f common stock attributable  to  accrued
interest, (iii) additional payments made as dividend make-who le payments on conversion o f convertible  preferred stock prio r to
November 3, 2007, will be treated as distributions taxable  as dividends, re turn o f capital o r capital gain in the amount o f the cash and/o r
the fair market value o f the common stock (measured on the date  o f distribution) constituting  such additional payments (see
“Distributions on Convertible  Preferred Stock and Common Stock” and “Extrao rdinary Dividends,” above), (iv) additional payments
made as interest make-who le payments on conversion o f debentures prio r to  November 3, 2007, will be treated as payments o f
additional interest taxable  as o rdinary income when received and (v), if the conversion o f convertible  preferred stock takes place when
there is a dividend arrearage on the convertible  preferred stock and the fair market value o f the common stock exceeds the issue price
o f the convertible  preferred stock, a po rtion o f the common stock received might be taxable  as a dividend, re turn o f capital o r capital
gain (see “Distributions on Convertible  Preferred Stock and Common Stock” and “Extrao rdinary Dividends,” above). Assuming  the
conversion is no t treated as resulting  in the payment o f a dividend, the basis o f the common stock received upon conversion will be
equal to  the basis o f the shares o f convertible  preferred stock o r the debentures converted (less the amount o f basis allocable  to  any
fractional share o f common stock fo r which cash is received), and the ho lding  period o f the common stock will include the ho lding
period o f the shares o f convertible  preferred stock o r the debentures converted. The basis o f any common stock treated as a dividend
will be equal to  its fair market value on the date  o f the distribution and its ho lding  period will beg in on the day after the conversion.
 
Adjustment o f Conversion Price
 Holders o f convertible  preferred stock, debentures o r common stock may be deemed to  have received constructive distributions
where the conversion ratio  o r conversion price is adjusted to  reflect property distributions with respect to  common stock into  which
such convertible  preferred stock o r debentures are  convertible . Adjustments to  the conversion ratio  o r conversion price made pursuant
to  a bona fide reasonable  adjustment fo rmula which has the effect o f preventing  the dilution o f the interest o f the ho lders o f the
convertible  preferred stock o r debentures, however, will generally no t be considered to  result in a constructive distribution o f stock.
Certain o f the possible  adjustments provided in the convertible  preferred stock and the debentures may no t qualify as being  pursuant to
a bona fide reasonable  adjustment fo rmula. If such adjustments were made, the ho lders o f convertible  preferred stock o r debentures
might be deemed to  have received constructive distributions taxable  as a dividend, re turn o f capital o r capital gain in acco rdance with
the general rules fo r the income tax treatment o f distributions discussed above in “Distributions on Convertible  Preferred Stock and
Common Stock” and “Extrao rdinary Dividends.”
 
Backup Withho lding
 Under the backup withho lding  provisions o f the Code and applicable  Treasury regulations, a ho lder o f convertible  preferred stock,
debentures o r common stock may be subject to  backup withho lding  at the rate  o f 28% with respect to  dividends o r interest (including
orig inal issue discount) paid on, o r the proceeds o f a sale , exchange o r redemption o f convertible  preferred stock, debentures o r
common stock, unless (i) such ho lder is a co rporation o r comes within certain o ther exempt categories and when required
demonstrates this fact o r (ii) provides a taxpayer identification number, certifies as to  no  lo ss o f exemption from backup withho lding
fo r interest and dividends and o therwise complies with applicable  requirements o f the backup withho lding  rules. The
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amount o f any backup withho lding  from a payment to  a ho lder will be allowed as a credit against the ho lder’s federal income tax liability
and may entitle  such ho lder to  a refund, provided that the required info rmation is timely furnished to  the IRS.
 
Special Tax Rules Applicable to  Foreign Holders
 For purposes o f the fo llowing  discussion, a “Foreign Ho lder” is any ho lder who  is no t (i) a c itizen o r resident o f the United States, (ii) a
co rporation o r partnership (including  any entity treated as a co rporation o r partnership fo r U.S. federal income tax purposes) created o r
o rganized in o r under the laws o f the United States, any State  o r any po litical subdivision thereo f, (iii) an estate  the income o f which is
subject to  United States federal income taxation regardless o f source, o r (iv) a trust if such trust e lects to  be treated as a U.S. person
fo r U.S. federal income tax purposes, o r a trust (A) over the administration o f which a court within the United States is able  to  exercise
primary supervision and (B) all substantial decisions o f which one o r more United States persons have the autho rity to  contro l.
 
Income received by a Foreign Ho lder in the fo rm o f dividends on convertible  preferred stock o r common stock o r interest and o rig inal
issue discount on the debentures will be subject to  a United States federal withho lding  tax at a 30% rate  upon the actual payment o f the
dividends, interest o r principal representing  o rig inal issue discount except as described below and except where an applicable  tax treaty
provides fo r the reduction o r e limination o f such withho lding  tax. Dividends paid to  Foreign Ho lders outside the United States that are
subject to  the withho lding  tax described above will generally be exempt from United States backup withho lding  tax but will be subject
to  United States info rmation reporting  requirements. Pursuant to  a tax treaty o r o ther ag reement, this info rmation may also  be made
available  to  the tax autho rities in the country in which the Foreign Ho lder resides. A Foreign Ho lder generally will be taxable  in the same
manner as a United States person with respect to  dividend, interest and o rig inal issue discount income if such income is effectively
connected with the conduct o f a trade o r business in the United States, and if provided in a tax treaty, attributable  to  a permanent
establishment in the United States. Such effectively connected income received by a Foreign Ho lder that is a co rporation may in
certain circumstances be subject to  an additional “branch pro fits tax” at a 30% rate , o r if applicable , a lower treaty rate . In o rder to
claim the benefit o f a tax treaty o r to  claim exemption from withho lding  because the income is effectively connected with the conduct
o f a trade o r business in the U.S., a Fo reign Ho lder must provide a properly executed IRS Form W-8BEN fo r treaty benefits o r W-8ECI
fo r effectively connected income (o r such successo r fo rm as the IRS designates), prio r to  the payment o f dividends. These fo rms
must be periodically updated. Fo reign Ho lders may obtain a refund o f any excess amounts withheld by timely filing  an appropriate
claim fo r refund. If a Fo reign Ho lder ho lds preferred o r common stock through a fo reign partnership o r a fo reign intermediary, the
fo reign partnership o r fo reign intermediary will also  be required to  comply with certain certification requirements. The rules regarding
withho lding  are  complex, are  subject to  change, and vary depending  on your particular situation. We suggest that you consult with your
tax adviso r regarding  the application o f such rules to  your situation.
 
Payments o f interest and principal representing  o rig inal issue discount on the debentures received by a Foreign Ho lder will no t be
subject to  United States federal withho lding  tax provided that (i) the Foreign Ho lder does no t actually o r constructively own 10% or
more o f the to tal combined vo ting  power o f all c lasses o f stock o f Xcyte entitled to  vo te , and (ii) the ho lder is no t a contro lled
fo reign co rporation that is re lated to  Xcyte through stock ownership, and in general, e ither (a) Xcyte o r its paying  agent can reliably
associate  the payment with documentation upon which it can rely to  treat the payment as made to  a fo reign beneficial owner under
Treasury regulations issued under section 1441 o f the Code; (b) Xcyte o r its paying  agent can reliably associate  the payment with a
withho lding  certificate  from a person claiming  to  be a withho lding  fo reign partnership and the fo reign partnership can reliably associate
the payment with documentation upon which it can rely to  treat the payment as made to  a fo reign beneficial owner in acco rdance with
such Treasury regulations; (c) Xcyte o r its paying  agent can reliably associate  the payment with a withho lding  certificate  from a person
representing  to  be a “qualified intermediary” that has assumed primary withho lding  responsibility under such Treasury regulations and
the qualified intermediary can reliably associate  the payment with documentation upon which it can rely to
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treat the payment as made to  a fo reign beneficial owner in acco rdance with its ag reement with the IRS; o r (d) Xcyte o r its paying  agent
receives a statement, under penalties o f perjury from an autho rized representative o f a financial institution stating  that the financial
institution has received from the beneficial owner a withho lding  certificate  described in such Treasury regulations o r that it has received
from ano ther financial institution a similar statement that it, o r ano ther financial institution acting  on behalf o f the beneficial owner, has
received such a withho lding  certificate  from the beneficial owner. In general, it will no t be necessary fo r a Fo reign Ho lder to  obtain o r
furnish a United States taxpayer identification number to  Xcyte o r its paying  agent in o rder to  claim the fo rego ing  exemption from
United States withho lding  tax on payments o f interest and o rig inal issue discount.
 
Provided that Xcyte is no t, and has no t been, a “United States real property ho lding  co rporation” within the meaning  o f section 897(c)
o f the Code, a Fo reign Ho lder generally will no t be subject to  United States federal income o r withho lding  tax on gain realized on the
sale  o r exchange o f convertible  preferred stock, common stock, o r debentures unless (i) the ho lder is an individual who  is present in
the United States fo r 183 days o r more during  the taxable  year and as to  whom such gain is from United States sources o r (ii) the gain is
effectively connected with a United States trade o r business o f the ho lder, and if required by a tax treaty, attributable  to  a permanent
establishment in the United States. Upon a redemption o f the convertible  preferred stock fo r cash o r an exchange o f convertible
preferred stock fo r debentures, Xcyte may be required to  withho ld tax on the entire  amount o f the proceeds at a 30% rate  o r lower
treaty rate  applicable  to  dividends unless a Fo reign Ho lder is able  to  demonstrate  to  the satisfaction o f Xcyte that such redemption o r
exchange satisfies the section 302 tests discussed above with respect to  such Foreign Ho lder (see “Redemption o f Convertible
Preferred Stock fo r Cash” and “Exchange fo r Debentures,” above). In the case o f an exchange o f convertible  preferred stock fo r
debentures, this would result in a Fo reign Ho lder receiving  a reduced principal amount o f debentures.
 
The payment o f the proceeds o f the sale  o f convertible  preferred stock, common stock o r debentures to  o r through the United States
o ffice o f a broker will be subject to  info rmation reporting  and possible  backup withho lding  at a rate  o f 28% unless the owner certifies
its non-United States status under penalties o f perjury o r o therwise establishes an exemption in acco rdance with applicable  Treasury
regulations. The payment o f the proceeds o f the sale  o f convertible  preferred stock, common stock o r debentures to  o r through the
fo reign o ffice o f a fo reign broker generally will no t be subject to  info rmation reporting  o r backup withho lding . In the case o f the
payment o f proceeds from the disposition o f convertible  preferred stock, common stock o r debentures through a fo reign o ffice o f a
broker that is a United States person o r a “United States related person,” the applicable  Treasury regulations require  info rmation
reporting , but no t backup withho lding , on the payment unless the broker has documentary evidence in its files that the owner is a non-
United States person and the broker has no  actual knowledge to  the contrary. Fo r this purpose, a “United States related person” is (i) a
“contro lled fo reign co rporation” fo r United States federal income tax purposes, (ii) a fo reign person 50% or more o f whose g ross
income from all sources fo r a specified period is derived from activities that are  effectively connected with the conduct o f a United
States trade o r business o r (iii) a fo reign partnership that, at any time during  its taxable  year, is more than 50% owned by United States
persons o r is engaged in the conduct o f a United States trade o r business. Any amounts withheld under the backup withho lding  rules
from a payment to  a Fo reign Ho lder will be allowed as a refund o r a credit against such Foreign Ho lder’s United States federal income
tax, provided that the required info rmation is timely furnished to  the IRS.
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SHARES ELIGIBLE FOR FUTURE SALE
 
Based on the number o f shares outstanding  as o f September 27, 2004 , we will have approximately 14 ,826,970 shares o f our common
stock outstanding  and 2,600,000 shares o f convertible  preferred stock outstanding  after the completion o f this o ffering  (2,990,000
shares o f convertible  preferred stock if the underwriters exercise  their overallo tment option in full). These shares o f convertible
preferred stock are  convertible  into  11,063,830 shares o f our common stock (12,723,404  shares o f our common stock if the
underwriters exercise  their overallo tment option in full). Of those shares, the 2,600,000 shares o f convertible  preferred stock so ld in
this o ffering  (2,990,000 shares if the underwriters exercise  their overallo tment option in full) will be freely transferable  without
restric tion, unless purchased by our affiliates. The 5,118,641 shares o f common stock to  be outstanding  immediately fo llowing  the
completion o f this o ffering , which are  “restric ted securities” under Rule 144  o f the Securities Act o f 1933, o r Rule 144 , as well as any
o ther shares held by our affiliates, may no t be reso ld except pursuant to  an effective reg istration statement o r an applicable  exemption
from reg istration, including  an exemption under Rule 144 .
 
All o f our o fficers and directo rs, and certain o f our significant stockho lders, who  in the aggregate  ho ld 5,452,203 shares o f our
common stock have entered into  lock-up ag reements pursuant to  which they have generally ag reed, subject to  certain exceptions, no t
to  o ffer o r sell any shares o f common stock o r securities convertible  into  o r exchangeable  o r exercisable  fo r shares o f common
stock fo r a period o f 90 days from the date  o f this prospectus without the prio r written consent o f Piper Jaffray & Co . See
“Underwriting .”
 
After the o ffering , the ho lders o f 8,992,108 shares o f our common stock and warrants will be entitled to  reg istration rights. Fo r more
info rmation on these reg istration rights, see “Description o f Our Other Capital Stock—Registration Rights.”
 
In general, under Rule 144 , as currently in effect, an affiliate  o f ours who  beneficially owns shares o f our common stock that are  no t
restric ted securities, o r a person who  beneficially owns fo r more than one year shares o f our common stock that are  restric ted
securities, may generally sell, within any three-month period, a number o f shares that does no t exceed the g reater o f:
 
 

·  1% of the number o f shares o f our common stock then outstanding , which will equal approximately 148,270 shares
immediately after this o ffering ; and

 
 

·  the average weekly trading  vo lume o f our common stock on the Nasdaq National Market during  the four preceding
weeks.

 
Sales under Rule 144  are  also  subject to  requirements with respect to  manner o f sale , no tice and the availability o f current public
info rmation about us. Generally, a person who  was no t our affiliate  at any time during  the three months befo re the sale , and who  has
beneficially owned shares o f our common stock that are  restric ted securities fo r at least two  years, may sell those shares without
regard to  the vo lume limitations, manner o f sale  restric tions, no tice requirements o r the requirements with respect to  availability o f
current public  info rmation about us.
 
Generally, an employee, o fficer, directo r o r consultant who  purchased shares o f our common stock befo re March 16, 2004 , the
effective date  o f our initial public  o ffering , o r who  ho lds options as o f that date , pursuant to  a written compensato ry plan o r contract
may rely on the resale  provisions o f Rule 701 under the Securities Act. Under Rule 701, these persons who  are  no t our affiliates may
now generally sell their e lig ible  securities without having  to  comply with the public  info rmation, ho lding  period, vo lume limitation o r
no tice provisions o f Rule 144 . These persons who  are  our affiliates may generally sell their e lig ible  securities under Rule 701, without
having  to  comply with Rule 144’s one-year ho lding  period restric tion but subject to  o ther restric tions o f Rule 144 .
 
Neither Rule 144  no r Rule 701 supersedes the contractual obligations o f certain o f our security ho lders set fo rth in the lock-up
agreements described above.
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The 14 ,826,970 shares o f our common stock that were outstanding  on September 27, 2004  are  o r will become elig ible  fo r sale ,
pursuant to  Rule 144  o r Rule 701, without reg istration approximately as fo llows:
 
 ·  9,708,329 shares o f common stock are  currently elig ible  fo r sale  in the public  market without restric tion;
 
 

·  3,753,960 shares o f common stock are  elig ible  fo r sale  in the public  market under Rule 144  o r Rule 701, subject to  the
vo lume, manner o f sale  and o ther limitations under those rules; and

 
 

·  the remaining  1,364 ,681 shares o f common stock will become elig ible  under Rule 144  fo r sale  in the public  market from
time to  time upon expiration o f their respective ho lding  periods.

 
The above does no t take into  consideration the effect o f the lock-up ag reements described above.
 
Stock Options
 As o f September 27, 2004 , we have reserved an aggregate  o f 1,163,636 shares o f our common stock fo r issuance under our 1996
Stock Option Plan, 636,363 shares o f our common stock fo r issuance under our 2003 Stock Plan, 90,909 shares o f our common stock
fo r issuance under our 2003 Directo rs’ Stock Option Plan and 109,090 shares o f our common stock fo r issuance under our 2003
Employee Stock Purchase Plan. As o f September 27, 2004 , we had outstanding  options under our 1996 Stock Option Plan to  purchase
949,232 shares o f our common stock, outstanding  options under our 2003 Stock Plan to  purchase 44 ,880 shares o f our common
stock and outstanding  options under our 2003 Directo rs’ Stock Option Plan to  purchase 10,000 shares o f our common stock. All o f
these shares are  reg istered on a reg istration statement under the Securities Act o f 1933 on Form S-8. Subject to  the lock-up
agreements, the restric tions imposed under the 1996 Stock Option Plan, the 2003 Stock Plan, the 2003 Directo rs’ Stock Option Plan,
the 2003 Employee Stock Purchase Plan and related option ag reements, shares o f common stock issued under these plans o r
ag reements will be available  fo r sale  in the public  market without restric tion to  the extent that they are  held by persons who  are  no t our
affiliates.
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UNDERWRITING
 
We are o ffering  the shares o f the convertible  preferred stock described in this prospectus through the underwriters named below. Piper
Jaffray & Co . and JMP Securities LLC are the representatives o f the underwriters. We have entered into  an underwriting  ag reement with
the representatives. Subject to  the terms and conditions o f the underwriting  ag reement, each o f the underwriters has severally ag reed
to  purchase the number o f shares o f convertible  preferred stock listed next to  its name in the fo llowing  table:
 

Unde rwrite rs

  

Numbe r of
share s

Piper Jaffray & Co .   2,340,000
JMP Securities LLC   260,000
   

Total   2,600,000
   
 
The underwriting  ag reement provides that the underwriters must buy all o f the shares if they buy any o f them. However, the underwriters
are  no t required to  take o r pay fo r the shares covered by the underwriters’ over-allo tment option described below.
 
The convertible  preferred stock is o ffered subject to  a number o f conditions, including :
 
 ·  receipt and acceptance o f the convertible  preferred stock by the underwriters; and
 
 ·  the underwriters’ right to  reject o rders in who le o r in part.
 
In connection with this o ffering , certain o f the underwriters o r securities dealers may distribute  prospectuses electronically.
 
Over- Allo tment Option
 We have g ranted the underwriters an option to  buy up to  an aggregate  o f 390,000 additional shares o f the convertible  preferred stock.
The underwriters may exercise  this option so lely fo r the purpose o f covering  over-allo tments, if any, made in connection with this
o ffering . The underwriters have 30 days from the date  o f this prospectus to  exercise  this option. If the underwriters exercise  this
option, they will each purchase additional shares approximately in proportion to  the amounts specified in the table  above.
 
Commissions and Discounts
 Shares so ld by the underwriters to  the public  will initially be o ffered at the o ffering  price set fo rth on the cover o f this prospectus. Any
shares so ld by the underwriters to  securities dealers may be so ld at a discount o f up to  $0.39 per share from the public  o ffering  price.
Any o f these securities dealers may resell any shares purchased from the underwriters to  o ther brokers o r dealers at a discount o f up to
$0.26 per share from the public  o ffering  price. If all the shares are  no t so ld at the public  o ffering  price, the representatives may change
the o ffering  price and the o ther selling  terms. Sales o f shares made outside o f the United States may be made by affiliates o f the
underwriters.
 
The fo llowing  table  shows the per share and to tal underwriting  discounts and commissions we will pay to  the underwriters assuming
bo th no  exercise  and full exercise  o f the underwriters’ option to  purchase up to  an additional 390,000 shares.
 

   

No e xe rc ise

  

Full e xe rc ise

Per share   $ 0.65  $ 0.65
To tal   $1,690,000  $1,943,500
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We estimate that the to tal expenses o f this o ffering  payable  by us, no t including  the underwriting  discounts and commissions, will be
approximately $440,000.
 
No Sales o f Similar Securities
 We, our executive o fficers and directo rs and certain o f our significant stockho lders have entered into  lock-up ag reements with the
underwriters. Under these ag reements, we and each o f these persons generally may no t, without the prio r written approval o f Piper
Jaffray & Co ., o ffer, sell, contract to  sell o r o therwise dispose o f directly o r indirectly o r hedge our common stock o r securities
convertible  into  o r exchangeable  fo r o r exercisable  fo r our common stock, subject to  certain exceptions. These restric tions will be in
effect fo r a period o f 90 days after the date  o f this prospectus. At any time and without public  no tice, Piper Jaffray & Co . may, in its
so le  discretion, re lease some o r all o f the securities from these lock-up ag reements.
 
Indemnification and Contribution
 We have ag reed to  indemnify the underwriters against certain liabilities, including  liabilities under the Securities Act. If we are  unable  to
provide this indemnification, we will contribute  to  payments the underwriters may be required to  make in respect o f those liabilities.
 
Nasdaq National Market Quotation
 The convertible  preferred stock has been approved fo r quo tation on the Nasdaq National Market under the trading  symbol “XCYTP.”
 
Price Stabilization, Short Positions
 In o rder to  facilitate  the o ffering  o f the preferred stock, the underwriters may engage in transactions that stabilize , maintain o r
o therwise affect the price o f our convertible  preferred stock o r common stock. Specifically, the underwriters may over-allo t in
connection with this o ffering , creating  a sho rt position in our preferred stock fo r their own account. In addition, to  cover over-
allo tments o r to  stabilize  the price o f the preferred stock, the underwriters may bid fo r, and purchase, our convertible  preferred stock
or common stock in the open market.
 
The underwriters may close out any sho rt position in our convertible  preferred stock o r common stock either by exercising  their over-
allo tment option, in who le o r in part, o r by purchasing  our convertible  preferred stock o r common stock in the open market.
 
The underwriters may also  impose a penalty bid. This occurs when a particular underwriter repays to  the underwriters a po rtion o f the
underwriting  discount received by it because the representatives have repurchased shares o f our preferred stock so ld by o r fo r the
account o f that underwriter in stabiliz ing  o r sho rt covering  transactions.
 
As a result o f these activities, the price o f our common and convertible  preferred stock may be higher that the price that o therwise
might exist in the open market. If these activities are  commenced, they may be discontinued by the underwriters at any time. The
underwriters may carry out these transactions on the Nasdaq National Market, in the over-the-counter market o r o therwise.
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Determination o f Convertible  Preferred Stock Terms
 Prio r to  this o ffering , there  was no  public  market fo r the convertible  preferred stock. The terms and conditions o f the convertible
preferred stock, including  the dividend rate  and the conversion price will be determined by nego tiation by us and the representatives o f
the underwriters. The principal facto rs to  be considered in determining  these terms and conditions include:
 
 ·  the market price o f our common stock;
 
 ·  the info rmation set fo rth in this prospectus and o therwise available  to  representatives;
 
 ·  our histo ry and prospects and the histo ry o f, and prospects fo r, the industry in which we compete;
 
 ·  our past and present financial perfo rmance and an assessment o f our management;
 
 ·  our prospects fo r future  earnings and the present state  o f our development;
 
 ·  the general condition o f the securities markets at the time o f this o ffering ;
 
 ·  the recent market prices o f, and demand fo r, publicly traded common stock o f generally comparable  companies; and
 
 ·  o ther facto rs deemed relevant by the underwriters and us.
 
Affiliations
 Certain o f the underwriters and their affiliates have in the past provided and may from time to  time provide certain commercial banking ,
financial adviso ry, investment banking  and o ther services fo r us fo r which they were and will be entitled to  receive separate  fees.
 
The underwriters and their affiliates may from time to  time in the future  engage in transactions with us and perfo rm services fo r us in the
o rdinary course o f their business.
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LEGAL MATTERS
 
The validity o f the convertible  preferred stock we are  o ffering  will be passed upon fo r us by Heller Ehrman White  & McAuliffe  LLP,
Seattle , Washing ton. Coo ley Godward LLP, Palo  Alto , Califo rnia, is counsel fo r the underwriters in connection with this o ffering . As o f
the date  o f this prospectus, an investment partnership affiliated with Coo ley Godward LLP beneficially owns an aggregate  o f 4 ,784
shares o f our common stock. Bo th an investment entity affiliated with Heller Ehrman White  & McAuliffe  LLP and individual atto rneys o f
Heller Ehrman White  & McAuliffe  LLP beneficially own an aggregate  o f 3,209 shares o f our common stock.
 

EXPERTS
 
The financial statements o f Xcyte Therapies, Inc. at December 31, 2002 and 2003, and fo r each o f the three years in the period ended
December 31, 2003 and fo r the period from inception (January 5, 1996) to  December 31, 2003, appearing  in this prospectus and
reg istration statement have been audited by Ernst & Young  LLP, independent reg istered public  accounting  firm, as set fo rth in their
report thereon (which contains an explanato ry parag raph describing  conditions that raise  substantial doubt about the Company’s ability
to  continue as a go ing  concern as described in No te 1 to  the financial statements) appearing  elsewhere herein, and are  included in
reliance upon such report g iven on the autho rity o f such firm as experts in accounting  and auditing .
 

WHERE YOU CAN FIND MORE INFORMATION
 
We have filed with the SEC a reg istration statement on Form S-1 under the Securities Act o f 1933 with respect to  the shares o f
convertible  preferred stock we are  o ffering . This prospectus does no t contain all o f the info rmation in the reg istration statement and
the exhibits to  the reg istration statement. Fo r further info rmation with respect to  us, our common stock and the convertible  preferred
stock, we refer you to  the reg istration statement and to  the exhibits to  the reg istration statement. Statements contained in this
prospectus about the contents o f any contract o r any o ther document are  no t necessarily complete , and, in each instance, we refer you
to  the copy o f the contract o r o ther document filed as an exhibit to  the reg istration statement. Each o f these statements is qualified in
all respects by this reference.
 
We file  annual, quarterly and special reports, proxy statements and o ther info rmation with the SEC. You may read and copy any
document we file  at the SEC’s Public  Reference Room at 450 Fifth Street, N.W., Washing ton, D.C. 20549. Please call the SEC at 1-800-
SEC-0330 fo r more info rmation about the operation o f the public  reference room. The SEC maintains an Internet site  that contains
reports, proxy and info rmation statements, and o ther info rmation regarding  issuers that file  e lectronically with the SEC, including  Xcyte
Therapies, Inc. The SEC’s Internet site  can be found at http://www.sec.gov.
 
The info rmation and reporting  requirements o f the Securities Exchange Act o f 1934  currently apply to  us and will continue to  apply to
us fo llowing  this o ffering . We intend to  furnish ho lders o f our common and convertible  preferred stock with annual reports containing ,
among  o ther info rmation, audited financial statements certified by an independent public  accounting  firm. We intend to  furnish o ther
reports as we may determine o r as may be required by law.
 
We maintain an Internet website  at www.xcytetherapies.com. We have no t inco rporated by reference into  this prospectus the
info rmation on our website , and you should no t consider it to  be a part o f this prospectus.
 
This prospectus includes statistical data that were obtained from industry publications. These industry publications generally indicate
that the autho rs o f these publications have obtained info rmation from sources believed to  be reliable  but do  no t guarantee the accuracy
and completeness o f their info rmation. While  we believe these industry publications to  be reliable , we have no t independently verified
their data.
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REPORT OF ERNST & YOUNG LLP, INDEPENDENT
REGISTERED PUBLIC ACCOUNTING FIRM

 
The Board o f Directo rs
Xcyte Therapies, Inc.
 
We have audited the accompanying  balance sheets o f Xcyte Therapies, Inc. (a development stage company) (the Company) as o f
December 31, 2002 and 2003, and the related statements o f operations, stockho lders’ deficit and cash flows fo r each o f the three
years in the period ended December 31, 2003 and fo r the period from inception (January 5, 1996) to  December 31, 2003. These
financial statements are  the responsibility o f the Company’s management. Our responsibility is to  express an opinion on these financial
statements based on our audits.
 
We conducted our audits in acco rdance with the standards o f the Public  Company Accounting  Oversight Board (United States). Those
standards require  that we plan and perfo rm the audit to  obtain reasonable  assurance about whether the financial statements are  free o f
material misstatement. An audit includes examining , on a test basis, evidence supporting  the amounts and disclosures in the financial
statements. An audit also  includes assessing  the accounting  principles used and significant estimates made by management, as well as
evaluating  the overall financial statement presentation. We believe that our audits provide a reasonable  basis fo r our opinion.
 
In our opinion, the financial statements referred to  above present fairly, in all material respects, the financial position o f Xcyte
Therapies, Inc. (a development stage company) at December 31, 2002 and 2003, and the results o f its operations and its cash flows
fo r each o f the three years in the period ended December 31, 2003 and fo r the period from inception (January 5, 1996) to  December
31, 2003, in confo rmity with U.S. generally accepted accounting  principles.
 
As discussed in No te 1 to  the financial statements, the Company’s recurring  lo sses from operations and net capital deficiency raise
substantial doubt about its ability to  continue as a go ing  concern. Management’s plans as to  these matters are  also  described in No te 1.
The 2003 financial statements do  no t include any adjustments that might result from the outcome o f this uncertainty.
 

/s/ Ernst & Young  LLP
 
Seattle , Washing ton
January 23, 2004 ,
except fo r the first parag raph o f No te 8,
as to  which the date  is March 4 , 2004
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XCYTE THERAPIES, INC.
(a development stage company)

 BALANCE SHEETS
 

   

De c e mbe r 31,

  June  30,
2004

    

2002

  

2003

  
(in thousands , e xc e pt share  and pe r share  data)         (unaudite d)  

Assets              
Current assets:              

Cash and cash equivalents   $ 3,728  $ 2,241  $ 8,802 
Short-term investments    13,616   11,299   24 ,928 
Prepaid expenses and o ther current assets    598   519   1,277 

     
Total current assets    17,942   14 ,059   35,007 

Property and equipment, net    2,613   2,767   3,905 
Deposits and o ther assets    879   1,672   948 
     

Total assets   $ 21,434   $ 18,498  $ 39,860 
     
Liabilities and stockho lders’ equity (deficit)              
Current liabilities:              

Accounts payable   $ 595  $ 954   $ 2,045 
Accrued compensation and related benefits    339   405   463 
Other accrued liabilities    721   856   640 
Current po rtion o f deferred revenue    —     —     47 
Convertible  promisso ry no tes    —     11,652   —   
Current po rtion o f equipment financings    717   845   974  

     
Total current liabilities    2,372   14 ,712   4 ,169 

Deferred revenue, less current po rtion    —     —     786 
Equipment financings, less current po rtion    1,052   993   1,220 
Other liabilities    462   562   588 
Commitments and contingencies              

Redeemable convertible  preferred stock, Issued and outstanding—6,773,298 and
6,781,814  shares as o f December 31, 2002 and December 31, 2003, respectively;
none as o f June 30, 2004              
Aggregate  preference in liquidation—$76,475 and $76,520 at December 31, 2002

and December 31, 2003, respectively; none as o f June 30, 2004    64 ,540   64 ,604    —   
Redeemable convertible  preferred stock warrants    1,133   2,467   —   
Stockho lders’ equity (deficit):              

Preferred stock, $0.001 par value per share              
Authorized—42,000,000 shares (5,000,000 shares as o f June 30, 2004)              
Designated redeemable and convertible—41,909,976 shares as o f December 31,

2002 and 2003 (none as o f June 30, 2004)    —     —     —   
Common stock, par value $0.001 per share              

Authorized—70,000,000 shares (100,000,000 shares as o f June 30, 2004)              
Issued and outstanding—1,523,867 and 1,546,624  shares as o f December 31,

2002 and December 31, 2003, respectively (14 ,826,573 as o f June 30, 2004)    2   2   15 
Additional paid-in capital    21,887   24 ,532   146,511 
Deferred stock compensation    (1,880)  (2,774)  (2,404)
Accumulated o ther comprehensive income (lo ss)    4    (5)  (60)
Deficit accumulated during  the development stage    (68,138)  (86,595)  (110,965)

     
Total stockho lders’ equity (deficit)   $(48,125) $(64 ,840) $ 33,097 

     
Total liabilities and stockho lders’ equity (deficit)   $ 21,434   $ 18,498  $ 39,860 

     
 

The accompanying  no tes are  an integ ral part o f these financial statements.
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XCYTE THERAPIES, INC.
(a development stage company)

 STATEMENTS OF OPERATIONS
 

  

Ye ar Ende d De c e mbe r 31,

  

Pe riod from
inc e ption

(January 5 ,
1996) to

De c e mbe r 31,
2003

 

 

S ix Months  Ende d
June  30,

  

Pe riod from
inc e ption

(January 5 ,
1996) to
June  30,

2004

   

2001

  

2002

  

2003

   

2003

  

2004

  
  (in thousands , e xc e pt share  and pe r share  data)   (Unaudite d)   (Unaudite d)  
Revenue:                             

License fee  $ —    $ —    $ —    $ 100  $ —    $ 12  $ 112 
Co llaborative ag reement   —     —     170   170   72   24    194  
Government g rant   30   —     —     144    —     —     144  

        
Total revenue   30   —     170   414    72   36   450 

Operating  expense:                             
Research and

development   14 ,701   14 ,663   13,685   66,825   7,029   8,601   75,426 
General and administrative   5,204    4 ,979   4 ,322   21,451   2,194    3,297   24 ,748 

        
Total operating

expense   19,905   19,642   18,007   88,276   9,223   11,898   100,174  
        
Loss from operations   (19,875)  (19,642)  (17,837)  (87,862)  (9,151)  (11,862)  (99,724)
Other income (expense):                             

Interest income   698   467   149   3,472   94    148   3,620 
Interest expense   (260)  (267)  (768)  (2,010)  (131)  (12,656)  (14 ,666)
Loss on sale  o f equipment   (75)  (11)  (1)  (195)  (1)  —     (195)

        
Other income

(expense), net   363   189   (620)  1,267   (38)  (12,508)  (11,241)
        
Net lo ss   (19,512)  (19,453)  (18,457)  (86,595)  (9,189)  (24 ,370)  (110,965)
Accretion o f preferred stock   (8,411)  (8,001)  —     (16,412)  —     (8,973)  (25,385)
        
Net lo ss attributable  to

common stockho lders  $ (27,923) $ (27,454) $ (18,457) $ (103,007) $ (9,189) $ (33,343) $(136,350)
        
Basic  and diluted net lo ss per

common share  $ (22.14 ) $ (19.34 ) $ (12.40)     $ (6.21) $ (3.66)    

              
Shares used in computation

of basic  and diluted net
lo ss per common share   1,261,089   1,419,755   1,488,218       1,480,603   9,107,401     

              
 
 

The accompanying  no tes are  an integ ral part o f these financial statements.
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XCYTE THERAPIES, INC.
(a development stage company)

 STATEMENTS OF CHANGES IN STOCKHOLDERS’ EQUITY (DEFICIT)
 

  

Common s toc k

 Additional
paid- in
c apital

 

 De fe rre d
stoc k

c ompe nsation

 

 Ac c umulate d
othe r

c ompre he ns ive
inc ome  (loss )

 

 

De fic it
ac c umulate d

during the
de ve lopme nt

s tage

 

 

T otal

  

 

S hare s

 

 

Amount

     

       
  (in thousands , e xc e pt share  and pe r share  data)  

C om m on s toc k is sue d upon inc orporation  613,564  $ 1 $ 2  $ —    $ —    $ —    $ 3 
De fe rre d s toc k-base d c om pe nsation  —     —    7   (7)  —     —     —   
Am ortiz ation of de fe rre d c om pe nsation  —     —    —     2    —     —     2  
C om m on s toc k is sue d Augus t 1996 for te c hnology

lic e nse , value d at $0 .0055 pe r share  36,110   —    —     —     —     —     —   
Ne t loss      —    —     —     —     (551)  (551)

        
B alanc e  at De c e mbe r 31, 1996  649,674   1  9    (5)  —     (551)  (546)

C om m on s toc k re purc hase s  (115,454)  —    (1)  —     —     —     (1)
C om m on s toc k is sue d Augus t 1997 in  ac quis ition ,

value d at $0 .61 pe r share  545,434   —    330   —     —     —     330 
De fe rre d s toc k-base d c om pe nsation  —     —    9    (9)  —     —     —   
Am ortiz ation of de fe rre d c om pe nsation  —     —    —     4    —     —     4  
C om m on s toc k is sue d January 1997 for te c hnology

lic e nse , value d at $0 .0055 pe r share  74,033   —    1   —     —     —     1 
Stoc k options  e xe rc ise d  2,317   —    1   —     —     —     1 
Ne t loss  —     —    —     —     —     (3,288)  (3,288)

        
B alanc e  at De c e mbe r 31, 1997  1,156,004   1  349   (10)  —     (3,839)  (3,499)

Re purc hase  of founde r’s  s toc k  (16,098)  —    —     —     —     —     —   
Stoc k options  e xe rc ise d  45   —    —     —     —     —     —   
De fe rre d s toc k-base d c om pe nsation  —     —    8    (8)  —     —     —   
Am ortiz ation of de fe rre d c om pe nsation  —     —    —     6    —     —     6  
Ne t loss  —     —    —     —     —     (5 ,446)  (5 ,446)

        
B alanc e  at De c e mbe r 31, 1998  1,139,951   1  357   (12)  —     (9 ,285)  (8 ,939)

C om m on s toc k re turne d for te c hnology lic e nse
te rm ination  (72,726)  —    —     —     —     —     —   

C om m on s toc k is sue d June  1999 for te c hnology
lic e nse , value d at $0 .55 pe r share  3,636   —    2    —     —     —     2  

De fe rre d s toc k-base d c om pe nsation  —     —    720   (720)  —     —     —   
Am ortiz ation of de fe rre d c om pe nsation  —     —    —     93   —     —     93 
Stoc k options  e xe rc ise d  9,769   —    5    —     —     —     5  
C hange  in  unre aliz e d loss  on inve s tm e nts  —     —    —     —     (18)  —     (18)
Ne t loss  —     —    —     —     —     (6 ,947)  (6 ,947)

                        
C om pre he ns ive  loss                         (6 ,965)

        
B alanc e  at De c e mbe r 31, 1999  1,080,630   1  1,084   (639)  (18)  (16 ,232)  (15 ,804)

C om m on s toc k is sue d De c e m be r 2000 for
te c hnology lic e nse , value d at $27.28 pe r share  27,272   —    744   —     —     —     744 

Is suanc e  of c om m on s toc k warrants  —     —    2 ,716   —     —     —     2 ,716 
De fe rre d s toc k-base d c om pe nsation  —     —    1,988   (1,988)  —     —     —   
Am ortiz ation of de fe rre d c om pe nsation  —     —    —     770   —     —     770 
Re m e asure m e nt and is suanc e  of s toc k options  in

e xc hange  for c onsulting se rvic e s  —     —    112   —     —     —     112 
Stoc k options  e xe rc ise d  128,922   —    228   —     —     —     228 
C hange  in  unre aliz e d loss  on inve s tm e nts  —     —    —     —     18    —     18  
Ne t loss  —     —    —     —     —     (12 ,941)  (12 ,941)

                        
C om pre he ns ive  loss                         (12 ,923)

        
B alanc e  at De c e mbe r 31, 2000  1,236,824   1  6 ,872   (1,857)  —     (29 ,173)  (24 ,157)

C om m on s toc k re purc hase d  (2 ,424)  —    (2)  —     —     —     (2)
Warrants  is sue d Nove m be r 2001 and be ne fic ial

c onve rs ion in  pre fe rre d  s toc k  —     —    13,060   —     —     —     13,060 
De fe rre d s toc k-base d c om pe nsation  —     —    1,652   (1,652)  —     —     —   
Am ortiz ation of de fe rre d c om pe nsation  —     —    —     1,445   —     —     1,445 
Re m e asure m e nt and is suanc e  of s toc k options  in

e xc hange  for c onsulting se rvic e s  —     —    1,122   —     —     —     1,122 
Stoc k options  and warrants  e xe rc ise d  117,807   —    195   —     —     —     195 
Ac c re tion of re de e m able  c onve rtib le  pre fe rre d

s toc k  —     —    (8 ,411)  —     —     —     (8 ,411)
Ne t loss  and c om pre he ns ive  loss  —     —    —     —     —     (19 ,512)  (19 ,512)

        
B alanc e  at De c e mbe r 31, 2001  1,352,207  $ 1 $ 14,488  $ (2,064) $ —    $ (48,685) $(36,260)
 

The accompanying  no tes are  an integ ral part o f these financial statements.
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XCYTE THERAPIES, INC.
(a development stage company)

 STATEMENTS OF CHANGES IN STOCKHOLDERS’ EQUITY (DEFICIT) (continued)
 

  

Common s toc k

 Additional
paid- in
c apital

 

 De fe rre d
stoc k

c ompe nsation

 

 Ac c umulate d
othe r

c ompre he ns ive
inc ome  (loss )

 

 

De fic it
ac c umulate d

during the
de ve lopme nt

s tage

 

 

T otal

   

S hare s

 

Amount

     
  (in thousands , e xc e pt share  data)  
B alanc e  at De c e mbe r 31, 2001  1,352,207 $ 1 $ 14,488  $ (2,064) $ —    $ (48,685) $ (36,260)
C om m on s toc k is sue d May 2002 for te c hnology

lic e nse , value d at $10.67 pe r share  63,636   —    679   —     —     —     679 
Warrants  is sue d Fe bruary and Marc h 2002 and

be ne fic ial c onve rs ion in  pre fe rre d  s toc k  —    —    12 ,325   —     —     —     12 ,325 
De fe rre d s toc k-base d c om pe nsation  —    —    3,188   (3,188)  —     —     —   
Am ortiz ation of de fe rre d c om pe nsation, ne t of

re ve rsal of $867 for te rm inate d e m ploye e s  —    —    (867)  3,372   —     —     2 ,505 
Re m e asure m e nt and is suanc e  of s toc k options

in  e xc hange  for c onsulting se rvic e s  —    —    65    —     —     —     65  
Stoc k options  and warrants  e xe rc ise d  108,024   1  10    —     —     —     11 
Ac c re tion of re de e m able  c onve rtib le  pre fe rre d

s toc k  —    —    (8 ,001)  —     —     —     (8 ,001)
C hange  in  unre aliz e d gain  on inve s tm e nts  —    —    —     —     4    —     4  
Ne t loss  —    —    —     —     —     (19 ,453)  (19 ,453)

                       
C om pre he ns ive  loss                        (19 ,449)

        
B alanc e  at De c e mbe r 31, 2002  1,523,867  2   21,887   (1,880)  4    (68 ,138)  (48 ,125)
De fe rre d s toc k-base d c om pe nsation  —    —    2 ,423   (2 ,423)  —     —     —   
Am ortiz ation of de fe rre d c om pe nsation, ne t of

re ve rsal of $222 for te rm inate d e m ploye e s  —    —    (222)  1,529   —     —     1,307 
Re m e asure m e nt and is suanc e  of s toc k options

in  e xc hange  for c onsulting se rvic e s  —    —    360   —     —     —     360 
Stoc k options  and warrants  e xe rc ise d  22,757  —    84    —     —     —     84  
C hange  in  unre aliz e d gain  on inve s tm e nts  —    —    —     —     (9)  —     (9)
Ne t loss  —    —    —     —     —     (18 ,457)  (18 ,457)

                       
C om pre he ns ive  loss                        (18 ,466)

        
B alanc e  at De c e mbe r 31, 2003  1,546,624   2   24 ,532   (2 ,774)  (5)  (86 ,595)  (64 ,840)
Issuanc e  of c om m on s toc k at $8 .00 pe r share ,

ne t of is suanc e  c os ts  (unaudite d)  4,200,000   4   29 ,696   —     —     —     29 ,700 
C onve rs ion of pre fe rre d  s toc k and warrants  in to

c om m on s toc k and warrants  (unaudite d)  6,781,814   7  76 ,037   —     —     —     76 ,044 
C onve rs ion of prom issory note s  and ac c rue d

inte re s t in to  c om m on s toc k (unaudite d)  1,357,357  1  13,029   —     —     —     13,030 
Re c ognition of be ne fic ial c onve rs ion on

c onve rtib le  prom issory note s  (unaudite d)  —    —    11,276   —     —     —     11,276 
De fe rre d s toc k-base d c om pe nsation (unaudite d)  —    —    811   (811)  —     —     —   
Am ortiz ation of de fe rre d c om pe nsation, ne t of

re ve rsal of $3 for te rm inate d e m ploye e s
(unaudite d)  —    —    (3)  1,181   —     —     1,178 

Re m e asure m e nt and is suanc e  of s toc k options
in  e xc hange  for c onsulting se rvic e s
(unaudite d)  —    —    39    —     —     —     39  

Ac c re tion of re de e m able  c onve rtib le  pre fe rre d
s toc k (unaudite d)  —    —    (8 ,973)  —     —     —     (8 ,973)

Stoc k options  and warrants  e xe rc ise d
(unaudite d)  940,778   1  67   —     —     —     68  

C hange  in  unre aliz e d gain  on inve s tm e nts
(unaudite d)  —    —    —     —     (55)  —     (55)

Ne t loss  (unaudite d)  —    —    —     —     —     (24 ,370)  (24 ,370)

                       
C om pre he ns ive  loss  (unaudite d)                        (24 ,425)

        
B alanc e  at June  30, 2004 (unaudite d)  14,826,573 $ 15  $ 146,511  $ (2,404) $ (60) $ (110,965) $ 33,097 

        
 

The accompanying  no tes are  an integ ral part o f these financial statements.
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XCYTE THERAPIES, INC.
(a development stage company)

 STATEMENTS OF CASH FLOWS
 

  

Ye ars  Ende d De c e mbe r 31,

  

Pe riod from
Inc e ption

(January 5 ,
1996) to

De c e mbe r 31,
2003

 

 

S ix Months
Ende d June  30,

  

Pe riod from
inc e ption

(January 5 ,
1996) to
June  30,

2004

   

2001

  

2002

  

2003

   

2003

  

2004

  
  (in thousands)   (Unaudite d)   (Unaudite d) 
Cash flows  from ope rating ac tivitie s :                             
Ne t loss  $ (19,512) $ (19,453) $ (18,457) $ (86,595) $ (9,189) $(24,370) $ (110,965)
Adjus tm e nts  to  re c onc ile  ne t loss  to  ne t c ash use d in  ope rating

ac tivitie s :                             
Nonc ash re se arc h and de ve lopm e nt e xpe nse   —     679   —     1,716   —     —     1,716 
Am ortiz ation of inve s tm e nt pre m ium s  (disc ounts ), ne t   —     217   89    306   47   251   557 
Nonc ash s toc k c om pe nsation e xpe nse   2 ,567   2 ,570   1,667   7,791   725   1,217   9 ,008 
Nonc ash in te re s t e xpe nse   44    55    365   503   25    12 ,536   13,039 
Nonc ash re nt e xpe nse   34    34    34    102   17   17   119 
De pre c iation and am ortiz ation   766   823   840   4 ,691   430   455   5 ,146 
Loss  on sale  of prope rty and e quipm e nt   75    11   1   195   1   —     195 
C hange s  in  asse ts  and liabilitie s :                             

(Inc re ase ) de c re ase  in  pre paid  e xpe nse s  and
othe r c urre nt asse ts   140   (298)  140   (671)  204   (793)  (1,464)

(Inc re ase ) de c re ase  in  de pos its  and othe r asse ts   766   63   (825)  (1,281)  23   707   (574)
Inc re ase  (de c re ase ) in  ac c ounts  payable   (312)  (428)  359   954   134   1,091   2 ,045 
Inc re ase  (de c re ase ) in  ac c rue d liabilitie s   333   568   301   1,823   (404)  876   2 ,699 

        
Ne t c ash use d in  ope rating ac tivitie s   (15 ,099)  (15 ,159)  (15 ,486)  (70 ,466)  (7,987)  (8 ,013)  (78 ,479)

        
Cash flows  from inve s ting ac tivitie s :                             
Purc hase s  of prope rty and e quipm e nt   (888)  (1,144)  (995)  (6 ,917)  (287)  (1,593)  (8 ,510)
Proc e e ds  from  sale  of prope rty and e quipm e nt   31   —     —     64    —     —     64  
Ne t c ash ac quire d in  ac quis ition   —     —     —     437   —     —     437 
Purc hase s  of inve s tm e nts  available -for-sale   —     (26 ,975)  (30 ,543)  (63,334)  (16 ,642)  (43,497)  (106,831)
Purc hase s  of inve s tm e nts  he ld-to-m aturity   —     —     —     (17,732)  —     —     (17,732)
Proc e e ds  from  sale s  and m aturitie s  of inve s tm e nts  available -for-

sale   —     13,146   32 ,761   64 ,311   23,236   29 ,563   93,874 
Proc e e ds  from  sale s  and m aturitie s  of inve s tm e nts  he ld-to-

m aturity he ld-to-m aturity   —     —     —     5 ,145   —     —     5 ,145 

        
Ne t c ash provide d by (use d in) inve s ting ac tivitie s   (857)  (14 ,973)  1,223   (18 ,026)  6 ,307   (15 ,527)  (33,553)

        
Cash flows  from financ ing ac tivitie s :                             
Ne t proc e e ds  from  is suanc e s  of pre fe rre d  s toc k   13,111   12 ,313   —     75 ,554   —     —     75 ,554 
Ne t proc e e ds  from  is suanc e s  of c om m on s toc k   —     —     —     —     —     29 ,700   29 ,700 
Ne t proc e e ds  from  is suanc e s  of c onve rtib le  prom issory note s   —     —     12 ,660   12 ,660   —     —     12 ,660 
C om m on s toc k re purc hase d   (2)  —     —     (3)  —     —     (3)
Proc e e ds  from  s toc k options  and warrants  e xe rc ise d   195   11   83   522   1   68    590 
Proc e e ds  from  e quipm e nt financ ings   706   1,304   913   6 ,052   330   867   6 ,919 
Princ ipal paym e nts  on e quipm e nt financ ings   (882)  (866)  (880)  (4 ,052)  (461)  (534)  (4 ,586)

        
Ne t c ash provide d by (use d in) financ ing ac tivitie s   13,128   12 ,762   12 ,776   90 ,733   (130)  30 ,101   120,834 

        
Ne t inc re ase  (de c re ase ) in  c ash and c ash e quivale nts   (2 ,828)  (17,370)  (1,487)  2 ,241   (1,810)  6 ,561   8 ,802 
C ash and c ash e quivale nts  at be ginning of pe riod   23,926   21,098   3,728   —     3,728   2 ,241   —   

        
C ash and c ash e quivale nts  at e nd of pe riod  $ 21,098  $ 3,728  $ 2,241  $ 2,241  $ 1,918  $ 8,802  $ 8,802 

        
S upple me ntal c ash flow information:                             
In te re s t paid  $ 216  $ 212  $ 212  $ 1,341  $ 106  $ 108  $ 1,449 
 

The accompanying  no tes are  an integ ral part o f these financial statements.
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XCYTE THERAPIES, INC.
(a development stage company)

 NOTES TO FINANCIAL STATEMENTS
(Information as o f June 30 , 2004 , for the six months ended June 30 , 2003 and 2004
and for the period from inception (January 5, 1996) to  June 30 , 2004  is unaudited)

 
1.    Organization and significant accounting  po licies
 Organization
 Xcyte Therapies, Inc. (the Company), a development stage enterprise , operates in one business segment, developing  products based
on T cell activation to  treat cancer, infectious diseases and o ther medical conditions associated with compromised immune systems.
As a development stage enterprise , substantially all effo rts o f the Company have been devo ted to  perfo rming  research and
experimentation, conducting  clinical trials, developing  and acquiring  intellectual properties, raising  capital and recruiting  and training
personnel.
 
Liquidity
 The Company has experienced lo sses since its inception, including  a net lo ss fo r the year ended December 31, 2003. Net lo sses may
continue fo r at least the next several years as the Company proceeds with the development o f its techno log ies. The size o f these
losses will depend on the creation o f revenue from the commercialization and development o f its techno log ies, if any, and on the level
o f the Company’s expenses. The Company’s cash, cash equivalents and sho rt-term investments have decreased from $17.3 million as
o f December 31, 2002 to  $13.5 million as o f December 31, 2003. In October 2003, the Company issued convertible  no tes fo r net
proceeds o f approximately $12.7 million. The no tes convert to  common stock upon the closing  o f an initial public  o ffering . These
convertible  no tes are  due in October 2004 , o r on o r after April 30, 2004  should a majo rity o f the no teho lders so  elect. If the no tes do
no t convert, the Company will require  additional funding  to  continue its business activities through December 31, 2004 . The Company
believes that suffic ient additional funding  will be available  to  meet its pro jected operating  and capital requirements through December
31, 2004 , and the Company is considering  various options, including  securing  additional equity financing  and obtaining  new
co llaborato rs. If the Company raises additional capital by issuing  equity o r convertible  debt securities, existing  stockho lders may
experience substantial dilution. If the Company requires additional financing , there  can be no  assurance that it will be available  on
satisfacto ry terms, o r at all. If the Company is unable  to  secure additional financing  on reasonable  terms, o r is unable  to  generate
suffic ient new sources o f revenue through arrangements with customers, co llaborato rs and licensees, the Company will be fo rced to
take substantial restructuring  actions, which may include significantly reducing  the Company’s antic ipated level o f expenditures, the
sale  o f some o r all o f the Company’s assets, o r obtaining  funds by entering  into  financing  o r co llaborative ag reements on unattractive
terms, o r the Company will no t be able  to  fund operations.
 
On March 19, 2004 , the Company completed an initial public  o ffering  which, after deducting  underwriting  discounts and o ffering -
related expenses, resulted in net proceeds o f approximately $29.7 million and issuance by the Company o f 4 ,200,000 shares o f
common stock. In connection with the initial public  o ffering , all o f the outstanding  shares o f the Company’s redeemable convertible
preferred stock and all o f its outstanding  convertible  promisso ry no tes, including  interest accrued thereon through the closing  date  o f
the o ffering , were converted into  shares o f common stock. Concurrent with the initial public  o ffering , certain warrants were converted
into  common stock through payment o f cash and cashless exercises.
 
The Company’s cash, cash equivalents and sho rt-term investments have increased from $13.5 million as o f December 31, 2003 to
$33.7 million as o f June 30, 2004 .
 
Unaudited interim financial information
 The financial info rmation as o f June 30, 2004  and fo r the six months ended June 30, 2004  and 2003 and the period from inception
(January 5, 1996) to  June 30, 2004  is unaudited. In the opinion o f management, all
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XCYTE THERAPIES, INC.
(a development stage company)

 NOTES TO FINANCIAL STATEMENTS—(Continued)
(Information as o f June 30 , 2004 , for the six months ended June 30 , 2003 and 2004
and for the period from inception (January 5, 1996) to  June 30 , 2004  is unaudited)

 
adjustments (consisting  o f no rmal recurring  adjustments) considered necessary fo r a fair presentation have been included. Operating
results fo r the six months ended June 30, 2004  are  no t necessarily indicative o f results that may be expected fo r the entire  year.
 
Cash, cash equivalents and investments
 Cash equivalents include highly liquid investments with a maturity on the date  o f purchase o f three months o r less. The Company’s cash
equivalents consist o f money market securities. While  cash and cash equivalents held by financial institutions may at times exceed
federally insured limits, management believes that no  material credit o r market risk exposure exists due to  the high quality o f the
institutions. The Company has no t experienced any lo sses on such accounts.
 
All investment securities are  classified as available-fo r-sale  and are  carried at fair value. Unrealized gains and lo sses are  reported in a
separate  component o f stockho lders’ deficit. Amortization, accretion, interest and dividends, realized gains and lo sses and declines in
value judged to  be o ther-than-temporary on available-fo r-sale  securities are  included in interest income. The cost o f securities so ld is
based on the specific-identification method. Investments in securities with maturities o f less than one year o r which management
intends to  use to  fund current operations are  classified as sho rt-term investments.
 
The Company evaluates whether an investment is o ther-than-temporarily impaired. This evaluation is dependent on the specific  facts
and circumstances. Facto rs that are  considered in determining  whether an o ther-than-temporary decline in value has occurred include:
the market value o f the security in relation to  its cost basis; the financial condition o f the investee; and the intent and ability to  retain the
investment fo r a suffic ient period o f time to  allow fo r recovery in the market value o f the investment.
 
Property and equipment
 Property and equipment is stated at cost and is depreciated using  the straight-line method over the assets’ useful lives, which are  six
years fo r equipment and furniture  and fixtures and three years fo r computer equipment. Leaseho ld improvements are  amortized over
the lesser o f their estimated useful lives o r the term o f the lease.
 
Impairment of long-lived assets
 In acco rdance with the provisions o f Statement o f Financial Accounting  Standards No . 144 , Accounting for the Impairment or Disposal
of Long-Lived Assets (SFAS 144), the Company reviews long-lived assets, including  property and equipment, fo r impairment whenever
events o r changes in business circumstances indicate  that the carrying  amounts o f the assets may no t be fully recoverable . An
impairment lo ss will be recognized when estimated undiscounted future  cash flows expected to  result from the use o f an asset and its
eventual disposition are  less than its carrying  amount. In that event, a lo ss is recognized based on the amount by which the carrying
value exceeds the fair value o f the long-lived asset.
 
Revenue recognition
 To date , the Company has generated no  revenues from sales o f products. Revenues relate  to  fees received fo r licensed techno logy,
cost re imbursement contracts and a Small Business Innovation Research (SBIR) g rant awarded to  the Company by the National
Institutes o f Health. Revenue associated with up-front license fees and
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research and development funding  payments are  recognized ratably over the relevant periods specified in the ag reement, generally the
period the Company is obligated to  perfo rm services. Revenue under research and development cost-reimbursement ag reements is
recognized as the related costs are  incurred. Revenue related to  g rant ag reements is recognized as related research and development
expenses are  incurred.
 
Other comprehensive income (loss)
 Other comprehensive income (lo ss) includes certain changes in equity that are  excluded from net income (lo ss). The Company’s only
o ther comprehensive income (lo ss) is unrealized gain (lo ss) on investments.
 
Research and development expenses
 Research and development expenses are  charged to  expense as incurred and include, but are  no t limited to , personnel costs, lab
supplies, depreciation, amortization and o ther indirect costs.
 
Segments
 The Company has adopted Statement o f Financial Accounting  Standards No . 131, Disclosure about Segments of an Enterprise and
Related Information (SFAS 131), and related disclosures about its products, services, geographic  areas and majo r customers. The
Company has determined that it operates in only one segment.
 
Stock-based compensation
 The Company has adopted the disclosure-only provisions o f Statement o f Financial Accounting  Standards No . 123, Accounting for
Stock-Based Compensation (SFAS 123), as amended by SFAS No . 148, Accounting for Stock-Based Compensation—Transition and
Disclosure, and applies Accounting  Principles Board Opinion No . 25, Accounting for Stock Issued to Employees (APB 25), and related
interpretations in accounting  fo r stock options. According ly, employee stock-based compensation expense is recognized based on
the intrinsic  value o f the option at the date  o f g rant.
 
As required under SFAS No . 123, the pro  fo rma effects o f stock-based compensation on net lo ss are  estimated at the date  o f g rant
using  the Black-Scho les option-pricing  model. The Black-Scho les option-pricing  model was developed fo r use in estimating  the fair
value o f traded options that have no  vesting  restric tions and are  fully transferable . Because the Company’s employee stock options
have characteristics significantly different from those o f traded options, and because changes in the subjective input assumptions can
materially affect the fair value estimate, the existing  models do  no t, in management’s opinion, necessarily provide a reliable  sing le
measure o f the fair value o f the Company’s employee stock options.
 
The fair value o f these options was estimated at the date  o f g rant using  the Black-Scho les option-pricing  model with the fo llowing
weighted average assumptions fo r the years ended December 31, 2001, 2002 and 2003 and the six months ended June 30, 2003 and
2004 : risk-free interest rates o f 4 .5%, 5.0%, 5.0%, 5.0% and 5.0%, respectively; a dividend yield o f 0% fo r all periods; expected
vo latility o f 75% to  80% fo r all periods; and weighted average expected lives o f the options o f 4  years fo r all periods. The estimated
weighted average fair value o f stock options g ranted during  2001, 2002 and 2003 and the six months ended June 30, 2003 and 2004
was $25.28, $12.55, $13.76, $6.33 and $6.56 per share o f common stock, respectively.
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For purposes o f pro  fo rma disclosures, the estimated fair value o f the options is amortized to  expense over the vesting  period o f the
related options. The Company’s pro  fo rma info rmation fo llows (in thousands, o ther than per share info rmation):
 

   

Ye ar e nde d De c e mbe r 31,

  

S ix months
e nde d June  30,

 

   

2001

  

2002

  

2003

  

2003

  

2004

 
Net lo ss applicable  to  common stockho lders, as reported   $(27,923) $(27,454) $(18,457) $(9,189) $(33,343)
Add: Employee stock-based compensation, as reported    1,445   2,505   1,307   595   1,178 
Deduct: Stock-based compensation determined under the fair

value method    (1,591)  (2,879)  (1,612)  (805)  (1,520)
       
Pro  fo rma net lo ss   $(28,069) $ (27,828) $(18,762) $(9,399) $(33,685)
       
Basic  and diluted pro  fo rma net lo ss per share   $ (22.26) $ (19.60) $ (12.61) $ (6.35) $ (3.70)
       
 
Stock options g ranted to  non-employees are  reco rded using  the fair value approach in acco rdance with SFAS 123 and Emerg ing  Issues
Task Force Consensus (EITF) Issue No . 96-18, Accounting for Equity Instruments That Are Issued to Other Than Employees for
Acquiring, or in Conjunction with Selling, Goods or Services (EITF 96-18). The options to  non-employees are  subject to  periodic
revaluation over their vesting  terms.
 
Deferred stock compensation includes amounts reco rded when the exercise  price o f an option is lower than the fair value o f the
underlying  common stock on the date  o f g rant. Deferred stock-based compensation is amortized over the vesting  period o f the
underlying  option using  the g raded-vesting  method.
 
Income taxes
 The Company accounts fo r income taxes utiliz ing  the liability method in acco rdance with Statement o f Financial Accounting  Standards
No . 109, Accounting for Income Taxes (SFAS 109). Deferred tax assets o r liabilities are  reco rded fo r all temporary differences
between financial and tax reporting . A valuation allowance is reco rded when it is more likely than no t that the deferred tax asset will no t
be recovered.
 
Net loss per share
 Basic  net lo ss per share is computed by dividing  net lo ss applicable  to  common stockho lders by the weighted average number o f
common shares outstanding  fo r the period. Common stock equivalents, including  redeemable convertible  preferred stock, stock
options and warrants are  excluded from the computation o f diluted lo ss per share as their effect is anti-dilutive. Fo r the periods
presented, there  is no  difference between the basic  and diluted net lo ss per share.
 
Financial instruments
 Financial instruments, including  cash and cash equivalents and payables, are  reco rded at cost, which approximates fair value based on
the sho rt-term maturities o f these instruments. The fair value o f investments is determined based on quo ted market prices. Refer to
Note 2 fo r further info rmation on the fair value o f
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investments. Based on the bo rrowing  rates currently available  to  the Company fo r loans with similar terms, management believes that
the carrying  value o f equipment financing  arrangements approximates fair value.
 
Use of estimates
 The preparation o f financial statements in confo rmity with generally accepted accounting  principles in the United States requires
management to  make estimates and assumptions that affect the amounts reported in the financial statements and accompanying  no tes.
Actual results could differ from those estimates.
 
Recent accounting pronouncements
 In June 2002, the FASB issued SFAS 146, Accounting for Costs Associated with Exit or Disposal Activities, which addresses accounting
fo r restructuring , discontinued operations, plant c losings o r o ther exit o r disposal activity. SFAS 146 requires companies to  recognize
costs associated with exit o r disposal activities when they are  incurred rather than at the date  o f a commitment to  an exit o r disposal
plan. SFAS 146 is to  be applied prospectively to  exit o r disposal activities initiated after December 31, 2002. The adoption o f SFAS
146 had no  initial impact on the Company’s financial statements.
 
In November 2002, the FASB issued FIN 45, Guarantor’s Accounting and Disclosure Requirements for Guarantees, Including Indirect
Guarantees of Indebtedness of Others, and Interpretation of FASB Statements No. 5, 57 and 107 and Rescission of FASB Interpretation
No. 34. FIN 45 clarifies the requirements o f SFAS 5, Accounting for Contingencies, re lating  to  the guaranto r’s accounting  fo r, and
disclosure o f, the issuance o f certain types o f guarantees. The disclosure provisions o f FIN 45 are  effective fo r financial statements
o f periods ending  after December 15, 2002. However, the provisions fo r initial recognition and measurement are  effective on a
prospective basis fo r guarantees that are  issued o r modified after December 31, 2002. The adoption o f FIN 45 had no  initial impact on
the Company’s financial statements.
 
In November 2002, the Emerg ing  Issues Task Force reached a consensus on Issue No . 00-21, Revenue Arrangements with Multiple
Deliverables. EITF Issue No . 00-21 provides guidance on how to  account fo r arrangements that invo lve the delivery o r perfo rmance o f
multiple  products, services and/o r rights to  use assets.
 
The provisions o f EITF Issue No . 00-21 will apply to  revenue arrangements entered into  in fiscal periods beg inning  after June 15, 2003.
The adoption o f EITF Issue No . 00-21 had no  initial impact on the Company’s financial statements.
 
In January 2003, the FASB issued FIN 46, Consolidation of Variable Interest Entities. FIN 46 clarifies the application o f Accounting
Research Bulletin No . 51, Consolidated Financial Statements, to  certain entities in which the equity investo rs do  no t have the
characteristics o f a contro lling  financial interest o r do  no t have suffic ient equity at risk fo r the entity to  finance its activities without
additional subordinated financial support from o ther parties. FIN 46 applies immediately to  variable  interest entities created after
January 31, 2003 and to  variable  interest entities in which an enterprise  obtains an interest after that date . It applies in the first fiscal year
o r interim period beg inning  after December 15, 2003 to  variable  interest entities in which an enterprise  ho lds a variable  interest that it
acquired befo re February 1, 2003. FIN 46 applies to  public  enterprises as o f the beg inning  o f the applicable  interim o r annual period.
The Company does no t believe there  will be a material effect upon its financial condition o r results o f operations from the adoption o f
the provisions o f FIN 46.
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In May 2003, the FASB issued SFAS 150, Accounting for Certain Financial Instruments with Characteristics of Both Liabilities and
Equity. SFAS 150 establishes standards fo r how an issuer c lassifies and measures certain financial instruments with characteristics o f
bo th liabilities and equity. SFAS 150 requires that an issuer c lassify a financial instrument that is within its scope as a liability by reporting
the cumulative effect o f a change in accounting  principle . The requirements o f SFAS 150 are  to  be applied to  the first fiscal period
beg inning  after December 15, 2004 . The Company is currently evaluating  the impact o f adopting  SFAS 150 and does no t expect there
to  be a significant impact upon adoption.
 
Reclassifications
 Certain prio r year amounts have been reclassified to  confo rm to  current year presentation.
 
2.    Investments
 A summary o f investments fo llows (in thousands):
 

   

De c e mbe r 31, 2002

   

Amortiz e d
c ost

  

Gross
unre aliz e d

gains

  

Gross
unre aliz e d

losse s

  

Fair
value

Federal agency obligations   $ 1,532  $ 1  $ —    $ 1,533
Corporate  bonds    9,859   5   (2)  9,862
Municipal bonds    2,221   —     —     2,221
        

Total   $ 13,612  $ 6  $ (2) $13,616
        
 

   

De c e mbe r 31, 2003

   

Amortiz e d
c ost

  

Gross
unre aliz e d

gains

  

Gross
unre aliz e d

losse s

  

Fair
value

Federal agency obligations   $ 770  $ —    $ —    $ 770
Corporate  bonds    9,680   1   (6)  9,675
Municipal bonds    854    —     —     854
        

Total   $ 11,304   $ 1  $ (6) $11,299
        
 

   

June  30, 2004

   

Amortiz e d
c ost

  

Gross
unre aliz e d

gains

  

Gross
unre aliz e d

losse s

  

Fair
value

Federal agency obligations   $ 4 ,634   $ —    $ (15) $ 4 ,619
Corporate  bonds    18,027   —     (36)  17,991
Municipal bonds    2,327   —     (9)  2,318
        

Total   $ 24 ,988  $ —    $ (60) $24 ,928
        
 
The Company has realized no  gains o r lo sses upon the sale  o f available-fo r-sale  securities during  the years ended December 31, 2001,
2002 and 2003 and the six months ended June 30, 2003 and 2004 , as no  investments were so ld prio r to  maturity. The Company has
evaluated the nature o f the investments, the duration o f the impairments
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(all less than 1 year) and concluded that the impairments are  no t o ther-than-temporary. All investments held at December 31, 2002 and
2003 and June 30, 2004  have contractual maturities within one year.
 
3.    Property and equipment
 Property and equipment consists o f the fo llowing  (in thousands):
 

   

De c e mbe r 31,

  June  30,
2004

    

2002

  

2003

  
Equipment   $ 2,957  $ 3,794   $ 4 ,486 
Furniture  and fixtures    197   218   223 
Leaseho ld improvements    916   989   1,807 
Computer equipment    888   946   1,024  
     
Property and equipment, g ross    4 ,958   5,947   7,540 
Less accumulated amortization and depreciation    (2,345)  (3,180)  (3,635)
     

Property and equipment, net   $ 2,613  $ 2,767  $ 3,905 
     
 
Depreciation expense to taled $632,000, $823,000 and $840,000 during  the years ended December 31, 2001, 2002 and 2003,
respectively, and $430,000 and $455,000 during  the six months ended June 30, 2003 and 2004 , respectively.
 
4 .    Employee note receivable
 During  the year ended December 31, 2001, the Company made a $50,000 secured loan to  an employee in connection with an individual
employment ag reement. The loan bears interest at an annual rate  o f 8.24% and is repayable  in equal quarterly installments over four
years. The no te  balance o f $36,000, $24 ,000 and $17,000 at December 31, 2002 and 2003 and June 30, 2004 , respectively, has been
classified in deposits and o ther assets. Interest earned on the no te  has been immaterial to  date .
 
5.    Significant agreements
 Technology licenses
 In 1998, the Company entered into  a license ag reement with Genetics Institute , under which the Company was g ranted a license under
Genetics Institute’s rights to  several patents and patent applications in exchange fo r the payment o f upfront license fees to taling
approximately $53,000, fo r the issuance o f 26,522 shares o f Series B preferred stock and warrants to  purchase 35,363 shares o f Series
B preferred stock at $6.05 per share. The fees were charged to  research and development expenses when paid. The Company, o r
sublicensee, is required to  spend no  less than $500,000 annually on research and development activities related to  product
development until the first commercial sale  o f a product.
 
In 1999, the Company entered into  a license and supply ag reement with Diaclone S.A., in which the Company was g ranted a license to
make, use and sell certain products created with a specific  antibody. In consideration fo r the license, the Company paid and charged to
research and development expense a $75,000 nonrefundable fee.
 
In addition, the Company entered into  a license ag reement with the Fred Hutchinson Cancer Research Center in which the Company was
granted a license to  make, use and sell a specific  antibody fo r certain therapeutic  and
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research purposes. In consideration fo r the license, the Company paid nonrefundable license fees o f $50,000. The Company also
ag reed to  issue 27,272 shares o f common stock, valued at $744 ,000, to  the Fred Hutchinson Cancer Research Center. The Company
charged research and development expense fo r all nonrefundable fees paid and the value o f the common stock issued.
 
During  the year ended December 31, 2002, the Company entered into  a license ag reement with the Trustees o f the University o f
Pennsylvania, whereby the Company was g ranted the right to  use certain intellectual property in exchange fo r payment o f
nonrefundable license fees o f $150,000. The Company also  ag reed to  issue 63,636 shares o f common stock, valued at $679,000, to
the Trustees o f the University o f Pennsylvania. The Company charged research and development expense fo r all nonrefundable fees
paid and the value o f common stock issued. In October 2003, the Company no tified the University o f Pennsylvania that it was
terminating  the license ag reement. This termination was effective December 30, 2003, fo llowing  the 60-day no tice period as required
pursuant to  the terms o f the license ag reement.
 
All license ag reements require  the payment o f royalties by the Company based on sales and services. No  royalty payments have been
required o r paid through June 30, 2004 .
 
Manufacturing and supply contracts
 The Company entered into  a development and supply ag reement with Dynal S.A. during  the year ended December 31, 1999. The
Company has ag reed to  make nonrefundable payments to taling  $3.0 million fo r certain development activities conducted by Dynal S.A.
As o f December 31, 2003, the Company had made payments to taling  $2.5 million under the ag reement ($3.0 million as o f June 30,
2004), which were charged to  research and development expense. Under the terms o f the supply ag reement, should the Company no t
buy a minimum $250,000 o f beads in the first 12 months after the development phase ends and $500,000 o f beads annually thereafter
over the remaining  term o f the ag reement, Dynal shall have the right to  terminate  the ag reement. Either party may terminate  the
ag reement as o f August 2009 fo r any reason, o r earlier on account o f the material breach o r inso lvency o f the o ther party. If the
ag reement is no t terminated by August 2009, e ither party can elect to  extend the terms o f the ag reement fo r an additional five years.
Otherwise, it will automatically renew on a year to  year basis. In March 2004 , the Company amended the ag reement to  allow Dynal to
sell a research-g rade version o f the Company’s antibody-coated beads.
 
During  the year ended December 31, 2000, the Company entered into  development and supply ag reements with Lonza Bio log ics PLC
(Lonza). Under the terms o f the ag reements, the Company is obligated to  make payments in British pounds. Exchange rate  gains and
losses have been insignificant to  date . The Company paid approximately $1.7 million, $1.6 million and $1.3 million under the
ag reements during  the years ended December 31, 2001, 2002 and 2003, respectively, and $47,000 during  the six months ended June
30, 2004 , all o f which were charged to  research and development expense. As o f June 30, 2004 , the Company had no  significant
remaining  contractual obligations to  Lonza. In August and October 2004 , the Company amended its ag reements with Lonza, resulting
in additional obligations o f approximately $1.6 million, which are  scheduled to  be paid in 2005.
 
Corporate collaborations
 In November 2003, the Company licensed to  Fresenius Bio techno logy GmbH, a who lly-owned subsidiary o f Fresenius AG, the
Company’s Xcellerate  Techno logy on an exclusive basis in the fie ld o f HIV retroviral gene therapy, fo r development and
commercialization in Europe with an option under certain circumstances to  expand
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their rights to  North America. The ag reement with Fresenius requires the Company to  transfer its Xcellerate  Techno logy, including
manufacturing  capability, to  Fresenius and supply all antibody-coated beads required by Fresenius to  support its development and
commercialization effo rts. Fresenius had previously ag reed to  reimburse the Company fo r its expenses in transferring  the techno logy
and to  pay the Company fo r the antibody-coated beads on a cost-plus basis. Fo r the year ended December 31, 2003, the Company had
recognized $170,000 as revenue related to  the reimbursement o f its actual costs ($24 ,000 fo r the six months ended June 30, 2004).
The terms o f the ag reement include po tential royalties on net sales as well as po tential milestone payments to  the Company less
applicable  sublicense fees payable  by Xcyte to  third parties fo r each product developed. Fo r the six months ended June 30, 2004 , the
Company had recognized $12,000 as revenue related to  payments received. Fresenius’ obligation to  pay the Company royalties under
this ag reement terminates on a country-by-country basis upon the later o f the last to  expire  o f the licensed patents o r fifteen years after
the first commercial sale  o f a product in the country. The ag reement is also  subject to  earlier termination by Fresenius at any time if
Fresenius determines it canno t develop a commercially viable  product o r complete  a required manufacturing  audit; by Xcyte if
Fresenius does no t meet development milestones; and by either party fo r the material breach o r inso lvency o f the o ther party.
 
6 .    Redeemable convertible  preferred stock and warrants
 Preferred stock
 A summary o f redeemable convertible  preferred stock fo llows (in thousands, except share data):
 

   

De c e mbe r 31, 2002

  

De c e mbe r 31, 2003

   

S hare s
de s ignate d

  

Issue d and
outs tanding

share s

  

Aggre gate
re de mption

and
liquidation
pre fe re nc e

  

Carrying
value

  

S hare s
de s ignate d

  

Issue d and
outs tanding

share s

  

Aggre gate
re de mption

and
liquidation
pre fe re nc e

  

Carrying
value

Se rie s  A   7,300,080   1,247,354   $ 6,517  $ 6,596   7,300,080   1,255,870   $ 6,562   $ 6,660
Se rie s  B   4,097,580   709,647   4 ,293   4 ,293  4,097,580   709,647   4 ,293   4 ,293
Se rie s  C   7,212,316   1,306,470    12 ,000    11,976   7,212,316   1,306,470    12 ,000    11,976
Se rie s  D   10,300,000   1,838,139    28 ,105    25 ,263  10,300,000   1,838,139    28 ,105    25 ,263
Se rie s  E   6,500,000   863,648    13,205    8 ,411  6,500,000   863,648    13,205    8 ,411
Se rie s  F   6,500,000   808,040    12 ,355    8 ,001  6,500,000   808,040    12 ,355    8 ,001

                 
   41,909,976   6,773,298   $ 76,475   $ 64,540   41,909,976   6,781,814   $ 76,520   $ 64,604

                 
 
From inception through December 31, 1999, the Company issued 1,151,664  shares o f Series A preferred stock at $5.23 per share fo r
proceeds o f $6.0 million; 683,125 shares o f Series B preferred stock at $6.05 per share fo r proceeds o f $4 .1 million; and 1,306,470
shares o f Series C preferred stock at $9.19 per share fo r proceeds o f $12.0 million. The Company also  issued an additional 95,690
shares o f Series A preferred stock in conjunction with a business acquisition. The value o f the Series A preferred stock o f $579,000
was included in the determination o f the purchase price o f the acquired business. The Company also  issued 26,522 shares o f Series B
preferred stock to  acquire  techno logy licenses. These shares were valued at $6.05 per share fo r an aggregate  amount o f $160,000.
There were no  significant costs associated with the Series A, B and C private  placements.
 
During  the year ended December 31, 2000, the Company completed a private  placement o f 1,838,139 shares at $15.29 per share o f
Series D redeemable preferred stock fo r $28.0 million, net o f o ffering  costs o f $117,000. In connection with the o ffering , ho lders o f
the Series D preferred stock received warrants to  purchase 205,858 shares o f common stock at an exercise  price o f $1.65 per share.
The warrants were valued at $2.7 million using
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the Black-Scho les option-pricing  model. The warrants expire  in August 2005 o r upon the completion o f an initial public  o ffering  o f the
Company’s common stock. Of the to tal net proceeds o f $28.0 million, $2.7 million has been reco rded in paid-in capital and $25.3
million has been reco rded as redeemable convertible  preferred stock.
 
During  the year ended December 31, 2001, the Company completed a private  placement o f 863,648 shares at $15.29 per share o f
Series E redeemable preferred stock fo r $13.1 million, net o f o ffering  costs o f $145,000. In connection with the o ffering , ho lders o f
the Series E preferred stock received warrants to  purchase 470,205 shares o f common stock at an exercise  price o f $0.055 per share.
The warrants expire  in November 2006 o r upon completion o f an initial public  o ffering . The net proceeds from the Series E preferred
stock o ffering  were allocated based on the relative fair values o f the warrants, using  the Black-Scho les option-pricing  model, and the
preferred stock. The Company assigned $4 .6 million to  the value o f the warrants and $8.4  million to  the value o f the preferred stock.
After allocating  a po rtion o f the proceeds to  the common stock warrants, the effective conversion price o f the preferred stock was at
a discount to  the price o f the common stock into  which the preferred stock is convertible . The discount associated with the beneficial
conversion feature  is limited to  the proceeds allocated to  the preferred stock, o r $8.4  million. According ly, the preferred stock was
initially reco rded at zero . The Company has recognized the amortization o f the discount associated with the beneficial conversion o f
$8.4  million as a charge to  additional paid-in capital (also  shown as a deduction to  arrive at net lo ss applicable  to  common
stockho lders) and a credit to  preferred stock immediately upon issuance since the preferred stock may be converted into  common
stock at any time, at the ho lder’s option. The remaining  discount o f $4 .6 million will be amortized at the time that redemption by the
ho lders is considered probable  o r the preferred stock is converted into  common stock. Management believes that it is unlikely that the
investo rs would redeem the preferred stock due to  the Company’s plan fo r an initial public  o ffering .
 
During  the year ended December 31, 2002, the Company completed a private  placement o f 808,040 shares at $15.29 per share o f
Series F redeemable preferred stock fo r $12.3 million, net o f o ffering  costs o f $30,000. In connection with the o ffering , ho lders o f
the Series F preferred stock received warrants to  purchase 439,932 shares o f common stock at an exercise  price o f $0.055 per share.
The warrants expire  in February 2007 o r upon completion o f an initial public  o ffering  o f the Company’s common stock. The net
proceeds from the Series F preferred stock o ffering  were allocated based on the relative fair values o f the warrants, using  the Black-
Scho les option-pricing  model, and the preferred stock. The Company assigned $4 .3 million to  the value o f the warrants and $8.0
million to  the value o f the preferred stock. After allocating  a po rtion o f the proceeds to  the common stock warrants, the effective
conversion price o f the preferred stock was at a discount to  the price o f the common stock into  which the preferred stock is
convertible . The discount associated with the beneficial conversion is limited to  the proceeds allocated to  the preferred stock, o r $8.0
million. The Company has recognized the amortization o f the discount associated with the beneficial conversion o f $8.0 million as a
charge to  additional paid-in capital (also  shown as a deduction to  arrive at net lo ss applicable  to  common stockho lders) and a credit to
preferred stock immediately upon issuance since the preferred stock may be converted into  common stock at any time, at the ho lder’s
option. The remaining  discount o f $4 .3 million will be amortized at the time that redemption by the ho lders is considered probable  o r
the preferred stock is converted into  common stock. Management believes that it is unlikely that the investo rs would redeem the
preferred stock due to  the Company’s plan fo r an initial public  o ffering .
 
Holders o f Series A, B, C, D, E and F preferred stock have preferential rights to  noncumulative dividends at a rate  o f $0.418, $0.484 ,
$0.7348, $1.2232, $1.2232 and $1.2232 per share, respectively, when and if declared by the Company’s board o f directo rs. The
ho lders are  entitled to  the number o f vo tes equal to  the number o f shares o f common stock into  which the preferred stock could be
converted. In the event o f liquidation, the ho lders o f
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Series A, B, C, D, E and F preferred stock have preferential rights to  liquidation payments o f $5.23, $6.05, $9.19, $15.29, $15.29 and
$15.29 per share, respectively, plus any accrued but unpaid dividends. After the distributions to  the ho lders o f preferred stock have
been made, the remaining  assets o f the Company available  fo r distribution to  stockho lders will be distributed pro  rata among  the
ho lders o f common stock and preferred stock.
 
The preferred stock can be converted, at the option o f the ho lder, one-fo r-one into  common stock subject to  adjustment fo r
antidilutive events. The conversion price fo r Series A, B, C, D, E and F preferred stock is $5.23, $6.05, $9.19, $15.29, $15.29 and
$15.29, respectively. Each share o f the preferred stock will automatically be converted into  shares o f common stock upon the closing
of an initial public  o ffering , provided that the price per share is no t less than $22.00 and the aggregate  g ross proceeds to  the Company
are no t less than $20.0 million.
 
In addition, the Company has g ranted reg istration rights, preferential rights in liquidation and rights o f first o ffer to  the preferred
stockho lders and is precluded from carrying  out certain actions without the approval o f the majo rity o f the preferred stockho lders
vo ting  as a g roup.
 
As o f December 31, 2003, the preferred stock is redeemable at the option o f the ho lder, upon the vo te  o f a majo rity o f the
outstanding  shares o f preferred stock. The Series A, B, C, D, E and F redemption prices are  $5.23, $6.05, $9.19, $15.29, $15.29 and
$15.29 per share, respectively.
 
In connection with the initial public  o ffering  in March 2004 , all o f the outstanding  shares o f the Company’s redeemable convertible
preferred stock were converted into  6,781,814  shares o f common stock.
 
Warrants
 From inception through December 31, 1999, warrants were issued to  purchase 66,983 shares o f Series A preferred stock in connection
with a business acquisition at an exercise  price o f $5.23 per share. The value o f the warrants o f $330,000 was included in the
determination o f the purchase price o f the business. In addition, warrants to  purchase 12,937 shares o f Series A preferred stock at
$5.23 per share and warrants to  purchase 2,238 shares o f Series C preferred stock at $9.19 per share were issued in connection with
equipment financing . The estimated fair value o f the warrants issued o f $64 ,000 and $15,000, respectively, was reco rded as an
additional financing  cost and is being  amortized over the term o f the loan as interest expense. The warrants to  purchase 12,937 shares
o f Series A preferred stock were exercised in March 2003 through a net exercise , resulting  in the issuance o f 8,516 shares o f Series A
preferred stock. In addition, the Company issued warrants to  purchase 35,363 shares o f Series B preferred stock as partial
consideration fo r a techno logy license. The warrants were issued at an exercise  price o f $6.05 per share, and the estimated fair value o f
the warrants o f $131,000 was charged to  research and development expense.
 
During  the years ended December 31, 2000 and 2001, the Company issued warrants to  purchase 2,612 o f Series C preferred stock at
an exercise  price o f $9.19, and 4 ,316 o f Series D preferred stock at an exercise  price o f $15.29, respectively in connection with
equipment financing . The estimated fair value o f the warrants issued o f $36,000 fo r Series C and $113,000 fo r Series D was reco rded
as additional financing  cost and is being  amortized over the term o f the loan as interest expense using  the effective interest method.
 
During  the years ended December 31, 2002 and 2003, the Company issued warrants to  purchase 4 ,316 and 1,143 o f Series F stock at
an exercise  price o f $15.29 and $15.29, respectively in connection with equipment financing .
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The estimated fair value o f the warrants issued o f $56,000 and $14 ,000 was reco rded as additional financing  cost and is being
amortized over the term o f the loan as interest expense using  the effective interest method.
 
During  the year ended December 31, 2000, the Company issued a warrant fo r the purchase o f 14 ,545 shares o f Series D preferred
stock at an exercise  price o f $15.29 per share, in connection with a lease fo r a manufacturing  facility. The estimated fair value o f the
warrant o f $340,000 was reco rded as deferred rent and is being  recognized as additional rent expense over the initial term o f the lease.
 
During  the year ended December 31, 2001, the Company issued a warrant fo r the purchase o f 1,818 shares o f Series E preferred stock
at an exercise  price o f $15.29 per share fo r services provided in connection with the private  placement o f Series E redeemable
preferred stock. The estimated fair value o f the warrants o f $48,000 was included in o ffering  costs o f the placement.
 
Warrants expire  at various dates from August 2005 to  February 2012. 86,727 warrants outstanding  at December 31, 2003 will expire
upon the closing  o f an initial public  o ffering . All remaining  preferred stock warrants, (46,607 at December 31, 2003) that do  no t expire
upon the closing  o f a public  o ffering , will convert to  common stock warrants upon the closing  o f an initial public  o ffering . The
Company has valued the warrants issued during  the years ended December 31, 2001, 2002 and 2003 using  the Black-Scho les option-
pricing  model with the fo llowing  assumptions: no  dividend yields; life  o f 5 years to  10 years; risk-free interest rates o f 4 .5% to  5.42%;
and vo latility o f 75% to  80%.
 
Concurrent with the closing  o f the initial public  o ffering  in March 2004 , certain preferred stock warrants that expired upon the closing  o f
a public  o ffering  were converted into  common stock through cashless exercises, resulting  in the issuance o f 23,233 shares o f
common stock.
 
7.    Stock plans
 1996 Stock Option Plan
 Under the Company’s Amended and Restated 1996 Stock Option Plan (1996 Plan), 1,163,636 shares o f common stock have been
reserved fo r g rants to  employees, directo rs and consultants as o f December 31, 2003. In September 2003, the 1996 Plan was
amended to  increase common stock reserved fo r g rants to  1,163,636 shares and certain outstanding  stock options were modified to
accelerate  vesting  fo r employees with a five-year vesting  schedule to  a four-year schedule. There was no  immediate  accounting
impact to  this change. However, if employees benefit from the change, the appropriate  stock compensation charge will be reco rded in
the period in which there  was a benefit to  the employee(s) based upon the measurement o f the intrinsic  value o f the related stock
options on the date  o f modification. The term o f the 1996 Plan is 10 years unless terminated earlier by the Board o f Directo rs. Options
g ranted under the 1996 Plan may be designated as incentive o r nonqualified at the discretion o f the 1996 Plan administrato r. The vesting
period, exercise  price and expiration period o f options are  also  established at the discretion o f the 1996 Plan administrato r. Vesting
periods are  typically four o r five years, and incentive stock options are  exercisable  at no  less than the fair market value at the date  o f
g rant, and nonqualified stock options are  exercisable  at prices determined by the 1996 Plan administrato r. In no  event shall the term o f
any incentive stock option exceed 10 years.
 
Shares issued upon exercise  o f options that are  unvested are  restric ted and subject to  repurchase by the Company at the o rig inal
exercise  price upon termination o f employment, and such restric tions lapse over the o rig inal vesting  schedule. During  the year ended
December 31, 2000, the Board o f Directo rs amended the 1996 Plan to
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allow options g ranted to  certain executives to  become exercisable  immediately. Three executives elected to  early exercise  stock
options fo r 93,426 shares o f restric ted common stock in the year ended December 31, 2000. During  the year ended December 31,
2001, the Company repurchased 2,424  shares o f restric ted stock. The shares were repurchased in an amount equal to  the o rig inal
purchase price o f the shares. At December 31, 2003, there  were a to tal o f 30,207 shares o f restric ted common stock outstanding  and
subject to  repurchase (21,577 shares at June 30, 2004). A summary o f stock option activity and related info rmation fo llows:
 

  

Ye ars  e nde d De c e mbe r 31,

  

  

2001

 

2002

 

2003

 

S ix months  e nde d
June  30, 2004

  

O ptions

  

We ighte d
ave rage
e xe rc ise

pric e

 

O ptions

  

We ighte d
ave rage
e xe rc ise

pric e

 

O ptions

  

We ighte d
ave rage
e xe rc ise

pric e

 

O ptions

  

We ighte d
ave rage
e xe rc ise

pric e

Outstanding  at beg inning  o f period  207,088  $ 1.32 341,858  $ 2.92 610,489  $ 4 .24  717,615  $ 4 .48
Granted at fair value  —     —   126,853   5.50 —     —   183,326   6.44
Granted at less than fair value  149,148   5.01 229,641   5.50 225,470   5.45 80,453   5.50
Canceled  (12,083)  1.65 (86,641)  4 .29 (95,587)  5.34  (3,806)  5.48
Exercised  (2,295)  0.94  (1,222)  1.98 (22,757)  3.69 (44 ,543)  1.25

                 
Outstanding  at end o f period  341,858  $ 2.92 610,489  $ 4 .24  717,615  $ 4 .48 933,045  $ 5.10
                 
 
The fo llowing  summarizes info rmation about stock options outstanding  and exercisable  at December 31, 2003:
 

Range  of e xe rc ise  pric e

  

Numbe r
of

options

  
O utstanding

we ighte d
ave rage

re maining
c ontrac tual
life  (ye ars )

  
We ighte d
ave rage
e xe rc ise

pric e

  

Exe rc isable

        

Numbe r
of options

  

We ighte d
ave rage
e xe rc ise

pric e

$0.55 - $0.61   32,185  3.37  $ 0.57  32,185  $ 0.57
$0.92   79,687  6.01   0.92  79,680   0.92
$1.65 - $2.75   65,847  6.85   2.33  56,790   2.35
$5.50   539,896  8.72   5.50  160,176   5.50
                
   717,615  8.01  $ 4 .48  328,831  $ 3.36
                

 
The number o f options exercisable  at December 31, 2001, 2002 and 2003 was 186,615, 227,892 and 328,831, respectively. The
weighted average exercise  price o f options vested and exercisable  at December 31, 2001, 2002 and 2003 was $1.65, $2.53 and $3.36,
respectively.
 
During  the years ended December 31, 2001, 2002 and 2003, the Company g ranted options to  purchase a to tal o f 71,814 , 6,363 and
10,908 shares o f common stock, respectively, to  consultants and Scientific  Adviso ry Board members fo r services to  be perfo rmed
through April 2008. No  such options were g ranted during  the six months ended June 30, 2004 . In acco rdance with SFAS 123 and EITF
96-18, options g ranted to  consultants and Scientific  Adviso ry Board members are  periodically revalued over the related service
periods. The Company reco rded stock compensation o f $1.1 million, $65,000 and $360,000 during  the years ended December 31,
2001, 2002 and 2003, respectively, and $130,000 and $39,000 during  the six months ended June 30, 2003 and 2004 , respectively,
related to  consulting  services.
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During  the years ended December 31, 2001, 2002 and 2003 and the six months ended June 30, 2004 , in connection with the g rant o f
certain options to  employees, the Company reco rded deferred stock compensation o f $1.7 million, $3.2 million, $2.4  million and
$811,000, respectively, representing  the difference between the exercise  price and the subsequently determined fair value o f the
Company’s common stock on the date  such stock options were g ranted. The subsequently determined fair value o f the Company’s
common stock was $29.21 during  the year ended December 31, 2001, ranged from $5.50 to  $21.01 during  the year ended December
31, 2002, ranged from $5.50 to  $18.59 during  the year ended December 31, 2003 and ranged from $4 .10 to  $15.57 during  the six
months ended June 30, 2004 . Deferred stock compensation is being  amortized on a g raded vesting  method. During  the years ended
December 31, 2001, 2002 and 2003 and the six months ended June 30, 2003 and 2004 , the Company reco rded non-cash deferred
stock compensation expense related to  employees o f $1.4  million, $2.5 million, $1.3 million, $595,000 and $1.2 million, respectively.
 
Other stock plans
 In connection with the Company’s initial public  o ffering , the Board o f Directo rs autho rized, subject to  final stockho lder approval, the
fo llowing  additional plans.
 
The 2003 Stock Plan (2003 Plan) provides fo r the g rant o f incentive stock options and stock purchase rights to  employees (including
employee directo rs) and non-statuto ry stock options to  employees, directo rs and consultants. A to tal o f 636,363 shares o f common
stock have been reserved fo r issuance under the 2003 Plan. The number o f shares reserved fo r issuance under the 2003 Plan will be
subject to  an automatic  annual increase on the first day o f each fiscal year beg inning  in 2005 and ending  in 2010 equal to  the lesser o f
109,090 shares, 4% o f the number o f outstanding  shares o f common stock on the last day o f the immediately preceding  fiscal year o r
such lesser number o f shares as the Board o f Directo rs determines. With respect to  options g ranted under the 2003 Plan, the term o f
options may no t exceed 10 years. In no  event may an employee receive awards fo r more than one million shares under the 2003 Plan in
any fiscal year.
 
A to tal o f 90,909 shares o f common stock have been reserved fo r issuance under the 2003 Directo rs’ Stock Option Plan, as amended
in June 2004  (2003 Directo rs’ Plan). Under the 2003 Directo rs’ Plan, each non-employee directo r who  first becomes a non-employee
directo r after the effective date  o f the plan will receive an automatic  initial g rant o f an option to  purchase 10,000 shares o f common
stock upon becoming  a member o f the Board o f Directo rs. On the date  o f each annual meeting  o f stockho lders, each non-employee
directo r will be g ranted an option to  purchase 10,000 shares o f common stock if, on such a date , the directo r has served on the Board
of Directo rs fo r at least six months. Additionally, the chairman o f each committee o f the Board o f Directo rs and each member o f the
audit committee will receive an additional annual option g rant to  purchase 2,500 shares o f common stock. The 2003 Directo rs’ Plan
provides that each option g ranted to  a non-employee directo r shall vest in equal monthly installments over two  years. All options
g ranted under the 2003 Directo rs’ Plan have a term o f 10 years and an exercise  price equal to  the fair market value on the date  o f the
g rant.
 
A to tal o f 109,090 shares o f common stock have been reserved fo r issuance under the 2003 Employee Stock Purchase Plan (2003
Employee Plan). The number o f shares reserved fo r issuance under the 2003 Employee Plan will be increased on the first day o f each o f
the fiscal years in 2005 to  2010 by the lesser o f 54 ,545 shares, 1% o f the number o f outstanding  shares o f common stock on the last
day o f the immediately preceding  fiscal year o r such lesser number o f shares as the Board o f Directo rs determines. Unless terminated
earlier by the Board o f Directo rs, the 2003 Employee Plan will terminate  in September 2023.
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8 .    Common stock
 Stock split
 On March 4 , 2004  the Company effected a 2 fo r 11 reverse stock split o f the outstanding  common and preferred stock and stock
options and warrants. All share and per share amounts have been retroactively restated in the accompanying  financial statements and
no tes fo r all periods presented to  reflect the reverse stock split.
 
Common stock reserved fo r future  issuance at December 31, 2003 and June 30, 2004  is as fo llows:
 
De sc ription

  

De c e mbe r 31, 2003

  

June  30, 2004

1996 Stock Option Plan       
Options g ranted and outstanding   717,615  933,045
Options reserved fo r future  g rant   278,691  21,143

2003 Stock Plan   636,363  636,363
2003 Directo rs’ Stock Option Plan   90,909  90,909
2003 Employee Stock Purchase Plan   109,090  109,090
Series A preferred stock   7,300,080  —  
Series B preferred stock   4 ,097,580  —  
Series C preferred stock   7,212,316  —  
Series D preferred stock   10,300,000  —  
Series E preferred stock   6,500,000  —  
Series F preferred stock   6,500,000  —  
Preferred stock warrants   133,334   —  
Common stock warrants   907,316  46,607
     
   44 ,783,294   1,837,157
     
 
Milestone pool
 Pursuant to  a business acquisition prio r to  January 1, 1999, the Company reserved 287,698 shares o f common stock (Milestone Poo l)
fo r the Company’s possible  acquisition o f new techno logy from the scientific  founders o f the acquired business. During  the year ended
December 31, 2001, the Milestone Poo l was terminated. In exchange fo r the termination o f all rights to  the remaining  Milestone Poo l
shares, these scientific  founders entered in consulting  ag reements and were g ranted options to  purchase a to tal o f 68,178 shares o f the
Company’s common stock. The options vest in equal monthly installments over the four-year consulting  term and will be periodically
revalued and recognized as expense over the related service period. During  the years ended December 31, 2001, 2002 and 2003 and
the six months ended June 30, 2003 and 2004 , the Company reco rded stock-based compensation o f $980,000, $30,000, $132,000,
$63,000 and $18,000, respectively.
 
Common stock warrants
 The Company has issued warrants to  purchase shares o f common stock, to  private  investo rs in connection with the issuance o f
preferred stock. During  the year ended December 31, 2003, the Company issued warrants to  purchase 13,635 shares o f common stock
in connection with a consulting  arrangement. At December 31, 2003 warrants to  purchase 907,316 shares o f common stock were
outstanding  with a weighted average exercise  price o f $0.30 per share. Concurrent with the Company’s initial public  o ffering  in March
2004 , all outstanding
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common stock warrants existing  immediately prio r to  the closing  o f the o ffering  were converted into  common stock through payment
o f cash and cashless exercises, resulting  in the issuance o f 873,002 shares o f common stock. Also  concurrent with the initial public
o ffering , certain preferred stock warrants that did no t expire  at the closing  o f the o ffering  were automatically converted into  common
stock warrants. At June 30, 2004 , warrants to  purchase 46,607 shares o f common stock remain outstanding  with a weighted average
exercise  price o f $7.94  per share.
 
9 .    Income taxes
 At December 31, 2003, the Company had operating  lo ss carryfo rwards o f approximately $74 .0 million and research and development
tax credit carryfo rwards o f $3.2 million fo r federal income tax reporting  purposes. The net operating  lo sses and tax credits will expire
beg inning  in 2011 if no t previously utilized. In certain circumstances, as specified under Section 382 o f the Internal Revenue Code o f
1986, as amended, due to  ownership changes, the Company’s ability to  utilize  its net operating  lo ss carryfo rwards may be limited.
 
Deferred income taxes reflect the future  tax consequences attributable  to  differences between the financial statement carrying
amounts o f existing  assets and liabilities and their respective tax bases. The significant components o f deferred taxes are  as fo llows
(in thousands):
 

   

De c e mbe r 31,

 

   

2002

  

2003

 
Deferred tax assets:          

Net operating  lo ss carryfo rwards   $ 19,008  $ 25,147 
Research and development tax credit    2,972   3,195 
License ag reements    562   242 
Other    230   309 

    
    22,772   28,893 

Less valuation allowance    (22,679)  (28,743)
    

Net deferred tax assets    93   150 
Deferred tax liabilities:          

Depreciation    (93)  (150)
    
          

Net deferred taxes   $ —    $ —   
    
 
A valuation allowance has been reco rded fo r deferred tax assets because realization is primarily dependent on generating  suffic ient
taxable  income prio r to  the expiration o f net operating  lo ss carryfo rwards. The valuation allowance fo r deferred tax assets increased
$6.5 million and $6.1 million during  the years ended December 31, 2002 and 2003, respectively, principally due to  net operating  lo sses
reco rded during  those periods. There have been no  o ffsets o r o ther deductions to  the valuation allowance in any period since the
Company’s inception.
 
10 .    Convertible  promissory notes
 In October 2003, the Company issued Convertible  Promisso ry No tes fo r $12.7 million. Interest on the unpaid principal amount o f the
Notes accrues annually at a rate  o f 6 percent. Principal and any accrued but unpaid
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interest under these No tes are  due and payable  upon demand by the ho lder at any time after October 2004 ; provided, however, that on
or after April 30, 2004 , the ho lders o f at least a majo rity o f the aggregate  principal amount o f the No tes may elect to  accelerate  the
maturity to  a date  after April 30, 2004 . The No tes (including  accrued and unpaid interest) are  automatically convertible  into  shares o f
the Company’s common stock, upon the closing  o f the Company’s initial public  o ffering . The No tes are  also  convertible  into  shares
o f a subsequent private  round o f financing , should the ho lders o f at least a majo rity o f the aggregate  principal amount o f the No tes so
elect.
 
In connection with the issuance o f the No tes, the ho lders o f the No tes received warrants to  purchase 207,977 shares o f the Company’s
Series F preferred stock at $15.29 per share, exercisable  after the maturity date  o f the No tes, through 2008. If an initial public  o ffering
occurs prio r to  the maturity date  o f the No tes and the closing  o f the next private  financing , then the warrants will expire . If the Company
completes its next private  round o f financing  prio r to  the maturity date  o f the No tes, the warrants become exercisable  at the price per
share o f that round. The Company allocated $1.4  million o f the proceeds to  the warrants based on the relative fair values o f the No tes
and warrants (using  the Black-Scho les option pricing  model). The resulting  $1.4  million discount on the No tes is being  amortized to
interest expense over the term o f the No tes.
 
Should the Company consummate its initial public  o ffering , and the No tes convert to  common stock, the Company will recognize
$11.3 million in additional interest expense, which represents the beneficial conversion feature  o f the No tes. This interest expense
would be in addition to  recognizing  interest expense associated with the unamortized discount existing  on the date  o f conversion.
 
The number o f shares to  be issued upon conversion shall be equal to  the quo tient obtained by dividing  (A) the entire  principal amount o f
the No tes plus accrued but unpaid interest as o f the closing  by (B) $9.625, rounded to  the nearest who le share.
 
In connection with the initial public  o ffering  in March 2004 , all o f the outstanding  convertible  promisso ry no tes, including  interest
accrued thereon through the closing  date  o f the o ffering , were converted into  1,357,357 shares o f common stock.
 
11.    Long- term obligations and lease obligations
 The Company has commitments fo r noncancelable  operating  leases fo r a manufacturing  facility, building  space and o ffice equipment.
The building  lease includes rent escalation clauses (3% annually) and has two  five-year renewal options. The manufacturing  facility
lease contains annual rent escalations o f 4 .5% and an option to  renew the lease fo r two  additional five-year periods. In addition to  base
rent, the Company is required to  pay a pro  rata share o f the operating  costs re lated to  the manufacturing  facility and building  leased
space. The Company was required to  provide security under the manufacturing  lease ag reement to taling  $435,000 in the fo rm o f cash
and issued a preferred stock warrant to  the lesso r.
 
The Company has financed the acquisition o f labo rato ry and scientific  equipment, furniture  and fixtures, computer equipment and
leaseho ld improvements through financing  arrangements with various third parties. In connection with the financings, the Company has
issued preferred stock warrants to  the third parties. At December 31, 2003, the Company had two  financing  arrangements. Under the
first arrangement, the Company could bo rrow up to  $1.7 million. At June 30, 2004 , the Company had $728,000 available  to  it under the
outstanding  arrangement, which was replaced by a new financing  ag reement with the same party in July 2004 .
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This new arrangement provides fo r bo rrowings up to  $3.0 million, subject to  credit approval, and expires in July 2005 unless renewed.
Under the second arrangement, the Company could bo rrow up to  $2.5 million. At June 30, 2004 , the Company had $1.7 million
available  to  it under the outstanding  arrangement, which was replaced by a new financing  arrangement with the same party in July 2004 .
This new arrangement provides fo r bo rrowings up to  $3.0 million, subject to  credit approval, and expires in December 2005 unless
renewed. Outstanding  bo rrowings under the current and previous financing  arrangements were $1.9 million and $1.8 million at years
ended December 31, 2002 and 2003, respectively, and $2.3 million at June 30, 2004 . Outstanding  bo rrowings require  monthly principal
and interest payments and mature at various dates through 2008. Interest rates applicable  to  the outstanding  bo rrowings at December
31, 2003 range from 9.18% to  14 .11%. The weighted average interest rates fo r bo rrowings outstanding  during  the years ended
December 31, 2001, 2002 and 2003 and the six months ended June 30, 2004  were 12.66%, 11.09%, 10.27% and 9.72%, respectively.
Borrowings are  secured by the acquired assets that have a net book value o f $2.3 million at December 31, 2003. Under all ag reements,
the Company is required to  comply with certain nonfinancial covenants.
 
Future minimum payments under operating  leases and equipment financing  arrangements at December 31, 2003 are  as fo llows (in
thousands):
 

   

Equipme nt
financ ings

arrange me nts

  

O pe rating
le ase s

Year ended December 31,         
2004   $ 845  $ 1,571
2005    677   1,580
2006    375   1,430
2007    26   1,085
2008    —     1,120
Thereafter    —     2,260

    
    1,923  $ 9,046
       
Less unamortized discount    (85)   
Less current po rtion    (845)   
      
Long-term equipment obligations   $ 993    

      
 
Rent expense to taled $1.6 million during  each o f the years ended December 31, 2001, 2002 and 2003 and $807,000 and $843,000
during  the six months ended June 30, 2003 and 2004 , respectively.
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12.    Net lo ss per share
 The calculation o f basic  and diluted lo ss per share is shown on the table  below (in thousands, except share and per share data).
 

   

Ye ar e nde d De c e mbe r 31,

  

S ix months  e nde d June  30,

 

   

2001

  

2002

  

2003

  

2003

  

2004

 
Net lo ss   $ (19,512) $ (19,453) $ (18,457) $ (9,189) $ (24 ,370)
Accretion o f preferred stock    (8,411)  (8,001)  —     —     (8,973)
       
Net lo ss applicable  to  common stockho lders   $ (27,923) $ (27,454) $ (18,457) $ (9,189) $ (33,343)
       
Weighted average common shares    1,346,468   1,476,716   1,527,775   1,524 ,476   9,134 ,012 
Weighted average common shares subject to

repurchase    (85,379)  (56,961)  (39,557)  (43,873)  (26,611)
       
Weighted average number o f shares used fo r

basic  and diluted per share amounts    1,261,089   1,419,755   1,488,218   1,480,603   9,107,401 
       
Basic  and diluted net lo ss per common share   $ (22.14 ) $ (19.34 ) $ (12.40) $ (6.21) $ (3.66)
       
 
The Company has excluded all redeemable convertible  preferred stock, redeemable convertible  preferred stock warrants, convertible
promisso ry no tes, common stock warrants and outstanding  stock options from the calculation o f diluted net lo ss per common share
because all securities are  antidilutive fo r the periods presented. The to tal number o f shares excluded from the calculations o f diluted
net lo ss per common share was 7,008,479, 8,422,596 and 9,880,023 fo r the years ended December 31, 2001, 2002 and 2003,
respectively, and 8,438,244  and 979,652 fo r the six months ended June 30, 2003 and 2004 , respectively.
 

F-26



Table of  Contents

XCYTE THERAPIES, INC.
(a development stage company)

 NOTES TO FINANCIAL STATEMENTS—(Continued)
(Information as o f June 30 , 2004 , for the six months ended June 30 , 2003 and 2004
and for the period from inception (January 5, 1996) to  June 30 , 2004  is unaudited)

 
13.    Quarterly financial data (unaudited)
 The fo llowing  table  contains selected unaudited statement o f operations info rmation fo r each o f the quarters in 2002 and 2003, and the
first two  quarters o f 2004 . The Company believes that the fo llowing  info rmation reflects all adjustments, consisting  o f only no rmal
recurring  adjustments, necessary fo r a fair presentation o f the info rmation fo r the periods presented. The operating  results fo r any
quarter are  no t necessarily indicative o f results fo r any future  period.
 

   

Q uarte r e nde d

 

   

Marc h 31

  

June  30

  

S e pte mbe r 30

  

De c e mbe r 31

 
   (in thousands , e xc e pt pe r share  data)  
2002                  

Revenue   $ —    $ —    $ —    $ —   
Net lo ss   $ (4 ,942) $(5,470) $ (4 ,286) $ (4 ,755)
Net lo ss attributable  to  common stockho lders ( 1 )   $(12,943) $(5,470) $ (4 ,286) $ (4 ,755)
Basic  and diluted net lo ss per common share ( 1 )   $ (9.93) $ (3.82) $ (2.92) $ (3.23)

2003                  
Revenue   $ 13  $ 59  $ 73  $ 25 
Net lo ss   $ (3,843) $(5,346) $ (3,975) $ (5,293)
Net lo ss attributable  to  common stockho lders   $ (3,843) $(5,346) $ (3,975) $ (5,293)
Basic  and diluted net lo ss per common share   $ (2.60) $ (3.60) $ (2.67) $ (3.53)

2004                  
Revenue   $ 12  $ 24          
Net lo ss ( 2 )   $(18,284) $(6,086)        
Net lo ss attributable  to  common stockho lders ( 3)   $(27,257) $(6,086)        
Basic  and diluted net lo ss per common share ( 2 ) ,( 3)   $ (7.98) $ (0.41)        

 

 
( 1 ) Ne t loss  attributable  to  c om m on s toc kholde rs  for the  quarte r e nde d Marc h 31, 2002 inc lude s  $8.0  m illion in  ac c re tion of pre fe rre d  s toc k.
( 2 ) Ne t loss  for the  quarte r e nde d Marc h 31, 2004 inc lude s  $12.5  m illion in  nonc ash in te re s t e xpe nse  assoc iate d  with  the  c onve rtib le  prom issory note s .
( 3) Ne t loss  attributable  to  c om m on s toc kholde rs  for the  quarte r e nde d Marc h 31, 2004 inc lude s  $9.0  m illion in  ac c re tion of pre fe rre d  s toc k.
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