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This annual report contains, in addition

to historical information, forward-looking
statements which involve risks and uncer-
tainties. Our actual results may differ signifi-
cantly from the results discussed herein.
Factors that might cause such differences
may include but are not limited to those
discussed in the section “Management'’s
Discussion and Analysis of Financial
Condition and Results of Operations,” as
well as those discussed elsewhere in this
annual report and in the “Risk Factors”
section of our Annual Report on Form
10-K and in our other filings made with
the Securities and Exchange Commission.
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Fulfilling Our Vision

PDL’s vision is to become an integrated pharmaceutical company.

We create, develop, manufacture and intend to market our
proprietary humanized antibody preducts.

PDL —

Humanizing Science”™
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PDL's SMART technology has created humanized antibodies for: Ajinomoto (1), Fujisawa (1), InterMune (1), Lilly (4), Mochida (1), Novartis (1),
PDL has granted patent licenses/options to: Biegen (1), Celltech (3), Chugai (4), Elan (1), Genentech (6), GlaxoSmithKline (4), IDEC (2), Medarex (2),
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Expanding Our
Proven Technology

PDUs humanization technolegy is the dominant therapeutic
antiloody technology. [t’s the technology that created most
of the S0 humeanized antibedies in clinical trials and four
marketec products. And it’s the technology behing PDL’s
seven proprietary products in clinical development.

PDL's focus, as it has been throughout our 15-year history, is on humanized antibodies.
Our proprietary SMART® humanization technology creates innovative antibody products

for ourselves and for corporate partners.

PDL is a leader in the creation and development of humanized anti-
bodies to treat various disease conditions. No other antibody technology
has more potential products in clinical trials or has resulted in a greater number of
marketed therapeutic products. Humanized antibodies behave like normal human
immunoglobulins: they have half-lives of up to 20 days, essentially the same as your own

antibodies, and they have low immunogenicity, meaning that patients infrequently

make antibodies against them.




Proegenics (1), Roche (1), Teijin (1), Toagosei (1), Wyeth (3), Yamanouchi (1)
MedIimmune (2), Merck KGaA (1), Millennium (3), MRC-CC, NeoRx (1), Sankyo (1), Tanox (4), Wyeth (2)
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Four humanized antibodies currently generate royalty revenues for PDL.
They are Synagis® from Medimmune, Herceptin® from Genentech, Zenapax® marketed
by PDL partner Roche, and Mylotarg® from Wyeth. These humanized antibodies are
licensed under our patents. We have granted additional licenses or rights under these
patents to numerous pharmaceutical and biotechnology companies. The 50 humanized
antibodies in clinical trials, and many more in preclinical development, provide opportunity

for additional licenses and royalty revenues into the future.

We are using our technology to create a broad and deep portfolio of
proprietary products. Each of the antibodies in PDL's pipeline uses humanization
technology. Once viewed primarily as a platform technology company, PDL is today a

drug development company that is moving closer to marketing its proprietary products.




Proprietary PDL product candidates are advancing in clinical trials. Our goal is to bring one to two new antibodies into the clinic each year.
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Cne of PDL’s primary goals is to generate future revenues from sales of its

proprietary humanized antibody drugs.

PDL has eight antibodies in various stages of development, including
several in multiple indications. The focus of our product development pro-
grams is in oncology, autoimmune and inflammatory conditions, and asthma.

The portfolio includes a marketed product, Zenapax, marketed by
PDL partner Roche in kidney transplantation. But the future of Zenapax
may be in asthma and autoimmune diseases. Zenapax is being evaluated in a
Phase 1l trial in chronic asthmatics whose disease is not well controlled. Clinical
trials also are underway with Zenapax in autoimmune indications including type |
diabetes, multiple sclerosis and uveitis, a sight-threatening disease of the eye.
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SMART Anti-Camma Interferon Antibody already has shown promise
in Crohn's disease. Phase I/Il results reported in 2001 have shown the antibody

to be well tolerated and active in patients with Crohn’s disease.

PDL's products in cncology include Zamyl,” which has completed a
Phase lii clinical trial in acute myeloid leukemia. Remitogen™ is being eval-
uated in non-Hodgkin’s lymphoma and chronic lymphocytic leukemia, and Nuvion®
began Phase Il testing early in 2002 in steroid-refractory graft-versus-host disease.

Additional products are in Phase Il studies. A humanized anti-IL-4 antibody,
licensed from SmithKline Beecham (now GlaxoSmithKline), is in a Phase Il clinical

trial in asthma. European partner Scil Biomedicals is evaluating the SMART Anti-L-

Selectin Antibody in a Phase lla trial in acute trauma.




PDL is developing commercial-scale production capacity to support its goal of commercializing proprietary humanized antibodies.
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Procuction Capab"ﬂ ty

The ability and capacity to manufacture antibodies are critical at a time when the
industry faces manufacturing constraints.

Manufacturing is a PDL core expertise. We have made the successful
development of manufacturing capability a major focus at PDL for many years.
For nearly a decade we've produced clinical trial materials at our manufacturing
center at Plymouth, Minnesota, near Minneapolis. There we have a 74,000-
square-foot facility equipped with a 750-liter capacity fermenter. We use a fed
batch technique based on a myeloma cell line. Materials produced at Plymouth

include Zamyl, Remitogen, Nuvion, and the SMART Anti-Gamma Interferon
and SMART Anti-IL-12 antibodies.
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The Plymouth facility is undergoing rencvation as a first step toward
commercial manufacture. We expect to complete the renovations in the second
half of 2002. Commercial capability will allow us to support the manufacturing

portion of potential product submissions to regulatory agencies.

As products advance toward commercialization, we are taking major
steps to assure adeqguate capacity for the future. Beyond the renovation of
the existing plant, we have purchased a 29-acre site outside of Minneapolis that
will be the location of a second commercial-scale manufacturing facility. We expect
to begin construction of this large-scale commercial facility in 2002. While final
engineering is not yet complete, we currently are planning a facility with a flexible

design that will allow production at varying scales.




PDL continues to evolve toward a fully integrated pharmaceutical company with advances in research, in the clinic and in manufacturing.

Working to Bring Cur
First Product to Market

PDL is positioned to fulfill our vision within the next
several years, as we market products that meet important
medical needs.

The number of antibodies in our pipeline, combined with the broad range of poten-
tial indications we are pursuing, gives us many opportunities to be successful.

PDL has retained rights to its products in key markets. We have mar-
keting or co-promotion rights to all of our products in the United States, with
the exception of Zenapax in transplantation. And for most of our products, we
retain worldwide rights.

Our current plan is to build our own sales force in cncology. If PDL
receives regulatory clearance to market products such as Zamyl in acute myeloid
leukemia, Remitogen in non-Hodgkin’s lymphoma and/or chronic lymphocytic
leukemia, and Nuvion in graft-versus-host disease, our current plan is to market
products in the United States and Canada. In markets outside the United States
and Canada, we may seek marketing partners that offer global distribution
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networks, marketing strength and a worldwide sales force. Our strategy is to seek
partners after having built significant value into our products.

Our marketing efforts are aimed at increasing awareness of our product
pipeline in the medical community and with patient advocacy groups.
PDL's presence at major medical conferences, symposia and other forums has gener-
ated a growing interest in PDL’s product candidates. By establishing greater visibility
for PDL through information booths and other communications tools, we are begin-

ning to prepare a path towards commercialization of our products.

PDL is focused on continued progress in 2002. Today we are three quarters
of the way to fulfilling our vision. We create, develop and manufacture humanized
antibodies, and are developing the capabilities that will allow us to market our pro-
prietary antibody drugs. As we evolve toward fulfillment of the PDL vision, we remain

motivated by the prospect of delivering needed therapeutics to patients.
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Dear Fellow Stockholders,

In 2001 and early 2002, Protein Design Labs has made significant strides as we work to develop —

and ultimately commercialize — humanized antibody drugs that address significant medical

needs. Among the highlights, we:

° Reported safety and efficacy data on four products in development. Following those mile-
stones, we are completing the analysis of the Phase Il} results for Zamyl and have advanced
the SMART Anti-Gamma Interferon Antibody to Phase Il in Crohn’s disease. We have chosen
not to pursue further development of Zenapax as maintenance therapy in psoriasis following
treatment with other therapeutic agents, but are exploring its use in a number of additional
indications. And we continue to develop Remitogen, having revised the dosing regimen in

our Phase [l trial for non-Hodgkin’s lymphoma.

* Started two Phase Il trials in asthma — one with Zenapax and one with our humanized

anti-IL-4 antibody.

* Took major steps to prepare for manufacturing on a commercial scale, and

Strengthened our research effort with a collaboration that is generating new cancer targets.

A Broad Product Pipeline

Much of our energy and resources continues to be directed toward the development of our
pipeline of humanized antibodies. In our 15-year history, we already have made one transition —
from a company with a technology platform to a company whose principal focus is on drug
development. Now we are preparing for a second major transition, to a company that directly
markets proprietary products.

Our most advanced product, Zamyl, completed Phase il testing in patients who have failed
other treatments for acute myeloid leukemia, the most prevalent form of leukemia in adults. We
reported the results in late 2001, and while the drug did not meet the primary endpoint in the
trial, initial analysis of preliminary data may show activity in this disease. As this report went to
press, we were completing our analysis of the Zamyl Phase il results. If the complete analysis
confirms the preliminary data, we would discuss Zamy! with regulatory authorities in the United
States and Europe. If approved by regulatory authorities, Zamyl could become PDLs first directly
marketed product.

We also are encouraged by the progress of our SMART Anti-Gamma Interferon Antibody.
In the fourth quarter of 2001, PDL reported positive preliminary data from the first stage of a
Phase I/Il trial of this antibody in patients with moderate-to-severe Crohn’s disease, a form of
inflammatory bowel disease. The antibody was well tolerated and a reduction in the disease
activity in many patients was seen. In May 2002, we announced the start of a Phase |l clinical
trial of SMART Anti-Gamma Interferon Antibody in Crohn’s disease.




Another event was the report in March 2002 of preliminary results in the Phase Il trial of Zenapax,
or daclizumab, for maintenance of remission in psoriasis following treatment with cyclosporine.
The results indicated that daclizumab was well-tolerated but did not prolong the time to recurrence
of psoriasis, the primary endpoint of the trial. Based on these data, we are not continuing devel-
opment of daclizumab as a maintenance agent in psoriasis following treatment with other therapeutic
agents. PDL does plan to explore the use of daclizumab in other indications, and currently there
are trials underway in asthma, multiple sclerosis, type | diabetes and uveitis, a sight-threatening
disease of the eye. Based on its history as a marketed product in kidney transplantation and its
very strong safety profile, we continue to believe that Zenapax can become a useful therapeutic
in autoimmune diseases.

PDL is continuing to develop Remitogen in non-Hodgkin’s lymphoma and is going forward
with trials in chronic lymphocytic leukemia. We have revised the dosing regimen in our Phase li
trial in non-Hodgkin's lymphoma to deliver more drug early in the course of treatment. The
exploration of dose and indication we are performing with Remitogen is appropriate and expected
for its stage of development.

Additional clinical progress in the PDL pipeline has included the start in early 2002 of Phase il
clinical testing of Nuvion for the treatment of steroid-refractory graft-versus-host disease (GvHD).
This disease is a usually fatal complication of hematopoietic cell transplantation, often referred to
as bone marrow transplantation. In a previously reported Phase | trial in GvHD, Nuvion achieved
a partial and complete response rate of 100 percent. In the group of 12 patients receiving a single
dose in that trial, seven patients had a complete response, and all seven are alive with a median

survival of more than one year.

Research and Clinical Progress Expected in 2002

This year we expect to increase both the number of trials and indications in which our proprietary
products are being evaluated. We believe ours is among the largest clinical pipelines of humanized
antibodies in the biotech and pharmaceutical industries. While clinical development is inherently
unpredictable, we believe the number of antibodies in our pipeline combined with the range of
potential indications increases the likelihood of success.

In terms of expanding the portfolio, our goal is to bring one to two new product candidates
into the clinic each year. Toward that end, in May 2001 we announced a collaboration with
Exelixis for the discovery of new antibody cancer targets. We are pleased with the progress of
that collaboration and already have received a number of interesting targets. Our research will
continue to focus on new antibody targets in the areas of cancer, autoimmune diseases and

inflammatory conditions.
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Expanding our Production Capability

Among the most important steps taken in 2001 that will shape our future were preparations
to produce humanized antibodies on a commercial scale at our Plymouth, Minnesota facilities.
The first step now in progress, renovation of the existing manufacturing facilities, will be followed
by construction of a larger, commercial-scale manufacturing plant on a 29-acre site at Brooklyn
Park, near Minneapolis. Construction of that facility should begin later this year. Expansion of our
manufacturing capacity at a time of limited production capacity within the industry is a vital

element of our long-term commercialization strategy.

New Leadership for Continued Growth
PDL in early May 2002 announced that Dr. Laurence Jay Korn, a co-founder of PDL and its Chief
Executive Officer since 1987, would relinquish his responsibilities as Chief Executive Officer. He
continues to serve as Chairman of the Board.

PDL, its employees, and its stockholders owe Dr. Korn our sincere appreciation. Under his
leadership, PDL has become a leading biotech company that has created and developed the
dominant technology for the creation of therapeutic antibodies. He took the company public

and led financing activities that have given PDL the resources to move forward. Now we are

seeking new leadership to assist us in making our next transition, to a commercial company

that develops and markets products.
Deugles ©.

Until such time as a new CEQ can be chosen, the Board has asked me to serve PDL as Chief
Chfiet Execuiive Offficer (Acting)

Executive Officer on an interim basis. | look forward to helping PDL manage this important transi-

tion and appreciate the Board’s confidence as we work to further build our management team.
I also want to express my appreciation to you, our stockholders, for your continued support, and
to the people of Protein Design Labs who worked diligently to make 2001 a year of progress.

Their dedication is among our most important strengths.

Sincerely yours,

Aot o %4

May 8, 2002
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Consolidated Financial Statements

Selected Financial Data

(In thousands, except per share data)

Years ended December 31, 2001 2000 1999 1998 1997

Consolidated Statements of Operations Data

Revenues
Revenue under agreements with
third parties $44,375 $39,907 $ 26,811 $21,325 $ 11,137
Interest and other income 35,160 23,149 8,943 9,503 9,118
Total revenues 79,535 63,056 35,754 30,828 20,255
Costs and Expenses
Research and development 52,173 42,334 36,090 31,645 25,614
General and administrative 15,726 12,110 9,842 8,685 6,629
Special charge? — — — — 11,887
Interest expense 8,989 7,965 155 — —
Total costs and expenses 76,888 62,409 46,087 40,330 44,130
Net income (loss) $ 2,647 $ 647 $(10,333) $(9,502) $(23,875)
Net Income (Lass) Per Share?
Basic $ 0.03 $ 0.01 3 (0.14) $ (0.13) $ (0.34)
Diluted $ 0.03 3 0.01 $ (0.14) $ (0.13) $ (0.34)

Shares Used in Computation of
Net Income (Loss) Per Share

Basic 87,624 80,904 74,792 74,100 70,596
Diluted 92,889 88,562 74,792 74,100 70,596
December 31, 2001 2000 1999 1998 1997

Consolidated Balance Sheet Data

Cash, cash equivalents and investments $650,315 $661,173 $137,237 $143,439 $163,655
Working capital 641,896 651,641 22,669 82,394 66,490
Total assets 729,898 704,980 182,551 171,850 175,026
Long-term debt obligations,

less current portion 158,892 159,324 9,724 — —
Accumulated deficit (75,923) (78,570) (79,217) (68,884) (59,382)
Total stockholders’ equity 558,443 534,144 164,743 162,496 168,468

Represents a non-cash special charge of approximately $11.9 million related to the extension of the term of all outstanding stock options held by employees, officers, directors and
consultants to the Company that were granted prior to February 1995, with the single exception of stock options granted to one non-employee director. The extension conforms
the term of previously granted stock options, which was six years, to those granted since February 1995, ten years,

N

For a description of the computation of net income (loss) per share, see Note 1 to the Financial Statements.

14




Management’s Discussion and Analysis of
Financial Condition and Results of Operations

Overview

In general, we have a history of operating losses and may not
achieve sustained profitability. Although we have recorded
small profits for the past two years, in general, our expenses
have exceeded revenues. As of December 31, 2001, we had
an accumulated deficit of approximately $75.9 million. Our
expenses may increase because of the extensive resource
commitments required to achieve regulatory approval and
commercial success for any individual product. For example,
over the next several years, we will incur substantial additional
expenses as we continue to develop and manufacture our
potential products, invest in research and improve and expand
our manufacturing, marketing and sales capabilities. Since
we or our collaborative partners or licensees may not be able
to successfully develop additional products, obtain required
regulatory approvals, manufacture products at an acceptable
cost and with appropriate quality, or successfully market such
products with desired margins, we may never achieve sus-
tained profitable operations. The amount of net losses and
the time required to reach sustained profitability are highly
uncertain. Although we have had some profitable reporting
periods, we may be unable to achieve sustained profitability.

Our commitment of resources to the continued development
of our products will require significant additional funds for
development. Our operating expenses may also increase as
some of our earlier stage potential products move into later
stage clinical development, as additional potential products
are selected as clinical candidates for further development, as
we invest in additional manufacturing capacity, as we defend
or prosecute our patents and patent applications, and as we
invest in research or acquire additional technologies, product
candidates or businesses.

In the absence of substantial revenues from new corporate
collaborations or patent licensing or humanization agreements,
significant royalties on sales of products licensed under our
intellectual property rights, product sales or other uncertain
sources of revenue, we will incur substantial operating losses.

Our revenues, expenses and operating results will likely fluc-
tuate in future periods. Our revenues have varied in the past
and will likely continue to fluctuate considerably from quarter
to quarter and from year to year. As a result, our revenues in
any period may not be predictive of revenues in any subse-
quent period. Our royalty revenues may be unpredictable and
may fluctuate since they depend upon the seasonality of sales
of licensed products, the existence of competing products,
the marketing efforts of our licensees, potential reductions in
royalties payable to us due to credits for prior payments to

us, the timing of royalty reports, some of which are required
quarterly and others semi-annually, our method of accounting
for royalty revenues from our licensees in the period reported
to us, and our ability to successfully defend and enforce

our patents.

Other revenue may also be unpredictable and may fluctuate
due to the timing of payments of non-recurring licensing and
signing fees, payments for manufacturing and clinical devel-
opment services and payments for the achievement of mile-
stones under new and existing collaborative, humanization,
and patent licensing agreements. Revenue historically recog-
nized under our prior agreements may not be an indicator of
revenue from any future collaborations.

In addition, our expenses may be unpredictable and may fluc-
tuate from quarter to quarter due to the timing of expenses,
which may include payments owed by us and to us under
collaborative agreements for reimbursement of expenses and
which are reported under our policy during the quarter in
which such expenses are reported to us or to our collaborative
partners and agreed to by us or our partners.

We receive royalty revenues on sales of the product Synagis,
This product has higher sales in the fall and winter, which to
date have resulted in much higher royalties paid to us in our
first and second quarters than in other quarters. The season-
ality of Synagis sales could contribute to fluctuation of our
revenues from quarter to quarter.

Critical Accounting Policies
and the Use of Estimates

The preparation of our financial statements in conformity with
accounting principles generally accepted in the United States
requires management to make estimates and assumptions
that affect the amounts reported in our financial statements
and accompanying notes. Actual results could differ materially
from those estimates. The items in our financial statements
requiring significant estimates and judgments are as follows:

Contract revenues from research and development
arrangements are recognized based on the performance
requirements of the contracts.

Revenues from achievement of milestones are recognized
when the funding party agrees that the milestone (typicalfy
scientific, regulatory or clinical results) stipulated in the
agreement has been met.

a0
=)
=
)
)]
<)
=)
&
@
O]
=3




16

Management’s Discussion and Analysis of
Financial Condition and Results of Operations

Our collaborative, humanization and patent licensing agree-
ments with third parties provide for the payment of royalties
to us based on net sales of the licensed product under the
agreement. The agreements generally provide for royalty
payments to us following completion of each calendar quar-
ter or semi-annual period. Royalty revenue is recognized in
the quarter in which royalty reports are received by us from
the third party. As a result of this policy and the seasonality
of certain royalty revenues, as noted above, our revenues

in any period may not be predictive of revenues in any
subsequent period.

°

Non-refundable signing and licensing fees under collabora-
tive and humanization agreements are recognized over the
period in which performance obligations are achieved.

Non-refundable signing and licensing fees under patent
rights and patent licensing agreements are recognized when
there are no future performance obligations remaining with
respect to such fees.

Maintenance fees are recognized when received or when
collection is assured.

Expenses for research and development funding to third
parties are generally recognized ratably over the perform-
ance period.

°

We have a policy of recording expenses for clinical trials
based upon pro rating estimated total costs of a clinical
trial over the estimated length of the clinical trial and the
number of patients anticipated to be enrolled in the trial.
Expenses related to each patient are recognized ratably
beginning upon entry into the trial and over the course of
the trial. In the event of early termination of a clinical trial,
management accrues an amount based on its estimate of
the remaining non-cancellable obligations associated with
the winding down of the clinical trial.

Results of Operations

Years Ended December 31, 2001, 2000 and 1999
Our total revenues were $79.5 million in 2001 as compared
to $63.1 million in 2000 and $35.8 million in 1999.

Total revenue under agreements with third parties represented
$44.4 million, $39.9 million and $26.8 million of total reve-
nues in 2001, 2000 and 1999, respectively. Revenue under
agreements with third parties includes royalties, licensing

and signing fees, payments recognized under humanization
agreements, milestone payments, research and development

reimbursement funding, payments for manufacturing services
and license maintenance fees. The increase in total revenue
under agreements with third parties in 2001 from the prior
years was primarily attributable to an increase in royalties
during the period. We recognized revenues of zero in 2001,
$2.3 million in 2000 and $2.4 million in 1999 representing
third-party funded research and development activities (not
including licensing and signing fees, milestone payments and
product sales) related to amounts we expended for research
and development.

Interest and other income increased to $35.2 million in

2001 from $23.1 million and $8.9 million in 2000 and 1999,
respectively. The increase in 2001 is primarily attributable

to the interest earned on our cash, cash equivalents, and
marketable debt securities balances as a result of our public
offering of common stock in the second half of 2000 which
raised approximately $343.6 in net proceeds and the sale of
$150 million Convertible Subordinated Notes in February 2000.

Total costs and expenses increased to $76.9 miliion in 2001
from $62.4 million in 2000 and $46.1 million in 1999.

Research and development expenses in 2001 increased to
$52.2 miltion from $42.3 million in 2000 and $36.1 million

in 1999. The increase in 2001 costs and expenses as com-
pared to 2000 and 1999 was primarily a result of the addition
of staff, the expansion of development programs and capa-
bilities, including support for both clinical development and
manufacturing process development, and payments related
to third party research funding.

General and administrative expenses for 2001 increased to
$15.7 million from $12.1 million in 2000 and $9.8 million in
1999. These increases were primarily the result of increased
staffing and associated expenses necessary to manage and
support our expanding operations including pre-marketing
expenses associated with our clinical development program.

Interest expense increased in 2001 to $9.0 million from
$8.0 million in 2000 and $0.2 million in 1999. The increase
is primarily due to the interest expense associated with our
Convertible Subordinated Notes issued in February 2000.

Liguidity and Capital Resources

To date, we have financed our operations primarily through
public and private placements of equity and debt securities,
revenue under agreements with third parties and interest
income on invested capital. At December 31, 2001, we

had cash, cash equivalents and marketable securities in the




Management's Discussion and Analysis of
Financial Condition and Results of Operations

aggregate of $650.3 million, compared to $661.2 million at
December 31, 2000 and $137.2 million at December 31, 1999,

As set forth in the Statements of Cash Flows, net cash pro-
vided by our operating activities for the year ended Decem-
ber 31, 2001 was approximately $2.6 million and $6.8 million
in 2000 as compared to net cash used of approximately
$10.7 million in 1999. The change in net cash provided by
operating activities was primarily due to our net income in
2001 and 2000, changes in working capital and other assets,
principally convertible debt issuance costs in 2000, as com-
pared to our net loss and changes in working capital in 1999,

As set forth in the Statements of Cash Flows, net cash used in
our investing activities for the year ended December 31, 2001
was $316.3 million as compared to $118.2 million in 2000
and $24.9 million in 1999. The changes in 2007 and 2000, as
compared to 1999, were primarily the result of our reinvest-
ment activities associated with the purchases of short- and
long-term investments and a convertible note in 2001.

As set forth in the Statements of Cash Flows, net cash pro-
vided by our financing activities for the year ended Decem-
ber 31, 2001 was $12.5 million compared to $515.8 million

in 2000 and $24.9 million in 1999. The net cash provided by
our financing activities in 2001 was primarily the result of pro-
ceeds from the exercise of stock options. The change in 2000
was primarily the result of our public offering of common
stock in the second half of 2000, which raised approximately
$343.6 million in net proceeds and the sale of $150 million
Convertible Subordinated Notes in February 2000.

We estimate that our existing capital resources will be suffi-
cient to fund our current level of operations for at least the
next few years. Our future capital requirements wili depend
on numerous factors, including, among others, interest incorme,
royalties from sales of products of third party licensees, includ-
ing Synagis, Herceptin, Zenapax and Mylotarg; our ability to
enter into additional collaborative, humanization and patent
licensing arrangements; progress of product candidates in
clinical trials; the ability of our licensees to obtain regulatory
approval and successfully manufacture and market products
licensed under our patents; the continued or additional sup-
port by our collaborative partners or other third parties of
research and development efforts and clinical trials; invest-
ment in existing and new research and development programs;
time required to gain regulatory approvals; resources we
devote to self-funded products, manufacturing facilities and
methods and advanced technologies; our ability to obtain and
retain funding from third parties under collaborative arrange-
ments; our continued development of internal marketing and
sales capabilities; the demand for our potential products, if

and when approved; potential acquisitions of technology,
product candidates or businesses by us; and the costs of
defending or prosecuting any patent opposition or litigation
necessary to protect our proprietary technology. In order to
develop and commercialize our potential products we may
need to raise substantial additional funds through equity

or debt financings, collaborative arrangements, the use of
sponsored research efforts or other means. No assurance
can be given that such additional financing will be available
on acceptable terms, if at all, and such financing may only
be available on terms dilutive to existing stockholders.

In Fremont, California, Somerville, New Jersey and Plymouth,
Minnesota, we occupy leased facilities under agreements that
expire in 2004, 2005 and 2009. We also have leased certain
office equipment under operating leases.

In September 1999, Fremont Holding L.L.C. (our wholly
owned subsidiary) obtained a $10.2 million term loan to pur-
chase our Fremont, California facilities. The loan bears interest
at the rate of 7.64% per year amortized over 15 years with
principal and interest payable monthly. The loan is secured by
our Fremont, California facilities and is subject to the terms
and covenants of the loan agreement.

In February 2000, we issued 5.50% Convertible Subordinated
Notes due February 15, 2007 with a principal amount of
$150 million (the Convertible Notes). The Convertible Notes
are convertible at the holders” option into our common stock
at a conversion price of $37.75 per share, subject to adjust-
ment as a result of certain events. Interest on the Convertible
Notes is payable semiannually in arrears on February 15 and
August 15 of each year. The Convertible Notes are unsecured
and are subordinated to all our existing and future Senior
Indebtedness (as defined in the indenture relating to the
Convertible Notes). The Convertible Notes may be redeemed
at our option, in whole or in part, beginning on February 15,
2003 at the redemption prices set forth in the Convertible
Notes indenture.

In May 2001, we signed a collaborative agreement with
Exelixis to discover and develop humanized antibodies for the
diagnosis, prevention and treatment of cancer. We agreed to
provide Exelixis with $4.0 million in annual research funding
for two or more years, and we purchased a $30.0 million five-
year note, convertible after the first year of the collaboration
into Exelixis common stock. We received an exclusive, world-
wide license to develop antibodies against certain targets
identified by Exelixis that are involved in cell growth, cell
death and proliferation. Exelixis has the right to co-fund
development of antibodies resulting from the collaboration.
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Management’s Discussion and Analysis of
Financial Condition and Results of Operations

For antibody products we develop that Exelixis elects not
to co-fund, we have agreed to make specified milestone
payments and royalty payments on any product sales.

Our material contractual obligations under lease, debt and
research funding agreements for the next five years, and
thereafter as of December 31, 2001 are as follows:

Payments Due By Period

Less Than After

(In thousands) 1 Year 1-3 Years 4-5 Years 5 Years Total
Contractual Obligations?
Operating leases $ 1,184 3 2,316 $ 1,710 $ 1,638 $ 6,848
Long-term debt 1,139 2,278 2,278 8,922 14,617
Convertible debentures? 8,250 16,500 16,500 154,125 195,375
Research funding 4,000 1,000 — — 5,000

Total contractual cash obligations $14,573 $22,094 $20,488 $164,685 $221,840

1 This table does not include {a} any milestone payments which may become payable under research collaboratians ar license agreements as the timing and likelihood of such payments
are not known, (b) any royalty payments to third parties as the amounts of such payments and / or likelihood of such payments are not known and (c) contracts that are entered into
in the ordinary course of business which are not material in the aggregate in any period presented above.

2 Qur convertible debenture may be converted ta common stock prior to the maturity date and therefore may not require use of our capital resources.

Recent Accounting Pronouncements

In July 2001, the Financial Accounting Standards Board (FASB)
issued FAS 141, “Business Combinations”(FAS 141). FAS 141
supersedes APB 16, “Business Combinations,” and FAS 38,
“Accounting for Preacquisition Contingencies of Purchased
Enterprises.” FAS 141 requires the purchase method of account-
ing for all business combinations initiated after June 30, 2001
and eliminates the pooling-of-interests method. FAS 141 also
includes guidance on the initial recognition and measurement
of goodwill and other intangible assets arising from business
combinations completed after June 30, 2001.

in July 2001, the FASB issued FAS 142, “Goodwill and Other
Intangible Assets” (FAS 142). FAS 142 supersedes APB 17,
“Intangible Assets,” and requires the discontinuance of good-
will amortization. In addition, FAS 142 includes provisions
regarding the reclassification of certain existing recognized
intangibles as goodwill, reassessment of the useful lives of
existing recognized intangibles, reclassification of certain
intangibles out of previously reported goodwill and the test-
ing for impairment of existing goodwill and other intangibles.
FAS 142 is required to be applied for fiscal years beginning
after December 15, 2001, with certain early adoption permit-
ted. The Company does not expect the adoption of FAS 142
to have a material effect on its financial condition or results
of operations.

In August 2001, the FASB issued FAS 143, “Accounting for
Asset Retirement Obligations” (FAS 143). FAS 143 addresses
financial accounting and reporting for obligations associated
with the retirement of tangible long-lived assets and the
associated retirement costs. The Company is in the process of
assessing the effect of adopting FAS 143, which will be effec-
tive for the Company’s fiscal year ending December 31, 2002.

In October 2001, the FASB issued FAS 144, “Accounting for
the Impairment or Disposal of Long Lived Assets” (FAS 144),
which supersedes FAS 121, “Accounting for the Impairment

of Long-Lived Assets and for Long-Lived Assets to be Disposed
Of"(FAS 121). FAS 144 addresses financial accounting and
reporting for the impairment of long-lived assets and for long-
lived assets to be disposed of. However, FAS 144 retains the
fundamental provisions of FAS 121 for: 1) recognition and
measurement of the impairment of long-lived assets to be
held and used; and 2) measurement of long-lived assets to be
disposed of by sale. FAS 144 is effective for fiscal years begin-
ning after December 15, 2001. The Company does not expect
the adoption of FAS 144 to have a material effect on its finan-
cial condition or results of operations.




Management'’s Discussion and Analysis of
Financial Condition and Results of Operations

Market Risks

We maintain a non-trading investment portfolio of investment
grade, highly liquid, debt securities which limits the amount
of credit exposure to any one issue, issuer, or type of instru-
ment. The securities in our investment portfolio are not lever-
aged and are classified as available for sale and therefore are
subject to interest rate risk. We do not currently hedge interest
rate exposure. If market interest rates were to increase by 100
basis points from December 31, 2001 levels, the fair value of
the portfolio would decline by approximately $9.5 million.

The modeling technique used measures the change in fair
values arising from an immediate hypothetical shift in market
interest rates and assumes ending fair values include principal
plus accrued interest. We do not use derivative financial instru-
ments for speculative or trading purposes and currently do
not use or hold derivative financial instruments.

As of December 31, 2007, the aggregate fair values of our long-
term debt and the Convertible Notes were approximately
$9.5 million and $170 million, respectively. The long-term debt
bears interest at a fixed rate of 7.64% and the Convertible
Notes bear interest at a fixed rate of 5.50%. These obligations
are subject to interest rate risk because the fixed interest
rates under these obligations may exceed current interest
rates. See Notes 9 and 10 to the 2001 Consolidated Financial
Statements for details relating to our debt instruments.
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Consolidated Financial Statements

Consolidated Balance Sheets

(in thousands, except par value per share)

December 31, 2001 2000

Assets

Current Assets

Cash and cash equivalents $120,268 $421,541
Marketable securities 530,047 239,632
Other current assets 4,144 1,980

Total current assets 654,459 663,153
Land, property and equipment, net 42,11 37,673
Other assets 3,328 4,154
Convertible note receivable 30,000 —_

Total assets $729,898 $704,980

Liabilities and Stockholders’ Equity

Current Liabilities

Accounts payable $ 1,249 $ 1,062
Accrued compensation 2,000 1,729
Accrued clinical trial costs 2,588 1,103
Accrued interest 3,071 3,071
Other accrued liabilities 3,123 2,692
Deferred revenue 100 1,455
Current portion of long-term debt 432 400

Total current liabilities 12,563 11,512
Convertible subordinated notes 150,000 150,000
Long-term debt 8,892 9,324

Total liabilities 171,455 170,836

Commitments and Contingencies

Stockholders’ Equity
Preferred stock, par value $0.01 per share, 10,000 shares authorized; no shares issued

and outstanding — —
Common stock, par value $0.01 per share, 250,000 shares authorized; 88,499 and 87,153

issued and outstanding at December 31, 2001 and December 31, 2000, respectively 885 872
Additional paid-in capital 624,094 611,254
Accumulated deficit (75,923) (78,570)
Accumulated other comprehensive income 9,387 588

Total stockholders’ equity 558,443 534,144
Total liabilities and stockholders’ equity $729,898 $704,980

See accompanying notes.
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Consolidated Financial Statements

Consolidated Statements of Operations

(In thousands, except per share data)
Years ended December 31, 2001 2000 1999 @
N0l
Revenues: %
Revenue under agreements with third parties—other $44,375 $39,907 $ 26,811
interest and other income 35,160 23,149 8,943 %
Total revenues 79,535 63,056 35,754 =
Costs and expenses:
Research and development 52,173 42,334 36,090 &
General and administrative 15,726 12,110 9,842
Interest expense 8,989 7,965 155
Total costs and expenses 76,888 62,409 46,087
Net income (loss) $ 2,647 $ 647 $(10,333)
Net income (loss) per share:
Basic $ 0.03 $ 0.01 $ (0.14)
Diluted $ 0.03 $ 0.01 3 (0.14)
Shares used in computation of net income (loss) per share:
Basic 87,624 80,904 74,792
Diluted 92,889 88,562 74,792
See accompanying notes,
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Consolidated Statements of Stockholders’ Equity

(In thousands, except per share and shares of common stock data)

Balance at December 31, 1998

Issuance of common stack

Balance at December 31, 1999

Follow-on public offering of common stock at $59.2187
per share (net of underwriters discount of $18,103 and
offering expenses of approximately $500)

Issuance of common stock

Balance at December 31, 2000

Issuance of common stock

Balance at December 31, 2001

Balance at December 317, 1998
Issuance of common stock
Comprehensive income (loss):
Net loss
Other comprehensive income (loss)
Unrealized loss on securities

Total comprehensive income (loss)
Balance at December 31, 1993

Follow-on public offering of common stock at $59.2187
per share (net of underwriters discount of $18,103 and
offering expenses of approximately $500)

Issuance of common stock

Comprehensive income:

Net income
Other comprehensive income
Unrealized gain on securities

Total comprehensive income

Balance at December 31, 2000

Issuance of common stock

Comprehensive income:

Net income
Other comprehensive income
Unrealized gain on securities
Total comprehensive income
Balance at December 31, 2001

See accompanying notes.

Additional

Common Stock Paid-In

Shares Amount Capital

74,380,996 $744 $230,477

2,746,040 28 14,756

77,127,036 772 245,233

6,116,000 62 343,517

3,910,264 38 22,504

87,153,300 872 611,254

1,346,001 13 12,840

88,499,301 $885 $624,094
Accumulated

Other Total

Accumulated Comprehensive Stockholders’

Deficit  Income (Loss) Equity

$(68,884) $ 159 $162,496

— — 14,784

(10,333) — (10,333)

— (2,204) (2,204)

(12,537)

(79,217) (2,045) 164,743

— — 343,579

— — 22,542

647 — 647

— 2,633 2,633

3,280

(78,570) 588 534,144

— — 12,853

2,647 - 2,647

— 8,799 8,799

11,446

$(75,923) $ 9,387 $558,443




Consolidated Financial Statements

Consolidated Statements of Cash Flows

(In thousands)
Years ended December 31,

Cash flows from operating activities:
Net income (loss)
Adjustments to reconcile net income (loss) to net cash
provided by (used in) operating activities:
Depreciation and amortization
Amortization of convertible notes offering costs
Other
Changes in assets and liabilities:
Other current assets
Other assets
Accounts payable
Accrued liabilities
Deferred revenue
Total adjustments
Net cash provided by (used in) operating activities

Cash flows from investing activities:
Purchases of marketable securities
Maturities of marketable securities
Purchases of convertible note
Purchase of land, property and equipment
Proceeds from sale of equipment
Net cash used in investing activities

Cash fiows from financing activities:
Proceeds from issuance of capital stock, net of issuance costs
Proceeds from issuance of convertible notes
Proceeds from issuance of long-term debt
Payments on long-term debt
Net cash provided by financing activities

Net increase {decrease) in cash and cash equivalents
Cash and cash equivalents at beginning of year
Cash and cash equivalents at end of year

Supplemental cash flow data:
Cash paid during the year for:
Interest

See accompanying notes.

=)

2001 2000 1999 =)

%

$ 2,647 $ 647 $(10,333) g

G?

4,782 3,570 3,538 =

721 628 — &
(4,522) (1,920) (413)
(2,164) 4,739 2,111
105 (4,233) 238
187 185 (433)
2,187 4,031 (1,245)
(1,355) (820) 40
(39) 6,180 (386)
2,588 6,827 (10,719)
(485,483) (129,821) (81,336)
207,885 15,000 74,900
(30,000) — —
(8,716) (3,355) (18,815)

— — 325 —

(316,314) (118,176) (24,926)
12,853 366,121 14,784
— 150,000 —
— — 10,150
(400) (369) (58)
12,453 515,752 24,876
(301,273) 404,403 (10,769)
421,541 17,138 27,907
$ 120,268. $ 421,541 $17,138
$ 8,989 § 4,894 § 131
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Notes to Consolidated Financial Statements
December 31, 2001

Note 1. Summary of Significant
Accounting Policies

Organization and Business

Protein Design Labs, Inc. is a biotechnology company
engaged in the development of humanized antibodies to
prevent or treat various disease conditions. PDL currently
has antibodies under development for autoimmune and
inflammatory conditions, asthma and cancer. PDL holds
fundamental patents in the U.S., Europe and Japan for
its antibody humanization technology.

Principles of Consolidation

The consolidated financial statements include the accounts of
Protein Design Labs, Inc. and its wholly-owned subsidiaries,
Fremant Haolding L.L.C. and Fremont Management, Inc., after
elimination of inter-company accounts and transactions.

Cash Equivalents, Marketable Securities and
Concentration of Credit Risk

We consider all highly liguid investments with maturities of
three months or less at the date of purchase to be cash equiv-
alents. The “Other” adjustments line item in the Statements
of Cash Flows represents the accretion of the boak value of
certain debt securities. We place our cash and marketable
debt securities with high-credit-quality financial institutions
and in securities of the U.S. government, U.S. government
agencies and U.S. corporations and, by policy, limit the amount
of credit exposure in any one financial instrument. To date,
we have not experienced credit losses on investments in
these instruments.

Revenue Recognition

Contract revenues from research and development arrange-
ments are recognized based on the performance requirements
of the contracts. Revenues from achievement of milestones are
recognized when the funding party agrees that the milestone
(typically scientific, regulatory or clinical results) stipulated in
the agreement has been met. Deferred revenue arises princi-
pally due to timing of cash payments received under research
and development contracts.

Our collaborative, humanization and patent licensing agree-
ments with third parties provide for the payment of royalties
to us based on net sales of the licensed product under the
agreement. The agreements generally provide for royalty pay-
ments to us following completion of each calendar quarter

or semi-annual period and royalty revenue is recognized

in the quarter in which royalty reports are received by us from
the third party. Non-refundable signing and licensing fees
under collaborative and humanization agreements are recog-
nized over the period in which performance obligations are
achieved. Non-refundable signing and licensing fees under
patent licensing agreements are recognized when there are no
future performance obligations remaining with respect to such
fees. The majority of the Company’s revenues were earned

in the United States. Royalty payments from two companies
accounted for 33% of the Company’s 2001 revenues and
28% of the Company's revenues in both 2000 and 1999.

Research and Development

Major components of research and development expenses
consist of personnel costs, including salaries and benefits,
clinical development performed by us and contract research
organizations, preclinical work, pharmaceutical development,
materials and supplies, third party research funding and
overhead allocations consisting of various administrative and
facilities related costs. All research and development costs
are charged to expense. Certain of these costs may include
payments owed by us under collaborative agreements for
reimbursement of expenses which are expensed under our
policy during the quarter in which such expenses are reported
to us or to our collaborative partners and agreed to by us or
our partners.

Net Income (Loss) Per Share

In accordance with Financial Accounting Standards Board
Statement No. 128, “Earnings Per Share” (FAS 128), basic
and diluted net income (loss) per share amounts have been
computed using the weighted average number of shares of
common stock outstanding during the periods presented.
Calculation of diluted net income per share also includes the
dilutive effect of outstanding stock options in 2001 and 2000,
but does not include the dilutive effect of outstanding con-
vertible notes because the assumed conversion of these notes
would be anti-dilutive. We incurred a net loss for the year
ended December 31, 1999, and as such, we did not include
the effect of outstanding stock options in the diluted net loss
per share calculation, as their effect is anti-dilutive.




Notes to Consolidated Financial Statements

The following is a reconciliation of the numerators and
denominators of the basic and diluted net income (loss) per
share computations for the periods presented below:

(In thousands, except basic and
diluted net income (loss) per share) 2001 2000 1999

Numerator:

Net income (loss) § 2,647 $ 647 $(10,333)

Denominator:
Basic net income (loss)
per share—
Weighted-average shares 87,624 80,904 74,792
Dilutive potential common

shares—Stock options 5,265 7,658 —
Denominator for diluted
net income (loss)
per share 92,889 88,562 74,792
Basic net income (loss)
per share $§ 003 § 001 $ (0.14)

Diluted net income (loss)

per share $ 003 % 001 3§ (0.14)

The total number of shares excluded from the calculations

of diluted net income per share for outstanding convertible
notes was 3,974,000 in 2001 and 2000. The total number of
shares excluded from the calculation of diluted net loss per
share for stock options was 2,467,000 in 1999. Such securi-
ties, had they been dilutive, would have been included in the
computations of diluted net income (loss) per share.

Comprehensive Income (Loss)

In accordance with Financial Accounting Standards Board
Statement No. 130, “Reporting Comprehensive Income”

(FAS 130), we are required to display comprehensive income
(loss) and its components as part of our complete set of finan-
cial statements. The measurement and presentation of net
income (loss) did not change. Comprehensive income (loss)

is comprised of net income (loss) and other comprehensive
income (loss). Other comprehensive income (loss) includes
certain changes in equity that are excluded from our net
income (loss), specifically, the unrealized gains and losses on
our holdings of available-for-sale securities. Comprehensive
income (loss) for the years ended December 31, 2001, 2000
and 1999 is reflected in the Statements of Stockholders’ Equity.

Stock-Based Compensation

We have elected to follow the “disclosure only” alternative
prescribed by Financial Accounting Standards Board State-
ment No. 123, “Accounting for Stock-Based Compensation”
and therefore we account for our stock options and equity
awards in accordance with the provisions of Accounting
Principles Board Opinion No. 25, “Accounting for Stock
Issued to Employees”

Segment Disclosure

In accordance with Financial Accounting Standards Board
Statement No. 131, “Disclosure about Segments of an
Enterprise and Related information” (FAS 131}, we are
required to report operating segments and related disclosures
about our products, services, geographic areas and major
customers. We have no significant product revenue and have
only one segment with facilities solely within the U.S.

Derivative Instruments and Hedging Activities

In accordance with Financial Accounting Standards Board
issued Statement No. 133 “Accounting for Derivative Instru-
ments and Hedging Activities” (FAS 133), we are required to
recognize all derivatives as either assets or liabilities in the
statement of financial position and measure those instruments
at fair value. The Company has reviewed FAS 133 and because
we do not use or hold derivatives, the adoption of FAS 133 in
2001 did not affect the results of operations or the financial
position of the Company.

Management Estimates

The preparation of financial statements in conformity with
accounting principles generally accepted in the U.S. requires
the use of management’s estimates and assumptions that
affect the amounts reported in the financial statements and
accompanying notes. For example, we have a policy of
recording expenses for clinical trials based upon pro rating
estimated total costs of a clinical trial over the estimated
length of the clinical trial and the number of patients antici-
pated to be enrolled in the trial. Expenses related to each
patient are recognized ratably beginning upon entry into the
trial and over the course of the trial. In the event of early ter-
mination of a clinical trial, management accrues an amount
based on its estimate of the remaining non-cancellable obli-
gations associated with the winding down of the clinical trial.
Our estimates and assumptions could differ significantly from
the amounts that may actually be incurred.

)
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Notes to Consolidated Financial Statements

Land, Property and Equipment

Land, property and equipment are stated at cost less accumu-
lated straight-line depreciation and amortization and consist
of the following:

(In thousands)

December 31, 2001 2000
Land $ 6,790 § 6,790
Buildings and improvements 22,001 21,793
Leasehold improvements 3,181 4,349
Laberatory and manufacturing equipment 25,776 19,404
Computer and office equipment 4,465 4,086
Furniture and fixtures 1,633 1,379

63,846 57,801
Less accumulated depreciation and
amortization (21,735) (20,128)

§42,111 $37,673

Depreciation and amortization expense for 2001, 2000 and
1999 were $4.3 million, $3.7 million and $3.3 million,
respectively.

Depreciation and amortization are computed using the
straight-line method over the following estimated useful lives:

Buildings and improvements
Leasehold improvements

15 to 30 years
Term of lease

Laboratory and manufacturing equipment 7 years
Computer and office equipment 3 years
Furniture and fixtures 7 years

Recent Accounting Pronocuncements

In July 2001, the Financial Accounting Standards Board (FASB)
issued FAS 141, “Business Combinations”(FAS 141). FAS 141
supersedes APB 16, “Business Combinations,” and FAS 38,
“Accounting for Preacquisition Contingencies of Purchased
Enterprises” FAS 141 requires the purchase method of account-
ing for all business combinations initiated after June 30, 2001
and eliminates the pooling-of-interests method. FAS 141 also
includes guidance on the initial recagnition and measurement
of goodwill and other intangible assets arising from business
combinations completed after June 30, 2001.

In July 2001, the FASB issued FAS 142, “Goodwill and Other
Intangible Assets” (FAS 142). FAS 142 supersedes APB 17,
“Intangible Assets,” and requires the discontinuance of good-
will amortization. In addition, FAS 142 includes provisions
regarding the reclassification of certain existing recognized
intangibles as goodwill, reassessment of the useful lives of
existing recognized intangibles, reclassification of certain
intangibles out of previously reported goodwill and the testing
for impairment of existing goodwill and other intangibles.
FAS 142 is required to be applied for fiscal years beginning
after December 15, 2001, with certain early adoption per-
mitted. The Company does not expect the adoption of

FAS 142 to have a material effect on its financial condition

or results of operations.

In August 2007, the FASB issued FAS 143, “Accounting for
Asset Retirement Obligations” (FAS 143). FAS 143 addresses
financial accounting and reporting for obligations associated
with the retirement of tangible long-lived assets and the asso-
ciated retirement costs. The Company is in the process of
assessing the effect of adopting FAS 143, which will be effec-
tive for the Company’s fiscal year ending December 31, 2002.

In October 2001, the FASB issued FAS 144, “Accounting for
the Impairment or Disposal of Long-Lived Assets” (FAS 144),
which supersedes FAS 121, “Accounting for the Impairment
of Long-Lived Assets and for Long-Lived Assets to be Disposed
Of"(FAS 121). FAS 144 addresses financial accounting and
reporting for the impairment of long-lived assets and for long-
lived assets to be disposed of. However, FAS 144 retains the
fundamental provisions of FAS 121 for: 1) recognition and
measurement of the impairment of long-lived assets to be
held and used; and 2) measurement of long-lived assets to

be disposed of by sale. FAS 144 is effective for fiscal years
beginning after December 15, 2001. The Company does

not expect the adoption of FAS 144 to have a material effect
on its financial condition or results of operations.
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Note 2. Collaborative, Humanization and
Patent Licensing Arrangements

Collaborative Arrangements

Roche. In 1989, we entered into agreements with Roche to
collaborate on the research and development of antibodies
which bind to the IL-2 receptor, including Zenapax. Under
these agreements, Roche has exclusive, worldwide rights to
manufacture, market and sell Zenapax. We began receiving
royalties on sales of Zenapax in 1998. Our royalties are subject
to offsets for milestones, third party license fees and royalties,
and patent expenses paid by Roche.

In October 1999, we agreed with Roche to replace the 1989
agreements with new agreements under which we assumed
worldwide responsibility for the clinical development of
Zenapax for the potential treatment of autoimmune diseases.
Roche retained exclusive worldwide rights to Zenapax for
non-autoimmune diseases and is continuing to market
Zenapax for the prevention of kidney transplant rejection.

In return for undertaking clinical development in autoimmune
indications, we will receive a significant share of Zenapax rev-
enues from sales for autoimmune indications, either from our
own marketing efforts or from revenue sharing with Roche.

In the U.S. and Canada, we will have the right to market
daclizumab in autoimmune indications and will pay for these
activities from our share of revenues. In Europe and certain
other countries, Roche may choose to market daclizumab in
autoimmune indications. In this case, we will receive a sub-
stantial portion of daclizumab revenue from these indications.
For countries and indications for which Roche elects not to
market, we will receive an exclusive license to market
daclizumab and pay Roche a small royalty.

Scil Biomedicals GmbH. In March 1999, we entered into an
agreement with Scil for rights to develop and market SMART
Anti-L-Selectin in Europe. Scil paid us a $3.0 million signing
and licensing fee for these rights, and we will be entitled to
royalties on any product sales. We agreed to make milestone
payments to Scil, at our election, upon the achievement of
specified clinical and regulatory goals.

GlaxoSmithKline plc. In September 1999, we signed agree-
ments with SmithKline Beecham, now GlaxoSmithKline,
involving two humanized antibodies for the possible treat-
ment of asthma. We obtained a license to GlaxoSmithKline’s
humanized anti-it-4 antibody and granted an exclusive license
under our antibody humanization patents to GlaxoSmithKline
for its humanized anti-IL-5 antibody. We have completed
Phase | and Phase /Il clinical trials for the humanized anti-IL-4
antibody and are conducting a Phase Il trial in asthma patients.
We will be entitled to exclusive, worldwide development,
marketing and sales rights to the anti-IL-4 antibody unless
GlaxoSmithKline pays a fee to acquire marketing rights at

the end of a specified, larger Phase Il trial. If GlaxoSmithKline
decides to participate in the further development of the anti-
body, we will share future development costs and profits at

a pre-agreed ratio. We also may receive co-promotion rights
in the U.S.

Exelixis, Inc, In May 2001, we signed a collaborative agree-
ment with Exelixis to discover and develop humanized anti-
bodies for the diagnosis, prevention and treatment of cancer.
We agreed to provide Exelixis with $4.0 million in annual
research funding for two or more years, and we purchased

a $30.0 million five-year note convertible after the first year

of the collaboration into Exelixis common stock based on a
defined formula. The note receivable is currently recorded at
cost in the Consolidated Balance Sheets. We received an
exclusive, worldwide license to develop antibodies against cer-
tain targets identified by Exelixis that are involved in cell
growth, cell death and proliferation. Exelixis has the right to
co-fund development of antibodies resulting from the collabo-
ration. For antibody products we develop that Exelixis elects
not to co-fund, we have agreed to make specified milestone
payments and royalty payments on any product sales.

Humanization and Patent Licensing Arrangements
Yamanouchi Pharmaceutical Co., Ltd. In February 1991, we
entered into an agreement with Yamanouchi to humanize a
mouse anti-platelet (anti-gplib/lla) antibody developed by
Yamanouchi for cardiovascular disorders. Yamanouchi is con-
ducting a Phase Ii clinical trial with the antibody we human-
ized for them. Yamanouchi has exclusive, worldwide rights to
the antibody and is responsible for all development activities.
We have received milestone payments and will be entitled

to royalties on any sales of the antibody.
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Mochida Pharmaceutical Co., Ltd. In December 1995, we
entered into an agreement with Mochida to humanize a
mouse antibody for use in infectious disease. We received

a licensing and signing fee and milestone payments and

can earn royalties on any product sales. In addition, we have
an option to co-promote the antibody in North America.

Wyeth (formerly known as American Home Products
Corporation). In December 1996, we entered into an agree-
ment with Genetics Institute, now a wholly owned subsidiary
of Wyeth, to initially humanize three mouse antibodies that
regulate an immune system pathway. To date, we have
received a $2.5 million licensing and signing fee and three
milestone payments. We are entitled to royalties on any
product sales. We also received an option to co-promote

the products in North America under certain conditions.
Two of the three antibodies are in Phase Il trials.

Teijin Limited. In March 1997, we entered into an agréement
with Teijin to humanize a mouse antibody to a toxin produced
by the E. coli O157 bacteria that can cause serious iliness or
death from the consumption of contaminated food. We have
received a licensing and signing fee and milestone payment
and are entitled to royalties on any product sales.

Ajinomoto Co,, Inc. In july 1997, we entered into an agree-

ment with Ajinomoto to humanize a mouse antibody directed
at cardiovascular conditions. We have received a licensing and
signing fee and milestone payments and are entitled to royal-
ties on any product sales. In addition, we received the right to
obtain co-promotion rights to the antibody in North America.

Genentech, Inc. In September 1998, we entered into an
agreement covering patent rights under our humanization
patents and under Genentech patents relating to antibody
engineering. Genentech paid us a $6.0 million fee, and we
paid Genentech a $1.0 million fee. Each company can obtain
up to six licenses for humanized antibodies upon payment of
an additional fee of at least $1.0 million per antibody, as well
as royalties on any product sales. The number of licensed
antibodies may be increased and the term of the agreement
extended upon payment of additional fees. In November
1998, Genentech exercised certain of its rights under the
agreement and obtained a nonexclusive license for Herceptin.
Genentech paid us a $1.0 million licensing and signing fee
and we currently receive royalties on Herceptin sales.

Progenics Pharmaceuticals, Inc. In April 1999, we entered
into an agreement to humanize PRO 140, Progenics’ novel
anti-CCR5 monoclonal antibody that inhibits HIV replication in
the laboratory. Progenics paid us a licensing and signing fee,
has paid a milestone payment, and has agreed to make addi-
tional payments upon the achievement of specified milestones
and to pay royalties on any sales of the antibody.

Fujisawa Pharmaceuticals Co. In June 1999, we entered

into a research agreement with Fujisawa to engineer certain
antibodies targeted to the treatment of inflammatory and
immunologically based disorders. The engineering included
the use of our patented modification of the constant region of
certain types of antibodies. In February 2000, we entered into
an agreement to humanize one of these antibodies. Fujisawa
paid us a $1.5 million licensing and signing fee. We have
received milestone payments and are entitled to receive
annual maintenance fees and royalties on any product sales.

Celitech Croup plc. In December 1999, we entered into

a patent rights agreement with Celltech covering specified
patents relating to humanized monoclonal antibodies.
Under the agreement, Celltech paid us a $3.0 million fee for
the right to obtain worldwide licenses under our antibody
humanization patents for up to three Celltech antibodies.
We paid Celltech a fee for the right to obtain worldwide
licenses under Celltech’s antibody humanization patent

for up to three of our antibodies. When a license is taken

by either company, the other will be entitled to an additional
license fee. Each company will pay royalties to the other on
any sales of licensed antibodies. In December 2001, Celltech
obtained, pursuant to the exercise of certain of its rights
under the agreement, a nonexclusive license for antibodies
directed to tumor necrosis factor-alpha.

Tanox, Inc. In March 2000, we entered into a patent rights
agreement with Tanox under our humanization patents.
Tanox paid us a $2.5 million fee, which reflected a $1.5 mil-
lion credit for a fee Tanox previously paid to us for a patent
license for an antibody which was incorporated into this
agreement. Tanox can obtain up to four patent licenses for
humanized antibodies upon payment of an additional fee of
at least $1.0 million per antibody, as well as royalties on any
product sales.

Eli Lilly and Company. In August and September 2000, we
entered into two agreements to humanize antibodies for Lilly.
Lilly paid us signing and licensing fees of $1.7 million and
$1.36 million, has made milestone payments and has agreed
to pay royalties on any sales of the humanized antibodies.
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InterMune Pharmaceuticals, Inc. In November 2000, we
entered into an agreement to humanize an antibody targeted
to the bacteria Pseudomonas aeruginosa for InterMune.
InterMune paid us a signing and licensing fee, a milestone
payment, and has agreed to make additional payments upon
the achievement of specified milestones and to pay royalties
on any sales of the humanized antibody.

Millennium Pharmaceuticals, inc. In March 2001, we
entered into a patent rights agreement with Millennium under
our humanization patents for which they paid us an upfront
fee. Millennium can obtain up to three patent licenses for
humanized antibodies upon payment of additional fees, as
well as royalties on any product sales. The term of the agree-
ment may be extended upon payment of additional fees.

Other Patent License Agreements. We have entered into
patent license agreements with a number of other companies
that are independently developing humanized antibodies. In
each license agreement, we granted a worldwide, exclusive or
nonexclusive license under our patents to the other company
for an antibody to a specific target antigen. In general, we
received a licensing and signing fee and the right to receive
annual maintenance fees and royalties on any product sales.
Under some of these agreements, we also may receive mile-
stone payments. In addition to Herceptin, we receive royalties
on sales of Synagis, an antibody developed by Medlmmune
which is currently marketed in the U.S. and Europe, and on
Mylotarg, an antibody developed by Wyeth which is currently
marketed in the U.S. In addition to Genentech, Medimmune
and Wyeth, we have patent license agreements with Sankyo,
Biogen, IDEC Pharmaceuticals, Elan Pharmaceuticals, Medarex,
GlaxoSmithKline, Merck KGaA, Chugai and Celltech.

Note 3. Accrued Liabilities

At December 31, other accrued liabilities in the Consolidated
Balance Sheets consisted of the following:

(In thousands) 2001 2000
Employee stock purchase plan $ 36 $ 698
Other 3,087 1,994

$3,123 $2,692

We have a policy of recording expenses for clinical trials based
upon pro rating estimated total costs of a clinical trial over the
estimated length of the clinical trial and the number of patients
anticipated to be enrolled in the trial. Expenses related to each
patient are recognized ratably beginning upon entry into the
trial and over the course of the trial. In the event of early ter-
mination of a clinical trial, management accrues an amount
based on our estimate of the remaining non-cancellable obli-
gations associated with the winding down of the clinical trial.

Note 4. Commitments

We occupy leased facilities under agreements that expire in
2004, 2005 and 2009. We also have leased certain office equip-
ment under operating leases. Rental expense under these
arrangements totaled approximately $0.9 million, $1.6 mil-
lion, and $2.7 million for the years ended December 31, 2001,
2000 and 1999, respectively.

At December 31, 2007 the total future minimum non-
cancelable payments under these operating lease agreements
are approximately as follows:

{In thousands)

2002 $1,184
2003 1,171
2004 1,145
2005 899
2006 811
Thereafter 1,638

Total $6,848

Note 5. Short- and
Long-Term Investments

We invest our excess cash balances primarily in short-term
and long-term marketable debt securities. These securities
are classified as available-for-sale. Available-for-sale securi-
ties are carried at fair value, with the unrealized gains and
losses reported in accumulated other comprehensive income
(loss) in stockholders’ equity. The amortized cost of debt
securities is adjusted for amortization of premiums and accre-
tion of discounts to maturity. Such amortization is included
in interest income. The cost of securities sold is based on the
specific identification method, when applicable,
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The following is a summary of available-for-sale securities. Estimated fair value is based upon quoted market prices for these or

similar instruments.

(In thousands)

December 31, 2001
Securities of the U.S. Government and its agencies maturing:
within 1 year
between 1-3 years
U.S. corporate debt securities maturing:
within 1 year
between 1-3 years
Total marketable debt securities

December 31, 2000
Securities of the U.S. Government and its agencies maturing:
within 1 year
between 1-3 years
U.S. corporate debt securities maturing:
between 1-3 years
Total marketable debt securities

Available-for-Sale Securities

Gross Gross Estimated

Unrealized Unrealized Fair

Cost Gains Losses Value

$ 10,051 $ 320 $ — $ 10,371
364,359 4,648 (421) 368,586
5112 99 — 5,211
141,138 4,741 — 145,879
3$520,660 $9,808 $(421) $530,047
$ 64,568 $ 64 3(191) $ 64,441
136,473 568 (250) 136,791
38,003 397 — 38,400
$239,044 $1,029 $(441) $239,632

During 2001, 2000 and 1999, there were no realized gains or losses on the sale of available-for-sale securities, as all securities

liquidated in each of these years were held to maturity.

Note 6. Stockholders’ Equity

Stock Split

In August 2001, we announced that our Board of Directors
approved a two-for-one stock split of the outstanding shares
of our common stock.

The stock split was effected in the form of a stock dividend.
Each stockholder of record at the close of business on Septem-
ber 18, 2007 was entitled to receive one additional share of
common stock for every share of common stock held on that
date. The stock dividend resulting from the stock split was
distributed by our transfer agent on October 9, 2001. The
share and per share amounts in the accompanying financial
statements and notes reflect the effect of this stock split.

Common Stock Reserved for Future Issuance
Shares of common stock of the Company reserved for future
issuance at December 31, 2001 were as follows:

(In thousands)

All Stock Option Plans 20,926
Employee Stock Purchase Plan 1,347
Convertible Debt 3,974

Total 26,247

1997 Stock Option Plan

in December 1991, the Board of Directors adopted the 1991
Stock Option Plan (1991 Plan). We reserved 16,000,000
shares of common stock for the grant of options under the
1991 Plan.
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At the 1999 Annual Meeting of Stockholders, stockholders
approved the 1999 Stock Option Plan, including a provision
whereby upon termination of the 1991 Plan, any shares
remaining available for grant or which subsequently become
available upon the termination of options outstanding under
the 1991 Plan, if any, will be added automatically to the 1999
Stock Option Plan. As of December 31, 2001, 1,717,694
shares have been transferred to the 1999 Stock Option Plan.

At December 31, 2001, options to purchase 4,187,700

shares were outstanding at prices ranging from $3.41 to
$21.02. Options granted under the 1991 Plan generally vest
at the rate of 25 percent at the end of the first year, with the
remaining balance vesting monthly over the next three years
in the case of employees, and ratably over two or five years in
the case of advisors and consultants.

Outside Directors’ Stock Option Plan

In February 1992 the Board of Directors adopted the Outside
Directors’ Stock Option Plan (Directors’ Plan). We reserved
800,000 shares of common stock for the grant of options
under the Directors’ Plan. Through December 31, 2001, the
Company granted options to purchase 660,000 shares at
exercise prices ranging from $1.81 to $11.22 per share,

of which 100,000 were canceled. At December 31, 2001,
276,000 were outstanding. Options granted pursuant to the
Directors’ Plan vest ratably over five yeafs. A total of 284,000
options were exercised through December 31, 2001.

1993 Employee Stock Purchase Plan

in February 1993, the Board of Directors adopted the 1993
Employee Stock Purchase Plan (Employee Purchase Plan). We
reserved 2,400,000 shares of common stock for the purchase
of shares by employees under the Employee Purchase Plan.
At December 31, 2001, 1,346,740 shares remain available for
purchase. Eligibility to participate in the Employee Purchase
Plan is essentially limited to full-time employees who own
less than 5% of the outstanding shares. Under the Employee
Purchase Plan, eligible employees can purchase shares of

our common stock based on a percentage of their compensa-
tion, up to certain limits. The purchase price per share must
equal at least the fower of 85% of the market value on the
date offered or on the date purchased. During 2001, an
aggregate of 72,923 shares were purchased by employees
under the Employee Purchase Plan at prices of $27.88 or
$34.17 per share.

1999 Nonstatutory Stock Option Plan

In August 1999, the Board of Directors adopted the 1999
Nonstatutory Stock Option Plan (the Nonstatutory Option
Plan) under which options may be granted to employees,
prospective employees and consultants of the Company and
any parent or subsidiary corporation. We reserved 4,000,000
shares of common stock for the grant of options under the
Nonstatutory Option Plan.

In April 2001, the Board of Directors approved an amendment
to increase the shares reserved under the Nonstatutory Option
Plan by 4,000,000. The total number of shares reserved under
the Nonstatutory Option Plan since its inception is 8,000,000.

As of December 31, 2001, 3,409,149 shares were available
for grant.

Options may be granted under the Nonstatutory Option

Plan with an exercise price established at the discretion of the
Board of Directors, although all options granted to date have
exercise prices equal to the market price of the Company’s
common stock on the date of grant. At December 31, 2001,
options to purchase 3,863,892 shares were outstanding at a
prices ranging from $6.64 to $56.84. Options granted under
the Nonstatutory Option Plan, pursuant to the standard form
of option agreement for employees, generally vest at the rate
of 25 percent at the end of the first year, with the remaining
balance vesting monthly over the next three years. Certain
options granted in August 1999 vested over a two-year perfod
beginning in September 1999. Options granted under the
Nonstatutory Option Plan generally have a term of 10 years,
although the Board of Directors may grant options with
shorter or longer terms.

1999 Stock Option Plan

In April 1999, the Board of Directors adopted the 1999 Stock
Option Plan (the 1999 Option Plan) subject to approval by
our stockholders, which approval occurred in June 1999. We
reserved 3,700,000 shares of common stock for the grant of
options under the 1999 Option Plan.

In April and June 2001, respectively, the Board of Directors
and stockholders approved an amendment to the Company’s
1999 Option Plan to increase the number of shares reserved
for issuance by 4,000,000 shares. Upon termination of the
1991 Plan, any shares remaining available for grant or which
subsequently become available upon the termination of options
outstanding under the 1991 Plan, if any, will be added auto-
matically to the 1999 Option Plan. As of December 31, 2001,
1,717,694 shares have been transferred to the 1999 Stock
Option Plan. The total number of shares reserved under the
1999 Option Plan since inception is 9,417,694.
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As of December 31, 2001, 6,748,626 shares were available
for grant.

At December 31, 2001, options to purchase 2,200,614 shares
were outstanding at a prices ranging from $6.64 to $41.69.
Options granted under the 1999 Option Plan, pursuant to the
standard form of option agreement for employees, generally
vest at the rate of 25 percent at the end of the first year, with
the remaining balance vesting monthly over the next three
years. Certain options granted in August 1999 vested over a
two-year period beginning in September 1999.

Accounting for Stock-Based Compensation

We have elected to follow Accounting Principles Board
Opinion No. 25, “Accounting of Stock Issued to Employees”
(APB 25) and related interpretations, in accounting for stock-
based awards to employees, consultants and directors under
the 1991 Plan, Directors’ Plan, the Nonstatutory Option Plan
and the 1999 Option Plan because, as discussed below, the
alternative fair value accounting provided for under Financial
Accounting Standard 123, “Accounting for Stock-Based
Compensation” (FAS 123) requires use of option valuation
models that were not developed for use in valuing employee
stock-based awards. Under APB 25, when the exercise price
of our stock options equals the market price of the underlying
stock on the date of grant, no compensation expense is
recognized. Pro forma information regarding net income
and earnings per share in 2001, 2000 and 1999 has been

determined as if we had accounted for our stock-based
awards under the fair value method prescribed by FAS 123.
The resulting effect on pro forma net income and earnings
per share on a pro forma basis disclosed for 2001, 2000 and
1999 is not likely to be representative of the effects on net
income and earnings per share on a pro forma basis in future
years, because subsequent years will include additional years
of vesting.

(In thousands, except per share data) 2001 2000 1999
Net income (loss):
As reported $ 2,647 $ 647 $(10,333)
Pro forma $(36,292) $(12,653) $(17,435)

Net income (loss) per share:

As reported—basic § 003 $ 001 § (014
As reported—diluted $ 003 $§ 001 § (014
Pro forma—basic $ (041 % (06) $ (0.23)
Pro forma—diluted $ (0.41) 38 (0.16) 3 (0.23)

The fair value of each option grant is estimated on the date of
grant using the Black-Scholes options pricing model with the
following weighted-average assumptions used for grants in
each of 2001, 2000 and 1999, respectively: (a) no dividends;
(b) expected volatility of 98% for 2001, 145% for 2000 and
72% for 1999; (c) weighted-average risk-free interest rates of
4.72%, 6.14% and 5.39%; and (d) expected lives of 5 years.

A summary of the status of our stock option plans at Decem-
ber 31, 2001, 2000 and 1999, and changes during the years
ending those dates is presented below.

2001 2000 1999

Weighted Weighted Weighted

Average Average Average

Exercise Exercise Exercise

(In thousands, except exercise price data) Shares Price Shares Price Shares Price

Outstanding at beginning of year 9,575 $13.90 10,712 $ 5.89 9,948 $6.03

Granted 3,142 28.41 3,413 28.14 4,380 5.52

Exercised (1,274) 8.29 (3,768) 5.69 (2,556) 541

Forfeited (915) 20.18 (782) 11.87 (1,060) 6.19

Outstanding at end of year 10,528 18.40 9,575 13.90 10,712 5.89
Weighted average fair value of options

granted during the year $21.55 $26.63 $3.48
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The following information applies to all stock options outstanding under our stock option plans at December 31, 2001:

(In thousands, except exercise prices Outstanding Exercisable
and remaining contractual life data) Weighted
Average Weighted Weighted
Remaining Average Average -
Range of Number Contractual Exercise Number Exercise g
Exercise Prices Qutstanding Life (years) Price Exercisable Price
$ 1.81-% 2.22 32 .80 $ 1.81 32 $ 1.87 >
$ 2.59-% 3.88 5 4.41 3.84 5 3.84 g
$ 4.00-3 5.84 2,257 6.05 4.44 1,471 4.35 =
$ 6.03-% 8.94 ) 1,009 6.02 7.00 790 6.73 L
$ 9.66-$12.00 1,497 6.21 10.05 604 9.96
$18.78-%28.36 4,298 8.90 24.20 637 21.02
$29.13-$42.75 1,220 9.03 37.83 195 39.29
$45.20-$56.84 210 8.73 54.15 _ 65 55.05
Totals 10,528 $18.40 3,799 $11.18

Note 7. Income Taxes

As of December 31, 2001, we have federal and California state
net operating loss carryforwards of approximately
$250,000,000 and $50,000,000, respectively. We also have
federal and California state research and other tax credit
carryforwards of approximately $8,000,000 and $6,000,000,
respectively. The federal net operating loss and credit carry-
forwards will expire at various dates beginning in the year
2002 through 2021, if not utilized. The California state net
operating losses will expire at various dates beginning in

2005 through 2011, if not utilized.

Utilization of the federal and California state net operating
loss and credit carryforwards may be subject to a substantial
annual limitation due to the “change in ownership” provisions
of the Internal Revenue Code of 1986. The annual limitation
may result in the expiration of net operating losses and credits
before utilization.

A reconciliation of income taxes at the statutory federal
income tax rate to income taxes included in the accompany-
ing statements of operations is as follows:

(In thousands)
Year ended December 31, 2001 2000 1999

U.S. federal taxes (benefit)

at statutory rate $ 900 $220 3(3,513)
Unutilized (utilized) net

operating losses (900) (220) 3,513

Total 5 — § — 3 —

Significant components of our deferred tax assets for federal
and state income taxes as of December 31 are as follows:

(In thousands) 2001 2000

Deferred tax assets:

Net operating loss carryforwards $ 86,430 $ 73,000
Research and other credits 11,390 11,800
Deferred revenue 40 600
Capitalized research and

development 6,960 4,800
Qther 1,760 1,800

Total deferred tax assets 106,580 92,000

Valuation allowance for deferred

tax asset (103,390) (92,000)
Total deferred tax assets $ 37190 % —
Deferred tax liabilities:

Unrealized gains on investments 3§ 3190 3 —
Total deferred tax liabilities $ 3,190 $ —
Net deferred tax assets 3 — 3 —

Because of our lack of earnings history, the deferred tax assets
have been fully offset by a valuation allowance. The valuation
allowance increased by $11,390,000, $56,800,000 and
$6,200,000 during 2001, 2000 and 1999, respectively.

Approximately $66,500,000 of the valuation allowance for
deferred tax assets at December 31, 2001 relates to benefits
of stock option deductions which, when recognized, will be
allocated directly to contributed capital.
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Note 8. Legal Proceedings

PDL is involved in administrative opposition proceedings
being conducted by the European Patent Office with respect
to our first European patent relating to humanized antibodies.
At an oral hearing in March 2000, the Opposition Division

of the European Patent Office decided to revoke the broad
claims of our first European patent. We have appealed the
Opposition Division’s decision to the Technical Board of Appeals
at the European Patent Office. The Technical Board of Appeals
will consider all issues anew. The appeal suspends the decision
of the Opposition Division during the appeals process.

Until our appeal is resolved, we may be limited in our ability
to collect royalties or to negotiate future licensing or collabo-
rative research and development arrangements based on this
and our other humanization patents. Moreover, if our appeal
is unsuccessful, our ability to collect royalties on European
sales of antibodies humanized by others would depend on the
scope and validity of our second European patent, whether
the antibodies are manufactured in a country outside of
Europe where they are covered by one of our patents, and

in that case the terms of our license agreements with respect
to that situation. Also, the Opposition Division’s decision
could encourage challenges of our related patents in other
jurisdictions, including the U.S. This decision may lead some
of our licensees to stop making royalty payments or lead
potential licensees not to take a license, either of which might
result in us initiating formal legal actions to enforce our rights
under our humanization patents. In such a situation, a likely
defensive strategy to our action would be to challenge our
patents in that jurisdiction. During the appeals process with
respect to our first European patent, if we were to commence
an infringement action to enforce that patent, such an action
would likely be stayed until the appeal is decided by the
European Patent Office. We may not be able to successfully
enforce our rights under our European or related U.S. and
Japanese patents. Eight notices of opposition have been filed
with respect to our second European antibody humanization
patent and we have filed our response to the European Patent
Office. Also, three opposition statements have been filed with
the Japanese Patent Office with respect to our humanization
patent issued in Japan in late 1998. We received a notice from
the Japanese Patent Office supporting one aspect of the posi-
tion of the opponents to our Japanese humanization patent
in the Japanese Patent Office opposition proceeding. Under
Japanese Patent Office procedures, until receiving this notice,
we had not been afforded an opportunity to respond to argu-
ments made by the opponents to this patent. We have filed a

response with the Japanese Patent Office, and we are awaiting
a final decision from the Japanese patent examiner.

We intend to vigorously defend the European patents and the
Japanese patent in these proceedings; however, we may not
prevail in the opposition proceedings or any litigation contest-
ing the validity of these patents. If our appeal with respect to
our first European patent is unsuccessful or if the outcome of
the other European or Japanese opposition proceedings or any
litigation involving our antibody humanization patents were
to be unfavorable, our ability to collect royalties on existing
licensed products and to license our patents relating to
humanized antibodies may be materially harmed. In addition,
these proceedings or any other litigation to protect our intel-
lectual property rights or defend against infringement claims
by others could result in substantial costs and diversion of
management’s time and attention, which could harm our
business and financial condition.

Note 9. Long-Term Debt

In September 1999, Fremont Holding L.L.C. (a wholly owned
subsidiary of Protein Design Labs, Inc.) obtained a $10.2 mil-
lion term loan to purchase our Fremont, California facilities.
The loan bears interest at the rate of 7.64% per year amortized
over 15 years with principal and interest payable monthly.
The loan is secured by our Fremont, California facilities and

is subject to the terms and covenants of the loan agreement.

At December 31, 2001 the maturities of principal payments
under this term loan are approximately as follows (in thousands):

2002 $ 432
2003 466
2004 502
2005 543
2006 587
Thereafter 6,794

Total $9,324

The fair value of the loan at December 31, 2001 is approxi-
mately $9.5 million. The fair value of the remaining payments
under the loan is estimated using discounted cash flow analy-
ses, based on the Company’s current incremental borrowing
rate for similar types of borrowing arrangements.
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Note 10. Convertible Notes

In February 2000, we issued 5.50% Convertible Subordinated
Notes due February 15, 2007 with a principal amount of
$150 million (the Convertible Notes). The Convertible Notes
are convertible at the holders’ option into our common stock
at a conversion price of $37.75 per share, subject to adjust-
ment as a result of certain events. Interest on the Convertible
Notes is payable semiannually in arrears on February 15 and
August 15 of each year. The Convertible Notes are unsecured
and are subordinated to all our existing and future Senior
Indebtedness (as defined in the indenture relating to the
Convertible Notes). The Convertible Notes may be redeemed
at our option, in whole or in part, beginning on February 15,
2003 at the redemption prices set forth in the Convertible
Notes indenture. In June 2000, a shelf registration statement
was declared effective covering resales of the Convertible
Notes and the common stock issuable upon conversion of the
Convertible Notes. Issuance costs associated with the Con-
vertible Notes aggregating $5.1 million are included in other
assets and are amortized to interest expense over the term

of the debt. The accumulated amortization at December 31,

2001 was $1.3 million and $0.6 million at December 31, 2000.

The estimated fair value of the convertible subordinated notes
at December 31, 2001 is $170 million based upon publicly
available pricing information for the notes.

Ny
S
=
z
]
S
)
&

35




36

Report of Ernst & Young LLP, Independent Auditors

Board of Directors and Stockholders
Protein Design Labs, Inc.

We have audited the accompanying consolidated balance sheets of Protein Design Labs, Inc. as of December 31, 2001 and
2000, and the related consolidated statements of operations, stockholders’ equity and cash flows for each of the three years in
the period ended December 31, 2001. These financial statements are the responsibility of the Company’s management, Our
responsibility is to express an opinion on these financial statements based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United States. Those standards
require that we plan and perform the audit to obtain reasonable assurance about whether the financial statements are free of
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 manage-
ment, as well as evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the consolidated financial
position of Protein Design Labs, Inc. as of December 31, 2001 and 2000, and the consolidated results of its operations and
its cash flows for each of the three years in the period ended December 31, 2001, in conformity with accounting principles

generally accepted in the United States.
St ¢ LLP

Palo Alto, California
February 1, 2002




Quarterly Financial Data (Unaudited)

2001 Quarter ended December 31 September 30 june 30 March 31
=)
Revenues: E
Revenue under agreements with third parties $ 6,943 $ 8,055 $12,667 $16,710 ‘g
Interest and other income 8,103 8,616 8,982 9,460
Total revenues 15,046 16,671 21,649 26,170 g
Costs and expenses: 2
Research and development 13,831 12,463 12,207 13,671
General and administrative 4,318 3,736 4,052 3,620
Interest expense 2,245 2,248 2,250 2,248
Total costs and expenses 20,394 18,447 18,509 19,539
Net income (loss) $(5,348) $(1,776) § 3,140 $ 6,631
Net income (loss) per share:
Basic $ (0.06) $ (0.02) $ 0.04 $ 0.08
Diluted $ (0.06) $ (0.02) $ 0.03 $ 0.07

Shares used in computation of net income
(loss) per share:
Basic 88,103 87,718 87,444 87,230

Diluted 88,103 87,718 93,184 92,564

The surns of the quarters do not equal the annual amounts due to rounding.

2000 Quarter ended December 31 September 30 June 30 March 31
Revenues:
Revenue under agreements with third parties $ 6,862 $ 4,702 $15,893 $12,450
Interest and other income 10,735 4,892 4,472 3,050
Total revenues 17,597 9,594 20,365 15,500
Costs and expenses:
Research and development 11,607 9,442 10,216 11,069
General and administrative 3,791 2,991 2,870 2,458
Interest expense 2,250 2,255 2,257 1,203
Total costs and expenses 17,648 14,688 15,343 14,730
Net income (loss) $ (51) $(5,094) $ 5,022 $ 770
Net income (loss) per share:
Basic $ 0.00 $ (0.06) $ 0.06 $ 0.01
Diluted $ 0.00 $ (0.06) $ 0.06 $ 00

Shares used in computation of net income

(loss) per share:
Basic 86,646 80,100 79,028 77,840

Diluted 86,646 80,100 86,524 86,104
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Casper Design Group, Berkeley www.casperdesign.com

Corporate Information

Headquarters and R&D
34801 Campus Drive
Fremont, CA 94555

Tel: 510-574-1400

Fax: 510-574-1500

Manufacturing

3955 Annapolis Lane
Plymouth, MN 55447
Tel: 763-551-1778
Fax: 763-551-1780

New Jersey Office
1250 Route 28, Suite 201
North Branch, Nj 08876
Tel: 908-252-1212
Fax: 908-252-1155

Corporate Web Site
www.pdl.com

Transfer Agent and Registrar
Mellon Investor Services LLC
P.O. Box 3315

So. Hackensack, NJj 07606

Tel: (U.S.) 800-522-6645;
(Outside U.S.) 201-329-8660
TDD for hearing impaired:
(U.S.) 800-231-5469;

(Outside U.S.) 201-329-8354

Web site: www.mellon-investor.com

Independent Auditors

Ernst & Young LLP
Palo Alto, California

Corporate Counsel
Gray Cary Ware & Freidenrich
Palo Alto, California

Annual Meeting

Protein Design Labs, Inc. Annual Stockholders Meeting will be
held on June 20, 2002 at 8:00 a.m. at Company headquarters.

Sources of Company Information

A copy of the Company’s Form 10-K as filed with the
Securities and Exchange Commission is available through the
PDL Web site, the SEC EDGAR database or upon request to:

Corporate Communications
Protein Design Labs, Inc.
34801 Campus Drive
Fremont, CA 94555

E-mail: cc@pdl.com

Stock Listing

PDL's Common Stock is traded on the Nasdaqg National
Market under the symbol PDLI. The Company has never paid
any cash dividends on its capital stock and does not anticipate
paying any cash dividends in the foreseeable future.

Price Range of Common Stock

As of December 31, 2001, there were approximately 135
record holders of PDL common stock. The following table sets
forth the quarterly high and low closing bid prices for a share
of PDL common stock, adjusted for 2-for-1 stock splits effec-
tive August 23, 2000, and October 10, 2001, for the fiscal
years ended December 31, 2000 and 2001, as reported by
the Nasdaq National Market System.

2000 High Low
Q1 $81.82 $14.86
Q2 46.00 14.83
Q3 62.85 30.30
Q4 71.41 35.44
2001

Q1 $42.25 $17.38
Q2 45.20 17.47
Q3 42.09 20.48
Q4 40.56 23.43

Copyright 2002. Protein Design Labs, Nuvion and SMART are regis-
tered U.S. trademarks and the PDL logo, Zamyl and Remitogen are
trademarks of Protein Design Labs, Inc. Zenapax is a registered U.S.
trademark of Hoffmann-La Roche Inc. Herceptin is a registered U.S.
trademark of Genentech, Inc. Synagis is a registered U.S. trademark of
Medimmune, Inc. Mylotarg is a registered U.S. trademark of Wyeth. All
other company names and marks are trademarks or registered trade-
marks of their respective owners.







