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ABOUT TOLL-LIKE RECEPTORS

Toll-like receptors {TLRs) are a family of proteins
present on cells of the human immune system. The
function of TLRs is to detect signals of potential in-

fection or other disorders and activate immune re-
sponses. The signals detected by TLRs are chemical patterns
that are specific to bacteria, viruses or abnormal cells. In the
ten years since the discovery of TLRs, they have become ex-
citing targets for new drug discovery programs because they
are fundamental to the modulation of the immune system.

TLR-targeted drug candidates have
potential applications to a variety of
diseases including cancer, infectious dis-
eases, asthma and allergies, autoimmune

diseases, and as vaccine adjuvants.

Some TLRs function by detecting the DNA or RNA of
pathogens, including bacteria and viruses as shown in the
illustration above (1). When the TLR detects this genetic mate-
rial, it signals through key factors in the immune cells to initiate
immune responses {2). The immune response begins with a re-
lease of cytokines and other components of the innate immune
system (3). Innate immune responses are immediate general dis-
ease-fighting actions. The TLR-mediated response also stimu-
lates adaptive immune responses. Adaptive immune responses
include generation of long-term memory responses to defend
against the same infection or disorder in future exposures.

IDERA'S TLR FOCUS

Idera’s drug discovery focus is targeted to TLRs 7, 8, and 9,
which are the TLRs that have been shown to detect DNA
and RNA signals.

TLR? and TLR8 recognize viral RNA. Drug
candidates targeted to TLRs 7 and/or 8 have
potential applications to infectious diseases

and cancer, and as vaccine adjuvants.

TLR9 recognizes bacterial DNA. Drug
candidates targeted to TLRY have potential
applications to cancer, hepatitis C and other
infectious diseases, asthma/allergy, and as

vaccine adjuvants,

BROAD POTENTIAL OF TLR-TARGETING DRUGS

Idera is seeking to address the full potential of TLRs 7, 8,
and 9 to treat disease by developing two classes of drug can-
didares: agonists and antagonists. Agonists of TLRs are
used to stmulate or “turn on” the immune system. TLR ag-
onists have the potential to fight diseases such as cancer, in-
fectious diseases, asthma and allergies, and to be used as
vaccine adjuvants, where harnessing the power of the im-
mune system can provide therapeutic benefits. Conversely,
the ability to block immune responses mediated through spe-
cific TLRs with TLR antagonists has potential for the treart-
ment of autoimmune diseases such as lupus, where the
immune system has incorrectly targeted the body’s own mol-
ecules, leading to disease conditions.
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IDERA'S DRUG DISCOVERY IN TLRS

|
Idera 1s using its pionecring DNA and RNA chem-

istry expertise to capture the broad therapeutic po-
/ tential of TLR-targeted drog candidares.  Idera
designs novel syntheric segments of DNA and RNA

to mimic the genetic material of pathogens. These sequences of
genetic material are recognized by rargered TLRs and lead 1o
IMmune responses.

Idera is using its pioneering DNA and
RNA chemistry expertise to capture

the broad therapeutic potential of TLR-

[}

targeted drug candidates.

[dera’s approach provides a greatr advanrage in discovering com-
pounds thar regulate TLRs because ldera creares families of dis-
tinet TLR'targeted compounds based on different chemical
structures. Each drag candidate is designed to interacr with a
TLR to produce disease-fighting factors that mav be suitable for
the intended disease indication. Idera protects its discoveries of
novel candidates rargeted ro TLRs through a growing parent
portfolio thar currently includes aver 180 issued and pending

patents worldwide.
.

Through insights gained from our chemistry-based approach,
Idera designs novel compounds that are agonists or antagonists of
TLRs 7.8, and 9.

|
ll PREGUINIGAT PHASERT

Collaboration
with Novartis

Collaboration
with Merck

OUR TLR DRUG CANDIDATES

Oncology
* Idera’s lead candidate, IMO-2055, is a TLR9 agonist and is in a
Phase 2 clinical trial in patients with metastatic renal cell cancer.

* Idera also is currently conducting a Phase 1/2 clinical trial of
{MO-2055 in combination with chemotherapy in patients with
solid tumors.

« |dera is planning to commence additional trials of IMO-2055 in
combination with approved anti-cancer agents during 2007.

Infectious Diseases

Idera’s second fead candidate, IMO-2125, is a TLRG agonist. We expect
to submit an Investigational New Drug application in the second quar-
ter of 2007 with the initial indication being treatment of hepatitis C.

Autoimmune Diseases
Idera has an active research pragram to study novel antagonists of
TLRs 7, 8, and 9 for the treatment of autoimmune diseases.

Respiratory Diseases
Idera is collaborating with Novartis to discover and develop TLR9
agonists for the treatment of asthma and allergies.

Vaccines

Idera is collaborating with Merck for use of agonists to TLRs 7, 8,
and 9 as adjuvants with Merck's vaccines for cancer, infectious
diseases and Alzheimer's disease.
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Idera’s TLR-discovery plat-

form creates promising
drug candidates for our
proprietary pipeline and
for partnered programs.

Idera is using its own resources to ad-
vance promising TLR-targeted drug can-
didates in oncology, infectious diseases,
and autoimmune diseases. To advance
our discoveries in the field of asthma and
allergy and as vaccine adjuvants, we have
established strategic collaborations.
These collaborations are of great impor-
tance to us because our collaborators
bring extensive experience and financial
resources to advance the licensed pro-
grams. kdera also gains capital from up-
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OUR BUSINESS MODEL

front license fees, which we use to help
fund our internal programs. Qur collab-
orations have the potential to generate
substantial future financial benefits to
Idera through additional milestone pay-
ments and through royalties from any
marketed products that result.

) NOVARTIS

In May 2008, Idera entered into a re-
search collaboration and a separate license,
development and commercialization
agreement with Novartis to discover, de-
velop and commercialize TLRY agonists
for potential treatment for asthma and al-
lergies. During the research collaboration
phase, we agreed to work together to
evaluate novel TLR9 agonists from which
Novartis may select one or more for fur-
ther development. Based on the progress
made, Novartis recently extended the re-

search collaboration for a third year, until
May 2008. We have received a $4 million
upfront license fee and reimbursement of
research and development costs and will re-
ceive a $1 million payment in connection
with the extension. If Novartis elects to ex-
ercise its option to develop and commercial-
ize one or more TLRY agonists in asthma
and allergy, we may receive up to $131 mil-
lion in milestone payments, as well as roy-
alties on any commercialized products.

€3 MERCK

In December 2006, Idera entered into a
collaboration with Merck to research, de-
velop and commercialize vaccine products
containing our TLR 7, 8, and 9 agonists as
adjuvants in the fields of oncology, infec-
tious diseases and Alzheimer’s_disease.
Under the collaboration, Merck paid Idera
a $20 million upfront license fee, pur-
chased $10 million in Idera equity and
agreed to fund our research and develop-
ment costs. Merck also agreed to pay us
significant development-based milestone
payments plus royalties on each vaccine
commercialized under the collaboration.
Importantly, under this arrangement there
is no limit to the number of vaccines
to which Merck can apply Idera’s TLR
agonists, and Idera is entitled to receive
milestone payments for each vaccine
developed.

As Idera advances its proprietary pipeline,
we will continue to explore new collabo-
rative alliances to support and expand the
scope of our programs.
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Idera made significant developmental
and operational progress in 2006 toward
building a biopharmaceutical company
focused on therapeutics targeting 1oll-like
receptors, or TLRs. We continued 1o dis-
cover and dévelop novel compounds,
using our pioneering expertise in DNA
and RNA chemistry, o modulate im-
mune responses through TLRs. Our
chemistry-based approach has led to an
expanded pnr{tft)lin of agonists and an-
ragonists of TLRs 7. 8. and 9 thae we be-
lieve have applicability across several key
cherapeutic areas. Importantly, we capi-
talized on this progress in 2006 to pro-
vide the financial resources to ensure our
continted progress.

4]
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Idera is advancing its proprietary pipeline
with TLR-targeted compounds in three
therapeutic areas, oncology, infectious dis-
eases and auroimmune diseases.

Oncology. Cur lead product candidate,
IMO-2053, 15 a novel TLRY agonist cur-
rently in a Phase 2 rrial in padicnts with
renal cell carbinoma and in a Phase 1/2
rrial in comhbination with chemothera-
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TO OUR SHAREHOLDERS

peutic agents in patients with refractory
solid rumors. In mid-2006, we formed an
Oncology Clinical Advisory Board of ten
internagionally prominent physicians and
scientists with expertise in various aspecrs
of oncology drug development and clini-
cal practice to advise the Company on the
clinical development of IMO-2055 in on-
cology. In 2007, we plan to initiate addi-
tional trials of IMO-20353 in combinarion
with approved anti-cancer agents,

tnfectious Diseases. Our second lead prod-
uct candidate is IMO-21235, an agonist of
TLRY. In preclinical studies, IMO-2125
has induced interferon-alpha and other
immune responses. We have completed
preclinical studies of IMO-2123 to sup-
port the planned submission of an Inves-
rigational New Drug applicadion in the
second quarter of 2007, and we expect to
begin a Phase | trial in patients with hep-
atitis C in the second halt of 2007,

Autoimmune Diseases. 'ublished reporrs
suggest thar blocking immune responses
through TLRs may be a useful approach
to treating human aurcimmune diseases
such as lupus. In 2006 we made signifi-
cant progress in advancing our novel class
of compounds that act as antagonists of
TLRs 7, 8§ and 9. In a recent study. we ob-
served improvement in several disease pa-
rameters in mouse madels of lupus when
treated with our TLR antagonists. We
plan to further expand preclinical studies
of our TLR antagonists to learn more
abour porental applications in aureim-
mune diseases.

Another important component of our
business straregy is to advance certain
candidares generated by our differentiared

discovery platform through collaborativ
alliances. We seck collaborators that car
bring extensive experience and resources
to the prospective programs. We are cur
rently collaborating with Novards for th
application of TLRY agonists in asthm:
and allergy. We are also collaborating witt
Merck for the use of agonists of TLRs 7
S. and 9 as adjuvanes for vaccines for can
cer, infectious diseases, and Alzheimerss
disease. Over the next vear, we plan to con
tnue to support the important research an
development in these collaborations. We ar
pleased to note that in early 2007, Novartis
extended  our collaboration  for  a
additional vear.

2006 was also a year of successful finan
cial management, We secured $19.5 mil
lion from new and existing shareholders
Additionally, in December we receive
$20 million in upfront license fees and $1(
million from the sale of equity to Merck
These financial resources provide Ider:
with greater flexibility to fund our devel

aopment efforts going forward.

Our corporare achievements in 200
reflece our efforts to build a leading bio
pharmaceutical company focused on ther
apeutics targeting TLRs. We believe 200
will be a vear of continued scientific lead
ership, clinical advancement and business
execution. Evervone at Tdera joins me u
thanking our sharcholders far their con
tinued support.

Sincerely,
J -4%’\/
e 45
Sudhir Agrawal, D. Phil,

Chief Exceutive Ofticer and Chief Scientfic Office
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Idera Pharmaceuticals, Inc. Condensed Statements of Operations {In thousands, except per share data)

Years Ended December 31,

2006 2005
Alliance Revenue $ 2421 $ 2,467
Operating Expenses

Research & Development 12,705 11,170

General & Administrative 6,276 5,120

Total Operating Expenses 18,981 16,290
Loss from Operations (16,560) (13,823}
Other, net 80 117
Loss before Income Taxes (16,480} (13,706)
Income Tax Provision (45) -
Net Loss Applicable to

Common Stockholders £ (16,525) $ (13,706)
Basic and Diluted Nert Loss Per Share Applicable

to Common Stockholders $ (099 § (099
Shares Used in Computing Basic and Dilured Net

Loss Per Common Share 16,625 13,886
Idera Pharmaceuticals, inc. Condensed Balance Sheets (In thousands)

December 31,
Pro Forma (1)
2006 2006 2005
(unaudited)

Cash, Cash Equivalents

and Investments $ 38,187 $ 38,153 §f 837
Receivables 8 Other Assets 2,354 2,056 1,613
Total Assets $ 40,541 § 40,209 $ 9,989
Deferred Revenue — Current $ 5,992 $ 5992 $ 2,171
Other Current Liabilities 2,026 1,992 1,881
Notes Payable 5,033 - 5,033
Other Non-Current Liabilities 3 3 10
Deferred Revenue — Nen-current 15,250 15,250 1,229
Stockholders' Equity {Deficit) 12,237 16,972 {335)
Total Liabilities &

Stockholders' Equiry $ 40,541 $ 40,209 $ 9,989

{1} The Pro Forma December 31, 2006 Balance Sheet reflects the conversion of all of the Company’s 4%
convertible notes into 706,844 shares of common stock on February 20, 2007. The Pro Forma column also
reflects the reclassification of deferred financing costs to equity and the payment of accrued interest as of

December 31, 2006,
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FORWARD-LOOKING STATEMENTS

This annual report contains forward-looking statements within the meaning of Section 27A of the Securities
Act of 1933 and Section 21E of the Securities Exchange Act of 1934. All statements, other than statements of
historical facts, included or incorporated in this report regarding our strategy, future operations, collaborations,
intellectual property, financial position, future revenues, projected costs, prospects, plans, and objectives of
management are forward-looking statements. The words “believes,” “anticipates,” “estimates,” “‘plans,” “expects,”
“intends,” “may,” “projects,” “will,” and “would” and similar expressions are intended to identify forward-looking
statements, although not all forward-tooking statements contain these identifying words. We cannot guarantee that
we actually will achieve the plans, intentions or expectations disclosed in our forward-locking statements and you
should not place undue reliance on our forward-looking statements. There are a number of important factors that
could cause our actual results to differ matertally from those indicated or implied by forward-looking statements.
These important factors include those set forth below vunder Item 1A “Risk Factors.” These factors and the other
cautionary statements made in this annual report should be read as being applicable to all related forward-looking
statements whenever they appear in this annual report. In addition, any forward-looking statements represent our
estimates only as of the date that this annual report is filed with the SEC and should not be relied upon as
representing our estimates as of any subsequent date. We do not assume any obligation to update any forward-
looking statements. We disclaim any intention or obligation to update or revise any forward-looking statement,
whether as a result of new information, future events or otherwise.
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PART L

Item 1. Business

Overview

We are engaged in the discovery and development of synthetic DNA- and RNA-based compounds for the
reatment of cancer, infectious diseases, autoimmune diseases, and asthma/allergies, and for use as vaccine
adjuvants. We have designed proprietary product candidates to modulate immune responses through Toll-like
Receptors, or TLRs. TLRs are specific receptors present in immune system cells that direct the immune system to
respond to potential disease threais. Relying on our expertise in DNA and RNA chemistry, we are identifying
product candidates targeted to TLRs 7, 8 or 9 for our internal development programs and for collaborative alliances.
We are developing both agonists and antagonists of TLRs 7, 8 and 9. ATLR agonist is a compound that stimulates
immune response through the targeted TLR. A TLR antagonist is a compound that blocks activation of an immune
response through the targeted TLR. We have three internal programs, in oncology, infectious diseases, and
autoimmune diseases, and two collaborative alliances relating to the development of treatments for asthma and
allergies and the development of adjuvants for vaccines.

Our most advanced product candidate, IMO-2055, is an agonist of TLR9. We are currently conducting a
Phase 2 trial of IMO-2055 in oncology and a Phase 1/2 trial of IMO-2055 in combination with chemotherapy in
oncology. We have selected a second TLR9 agonist, IMO-2125, as a lead product candidate for treating infectious
diseases and plan to submit an Investigational New Drug application, or IND, to the U.S. Food and Drug
Administration, or FDA, for IM0O-2125 in the second quarter of 2007. In our autoimmune disease program, which is
in an earlier stage of research, we are evaluating TLR antagonists in preclinical models. We are collaborating with
Novartis International Pharmaceutical, Lid., or Novartis, for the discovery, development, and potential commer-
cialization of TLRY agonists for the treatment of asthma/allergy indications. We also are collaborating with
Merck & Co., Inc., or Merck, for the use of our TLR7, 8 and 9 agonists in combination with Merck’s therapeutic and
prophylactic vaccines in the areas of oncology, infectious diseases, and Alzheimer’s disease.

In October 2004, we commenced patient recruitment for an open label. multi-center Phase 2 clinical trial of
IMO-2055 as a monotherapy in patients with metastatic or recurrent clear cell renal cancer. Under the protocol for
the trial, we are seeking to enroll a total of up to 92 patients in the first stage of the trial, 46 who have failed one prior
therapy and 46 who have not received any prior therapy. As of March 1, 2007, we had enrolled 43 patients who have
failed one prior therapy and 45 patients who have not received any prior therapy. In October 2005, we initiated an
open-label, single center Phase 1/2 clinical trial of IMO-2055 in combination with the chemotherapy agents
gemcitabine and carboplatin in patients with refractory solid tumors. Under the protocol, we are seeking to enroll up
to 26 patients in the Phase 1 portion of the trial to evaluate the safety of the combination. As of March 1, 2007, we
had enrolled 18 patients in this trial. In July 2006, we formed an Onc¢ology Clinical Advisory Board to advise us on
the clinical development of IMO-2055 in oncology. We expect that we will commence additional clinical trials in
2007 to evaluate IMO-2055 in combinations with approved anticancer agents.

IMO-2125 is our second product candidate and also is an agonist of TLR9. In preclinical models, including
cultures of human immune cells and nonhuman primates, IMO-2125 has induced high levels of interferon-alpha and
other cytokines. In cell-based assays, these cytokines have shown potent activity in blocking replication of
hepatitis C virus. Cytokines are proteins that initiate and modify immune responses. Interferon-alpha is a
particularly important type of cytokine in that it controls the production of many factors that act directly on
the immune system. We have carried out preclinical evaluations of IMO-2125 to support the submission of an IND,
with the first targeted clinical indication being hepatitis C. We expect to submit the IND to the FDA in the second
quarter of 2007,

We have also identified DNA-based compounds that act as antagonists of TLRs 7, 8 and 9. We have carried out
evaluations of these compounds in various preclinical studies, including in strains of mice that are genetically
predisposed to develop autoimmune disease similar to the human autoimmune disease lupus. We are conducting
further preclinical studies to explore the potential of these novel compounds in autoimmune diseases.
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In May 2005, we entered into a research collaboration and option agreement and a license, development, and
commercialization agreement with Novartis to discover, develop, and potentially commercialize TLRY agonists
that are identified as potential treatments for asthma and allergies. In February 2007, Novartis extended the initial
two-year research collaboration by an additional year until May 2008.

In December 2006, we entered into an exclusive license and research collaboration agreement with Merck to
research, develop and commercialize vaccine products containing our TLR7, 8 or 9 agonists in the fields of
oncology, infectious diseases and Alzheimer’s disease. Under the agreement, we have agreed to engage in a two-
year research collaboration to generate novel agonists targeting TLR7 and TLRE, which may incorporate both
Merck and Idera chemistry, for use in Merck’s vaccines for oncology, infectious diseases and Alzheimer’s disease.

At the close of business on June 29, 2006, we effected a one-for-eight reverse stock split of our issued and
outstanding common stock. As a result of the reverse stock split, each share of common stock outstanding at the
close of business on June 29, 2006 automatically converted into one-eighth of one share of common stock. All share
and per share information in this annual report on Form 10-K reflects this reverse stock split.

Our Business Strategy

We believe that our compounds targeted to TLRs have broad potential applications in oncology, infectious
diseases, autoimmune diseases, and asthma/allergies, and as vaccine adjuvants. To develop the potential of our
discoveries in multiple areas simultaneously, we are advancing some of these applications through internal
programs and seek to advance other applications through collaborations with pharmaceutical companies.

We have entered into collaborative relationships for application of our technology in two therapeutic areas. We
believe that our collaborations with Novartis for asthma/allergies and Merck for vaccines provide the necessary
resources and expertise to advance these complex research programs. These collaborations have also brought us
upfront payments that have helped to finance our internal pipeline. These collaborations could also result in our
receiving additional payments if agreed upon milestones are achieved. We may also receive royalties if any
commercial products result from our collaborations. To obtain additional development resources and expertise, we
may seek additional collaborations. As our internal program with IMO-2055 progresses in oncology, IMO-2125
advances in infectious disease, and the preclinical program moves forward in autoimmune diseases, we may
continue to seek additionat collaborations that will enable us to apply the resources needed to advance our internal
programs.

We plan to stay at the forefront of TLR-based research and discovery by continuing to develop novel and
proprietary DNA- and RNA-based compounds targeted to TI.Rs. We use these compounds, which are synthetic
chemical structures, to populate our growing internal pipeline and to support our collaborative programs.

Overview of the Human Immune System

The immune system protects the body by working through various mechanisms to recognize and eliminate
viruses, bacteria and other infectious agents, referred to as pathogens, and abnormal cells, such as cancer cells.
These mechanisms initiate a series of interactions resulting in stimulation of specific genes in response to the
pathogens or abnormal cells. The activities of the immune system are undertaken by its two components: the innate
immune system and the adaptive immune system.

The role of the innate immune system is to provide a rapid, non-specific response to a pathogenic invasion or to
the presence of abnormal cells in the body and to activate the adaptive immune system. The innate immune system
consists of cells such as macrophages, dendritic cells and monocytes. When the body is presented with a pathogen,
cells of the innate immune system are activated, resulting in a cascade of signaling events that cause the production
of proteins such as cytokines, to fight the infection caused by the pathogen. Unlike the antibodies and cellular
responses praduced by the adaptive immune system as described below, the proteins produced by the innate
immune system are not pathogen-specific. Moreover, once the pathogen is eliminated and the infection is resolved,
the innate immune system will not remember the pathogen.
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In contrast to the innate immune system, the adaptive immune system provides a pathogen-specific response to
a pathogenic invasion. The adaptive immune system does this through the recognition by certain immune cells of
specific proteins, called antigens, which are part of the pathogen or abnormal cell. This process is initiated through
signals produced by the innate immune system. Upon recognition of a foreign antigen, which could come from
pathogens or from cancer cells, the adaptive immune system produces antibodies and antigen-specific immune cells
that specifically detect and destroy infected cells, This response is referred to as an antigen-specific immune
response. An antigen-specific immune response normally takes several weeks 1o develop the first time. However,
once activated by a specific antigen, the adaptive immune system “remembers” the antigen. In this manner, if the
pathogen again invades the body, the presence of the memory immunity will allow the adaptive immune system to
respond once more, this time in a matter of days,

TLR-based Drug Discovery Technology

The human immune reaction is initiated by activation of the innate immune system. One way the activation of
the immune systemn occurs is through recognition of a pathogen-associated molecular pattern, referred to as a
PAMP. TLRs are a family of receptors that are known to recognize PAMPs. The different members of the
TLR family of receptors are expressed in various immune system cells and recognize different PAMPs. Of the
TLR receptors, TLRY is a receptor that specifically recognizes bacterial DNA or compounds that mimic bacterial
DNA. TLR7 and TLRS are receptors that recognize viral RNA and compounds that mimic viral RNA,

Based on our extensive experience in DNA and RNA chemistry, we are designing synthetic DNA- and RNA-
based compounds, which as a chemical class are called oligonucleotides. Our compounds are developed to mimic
the bacterial DNA and viral RNA that are recognized by TLR7, 8 or 9. We have designed some of our compounds to
act as agonists of TLR7, 8 or 9 and other of our compounds to act as antagonists of TLR7, 8 and 9.

Our most advanced programs are directed at compounds that are agonists of TLRY. These compounds mimic
bacterial DNA and induce immune responses through TLR9 that may be applicable to the treatment of cancer,
infectious diseases and asthma and allergies, and to use as vaccine adjuvants. We have designed our TLRY agonist
candidates to stimulate the innate immune system to produce cytokines and other immune response activators.
These cytokines and other activators lead to activation of the adaptive immune system. Furthermore, in preclinical
cell culture and animal model studies, we have determined that the immunological activity of our compounds can
differ depending on the structure of our compounds. The ability to change immunological activity through
variations in chemical structure allows us to create a growing portfolio of compounds potentially useful for treating
or preventing different diseases.

We are also designing synthetic RNA-based compounds that are agonists of TLRs 7 and 8. These RNA
compounds are designed to mimic viral RNA. In preclinical studies in cell culture and animal models, these
compounds induced immune responses. We believe that these responses may be applicable to the treatment of
cancer and infectious diseases, as well as to use as vaccine adjuvants.

We also are developing new classes of compounds that are antagonists of TLRs 7, 8 and 9. In cell-based
experiments and animal models, these antagonists have blocked immune reactions to specific agonists of TLR9 and
specific agonists of TLRs 7 and 8. Recent preclinical studies from third-party researchers have suggested TLRs 7
and 9 play a role in certain autoimmune diseases, including lupus. We have evaluated some of our antagonist
compounds in preclinical mouse models of lupus and have seen improvement in a number of disease parameters.




Research and Development Programs

We and our collaborators are engaged in the evaluation of TLR-targeted compounds in several therapeutic
areas. The following table summarizes the disease areas for which we and our collaborators are developing
compounds and the status of these efforts.

Disease Area Product candidate Therapeutic Use Development Status
INTERNAL PROGRAMS
Oncology IMO-2055 Renal Cell Cancer Phase 2 Phase 1/2
IMO-2055 (in Cancer — solid tumors

combination with
chemotherapy agents)

Infectious Diseases IMO-2125 Hepatitis C Plan to Submit IND
2" Quarter of 2007
Autoimmune Diseases TLLR Antagonist Lupus Research
Candidates

PROGRAMS UNDER COLLABORATION

Respiratory Diseases TLR9 Agonist Asthma/Allergies Being developed with
Candidates Novartis

Vaccines for Cancer, TLR7. 8, 9 Agonist Vaccine Adjuvants Being developed with

Infectious Diseases, Candidates Merck

Alzheimer’s Disease

Our Development Programs
Oncology
Overview

The immune system is capable of recognizing cancer cells as abnormal cells, leading to an immune response.
However, the body’s immune response to cancer cells is notoriously weak or absent. Various mechanisms to
increase immune response to cancer cells have been evaluated by others, including bacterial extracts, ex vive or in
vivo stimulation of immune cells, and administration of recombinant cytokines such as interferons.

We believe that TLR9 agonists can enhance the body’s immune response to cancer cells. We and others have
conducted preclinical studies in human cell-based assays in which TLRO agonists have activated cells of the
immune system and induced these cells to secrete cytokines. In mouse models of cancer, we have shown that our
TLRY agonists induced an immune response that resulted in antitumor activity. The cascade of immune responses
initiated by TLRY agonists in these studies in mouse models also activated the adaptive immune system functicns,
and enhanced the recognition of antigens unique to the tumor, which are referred to as tumor-associated antigens.

In preclinical studies of some of cur TLR9 agonists, enhanced recognition of tumor-associated antigens
promoted production of specific antibodies and sensitized immune cells, both of which contribute to a memory
immune response. When our TLR9 agonists were combined in preclinical mouse models with approved anticancer
agents, including chemotherapies, antibodies, and newer biologically targeted agents such as inhibitors of proteins
involved in cancer cell growth and blood vessel formation, the observed anticancer activity was enhanced beyond
that of the anticancer agents alone. We believe that TLR9 agonists also can be combined with tumor-associated
antigens to enhance the immune responses to potential cancer vaccine candidates.

IMO-2055

IMO-2055, a synthetic DNA-based compound that is a TLR9 agonist, is our most advanced clinical product
candidate. We selected IMO-2055 for clinical development because of the potency it demonstrated as an immune
modulator in preclinical models, both in vitre and in vivo, and its activity in mouse models of cancer, both as a
monotherapy and when combined with chemotherapies, antibodies, and newer biologicaily targeted agents, such as
inhibitors of proteins involved in cancer cell growth and blood vessel formation. We filed an IND application for
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IMO-2055 with the FDA that became effective in March 2003. We have completed two Phase 1 clinical trials, have
two ongoing clinical trials of IMO-2055 and plan to commence additional trials in 2007.

Healthy Volunteer Phase 1. In March 2004, we completed a Phase 1 clinical trial of IMO-2055 in 28 healthy
volunteers over a range of dosing levels from 0.005 10 0.16 mg/kg/week for 3 weeks, by subcutaneous injection or
intravenous infusion. In this single- center trial, IMO-2055 was well tolerated by the volunteers, who did not
experience any significant treatment-related adverse effects. In addition, IMO-2055 demonstrated biological
activity in the volunteers.

Refractory Solid Tumors Phase 1. In February 2006, we completed a Phase 1 clinical trial of IMO-2055 in
23 patients with refractory solid tumor cancers at the Lombardi Comprehensive Cancer Center at Georgetown
University Medicai Center in Washington, D.C. In the trial, we administered IMO-2055 to the patients by
subcutaneous injection in weekly doses that ranged from 0.04 mg/kg/week to 0.64 mg/kg/week. IMO-2055 was
administered to the patients weekly for a period of up to 104 weeks. IMO-2055 treatment exhibited evidence of
immunological activity as measured by several laboratory tests of immune system function. IMO-2055 was well
tolerated at all dosage levels. Adverse events experienced by patients were consistent with the expected immune
stimulation activity of IMO-2055, and primarily were mild to moderate injection site reactions and “flu-like”
symptoms including rigors/chills, fever, nausea, myalgia, headache, malaise and fatigue. Serious adverse events
possibly related to IMQ-2055 treaiment included one patient with transient shortness of breath, one patient with
rigors/chills, one patient with abdominal pain with nausea/vomiting, and two patients with anemia requiring
transfusion. One patient received IMO-2055 therapy in the trial for 104 weeks and exhibited no serious adverse
effects during the treatment period. The Phase 1 trial was conducted in patients with a variety of cancer types,
including renal cell cancer, melanoma, colorectal cancer, sarcoma, breast cancer, non-small cell lung cancer, and
others. Results from this trial were presented at the TOLL2004 meeting in Taormina, Italy in May 2004 and the
American Society of Clinical Oncology, or ASCO, annual meeting in May 2005.

Renal Cell Cancer Phase 2. We are currently conducting a Phase 2 clinical trial of IMO-2055 in patients with
metastatic or recurrent clear cell renal cancer. The trial, for which we began patient recruitment in October 2004, is a
two-stage, multi-center, open label study of IMO-2055 as a monotherapy. In the trial, patients receive one of two
dose levels, 0.16 or 0.64 mg/kg, by subcutaneous injection once a week for a period of up to 24 weeks if there
continues to be an absence of disease progression. Patients can continue to receive IMO-2055 treatment beyond this
24-week period based on investigator recommendations and independent medical monitor concurrence. The
primary objective of the study is to determine tumor response by Response Evaluation Criteria in Solid Tumors, or
RECIST. Secondary study objectives include safety, duration of response, time to progression, survival one year
after the last dose and the treatment effect on quality of life.

In this Phase 2 trial, we originally planned to recruit a minimum of 46 patients who had failed one prior
therapy, which we refer to as second-line patients. The protocol also allowed for the enrollment of treatment-naive
patients, without specifying a target enrollment for treatment-naive patients. In October 2005, in response 10 a
higher than expected enrollment rate of treatment-naive patients in the Phase 2 trial, we submitted to the FDA a
protocol amendment that provided for enrollment of up to 46 treatment-naive patients in the trial, in addition to the
46 second-line patients provided for by the original study design. As a result, we are now seeking to enroll a total of
up to 92 patients in the trial. As of March 1, 2007, we had enrolled 88 patients in the trial, including 43 second-line
patients and 45 treatment-naive patients. In November 2006, we further amended the protocol to allow us to study
additional immune system parameters in the trial.

Since this trial began in October 2004, two new drugs developed by other companies received FDA approval
for the treatment of renal cell cancer. Nexavar® was approved in December 2005 and Sutent® was approved in
January 2006. These drugs are now used extensively for the treatment of renal cell cancer, largely replacing the
cytokine therapies, interleukin-2 and interferon-alpha, which therapies were the standard of care for the treatment of
renal cell cancer at the time we designed this trial. Qur protocol excludes patients who have received more than one
prior therapy, and the widespread use of these two new drugs has significantly slowed the enrollment rate in our
phase 2 trial. As a result, we may not be able to complete enrollment of this trial. We will not be able to obtain a
complete set of data from the trial until such time as no patients are continuing to receive treatment in the trial.
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This trial was initially designed as the first stage of a two-stage trial. Once we review the final data from the
first stage, we will determine our next steps in the development of IMO-2055 for renal cell cancer, including
whether to conduct the second stage of the trial or conduct a new trial, Because our phase 2 trial was designed on the
basis of a potential alternative to interleukin — 2 and interferon-alpha, we may determine not to continue
development of IMO-2055 as monotherapy for renal cell cancer and instead may consider combination therapy
trials with the approved drugs.

Refractory Solid Tumor Phase 1/2. We are currently conducting a Phase 1/2 clinical trial of IMO-2055 in
combination with the chemotherapy agents gemcitabine and carboplatin in patients with refractory solid tumors.
The trial, for which we began patient recruitment in October 2005, is a single center, open label safety study. We are
seeking to enroll up to 26 refractory solid tumor patients in the Phase 1 portion of the trial to evaluate the safety of
the combination. As of March 1, 2007, we had enrolled 18 patients in the trial and we expect to complete enrollment
in the second quarter of 2007. In May 2006, we amended the protocol 1o investigate two additional treatment
schedules of IMO-2055 administration in order to evaluate patient response to the 3-way combination.

Once we review the final data from Phase 1 of the trial, we plan to determine whether to conduct Phase 2 of the
trral or conduct a new trial. We expect to announce the results of Phase 1 of this study by the end of 2007.

Future Clinical Development.  In July 2006, we formed an Oncology Clinical Advisory Board, or OCAB, of
ten internationally prominent physicians and scientists with broad expertise in oncology drug development and
clinical practice to advise us on the clinical development of IMO-2055 in oncology, including which indications to
pursue and trial design. Based on preclinical data, our clinical experience, and input from members of the OCAB,
we plan to initiate new oncology clinical trials in 2007 to evaluate IMO-2055 in combination with standard
approved oncology therapies in indications to be determined.

Infectious Diseases
Hepatitis C

Products composed of a single interferon protein, manufactured from a single gene, currently are part of the
standard of carc for the treatment of hepatitis C chronic infection. Natural interferon produced by the body as part of
an immune response is a family of many proteins derived from multiple genes. We and others have shown in
preclinical studies and in clinical trials that agonists of TLRY stimulate the production of various cytokines,
including the natural forms of interferon and other antiviral cytokines. The immune responses induced by TLRs also
lead to development of adaptive immune responses, due to activation of antigen-presenting cells and generation of
sensitized immune cells. Because of the activity generated by natural interferons induced through TLR9, we believe
TLR agonists could provide potential advantages over manufactured interferon for the treatment of hepatitis C virus
infection.

IMO-2125

We have selected IMO-2125, a TLR9 agonist, as our lead candidate for the treatment of hepatitis C virus
infection. In preclinical models, including cultures of human immune cells and in nonhuman primates, IMO-2125
has been shown to induce high levels of natural interferons and other cytokines. The cytokines induced by
IMO-2125 in human immune cell cultures and plasma from nonhuman primates dosed with IMQ-2125 have shown
potent activity in inhibition of hepatitis C virus RNA production in cell-based assays. We have completed various
preclinical assessments of IMO-2125 with the plan to submit an IND in the second quarter of 2007 with an initial
indication of treatment of hepatitis C virus infection.

Autotmmune Diseases

In autoimmune diseases such as tupus, the immune system mistakenly forms antibodies to a molecule that is
correctly part of the body, also known as a self-antigen. An immune complex is then formed between the self-
antigen and the antibody to the self-antigen. Recently. third-party researchers have reported that TL.Rs 7 and 9 may
recognize these immune complexes and induce further immune response 1o them. In such a disease state, blocking
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immune responses that are mediated through TLR7 or TLRY may interfere with the pathogenesis of the disease by
reducing recognition of the immune complex.

We have identified DNA-based compounds that act as antagonists of TLRs 7, 8, and 9 and block immune
responses mediated through these TLRs. We believe that such antagonists may have potential application in
autcimmune diseases. We have conducted evaluations of these compounds in various preclinical studies, including
in strains of mice that are genetically predisposed to develop autoimmune disease similar to the human autoimmune
disease lupus, Data from evaluation of our antagonist candidates in the mouse models showed improvement in a
number of lupus disease parameters, including protection from the development of skin rash, decreases in the self-
antigen antibodies, and reduced disease-related changes in the kidneys. We plan to conduct further preclinical
studies to explore the potential of these novel DNA-based compounds for the treatment of autoimmune diseases.

Asthma and Allergies

Asthma and allergy conditions are characterized by an imbalance of the immune system. Currently approved
agents for the treatment of asthma and allergy conditions, including steroids and antibodies, are designed to
suppress symptoms of allergic or asthmatic response. TLR9 agonists, on the other hand, are designed to induce
immune responses that could be useful in restoring immune system balance. In preclinical studies, our TLR9
agonists have shown improvements in multiple indices of allergic conditions. For example, in animal models of
allergy, our TLR9 agonists were shown to restore the balance of immunological activity, produce a higher ratio of
specific versus non-specific antibodies, reduce the number of pulmonary immune cells that produce allergic
inflammation, and improve lung function,

We have entered into a research collaboration and option agreement and a separate license, development, and
commercialization agreement with Novartis to discover, optimize, develop, and potentially commercialize TLR9
agonists that are identified as potential treatments for asthma and allergies.

Vaceine Adjuvants

Vaccines are composed of one or more antigens and one or more adjuvants in an appropriate formulation. The
function of the adjuvants is to enhance immune recognition of the antigens and increase the ability of the immune
system to make antigen-specific antibodies.

In preclinical animal models, our TLR agonists have acted as potential adjuvants with various types of
antigens. Preclinical studies that we have conducted with our TLR9 agonists and various antigens have shown
improvements in several measures of antigen recognition, such as achievement of higher antibody titers, higher
ratios of specific to nonspecific antibedies, and a reduction in the number of doses required to achieve effective
antibody titers. As a result, we believe that TLR agonists have the potential to be used as adjuvants in vaccines.

We have entered into a research collaboration with Merck and have granted Merck a worldwide, exclusive
license to develop and commercialize our TLR7, 8, and 9 agonists by incorporating them in therapeutic and
prophylactic vaccines being developed by Merck for oncology, infectious diseases, and Alzheimer's disease.

We have granted a non-exclusive license for a TLR9 agonist to The Immune Response Corporation to research,
develop, and commercialize the potential application of IMQ-2055 for use in its development of one specific
potential therapeutic and prophylactic HIV vaccine. The Immune Response Corporation is currently conducting
Phase 1 clinical trials of this product.




Corporate Alliances

An important part of our business strategy is to enter into research and development collaborations, licensing
agreements and other strategic alliances with biotechnology and pharmaceutical corporations that bring expertise
and resources to the potential development and commercialization of drugs based on our technology.

Novartis International Pharmaceutical, Ltd.

In May 2005, we entered into a research collaboration and option agreement and a separate license,
development and commercialization agreement with Novartis to discover, develop and potentially commercialize
TLRY agonists that are identified as potential treatments for asthma and allergies. In addition, beginning on May 31,
2007, if specified conditions are satisfied, Novartis may expand the collaboration to include additional human
disease areas, other than oncology and infectious diseases.

The agreements with Novartis are structured in two phases. During the research collaboration phase, we and
Novartis have agreed to work together to evaluate novel TLR9 agoenists from which Novartis may select one or more
product candidates for further development through human clinical “proof of concept” trials. Based on the resulits of
the research collaboration, Novartis may then elect to implement the commercialization agreement, and, under the
license, development and commercialization agreement, complete the development, and commercialize one or
more of the product candidates.

Under the terms of the agreements:
+ Upon execution of the agreements, Novartis paid us a $4.0 million upfront license fee;
*» Novartis agreed to fund substantially all research activities during the research collaboration phase;

» If Novartis elects to exercise its option to develop and commercialize licensed TLR9 agonists in the initial
coltaboration disease areas, Novartis is potentially obligated to pay us up to $131.0 million based on the
achievement of clinical development, regulatory approval, and annual net sales milestones;

« Novartis is potentially obligated to pay us additional milestone payments if Novartis elects to expand the
collaboration to include additional disease areas and then develops and commercializes licensed TLR9
agonists in the additional disease areas based on the achievement of clinical development and regulatory
approval milestones;

* Novartis is also obligated to pay us royalties on net sales of all products, if any, commercialized by Novartis,
its affiliates and sublicensees; and

* Novartis’ license rights under the agreements to products that it elects to develop and commercialize are
worldwide, exclusive rights.

We and Novartis agreed that the term of the research and collaboration phase would be two years commencing
in May 2005. In February 2007, Novartis extended our research collaboration by an additional year until May 2008.
In connection with this extension, Novartis will pay us an additional license fee of $1.0 million. Under the
agreements, Novartis’ obligations to pay us royalties extend, on a product-by-product and country-by-country basis,
until the expiration of the patent rights covering the product licensed to Novartis in countries in which there is
coverage by licensed patent rights, and, in countries in which there is no coverage by licensed patent rights, until the
earlier of the last day of the calendar year in which Novartis loses market exclusivity with respect to a product and
the date 10 years after the product’s commercial launch.

Novartis may terminate the research collaboration and option agreement without cause upen 90 days written
notice to us and the license, development, and commercialization agreement upon 60 days written notice to us.
Upen 30 days written notice, either party may terminate the research collaboration and option agreement for a
material breach if such breach is not cured within the 30-day notice period, and upon 90 days written notice, either
party may terminate the license, development, and commercialization agreement if such breach is not cured within
the 90-day notice period. Upon 30 days written notice, either party may terminate the research collaboration and
option agreement and/or the license, development, and commercialization agreement upon the other party’s filing
of bankruptcy.
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Merck & Co., Inc.

In December 2006, we entered into an exclusive license and research collaboration agreement with Merck to
research, develop, and commercialize vaccine products containing our TLR7, 8, and 9 agonists in the fields of
oncology, infectious diseases, and Alzheimer's disease. Under the terms of the agreement, we granted Merck
worldwide exclusive rights to a number of our TLR7, 8 and 9 agonists for use in combination with Merck’s
therapeutic and prophylactic vaccines under development in the fields of oncology, infectious diseases, and
Alzheimer’s disease. There is no limit to the number of vaccines to which Merck can apply our agonists within these
fields. We also agreed with Merck to engage in a two-year research collaboration 1o generate novel agonists
targeting TLR7 and TLRS and incorporating both Merck and Idera chemistry for use in vaccines in the defined
fields, which collaboration may be extended by Merck for two additional one-year periods. Under the terms of the
agreement:

« Merck paid us a $20.0 million upfront license fee;

+ Merck purchased $10.0 million of our common stock at $5.50 per share;
* Merck agreed to fund the research and development collaboration;

+ Merck agreed to pay us milestone payments as follows:

* up 1o $165.0 million if vaccines containing our TLRY agonist compounds are successfully developed
and marketed in each of the oncology, infectious disease and Alzheimer’s disease fields;

* up to $260.0 million if vaccines containing our TLRY agonist compounds are successfutly developed
and marketed for follow-on indications in the oncology field and if vaccines containing our TLR7 or
TLRS agonists are successfully developed and marketed in each of the oncology, infectious disease,
and Alzheimer’s disease fields; and

* if Merck develops and commercializes additional vaccines using our agonists, we would be entitled to
receive additional milestone payments and

« Merck agreed to pay us royalties on net product sales of vaccines using our TLR agonist technology that are
developed and marketed.

Merck has agreed, subject to certain exceptions, that prior to December 8, 2007, it will not selt any of the shares
of our common stock acquired by it under the agreement and that, for the duration of the research and collaboration
term, its ability to sell such shares will be subject to specified volume limitations.

Under the agreement, Merck is obligated to pay us royalties, on a product-by-product and country-by-country
basis. until the later of the expiration of the patent rights licensed to Merck and the expiration of regulatory-based
exclusivity for the vaccine product. If the patent rights and regulatory-based exclusivity expire in a particular
country before the 10" anniversary of the product’s first commercial sale in such country, Merck shall continue to
pay us royalties at a reduced royalty rate until such anniversary, except that Merck’s royalty obligation will
terminate upoen the achievement of a specified market share in such country by a competing vaccine containing an
agonist targeting the same toll-like receptor as that targeted by the agonist in the Merck vaccine. In addition, the
applicable royalties may be reduced if Merck is required to pay royalties to third parties for licenses to intellectual
property rights, which royalties exceed a specified threshold. Merck’s royalty and milestone obligations may also be
reduced if Merck terminates the agreement based on specified uncured material breaches by us.

Merck may terminate the collaboration relationship without cause upon 180 days writien notice to us during
the research term and upon 90 days written notice o us after the research term has ended. Either party may terminate
the collaboration relationship upon the other party’s filing or institution of bankrupitcy, reorganization, liquidation
or receivership proceedings, or for a material breach if such breach is not cured within 60 days after delivery of
written notice.




TLR Licenses

We have granted a non-exclusive license o The Immune Response Corporation to research, develop, and
commercialize the potential application of IMQ-2055 agonist for use as an adjuvant in one specific vaccine
candidate for the treatment and prevention of HIV. Under the terms of the agreement, The Immune Response
Corporation agreed to pay us royalties on is sales of licensed products and a percentage of sublicense income.
Either party may terminate the license agreement for a material breach or a breach of a payment obligatton, unless
such breach is cured within the notice period.

Antisense Technology

We have been a pioneer in the development of antisense technology. Although we are no longer developing this
technology, we believe that our antisense technology may be useful to pharmaceutical and biotechnology
companies that are seeking to develop product candidates that down-regulate gene targets discovered by, or
proprietary to, such companies. Antisense product candidates are designed to bind, through hybridization, RNA
targets and modulate production of the specific protein encoded by the target RNA. We believe that drugs based on
antisense technology may be more effective and cause fewer side effects than conventional drugs in applications
with well-defined RNA targets because antisense drugs are designed to intervene in a highly specific fashion in the
production of proteins, rather than after the proteins are made.

Currently, we are a party to five collaboration and license agreements involving the use of our antisense
technology and specified indications. These agreements include a license agreement with Isis Pharmaceuticals, Inc.
involving intellectual property for antisense chemistry and delivery.

Under the agreement with Isis, we granted Isis a license, with the right to sublicense, to our antisense chemistry
and delivery patents and patent applications; and we retained the right to use these patents and applications in our
own drug discovery and development efforts and in collaborations with third parties. Isis paid us an initial licensing
fee and is required to pay us a portion of specified sublicense income it receives from some types of sublicenses of
our patents and patent applications. Also under the agreement, we licensed {rom Isis specified antisense patents and
patent applications, principally Isis’ suite of RNase H patents and patent applications. We also paid an initial
licensing fee for this license and are obligated to pay Isis a maintenance fee and royalties. We have the right 1o vse
these patents and patent applications in our drug discovery and development efforts and in some types of third party
collaborations. The licenses granted under the Isis agreement terminate upon the last to expire of the patents and
patent applications licensed under the agreement. We may terminate at any time the sublicense by Isis to us of the
patents and patent applications.

We are also a party to four other license agreements involving the license of our antisense patents and patent
applications for specific gene targets under which we typically are entitled to receive license fees, sublicensing
income, research payments, payments upon achievement of developmental milestones, and royalties on product
sales. These agreements typically expire upon the later of the last to expire of the licensed patents or a specified
number of years after the first commercial sale of a licensed product. These agreements may be terminated by either
party for a material breach, and our collaborators may terminale these agreements at any time for convenience, with
written notice.

We are also a party to six royalty-bearing license agreements under which we have acquired rights to.antisense
related patents, patent applications, and technology. Each of these in-licenses automatically terminates upon the
expiration of the last to expire patent included in the license. Our principal in-license is with University of
Massachusetts Medical Center for chemistry and for certain gene targets. Additionally, as part of a 2003
interference resolution for one of the licensed patents, a settlement was made enabling us to receive a percentage
of the royalty amounts the National Institutes of Health receives for the sale of a product that is covered by such
patent. Under these in-licenses, we are obligated to pay royalties on our net sales of products or processes covered
by a valid claim of a licensed patent or patent application. [n certain cases, we are required to pay a specified
percentage of any sublicense income, and all of these licenses impose various commercialization, sublicensing,
insurance, and other obligations on us, and our failure to comply with these requirements could result in termination
of the licenses.
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Research and Development Expenses

For the years ended December 31, 2006, 2005 and 2004, we spent approximately $12.7 million, $11.2 million
and $8.2 million, respectively, on research and development activities. In 2005, Novartis sponsored approximately
$1.0 mitlion of our research and development activities. Our collaborators sponsored only a nominal portion of our
research and development activities in 2006 and 2004.

Patents, Proprietary Rights and Trade Secrets
Patents and Proprietary Rights

Our success depends in part on our ability to obtain and maintain proprietary protection for our product
candidates, technology and know-how, to operate without infringing the proprietary rights of others and to prevent
others from infringing our proprietary rights. We use a variety of methods to seek to protect our proprietary position,
including filing U.S. and foreign patent applications related to our proprietary technology, inventions and
improvements that are important to the development of our business, We also rely on trade secrets, know-how,
continuing technological innovation and in-licensing oppartunities to develop and maintain our proprietary
position.

We have devoted and continue to devote a substantial amount of our resources into establishing intellectual
property protection for:

» Novel chemical entities that function as agonists of TLR7, § or 9;
* Novel chemical entities that function as antagonists of TLR7, 8 and 9; and
+ Use of our novel chemical entities and chemical modifications to treat and/or prevent a variety of diseases.

As of February 28, 2007, we owned 49 U.S. patents and U.S. patent applications and 142 corresponding
worldwide patents and patent applications for our TLR-targeted immune modulation technologies. These patents
and patents applications include novel chemical compositions of matter and methods of use for our immunomo-
dulatory compounds. Patent applications covering the compositions of matter and methods of use for IMO-2055
and IMO-2125 are pending worldwide.

To date, all of our intellectual property covering immune modulation compositions and methods of their use is
based on discoveries made solely by us. The earliest of the issued patents for these discoveries expires in 2017.

In addition to our TLR-targeted patent portfolio, we are the owner or hold licenses of patents and patent
applications related to antisense technology. As of February 28, 2007, our antisense patent portfolio included 112
U.S. patents and patent applications and 216 patents and patent applications throughout the rest of the world. These
antisense patents and patent applications include novel compositions of matter, the use of these compaositions for
various genes, sequences and therapeutic targets, and oral and other routes of administration. Some of the patents
and patent applications in our antisense portfolio were in-licensed. These patents expire at various dates ranging
from 2007 to 2022.

Because patent applications in the United States and many foreign jurisdictions are typically not published
until 18 months after filing, or in some cases not at all, and because publications of discoveries in the scientific
literature often lag behind actual discoveries, we cannot be certain that we were the first to make the inventions
claimed in each of our issued patents or pending patent applications, or that we were the first to file for protection of
the inventions set forth in these patent applications.

Litigation may be necessary to defend against or assert claims of infringement, to enforce patents issued to us,
10 protect trade secrets or know-how owned by us, or to determine the scope and validity of the proprietary rights of
others. In addition, the U.S. Patent and Trademark Office may declare interference proceedings to determine the
priority of inventions with respect to our patent applications or reexamination or reissue proceedings to determine if
the scope of a patent should be narrowed. Litigation or any of these other proceedings could result in substantial
costs to and diversion of effort by us, and could have a material adverse effect on our business, financial condition
and results of operations. These efforts by us may not be successful.
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Trade Secrets and Confidentiality Agreements

We may rely, in some circumstances, on trade secrets and confidentiality agreements to protect our technotogy,
Although trade secrets are difficult to protect, wherever possible, we use confidential disclosure agreements to
protect the proprietary nature of our technology. We regularly implement confidentiality agreements with our
employees, consultants, scientific advisors, and other contractors and collaborators. However, there can be no
assurance that these agreements will not be breached, that we will have adequate remedies for any breach, or that
our trade secrets and/or proprietary information will not otherwise become known or be independently discovered
by competitors. To the extent that our employees, consultants or contractors use intellectual property owned by
others in their work for us, disputes may also arise as to the rights in related or resulting know-how and inventions,

Government Regulation

The testing, manufacturing, labeling, advertising, promotion, distribution, import, export, and marketing,
among other things, of drugs are extensively regulated by governmental authorities in the United States and other
countries, In the U.S,, the FDA regulates pharmaceutical products under the Federal Food, Drug, and Cosmetic Act,
or FDCA, and other laws and regulations. Both before and after approval for marketing is obtained, violations of
regulatory requirements may result in various adverse consequences, including the FDA's delay in approving or
refusal to approve a drug, withdrawal of approval, suspension or withdrawal of an approved product from the
market, operating restrictions, warning letters, product recalls, product seizures, injunctions, fines, and the
imposition of civil or criminal penalties,

The steps required before a product may be approved for marketing in the U.S. generally include:
* nonclinical laboratory tests and animal tests under the FDA’s good laboratory practices regulations;

+ the submission to the FDA of an IND for human clinical testing, which must become effective before human
clinical trials may begin;

* adequate and well-controlled human clinical trials to establish the safety and efficacy of the product for each
indication;

» satisfactory completion of an FDA inspection of the manufacturing facility or facilities at which the product
is made to assess compliance with the FDA’s regulations on current good manufacturing practices, or
c¢GMP; and

= the submission to the FDA of an new drug application, or NDA, or a biologic license application, or BLA.

Nonclinical tests include laboratory evaluation of the product, as well as animal studies to assess the potential
safety and pharmacological activity of a drug. The results of the nonclinical tests, together with manufacturing
information and analytical data, are submitted to the FDA as part of an IND, which must become effective before
human clinical trials may be commenced. The IND will automatically become effective 30 days after its receipt by
the FDA, unless the FDA before that time raises concerns or questions about the conduct of the trials as outlined in
the IND. In such a case, the IND sponsor and the FDA must resolve any outstanding concerns before clinical trials
can proceed. If these issues are unresolved, the FDA may choose to not allow the clinical trials to commence. There
1s no guarantee that submission of an IND will result in the FDA allowing clinical trials to begin.

Clinical trials typically are conducted in three sequential phases, but the phases may overlap or be combined.
Clinical trials are conducted under protocols detailing the objectives of the trials, the parameters to be used in
monitoring safety and the effectiveness criteria to be evaluated. Each protocol must be submitted to the FDA as part
of the IND prior to beginning the trial. Each trial must be reviewed and approved by an independent Institutional
Research Board for each investigative site before it can begin at that site. Subjects must provide informed consent
for all trials.

* In Phase 1, the initial introduction of the drug into human subjects, the drug is usually tested for safety or
adverse effects, dosage tolerance, pharmacokinetics, and pharmacologic action;
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* Phase 2 usually involves controlled trials in a limited patient population to:

» evaluate preliminarily the efficacy of the drug for a specific, targeted condition,
* determine dosage tolerance and appropriate dosage for further trials, and

« identify possible adverse effects and safety risks.

* Phase 3 trials generally further evaluate clinical efficacy and test further for safety within an expanded
patient population with considerations of statistical design and power.

Phase 1, 2, and 3 testing may not be compieted successfully within any specified period, or at all. We, an
Institutional Review Board, or the FDA, may suspend or terminate clinical trials at any time on various grounds,
including a finding that the patients are being exposed to an unacceptable health risk. Additional nonclinical
toxicology studies are required after clinical trials have begun. Our clinical testing program may be delayed or
terminated due to factors such as:

+ unforeseen safety issues in the clinical trials and/or the continuing nonclinical toxicology studies;

* inability to recruit patients at the rate we expect;

* failure by the subjects and/or the investigators to adhere to protocol requirements;

« inability to collect the information required to assess patients adequately for safety and efficacy: and
* insufficient evidence of efficacy.

The results of the nonclinical and clinical studies, together with other detailed information, including
information on the manufacture and composition of the product, are submitted to the FDA as part of an NDA
or BL.A for review and potential approval prior to the marketing and commercial shipment of the product. The FDA
reviews an NDA to determine, among other things, whether a product is safe and effective for its intended use. The
FDA reviews a BLA to determine, among other things, whether the product is safe, pure, and potent and the facility
in which it is manufactured, processed, packed or held meets standards designed to assure the product’s continued
safety, purity, and potency. In most cases, the NDA or BLA must be accompanied by a substantial user fee. The FDA
also will inspect the manufacturing facility used to produce the product for corpliance with cGMPs. The FDA may
deny an NDA or BLA if all applicable regulatory criteria are not satisfied or may require additional clinical,
toxicology or manufacturing data. Even after an NDA or BLA results in approval to market a product, the FDA may
limit the indications or place other limitations that restrict the commercial application of the product. The FDA may
issue a not approvable response to any NDA or BLA we or our collaborators may submit for a variety of reasons.
including insufficient evidence of safety and/or efficacy or inadequate manufacturing procedures.

Afler approval, some types of changes to the approved product, such as adding new indications, manufacturing
changes and additional labeling claims, are subject to further FDA review and approval. The FDA may require
additional clinical testing to be conducted after initial marketing approval or Phase 4 clinical trials. The FDA may
withdraw product approval if compliance with regulatory standards and/or conditions of the marketing approval is
not maintained or if safety problems occur after the product reaches the market. In addition, the FDA requires
surveillance programs to monitor the consistency of manufacturing and the safety of approved products that have
been commercialized. Holders of an approved NDA are required to report certain adverse reactions and production
problems to the FDA to provide updated safety and efficacy information and to comply with requirements
concerning advertising and promotional labeling. The agency has the power to require changes in labeling or to
prevent further marketing of a product based on new data that may arise after commercialization. Also, new federal,
state, or local government requirements may be established that could delay or prevent regulatory approval of our
products under development.

It may take many years and the expenditure of substantial resources to evaluate fully the safety and efficacy of
a product candidate in nonclinical and clinical studies, to qualify appropriate drug product formulations, and to
ensure manufacturing processes are compliant with regulations. Data obtained in nonclinical studies or early
clinical studies may not be indicative of results that might be obtained in later clinical trials that are often critical to
the regulatory approval process. Formulation and/or manufacturing changes may cause delays in the development
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plan or require re-testing. Many of the activities may be subject to varying interpretations that could limit, detay, or
prevent regulatory approval.

We will also be subject to a variety of foreign regulations governing clinical trials and the marketing and sale of
our products. Whether or not FDA approval has been obtained, approval of a product by the comparable regulatory
authorities of foreign countries must be obtained prior to the commencement of marketing of the product in those
countries. The approval process varies from country to country and the time may be longer or shorter than that
required for FDA approval. For marketing outside the U.S., we are also subject to foreign regulatory requirements
governing human clinical trials. The requirements governing the conduct of clinical trials, product licensing,
approval, pricing, and reimbursement vary greatly from country to country.

In addition to regulations enforced by the FDA, we are also subject to regulation under the Occupational Safety
and Health Act, the Toxic Substances Control Act, the Resource Conservation and Recovery Act, and other present
and potential future federal, state, or local regulations. Our research and development activities involve the
controlled use of hazardous materials, chemicals and various radioactive compounds. Although we believe that our
safety procedures for handling and disposing of such materials comply with the standards prescribed by state,
federal, and local regulations, the risk of accidental contamination or injury from these materials cannot be
completely eliminated. In the event of such an accident, we could be held liable for any damages that result and any
such liability could exceed our resources.

Our collaborators under the various license agreements we have completed have assumed responsibility for
regulatory issues pertinent to any product candidates or marketed products that may arise from our collaborations.

Manufacturing

We do not currently own or operate manufacturing facilities for the production of clinical or commercial
quantities of any of our product candidates. We currently rely and expect to continue to rely on third parties for the
manufacture of our product candidates for preclinical and clinical development. We currently source our bulk drug
manufacturing requirements from one contract manufacturer through the issuance of purchase orders on an as-
needed basis. We depend and will continue to depend on our contract manufacturers to manufacture our product
candidates in accordance with cGMP for use in clinical trials. We will ultimately depend on contract manufacturers
for the manufacture of our products for commercial sale. Contract manufacturers are subject to extensive
governmental regulation.

Under our collaborative agreements with Novartis and Merck, our collaborators are responsible for manu-
facturing the product candidates. We believe each collaborator purchases bulk drugs from a contract manufacturer.

Competition

We are developing our TLR-targeted potential therapies for use in the treatment of cancer, infectious diseases,
autoimmune diseases and asthma and allergies, and for use as vaccine adjuvants. For all of the disease areas in
which we are developing potential therapies, we face competition from other companies developing products
involving TLR targeted compounds as well as non-TLR targeted therapies. Some of these non-TLR targeted
therapies have been in development or commercialized for years, in some cases by large, well established
pharmaceutical companies. Many of the marketed therapies have been accepted by the medical community,
patients, and third-party payors. Our ability to compete may be affected by the previous adoption of such therapies
by the medical community, patients, and third party payors. Additionally, in some instances, insurers and other
third-party payors seek to encourage the use of generic products, which makes branded products, such as our
product candidates, potentially less attractive, from a cost perspective, to buyers.

With respect to the development of products involving stimulation of the immune system, there are a number
of companies, both privately and publicly held, that are actively engaged in the discovery, development, and
commercialization of products and technologies involving TLR-targeted compounds that compete with our
technologies and product candidates, including compounds targeting TLR7, TLR8 or TLRY. Qur principal
competitors developing TLR-targeted compounds include: Coley Pharmaceutical Group, or Coley; Dynavax
Technologies Corporation, or Dynavax; and Anadys Pharmaceutical, Inc., or Anadys. Other companies developing
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TLR-targeted compounds include: Cytos Biotechnology AG, or Cytos; Eisai, Inc.; GlaxoSmithKline plc, or
GlaxoSmithKline; Hemispherx Biopharma, Inc.; Inex Pharmaceuticals Corporation; Innate Pharma SA; Intercell
AG, or Intercell; Juvaris BioTherapeutics, Inc.; Mologen AG; MultiCell Technologies, Inc.; Opsona Therapeutics
L.id.; and VaxInnate, Inc., or VaxInnate.

* [n cancer, we compete with Pfizer Inc., which in collaberation with Coley has multiple Phase 3 and Phase 2
clinical trials on-going with a TLR® agonist for treating cancer. In addition, Dynavax has announced
nitiation of a clinical mal for its TLRY agonist for cancer.

» [ninfectious diseases and hepatitis C potential competitors include Coley and Anadys, which is working in
collaboration with Novartis. Coley recently announced a strategic decision to suspend their independent
development of a product candidate for hepatitis C based upon preliminary data from two proof-of-concept
clinical trials. Anadys announced thai the IND for their hepatitis C product candidate is on clinical hold by
the FDA. We believe that the issues which led to these announcements by potential competitors are specific
to the compounds that were under evaluation,

» In autoimmune diseases, potential competitors include Coley and Dynavax, both of which have announced
discovery stage programs.

= In asthma/allergy and respiratory diseases, potential competitors include Dynavax by itself and in collab-
oration with AstraZeneca Pharmaceuticals LP; and Coley in collaboration with sanofi-aventis Groupe.

We are collaborating with Merck in developing our TLR7, 8 and 9 agonists as vaccine adjuvants in the fields of
oncology, infectious diseases, and Alzheimer’s disease. Merck's vaccines using our TLR7, 8 or 9 agonists as
adjuvants may compete with vaccines being developed or marketed by GlaxoSmithKline, Novartis, Dynavax.
VaxInnate, Intercell, and Cytos.

Many of our competitors have substantially greater financial, technical, and human resources than we have. In
addition, many of our competitors have significantly greater experience than we have in undertaking preclinical
studies and human clinical trials of new pharmaceutical products, obtaining FDA and other regulatory approvals of
products for use in health care and manufacturing, marketing and selling approved products.

Competition among these products and therapies will be based, among other things. on product efficacy, safety,
reliability, availability, price, and patent position.

The timing of market introduction of our products and competitive products will also affect competition
among products. We also expect the relative speed with which we can develop products, complete the clinical trials
and approval processes and supply commercial quantities of the products to the market to be an important
competitive factor. Our competitive position will aiso depend upon our ability to attract and retain qualified
personnel, to obtain patent protection or otherwise develop proprietary products or processes and to secure
sufficient capital resources for the often substantial period between technological conception and commercial sales.

Employees

As of March 1, 2007, we employed 33 individuals full-time. Of our 33 employees, 22 are engaged in research
and development. Nineteen of our employees hold a Ph.D., M.D., or equivalent degree. None of our employees are
covered by a collective bargaining agreement, and we consider relations with our employees to be good.

Information Available on the Internet

Ouwr internet address is www.iderapharma.com. The contents of our website are not part of this Annual Report
on Form 10-K and our internet address is included in this document as an inactive textual reference. We make
available free of charge through our web site our Annual Reports on Form 10-K, Quarterly Reports on Form 10-Q,
Current Reports on Form 8-K and amendments to these reports filed or furnished pursuant to Section 12(a) or 15(d)
of the Securities Exchange Act of 1934, as amended, as soon as reasonably practicable after we electronically file or
furnish such materials to the Securities and Exchange Commission,
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Item 1A. Risk Factors

RISK FACTORS

Investing in our common stock involves a high degree of risk. You should carefully consider the risks and
uncertainties described below in addition to the other information included or incorporated by reference in this
annual report on Form 10-K before purchasing our common stock. If any of the following risks actually occurs, our
business, financial condition or results of operations would likelv suffer, possibly materially. In that case, the
trading price of our common stock could fall, and you may lose all or part of the money you paid to buy our common
stock.

Risks Relating to Our Financial Results and Need for Financing

We have incurred substantial losses and expect to continue to incur losses. We will not be successful unless
we reverse this trend.

We have incurred losses in every year since our inception, except for 2002 when our recognition of revenues
under a license and collaboration agreement resulted in us reporting net income for that year. As of December 31,
2006, we had an accumulated deficit of $329.5 million. Our net loss applicable to common stockholders amounted
to $16.5 millien for the year ended December 31, 2006, $13.7 million for the year ended December 31, 2005 and
$15.4 million for the year ended December 31, 2004. We expect to continue to incur substantial operating losses in
future periods. These losses, among other things, have had and will continue to have an adverse effect on our
stockholders’ equity, total assets and working capital,

We have never had any products of our own available for commercial sale and have received no revenues from
the sale of drugs. To date, almost all of our revenues have been from collaborative and license agreements. We have
devoted substantially all of our efforts to research and development, including clinical trials, and we have not
completed development of any drugs. Because of the numerous risks and uncertainties associated with developing
drugs, we are unable to predict the extent of any future losses, whether or when any of our products will become
commercially available, or when we will become profitable, if at all. We expect to continue to incur significant and
increasing operating losses for at least the next several years. We anticipate that our expenses will increase as we
continue the clinical development of IMO-2055, and commence the clinical development of IMO-2125.

We will need additional financing, which may be difficult to obtain. Our failure to obtain necessary financ-
ing or doing so on unattractive terms could adversely affect our research and development programs and
other operations.

We will require substantial funds to conduct research and development, including preclinical testing and
clinical trials of our product candidates. We will also require substantial funds to conduct regulatory activities and to
establish commercial manufacturing, marketing and sales capabilities. We believe that, based on our current
operating plan, our existing cash, cash equivalents and short-term investments, will be sufficient to fund our
operations through at least 2008.

We will need to raise additional funds to operate our business beyond such time. We believe that the key factors
that will affect our ability to obtain additional funding are:

» the success of our clinical and preclinical development programs;

+ the success of our existing strategic collaborations with Novartis and Merck;

» the cost, timing and outcome of regulatory reviews;

» the receptivity of the capital markets to financings by biotechnology companies; and

* our ability to enter into additional strategic collaborations with biotechnology and pharmaceutical com-
panies and the success of such collaborations.
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If we cannot obtain adequate funds, we may terminate, modify or delay preclinical or clinical trials of cne or
more of our product candidates, fail to ‘establish or delay the establishment of manufacturing, sale or marketing
capabilities, or curtail research and development programs for new product candidates.

Additionat financing may not be available to us when we need it or may not be available to us on favorable
terms. We could be required to seek funds through arrangements with collaborators or others that may require us to
relinquish rights to some of our technologies, product candidates or drugs that we would otherwise pursue on our
own. In addition, if we raise additional funds by issuing equity securities, our then existing stockholders will
experience dilution. The terms of any financing may adversely affect the holdings or the rights of existing
stockholders. Debt financing, if available, may involve agreements that include covenants limiting or restricting our
ability to take specific actions, such as incurring additional debt, making capital expenditures or declaring
dividends, and are likely to include rights that are senior to the holders of our common stock. Any additional
debt financing or equity that we raise may contain terms, such as liquidation and other preferences, or liens or other
restrictions on our assets, which are not favorable to us or our stockholders. If we are unable to obtain adequate
funding on a timely basis or at all, we may be required 1o significantly curtail one or more of our discovery or
development programs. For example, we significantly curtaited expenditures on our research and deveiopment
programs during 1999 and 2000 because we did not have sufficient funds available to advance these programs at
planned levels.

Risks Relating to Our Business, Strategy and Industry

We are depending heavily on the success of our lead product candidate, IMO-2055, which is in clinical
development. If we are unable to successfully develop and commercialize this product, or experience signifi-
cant delays in doing so, our business will be materially harmed.

We are investing a significant portion of our time and financial resources in the development of our lead
product candidate, IMO-2055. We anticipate that our ability to generate product revenues will depend heavily on
the successful development and commercialization of this product. The commercial success of this product will
depend on several factors, including the following:

* acceptable safety profile duning clinical trials;

* demonstration of statistically recognized efficacy in clinical trials;

* receipt of marketing approvals from the FDA and equivalent foreign regulatory authorities;

+ establishment of commercial manufacturing arrangements with third-party manufacturers;

* the successful commercial launch of the product, whether alone or in collaboration with others;
« acceptance of the product by the medical community and third-party payors;

+ competition from other companies and their therapies;

+ successful protection of our intellectual property rights from competing products in the United States and
abroad; and

* a continued acceptable safety and efficacy profile of our product candidates following approval.

Our efforts to commercialize this product are at an early stage, as we are currently conducting a Phase 2 clinical
trial in patients with metastatic or recurrent clear cell renal cancer and a Phase 1/2 clinical trial in patients with
refractory solid tumors. If we are not successful in commercializing this product, or are significantly delaved in
doing so, our business will be materially harmed.

If our clinical trials are unsuccessful, or if they are delayed or terminated, we may not be able to develop
and commercialize our products.

In order to obtain regulatory approvals for the commercial sale of our products, we are required to complete
extensive clinical tnials in humans to demonstrate the safety and efficacy of our product candidates. Clinical trials
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are lengthy, complex and expensive processes with uncertain results. We may not be able to complete any clinical
trial of a potential product within any specified time period. Moreover, clinical trials may not show our potential
products to be both safe and efficacious. The FDA and other regulatory authorities may not approve any of our
potential products for any indication. We may not be able to obtain autherity from the FDA or other equivalent
foreign regulatory agencies to complete these trials or commence and complete any other clinical trials.

The results from preclinical testing of a product candidate that is under development may not be predictive of
results that will be obtained in human clinical trials. In addition, the results of early human clinical trials may not be
predictive of results that will be obtained in larger scale, advanced stage clinical trials. A failure of any of our
clinical trials can occur at any stage of testing. Companies in the biotechnology and pharmaceutical industries,
including companies with greater experience in preclinical testing and clinical trials than we have, have suffered
significant setbacks in clinical trials, even after demonstrating promising results in earlier trials. Furthermore,
interim results of a clinical trial do not necessarily predict final resuls.

There is to date little data on the long-term clinical safety of our lead compounds under conditions of
prolonged use in humans, or on any long-term consequences subsequent to human use. Effects seen in preclinical
studies, even if not observed in clinical trials, may result in limitations or restrictions on our clinical trials. We may
experience numerous unforeseen events during, or as a result of, preclinical testing, nonclinical testing, or the
clinical trial process that could delay or inhibit our ability to receive regulatory approval or Lo commercialize our
products, including:

+ regulators or institutional review boards may not authorize us to commence a clinical trial or conduct a
clinical trial at a prospective trial site;

preclinical or clinical data may not be readily interpreted, which may lead to delays and/or misinterpretation;

= our preclinical tests, including toxicology studies, or clinical trials may produce negative or inconclusive
results, and we may decide, or regulators may require us, to conduct additional preclinical testing or clinical
trials or we may abandon projects that we expect may not be promising;

= the rate of enrollment or retention of patients in our clinical trials may be less than expected;

= we might have to suspend or terminate our clinical trials if the participating patients experience serious
adverse events or undesirable side effects or are exposed Lo unacceptable health risks;

* regulators or institutional review boards may require that we hold, suspend or terminate clinical research for
various reasons, including noncompliance with regulatory requirements, including any issues identified
through inspections of manufacturing or clinical trial operations or clinical trial sites;

« regulators may hold or suspend our clinical trials while collecting supplemental information on, or
clarification of, our clinical trials or other clinical trials, including trials conducted in other countries or
trials conducted by other companies;

» we, along with our collaberators and subcontractors, may not employ, in any capacity, persons who have
been debarred under the FDA's Application Integrity Policy. Employment of such debarred persons, even if
inadvertently, may result in delays in the FDA's review or approval of our products, or the rejection of data
developed with the involvement of such person(s);

* the cost of our clinical trials may be greater than we currently anticipate; and

= our products may not cause the desired effects or may cause undesirable side effects or our products may
have other unexpected characteristics.
As an example, in 1997, after reviewing the results from the clinical trial of GEM91, a first generation
antisense compound and our lead product candidate at the time, we determined not to continue the development of
GEM91 and suspended clinical trials of this product candidate,

The rate of completion of clinical trials is dependent in part upon the rate of enrollment of patients. For
example, in the first stage of our Phase 2 trial of IMO-2055 in renal celi cancer, the enroliment has been slower than
projected due to the recent approval of two new therapies developed by other companies, Sutent® and Nexavar®, for
treatment of the same patient populations. Patient accrual is a function of many factors, including:

* the size of the patient population,
+ the proximity of patients to clinical sites,
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* the eligibility criteria for the study,

+ the nature of the study,

+ the existence of competitive clinical trials, and
» the availability of alternative treatments.

We do not know whether clinical trials will begin as planned, will need to be restructured or will be completed
on schedule, if at all. Significant clinical trial delays also could allow our competitors to bring products to market
before we do and impair our ability to commercialize our products.

Delays in commencing clinical trials of potential products could increase our costs, delay any potential reve-
nues and reduce the probability that a potential product will receive regulatory approval,

Qur product candidates and our collaborators’ product candidates will require preclinical and other nonclinical
testing and extensive clinical trials prior to submission of any regulatory application for commercial sales. We are
currently conducting clinical trials with IMO-2055 in oncology and plan to commence clinical trials of IMO-2125
in infectious disease in 2007. In conducting clinical trials, we cannot be certain that any planned clinical trial will
begin on time, if at all. Delays in commencing clinical trials of potential products could increase our product
development costs, delay any potential revenues and reduce the probability that a potential product will receive
regulatory approval.

Commencing clinical trials may be delayed for a number of reasons, including delays in:

* manufacturing sufficient quantities of product candidate that satisfy the required quality standards for use in
clinical trials;

* demonstrating sufficient safety to obtain regulatory approval for conducting a clinical trial;
* reaching an agreement with any collaborators on all aspects of the clinical trial;

+ reaching agreement with contract research organizations, if any, and clinical trial sites on alt aspects of the
clinical tral;

* resolving any objections from the FDA or any regulatory authority on an IND application or proposed
clinical trial design;

* obtaining institutional review board approval for conducting a clinical trial at a prospective site; and

* enrolling patients in order to commence the clinical trial.

The technologies on which we rely are unproven and may not result in any approved and marketable
producis.

The product candidates that we are developing are based upon technologies or therapeutic approaches that are
relatively new and unproven. We have focused our efforts on the research and development of RNA- and DNA-
based compounds targeted to TLRs. Neither we nor any other company have obtained regulatory approval to market
such compounds as therapeutic drugs, and no such products currently are being marketed. It is unknown whether the
results of preclinical studies with TLR-targeted compounds will be indicative of results that may be obtained in
clinical trials, and results we have obtained in the initial small-scale clinical trials we have conducted to date may
not be predictive of results in subsequent large-scale trials. Further, the chemical and pharmacological properties of
RNA- and DNA-based compounds targeted to TLRs may not be fully recognized in preclinical and small-scale
clinical trials, and such compounds may interact with human biological systems in unforeseen, ineffective, or
harmful ways that we have not yet identified. As a result of these factors, we may never succeed in obtaining a
regulatory approval to market any product. Furthermore, the commercial success of any of our products for which
we may obtain marketing approval from the FDA or other regulatory authorities will depend upon their acceptance
by the medical community and third party payors as clinically useful, cost-effective and safe. In addition, if products
based upon TLR technology being developed by our competitors have negative clinical trial results or otherwise are
viewed negatively, the perception of our TLR technology and market acceptance of our products could be impacted
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negatively. Our efforts to educate the medical community on these potentially unique approaches may require
greater resources than would be typically required for products based on conventional technologies or therapeutic
approaches. The safety, efficacy, convenience and cost-effectiveness of our products as compared to competitive
products will also affect market acceptance.

We face substantial competition, which may result in others discovering, developing or commercializing
drugs before or more successfully than us.

The biotechnology industry is highly competitive and characterized by rapid and significant technologicat
change. We face, and will continue to face, intense competition from pharmaceutical and biotechnology companies,
as well as academic and research institutions and government agencies. Some of these organizations are pursuing
products based on technologies similar to our technologies. Other of these organizations have developed and are
marketing products, or are pursuing other technological approaches designed to produce products, that are
competitive with our product candidates in the therapeutic effect these competitive products have on diseases
targeted by our product candidates. Our competitors may discover, develop or commercialize products or other
novel technologies that are more effective, safer or less costly than any that we are developing. Our competitors may
also obtain FDA or other regulatory approval for their products more rapidly than we may obtain approval for ours.
As examples, the FDA recently approved drugs developed by other companies, Sutent® and Nexavar®, for use in
renal cell cancer, which is the indication for which we are evaluating IMO-2055 monotherapy in our Phase 2 trial.
Pfizer Inc., in collaboration with Coley has muitiple Phase 3 and Phase 2 clinical trials on-going with a TLR9
agonist for treating cancer. In addition, Dynavax has announced initiation of a clinical trial for its TLR9 agonist for
cancer.

Many of our competitors are substantially larger than we are and have greater capital resources, research and
development staffs and facilities than we have. In addition, many of our competitors are more experienced than we
are in drug discovery, development and commercialization, obtaining regulatory approvals and drug manufacturing
and marketing.

We anticipate that the competition with our products and technologies will be based on a number of factors
including product efficacy, safety, availability and price. The timing of market introduction of our products and
competitive products will also affect competition among products. We expect the relative speed with which we can
develop products, complete the clinical trials and approval processes and supply commercial quantities of the
products to the market to be important competitive factors. Our competitive position will also depend upon our
ability to attract and retain qualified personnel, to obtain patent protection or otherwise develop proprietary
products or processes and protect our intellectual property, and to secure sufficient capital resources for the period
between technological conception and commercial sales.

Competition for technical and management personnel is intense in our industry, and we may not be able to
sustain our operations or grow if we are unable to attract and retain key personnel,

Our success is highly dependent on the retention of principal members of our technical and management staff,
including Dr. Sudhir Agrawal and Dr. Robert Karr. Dr. Agrawal serves as our Chief Executive Officer and Chief
Scientific Officer. Dr. Karr serves as our President. Dr. Agrawal has made significant contributions to the field of
antisense technology, and has led the development of our compounds targeted to TLRs. He is named as an inventor
on 300 patents and patent applications worldwide. Dr. Karr has extensive experience in the pharmaceutical industry.
Drs. Agrawal and Karr provide us leadership for management, research and development activities. The loss of
either Dr. Agrawal’s or Dr. Karr’s services would be detrimental to our ongoing scientific progress and the execution
of our business plan.

We are a party to an employment agreement with Dr. Agrawal that expires on October 19, 2009, but may be
renewed for additional one-year terms. This agreement may be terminated by us or Dr. Agrawal for any reason or no
reason at any time upon notice to the other party. We do not carry key man life insurance for Dr. Agrawal.

We are a party to an employment agreement with Dr. Karr that has an initial term ending on December 5, 2007,
and that may be renewed for additional one-year terms. This agreement may be terminated by us or Dr. Karr for any
reason or no reason at any time upon notice to the other party. We do not carry key man life insurance for Dr. Karr.
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Furthermore. our future growth will require hiring a significant number of qualified technical and management
personnel. Accordingly, recruiting and retaining such personnel in the future will be critical to our success, There is
intense competition from other companies and research and academic institutions for qualified personnel in the
areas of our activities. If we are not able to continue to attract and retain, on acceptable terms, the qualified
personnel necessary for the continued development of our business, we may not be able to sustain our operations or
grow.

Regulatory Risks

We may not be able to obtain marketing approval for products resulting from our development efforts.

All of the products that we are developing or may develop in the future will require additional research and
development, extensive preclinical studies and clinicat trials and regulatory approval prior to any commercial sales.
This process is lengthy, often taking a number of years, is uncertain and is expensive. Since our inception, we have
conducted clinical trials of a number of compounds. In 1997, we determined not to continue clinical development of
GEMS91, our lead product candidate at the time. Currently, we are conducting clinical trials of IMO-2055.

We may need to address a number of technological challenges in order to complete development of our
praducts, Moreover, these products may not be effective in treating any disease or may prove to have undesirable or
unintended side effects, unintended alteration of the immune systemn over time, toXicities or other characteristics
that may preclude our obtaining regulatory approval or prevent or limit commercial use.

We are subject to comprehensive regulatory requirements, which are costly and time consuming to comply
with; if we fail to comply with these requirements, we could be subject to adverse consequences and
penalties.

The testing. manufacturing, labeling, advertising, promotion, export and marketing of our products are subject
to extensive regulation by governmental authorities in Europe, the United States and elsewhere throughout the
world,

In general, submission of materials requesting permission to conduct clinical trials may not result in
authorization by the FDA or any equivalent foreign regulatory agency to commence clinical trials. Further,
permission to continue ongoing trials may be withdrawn by the FDA or other regulatory agency at any time after
initiation, based on new information available after the initial authorization to commence clinical trials. In addition,
submission of an application for marketing approval to the relevant regulatory agency following completion of
clinical trials may not result in the regulatory agency approving the application if applicable regulatory criteria are
not satisfied, and may result in the regulatory agency requiring additional testing or information.

Any regulatory approval of a preduct may contain limitations on the indicated uses for which the product may
be marketed or requirements for costly post-marketing testing and surveillance to monitor the safety or efficacy of
the product. Any product for which we obtain marketing approval, along with the factlities at which the product is
manufactured, any post-approval clinical data and any advertising and promotional activities for the product will be
subject to continual review and periodic inspections by the FDA and other regulatory agencies.

Both before and after approval is obtained, violations of regulatory requirements may result in:

= the regulatory agency’s delay in approving, or refusal to approve, an application for approval of a product:
» restrictions on our products or the manufacturing of our products;

+ withdrawal of our products from the market;

* warning letters;

» voluntary or mandatory recall;

* fines;

* suspension or withdrawal of regulatory approvals;
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» product seizure;
« refusal to permit the import or export of our products;
« injunctions or the imposition of civil penalties; and

+ criminal penalties.

We have only limited experience in regulatory affairs and our products are based on new technologies;
these factors may affect our ability or the time we require to obtain necessary regulatory approvals.

We have only limited experience in filing the applications necessary to gain regulatory approvals. Moreover,
the products that result from our research and development programs will likely be based on new technologies and
new therapeutic approaches that have not been extensively tested in humans. The regulatory requirements
governing these types of products may be more rigorous than for conventional drugs. As a result, we may
experience a longer regulatory process in connection with obtaining regulatory approvals of any product that we
develop.

Risks Relating to Collaborators

We need to establish additional collaborative relationships in order to succeed.

If we do not reach agreements with additional collaborators in the future, we may fail to meet our business
objectives. We believe collaborations can provide us with expertise and resources. If we cannot enter into additional
collaboration agreements, we may not be able to obtain the expertise and resources necessary to achieve our
business objectives. We face, and will continue to face, significant competition in seeking appropriate collaborators.
Mareover, collaboration arrangements are complex and time consuming to negotiate, document and implement. We
may not be successful in our efforts to establish and implement collaborations or other alternative arrangements.
The terms of any collaborations or other arrangements that we establish, if any, may not be favorable to us.

The failure of these collaborative relationships could delay our drug development or impair commercialization
of our products and could materially harm our business and might accelerate our need for additional capital.

Any collaboration that we enter into may not be successful. The success of our collaboration arrangements, if
any, will depend heavily on the efforts and activities of our collaborators. Possible future collaborations have risks,
including the following:

= disputes may arise in the future with respect to the ownership of rights to technology developed with future
collaborators;

* disagreements with future collaborators could delay or terminate the research, development or commer-
cialization of products, or result in litigation or arbitration;

* future collaboration agreements are likely to be for fixed terms and subject to termination by our
collaborators in the event of a material breach or lack of scientific progress by us;

» future collaborators are likely to have the first right to maintain or defend our intellectual property rights and,
although we would likety have the right to assume the maintenance and defense of our intellectual property rights
if our collaborators do not, our ability to do so may be compromised by our collaborators’ acts or omissions;

« future collaborators may utilize our intellectual property rights in such a way as to invite litigation that could
jeopardize or invalidate our intellectual property rights or expose us to potential liability;

= future collaborators may change the focus of their development and commercialization efforts. Pharmaceutical
and biotechnology companies historically have re-evaluated their priorities following mergers and consolida-
tions, which have been common in recent years in these industries. The ability of our products to reach their
potential could be limited if future collaborators decrease or fail to increase spending relating to such products;

» future collaborators may underfund or not commit sufficient resources to the testing, marketing, distribution
or development of our products; and
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= future collaborators may develop alternative products either on their own or in collaboration with others, or
encounter conflicts of interest or changes in business strategy or other business issues, which could adversely
affect their willingness or ability to fulfill their obligations to us.

Given these rigks, it is possible that any collaborative arrangements into which we enter may not be successful.

QOur existing collaborations and any collaborations we enter into in the future may not be successful.

An important element of our business strategy includes entering into strategic collaborations with corporate
collaborators, primarily large pharmaceutical companies, for the development, commercialization, marketing and
distribution of some of our product candidates. In May 2005, we entered into a collaborative arrangement with
Novartis involving our TLR9 agonists for application in asthma and allergies. In December 2006, we entered into a
coliaborative agreement with Merck involving our TLR7, 8 and 9 agonists for application in vaccine products for
oncology, infectious diseases and Alzheimer’s disease. The fatlure of these collaborative relationships or any others
we enter into in the future could delay our drug development or impair commercialization of our products and could
materially harm cur business and might accelerate our need for additional capital.

The success of our collaboration arrangements, if any, will depend heavily on the efforts and activities of our
collaborators. Our existing collaborations have risks, including the following:

* disputes may arise in the future with respect to the ownership of rights to technology developed with our
collaborators;

» disagreements with our collaborators could delay or terminate the research, development or commercial-
ization of products, or result in litigation or arbitration;

* we may have difficulty enforcing the contracts if one of our collaborators fails to perform;

= our collaborators may terminate their collaborations with us, which could make it difficult for us to attract
new collaborators or adversely affect the perception of us in the business or financial communities;

= our collaboration agreements are likely to be for fixed terms and subject to termination by our collaborators
in the event of a material breach or lack of scientific progress by us;

* our collaborators are likely to have the first right to maintain or defend our intellectual property rights and,
although we would likely have the right to assume the maintenance and defense of our intellectual property
rights if our collaborators do not, our ability to do so may be compromised by our collaberators’ acts or
omissions;

* our collaborators may utilize our intellectual property rights in such a way as to invite litigation that could
jeopardize or invalidate our intellectual property rights or expose us to potential liability;

= our collaborators may change the focus of their development and commercialization efforts. Pharmaceutical
and biotechnology companies historically have re-evaluated their priorities following mergers and con-
solidations, which have been common in recent years in these industries. The ability of our products to reach
their potential could be limited if our collaborators decrease or fail to increase spending relating to such
products;

= our collaborators may underfund or not commit sufficient resources to the testing, marketing, distribution or
development of our products; and

* our collaborators may develop alternative products either on their own or in collaboration with others, or
encounter conflicts of interest or changes in business strategy or other business issues, which could adversely
affect their willingness or ability to fulfill their obligations to us.

Collaborations with pharmaceutical companies and other third parties often are terminated or allowed to expire
by the other party. Such terminations or expirations may adversely affect us financially and could harm our business
reputation in the event we elect to pursue collaborations that ultimately expire or are terminated in such a manner.
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Risks Relating to Intellectual Property

If we are unable to obtain patent protection for our discoveries, the value of our technology and products
will be adversely affected.

Our patent positions, and those of other drug discovery companies, are generally uncertain and involve
complex legal, scientific and factual questions. Our ability to develop and commercialize drugs depends in
significant part on our ability to;

« obtain patents;

* obtain licenses to the proprietary rights of others on commercially reasonable terms;
+ operate without infringing upon the proprietary rights of others;

+ prevent others from infringing on our proprietary rights; and

+ protect trade secrets.

We do not know whether any of our patent applications or those patent applications that we license will result
in the issuance of any patents. Our issued patents and those that may be issue in the future, or those licensed to us,
may be challenged, invalidated or circumvented, and the rights granted thereunder may not provide us proprietary
protection or competitive advantages against competitors with similar technology. Furthermore, our competitors
may independently develop similar technologies or duplicate any technology developed by us. Because of the
extensive time required for development, testing and regulatory review of a potential product, it is possible that,
before any of our products can be commercialized, any related patent may expire or remain in force for only a short
period following commercialization, thus reducing any advantage of the patent.

Because patent applications in the United States and many foreign jurisdictions are typically not published
until 18 months after filing, or in some cases not at all, and because publications of discoveries in the scientific
literature often lag behind actual discoveries, neither we nor our licensors can be certain that we or they were the
first to make the inventions claimed in issued patents or pending patent applications, or that we or they were the first
to file for protection of the inventions set forth in these patent applications.

Third parties may own or control patents or patent applications and require us to seek licenses, which could
increase our development and commercialization costs, or prevent us from developing or marketing
products.

We may not have rights under some patents or patent applications related to our products. Third parties may
own or control these patents and patent applications in the United States and abroad. Therefore, in some cases, to
develop, manufacture, sell or import some of our products, we or our collaborators may choose to seek, or be
required to seek, licenses under third party patents issued in the United States and abroad or under patents that might
issue from United States and foreign patent applications. In such an event, we would be required to pay license fees
or royalties or both to the licensor. If licenses are not available to us on acceptable terms, we or our collaborators
may net be able to develop, manufacture, sell or import these products.

We may lose our rights to patents, patent applications or technologies of third parties if our licenses from
these third parties are terminated. In such an event, we might not be able to develop or commercialize prod-
ucts covered by the licenses.

We are party to five royalty-bearing license agreements in the field of antisense technology under which we
have acquired rights 1o patents, patent applications and technology of third parties. Under these licenses we are
obligated to pay royalties on net sales by us of products or processes covered by a valid claim of a patent or patent
application licensed to us. We also are required in some cases to pay a specified percentage of any sublicense
income that we may receive. These licenses impose vartous commercialization, sublicensing, insurance and other
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obligations on us. Our failure 1o comply with these requirements could result in termination of the licenses. These
licenses generally will otherwise remain in effect until the expiration of all valid claims of the patents covered by
such licenses or upon earlier termination by the parties. The issued patents covered by these licenses expire at
various dates ranging from 2007 to 2022. If one or more of these licenses is terminated, we may be delayed in our
efforts, or be unable, to develop and market the products that are covered by the applicable license or licenses.

We may become involved in expensive patent litigation or other proceedings, which could result in our
incurring substantial costs and expenses or substantial liability for damages or require us to stop our devel-
opment and commercialization efforts.

There has been substantial litigation and other proceedings regarding patent and other intellectual property
rights in the biotechnology industry. We may become a party to various types of patent litigation or other
proceedings regarding intellectual property rights from time to time even under circumstances where we are not
practicing and do not intend to practice any of the intellectual property involved in the proceedings. For instance, in
2002, 2003, and 2005, we became involved in interference proceedings declared by the United States Patent and
Trademark Office, or USPTO, for certain of our antisense and ribozyme patents. All of these interferences have
since been resolved. We are neither practicing nor intending to practice the intellectual property that is associated
with any of these interference proceedings.

The cost to us of any patent litigation or other proceeding, including the interferences referred to above, evenif
resolved in our favor, could be substantial. Some of our competitors may be able to sustain the cost of such litigation
or proceedings more effectively than we can because of their substantially greater financial resources. If any patent
litigation or other proceeding is resolved against us, we or our collaborators may be enjoined from developing,
manufacturing, selling or importing our drugs without a license from the other party and we may be held liabie for
significant damages. We may not be able to obtain any required license on commercially acceptable terms or at all.

Uncertainties resulting from the initiation and continuation of patent litigation or other proceedings could have
a material adverse effect on our ability to compete in the marketplace. Patent litigation and other proceedings may
also absorb significant management time.

Risks Relating to Product Manufacturing, Marketing and Sales and Reliance on Third Parties

Because we have limited manufacturing experience, facilities or infrastructure, we are dependent on third-
party manufacturers to manufacture products for us. If we cannot rely on third-party manufacturers, we
will be required to incur significant costs and devote significant efforts to establish our own manufacturing
Sacilities and capabilities,

We have limited manufacturing experience, no manufacturing facilities, infrastructure or clinical or com-
mercial scale manufacturing capabilities. In order to continue to develop our products, apply for regulatory
approvals and ultimately commercialize products, we need to develop, contract for or otherwise arrange for the
necessary manufacturing capabilities.

We currently rely upon third parties to produce material for preclinical and clinical testing purposes and expect
to continue to do so in the future. We also expect to rely upon third parties to produce materials that may be required
for the commercial production of our products. Our current and anticipated future dependence upon others for the
manufacture of our product candidates may adversely affect our future profit margins and our ability to develop
product candidates and commercialize any product candidates on a timely and competitive basis. We currently do
not have any long term supply contracts and rely on only one contract manufacturer,

There are a limited number of manufacturers that operate under the FDA’s ¢cGMP regulations capable of
manufacturing our products. As a result, we may have difficulty finding manufacturers for our products with
adequate capacity for our needs. If we are unable to arrange for third party manufacturing of our products on a
timely basis, or to do so on commercially reasonable terms, we may not be able to complete development of our
products or market them.
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Reliance on third party manufacturers entails risks to which we would not be subject if we manufactured
products ourselves, including:

» reliance on the third party for regulatory compliance and quality assurance;

* the possibility of breach of the manufacturing agreement by the third party because of factors beyond our
control;

* the possibility of termination or nonrenewal of the agreement by the third party, based on its own business
priorities, at a time that is costly or inconvenient for us;

» the potential that third party manufacturers will develop know-how owned by such third party in connection
with the production of our products that is necessary for the manufacture of our products; and

» reliance upon third party manufacturers to assist us in preventing inadvertent disclosure or theft of our
proprietary knowledge.

Additionally, contract manufacturers may not be able to manufacture our TLR product candidates at a cost ot
in quantities necessary to make them commercially viable. To date, our third-party manufacturers have met our
manufacturing requirernents, but we cannot assure you that they will continue to do so. Furthermore, changes in the
manufacturing process or procedure, including a change in the location where the drug is manufactured or a change
of a third-party manufacturer, may require prior FDA review and approval in accordance with the FDA’s current
c¢GMPs. There are comparable foreign requirements. This review may be costly and time-consumning and could
delay or prevent the launch of a product. The FIDA or similar foreign regulatory agencies at any time may also
implement new standards, or change their interpretation and enforcement of existing standards for manufacture,
packaging or testing of products. If we or our contract manufacturers are unable to comply, we or they may be
subject to regulatory action, civil actions or penalties.

We have no experience selling, marketing or distributing products and no internal capability to do so.

If we receive regulatory approval to commence commercial sales of any of our products, we will face
competition with respect to commercial sales, marketing and distribution. These are areas in which we have no
experience. To market any of our products directly, we would need to develop a marketing and sales force with
technical expertise and with supporting distribution capability. In particular, we would need to recruit a large
number of experienced marketing and sales personnel. Alternatively, we could engage a pharmaceutical or other
healthcare company with an existing distribution system and direct sales force to assist us. However, to the extent
we entered into such arrangements, we would be dependent on the efforts of third parties. If we are unable to
establish sales and distribution capabilities, whether internally or in reliance on third parties, our business would
suffer matertally.

If third parties on whom we rely for clinical trials do not perform as contractually required or as we expect,
we may not be able to obtain regulatory approval for or commercialize our products and our business may

suffer.

We do not have the ability to independently conduct the clinical trials required to obtain regulatory approval for
our products. We depend on independent clinical investigators, contract research organizations and other third party
service providers in the conduct of the clinical trials of our products and expect to continue to do so. For example,
we have contracted with a contract research organization to manage our Phase 2 clinical trial of IMO-2055 in renal
cell cancer. We rely heavily on these parties for successful execution of our clinical trials, but do not control many
aspects of their activities. We are responsible for ensuring that each of our clinical trials is conducted in accordance
with the general investigational plan and protocols for the trial. Moreover, the FDA requires us to comply with
standards, commonly referred to as good clinical practices, for conducting, recording and reporting clinical trials to
assure that data and reported results are credible and accurate and that the rights, integrity and confidentiality of trial
participants are protected. Our reliance on third parties that we do not control does not relieve us of these
responsibilities and requirements. Third parties may not complete activities on schedule or may not conduct our
clinical trials in accordance with regulatory requirements or our stated protocols. The failure of these third parties to
carry out their obligations could delay or prevent the development, approval and commercialization of our products.
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If we seek to conduct any of these activities ourselves in the future, we will need to recruit appropriately trained
personnel and add to our infrastructure.

The commercial success of any product candidates that we may develop will depend upon the degree of
market acceptance by physicians, patients, third party payors and others in the medical community.

Any products that we ultimately bring to the market, if they receive marketing approval, may not gain market
acceptance by physicians, patients, third party payors and others in the medical community. If these products do not
achieve an adequate level of acceptance, we may not generate significant product revenue and we may not become
profitable. The degree of market acceptance of our product candidates, if approved for commercial sale, will depend
on a number of factors, including:

« the prevalence and severity of any side effects, including any limitations or warnings contained in the
product’s approved labeling;

* the efficacy and potential advantages over alternative treatments;
» the ability to offer our product candidates for sale at competitive prices;
« relative convenience and ease of administration;

+ the willingness of the target patient population to try new therapies and of physicians to prescribe these
therapies;

= the strength of marketing and distribution support and the timing of market introduction of competitive
products; and

= publicity concerning cur products or competing products and treatments.

Even if a potential product displays a favorable efficacy and safety profile, market acceptance of the product
will not be known until after it is launched. Our efforts to educate the medical community and third party payors on
the benefits of our product candidates may require significant resources and may never be successful. Such efforts to
educate the marketplace may require more resources than are required by conventional technologies marketed by
our competitors.

If we are unable to obtain adequate reimbursement from third party payors for any producis that we may
develop or acceptable prices for those products, our revenues and prospects for profitability will suffer.

Most patients rely on Medicare and Medicaid, private health insurers and other third party payors to pay for
their medical needs, including any drugs we may market. If third party payors do not provide adequate coverage or
reimbursement for any products that we may develop, our revenues and prospects for profitability will suffer.
Congress enacted a limited prescription drug benefit for Medicare recipients in the Medicare Prescription Drug and
Modernization Act of 2003. While the program established by this statute may increase demand for our products, if
we parlicipate in this program, our prices will be negotiated with drug procurement organizations for Medicare
beneficiaries and are likely to be lower than we might otherwise obtain. Non-Medicare third party drug procurement
organizations may also base the price they are willing to pay on the rate paid by drug procurement organizations for
Medicare beneficiaries.

A primary trend in the United States healthcare industry is toward cost containment. In addition, in some
foreign countries, particularly the countries of the European Union, the pricing of prescription pharmaceuticals is
subject to governmental control. In these countnes, pricing negotiations with governmental authorities can take six
months or longer after the receipt of regulatory marketing approval for a product. To obtain reimbursement or
pricing approval in some countries, we may be required to conduct a clinical trial that compares the cost
effectiveness of our product candidates or products to other available therapies. The conduct of such a clinical
trial could be expensive and result in delays in commercialization of our products. These further clinical trials would
require additional time, resources and expenses. If reimbursement of our products is unavailable or limited in scope
or amount, or if pricing is set at unsatisfactory levels, our prospects for generating revenue, if any, could be
adversely affected and our business may suffer.
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Third party payors are challenging the prices charged for medical products and services, and many third party
payors limit reimbursement for newly-approved healthcare products. In particular, third party payors may limit the
indications for which they will reimburse patients who use any products that we may develop. Cost control
initiatives could decrease the price we might establish for products that we may develop, which would result in
lower product revenues to us.

We face a risk of product liability claims and may not be able to obtain insurance.

Our business exposes us to the risk of product liability claims that is inherent in the manufacturing, testing and
marketing of human therapeutic drugs. We face an inherent risk of product liability exposure related to the testing of
our product candidates in human clinical trials and will face an even greater risk if we commercially sell any
products. Regardless of merit or eventual outcome, liability claims and product recalls may result in:

= decreased demand for our product candidates and products;

+ damage to our reputation;

« regulatory investigations that could require costly recalls or product modifications;
» withdrawal of clinical trial participants;

» costs to defend related litigation;

« substantial monetary awards to trial participants or patients, including awards that substantially exceed our
product liability insurance, which we would then have to pay using other sources, if available, and would
damage our ability to obtain liability insurance at reasonable costs, or at all, in the future;

* loss of revenue;
+ the diversion of management’s attention away from managing our business; and
+ the inability to commercialize any products that we may develop.

Although we have product liability and clinical trial liability insurance that we believe is adequate, this
insurance is subject to deductibles and coverage limitations. We may not be able to obtain or maintain adequate
protection against potential liabilities. If we are unable to obtain insurance at acceptable cost or otherwise protect
against potential product liability claims, we will be exposed to significant liabilities, which may materially and
adversely affect our business and financial position. These liabilities could prevent or interfere with our com-
mercialization efforts.

Risks Relating to an Investment in Qur Common Stock

Our corporate governance structure, including provisions in our certificate of incorporation and by-laws,
our stockholder rights plan and Delaware law, may prevent a change in control or management that stock-
holders may consider desirable.

Section 203 of the Delaware General Corporation Law and our certificate of incorporation, by-laws and
stockholder rights plan contain provisions that might enable our management to resist a takeover of our company or
discourage a third party from attempting to take over our company. These provisions include:

* a classified board of directors,

+ limitations on the removal of directors,

« limitations on stockholder proposals at meetings of stockholders,

» the inability of stockholders to act by written consent or to call special meetings, and

» the ability of our board of directors to designate the terms of and issue new series of preferred stock without
stockholder approval.
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In addition, Section 203 of the Delaware General Corporation Law imposes restrictions on our ability to
engage in business combinations and other specified transactions with significant stockholders. These provisions
could have the effect of delaying, deferring, or preventing a change in control of us or a change in our management
that stockholders may consider favorable or beneficial, These provisions could also discourage proxy contests and
make it more difficult for you and other stockholders to elect directors and take other corporate actions. These
provisions could also limit the price that investors might be willing to pay in the future for shares of our common
stock.

Our stock price has been and may in the future bhe extremely volatile. In addition, because an active trading
market for our common stock has not developed, our investors’ ability to trade our common stock may be
limited. As a result, investors may lose all or a significant portion of their investment.

Our stock price has been volatile. During the period from January 1. 2005 to December 31, 2006, the closing
sales price of our common stock, as adjusted to reflect the one-for-eight reverse split of our common stock effected
on June 29, 2006, ranged from a high of $6.48 per share to a low of $2.36 per share. The stock market has also
experienced significant price and volume fluctuations, and the market prices of biotechnology companies in
particular have been highly volatile, often for reasons that have been unrelated to the operating performance of
particular companies. The market price for our common stock may be influenced by many factors, including:

« results of clinical trials of our product candidates or those of our competitors;

* the regulatory status of our product candidates;

« failure of any of cur product candidates, if approved, 10 achieve commercial success;
* the success of competitive products or technologies;

* regulatory developments in the United States and foreign countries;

* Qur success in entering into collaborative agreements;

* developments or disputes concerning patents or other proprietary rights:

« the departure of key personnel;

= variations in our financial results or those of companies that are perceived to be similar to us;
* our cash resources;

* the terms of any financing conducted by us;

= changes in the structure of healthcare payment systems;

» market conditions in the pharmaceutical and biotechnology sectors and issuance of new or changed
securities analysts’ reports or recommendations; and

» general economic, industry and market conditions.

In addition, our common stock has historically been traded at low volume levels and may continue to trade at
low volume levels, As a result, any large purchase or sale of our common stock could have a significant impact on
the price of our commen stock and it may be difficult for investors to sell our common stock in the market without
depressing the market price for the common stock or at all,

As a result of the foregoing, investors may not be able to resell their shares at or above the price they paid for
such shares. Investors in our common stock must be willing to bear the risk of fluctuations in the price of our
common stock and the risk that the value of their investment in our stock could decline.

Item 1B. Unresolved Staff Comments

None.
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Item 2. Properties

We currently lease approximately 26,000 square feet of laboratory and office space, including 6,000 square
feet of specialized preclinical lab space, in Cambridge, Massachusetts under a lease that expires April 30, 2007. In
October 2006, we entered into a lease agreement for approximately 26,000 square feet of newly built-out laboratory
and office space also located in Cambridge, Massachusetts for a term commencing in May 2007 and expiring in
June 2014. We have specified rights to sublease this facility and a five-year renewal option. We intend to move our
operations from our current facility to the new facility in June 2007 and to continue Lo occupy our existing space in
Cambridge on a month-to-month basis, as required.

Item 3. Legal Proceedings

None.

Item 4. Submission of Matters to a Vote of Security Holders

None.

Executive Officers of ldera Pharmaceuticals

The following table sets forth the names, ages and positions of our executive officers as of March 1, 2007:

Name Age Position

Sudhir Agrawal, D. Phil . ........ ... ... . ... 53 Chief Executive Officer, Chief Scientific Officer
and Director

Robert W. Karr, MD. .. ... ... ... ...... 58  President and Director Chief Financial Officer,
Vice President of Operations,

Robert G. Andersen ... .................... 56  Treasurer and Secretary

Alice Bexon, MBChB ... ... .. ... ...... ... 37  Vice President of Clinical Development

Timothy M. Sullivan, PhD.................. 52 Vice President of Development Programs

Sudhir Agrawal, D. Phil., is our Chief Executive Officer and Chief Scientific Officer. He joined us in 1990 and
has served as our Chief Scientific Officer since January 1993, our Senior Vice President of Discovery since
March 1994, our President from February 2000 to October 2005, a director since March 1993 and our Chief
Executive Officer since August 2004. Prior to his appointment as Chief Scientific Officer, he served as our Principal
Research Scientist from February 1990 to January 1993 and as our Vice President of Discovery from December
1991 to January 1993. He served as Acting Chief Executive Officer from February 2000 until September 2001. Prior
to joining us, Dr. Agrawal served as a Foundation Scholar at the Worcester Foundation for Experimental Biology
from 1987 through 1991 and at the Medical Research Council’s Laboratory of Molecular Biology in Cambridge,
England from 1985 to 1986. Dr. Agrawal received a D. Phil. in chemistry in 1980 from Allahabad University in
India. He has authored more than 260 research papers and reviews. He is a member of the editorial board of several
scientific journals. Dr. Agrawal is co-author of more than 300 patents and patent applications worldwide.

Robert W. Karr, M.D., is our President. He was appointed a member of our Board of Directors in June 2005 and
became our President in December 2005. From June 2000 through December 2004, Dr. Karr was a senior executive
for Global Research & Development for Pfizer, Inc., a pharmaceutical company, where he served as Senior Vice
President, Strategic Management from 2003-2004. Prior to its merger with Pfizer, Dr. Karr served as Vice President,
Research & Development Strategy for Warner-Lambert Company, a pharmaceutical company. He currently serves
on the Board of Directors of GTx, Inc., a biotechnology company. Dr. Karr received his B.S. with honors from
Southwestern University in 1971 and his M.D. from the University of Texas Medical Branch in 1975, Dr. Karr
completed his internship and residency in internal medicine at Washington University School of Medicine and
served as a faculty member at both the University of lowa College of Medicine and Washington University School
of Medicine.

Robert G. Andersen is our Chief Financial Officer and Vice President of Operations. He joined us in November
1996 as Vice President of Systems Engineering and Management Information Systems and has served as our Vice
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President of Operations and Planning since 1997, our Treasurer since March 1998 and our Chief Financial Officer
since February 2000. Prior to joining us, Mr. Andersen held a variety of management positions at Digital Equipment
Corporation, a computer company, from 1986 to 1996, most recently as Group Manager of the Applied Objects
Business Unit. From 1978 to 1986, Mr. Andersen held technical management positions at United Technologies
Corporation, a building systems and aerospace technology company, most recently as Director of Quality for Otis
Elevator Company’s European Operations based in Paris, France and Worldwide Director of Controls for Otis
Group. Mr. Andersen received an M.S. in Management from Northeastern University in 1978 and his B.E.E. magna
cum laude in Electrical Engineering from The City College of New York in 1972. He is also a graduate of the
United Technologies Advanced Studies Program.

Alice S. Bexon, MBChB, joined us in January 2007 as our Vice President of Clinical Development. From April
2001 to January 2007, Dr. Bexon worked for Hoffmann-La Roche, Inc.'s Pharma Division, where she served
initially as International Medical Leader for the Oncology Business organization from April 2001 through June
2006 and subsequently as Clinical Science Leader for Pharma Development Medical Oncology from July 2006 to
January 2007. Dr. Bexon also served as Medical Director from 1998 to 2001 in the oncology business unit of Sanofi-
Synthelabo’s French affiliate (now sanofi-aventis), a pharmaceutical company. In addition, from 1997 to 1998
Dr. Bexon worked for the European Organization for Research and Treatment of Cancer (subsequently NDDO
Oncology) in the Netherlands, and in 1997, she worked for Parexel International, a global bio/pharmaceutical
services organization, in France. Dr. Bexon received her MBChB (MD equivalent) from Bristol University Medical
School in the United Kingdom in 1994 and her full General Medical Council registration to practice medicine the
following year. She completed internships in internal medicine and general surgery at Newcastle’s Freeman and
North Tyneside General Hospitals in the UK and her oncology residency under Professor Jean-Pierre Armand at the
Institut Gustave Roussy in Villejuif, France

Timothy Sullivan, Ph.D., is our Vice President of Development Programs. He joined us in 2002 as Senior
Director, Preclinical Drug Development. His prior professional experience includes positions as Executive Director
of Non-clinical Drug Safety Evaluation for Purdue Pharma L.P., a pharmaceutical company. from 1999 to 2002 and
Vice President of Eastern Operations for Oread, Inc., a contract drug development organization, from 1997 to 1999.
Prior to 1997, Dr. Sullivan held a variety of technical management roles with other pharmaceutical companies and
contract research organizations (Adria, Battelle, Roma Toxicology Centre), and in veterinary medicine (Interna-
tional Minerals & Chemical}. Dr. Sullivan earned his B.S. in Microbiology from Michigan State University in 1975.
His graduate studies were at Purdue University, where he earned a M.S. degree in Health Physics in 1978 and a
Ph.D. in Toxicology in 1981.
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PART IL

Item 5. Market For Registrant’s Common Equity, Related Stockholder Matters and Issuer Purchases of
Equity Securities

Market Information

On September 12, 2005, we changed our name from Hybridon, Inc. to Idera Pharmaceuticals, Inc. On
September 13, 2005, Idera’s American Stock Exchange ticker symbol changed from “HBY™ to “IDP.”

The following table sets forth, for the periods indicated, the high and low sales prices per share of our common
stock, as adjusted to reflect the one-for-eight reverse split of our common stock effected on June 29, 2006, during
each of the quarters set forth below as reported on the American Stock Exchange. These prices reflect inter-dealer
prices without retail mark-up, mark-down or commission and may not necessarily represent actual transactions.

High  Low
2005
First QUATIET . . ..ot i et e et et e e e e e e $9.20  $3.60
Second QUANEr ... ... vt e s 6.64 4.08
Third QUamEr. . . . o o e ittt e e e e 5.76 3.44
Fourth QUAarter . .. ... ... ittt i e e e e 6.72 4.00
20006
FArst QUAMTEr . . . . oottt et et e e e e $5.52  $4.00
Second QUALET . . ..ottt e e 544 1.60
Third QUarter. . . . ... e 4.87 2.31
Fourth Quarter . . ... .. e 6.99 3.65

The number of common stockholders of record on March 13, 2007 was 300.

We have never declared or paid cash dividends on our common stock, and we do not expect to pay any cash
dividends on our common stock in the foreseeable future.
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Item 6. Selected Financial Data

The following selected financial data are derived from our financial statements. The data should be read in
conjunction with Management's Discussion and Analysis of Financial Condition and Results of Operations and the
financial statements, related notes, and other financial information included herein. Patent related costs were
previously included in research and development expenses but have been reclassified to general and administrative
expenses for all periods displayed below.

Year Ended December 31,
2006 2005 2004 2003 2002
(In thousands, except per share data)

Statement of Operations Data:

Alllance revenue(l). . ... ... ... ... ... .. ... $ 2421 § 2467 § 942 § 897 % 29.606
Operating expenses:
Research and development . . . ... ... ... ... ... 12,705 11,170 8,249 9,898 6,169
General and administrative . . .. ... ... ... ... 6,276 5,120 5,616 8,386 7,465
Total operating expenses. . .. ............. 18,981 16,290 13,865 18,284 13,634
(Loss) income from operations. .. ............... (16,560  (13.823) (12,923 (17.387) 15,972
Other income {expense):
Investment income, net . ........... ... ...... 505 369 217 190 650
Interest expense. . ....... ... ... . ... (425) (252) (29) (118 (150)
Gain on sale of securities, net. . .. ............. — — — 104 —
(Loss) income before income taxes. . ... ........ (16,480 (13,7060  (12,735) (17.211) 16,472
Income tax (provision) benefit . .. ... ... ... .. (45) — — — 500
Net (loss) INCOME . ..o v et e e (16,525)  (13,706)  (12,735) (17,211) 16,972
Accretion of preferred stock dividend. . ........... — — (2,676) (5.529) (4,246)
Net (loss) income applicable 10 common
stockholders . . ....... ... .. .. ... .. ..., % (16,525) § (13,706) § (15411) $ (22,740) § 12,726
Basic net {loss) income pershare. .. ............. $ 099 % (099 § (103 3 (269 $ 2.90
Accretion of preferred stock dividends ... .. ... .. — — 0.22) (0.87) (0.73)
Net (loss) income per share applicable to common
stockholders . .......................... $ 09 $ DM E (025 %5 (356) % 2.17
Diluted net (loss) income per share. . ... ........ $ 0W9H $ I F (103 F (269 8 2.56
Accretion of preferred stock dividends .. ... ... .. — — (0.22) (0.87) (0.64)
Net (loss) income per share applicable to common
stockholders .. .......... .. ... .. .. ...... $ 09 % ©OIME (125 % (356 8 1.92
Shares used in computing basic net (loss) income
percommon share(2} .. ....... .. ... ... ... 16,625 13,886 12,364 6,382 5,860
Shares used in computing diluted net (loss) income
percommon share(2) .. ................... 16,625 13,886 12,364 6.382 6.623
Balance Sheet Data:
Cash, cash equivalents and short-term investments. ... § 38,187 § 8376 $ 14413 § 13,668 §$ 19,175
Working capital . ........... .. ... oL 30,983 4998 13,181 10,740 17,638
Total as8€ls. . . . .. vttt e 40,541 9,986 15,391 14,410 21,249
Capital lease obligations, current portion .. ........ 7 7 — — 34
4% convertible subordinated notes payable . . . ... ... 5,033 5,033 — — —
9% convertible subordinated notes payable . . . .. .. .. — — — 1.306 1,306
Series A convertible preferred stock . . . ... ... ... .. — — — 5 7
Accumulated deficit .. ..... ... ... ... . ... .. (329,526) (313,000) (299,294) (283,883) (261,143}
Total stockholders’ equity (deficity . .. ............ 12,237 (335) 12,769 10,526 17,444

(1) 2002 alliance revenue includes approximately $29.5 million related to the collaboration and license agreement
with Isis Pharmaceuticals, Inc.

(2) Computed on the basis described in Note 12 of notes to financial statements appearing elsewhere in this Annual
Report on Form 10-K.
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Item 7. Management’s Discussion and Analysis of Financial Condition and Results of Operations
Overview

We are engaged in the discovery and development of synthetic DNA- and RNA-based compounds for the
treatment of cancer, infectious diseases, autoimmune diseases, and asthma/allergies, and for use as vaccine
adjuvants. We have designed proprietary product candidates to modulate immune responses through Toll-like
Receptors, or TLRs. TLRs are specific receptors present in immune system cells that direct the immune system to
respond to potential disease threats. Relying on our expertise in DNA and RNA chemistry, we are identifying
product candidates targeted to TLRs 7, 8 or 9 for our internal development programs and for collaborative alliances.
We are developing both agonists and antagonists of TLRs 7, 8 and 9. We have three internal programs, in oncology,
infectious diseases, and autoimmune diseases, and two coilaborative alliances relating to the development of
treatments for asthma and allergies and the development of adjuvants for vaccines.

Our most advanced product candidate, IMO-2055, is an agonist of TLR9. We are currently conducting a
Phase 2 trial of IM(O-2055 in oncology and a Phase 1/2 trial of IMO-2055 in combination with chemotherapy in
oncology. We have selected a second TLRY agonist, IMO-2125, as a lead product candidate for treating infectious
diseases and plan to submit an Investigational New Drug application, or IND, to the U.S. Food and Drug
Administration, or FDA, for this product candidate in the second quarter of 2007. In our autoimmune disease
program, which is in earlier stages of research, we are evaluating TLR antagonists in preclinical models. We are
collaborating with Novartis International Pharmaceutical, Ltd., or Novartis, for the discovery, development, and
commercialization of TLRY agonists for the treatment of asthma/allergy indications. We also are collaborating with
Merck & Co., Inc., or Merck, for the use of our TLR7, 8 and 9 agonists in combination with Merck’s therapeutic and
prophylactic vaccines in the areas of oncology, infectious diseases, and Alzheimer’s disease.

At December 31, 2006, we had an accumulated deficit of $329.5 million. We expect to incur substantial
operating losses in the future and do not expect to generate significant funds internally until we successfully
complete development and obtain marketing approval for products, either alone or in collaborations with third
parties, which we expect will take a number of years. Io order to commercialize our therapeutic products, we need to
address a number of technological challenges and to comply with comprehensive regulatory requirements. In 2007,
we expect that our research and development expenses will be higher than our research and development expenses
in 2006 as we commence new clinical trials of IMO-2055 and, subject to filing an IND and the IND becoming
effective, begin clinical trials of IMO-2125.

Critical Accounting Policies and Estimates

This management’s discussion and analysis of financial condition and results of operations is based on our
financial statements, which have been prepared in accordance with accounting principles generally accepted in the
United States. The preparation of these financial statements requires management to make estimates and
assumptions that affect the reported amounts of assets and liabilities and the disclosure of contingent assets
and liabilities at the date of the financial statements and the reported amounts of revenues and expenses during the
reporting period. On an ongoing basis, management evaluates its estimates and judgments, including those related
to revenue recognition. Management bases its estimates and judgments on historical experience and on various
other factors that are believed to be reasonable under the circumstances, the resulis of which form the basis for
making judgments about the carrying values of assets and liabilities that are not readily apparent from other sources.
Actual results may differ from these estimates under different assumptions or conditions.

We regard an accounting estimate or assumption underlying our financial statements as a “critical accounting
estimate” where (i) the nature of the estimate or assumption is material due to the level of subjectivity and judgment
necessary to account for highly uncertain matters or the susceptibility of such matters to change; and (i) the impact
of the estimates and assumptions on financial condition or operating performance is material.

Our significant accounting policies are described in Note 2 of the notes to our financial statements appearing
elsewhere in this annual report on Form 10-K. Not all of these significant policies, however, fit the definition of
critical accounting estimates. We believe that our accounting policies relating to revenue recognition and stock-
based compensation fit the description of critical accounting estimates.
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Revenue Recognition

We recognize revenue in accordance with Securities and Exchange Commission, or SEC Staff Accounting
Bulletin No. 104, or SAB 104, that requires four basic criteria be met before revenue can be recognized:

* persuasive evidence of an arrangement exists;

* delivery has occurred, services have been rendered or obligations have been satisfied;
* the fee is fixed or determinable; and

* collectibility is reasonably assured.

Determination of the last three criteria are based on management’s judgments regarding the fixed nature of the
fee charged for services rendered or products delivered and the collectibility of these fees. Should changes in
conditions cause management o determine these criteria are not met for any future transactions, revenues
recognized for any reporting period could be adversely affected.

When evaluating multiple element arrangements, the Company considers whether the components of the
arrangement represent separate units of accounting as defined in Emerging Issues Task Force Issue No. 00-21,
“Revenue Arrangements with Multiple Deliverables”.

We recognize license fees and other upfront fees, not specifically tied to a separate earnings process, ratably
over the term of our contractual obligation or our estimated continuing involvement under the research
arrangement.

We recognize service and research and development revenue when the services are performed.

For payments that are specifically associated with a separate earnings process, we recognize revenue when the
specific performance obligation is completed. Performance obligations typically consist of significant milestones in
the development life cycle of the related technology, such as initiating clinical trials, filing for approval with
regulatory agencies and obtaining approvals from regulatory agencies.

Srock-Based Compensation

We adopted Statement of Financial Accounting Standards, or SFAS, No. 123R, “Share-Based Pavment,” on
January 1, 2006. This statement requires us to recognize all share-based payments to employees as expense in the
financial statements based on their fair values. Under SFAS No. 123R, we are required to record compensation
expense over an award’s vesting period based on the award’s fair value at the date of grant. We elected to adopt
SFAS No. 123R on a modified prospective basis. As a result, the financial statements for periods prior to January |,
2006, do not include compensation cost calculated under the fair value method. Our policy is to charge the fair value
of stock options as an expense on a straight-line basis over the vesting period. Prior to January 1, 2006, we applied
Accounting Principles Board (“APB”) Opinion No. 25, “Accounting for Stock Issued to Employees,” and therefore,
recerded the intrinsic value of stock-based compensation as an expense.

New Accounting Pronouncements

In September 2006, the Financial Accounting Standards Board, or FASB, issued SFAS No. 157, "Fair Value
Measurements”, or SFAS No. 157. SFAS No. 157 defines fair value, establishes a framework for measuring fair
value, and expands disclosures about fair value measurement. This statement applies under other accounting
pronouncements that require or permit fair value measurements and does not require any new fair value mea-
surement. SFAS No. 157 is effective for fiscal years beginning after November 15, 2007. We are currently
evaluating the effect of SFAS No. 157 on our financial statements.

In February 2007, the FASB issued SFAS No. 159, “The Fair Value Option for Financial Assets and Financial
Liabilities”, or SFAS No. 159, which includes an amendment of SFAS No. 1135, “Accounting for Ceriain
Investments in Debt or Equity Securities”. SFAS No. 159 permits entities to choose to measure many financial
instruments and certain other items at fair value to improve financial reporting by mitigating volatilities in reported
earnings caused by measuring related assets and liabilities differently without having to apply complex hedge
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accounting provisions. SFAS No, 159 is effective for fiscal years beginning after November 15, 2007. We are
currently evaluating the effect of SFAS No. 159 on our financial statements.

In June 2006, the FASB issued FASB Interpretation No. (FIN) 48, “Accounting for Uncertainty in Income
Taxes — an Interpretation of FASB Statement No. 109", or FIN No. 48. FIN No. 48 clarifies the accounting for
uncertainty in income taxes recognized in an enterprise’s financial statements in accordance with SFAS No. 109,
“Accounting for Income Taxes”. FIN No. 48 prescribes a recognition threshold and measurement attribute for the
financial statement recognition and measurement of a tax position taken or expected to be taken in a tax return. [t
also provides guidance on derecognition, classification, interest and penalties, accounting in interim periods,
disclosure, and transition. FIN No. 48 is effective for fiscal years beginning after December 15, 2006. We are
currently evaluating the effect of FIN No. 48 on our financial statements.

Results of Operations
Years ended December 31, 2006, 2005 and 2004
Revenues

Total revenues decreased slightly by approximately $0.1 million, or 4%, from $2.5 million in 2005 to
$2.4 million in 2006 and increased by $1.6 million, or 178%, from $0.9 million in 2004 to $2.5 million in 2005. The
decrease in revenue in 2006 primarily reflects the inclusion in 2005 of revenues related to a reimbursement of third
party expenses in 2005 under our collaboration agreement with Novartis. This decrease is partially offset by
$1.7 million representing a full year of license fee revenue recognized in 2006 under the same collaboration with
Novartis and license fee revenue recognized under our collaboration agreement with Merck signed in December
2006. In December 2006, we received a $20.0 million upfront payment under our collaboration agreement with
Merck. We are recognizing the $20.0 million upfront payment over the potential research term under the agreement.
Of this $20.0 million, we recognized $0.3 million as revenue in 2006 with the balance recorded in deferred revenue
at December 31, 2006.

Revenue increased in 2005 from 2004 primarily due to the license fees and reimbursed third party expenses
recognized under our coliaboration agreement with Novartis entered into in May 2005. In July 2005, we received
from Novartis a $4.0 million upfront fee under the Novartis agreement. Of this $4.0 million, we recognized
$1.2 million as revenue in 2005 with the balance being recorded in deferred revenue at December 31, 2005 and
amortized over the expected research term.

Our revenues for 2006, 2005 and 2004 were comprised of payments under various collaboration and licensing
agreements for research and development, including reimbursement of third party expenses, and license fees,
sublicense fees, and royalty payments. Revenue for 2004 also included a milestone payment.

Research and Development Expenses

Research and development expenses increased by approximately $1.5 million, or 13%, from $11.2 million in
2005 to $12.7 million in 2006 and increased by approximately $3.0 million, or 35%, from $8.2 million in 2004 to
$11.2 million in 2005. The increase in research and development expenses from 2005 to 2006 was primarily due to
increased costs associated with IMO-2125 preclinical studies in infectious disease, higher payroll costs, an increase
in stock-based compensation and costs associated with the formation of our Oncology Clinical Advisory Board.
These increased expenses were offset, in part, by third party expenses incurred by us in 2005 related to the Novartis
collaboration, which were not incurred in 2006. The increase in 2005 was primarily attributable to patient and
management costs associated with our Phase 2 clinical trial of IMO-2055, studies leading to the selection of
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IMO-2125 as a lead compound, and manufacturing of IMO-2125. The year 2005 also included third-party costs
associated with our Novartis collaboration.

Year Ended December 31, Annual Percentage Change
2006 2005 2004 2006/2005 200572004

(In thousands)
IMO-2055 External Development Expenses. .. .. .. $28% §$ 3872 $2234 25)% 73%
Other Drug Development Expenses. . ........... 5,439 2,652 2,147 105% 24%
Basic Discovery Expenses. .. ................. 4,376 4,646 3,868 (6)% 20%
Total Research and Development Expenses . . ... .. $12,705  SILI70  $8,249 13% 35%

Patent related costs were previously included in research and development expenses but have been reclassified
to general and administrative expenses for all periods displayed above. In the preceding table, research and
development expense is set forth in the following three categories:

IMO-2055 External Development Expenses. These expenses include external expenses that we have
incurred in connection with IM(Q-2035, our lead compound being developed for oncology applications. These
external expenses reflect payments to independent contractors and vendors for drug development trials and studies
conducted after the initiation of IMQ-2055 clinical trials and drug manufacwring and related costs but exclude
internal costs such as payroll and overhead. Since 2003, when we commenced clinical development of IMO-2055,
we have incurred approximately $10.6 million in external expenses in connection with IMO-2055. The decrease in
IMO-2055 expenses in 2006 compared to 2005 was primarily attributable to lower Phase 2 trial expenses as we
approached full enrollment of our Phase 2 clinical trial and to a decrease in drug supply expenses as a result of the
manufacture and expense recognition of IMO-2055 during 2005 but not during 2006. These decreases were
partially offset by an increase in the Phase 1/2 clinical trial, which we initiated in October 2005, expenses and an
increase in additional nonclinical safety studies of IMO-2055. The increase in IMO-2055 expenses in 2005
compared 1o 2004 was primarily attributable to expenses associated with our Phase 2 clinical trial, which began in
October 2004, and drug supply expenses as a result of the manufacture and expense recognition of IMO-2055
during 2005.

In October 2004, we commenced patient recruitment for an open label, multi-center Phase 2 clinical trial of
IMO-2055 as a monotherapy in patients with metastatic or recurrent clear cell renal cancer. The trial is a two-stage,
multi-center, open label study of IMO-2055. Under the protocol for the trial, we are seeking to enroll a total of up to
92 patients in the first stage of the trial, 46 who have failed one prior therapy and 46 who have not received any prior
therapy. We plan 1o use the Phase 2 first stage data in the design of appropriate follow-up trials. We plan to present
results from this on-going trial when a complete set of data from the first stage becomes available after completion
of treatment by all patients.

In October 2005, we initiated a Phase 1/2 clinical trial of IMO-2055 in combination with the chemotherapy
agents gemcitabine and carboplatin. We are seeking to enroll up to 26 refractory solid tumor patients in the Phase 1
portion of the trial to evaluate the safety of the combination. We expect to announce results of Phase 1 of this study
by the end of 2007,

Other Drug Development Expenses.  These expenses include internal and external expenses associated with
preclinical development of identified compounds in anticipation of advancing these compounds into clinical
development in addition to internal costs associated with products in clinical development.

The internal and extemnal expenses associated with preclinical compounds include payments to contract
vendors for manufacturing and the related stability studies, preclinical studies including animal toxicology and
pharmacology studies and professional fees, as well as payroll and overhead. The internal expenses associated with
products in clinical development include costs associated with our Oncology Clinical Advisory Board, payroll and
overhead.

For the years ended December 31, 2006 and 2005, we had direct external expenses of approximately
$2.4 million and $0.3 million, respectively relating to IMO-2125. We had no direct external expenses in 2004
relating to IMO-2125. The increase in these expenses in 2006 was primarily atiributable to manufacturing and
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IND-enabling safety study costs associated with IMO-2125, costs associated with the formation of our Gncology
Clinical Advisory Board and an increase in compensation costs attributable to the hiring of additional employees
and our adoption of SFAS No. 123R. These increases were offset, in part by third party expenses incurred by us in
2005 related to the Novartis collaboration, which were not incurred in 2006. The increase in these expenses in 2005
compared to 2004 was primarily attributable to third party costs associated with our Novartis collaboration and the
manufacture of IMO-2125. This increase was partially offset by a decrease in compensation primarily attributable
to the retirement of one of our officers in early 2005.

Basic Discovery Expenses. These expenses include our internal and external expenses relating to the
continuing discovery and development of our TLR-targeted programs, including agonists and antagonists of
TLRs 7, 8 and 9. These expenses reflect payments for laboratory supplies, external research, and professional fees,
as well as payroll and overhead. The decrease in these expenses in 2006 compared to 2005 was primarily
attributable to a decrease in external research as some of our collaborative agreements with academic institutions
were completed. The decrease was also attributable to a decrease in compensation expense as a result of allocating
more executive compensation to other departments, offset partially by an increase in compensation costs attrib-
utable, in part, to our adoption of SFAS No. 123R. The decrease in 2006 expenses was partially offset by an increase
in allocation of overhead costs as a result of higher facility expenses. The increase in 2005 as compared to 2004 was
primarily attributable 1o a credit recorded to stock compensation in 2004 as a result of a decrease in the intrinsic
value of the options that had been repriced and marked to market and to higher payrell expenses in 2005.

We do not know if we will be successful in developing IM(Q-2055 or any of our other product candidates. At
this time, without knowing the results of our ongoing clinical trials of IMO-2055 and without an established plan for
future clinical tests of IMO-2055, we cannot reasonably estimate or know the nature, timing and costs of the efforts
that will be necessary to complete the remainder of the development of, or the period, if any, in which material net
cash inflows may commence from, IMO-2055. Moreover, the clinical development of IMO-2055 or any of our other
product candidates is subject to numerous risks and uncertainties associated with the duration and cost of clinical
trials, which vary significantly over the life of a project as a result of unanticipated events arising during clinical
development, including with respect to:

» the number of clinical sites included in the trials;
» the length of time required to enroll suitable subjects;
+ the number of subjects that ultimately participate in the trials; and

» the efficacy and safety results of our clinical trials and the number of additional required clinical trials.

General and Administrative Expenses

General and administrative expenses increased by approximately $1.2 million, or 24%, from $5.1 million in
2005 to $6.3 million in 2006 and decreased by approximately $0.5 million, or 9%, from $5.6 million in 2004 to
$5.1 million in 2005. General and administrative expenses consisted primarily of salary expense, stock compen-
sation expense, consulting fees and professional legal fees associated with our patent applications and maintenance,
our regulatory filing requirements, and business development.

The $1.2 million increase from 2005 to 2006 primarily reflects an increase in compensation expenses
associated with the addition of employees in 2006, higher compensation levels in 2006, and higher stock
compensation expenses resulting from our adoption of SFAS No. 123R. The increase also reflects higher consulting
and legal expenses as a result of the Merck collaboration signed in December 2006. These increases were partially
offset by lower patent preparation costs resulting from a consolidation of our patent portfolio and greater
efficiencies in maintaining our patents. The primary reason for the $0.5 million decrease in 2005 as compared
to 2004 was a $0.7 million charge resulting from the resignation of our former Chief Executive Officer. As a result
of our lease of new headquarters which we expect to move into in June 2007, our rent expense will increase
significantly in 2007 and future years.
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Investment Income, net

Invesiment income increased by approximately $0.1 million, or 25%, from $0.4 million in 2005 to $0.5 million
in 2006 and increased by approximately $0.2 million, or 100%, from $0.2 million in 2004 to $0.4 million in 2005.
The increases for both periods is primarily attributable to higher interest rates.

fnterest Expense

Interest expense increased by approximately $172,000, or 68%, from $252,000 in 2005 to $424,000 in 2006
and increased by approximately $223,000, or 769%, from $29,000 in 2004 to $252,000 in 2005. The increase in
2006 is due to the inclusion of a full year of interest and amortization of deferred financing costs associated with our
4% notes in the aggregate principal amount of approximately $5.0 million issued in May 2005, The 4% notes were
converted into shares of our common stock in February 2007. Interest expense in 2004 is related to our 9% notes that
matured on April 1, 2004. Upon the maturity of those notes, we paid $1.3 million to the holders, representing the
outstanding principal amount of cur 9% notes, plus accrued interest. We expect that interest expense will decrease in
2007 as a result of our conversion of all of our 4% notes into common stock in February 2007.

Income Tax Expense
In 2006, we recorded approximately $45,000 as income tax expense as a result of income subject to the
alternative minimum tax or AMT. We did not have income subject to AMT for the years ended 2005 and 2004,
Preferred Stock Dividends
On December 4, 2003, shareholders approved amendments to our Certificate of Incorporation that:

+ reduced the liquidation preference of our series A convertible preferred stock from $100 per share to $1 per
share;

+ reduced the annual dividend on our series A convertible preferred stock from 6.5% to 1%; and

+ increased the number of shares of our common stock issuable upon conversion of our series A convertible
preferred stock by 25% over the number of shares that would otherwise be issuable. This special conversion
extended for a 60-day period between December 4, 2003 and February 2, 2004 inclusive.

During the 60-day conversion period, the conversion ratio was increased such that the series A convertible
preferred sharehoiders received approximately 3.68 shares of common stock for each preferred share converted
instead of the 2.94 shares that they would normally have received. During the conversion period holders of 99.9% of
the series A convertible preferred stock converted their preferred stock to common stock.

The Series A convertible preferred stock dividends for each of the three years ended December 31, 2006 were

as follows:
Preferred Stock Dividends
2006 2005 2004
Accretion of dividends expected to be paid on Series A Convertible Preferred
StOCK . e 3656  $656 % 503
Reversal of 2003 dividend accretion since preferred shares were converted in
January and February 2004 and the dividends were not paid. .. ... ..... ... — — (570,000}
Market value of 25% additional shares issued upon conversion ............. — — 3,245,492
Total preferred stock dividend . ... ... ... ... ... . . 3656 3656  $2,675,995

As shown above, the value of the 25% additional shares issued during the special preferred stock conversion
periods is recorded as an addition to dividends in the statement of operations during 2004 of $3.2 million. As a result
of the amendment to our Certificate of Incorporation and the series A convertible preferred stock conversions, the
preferred stock liquidation preference was reduced from $73,055,654 at December 3, 2003 to $494.912 at
December 31, 2003 and $643 at February 2, 2004,
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All preferred stock dividends are payable, at our election, either in cash or shares of series A convertible
preferred stock. We have paid all dividends in stock until 2004 when we elected to pay in cash.

Net Loss Applicable to Common Stockholders

As a result of the factors discussed above, our net loss applicable to commen stockholders amounted to
$16.5 million for the year ended December 31, 2006, as compared to approximately $13.7 million for the year ended
December 31, 2005 and $15.4 million for the year ended December 3], 2004, We have incurred losses of
$69.3 million since January 1, 200}. We have incurred net losses of $260.2 million prior to December 31, 2000
during which time we were involved in the development of antisense technology. Since our inception, we had an
accumulated deficit of $329.5 millien through December 31, 2006. We expect to continue to incur substantial
operating losses in the future.

Net Operating Loss Carryforwards

As of December 31, 2006, we had cumulative net operating losses of approximately $261.3 million and tax
credit carryforwards of approximately $5.0 million. The Tax Reform Act of 1986 contains provisions that may limit
our ability to utilize net operating loss and tax credit carryforwards in any given year if certain events occur,
including cumulative changes in ownership interests in excess of 50% over a three-year peiod. We have completed
several financings since the effective date of the Tax Act, which, as of December 31, 2006, have resulted in
ownership changes, as defined under the Tax Act. As a result our ability to utilize all of our available net operating
loss and tax credit carryforwards in the future will be significantly limited. We have not prepared an analysis to
determine the effect of the ownership change limitation on our ability to utilize our net operating losses and tax
credit carryforwards.

Liquidity and Capital Resources
Sources of Liquidity

We require cash to fund our operaling expenses, to make capital expenditures and 1o pay debt service.
Historically, we have funded our cash requirements primartly through the following:

= equity and debt financing;

» license fees and research funding under collaborative and license agreements;
* interest income; and

* lease financings.

In December 2006, we entered into an exclusive license and research collaboration agreement with Merck to
research, develop, and commercialize vaccine products containing our TLR7, 8 and 9 agonists in the fields of
oncology, infectious diseases and Alzheimer’s disease. Under the terms of the agreement, Merck paid us a
$20.0 million license fee in December 2006. In addition, in connection with the execution of the license and
collaboration agreement, we issued and sold to Merck 1,818,182 shares of our common stock for a price of $5.50 per
share resulting in an aggregate purchase price of $10.0 million.

In March 2006, we raised approximately $9.8 million in gross proceeds from a private placement to
institutional investors. In the private placement, we sold for a purchase price of $3.52 per share 2,769,886 shares
of common stock and warrants to purchase 2,077,414 shares of common stock. The warrants have an exercise price
of $5.20 per share, are fully exercisable and will expire if not exercised on or prior to September 24, 2011. The
warrants may be exercised by cash payment only. The net proceeds to us from the offering, excluding the proceeds
of any future exercise of the warrants, totaled approximately $8.9 million.

In March 2006, we secured a purchase commitment from an investor to purchase from us up to $9.8 million of
our common stock during the period from June 24, 2006 through December 31, 2006 in up 1o three drawdowns
made by us at our discretion. Prior to December 31, 2006, we drew down the full $9.8 million through the sate of
1,904,296 shares of common stock at a price of $5.12 per share resulting in net proceeds to us, excluding the
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< ity GEETIDEA beluw, of approximately $8.9 million. The agent fees and

~wuring the commitment amounted to approximately $0.9 million. As part of the

warrants to the investor to purchase 761,718 shares of common stock at an exercise price of

- warrants are exercisable by cash payment only. The warrants are exercisable at any lime on o7

—uptember 24, 2011. On or after March 24, 2010, we may redeem the warrants for $0.08 per warrant share

1ollowing notice to the warrant holders if the closing sales price of the common stock exceeds 250% of the warr ant

exercise price for 15 consecutive trading days prior 10 the notice. We may exercise our right to redeem the warrants
by providing at least 30 days prior written notice to the holders of the warrants.

In May 2005, we entered into a research collaboration und option agreement and a license, development and
commercialization agreement with Novartis to discover, develop and potentially commercialize immune modu-
latory oligonucleotides that are TLRO agonists and that are identified as potential treatments for asthma and
allergies. Under the terms of the agreements, Novartis paid us a $4.0 million license fee in July 2005. In February
2007, Novartis elected to extend the research phase of the collaboration by one year until May 2008 and, in
connection with the extension, will pay us $1.0 million,

In May 2005, we issued approximately $5.0 million in principal amount of 4% convertible subordinated notes
due April 30, 2008 to overseas investors. Interest on the 4% convertible subordinated notes was payable in arrears
on December 15, 2005 for the period from issuance to that date, and thereafter semi-annually on April 30 and
October 30 and at maturity or upon conversion. We have the option to pay interest on the 4% convertible
subordinated notes in cash or in shares of common stock at the then current market value of the common stock. In
2005, we issued 19,963 shares of common stock in payment of interest on the 4% convertible subordinated notes.
All other interest payments have been paid in cash. The net proceeds from the offering totaled approximately
$4.6 million. On February 13, 2007, we elected to automatically conven the 4% convertible subordinated notes in
the aggregate principal amount of $5.0 million into 706,844 shares of our common stock effective on February 20,
2007. We were entitled to exercise the right of automatic conversion because the volume-weighted average of the
closing prices of the our common stock for the ten consecutive trading days ending February 8, 2007 exceeded
$8.90, which represented 125% of the conversion price of the notes.

In August 2004, we raised approximately $5.1 million in gross proceeds from a private placement to
institutional and overseas investors. In the private placement, we sold 1,102,925 shares of common stock and
warrants to purchase 220,585 shares of common stock. The warrants to purchase common stock have an exercise
price of $5.36 per share and will expire if not exercised on or prior to August 27, 2009. The warrants may be
exercised by cash payment only. On or after February 27, 2005, we may redeem the warrants if the closing sales
price of the common stock for each day of any 20 consecutive trading day period is greater than or equal to
$10.72 per share. The redemption price will be $0.08 per share of common stock underlying the warrants. We may
exercise our right to redeem the warrants by providing 30 days prior writien notice to the holders of the warrants.
The net proceeds to us from the offering, excluding the proceeds of any future exercise of the warrants, totaled
approximately $4.7 million.

In April 2004, we raised approximately $11.8 million in gross proceeds through a registered direct offering. In
the offering, we sold 2,112,475 shares of common stock and warrants to purchase 380,246 shares of common stock
to institutional and other investors. The warrants to purchase common stock have an exercise price of $9.12 per
share and are exercisable on or prior to April 20, 2009. The warrants may be exercised by cash payment only. We
may redeem the warrants if the closing sates price of the common stock for each day of any 20 consecutive trading
day period ending within 30 days prior to providing notice of redemption is greater than or equal to $20.80 per share.
The redemption price will be $0.08 per share of common stock underlying the warrants. We may exercise our right
to redeem the warrants by providing 30 days prior written notice to the holders of the warrants. The net proceeds to
us from the offering, excluding the proceeds of any future exercise of the warrants, totaled approximately
$10.7 million.

Cash Flows

As of December 31, 2006, we had approximately $38.2 million in cash and cash equivalents and investments, a
net increase of approximately $29.8 million from December 31, 2005, We generated $2.6 million of cash from
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operating activities during 2006. The $2.6 million primarily reflects a $17.8 million increase in deferred revenue
that is atiributable to the receipt of the $20.0 million upfront payment we received under our collaboration
agreement with Merck less the amortization of other license fees included in deferred revenue at December 31,
2005. This increase was offset by our $16.5 million net loss for the period, as adjusted for non-cash expenses,
including depreciation, amortization and stock-based compensation, and changes in our accounts receivable and

payable,

The net cash used in investing activities during 2006 of $6.9 million reflects our purchase of approximately
$26.8 million in securities offset by our sale of $8.0 million of securities and the proceeds of approximately
$12.6 million from securities that matured in 2006. The net cash used in investing activities also reflects an increase
in restricted cash to secure a line of credit for the security deposit of our new facility and our 2006 purchases of
laboratory and computer equipment.

The net cash provided by financing activities during 2006 of $27.9 million, reflects approximately $10.0 mil-
lion in gross proceeds that we received from the sale of common stock to Merck under our agreement with Merck ,
approximately $9.8 million in gross proceeds that we received from the private placement to institutional investors
in March 2006, and approximately $9.8 in gross proceeds from the sale of common stock under our March 2006
purchase commitment, offset by the expenses associated with both the March 2006 private placement and the
purchase commitment. The net cash provided by financing activities also reflects approximately $0.1 million in
proceeds received from the exercise of stock options during 2006.

Funding Requirements

We have incurred operating losses in all fiscal years except 2002 and had an accumulated deficit of
$329.5 million at December 31, 2006. We had cash, cash equivalents and short-term investments of $38.2 million
at December 31, 2006, We believe that our existing cash, cash equivalents and short-term investments will be
sufficient to fund our operations at least through December 31, 2008. We expect to continue to incur substantial
operating losses in future periods. These losses, among other things, have had and will continue to have an adverse
effect on our stockholders’ equity, total assets and working capital.

We have received no revenues from the sale of drugs. To date, almost all of our revenues have been from
collaborative and license agreements. We have devoted substantially all of our efforts to research and development,
including clinical trials, and we have not completed development of any drugs. Because of the numerous risks and
uncertainties associated with developing drugs, we are unable to predict the extent of any future losses, whether or
when any of our products will become commercially available, or when we will become profitable, if at all.

We do not expect to generate significant additional funds internally until we successfully complete devel-
opment and obtain marketing approval for products, either alone or in collaboration with third parties, which we
expect will take a number of years. In addition, we have no committed external sources of funds. Should we be
unable to raise sufficient funds in the future, we may be required to significantly curtail our operating plans and
possibly relinquish rights to portions of our technology or products. In addition, increases in expenses or delays in
clinical development may adversely impact our cash position and require further cost reductions. No assurance can
be given that we will be able to operate profitably on a consistent basis, or at all, in the future.

We believe that the key factors that will affect our internal and external sources of cash are:
* the success of our clinical and preclinical development programs;

» the success of our existing strategic collaborations with Novartis and Merck;

+ the cost, timing and outcome of regulatory reviews;

» the receptivity of the capital markets to financings by biotechnology companies; and

» our ability to enter into new strategic collaborations with biotechnology and pharmaceutical companies and
the success of such cellaborations.

Additional financing may not be available to us when we need it or may not be available to us on favorable
terms. We could be required to seek funds through arrangements with collaborators or others that may require us to
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relinquish rights to some of our technologies, product candidates or drugs that we would otherwise pursue on our
own. In addition, if we raise additional funds by issuing equity securities, our then existing stockholders will
experience dilution. Debt financing, if available, may involve agreements that include covenants limiting or
restricting our ability to take specific actions, such as incurring additional debt, making capital expenditures or
declaring dividends, and are likely 1o include rights that are senior to the holders of our common stock. Any
additional debt financing or equity that we raise may contain terms, such as liquidation and other preferences, or
liens or other restrictions on our assets, which are not favorable to us or our stockholders. The terms of any financing
may adversely affect the holdings or the rights of existing stockholders. if we are unable to obtain adequate funding
on a timely basis or at all, we may be required to significantly curtail one or more of our discovery or development
programs. For example, we significantly curtailed expenditures on cur research and development programs during
1959 and 2000 because we did not have sufficient funds available to advance these programs at planned levels.

Contractual Obligations

As of December 31, 2006, our contractual commitments were as follows:
Payments Due by Period

Less than
Contractual Obligations Total 1 year 2-3 years 4-5 years After 5 years
Operating Lease Commitments. . .. ... $ 9,181,000 $877,000 $2,397,000 $2,567,000 $3,340,000
Capital Lease Commitments. . .. ... .. 10,000 7,000 3,000 — —
4% Convertible Notes Payable . . ... .. 5,033,000 — 5,033,000 — —
Total . ........ ... .. ... .. .. ... 514,224,000  $884.000 $7,433,000 $2,567,000  $3,340,000

Our only material lease commitment relates to our new facility in Cambridge, Massachusetts. Under our
license agreements, we are obligated to make milestone payments upon achieving specified milestones and to pay
royalties to our licensors. These contingent milestone and royalty payment obligations are not included in the above
table.

In July 2004, we signed an agreement with a contract research organization, or CRO, to manage the Phase 2
clinical trial of IMO-2055 in patients with renal cell cancer. Under the agreement and a subsequent change in scope,
we may pay the CRO up to $4.8 million in connection with this trial. As of December 31, 2006, we have paid
approximately $2.9 million to the CRQ under the agreement.

In May 2003, we sold approximately $3.0 million in principal amount of 4% convertible subordinated notes
due April 30, 2008. In February 2007, we converted all of the notes into 706,844 shares of our common stock.

Item 7A. Quantitative and Qualitative Disclosures About Market Risk

Historically, our primary exposures have been related to nondollar-denominated operating expenses in Europe.
As of December 31, 2006, we have no assets and liabilities related to nondollar-denominated currencies.

We maintain investments in accordance with our investment policy. The primary objectives of our investment
activities are to preserve principal, maintain proper liquidity to meet operating needs and maximize yields.
Although our investments are subject to credit risk, our investment policy specifies credit quality standards for our
investments and limits the amount of credit exposure from any single issue, issuer or type of investments. We do not
own derivative financial investment instruments in our investment portfolio.

Based on a hypothetical ten percent adverse movement in interest rates, the potential losses in future earnings,
fair value of risk sensitive financial instruments, and cash flows are immaterial, although the actual effects may
differ materially from the hypothetical analysis.

Item 8. Financial Statements and Supplementary Data

All financial statements required to be filed hereunder are filed as listed under [tem 15(a) and are incorporated
herein by this reference.
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Quarterly Operating Results (Unaudited)

The following table presents the unaudited statement of operations data for each of the eight quarters in the period
ended December 31, 2006. The information for each of these quarters is unaudited, but has been prepared on the same
basis as the audited financial statements appearing elsewhere in this Annual Report on Form 10-K. In our opinion, all
necessary adjustments, consisting only of normal recurring adjustments, have been made to present fairly the unaudited
quarterly results when read in conjunction with the audited financial statements and the notes thereto appearing
elsewhere in this document. These operating results are not necessarily indicative of the results of operations that may be
expected for any future period. Patent related costs were previously included in research and development expenses but
have been reclassified to general and administrative expenses for all periods displayed below.

Three Months Ended

Dec.31  Sep.30 Jun.30 Mar.31 Dec.31 Sep.30 Jun.30 Mar 31
2006 2006 2006 2006 2005 2005 2005 2005

{In thousands, except per share data}

Statement of Operations Data:

Alliance revenues . .. ............ $ 592% 572% 6223 636514413 5448%8 311% 17
Operating expenses:

Research and development. . ... .. 3046 3,009 3665 2986 3988 2261 2,679 2,242

General and administrative, . ... .. 2,302 1,395 1,312 1,267 1,339 1,232 1,331 1,218

Total operating expenses ...... 5348 4404 4977 4253 5327 3493 4010 3,460

Loss from operations. . . .......... (4,756) (3,832) (4,355) (3,617) (3,886) (2,949) (3,699) (3,289)
Investment income .............. 179 120 134 72 113 107 83 66
Interest expense . ............... (107y (107) 106y (105 (107) (108) 37 —
Loss before income taxes ......... (4,684) (3,819) (4,327) (3,650 (3,880) (2,950) (3,653) (3,223)

Income tax provision........... (45) — — — — — — —

Net loss applicable to common
stockholders ... .............. $(4,729)$(3,819)$(4,327) $ (3.650) $ (3,880) $ (2,950) 5 (3,653) § (3,223)

Basic and diluted net loss per share
applicable to common
stockholders . ................ $ (0.26)% (0.22)% (0.26)% (0.26)% (0.28)% (0.21H)S (0.26)8 (0.23)

Shares used in computing basic and
diluted loss per common share(1). . 18,352 17,223 16,718 14,154 13902 13,889 13,881 13,871

(1) Computed on the basis described in Note 12 of notes to financial statements appearing elsewhere in this Annual
Report on Form 10-K.

Item 9. Changes in and Disagreements with Accountants on Accounting and Financial Disclosure

None.

Item 9A. Controls and Procedures

(a) Evaluation of Disclosure Controls and Procedures. Our management, with the participation of our chief
executive officer and our chief financial officer, evaluated the effectiveness of our disclosure controls and
procedures as of December 31, 2006. The term “disclosure controls and procedures,” as defined in Rules 13a-15(¢)
and 15d-15(e) under the Exchange Act, means controls and other procedures of a company that are designed to
ensure that information required to be disclosed by a company in the reports that it files or submits under the
Exchange Act is recorded, processed, summarized and reported, within the time periods specified in the SEC’s rules
and forms. Disclosure contrals and procedures include, without limitation, controls and procedures designed to
ensure that information required to be disclosed by a company in the reports that it files or submits under the
Exchange Act is accumulated and communicated to the company’s management, including its principal executive
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and principal financial officers, as appropriate to allow timely decisions regarding required disclosure. Management
recognizes that any controls and procedures, no matter how well designed and operated, can provide only
reasonable assurance of achieving their objectives and management necessarily applies its judgment in evaluating
the cost-benefit relationship of possible controls and procedures. Based on the evaluation of our disclosure controls
and procedures as of December 31, 2006, our chief executive officer and chief financial officer concluded that, as of
such date, our disclosure controls and procedures were effective at the reasonable assurance level.

(b) Changes in Internal Controls. Nochange in our internal control over financial reporting occurred during
the fiscal year ended December 31, 2006 that has materially affected, or is reasonably likely to materially affect, our
internal contro! over financial reporting.

Item 9B. Other Information.
None.

PART IIL

The response to the Part I1] items incorporate by reference certain sections of our Proxy Statement for our
annual meeting of stockholders to be held on June 13, 2007.

Item 10. Directors, Executive Officers, and Corporate Governance

We have adopted a written code of business conduct and ethics that applies to our principal executive officer,
principal financial officer, principal accounting officer or controller, or persons performing similar functions. We
intend to disclose any amendments 1o, or waivers from, our code of business conduct and ethics on our website at
www.iderapharma.com.

The remainder of the response to this item is contained under the following captions in the 2007 Proxy
Statement: “Proposal 1 — Election of Directors,” “Section 16(a} Beneficial Ownership Reporting Compliance”
and “Information Relating to our Board of Directors and its Committees,” which sections are incorporated herein by
reference. See Part I of this Annual Report on 10-K under the caption *“Executive Officers of Idera
Pharmaceuticals.”

Item 11. Executive Compensation

The response to this item is contained in the 2007 Proxy Statement under the captions: “Certain Relationships
and Policies on Related Party Transactions,” and “Director Compensation” and “Executive Compensation,” which
sections are incorporated herein by reference,

Item 12. Security Ownership of Certain Beneficial Owners and Management and Related Stockholder
Matters

The response to this item is contained in the 2007 Proxy Statement under the caption “Security Ownership of
Certain Beneficial Owners and Management™ which section is incorporated herein by reference.

The disclosures required for securities authorized for issuance under equity compensation plans are contained
in the 2007 Proxy Statement under the caption “Equity Compensation Plan Information.”

Item 13. Certain Relationships and Related Transactions, and Director Independence

The response to this item is contained in the 2007 Proxy Statement under the captions “‘Certain Relationships
and Policies on Related Party Transactions,” and “Director Compensation,” which sections are incorporated herein
by reference.

Item 14. Principal Accountant Fees and Services

The response to this item is contained in the 2007 Proxy Statement under the caption “Independent Auditors
Fees and Other Matters”, which section is incorporated herein by reference.
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PART IV.

Item 15. Exhibits and Financial Statement Schedules

(a)(1) Financial Statements.

Page number in

this Report

Report of Independent Registered Public Accounting Firm . ................. F-1
Balance Sheets at December 31,2006 and 2005 .. ... ... . ... .. o i, F-2
Statements of Operations for the years ended December 31, 2006, 2005 and

2004 . . e e e F-3
Statements of Stockholders™ Equity (Deficit) for the years ended December 31,

2006, 2005 and 2004 .. ... e F-4
Statements of Cash Flows for the years ended December 31, 2006, 2005 and

2004 .. e e e e F-5
Notes to Financial Statements. ... ....... . .. o0t F-6

(2) We are not filing any financial statement schedules as part of this Annual Report on Form 10-K because
they are not applicable or the required information is included in the financial statements or notes

thereto.

(3) The list of Exhibits filed as a part of this Annual Report on Form 10-K is set forth on the Exhibit Index
immediately preceding such Exhibits and is incorporated herein by this reference.
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, as amended, the
Registrant has duly caused this report to be signed on its behalf by the undersigned, thereunto duly authorized, on
this 30th day of March 2007.

Idera Pharmaceuticals, Inc.

By: /s/  SUDHIR AGRAWAL

Sudhir Agrawal
Chief Executive Officer

Pursuant to the requirements of the Securities Exchange Act of 1934, as amended, this report has been signed
below by the following persons on behalf of the Registrant and in the capacities and on the dates indicated.

Signature Title Date

/s/  JaMES B. WYNGAARDEN Chairman of the Board of Directors March 30, 2007
James B. Wyngaarden, M.D.

/s/  SUDHIR AGRAWAL Chtef Executive Officer, Chief March 30, 2007
Sudhir Agrawal, D. Phil Scientific Officer and Director
(Principal Executive Officer)

/s/  Rosert W. Karr President and Director March 30, 2007
Robert W, Karr, M.D.

/s/ Rosert G. ANDERSEN Chief Financial Officer and Vice March 30, 2007
Robert G. Andersen President of Operations, Treasurer
and Secretary (Principal Financial
and Accounting Officer)

Is/  Yousser EL-ZEIN Director March 30, 2007
Youssef El-Zein

fs! C. KeiTH HARTLEY Director March 30, 2007
C. Keith Hartley

/s/  WILLIAM S. REARDON Director March 30, 2007
" William S. Reardon, C.PA.

Is/  Avrison Taunton-RIGBY Director March 30, 2007
Alison Taunton-Rigby, Ph.D., OBE
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

The Board of Directors and Stockholders of Idera Pharmaceuticals, Inc.

We have audited the accompanying balance sheets of Idera Pharmaceuticals, Inc. as of December 31, 2006 and
2005, and the related statements of operations, stockholders’ equity {deficit) and cash flows for the each of the three
years in the period ended December 31, 2006. 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 the standards of the Public Company Accounting Oversight Board
(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. We were not engaged to perform an audit of the
Company’s internal control over financial reporting. Our audits included consideration of internal control over
financial reporting as a basis for designing audit procedures that are appropriate in the circumstances, but not for the
purpose of expressing an opinion on the effectiveness of the Company’s internal control over financial reporting.
Accordingly, we express no such opinion. An audit also includes examining, on a test basis, evidence supporting the
amounts and disclosures in the financial statements, assessing the accounting principles used and significant
estimates made by management, and 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 financial
position of Idera Pharmaceuticals, Inc. at December 31, 2006 and 20035, and the results of its operations and its cash
flows for each of the three years in the period ended December 31, 2006, in conformity with U.S. generally accepted
accounting principles.

As discussed in Notes 2 and 8 to the financial statements, on January 1, 2006, the Company adopted the
provisions of Statement of Financial Accounting Standards No. 123(R), Share-Based Payment.

/sf Ernst & Young LLP

Boston, Massachusetts
March 27, 2007




IDERA PHARMACEUTICALS, INC.
BALANCE SHEETS

Pro Forma
December 31, December 31, December 31,
2006 2006 2005
Note 16
(Unaudited)
ASSETS
Current assets:
Cash and cash equivalents . . . ........... ... ... ...... $ 24596398 $§ 24,561,927 % 984,766
Short-term investments .. ... .......ouununnnnnnnnas 13,590,783 13,590,783 7,390,903
Receivables. . ... ... ... .. .. . . . i i 398,214 398,214 175,905
Prepaid expenses and other current assets . . ............. 416,345 416,345 498,347
Total current 85S€LS . . . . o o vt it e e 30,001,740 38,967,269 9049921
Property and equipment, met .. .......... ... .. .. e, 622,358 622,358 418,684
Deferred financing costs .. ... ... ... i, 297,538 — 520,692
Restrictedcash . ......... ... 619,551 619,551 —
TOtAl BSSELS . . . ottt $ 40,541,187 $ 40,209,178 § 9,989,297
LIABILITIES AND STOCKHOLDERS’ EQUITY
Current ligbilities:
Accounts payable . ... ....... .. ... $ 1,155046 § 1155046 § 536,371
Accrued eXPenses . . ...t e 864,500 830,029 1,338,048
Current portion of capital lease . ..................... 6,519 6,519 6,519
Current portion of deferred revenue ... ................ 5992314 5,992,314 2,171,287
Total current liabilities . ...................... 8,018,379 7,983,908 4,052,225
Long term 4% convertible notes payable. . .............. 5,032,750 — 5,032,750
Capital lease obligation, excluding current portion. .. ... ... 3,259 3,259 10,321
Deferred revenue, net of current portion . .. ............. 15,249,583 15,249,583 1,229,451
Total liabilities . ...... ... ... ... 28,303,971 23,236,750 10,324,747

Commitments and contingencies
Stockholders’ equity:

Preferred stock, $0.01 par value,
Authorized — 5,000,000 shares
Series A convertible preferred stock,

Designated — 1,500,000 shares,

Issued and outstanding — 655 at December 31, 2006 and
2005, respectively,
Liquidation value — $655 at December 31, 2006 . . .. .. 7 7 7
Common stock, $0.001 par value,
Authorized — 40,000,000 and 25,000,000 shares at
December 31, 2006 and 20035, respectively,
Issued and outstanding — 20,458,220, 21,165,064 and

13,927,631 shares at December 31, 2006 actual,
December 31, 2006 pro forma and December 31, 2005

actual, respectively . . .. .. ... . ... L. 20,458 21,165 13,928
Additional paid-in capital ....... ... ... .. .. .. L, 341,742,775 346,477,280 312,729,992
Accumulated deficit . ......... .. ... .. .. ... . ..., (329,525,608)  (329,525,608)  (313,000,200)
Accumulated other comprehensive loss. . .. ........ ... ... 416) (416) (11,341)
Deferred compensation . . ....... ... ... ... ... — — (67,836)

Total stockholders’ equity (deficit). . . ............ 12,237,216 16,972,428 {335,450)
Total liabilities and stockholders’ equity (deficity .. ......... $ 40,541,187 § 40,209,178 § 9,989,297

The accompanying notes are an integral part of these financial statements.
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IDERA PHARMACEUTICALS, INC,
STATEMENTS OF OPERATIONS

Years Ended December 31,

2006 2005 2004

Alllance revenue . . ... ... . i e $ 2421,186 $ 2467021 $ 942598
Operating expenses:

Research and development . . ... .................... 12,704,746 11,170,224 8,249,319

General and administrative . . . . ..................... 6,276,367 5,119,739 5,615,908

Total operating expenses. . ................... 18,981,113 16,289,963 13,865,227

Loss from operations .. . ... ... vt i (16,559,927) (13,822,942) (12,922,629)
Other income {expense):

Investment INCOME, ML . . . v v vttt et e et e ee e 504,640 369,245 217,064

Interestexpense. . ... ... ... ... .. ... ... ... (424,465) (252,062) (29,385)

Loss before income taxes. . . ....... ... ..iiuinn... (16,479,752)  (13,705,759)  (12,734,950)

Income tax provision . . ... ... it it e {45,000) — —
Net Jo8S . ..o e e e e (16,524,752  (13,705,759)  (12,734,950)
Accretion of preferred stock dividends . . .. .............. (656) (656) (2,675,995)
Net loss applicable to commen stockholders. . .. .......... $(16,525408) $(13,706,415) $(15,410,945)
Basic and diluted net loss pershare . .. ................. $ 099 § {(0.99) § (1.03)
Basic and diluted net loss per share applicable to common

stockholders . ........... ... .. . . . . . . . . .. $ (0.99) § {099 3 (1.25)
Shares used in computing basic and difuted net loss per

common share . . .......... ... . e 16,625,060 13,885,882 12,364,240

The accompanying notes are an integral part of these financial statements.
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IDERA PHARMACEUTICALS, INC.
STATEMENTS OF STOCKHOLDERS’ EQUITY (DEFICIT)

Series A
Convertible
Preferred Stock Accumulated Total
Number __ Common Stock 5 ggstional Other Stockholders’
of  $0.01 Par Number of $0.001 Par  Paid-In  Accumulated Comprehensive  Deferred Equity
Shares  Value Shares Value Capital Deficit {Loss)/Income Compensation  (Deficit}

Balance, December 31, 2003 . . 489,205 $4,892 8810321 $ 8810 $294,435303 $(283,882,840)  § (2995} $(37.362) % 10,525,808
Sale of common stock., . . .. .. —_ — 3,215,300 3215 15,400,074 _ —_ — 15,403,289
Exercise of common stock

options and warrants and

employee stock purchases . . . - — 30,772 3 154,712 — - — 154,743
Issuance of stock options and

stock for services . .. .. ... — — 13,731 14 129,434 — — — 129,448
Amortization of deferred

compensation .. . ....... — —_ — — —_— — — 16,122 16,122
Preferred stock dividends. . . . . 20 — — — 2,675,995 (2,675,995) —_ — —
Conversion of preferred into

common stock . . . .- ... .- (488,570) (4.885) 1,796.217 1.796 3.089 — — — —_
Stock-hased compensation from

repriced options . . . . ... .. -— — —— — (713.074) — -— —_ (713,074}
Comprehensive loss:
Unrealized loss on marketable

securities . . ... ... — — — — — — (11,994) — (11,994
Netloss . .............. — — —_ — —  (12,734,950) — —_ (12,734,950)
Total comprehensive loss . . . . . -— — — — — — —_ — (12,746,944)
Balance, December 31, 2004 . . 655 7 13866441 |, 13,866  312,085533 (299,293.785) (14,989 (21,240)  $12,769,392
Exercise of common stock

options and warrants and

employee stock purchases . . . — —_ 33,348 34 124,396 —_ — — 124,430
Issuance of stock and warrants

for services and interest , , ., — _ 27.842 28 347,686 — — — 7.4
Issuance of siock options . . . . . —_ - — — 72,000 —_ — (72,000) —
Armortization of deferred

COMPpEnsation . . .. ... ... — — — — — — — 25.404 25.404
Preferred stock dividends . . . . . — - — — 656 (636) — — -
Stock-based compensation from

repriced options . . .. .. ... - — — — 99.721 — - — 99.721
Comprehensive incomef{loss):
Unrealized gain on marketable

SECUMties . . . v v v e v a .. — — — — — — 3,648 — 3,648
Netloss , .. ............ — — — —_ — (13,705,759} — — (13,705, 759)
Total comprehensive boss . . . . . — — — — - — — — (13,702,111)
Balance, December 31, 2005 _ . 655 7 13,927,631 13,928 312,729,992  (313,000,200) (11,341) (67.836) {335,450)
Sale of common stock. . . ..., — — 6,492,365 6,492 27,781,575 — — —_ 21,788,067
Exercise of common stock

options and employee stock

purchases. . . ... ....... — —_ 31,963 32 108,159 — — — 108.191
Issuance of stock for services . . — —_ 6,261 ] 27,349 — — —en 27,355
Issuance of non-employee stock

options . . ... ... ... —_ — — — 238.397 — _ — 238.397
Elimination of deferted

compensation ... ....... — — — — (67,836} — — 67,836 -
Preferred stock dividends . . . . . — - — — 656 (656) — — —
Stock-based compensation . . . . - — — — 924,483 — — — 924,483
Comprehensive income/(loss):
Unrealized gain on marketable

securties . .. ... ... ... _ — — — — — 10,925 — 10,925
Netloss . . ............. — — — —_ — (16,524,752 — — (16,524,752)
Total comprehensive loss . . . . . — — _— — —_ — — — (16,513.827)
Balance, December 31, 2006 . . 655 § 7 20458220 $20458  $341,742,775 $(329.525608 & (416) $ — §12.237.216

The accompanying notes are an integral part of these financial statements.
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IDERA PHARMACEUTICALS, INC.
STATEMENTS OF CASH FLOWS

Cash Flows from Operating Activities:

Adjustments to reconcile net loss to net cash used in

operating activities —

Loss from disposition of assets. . ..................
Amortization of deferred compensation. . . ...........
Stock-based compensation
Depreciation and amortization expense . .. ...........
Issuance of stock options and stock for services
Amortization of deferred financing costs. .. ..........
Non cash interest expense. . ... ...... ... v

Changes in operating assets and liabilities —
Receivables

Prepaid expenses and other current assets .. ........
Accounts payable and accrued expenses
Deferredrevenue . ............ ... ... ... .. ..

Net cash provided by (used in) operating activities. .

Cash Flows from Investing Activities:
Purchases of available-for-sale securities. ... ...........
Proceeds from sale of available-for-sale securities. .. .. ...
Proceeds from maturities of available-for-sale securities . . .
Increase in restricted cash
Purchases of property and equipment . ... .............

Net cash (used in} provided by investing activities . .

Cash Flows from Financing Activities:
Proceeds from issuance of convertible notes payable. ... ..
Sale of common stock and warrants, net of issuance costs. .
Issuance costs from issuance of note

Proceeds from exercise of common stock options and
employee stock purchases. . ............... ... .. ..

Payment of debt
Payments on capital lease. . ............ ... ... ... ...

Net cash provided by financing activities. .. ... ...

Net increase (decrease) in cash and cash equivalents. . . ... ..
Cash and cash equivzlents, beginning of period

Cash and cash equivalents, end of period . . . .............

Years Ended December 31,

2006 2005 2004
$(16,524,752)  $(13,705,759)  $(12,734,950)
267 2,134 —
— 25,404 16,122
924,483 99,721 (713,074)
226,551 170,876 288,464
265,752 36,177 129,448
223,154 130,173 —
34,472 100,976 —
(222,309) 117,208 (90,177)
82,002 (165,031) (231,619)
(251,314) (61,290) 127,903
17,841,159 2,705,796 (83,787)
2,599,465  (10,543,615)  (13,291,670)
(26,768,159)  (19,853,754)  (18,635,747)
7975000 16,850,000 12,300,000
12,625,066 5,000,000 2,850,000
(619,551) - —
(89,385) (212,709) (60,410)
(6,877,029) 1,783,537 (3,546,157)
— 5,032,750 -
27,788,067 — 15,403,289
— (431,480) —
108,191 124,430 154,743
_ — (1,306,000)
(7.062) (2,716} —
27,889,196 4,722,984 14,252,032
23,611,632 (4,037,094)  (2,585,795)
984,766 5,021,860 7,607,655
$24596398 $ 984,766 $ 5,021,860

The accompanying notes are an integral part of these financial statements.
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IDERA PHARMACEUTICALS, INC.

NOTES TO FINANCIAL STATEMENTS
December 31, 2006

{1) Organization

Idera Pharmaceuticals, Inc. (“Idera” or the “Company™) is a biotechnology company engaged in the discovery
and development of synthetic DNA- and RNA-based compounds for the treatment of cancer, infectious diseases,
autoimmune diseases, and asthma/allergies, and for use as vaccine adjuvants. The Company has designed
proprietary product candidates to modulate immune responses through Toll-like Receptors, or TLRs. TLRs are
specific receptors present in immune system cells that direct the immune system to respond to potential disease
threats. Relying on its expertise in DNA and RNA cheemistry, the Company identifies product candidates targeted to
TLRs 7, 8 or 9 for its internal development programs and for collaborative alliances. It is developing both agonists
and antagonists of TLRs 7, 8 and 9. The Company has three internal programs, in oncology, infectious diseases, and
autoimmune diseases, and two collaborative alliances relating to the development of treatments for asthma and
allergies and the development of adjuvanis for vaccines.

The Company’s most advanced product candidate, IMO-2055, is an agonist of TLR9. It is currently conducting
a Phase 2 trial of IMO-2055 in oncelogy and a Phase 1/2 trial of IMO-2055 in combination with chemotherapy in
oncology. The Company has selected a second TLR9 agonist, IMO-2125, as a lead product candidate for treating
infectious diseases and plans to submit an Investigational New Drug application, or IND, to the U.S. Food and Drug
Administration, or FDA, for this product candidate in the second quarter of 2007. In its autoimmune disease
program, which is in earlier stages of research, the Company is evaluating TLR antagonists in preclinical models.
The Company is collaborating with Novartis International Pharmaceutical, Lid. (“Novartis™) for the discovery,
development, and commercialization of TLR? agonists for the treatment of asthma/allergy indications and with
Merck & Co., Inc. (“Merck”) for the use of our TLR7, 8 and 9 agonists in combination with Merck's therapeutic and
prophylactic vaccines in the areas of oncology, infectious diseases, and Alzheimer’s disease.

The Company has incurred operating losses in all fiscal years except 2002 and had an accumulated deficit of
$329.5 million at December 31, 2006. The Company expects to incur substantial operating losses in the future and
does not expect to generate significant funds internally until it successfully completes development and obtains
marketing approval for products, either alone or in collaborations with third parties. which the Company expects
will take a number of years. In order to commercialize our therapeutic products, the Company needs to address a
number of technclogical challenges and to comply with comprehensive regulatory requirements.

(2) Summary of Significant Accounting Policies
{a) Basis of Presentation

The preparation of financial statements in conformity with accounting principles generally accepted in the
United States requires management to make estimates and assumptions that affect the reported amounts of assets
and liabilities and disclosure of contingent assets and liabilities at the date of the financial statements and the
reported amounts of revenues and expenses during the reporting period. Actual results could differ from those
estimates.

The Company is subject to a number of risks and uncertainties similar to those of other companies of the same
size within the biotechnology industry, such as uncertainty of clinical trial outcomes, uncertainty of additional
funding and history of operating losses.

(b) Reclassification and Additional Disclosures

Certain amounts in the prior year’s financial statements have been reclassified and certain additional
disclosures have been made to such financial statements. Patent related costs were previously included in research
and development expenses but have been reclassified to general and administrative expenses for all periods
presented.
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IDERA PHARMACEUTICALS, INC.

NOTES TO FINANCIAL STATEMENTS (Continned)
December 31, 2006

(¢) Cash Equivalents and Short-Term Investments

The Company considers all highly liquid investments with maturities of 90 days or less when purchased to be
cash equivalents. Cash and cash equivalents at December 31, 2006 and 2005 consisted of cash and money market
funds. On December 31, 2006, certain corporate bonds that had maturity dates of less than 90 days at the time of
purchase were also included as cash equivalents.

The Company accounts for investments in accordance with Statement of Financial Accounting Standards
(SFAS) No. 115, “Accounting for Certain Investments in Debt and Equity Securities” (SFAS No. 115). Management
determines the appropriate classification of marketable securities at the time of purchase. In accordance with
SFAS No. 115, investments that the Company does not have the positive intent to hold to maturity are classified as
“available-for-saie” and reported at fair market value, Unrealized gains and losses associated with available-for-sale
investments are recorded in “Accumulated other comprehensive loss” on the accompanying balance sheets. The
amortization of premiums and accretion of discounts, and any realized gains and losses and declines in value judged
" to be other than temporary, and interest and dividends for all available-for-sale securities are included in
“Investment income, net” on the accompanying statement of operations. The Company had no “held-to-maturity”
investments, as defined by SFAS No. 1135, at December 31, 2006 and 2005. The cost of securities sold is based on the
specific identification method.

The Company had ne realized gains or losses from available-for-sale securities in 2006, 2005 or 2004. There
were no losses or permanent declines in value included in “investment income, net” for any securities for the years
ended December 31, 2006, 2005 and 2004.

The Company had no long-term investments as of December 31, 2006 and 2005. Available-for-sale securities
are classified as short-term regardless of the maturity date as the Company considers them available for use to fund
operations within one year of the balance sheet date. Auction securities are highly liquid securities that have floating
interest or dividend rates that reset periodically through an auctioning process that sets rates based on bids. [ssuers
include municipalities, closed-end bond funds and corporations. These securities can either be debt or preferred
shares.

(d) Restricted Cash

As part of a new operating lease that had not commenced as of December 31, 2006, the Company was required
to restrict approximately $620,000 of cash for a security deposit. These funds are held in certificates of deposit
securing a line of credit for the lessor. The restricted cash amount is expected to be reduced by approximately
$103,000 upon each of the second, third and fourth anniversaries of the commencement date, subject to certain
conditions.

(e) Depreciation and Amortization

Depreciation and amortization are computed using the straight-line method based on the estimated useful lives
of the related assets, as follows:

Estimated
Asset Classification Useful Life
Leasehold Improvements. . . . ..ot i e e iee e Life of lease
Laboratory equipment and other .. .. ... ... .. ... .. .. . ... 0L 3 -5 years

(f) Revenue Recognition

The Company’s revenue recognition policy complies with Staft Accounting Bulletin (SAB) No. 104, Revenue
Recognition. Alliance revenues are comprised of payments under variocus collaboration and licensing agreements
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IDERA PHARMACEUTICALS, INC.

NOTES TO FINANCIAL STATEMENTS (Continued)
December 31, 2006

for research and development, including reimbursement of third party expenses, milestone payments, license fees,
sublicense fees, and royalty payments. When evaluating multiple element arrangements, the Company considers
whether the components of the arrangement represent separate units of accounting as defined in Emerging Issues
Task Force Issue No. 00-21, Revenue Arrangements with Multiple Deliverables.

The Company recognizes license fees and other upfront fees, not specifically tied to a separate earnings
process, ratably over the contractual obligation or continuing involvement under the collaboration agreement.

The Company recognizes service and research and development revenue when the services are performed.

For payments that are specifically associated with a separate eamnings process, the Company recognizes
revenue when the specific performance obligation is completed. Performance obligations typically consist of
significant milestones in the development life cycle of the related technology, such as initiation of clinical trials,
filing for approval with regulatory agencies and approvals by regulatory agencies.

Royalty income represents amounts earned under certain coliaboration and license agreements and is
recognized as earned, which generally occurs upon receipt of quarterly royalty statements from the licensee or,
in the case of a contractually-stated minimum annual royalty arrangement, the greater of the amount actually earned
or the guarantced minimum amount.

(g) Financial Instruments

SFAS No. 107, Disclosures About Fair Value of Financial Instruments, requires disclosure of the estimated fair
values of financial instruments. The Company’s financial instruments consist of cash and cash equivalents, short-
term investments, receivables, and convertible notes payable. The estimated fair values of these financial instru-
ments approximates their carrying values as of December 31, 2006 and 2003, respectively. The estimated fair values
have been determined through information obtained from market sources and management estimates. As of
December 31, 2006 and 2005, the Company does not have any derivatives or any other financial instruments as
defined by SFAS No. 133, Accounting for Derivative and Hedging Instruments.

{hr) Comprehensive Loss

The Company applies SFAS No. 130, Reporting Comprehensive Income. Comprehensive loss is defined as the
change in equity of a business enterprise during a period from transactions and other events and circumstances from
nonowner sources. Comprehensive loss for the years ended December 31, 2006, 2005 and 2004 is comprised of
reported net income or loss and the change in net unrealized losses on investments during each year, which is
included in “Accumulated other comprehensive loss™ on the accompanying balance sheets.

{i}) Net Loss per Common Share

The Company applies SFAS No. 128, Farnings per Share (SFAS No. 128). Under SFAS No. 128, basic and
diluted net loss per common share is computed using the weighted average number of shares of common stock
outstanding during the period. In addition, diluted net income per common share is calculated 1o give effect of stock
options, convertible preferred stock and convertible debt {(where the effect is not antidilutive) resulting in lower net
income per share. The dilutive effect of outstanding stock options is reflected by the application of the treasury stock
method under SFAS No. 128. Diluted net loss per common share is the same as basic net loss per common share for
the years ended December 31, 2006, 2005 and 2004 as the effects of the Company’s potential common stock
equivalents are antidilutive (see Note 12).
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IDERA PHARMACEUTICALS, INC.

NOTES TO FINANCIAL STATEMENTS (Continued)
December 31, 2006

(j} Segment Reporting

SFAS No. 131, Disclosures About Segments of an Enterprise and Related Information, (SFAS No. 131)
establishes standards for reporting information regarding operating segments in annual financial statements and
requires selected information for those segments to be presented in interim financial reports issued to stockholders.
SFAS No. 131 also establishes standards for related disclosures about products and services and geographic areas.
To date, the Company has viewed its operations and manages its business as one operating segment. Accordingly,
the Company operates in one segment, which is the business of discovering and developing novel therapeutics that
modulate immune responses through Toll-like Receptors, or TLRs. As a result, the financial information disciosed
herein represents all of the material financial information related to the Company’s principal operating segment. For
all of the periods presented, all of the Company’s revenues were generated in the United States. As of December 31,
2006 and 2005, all assets were located in the United States.

{k} Stock-Based Compensation

The Company adopted SFAS No. 123R, “Share-Based Payment,” (SFAS No. 123R) on January 1, 2006. This
statement requires the Company to recognize all share-based payments to employees in the financial statements
based on their fair values. Under SFAS No. 123R, the Company is required to record compensation expense over an
award’s vesting period based on the award’s fair value at the date of grant. The Company elected to adopt
SFAS No. 123R on a modified prospective basis; accordingly, the financial statements for periods prior to January 1,
2006 will not include compensation cost calculated under the fair value method. The Company’s policy is to charge
the fair value of stock options as an expense on a straight-line basis over the vesting peried.

Prior to January 1, 2006, the Company applied Accounting Principles Board (“*APB”) Opinion No. 23,
“Accounting for Stock Issued to Employees,” (APB No. 25) and therefore, recorded the intrinsic value of stock-
based compensation as an expense. The following table illustrates the pro forma effect on net loss and net loss per
share if the Company had applied the fair value recognition provisions of SFAS No. 123, “Accounting for Stock-
Based Compensation,” (SFAS No. 123) to stock-based employee compensation for the two years ended
December 31, 2005 and 2004. The effects on years ended December 31, 2005 and 2004 pro forma net loss
and net loss per share of expensing the estimated fair value of stock options are not necessarily representative of the
effects on reported net (loss) income for future years because of the vesting period of the stock options, the potential
for issuance of additional stock options in future years and changes to assumptions.

2005 2004

Net loss applicable to commeon stockholders, as reported. ... ... .. $(13,706,415)  $(15.410,945)
Less: stock-based compensation expense (income) included in

reported net loss. .. ... ... 99,721 (713,074)
Add: stock-based employee compensation expense determined under

fair value based method forallawards . . ... ............. ... (993,336) (1,711,953
Pro forma net loss applicable to common stockholders, as adjusted

for the effect of applying SFASNo. 123 .. ... ... ... ... ... $(14,600,030) $(17,835,972)
Basic and diluted net loss per common share —

ASTEDOTE . . .ottt et e e $ (0.99) % {1.25)

Proforma ...... ... e 3 (1.05) $ (1.44)

Prior to adopting SFAS No. 123R on January 1, 2006, the Company recorded changes in the intrinsic value of
its repriced options in its statement of operations, including approximately $100,000 of stock compensation
expense and a credit of approximately $713,000 to operating results for the years ended December 31, 2005 and
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IDERA PHARMACEUTICALS, INC,

NOTES TO FINANCIAL STATEMENTS (Continued)
December 31, 2006

2004, respectively, which is shown in the above table. In accordance with SFAS No. 123R, the Company no longer
includes changes in the intrinsic value of its repriced options in its statement of operations.

For the year ended December 31, 2006, the Company included charges of approximately $924,000 in its
statement of operations representing the stock compensation expense computed in accordance with SFAS No. 123R.
There were no corresponding charges included in the statement of operations during the years ended December 31,
2005 and 2004. The adoption of SFAS No. 123R had no effect on cash flows during 2006. The adoption of
SFAS No. 123R decreased basic and diluted earnings per share by $0.06 for the year ended December 31, 2006.

The fair value of each option award is estimated on the date of grant using the Black-Scholes option-pricing
model and expensed over the requisite service period on a straight-line basis. The Company had computed the pro
forma disclosures required by SFAS No. 123 for all stock options granted to employees after January 1, 1995, using
the Black-Scholes option-pricing model. The assumptions used for the years ended December 31, 2006, 2005, and
2004 are as follows:

2006 2005 2004
Average risk free interestrate. . .. ... ... ... . L. 4.58% 4.23% 4.18%
Expected dividend yield. .. ......... ... ... ...... ... ..... — — —
Expected lives . . .. ... . . 6 years 6 years 6 years
Expected volatility. . ... ... ... .. .. 94% 75% 90%
Weighted average grant date fair value of options granted during
the period (pershare). .. .. ...... ... .. ... ... cieurou.... $ 3717 § 317 % 317

For the years ended December 31, 2006, 2005 and 2004, the weighted average per share grant date fair value
and exercise price per share of opticn grants to employees in relation to market price of the stock on the date of the
grant was as follows:

Exercise Price
Equals Exceeds  Is Less than

Market Market Market
Price Price Price
2006 Option Grants
Weighted average grant date fair value of options granted during the
PEriod. . . .o e $3.77  $ — $ —
Weighted average exercise price of options granted during the
PEMiOd. o L e e $483 § — $ —
2005 Option Grants
Weighted average grant date fair value of options granted during the
152 11+ PR $3.06 $3.21 $4.30
Weighted average exercise price of options granted during the
eI, L Lo e $4.46 $5.76 $4.48
2004 Option Grants
Weighted average grant date fair value of options granted during the
PEMOU. . . o e $330  $2.88 5 —
Weighted average exercise price of options granted during the
PEMOd. . . i e $433  $4.16 $ —

The 2005 information in the table above includes certain options that were granted in 2005 with an exercise
price less than fair market value and were subsequently cancelled and replaced with options that had an exercise
price that was above the market price at the time that they were replaced. Also, as of December 31, 2006, the
aggregate intrinsic value of outstanding and exercisable options amounted to approximately $1,684,000 and
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NOTES TO FINANCIAL STATEMENTS (Continued)
December 31, 2006

$939,000, respectively. The intrinsic value of options exercised amounted to $11,989, $21,866, and $29,712 during
2006, 2005 and 2004, respectively. The fair value of options that vested amounted to $1,144,000, $1,111,000 and
$1,827,000 during 20086, 2005, and 2004, respectively. As of December 31, 2006, there was $3.3 million of
unrecognized compensation costs related to unvested stock-based compensation arrangements. The cost is expected
to be recognized over a weighted average period of 3.2 years.

The Company also awarded 125,000 non-employee stock options during 2006. These options had a Black-
Scholes fair value of $570,613 at the time of grant. The fair value of the nonvested portion of the non-employee
options will be remeasured each quarter in accordance with EITF No. 96-18, “Accounting for Equity Instruments
Thar Are Issued to Other than Employees for Acquiring, or in Conjunction with Selling, Goods or Services” (EITF
No. 96-18) and the expense will be based, in part, on the remeasured fair value. During 2006, approximately
$238,000 was recorded as an expense for this option. The Company had no compensation expense related to grants
to non-employees in 2005 and recorded compensation expense of approximately $1,000 in 2004 related to grants to
non-employees.

During 2006, there was approximately $24,000 in compensation expense related to the Stock Purchase Plan.
This expense was computed based on the Black-Scholes option pricing model and the following assumptions:
{1) term — three months, (2) volatility — 58%, and (3) risk free interest rate — 4.6%.

. (I} Research and Development Expenses

All research and development expenses, including amounts funded by research collaborations, are expensed as
incurred. Research and development expenses are comprised of costs incurred in performing research and
development activities, including drug development trials and studies, drug manufacturing, laboratory supplies,
external research, payroll including stock-based compensation and overhead. In 2005, Novartis sponsored
approximately $1.0 million of the Company’s research and development activities. Collaborators sponsored only
a nominal portion of the Company’s research and development activities in 2006 and 2004,

(m) Concentration of Credit Risk

Financial instruments that subject the Company to credit risk primarily consist of cash and cash equivalents
and short-term investments. The Company’s credit risk is managed by investing its cash and cash equivalents and
marketable securities in highly rated money market instruments and debt securities. Due to these factors, no
significant additional credit risk is believed by management to be inherent in the Company’s assets. As of
December 31, 2006, approximately 99% of the Company’s cash, cash equivalents, and investments are held at one
financial institution.

(r} Income taxes

The Company applies SFAS No. 109, Accounting for Income Taxes. Accordingly, a deferred tax asset or
liability is determined based on the difference between the financial statement and tax basis of assets and liabilities,
as measured by the enacted tax rates expected to be in effect when these differences reverse.

(o) New Accounting Pronouncements

In September 2006, the Financial Accounting Standards Board, or FASB, issued SFAS No. 157, “Fair Value
Measurements” (SFAS No. 157). SFAS No. 157 defines fair value, establishes a framework for measuring fair value,
and expands disclosures about fair value measurement. This statement applies under other accounting pronounce-
ments that require or permit fair value measurements and does not require any new fair value measurement.
SFAS No. 157 is effective for fiscal years beginning after November 15, 2007. The Company is currently evaluating
the effect of SFAS No. 157 on its financial statements.
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NOTES TO FINANCIAL STATEMENTS (Continued)
December 31, 2006

In February 2007, the FASB issued SFAS No. 159, “The Fair Value Option for Financial Assets and Financial
Liabilities” (SFAS No. 159) which includes an amendment of SFAS No. 115, “Accounting for Certain Investments
in Debt or Equity Securities” (SFAS No. 115). SFAS No. 139 permits entities to choose to measure many financial
instruments and certain other items at fair value to improve financial reporting by mitigating volatilities in reported
earnings caused by measuring related assets and liabilities differently without having to apply complex hedge
accounting provisions. SFAS No. 159 is effective for fiscal years beginning after November 15, 2007. The Company
is currently evaluating the. effect of SFAS No, 159 on its financial statements.

In June 2006, the FASB issued FASB Interpretation No. (FIN) 48, “Accounting for Uncertainty in Income
Taxes — an Interpretation of FASB Statement No. 109" (FIN No. 48). FIN No. 48 clarifies the accounting for
uncertainty in income taxes recognized in an enterprise’s financial statements in accordance with SFAS No. 109,
“Accounting for Income Taxes” (SFAS No. 109). FIN No. 48 prescribes a recognition threshold and measurement
attribute for the financial statement recognition and measurement of a tax position taken or expected to be taken in a
tax return, It also provides guidance on derecognition, classification, interest and penalties, accounting in interim
periods, disclosure, and transition. FIN No, 48 is effective for fiscal years beginning after December 15, 2006. The
Company is currently evaluating the effect of FIN No. 48 on its financial statements.

(3) Marketable Securities

The Company’s short-term available-for-sale investments at market value consisted of the following at
December 31, 2006 and 2005:
December 31, 2006

Gross Gross

Unrealized Unrealized Estimated

Cost Losses Gains Fair Value
Certificates of deposit ................. $ 300039 $ — $ 3 $ 300042
Corporale bonds due in one year or less . . . . 301,124 116 — 301,008
Government bonds due in one year or less . . 1,595,036 303 —_ 1,594,733
Auction securities . ........ .. . o 11,395,000 — — 11,395,000
Towal ... ... ... .. $13,591,199 $ 419 b 3 $13,590,783

December 31, 2005

Gross Gross

Unrealized Unrealized Estimated

Cost Losses Gains Fair Value
Corporate bonds due in one year orless . ... § 2,103,675 $ 1,243 5§ — § 2,102,432
Government bonds due in one year or less ., 2,495,327 10,352 — 2,484,975
Shorttermnotes. . ............c..o.... 903,242 1,422 —_ 901,820
Auction securities ... ......... .. ...... 1,200,000 — 1,676 1,901,676
Total .. ... . . .. $ 7,402,244 $13,017 $1,676 $ 7,390,903

Although unrealized losses exist as of December 31, 2006, the Company does not believe they are other-than-tem-
porary based on the nature of the investment and the lack of any adverse events,
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(4) Accrued Expenses

At December 31, 2006 and 2005, accrued expenses consist of the following:

December 31,
2006 2005
Payroll and related COSIS . . . .. ..o\ v it e $ 70,933 & 455427
Clinical trial expenses. . .. . ... .. i e 249,594 277,259
Professional and consulting fees .. . ........ ... ... .. ol 217,509 109,000
1031 15 P 326,464 496,362

$864,500  $1,338,048

(5} Property and Equipment

At December 31, 2006 and 2003, net property and equipment at cost consists of the following:

Pecember 31,

2006 2005
Leasehold improvements . . .. ... ...ttt $ 444,186 § 424,500
Laboratory equipment and other . ... ......... .. ... .. ... .. ... 2,174,439 1,927,950
Total property and equipment, at cost. .. .. ........ ... ... ... ... 2,618,625 2,352,450
Less: Accumulated depreciation and amortization . .. ............... 1,996,267 1,933,766
Property and equipment, net. .. ....... ... i $ 622358 § 418,684

As of December 31, 2006 and 2003, laboratory equipment and other includes approximately $20,000 of office
equipment financed under capital leases with accumulated depreciation of approximately $4,000 and $2,000,
respectively.

Depreciation expense, which includes amortization of assets recorded under capital leases, was approximately
$247,000, $163,000 and $145,000 in 2006, 2005 and 2004, respectively,

In 2006 and 2005, the Company wrote off unused property and equipment that had a gross cost of
approximately $185,000, and $109,000, respectively. The write-off of property and equipment resulted in a loss
of approximately $2,000 for the year ended December 31, 2005 and a negligible loss for the year ended
December 31, 2006.

(6) Debt
{a) 4% Convertible Notes Puyable

On May 24, 2005, the Company sold approximately $5.0 million in principal amount of 4% convertible
subordinated notes due April 30, 2008 (the 4% Notes). Interest on the 4% Notes is payable semi-annually in arrears
on April 30 and October 30 and at maturity or conversion. The Company has the option to pay interest on the
4% Notes in cash or in shares of the Company’s common stock at the then current market value of the Company’s
common stock. Holders of the 4% Notes could convert, at any time prior to maturity, the total principal amount (or
any portion thereof) of the 4% Notes into shares of the Company’s common stock at a conversion price of $7.12 per
share.

In 2005, the Company issued 19,963 shares of common stock in payment of interest on the 4% Notes, based on
the market value of the Company’s common stock at the time. All other interest payments have been in cash.
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The Company capitalized its financing costs associated with the sale of the 4% Notes and is amortizing them
over the term of the notes. These costs include the Black-Scholes value of the warrants, legal expenses and
miscellaneous costs attributable to the placement of the notes.

On February 13, 2007, the Company elected to automatically convert its 4% Notes in the aggregate principal
amount of approximately $5.0 million into 706,844 shares of the Company’s common stock effective on
February 20, 2007. The Company was entitled to exercise this right of automatic conversion because the
volume-weighted average of the closing prices of the Company's Common Stock for the ten consecutive trading
days ending February 8, 2007 exceeded $8.90, which represents 125% of the conversion price of the 4% Notes. As
of February 20, 2007, the 4% Notes were no longer considered outstanding and interest ceased to accrue. Holders of
the 4% Notes were paid cash in lieu of any fractional shares and were paid approximately $61,000, which
represented accrued interest through February 19, 2007, See Note 16 for further information.

(b) 9% Convertible Subordinated Notes Payable

On April 1, 2004, the Company’s 9% convertible subordinated notes payable (the 9% Notes) matured. As a
result, the Company paid $1,306,000 to the note holders in payment of the principal amount outstanding under the
notes plus accrued interest through the maturity date of $58,770. Upon such payient, the notes were cancelled.
Under the terms of the 9% Notes, the Company made semi-annual interest payments on the outstanding principal
balance through the maturity date of April 1, 2004.

(7) Collaboration and License Agreements
{a} Collaboration and License Agreement with Novartis International Pharmaceutical, Ltd.

In May 2003, the Company entered into a research collaboration and option agreement and a separate license,
development and commercialization agreement with Novartis to discover, develop and potentially commercialize
TLR9 agonists that are identified as potential treatments for asthma and allergies. In addition, beginning on May 31,
2007, if specified conditions are satisfied, Novartis may expand the collaboration to include additional human
disease areas, other than oncology and infectious diseases. Under the terms of the agreements, upon execution of the
agreements, Novartis paid the Company a $4.0 million upfront license fee; Novartis agreed to fund substantially all
research activities during the research collaboration phase; if Novartis elects to exercise its option to develop and
commercialize licensed TLR9 agonists in the initial collaboration disease areas, Novartis is potentially obligated to
pay the Company up to $132.0 million based on the achievement of clinical development, regulatory approval, and
annual net sales milestones; Novartis is potentially obligated to pay the Company additional milestone payments if
Novartis elects to expand the collaboration to include additional disease areas and then develops and commer-
cializes licensed TLR9 agonists in the additional disease areas based on the achievement of clinical development
and regulatory approval milestones; and Novartis is also obligated to pay the Company royalties on net sales of all
products, if any, commercialized by Novartis, its affiliates and sublicensees. Novartis’ license rights under the
agreements to products that it elects to develop and commercialize are worldwide, exclusive rights.

The Company and Novartis agreed that the term of the research and collaboration phase would be two years
commencing in May 2005. The Company initially was recognizing the $4.0 million upfront payment as revenue
over the itwo-year term of the research collaboration. In February 2007, the Company received notice that Novartis
had elected to extend the research collaboration by an additional year, and for such extension is obligated to pay the
Company an additional $1.0 million, In connection with this amendment, the Company is extending the time period
over which it is amortizing the upfront payment.

F-15




IDERA PHARMACEUTICALS, INC,

NOTES TO FINANCIAL STATEMENTS (Continued)
December 31, 2006

(b) Collaboration and License Agreement with Merck & Co., Inc.

In December 2006, the Company entered into an exclusive license and research collaboration agreement with
Merck to research, develop, and commercialize vaccine products containing our TLR7, 8 and 9 agonists in the fields
of oncology, infectious diseases, and Alzheimer’s disease. Under the terms of the agreement, the Company granted
Merck worldwide exclusive rights to a number of the Company’s TLR7, 8 and 9 agonists for use in combination
with Merck’s therapeutic and prophylactic vaccines under development in the fields of oncology, infectious
diseases, and Alzheimer’s disease. The Company also agreed with Merck to engage in a two-year research
collaboration to generate novel agonists targeting TLR7 and TLR8 and incorporating both Merck and Idera
chemistry for use in vaccines in the defined fields, which may be extended by Merck for two additional one-year
periods. Under the terms of the agreement: Merck paid the Company a $20.0 million upfront license fee; Merck
purchased $10.0 million of the Company’s common stock at $5.50 per share; and Merck agreed to fund the research
and development collaboration. Merck also agreed to pay the Company milestone payments as follows: up to
$165.0 million if vaccines containing the Company’s TLR9 agonist compounds are successfully developed and
marketed in each of the oncology, infectious disease and Alzheimer’s disease fields; up to $260.0 million if vaccines
containing the Company’s TLR9 agonist compounds are successfully developed and marketed for follow-on
indications in the oncology fietd and if vaccines containing the Company’s TLR7 or TLR8 agonists are successfully
developed and marketed in each of the oncology, infectious disease, and Alzheimer’s disease fields; and if Merck
develops and commercializes additional vaccines using the Company’s agonists, it would be entitled to receive
additional milestone payments. In addition, Merck agreed to pay the Company royalties on net product sales of
vaccines using the Company’s TLR agonist technology that are developed and marketed.

The Company is recognizing the $20.0 million upfront payment as revenue over the two-year initial research
term and the additional two-year-period over which the research term could be extended. The Company has
estimated that this is its period of continuing involvement under the research arrangement.

In December 2006, in connection with the execution of the license and collaboration agreement, the Company
entered into a stock purchase agreement with Merck. Pursuant to the purchase agreement, the Company issued and
sold to Merck 1,818,182 shares of the Company’s common stock for a price of $5.50 per share resulting in an
aggregate gross proceeds of $10.0 million. Merck has agreed, subject to certain exceptions, that prior to December 8,
2007, it will not sell any of the shares of the Company’s common stock acquired by it and that, for the duration of the
research and collaboration term, its ability to sell such shares will be subject to specified volume limitations.

{c}) TLR Licenses

The Company has granted a non-exclusive license to The Immune Response Corporation to research, develop,
and commercialize the potential application of IMO-2055 for use as an adjuvant in one specific vaccine candidate
for the treatment and prevention of HIV. Under the terms of the agreement, The Immune Response Corporation
agreed to pay the Company royalties on its sales of licensed products and a percentage of sublicense income. Either
party may terminate the license agreement for a material breach or a breach of a payment obligation, unless such
breach is cured within the notice period.

{d} Other License Agreements

Currently, the Company is a party to five collaboration and license agreements involving the use of its
antisense technology and specified indications. These agreements include a license agreement with Isis Pharma-
ceuticals, Inc. involving intellectual property for antisense chemistry and delivery.

Under the agreement with Isis, the Company granted to Isis a license, with the right to sublicense, to the
Company’s antisense chemistry and delivery patents and patent applications; and the Company retained the right to
use these patents and patent applications in its own drug discovery and development efforts and in collaborations
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with third parties. Isis paid the Comany an initial licensing fee and is required to pay the Company a portion of
specified sublicense income Isis receives from some types of sublicenses of the Company’s patents and patent
applications. Also under the agreement, the Company licensed from Isis specified antisense patents and patent
applications, principally Isis’ suite of RNase H patents and patent applications. The Company also paid an initial
licensing fee for this license and is obligated to pay Isis a maintenance fee and royalties. The Company has the right
to use these patents and patent applications in its own drug discovery and development efforts and in some types of
third party collaborations. The licenses granted under the Isis agreement terminate upon the last to expire of the
patents and patent applications licensed under the agreement. The Company may terminate at any time the
sublicense by Isis to the Company of the patents and patent applications.

The Company is also a party to four other license agreements involving the license of its antisense patents and
patent applications for specific gene targets under which the Company typically is entitled to receive license fees,
sublicensing income, research payments, payments upon achievement of developmental milestones, and royalties
on product sales. These agreements typically expire upon the later of the last to expire of the licensed patents or a
specified number of vears after the first commercial sale of a licensed product. These agreements may be terminated
by either party for a material breach, and our collaborators may terminate these agreements at any time for
convenience, with written notice.

The Company is also a party to six royalty-bearing license agreements under which it has acquired rights to
antisense related patents, patent applications, and technology. Each of these in-licenses automatically terminates
upon the expiration of the last to expire patent included in the license. The Company’s principal in-license is with
University of Massachusetts Medical Center for chemistry and for certain gene targets. Additionally, as part of a
2003 interference resolution for one of the licensed patents, a settlement was made enabling the Company to receive
a percentage of the royalty amounts the National Institutes of Health receives for the sale of a product that is covered
by such patent. Under these in-licenses, the Company is obligated to pay royalties on its net sales of products or
processes covered by a valid claim of a licensed patent or patent application. In certain cases, the Company is
required to pay a specified percentage of any sublicense income, and all of these licenses impose various
commercialization, sublicensing, insurance, and other obligations on it, and the Company’s failure to comply
with these requirements could result in termination of the licenses.

(8) Stockholders” Equity
(a) Common Stock

Pursuant to the terms of a unit purchase agreement dated as of May 5, 1998, the Company issued and sold a
total of 1,199,684 shares of common stock (the Put Shares) at a price of $16.00 per share. Under the terms of the unit
purchase agreement, the initial purchasers {(the Put Holders) of the Put Shares have the right (the Put Right) to
require the Company to repurchase the Put Shares. The Put Right may not be exercised by any Put Holder unless:
1) the Company liquidates, dissolves or winds up its affairs pursuant to applicable bankruptcy law, whether
voluntarily or involuntarily; 2) all of the Company’s indebtedness and obligations, including without limitation the
indebtedness under the Company’s then outstanding notes, has been paid in full; and 3) all rights of the holders of
any series or class of capital stock ranking prior and senior to the common stock with respect to liquidation,
including without limitation the Series A convertible preferred stock, have been satisfied in full. The Company may
terminate the Put Right upon written notice io the Put Holders if the closing sales price of its common stock exceeds
$32.00 per share for the twenty consecutive trading days prior to the date of notice of termination. Because the Put
Right is not transferable, in the event that a Put Holder has transferred Put Shares since May 5, 1998, the Put Right
with respect 1o those shares has terminated. As a consequence of the Put Right, in the event the Company is
liquidated, holders of shares of common stock that do not have Put Rights with respect to such shares may receive
smaller distributions per share upon the liquidation than if there were no Put Rights outstanding.
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In February 2003, the Company repurchased 301,985 Put Shares. As of December 31, 2006, 106,166 of the Put
Shares continued to be held in the name of Put Holders. The Company cannot determine at this time what portion of
the Put Rights of the remaining 791,533 Put Shares have terminated.

(k) Warrants

The Company has the following warrants outstanding and exercisable for the purchase of common stock at
December 31, 2006:

Weighted
Exercise Price
Expiration Date Shares Per Share
January 1, 2007 .. ... e e 12,500 $13.20
August 28,2008 .. ... e 1,209,665 7.47
April 20,2009 . . .. e 380,246 9.12
August 27,2009 ... . e 274,650 5.36
May 24, 20010 . ... . 70,685 7.12
September 24, 2001 ... .. 2,839,134 5.39
4,786,880
Weighted average exercise price per share. . . ................... 5626

The warrants that expire in 2009, 2010 and 2011 are described in Notes 9(d} and 15.

(c) Stock Options

The 1995 Stock Option Plan provided for the grant of incentive stock options and nonqualified stock options.
Options granted under this plan generally vest over three to five years, and expire no later than 10 years from the
date of grant. No additional options are being granted under the 1995 Stock Option Plan. As of December 31, 2006,
options to purchase a total of 48,759 shares of common stock remained outstanding under the 1995 Stock Option
Plan.

Under the 1995 Director Stock Option Plan, a total of 100,000 shares of common stock may be issued upon the
exercise of options. Under the terms of the Director Plan options to purchase 469 shares of common stock are
granted to each non-employee director on the first day of each calendar quarter and options to purchase 3,125 shares
of common stock are granted to non-employee directors upon appointment to the Board. All options vest on the first
anniversary of the date of grant. As of December 31, 2006, options to purchase a total of 56,114 shares of common
stock remained outstanding under the Director Plan.

Under the 1997 Stock Incentive Plan, options generally vest over three to five years, and expire no later than
10 years from the date of grant. A total of 1,687,500 shares of common stock may be issued upon the exercise of
options granted under the plan. The Compensation Committee of the Board of Directors has the authority to select
the employees to whom options are granted and determine the terms of each option, including (i) the number of
shares of common stock subject to the option; {ii) when the option becomes exercisable; (iii) the option exercise
price, which in the case of incentive stock options must be at least 100% (110% in the case of incentive stock options
granted to those holding 10% or more of the voting power of the Company) of the fair market value of the common
stock as of the date of grant and (iv) the duration of the option, which in the case of incentive stock options may not
exceed 10 years. As of December 31, 2006, options to purchase a total of 1,263,783 shares of common stock
remained outstanding under the 1997 Stock Incentive Plan. No options may be granted under the 1997 Plan after
March 20, 2007.
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Under the 2005 Stock Incentive Plan, the Company may grant options to purchase common stock, stock
appreciation rights, restricted stock awards and other forms of stock based compensation. Stock options generally
vest over three to four years, and expire no later than 10 years from the date of grant. A total of 1,125,000 shares of
common stock may be issued upon the exercise of options granted under the plan, The maximum number of shares
of common stock with respect to which awards may be granted to any participant under the plan shall be 125,000 per
calendar year. The Compensation Committee of the Board of Directors has the authority to select the employees to
whom optiens are granted and determine the terms of each option, including (i) the number of shares of common
stock subject to the option; (ii} when the option becomes exercisable; (iii) the option exercise price, which in the
case of incentive stock options must be at least 100% (110% in the case of incentive stock options granted to those
holding 10% or more of the voting power of the Company) of the fair market value of the common stock as of the
date of grant and (iv) the duration of the option, which in the case of incentive stock options may not exceed 10 years.
As of December 31, 2006, options to purchase a total of 949,296 shares of common stock remained outstanding
under the 2005 Stock Incentive Plan.

As of December 31, 2006, 342,721 shares of common stock remain available for grant under the 1995 Director
Plan, the 1997 Stock Incentive Plan and the 2005 Stock Incentive Plan.

The Company’s 1995 Stock Option Plan, the 1995 Employee Stock Purchase Plan, the 1995 Director Stock
Option Plan, the 1997 Stock Incentive Plan and the 2005 Stock Incentive Plan have been approved by the
Company'’s stockholders. The Company has also granted options to purchase shares of Commen Stock pursuant to
agreements with employees that were not approved by stockholders.

Stock option activity for the years ended December 31, 2006, 2005, and 2004 is summarized as follows:

Weighted
Number of Exercise Price Average Price

Shares Per Share Per Share
Outstanding, December 31,2003 .. .............. 1,840,010  $4.00 — $16.00 $6.24
Granted . . ... ... ... e 260,599 416 — 9.12 428
Exercised ......... ... .. .. . ... ... (10,723) 4.00— 6.56 475
Terminated . ............ .. .. (19,899) 4.00— ]2.32 9.06
Outstanding, December 31,2004 .. ... .., ........ 2,069,987 4,00 — 16.00 5.08
Granted . . ... ... ... e 623,065 384 — 5.76 4,57
Exercised ........ ... . i i (15,304 4.00— 4.16 401
Terminated . ....... .. i e (129,568) 384 — 896 4.63
Outstanding, December 31,2005 ... ............. 2,548,180 3.84 — 16.00 5.71
Granted. .. ... .. ... . . ... 689,000 372— 536 4.88
Exercised ........ ... ... . i, (13,878) 4.00— 4.16 4.00
Terminated . . ............ . ... ... ... (580,688) 4.00— 896 6.31
Outstanding, December 31,2006 .. .............. 2,642,614  $3.72 — $16.00 $5.37
Exercisable, December 31,2004 ... ............. 1,610,376  $4.00 — $16.00 $6.12
Exercisuble, December 31,2005 ... ............. 1,750,078  $4.00 — $16.00 $6.14
Exercisable, December 31,2006 ................ 1,584,725 $3.72 — $16.00 $5.81
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Options Quistanding Options Exercisable

Weighted Weighted Weighted

Average Average Average

Remaining Exercise Exercise

Exercise Contractual Life Price Per Price Per
_Prices __Number _ (Years) Share Number Share
$3.72- 400 258,761 2.02 $4.00 256,526 $4.00
4.05- 4.16 251,695 8.08 4,15 114,464 4.16
424 - 440 216,796 8.96 4,24 55,029 4.24
4.45 170,000 9.96 4.45 — —
4.48 133,750 8.37 448 71,251 448
4.50 303.401 4.24 4.50 303,401 4.50
4.56 - 5.04 161,690 3.86 4.82 49,008 4.80
5.10 425,000 9.95 5.10 50,000 5.10
5.12- 632 94,963 7.64 5.83 68,183 5.87
6.56- 6.60 289,375 4.56 6.60 289,375 6.60
6.64- 850 183,221 3.83 8.45 183,221 8.47
8.80-16.00 153,962 4.60 9.87 144,267 9.93
2,642,614 6.70 5.37 1,584,725 5.81

The weighted average remaining contractual life of exercisable options was 4.96 years at December 31, 2006.

{d) Employee Stock Purchase Plan

The 1995 Employee Stock Purchase Plan (the Stock Purchase Plan) was adopted in QOctober 1995 and amended
in June 2003. Under the Stock Purchase Plan up to 125,000 shares of common stock may be issued to participating
employees of the Company or its subsidiaries. Participation is limited to employees that would not own 5% or more
of the total combined voting power or value of the stock of the Company after the grant.

Under the Stock Purchase Plan, on the first day of a designated payroll deduction period, the “Offering
Period”, the Company will grant to each eligible employee who has elected to participate in the Stock Purchase Plan
an option to purchase shares of common stock as follows: the employee may authorize an amount, a whole
percentage from 19 to 10% of such employee’s regular pay, to be deducted by the Company from such pay during
the Offering Period. On the last day of the Offering Period, the employee is deemed to have exercised the option, at
the option exercise price, to the extent of accumulated payroil deductions. Under the terms of the Stock Purchase
Plan, the option price is an amount equal to 85% of the fair market value per share of the common stock on either the
first day or the last day of the Offering Period, whichever is lower. In no event may an employee purchase in any one
Offering Period a number of shares that is more than 15% of the employee’s annualized base pay divided by 85% of
the market value of a share of common stock on the commencement date of the Offering Period. The Compensation
Committee may, in its discretion, choose an Offering Period of 12 months or less for each of the Offerings and
choose a different Offering Period for each Offering.

Offering periods are three months in duration and commence on March 1, June 1, September 1, and
December 1. In 2006, 2005, and 2004, the Company issued 18,241, 18,046 and 1 1,527 shares of common stock,
respectively, under the Stock Purchase Plan.
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(e) Repricing

In September 1999, the Company’s Board of Directors authorized the repricing of options to purchase
656,478 shares of common stock to $4.00 per share, which represented the market value on the date of the repricing.
Prior to 2006, these options were subject to variable plan accounting, as defined in FIN No. 44 which required the
Company to remeasure the intrinsic value of the repriced options, through the earlier of the date of exercise,
cancellation or expiration, at each reporting date. For the year ended December 31, 2005, the Company recognized
approximately $100,000 as stock compensation expense from these repriced options. A decrease in the intrinsic
value of these options during 2004 resulted in a credit of approximately $713,000 to stock compensation expense
for the year ended December 31, 2004. As explained in Note 2(k}, on January 1, 2006, the Company adopted
SFAS No. 123R, “Share-Based Payment” (SFAS No. 123R), which is a revision of SFAS No. 123, “Accounting for
Stock-Based Compensation” (SFAS No. 123). SFAS No. 123R supersedes APB Opinion No. 25, “Accounting for
Stock Issued to Emplovees,” and amends SFAS No. 95, “Statement of Cash Flows.” Pursuant to SFAS No. 123R,
effective Janvary 1, 2006, the statement of operations no longer includes the effects of marking repriced options to
market.

(f} Preferred Stock

The Restated Certificate of Incorporation of the Company permits its Board of Directors to issue up to
5,000,000 shares of preferred stock, par value $0.01 per share, in one or more series, to designate the number of
shares constituting such series, and fix by resolution, the powers, privileges, preferences and relative, optional or
special rights thereof, including liquidation preferences and dividends, and conversion and redemption rights of
each such series. During 1998, the Company designated 1,500,000 shares as Series A convertible preferred stock
that is described below in Note (8)(g). As of December 31, 2006 and 2005, there were 655 shares of Series A
convertible preferred stock outstanding. As discussed in Note (14), during 2002 the Company designated
100,000 shares of Series C junior participating preferred stock. The Company designated an additional
50,000 shares of Series C junior participating preferred stock in each of the years 2003 and 2005. There were
no shares of Series C junior participating preferred stock issued or outstanding at December 31, 2006 and 2005.

{g) Series A Convertible Preferred Stock

On December 4, 2003, stockholders approved amendments to the Company’s Restated Certificate of
Incorporation that:

+ reduced the liquidation preference of the Company’s Series A convertible preferred stock from $100 per
share to $1 per share;

+ reduced the annual dividend on the Company’s Series A convertible preferred stock from 6.5% to 1%; and

+ increased the number of shares of the Company’s common stock issuable upon conversion of the Company’s
Series A convertible preferred stock by 25% over the number of shares that would otherwise be issuable fora
sixty-day conversion period between December 4, 2003 and February 2, 2004 inclusive.

During the sixty-day conversion period, the conversion ratio was increased so that the Series A convertible
preferred stockholders could receive approximately 3.68 shares of common stock for each share of Series A
convertible preferred stock converted instead of the stated conversion rate of 2.94 shares.
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During the conversion period, 99.9% of the Series A convertible preferred stock was converted to common
stock. The combined effects of the amendments to the Company’s Restated Certificate of Incorporation and the
Series A convertible preferred stock conversions are as follows:

December 3, 2003 December 31, 2003  February 2, 2004

Shares:
Preferred stock outstanding . . .......... 722,727 489,205 635
Common stock issued from conversions . . . — 858,536 2,654,753
Common stock outstanding . ........... 7,949,430 8.810,321 10,612,578
Series A preferred liquidation preference . ...  $73,055,654 $ 494912 $ 643
Annual dividend amount . . ... ... ... ..... $ 4,697,726 $ 937643 % 864

The financial statement recognition of the Series A preferred stock conversion is shown below:

Preferred Stock Dividends
2006 2005 2004

Accretion of dividends expected to be paid on Series A
Preferred Stock. . . ... .. .o 656 3656 % 503

Reversal of 2003 dividend accretion since preferred shares were
converted in Janvary and February 2004 and the dividends

werenotpaid ... ... ... e — — (570,000)
Market value of 25% additional shares issued upon

COMVETSION . o o it ettt e ettt e e e anen e — — 3,245,492
Total preferred stock dividend. . . . .. ... .. ... ... ... .. . . ... $656 %656  $2,675,995

As shown above, $3.2 million of the 25% additional shares issued during the sixty-day conversion period was
issued between Januvary 1, 2004 and February 2, 2004 and was recorded as additional dividends {a) in the calculation
off “Net loss applicable to common stockholders™ in the 2004 statement of operations and (b) in the 2004 statement
of stockholders equity. As a result of the amendment to the Company’s Certificate of Incorporation and the Series A
convertible preferred stock conversions, the preferred stock liquidation preference was reduced from $73,055,654
at December 3, 2003 to $494,912 at December 31, 2003 and $643 at February 2, 2004.

The dividends are now payable semi-annually in arrears at the rate of 1% per annum, at the election of the
Company, either in cash or additional duly authorized, fully paid and nonassessable shares of Series A preferred
stock. The Company has paid dividends in stock until 2004 when it elected to pay in cash. In the event of liquidation,
dissolution or winding up of the Company, after payment of debts and other liabilities of the Company, the holders
of the Series A convertible preferred stock then outstanding will be entitled to a distribution of $1 per share out of
any assets available to shareholders. The Series A preferred stock is non-voting. All remaining shares of Series A
preferred stock rank as to payment upon the occurrence of any liquidation event senior to the commen stock. Shares
of Series A preferred stock are convertible, in whole or in part, at the option of the holder into fully paid and
nonassessable shares of common stock at $34.00 per share, subject to adjustment.

{h) Reverse Stock Split

At the close of business on June 29, 2006, the Company effected a cne-for-eight reverse stock split of its issued
and outstanding common stock and fixed the number of authorized shares of its common stock at 40,000,000. As a
result of the reverse stock split, each share of common stock outstanding at the close of business on June 29, 2006
automatically converted into one-eighth of one share of common stock. All share and per share information herein
reflects this reverse stock split.
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The reverse stock split reduced the number of outstanding shares of common stock from approximately
133.8 million shares to approximately 16.7 million shares, subject to reduction for fractional shares that were paid
for in cash. Additionally, the reverse stock split resulted in proportionate adjustments to {i) the number of shares of
common stock issuable upon conversien of the Company’s Series A convertible preferred stock, (ii) the number of
shares of common stock issuable upon conversion of the Company’s 4% convertible subordinated notes due
April 30, 2008, (iii) the number of shares of common stock issuable upon the exercise of options and warrants
outstanding on June 29, 2006 and the exercise price of such options and warrants, and (iv) the number of shares
issuable under the Company's stock incentive plans, including the Company’s 2005 Stock Incentive Plan,
1997 Stock Incentive Plan, 1995 Director Stock Option Plan, and 1995 Employee Stock Purchase Plan. The
reverse stock split did not alter the par value of the common stock, which is $0.001 per share, or modify any voting
rights or other terms of the common stock,

{9) Commitments and Contingencies
(a) Lease Commitments

On October 31, 2006, the Company entered into a lease agreement for laboratory and office space located on
Sidney Street in Cambridge, Massachusetts. The term of the lease commences on May 15, 2007 and expires on
June 1, 2014, with one five-year renewal option exercisable by the Company. The Company intends to move its
operations from its current facility to the new facility in June 2007. As part of the lease, the Company was required
to restrict approximately $620,000 of cash for a security deposit. Total payments over the seven-year term of the
lease are approximately $9.0 million and are included in the table below, The Company currently leases a different
facility in Cambridge, Massachusetts, under a lease that has a 10-year term, which commenced on May 1, 1997 and
expires April 30, 2007, and which will be extended on a month-to-month basis pending the move to the new facility.

Future minimum commitments as of December 31, 2006 under existing lease agreements through the lease
terms, are approximately:

Operating

December 31, _ Leases
2007 . e 877,000
2008 . e e 1,178,000
200 . e 1,219,000
0 P 1,261,000
2 L 1,306,000
22 ) 1,351,000
2 ) 1,398,000
0. e e 591,000

$9,181,000

During 2006, 2005, and 2004, facility rent expense for continuing operations, net of sublease income, was
approximately $218,000, $269,000 and $282,000, respectively.

{b) External Collaborations

In July 2004, the Company signed an agreement with a contract research organization, or CRO, to manage the
Phase 2 clinical trial of IMQ-2055 in patients with renal cell cancer. Under the agreement and a subsequent change
in scope, the Company may pay the CRO up to $4.8 million in connection with this trial. During the years ended
December 31, 2006, 2005, and 2004, the Company paid approximately $1.3 million, $0.9 million, and $0.7 million,
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respectively, to the CRO under the agreement and expensed approximately $1.1 million, $1.2 million and
$0.4 miilion, respectively, in “Research and development” on the accompanying statement of operations.

(c) Contract Obligations

The Company has employee agreements with its executive officers. As of December 31, 2006, future
minimum commitments under these agreements are approximately $1,151,000, $556,000 and $370,000 for the
years ended December 31, 2007, 2008, and 2009, respectively.

(d) Related-Party Agreements with Affiliates of Stockholders and Directors

In connection with the purchase commitment described in Note 15, the Company paid one of the Company’s
directors a commission of $487,500 which represented 5% of the amount available to the Company under the
purchase agreement.

In 2005, the Company paid Pillar Investment Limited, which is controlled by a director of the Company,
approximately $264,000 in cash and issued warrants to purchase 70,684 shares of common stock at an exercise price
of $7.12 per share as fees in connection with Pillar Investment Limited acting as the placement agent for the sale of
the 4% convertible subordinated notes in May 2005 (See Note 6(a)). The warrants have a Black-Scholes value of
approximately $219,000. Optima Life Sciences Limited, which is controlled by Pillar Investment Lid., purchased
$3,102,750 of the 4% Notes.

In 2004, the Company paid Pillar Investment Ltd. a total of $281,000 for commissions relating to the
Company’s August 2004 financing. In conjunction with the financing, the Company also issued Pillar Investment
Ltd., as additional commissions, warrants to purchase 54,065 shares of common stock at an exercise price of
$5.36 per share. These warrants have a Black-Scholes value of approximately $155,000. Optima Life Sciences
Limited purchased 346,012 shares of common stock and warrants to purchase 69,202 additional shares of common
stock at an exercise price of $5.36 per share in the financing.

In addition to the fees described above, the Company also paid other directors consulting fees of approximately
$24,000, $30,000 and $36,000 in 2006, 2005 and 2004, respectively.

(e) Contingencies

In 2005, the Company became involved in an interference proceeding declared by the United States Patent and
Trademark Office, or USPTO, for certain of the Company’s antisense and ribozyme patents. This interference has
since been resolved. The Company is not practicing nor does it intend to practice any of the intellectual property that
was associated with this interference proceeding.

(10) Income Taxes

Subject to the limitations described below, at December 31, 2006, the Company had cumulative net operating
loss carryforwards of approximately $261.3 million and $50.7 million available to reduce federal and state taxable
income, respectively, which expire through 2026. In addition, the Company has cumulative tax credit carryforwards
of $5.0 million available to reduce federal income taxes which expire through 2026. The Tax Reform Act of 1986
contains provisions, which limit the amount of net operating loss and credit carryforwards that companies may
utilize in any one year in the event of cumulative changes in ownership over a three-year period in excess of 50%.
The Company has completed several financings since the effective date of the Tax Reform Act of 1986, which as of
December 31, 2006, have resulted in ownership changes in excess of 50%, as defined under the Act and that may
significantly limit the Company’s ability to utilize its net operating loss and tax credit carryforwards. The Company
has not prepared an analysis to determine the effect of the ownership change limitation on its ability to utilize its net
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operating loss and tax credit carryforwards. Ownership changes in future periods may place additional limits on the
Company’s ability to utilize net operating loss and tax credit carryforwards.

As of December 31, 2006 and 2005, the components of the deferred tax assets are approximately as follows:

2006 2005
Operating loss carryforwards ... ................... $ 92,038,173  $ 94,009,346
Tax credit carryforwards .. .............. ... ..... 5,026,021 4,709,020
Other ... ... e 8,818,306 624,561
105,882,500 99,342,927
Valuation allowance. . ........ ... ... .. .. (105,882,500) (99,342,927}
$ —  § —

As of December 31, 2006, $8.5 million of deferred tax assets shown above were attributable to the recognition
of collaboration revenue on a cash basis for tax purposes but not for financial statement purposes. The Company has
provided a valuation allowance for its deferred tax asset due to the uncertainty surrounding the ability to realize this
asset.

The valuation allowance in the current year has increased by approximately $6.5 million which is attributable
to an increase in deferred tax assets associated with differences between book and tax accounting methods.

For the years ended December 31, 2006, 2005, and 2004, the primary difference between the income tax
provision (benefit) recorded by the Company and the amount of the income tax benefit at statutory income tax rates
was the increase in the valuation allowance.

There was $45,000 in alternative minimum tax expense during 2006,

(11) Employee Benefit Plan

The Company has an employee benefit plan under Section 401(k) of the Internal Revenue Code. The plan
allows employees to make contributions up to a specified percentage of their compensation. Under the plan, the
Company may, but is not obligated to, match a portion of the employees’ contributions up to a defined maximum.
The Company is currently contributing up to 3% of employee base salary, by matching 50% of the first 6% of annual
base salary contributed by each employee. Approximately $97,000, $72,000, and $82,000 of 401 (k) benefits were
charged to continuing operations during 2006, 2003, and 2004, respectively.
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{12) Loss Per Share

The following table sets forth the computation of basic and diluted loss per share:
Years Ended December 31,

2006 2005 2004

Numerator:
NeLIOSS ..ot e $(16,524,752)  $(13,705,759)  $(12,734,950)
Accretion of preferred stock dividend. . . ... ............. (656) (656) (2,675,995)
Numerator for basic and diluted net loss applicable to

common shareholders. . . ... ... ... .. ... ... ... . ... . $(16,525,408) $(13,706,415) $(15,410,945)
Denominator for basic and diluted net loss per share ... .... 16,625,060 13,885,882 12,364,240
Net loss per share — basic and diluted

Netloss. ..o e e $ 0959 § (099 § (1.03)

Accretion of preferred stock dividends ... ... ... .. ... .. — — (0.22)

Net loss per share applicable to common stockholders . ... § 099 $ (099 $ (1.25)

For the years ended December 31, 2006, 2005 and 2004 diluted net loss per share from operations is the same
as basic net loss per common share, as the effects of the Company’s potential common stock equivalents are
antidilutive. Total antidilutive securities were 8,138,264, 5,267,196 and 4,011,474 at December 31, 2006, 2005 and
2004, respectively, and consist of stock options, warrants, and convertible preferred stock. Antidilutive securities
for the year ended December 31, 2006 and 2005 also includes convertible debt instruments (on an as-converted
basis).

(13) Supplemental Disclosure of Cash Flow Information

Supplemental disclosure of cash flow information for the periods presented are as follows:
Years Ended December 31,

2006 2005 2004
Supplemental disclosure of cash flow information:
Cash paid forinterest . . . ........ ... ... ... .c.iiiuiiion. 5175663 § 20912 § 58,770
Supplemental disclosure of non cash financing and investing activities:
Accretion (reversal) of Series A preferred stock dividends . ... ... .. $§ 656 § 656 3 (569497)
Dividend from induced conversion of Series A preferred stock. . . . .. $ — 3 —  §3,245,492
Issuance of stock options and stock for services ... ............. $265,752 % 36,177 $ 129,448
Interest paid in kind on 4% NoOtes. . .. .....oviinenrnvnnen.n. $ — $92,152 § —
{ssuance of warrants in connection with issuance of 4% Notes. ... .. $ —  $219,385 % —
Conversion of Series A preferred stock into common stock .. .... .. $ — $ — § 14370
Cashless exercise of stock warrants. . .. ...................... $ — 8 — § 7
Deferred compensation relating to issuance of stock options ... .... $ — $ 72000 % —
Equipment acquired under capital lease. . ... .................. 3 — $1955% % —
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(14) Shareholder Rights Plan

The Company adopted a shareholder rights plan in December 2001. Under the rights plan, one right was
distributed as of the close of business on January 7, 2002 on each then outstanding share of the Company’s common
stock. As a result of the June 2006 reverse stock split discussed in Note 8(h}, the number of rights associated with
each share of common stock was automatically proportionately adjusted so that (i) eight rights were then associated
with each outstanding share of common stock and (ii) so long as the rights are attached to the common stock, eight
rights (subject to further adjustment pursuant to the provisions of the rights plan shall be deemed to be delivered for
each share of common stock issued or transferred by the Company in the future. The rights will automatically trade
with the underlying common stock and ordinarily will not be exercisable. The rights will only become exercisable,
subjeci to certain exclusions, if a person acquires beneficial ownership of, or commences a tender offer for, fifteen
percent or more of the Company’s common stock, unless, in either case, the transaction was approved by the
Company’s board of directors. The Company has amended the rights plan to provide that Baker Brothers
Investments and its affiliates will be an exempt person under the rights agreement until such time as it owns
(i) more than 5,375,000 shares of the Company’s common stock {(subject to adjustment and disregarding shares
purchased by such stockholder pursuant to a participation right in an agreement between such stockholder and the
Company) or (ii) less than 14% of the common stock outstanding once such participation right ends,

If the rights become exercisable, the type and amount of securities receivable upon exercise of the rights would
depend on the circumstances at the time of exercise. Initially, each right would entitle the holder to purchase one
one-thousandth of a share of the Company’s Series C junior participating preferred stock for an exercise price of
$13.00. If a person (other than an exempt person) acquires fifteen percent or more of the Company’s common stock
in a transaction that was not approved by the Company’s board of directors, then each right, other than those owned
by the acquiring person, would instead entitle the holder to purchase $26.00 worth of the Company’s common stock
for the $13.00 exercise price. If the Company is invelved in a merger or other transaction with another company in
which the Company is not the surviving corporation, or transfers more than 50% of its assets to another company, in
a transaction that was not approved by the Company’s board of directors, then each right, other than those owned by
the acquiring person, would instead entitle the holder to purchase $26.00 worth of the acquiring company’s
common stock for the $i3.00 exercise price.

The Company’s board of directors may redeem the rights for $0.001 per right at any time until ten business
days after a person acquires fifteen percent or more of the Company’s outstanding common stock. Unless the rights
are redeemed or exchanged earlier, they witl expire on December 10, 2011,

(15) Equity Offerings

March 2006, the Company raised approximately $9.8 million in gross proceeds from a private placement to
institutional investors. In the private placement, the Company sold for a purchase price of $3.52 per share
2,769,886 shares of common stock and warrants to purchase 2,077,414 shares of common stock. The warrants to
purchase common stock have an exercise price of $5.20 per share, are fully exercisable, and will expire if not
exercised on or prier to September 24, 2011. The warrants may be exercised by cash payment only. After March 24,
2010, the Company may redeem the warrants for $0.08 per warrant share following notice to the warrant holders if
the volume weighted average of the closing sales price of the common stock exceeds 300% of the warrant exercise
price for the 15-day period preceding the notice. The Company may exercise its right to redeem the warrants by
providing 20 days’ prior writtenr notice to the holders of the warrants. The net proceeds to the Company from the
offering, excluding the proceeds of any future exercise of the warrants, were approximately $8.9 million. The agent
fees and other costs directly related to securing the commitment amounted to approximately $0.9 miliion. The
Company has filed a registration statement covering the resale of the common stock and the common stock issuable
upon exercise of the warrants, which has been declared effective.

In March 2006, the Company secured a purchase commitment from an investor to purchase from the Company
up to $9.8 million of the Company’s common stock during the period from June 24, 2006 through December 31,
2006 in up to three drawdowns made by the Company at the Company’s discretion. Prior to December 31, 2006, the
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Company drew down the full $9.8 million through the sale of 1,904,296 shares of common stock at a price of
$5.12 per share resulting in net proceeds to the Company, excluding the proceeds of any future exercise of the
warrants, described below, of approximately $8.9 million. The agent fees and other costs directly related to securing
the commitment amounted 1o approximately $0.9 million. As part of the arrangement, the Company issued warrants
to the investor to purchase 761,718 shares of common stock at an exercise price of $5.92 per share. The warrants are
exercisable by cash payment only. The warrants are exercisable at any time on or prior to September 24, 2011. Onor
after March 24, 2010, Idera may redeem the warrants for $0.08 per warrant share following notice to the warrant
holders if the closing sales price of the common stock exceeds 250% of the warrant exercise price for 15 consecutive
trading days prior to the notice. The Company may exercise its right to redeem the warrants by providing at least
30 days’ prior written notice to the holders of the warrants.

In August 2004, the Company raised approximately $5.1 million in gross proceeds from a private placement to
institutional and overseas investors. In the private placement, the Company sold 1,102,925 shares of common stock
and warrants to purchase 220,585 shares of common stock. The warrants to purchase commen stock have an
exercise price of $5.36 per share and will expire if not exercised on or prior to August 27, 2009. The warrants may be
exercised by cash payment only. On or after February 27, 2005, the Company may redeem the warrants if the
closing sales price of the common stock for each day of any 20 consecutive trading day period is greater than or
equal to $10.72 per share. The redemption price will be $0.08 per share of common stock underlying the warrants.
The Company may exercise its right to redeem the warrants by providing 30 days prior written notice to the holders
of the warrants. The net proceeds to the Company from the offering, excluding the proceeds of any future exercise of
the warrants, totaled approximately $4.7 million. The agent fees and other costs paid in cash that were directly
related to securing the commitment amounted to approximately $0.4 million.

In April 2004, the Company raised approximately $11.8 million in gross proceeds through a registered direct
offering. In the offering, the Company sold 2,112,475 shares of common stock and warrants to purchase
380,246 shares of common stock to institutional and other investors. The warrants to purchase common stock
have an exercise price of $9.12 per share and are exercisable until April 20, 2009. The warrants may be exercised by
cash payment only. The Company may redeem the warrants if the closing sales price of the common stock for each
day of any 20 consecutive trading day period within 30 days prior to providing advance notice of redemption is
greater than or equal to $20.80 per share. The redemption price will be $0.08 per share of common stock underlying
the warrants. The Company may exercise its right to redeem the warrants by providing 30 days prior written notice
to the holders of the warrants. The net proceeds to the Company from the offering, excluding the proceeds of any
future exercise of the warrants, totaled approximately $10.7 miilion.

{16) Pro Forma Balance Sheet (unaudited)

On February 13, 2007, the Company elected to automatically convert its 4% Notes (see Note 6(a)} in the
aggregate principal amount of $5,032,750 into 706,844 shares of the Company’s common stock, par value
$0.001 per share, effective on February 20, 2007. In accordance with the terms of the 4% Notes and an agreement,
dated May 20, 2005, among the Company and the holders of the 4% Notes, the Company was entitled to exercise
this right of automatic conversion because the volume-weighted average of the closing prices of the Company’s
Common Stock for a period of ten consecutive trading days ending February 8, 2007 exceeded $8.90, which
represented 125% of the conversion price of the Notes. As of February 20, 2007, the 4% Notes were no longer
considered outstanding and interest ceased to accrue. Holders of the 4% Notes were paid cash in lieu of any
fractional shares and were paid approximately $61,000, which represented accrued interest through February 19,
2007.

The unaudited pro forma balance sheet as of December 31, 2006 reflects the conversion of all of the
Company's 4% convertible notes into 706,844 shares of common stock, the reclassification of deferred financing
costs to additional paid-in-capital, and the payment of accrued interest.
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Comparative Stock Performance

On September 12, 2005, the Company changed its name from Hybridon, Inc. to Idera Pharmaceuticals, Inc.
On September 13, 2005, Idera's American Stock Exchange ticker symbol changed from "HBY" to "IDP".
Prior to December 5, 2003, the Company's Common Stock was quoted on the OTC Bulletin Board under
the symbol "HYBN".

The comparative stock performance graph shown below compares cumulative stockholder return on the
Company's Common Stock from December 31, 2001 through December 31, 2006 with the cumulative total
return of the AMEX Market Index and an SIC Code Index. This graph assumes the investment of $100 on
December 31, 2001 in the Company's Common Stock, the AMEX Market Index and the SIC Code Index
and assumes dividends are reinvested. The SIC Code Index reflects the stock performance of 128 publicly
traded companies that comprise the SIC Code Index 2836 (biological products).
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12/31/01 12/31/02 12/31/03 12/31/04 12/31/05 12/31/06
IDERA PHARMACEUTICALS, INC. 100.00 48.28 78.62 33.10 42.07 46.47
SIC GROUP INDEX 100.00 65.34 87.61 96.83 108.31 102.03
AMEX MARKET INDEX 100.00 96.01 130.68 149.65 165.03 184.77
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Stockholders’ Meeting

The 2007 Annual Meeting of Stockholders will be h;:ld at the
Hotel @ MIT, 20 Sidney Streer, Cambridge, MA on June 13,
2007 at 10:00 a.m. EDT. A notice of the meeting, pfoxy state-
ment and proxy voting card have been mailed to stofckholders
with this Annual Report.

Investor Relations

Additional capies of this Annual Report, including the
Company’s Annual Report on Form 10-K for the year ended
December 31, 2006, as filed with the Securities and'Exchange
Commission, are available upon request to:

Investor Relations

Idera Pharmaceuticals, Inc.
345 Vassar Street
Cambridge, MA 02139

Company information is available at: www.iderapharma.com
or 617-679-5500, x5519.

Registrar & Transfer Agent
Mellon Investor Services LLC
480 Washington Boulevard
Jersey Ciry, NJ 07310-1300
Web: www.melloninvestor.com

Toll Free Number: 1-800-288-9541
TDD Hearing Impaired: 1-800-231-5469
Foreign Stockholders: 1-201-680-6578

TTD Foreign Stockhelders:  1-201-680-6610

Outside Legal Counsel

Wilmer Cutler Pickering Hale & Dorr, LLP
60 State Street

Boston, MA 02109

Independent Auditors
Ernst & Young, LLP
200 Clarendon Street
Boston, MA 02116

Common Stock Symbol
AMEX: IDP

Forward-Looking Statement:

Any statements that we may make in this Annual Reportabout future
expectations, plans and prospects for the Company constirute forward-
looking statements for purposes of the safe harbor provicions under
The Private Securities Litigation Reform Act of 1995, Actual results
may differ materially from those indicated by these forwird-looking
statements as a result of various important factors, inc]ut;ling the risks
set farth under the caption "Risk Factors" on page 16 in]‘ Idera's
Annual Report on Form 10-K for the year ended December 31, 2006.
Idera disclaims any intention or obligation to update any forward-
looking statements.
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