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UNITED STATES SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549
FORM 10-Q

b Quarterly Report Pursuant to Section 13 or 15(d) of the Securities Exchange Act of 1934
For Quarterly Period Ended October 1, 2006

0 Transition Report Pursuant to Section 13 or 15(d) of the Securities Exchange Act of 1934
For the transition period from to
Commission File Number 000-30361
Illumina, Inc.
(Exact name of registrant as specified in its charter)

Delaware 33-0804655
(State or other Jurisdiction of (I.R.S. Employer
Incorporation or Organization) Identification No.)
9885 Towne Centre Drive, San Diego, CA 92121
(Address of Principal Executive Offices) (Zip Code)

(858) 202-4500
(Registrant s telephone number, including area code)

Indicate by check mark whether the Registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of
the Securities Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the Registrant
was required to file such reports), and (2) has been subject to such filing requirements for the past 90 days.

Yesp Noo
Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, or a non-accelerated
filer. See definition of accelerated filer and large accelerated filer in Rule 12b-2 of the Exchange Act. (Check one):

Large accelerated filer p  Accelerated filer o Non-accelerated filer o

Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange Act).

Yeso Nop
As of October 13, 2006, there were 46,507,858 shares of the Registrant s Common Stock outstanding.

Table of Contents



Edgar Filing: ILLUMINA INC - Form 10-Q

ILLUMINA, INC.
INDEX
Page
PART I. FINANCIAL INFORMATION
Item 1. Financial Statements 3
Condensed Consolidated Balance Sheets October 1. 2006 (unaudited) and January 1. 2006 3
Condensed Consolidated Statements of Operations _Three and Nine Months Ended October 1. 2006
and October 2. 2005 (unaudited) 4
Condensed Consolidated Statements of Cash Flows Nine Months Ended October 1. 2006 and
October 2. 2005 (unaudited) 5
Notes to Condensed Consolidated Financial Statements 6
Item 2. Management s Discussion and Analysis of Financial Condition and Results of Operations 17
Item 3. Quantitative and Qualitative Disclosures About Market Risk 27
Item 4. Controls and Procedures 28
PART II. OTHER INFORMATION
Item 1. Legal Proceedings 29
Item 1A. Risk Factors 30
Item 2. Unregistered Sales of Equity Securities and Use of Proceeds 35
Item 3. Defaults upon Senior Securities 35
Item 4. Submission of Matters to a Vote of Security Holders 35
Item 5. Other Information 35
Item 6. Exhibits 36
SIGNATURES 37

EXHIBIT 10.3
EXHIBIT 31.1
EXHIBIT 31.2
EXHIBIT 32.1
EXHIBIT 32.2




Edgar Filing: ILLUMINA INC - Form 10-Q

Table of Contents

PART I. FINANCIAL INFORMATION

Item 1. Financial Statements.
Illumina, Inc.

Condensed Consolidated Balance Sheets

(In thousands)

ASSETS
Current assets:
Cash and cash equivalents
Short-term investments
Accounts receivable, net
Inventory, net
Prepaid expenses and other current assets

Total current assets

Property and equipment, net
Goodwill
Intangible and other assets, net

Total assets

LIABILITIES AND STOCKHOLDERS EQUITY
Current liabilities:
Accounts payable and accrued liabilities
Current portion of long-term debt

Total current liabilities

Long-term debt, less current portion
Deferred gain on sale of land and building
Other long-term liabilities

Commitments and contingencies
Stockholders equity

Total liabilities and stockholders equity

(1) The Condensed
Consolidated
Balance Sheet at
January 1, 2006

Table of Contents

October 1,
2006
(unaudited)

$ 44,166
125,776

29,045

19,397

2,519

220,903

25,388

2,125
8,061

$ 256,477

$ 33,362
94

33,456

2,562

9,385

211,074

$ 256,477

January 1, 2006
1)

$ 50,822
17,620

10,309

959

79,710

16,131

2,125
2,644

$ 100,610

$ 21,600
118

21,718

54

2,843

3,498

72,497

$ 100,610
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has been
derived from the
audited financial
statements as of
that date.

See accompanying notes to the condensed consolidated financial statements.
3
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Revenue:

Product revenue

Service and other revenue
Research revenue

Total revenue

Costs and expenses:

Cost of product revenue (including non-cash
stock compensation expense of $360, $0, $858
and $0, respectively)

Cost of service and other revenue (including
non-cash stock compensation expense of $57,
$0, $159 and $0, respectively)

Research and development (including non-cash
stock compensation expense of $955, $16,
$2,790 and $48, respectively)

Selling, general and administrative (including
non-cash stock compensation expense of
$2,383, $101, $6,405 and $167, respectively)
Acquired in-process research and development

Total costs and expenses

Income (loss) from operations

Interest and other income, net

Income (loss) before income taxes

Provision for income taxes

Illumina, Inc.
Condensed Consolidated Statements of Operations

(Unaudited)
(In thousands, except per share amounts)
Three Months Ended
October October 2,
1, 2006 2005
$46,918 16,285
6,441 2,724
113 507
53,472 19,516
14,523 5,845
1,833 754
7,744 7,078
14,118 7,377
38,218 21,054
15,254 (1,538)
1,996 171
17,250 (1,367)
1,088 59
$16,162 (1,426)

Net income (loss)

Table of Contents

Nine Months Ended
October October 2,
1, 2006 2005
$106,582 $ 41,085
16,503 8,198
1,066 1,205
124,151 50,488
34,111 13,815
5,114 2,117
24,547 20,289
39,143 19,930
15,800
102,915 71,951
21,236 (21,463)
3,420 424
24,656 (21,039)
1,830 161
$ 22,826 $ (21,200)
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Net income (loss) per basic share $ 035 $

Net income (loss) per diluted share $ 0.32 $

Shares used in calculating basic net income
(loss) per share 46,293

Shares used in calculating diluted net income
(loss) per share 50,579

See accompanying notes to the condensed consolidated financial statements.

4

(0.03)

(0.03)

40,910

40,910

0.52

0.48

43,766

48,004

$

$

(0.53)

(0.53)

39,806

39,806
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Illumina, Inc.

Condensed Consolidated Statements of Cash Flows

Operating activities:
Net income (loss)

Adjustments to reconcile net income (loss) to net cash provided by (used in)

operating activities:

Acquired in-process research and development
Depreciation and amortization

Loss on disposal of property and equipment
Amortization of premium on investments
Stock-based compensation expense
Amortization of gain on sale of land and building
Changes in operating assets and liabilities:
Accounts receivable

Inventory

Prepaid expenses and other current assets
Other assets

Accounts payable and accrued liabilities
Accrued litigation judgment

Other long-term liabilities

Net cash provided by (used in) operating activities

Investing activities:

Cash paid for acquisition, net of cash acquired
Investment in secured convertible debentures
Purchases of available-for-sale securities

Sales and maturities of available-for-sale securities
Purchases of property and equipment

Cash paid for intangible assets

Net cash provided by (used in) investing activities

Financing activities:
Payments on long-term debt
Proceeds from issuance of common stock

Net cash provided by financing activities

Table of Contents

(Unaudited)

(In thousands)

Nine Months Ended
October October 2,
1, 2006 2005
$ 22,826 (21,200)
15,800
4,218 2,629
31 74
(14)
10,212 215
(281) (281)
(11,049) (6,957)
(8,978) (3,355)
(1,566) (131)
(2,287) 4)
11,265 5,254
(5,957)
5,828 2,839
30,219 (11,088)
(2,388)
(3,036)
(188,238)
62,400 12,248
(13,477) (8,866)
(15)
(142,366) 994
(78) (54)
105,586 5,052
105,508 4,998
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Effect of foreign currency translation on cash and cash equivalents a7 479
Net decrease in cash and cash equivalents (6,656) 4,617)
Cash and cash equivalents at beginning of period 50,822 54,789
Cash and cash equivalents at end of period $ 44,166 $ 50,172
See accompanying notes to the condensed consolidated financial statements.
5
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Illumina, Inc.
Notes to Condensed Consolidated Financial Statements
(Unaudited)
1. Summary of Significant Accounting Principles
Basis of Presentation

The accompanying unaudited condensed consolidated financial statements have been prepared in accordance with
U.S. generally accepted accounting principles for interim financial information and the instructions to Form 10-Q and
Article 10 of Regulation S-X. Accordingly, they do not include all of the information and footnotes required by U.S.
generally accepted accounting principles for complete financial statements. The unaudited condensed consolidated
financial statements include the accounts of the Company and its wholly-owned subsidiaries. All intercompany
transactions and balances have been eliminated in consolidation. In management s opinion, the accompanying financial
statements reflect all adjustments, consisting of normal recurring accruals, considered necessary for a fair presentation
of the results for the interim periods presented.

Interim financial results are not necessarily indicative of results anticipated for the full year. These unaudited
financial statements should be read in conjunction with the Company s 2005 audited financial statements and footnotes
included in the Company s Annual Report on Form 10-K for the year ended January 1, 2006, as filed with the
Securities and Exchange Commission (SEC) on March 6, 2006.

The preparation of financial statements requires that management make estimates and assumptions that affect the
reported amounts of assets, liabilities, revenue and expenses, and related disclosure of contingent assets and liabilities.
Actual results could differ from those estimates.

Fiscal Year

The Company s fiscal year consists of 52 or 53 weeks ending the Sunday closest to December 31, with quarters of
13 or 14 weeks ending the Sunday closest to March 31, June 30, and September 30. The three and nine months ended
October 1, 2006 and October 2, 2005 were both 13 and 39 weeks, respectively.

Reclassifications

Certain prior period amounts have been reclassified to conform to the current period presentation.
Revenue Recognition

The Company s revenue is generated primarily from the sale of products and services. Product revenue consists of
sales of arrays, reagents, instrumentation and oligos, as well as freight revenue. Service and other revenue consists of
revenue received for performing genotyping services, extended warranty sales and revenue earned from milestone
payments.

The Company recognizes revenue in accordance with the guidelines established by SEC Staff Accounting Bulletin
(SAB) No. 104. Under SAB No. 104, revenue cannot be recorded until all of the following criteria have been met:
persuasive evidence of an arrangement exists; delivery has occurred or services have been rendered; the seller s price
to the buyer is fixed or determinable; and collectibility is reasonably assured. All revenue is recorded net of any
applicable allowances for returns or discounts.

Revenue for product sales is recognized generally upon shipment and transfer of title to the customer, provided no
significant obligations remain and collection of the receivables is reasonably assured. Revenue from the sale of
instrumentation is recognized when earned, which is generally upon shipment. However, in the case of BeadLabs,
revenue is recognized upon the completion of installation, training and customer acceptance. Revenue for genotyping
services is recognized when earned, which is generally at the time the genotyping analysis data is delivered to the
customer or as specific milestones are achieved.

6
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In order to assess whether the price is fixed and determinable, the Company ensures there are no refund rights. If
payment terms are based on future performance or a right of return exists, the Company defers revenue recognition
until the price becomes fixed and determinable. The Company assesses collectibility based on a number of factors,
including past transaction history with the customer and the creditworthiness of the customer. If the Company
determines that collection of a payment is not reasonably assured, revenue recognition is deferred until the time
collection becomes reasonably assured, which is generally upon receipt of payment. Changes in judgments and
estimates regarding application of SAB No. 104 might result in a change in the timing or amount of revenue
recognized.

Sales of instrumentation generally include a standard one-year warranty. The Company also sells separately priced
maintenance (extended warranty) contracts, which are generally for one or two years, upon the expiration of the initial
warranty. Revenue for extended warranty sales is recognized ratably over the term of the extended warranty period.
Reserves are provided for estimated product warranty expenses at the time the associated revenue is recognized. If the
Company were to experience an increase in warranty claims or if costs of servicing its products under warranty were
greater than its estimates, gross margins could be adversely affected.

While the majority of its sales agreements contain standard terms and conditions, the Company does enter into
agreements that contain multiple elements or non-standard terms and conditions. Emerging Issues Task Force
(EITF) No. 00-21, Revenue Arrangements with Multiple Deliverables, provides guidance on accounting for
arrangements that involve the delivery or performance of multiple products, services, or rights to use assets within
contractually binding arrangements. Significant contract interpretation is sometimes required to determine the
appropriate accounting, including whether the deliverables specified in a multiple element arrangement should be
treated as separate units of accounting for revenue recognition purposes, and if so, how the price should be allocated
among the deliverable elements, when to recognize revenue for each element, and the period over which revenue
should be recognized. The Company recognizes revenue for delivered elements only when it determines that the fair
values of undelivered elements are known and there are no uncertainties regarding customer acceptance.

Some of the Company s agreements contain multiple elements that include milestone payments. Revenue from a
milestone achievement is recognized when earned, as evidenced by acknowledgement from the Company s
collaborator, provided that (i) the milestone event is substantive and its achievability was not reasonably assured at the
inception of the agreement, (ii) the milestone represents the culmination of an earnings process, (iii) the milestone
payment is non-refundable and (iv) the performance obligations for both the Company and its collaborators after the
milestone achievement will continue at a level comparable to the level before the milestone achievement. If all of
these criteria are not met, the milestone achievement is recognized over the remaining minimum period of the
Company s performance obligations under the agreement. The Company defers non-refundable upfront fees received
under its collaborations and recognizes them over the period the related services are provided or over the estimated
collaboration term using various factors specific to the collaboration. Advance payments received in excess of
amounts earned are classified as deferred revenue until earned.

Research revenue consists of amounts earned under research agreements with government grants, which is
recognized in the period during which the related costs are incurred.

Cash and Cash Equivalents

Cash and cash equivalents are comprised of short-term, highly liquid investments primarily consisting of money
market-type funds and commercial paper.
Investments

The Company applies Statement of Financial Accounting Standards (SFAS) No. 115, Accounting for Certain
Investments in Debt and Equity Securities, to its investments. Under SFAS No. 115, the Company classifies its
investments as available-for-sale and records such assets at estimated fair value in the balance sheet, with unrealized
gains and losses, if any, reported in stockholders equity. The Company invests excess cash balances in marketable
debt securities, including auction rate certificates, commercial paper and corporate bonds and notes, with strong credit
ratings or short maturity mutual funds providing similar financial returns. The Company limits the amount of
investment exposure as to institutions, maturity and investment type.

7
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Stock-Based Compensation

On January 2, 2006, the Company adopted SFAS No. 123 (revised 2004), Share-Based Payment, which addresses
the accounting for stock-based payment transactions in which an enterprise receives employee services in exchange
for (a) equity instruments of the enterprise or (b) liabilities that are based on the fair value of the enterprise s equity
instruments or that may be settled by the issuance of such equity instruments. In January 2005, the SEC issued SAB
No. 107, which provides supplemental implementation guidance for SFAS No. 123R. SFAS No. 123R eliminates the
ability to account for stock-based compensation transactions using the intrinsic value method under Accounting
Principles Board (APB) Opinion No. 25, Accounting for Stock Issued to Employees, and instead generally requires
that such transactions be accounted for using a fair-value-based method. The Company uses the
Black-Scholes-Merton option-pricing model to determine the fair-value of stock-based awards under SFAS No. 123R,
consistent with that used for pro forma disclosures under SFAS No. 123, Accounting for Stock-Based Compensation,
in prior periods. The Company has elected to use the modified prospective transition method as permitted by SFAS
No. 123R and, accordingly, prior periods have not been restated to reflect the impact of SFAS No. 123R. The
modified prospective transition method requires that stock-based compensation expense be recorded for all new and
unvested stock options, restricted stock and employee stock purchase plan (ESPP) shares that are ultimately expected
to vest as the requisite service is rendered. Stock-based compensation expense for awards granted prior to January 2,
2006 is based on the grant date fair-value as determined under APB No. 25. For the three and nine months ended
October 1, 2006, the Company has recorded an incremental $3.8 million and $10.2 million, respectively, of
stock-based compensation expense as a result of the adoption of SFAS No. 123R. Net income per diluted share was
reduced by $0.07 and $0.21, respectively, for the three and nine months ended October 1, 2006 as a result of the
adoption of SFAS No. 123R. Stock-based compensation expense capitalized as part of inventory as of October 1,
2006 was approximately $0.1 million. As of October 1, 2006, approximately $46.7 million of total unrecognized
compensation cost related to stock options, restricted stock and ESPP shares are expected to be recognized over a
weighted-average period of approximately two years.

Prior to the adoption of SFAS No. 123R, the Company measured compensation expense for its employee
stock-based compensation plans using the intrinsic value method prescribed by APB Opinion No. 25. The Company
applied the disclosure provisions of SFAS No. 123, as amended by SFAS No. 148, Accounting for Stock-Based
Compensation Transition and Disclosure, as if the fair-value-based method had been applied in measuring
stock-based compensation expense. Under APB Opinion No. 25, when the exercise price of the Company s employee
stock options was not less than the market price of the underlying stock on the date of the grant, no compensation
expense was recognized.

The following table illustrates the effect on net loss and basic and diluted net loss per share as if the Company had
applied the fair value recognition provisions of SFAS No. 123 to stock-based compensation during the specified
reporting periods (in thousands, except per share amounts):

Three Months Nine Months
Ended Ended
October 2, 2005 October 2, 2005

Net loss as reported $ (1,426) $ (21,200)
Add: Stock-based compensation expense recorded 117 215
Less: Assumed stock-based compensation expense (2,202) (6,343)
Pro forma net loss $ 3,511) $ (27,328)
Basic and diluted net loss per share:

As reported $ (0.03) $ (0.53)

Table of Contents 13
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SFAS No. 123R requires the use of a valuation model to calculate the fair-value of stock-based awards. The
Company has elected to use the Black-Scholes-Merton option-pricing model, which incorporates various assumptions
including volatility, expected life, and interest rates. The expected volatility is based on the historical volatility of the
Company s common stock over the most recent period generally commensurate with the estimated expected life of the
Company s stock options, adjusted for the impact of unusual fluctuations not reasonably expected to recur and other
relevant factors. The expected life of an award is based on historical experience and on the terms and conditions of the
stock awards granted to employees.

8
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The assumptions used for the specified reporting periods and the resulting estimates of weighted-average fair value
per share of options granted and for stock purchases under the ESPP during those periods are as follows:

Three Months Ended Nine Months Ended
October 1, October 2, October 1, October 2,
2006 2005 2006 2005

Interest rate  stock options 483 5.05% 4.03% 436 5.05% 3.89%
Interest rate  stock purchases 4.08 4.85% 325 4.08% 4.08 4.85% 325 4.08%
Volatility stock options 75% 88% 76% 90%
Volatility stock purchases 76 90% 90 103% 76 90% 90 103%
Expected life  stock options 6 years 5 years 6 years 5 years

6 12 6 12
Expected life  stock purchases Months 6 24 months months 6 24 months
Expected dividend yield 0% 0% 0% 0%
Weighted average fair value per
share of options granted $ 24.40 $ 8.76 $ 18.35 $ 6.80
Weighted average fair value per
share of employee stock purchases $ 5.27 $ 1.92 $ 4.76 $ 1.81

Net Income (Loss) per Share

Basic and diluted net income (loss) per share is presented in conformity with SFAS No. 128, Earnings per Share,
for all periods presented. In accordance with SFAS No. 128, basic net income (loss) per share is computed using the
weighted-average number of shares of common stock outstanding during the period, less shares subject to repurchase.
Diluted net income (loss) per share is typically computed using the weighted average number of common and dilutive
common equivalent shares from stock options using the treasury stock method. The following table presents the
calculation of weighted-average shares used to calculate basic and diluted net income (loss) per share (in thousands):

Three Months Ended Nine Months Ended
October October 2, October October 2,
1, 2006 2005 1, 2006 2005
Weighted-average shares outstanding 46,331 40,954 43,804 39,859
Less: Weighted-average shares of common stock
subject to repurchase (38) (44) (38) (53)
Weighted-average shares used in calculating basic
net income (loss) per share 46,293 40,910 43,766 39,806
Plus: Effect of dilutive potential common shares 4,286 4,238
Weighted-average shares used in calculating
diluted net income (loss) per share 50,579 40,910 48,004 39,806

The total number of shares excluded from the calculation of diluted net loss per share, prior to application of the
treasury stock method, was 7,000,840 for the three and nine months ended October 2, 2005.

Comprehensive Income (Loss)

Comprehensive income (loss) is comprised of net income (loss) and other comprehensive income (loss). Other
comprehensive income (loss) includes unrealized gains and losses on the Company s available-for-sale securities,
changes in the fair value of derivatives designated as effective cash flow hedges, and foreign currency translation
adjustments.

The components of other comprehensive income (loss) are as follows (in thousands):
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Net income (loss)

Foreign currency translation adjustments
Unrealized gain on forward contracts
Unrealized gain (loss) on investments
Unrealized loss on cash flow hedges

Total other comprehensive income (loss)

Three Months Ended
October October 2,
1, 2006 2005
$16,162 $ (1,426)
30 4
3
(49)
$ 16,143 $ (1,419)
9

Nine Months Ended
October October 2,
1, 2006 2005
$22,826 $ (21,200)
190 53
62
32 29
(10)

$23,038 $ (21,056)
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Recent Accounting Pronouncements

In July 2006, the Financial Accounting Standards Board (FASB) issued FASB Interpretation (FIN) No. 48,
Accounting for Uncertainty in Income Taxes an interpretation of FASB Statement No. 109, which clarifies the
accounting for uncertainty in tax positions. FIN No. 48 requires that the Company recognize the impact of a tax
position in its financial statements if that position is more likely than not of being sustained on audit, based on the
technical merits of the position. The provisions of FIN No. 48 are effective as of the beginning of the Company s 2007
fiscal year, with the cumulative effect of the change in accounting principle recorded as an adjustment to opening
retained earnings. The Company does not expect the adoption of FIN No. 48 to have a material impact on its
consolidated results of operations and financial position, and the Company is continuing to evaluate the impact, if any,
the adoption of FIN No. 48 will have on its disclosure requirements.

In September 2006, the SEC issued SAB No. 108, Considering the Effects of Prior Year Misstatements when
Quantifying Misstatements in Current Year Financial Statements, which provides interpretive guidance on the
consideration of the effects of prior year misstatements in quantifying current year misstatements for the purpose of a
materiality assessment. SAB No. 108 is effective for fiscal years ending after November 15, 2006. The Company does
not expect the adoption of SAB No. 108 to have a material impact on its consolidated results of operations and
financial position.

In September 2006, the FASB issued SFAS No. 157, Fair Value Measurements. SFAS No. 157 defines fair value,
establishes a framework for measuring fair value in generally accepted accounting principles and expands disclosures
about fair value measurements. This Statement applies only to fair value measurements that are already required or
permitted by other accounting standards. Accordingly, this Statement does not require any new fair value
measurements. SFAS No. 157 is effective for fiscal years beginning after December 15, 2007. The Company is
currently evaluating the impact, if any, the adoption of SFAS No. 157 will have on its consolidated results of
operations and financial position.

2. Acquisition of CyVera Corporation

On April 8, 2005, the Company completed its acquisition of 100% of the voting equity interests of CyVera
Corporation (CyVera). Pursuant to an Agreement and Plan of Merger, dated as of February 22, 2005 (the Merger
Agreement), by and among [llumina, Semaphore Acquisition Sub, Inc., a Delaware corporation and wholly-owned
subsidiary of Illumina (Merger Sub), and CyVera, Merger Sub merged with and into CyVera, with CyVera surviving
as a wholly-owned subsidiary of Illumina. The results of CyVera s operations have been included in the Company s
consolidated financial statements since the acquisition date of April 8, 2005.

CyVera was created in October 2003 to commercialize its technology and optical instrumentation/reader concepts.
The Company believes that the CyVera technology, branded VeraCode , is highly complementary to the Company s
own portfolio of products and services and will enhance the Company s capabilities to service its existing customers as
well as accelerate the development of additional technologies, products and services. The Company believes that
integrating CyVera s capabilities with the Company s technologies will better position the Company to address the
emerging biomarker research and development and in-vitro and molecular diagnostic markets. The Company plans to
launch its first products resulting from this acquisition over the next few quarters.

Pursuant to the Merger Agreement, the Company issued 1.6 million shares (the Shares) of common stock, paid
$2.3 million in cash and assumed the net liabilities of CyVera. In addition, the Company assumed the outstanding
stock options of CyVera. Approximately 250,000 of the Shares were deposited into an escrow account with a bank to
satisfy any claims for indemnification made by the Company or CyVera pursuant to the Merger Agreement. No
claims for indemnification were made and the escrow agent released the shares from escrow during the second quarter
of 2006.

The results of CyVera s operations have been included in the accompanying unaudited condensed consolidated
financial statements from the date of the acquisition. The total cost of the acquisition is as follows (in thousands):

Fair market value of securities issued, net $14,433
Cash paid 2,291
Transaction costs 681
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Fair market value of options assumed 394

Total purchase price $17,799
10
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The fair value of the Shares was determined based on the average closing price of the Company s common stock for
five trading days preceding, and following, February 22, 2005 (the date the transaction was announced). The
Company believes that this time period gives proper consideration to matters such as price fluctuations and quantities
traded and represents a reasonable period before and after the date on which the terms of the acquisition were agreed.
Based on these closing prices, the Company estimated the fair value of its common stock to be $9.167 per share,
which equates to a total fair value of $14.4 million.

The final purchase price allocation is shown below (in thousands):

Cash $ 4
Prepaid expenses 12
Fixed assets 349
Deferred compensation 196
Accounts payable and accrued liabilities (432)
Debt assumed (255)
Net book value of net liabilities acquired (126)
In-process research and development 15,800
Goodwill 2,125
Net assets acquired $17,799

In accordance with SFAS No. 142, Goodwill and Other Intangible Assets, the goodwill is not amortized, but will
be subject to a periodic assessment for impairment by applying a fair-value-based test. None of this goodwill is
expected to be deductible for tax purposes. The Company performs its annual test for impairment of goodwill in May
of each year. The Company is required to perform a periodic assessment between annual tests in certain
circumstances. The Company has performed its annual test of goodwill and has determined there was no impairment
of goodwill as of October 1, 2006.

The Company allocated $15.8 million of the purchase price to in-process research and development projects.
In-process research and development (IPR&D) represents the estimated fair value of acquired, to-be-completed
research projects. At the acquisition date, CyVera s ongoing research and development initiatives were primarily
involved with the development of its VeraCode technology and optical instrumentation/reader concepts. These two
projects were approximately 50% and 25%, respectively, complete at the date of acquisition.

The value assigned to purchased [IPR&D was determined by estimating the costs to develop the acquired
technology into commercially viable products, estimating the resulting net cash flows from the projects, and
discounting the net cash flows to their present value. The revenue projections used to value the IPR&D were, in some
cases, reduced based on the probability of developing a new technology, and considered the relevant market sizes and
growth factors, expected trends in technology, and the nature and expected timing of new product introductions by the
Company and its competi