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PART I FINANCIAL INFORMATION 
 
Item 1. Financial Statements 
 

ZYMOGENETICS, INC. 
BALANCE SHEETS 

(Unaudited) 
 

 June 30,  December 31,
 2003  2002 
     

Assets    
Current assets    

Cash and cash equivalents.................................................................  $   16,265,793 $   55,578,707 
 Short-term investments .....................................................................  236,823,664 229,858,985 
 Receivables    
  Related party ..................................................................................  158,921 388,655 
  Interest and other receivables.........................................................  3,858,283 3,328,028 
 Prepaid expenses and other assets .....................................................       4,099,014      2,252,879 

   Total current assets .....................................................................  261,205,675 291,407,254 

Property and equipment, net.................................................................  18,890,090 17,252,932 
Other assets ..........................................................................................       4,640,928      3,572,806 

 Total assets..................................................................................  $284,736,693 $ 312,232,992 

Liabilities and Shareholders’ Equity 
Current liabilities    
 Accounts payable ..............................................................................  $    2,886,314 $     3,172,193 
 Accrued liabilities .............................................................................  5,873,621 5,689,066 
 Construction advance from landlord .................................................  530,401                 — 
 Deferred gain on sale of assets ..........................................................  959,860 959,860 
 Deferred revenue...............................................................................       5,873,178    10,310,064 

   Total current liabilities................................................................  16,123,374 20,131,183 

Deferred gain on sale of assets, net of current portion .........................  12,725,883 13,205,812 
Deferred revenue, net of current portion ..............................................  5,338,514     6,524,039 
Deferred lease obligations ....................................................................  1,124,425 380,136 
Other noncurrent liabilities...................................................................  3,141,743 2,723,806 

Commitments and contingencies 

Shareholders’ equity    
 Common stock, no par value, 150,000,000 shares authorized, 
  46,080,292 and 45,815,031 issued and outstanding at 
  June 30, 2003 and December 31, 2002, respectively .....................  426,300,915 427,009,984 
 Non-voting common stock, no par value, 30,000,000 shares 
  authorized.......................................................................................  

 
— — 

 Notes receivable from shareholders ..................................................  (725,000)  (725,000)
 Deferred stock compensation ............................................................  (13,093,003)  (18,290,550)
 Accumulated deficit ..........................................................................  (168,099,883)  (141,535,635)
 Accumulated other comprehensive income.......................................      1,899,725      2,809,217 

   Total shareholders’ equity...........................................................  246,282,754   269,268,016 
 
   Total liabilities and shareholders’ equity ....................................  $284,736,693 $ 312,232,992 

 
 
 

 
 

 

 



 

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

(Unaudited) 
 

 Three Months Ended 
June 30, 

Six Months Ended 
June 30, 

 

       2003     2002      2003     2002   
      
Revenues  
 Royalties   
  Related party...............................................................  $    1,577,242  $   1,077,670  $    3,196,513 $    2,591,762 
  Other ...........................................................................  786,559 800,266 1,563,466 1,437,021 
 Option fee from related party .........................................  1,875,000 1,875,000 3,750,000 3,750,000 
 License fees and milestone payments   
  Related party...............................................................  792,219                 — 2,518,557 750,000 
  Other ...........................................................................         689,655     3,206,647        925,415      4,229,527 

  Total revenues ............................................................      5,720,675     6,959,583   11,953,951    12,758,310 

Operating expenses  

 Research and development (excludes noncash 
  stock-based compensation expense of 
  $1,251,145, $1,234,259, $2,379,376 and 
  $2,461,227, respectively)............................................  15,893,040 

 

16,429,611 

 

32,569,005 

 

30,701,672 
 General and administrative (excludes noncash  
  stock-based compensation expense of 
  $646,830, $585,523, $1,284,981 and 
  $1,164,934, respectively)............................................  

 

3,328,786 

 

5,739,121 

 

6,673,073 

 

8,939,047 
 Noncash stock-based compensation expense .................      1,897,975      1,819,782     3,664,357      3,626,161 

  Total operating expenses ............................................    21,119,801    23,988,514   42,906,435    43,266,880 

Loss from operations .........................................................  (15,399,126) (17,028,931) (30,952,484) (30,508,570)

Interest and other income, net............................................        1,971,605      1,896,480     4,388,236     3,573,310 

Net loss ..............................................................................     (13,427,521)   (15,132,451)  (26,564,248)  (26,935,260)

Preferred stock dividends and accretion on  
  mandatorily redeemable convertible 
  preferred stock ............................................................                    —                   —                   —    (1,717,865)

Net loss attributable to common shareholders ...................  $ (13,427,521) $ (15,132,451) $(26,564,248) $(28,653,125)

Basic and diluted net loss per share ...................................  $            (0.29) $            (0.33) $            (0.58) $           (0.73)

Weighted-average number of shares used in  
  computing basic and diluted net loss  
  per share......................................................................      46,016,330     45,750,736     45,943,869     39,325,390 

 
 
 
 
 
 
 
 

 
 

 



 

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

(Unaudited) 
 

  
Six Months Ended 

June 30, 
 2003  2002 
     

Cash flows from operating activities    
Net loss..........................................................................................................  $  (26,564,248)  $  (26,935,260)
Adjustments to reconcile net loss to net cash used in 
 operating activities 

   

 Depreciation and amortization ...................................................................  2,126,235  2,854,096 
 Net loss on disposition of property and equipment ....................................  72,906  3,613 
 Noncash stock-based compensation ...........................................................  3,664,357  3,626,161 
 Net realized gain on sale of short-term investments...................................  (896,830)  (136,043)
 Amortization of premium on short-term investments ................................  1,690,025  1,040,851 
 Amortization of deferred gain on sale of assets .........................................  (479,930)   
 Changes in operating assets and liabilities    
   Receivables.........................................................................................  (232,758)  (2,313,713)
   Prepaid expenses and other assets.......................................................  (2,965,871)  (1,389,452)
   Accounts payable................................................................................  (285,879)  43,537 
   Accrued liabilities...............................................................................  184,555  450,770 
   Deferred revenue ................................................................................  (5,622,411)  (4,581,194)
   Deferred lease obligations ..................................................................  744,289   
   Other noncurrent liabilities .................................................................           417,937          (129,676)

    Net cash used in operating activities ...............................................     (28,147,623)     (27,466,310)

Cash flows from investing activities    
Purchases of property and equipment............................................................  (3,883,681)  (3,952,439)
Purchases of short-term investments .............................................................  (152,146,445)  (140,037,519)
Proceeds from sale of property and equipment .............................................  47,382  3,000 
Proceeds from sale and maturity of short-term investments..........................    143,462,932      63,008,588 

    Net cash used in investing activities................................................     (12,519,812)     (80,978,370)

Cash flows from financing activities    
Net proceeds from equity offering.................................................................    110,684,449 
Construction advance from landlord .............................................................  530,401   
Proceeds from exercise of stock options .......................................................           824,120          457,497 

    Net cash provided by financing activities .......................................        1,354,521   111,141,946 
Net increase (decrease) in cash and cash equivalents....................................  (39,312,914)  2,697,266 
Cash and cash equivalents at beginning of period.........................................      55,578,707     36,393,551 
Cash and cash equivalents at end of period ...................................................  $  16,265,793  $ 39,090,817 
Supplemental disclosure of cash flow information  
Cash paid for interest.....................................................................................  $           1,329  $          4,082 
Noncash financing activities:    
 Accretion on mandatorily redeemable convertible preferred stock............  $                  $        87,719 
 Dividends accrued on mandatorily redeemable 
  convertible preferred stock.....................................................................  $                 

 
$   1,630,146 

 Recognition of prepaid offering costs ........................................................  $                  $      902,441 
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ZYMOGENETICS, INC. 
NOTES TO FINANCIAL STATEMENTS 

(Unaudited) 
 
 
1. Basis of presentation 
 
 The accompanying unaudited financial statements of ZymoGenetics, Inc. (the “Company”), have been 
prepared in accordance with accounting principles generally accepted in the United States of America for interim 
financial information and the instructions to Form 10-Q. Certain information and footnote disclosures normally included 
in financial statements prepared in accordance with generally accepted accounting principles have been omitted 
pursuant to such rules and regulations. In the opinion of management, the financial statements reflect all normal 
recurring adjustments necessary to present fairly the Company’s financial position and results of operations as of and 
for the periods indicated.  Operating results for such periods are not necessarily indicative of the results that may be 
expected for the full year or for any future period. 
 
 The balance sheet at December 31, 2002 has been derived from the audited financial statements at that date but 
does not include all the information and footnotes required by generally accepted accounting principles for complete 
financial statements.  These financial statements should be read in conjunction with the audited financial statements and 
related footnotes included in the Company’s Annual Report filed on Form 10-K for the year ended December 31, 2002. 
 
 The preparation of financial statements in conformity with generally accepted accounting principles 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 that affect the reported amounts of revenues 
and expenses during the reporting period.  Actual results could differ from those estimates. 
 
2. Net loss per share 
 
 Basic and diluted net loss per share has been computed based on net loss attributable to common shareholders 
and the weighted-average number of common shares outstanding during the applicable period. The Company has 
excluded all outstanding options to purchase common stock and shares subject to repurchase from the calculation of 
diluted net loss per share, as such shares are antidilutive for all periods presented. 
 
 The following table presents the calculation of basic and diluted net loss per share (unaudited): 

 
 Three Months Ended 

                   June 30,                  
Six Months Ended 

                   June 30,                   
            2003                 2002                 2003                  2002      

 
Net loss attributable to common shareholders.. $ (13,427,521) $ (15,132,451)

 
$ (26,564,248) $ (28,653,125)

  
Weighted-average shares used in computing 
 basic and diluted net loss per share..............    46,016,330    45,750,736 

 
   45,943,869     39,325,390 

  
Basic and diluted net loss per share.................. $            (0.29) $            (0.33) $            (0.58) $            (0.73)

Securities not included in 
 net loss per share calculation: 

  

   Options to purchase common stock............. 9,365,053 7,662,334 9,365,053  7,662,334 
   Shares subject to repurchase........................                             20,250                              20,250 

Total .................................................................      9,365,053      7,682,584      9,365,053       7,682,584 
 

 Net loss attributable to common shareholders for the six months ended June 30, 2002 includes preferred stock 
dividends and accretion on mandatorily redeemable convertible preferred stock.  Upon completion of the Company’s 
initial public offering in February 2002, the mandatorily redeemable convertible preferred stock was converted to 
common stock.  
 
3. Short-term investments 
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Short-term investments consisted of the following at June 30, 2003 (unaudited): 

 
  Gross Gross  
 Amortized Unrealized Unrealized Estimated 
      Cost              Gain           Loss        Fair Value   
Type of security:   
 Corporate debt securities $     55,367,796 $     655,127 $    (16,084) $  56,006,839
 Asset-backed securities 67,683,958 301,661 (32,278) 67,953,341
 U.S. government and agency securities 106,665,690 914,493                 107,580,183
 Foreign government securities          5,222,646          60,655                      5,283,301

Total $   234,940,090 $  1,931,936 $   (48,362) $236,823,664
 

The following table summarizes contractual maturity information for the securities at June 30, 2003:  
 

 Estimated  Amortized 
 Fair Value  Cost 
Maturity date:    
 Less than one year $   111,089,494  $   110,292,317 
 Due in 1-3 years     125,734,170      124,647,773 

Total $  236,823,664  $   234,940,090 

 
4. Stock compensation 
 
 As permitted by the provisions of Statement of Financial Accounting Standards No. 123, Accounting for Stock 
Based Compensation (SFAS 123), the Company has accounted for employee stock option grants under Accounting 
Principles Board Opinion No. 25, Accounting for Stock Issued to Employees (APB 25), and applied the disclosure-only 
provisions of SFAS 123 to account for its stock option plans.  Under APB 25, compensation expense is based on the 
excess, if any, of the estimated fair value of the Company’s stock at the date of grant over the exercise price of the 
option.  Deferred compensation, relating to employee stock option grants awarded prior to the Company’s initial public 
offering in February 2002, is amortized over the vesting period of the individual options, using the straight-line method.  
All employee stock option grants awarded subsequent to the Company’s February 2002 initial public offering have been 
granted with exercise prices equal to the fair value of the Company’s common stock on the date of grant. 
 
 The following table illustrates the effect on net income and earnings per share as if the Company had recorded 
compensation expense based on the fair value method applied to all outstanding and unvested awards (unaudited): 

 
 Three Months Ended 

                   June 30,                  
Six Months Ended 

                   June 30,                  
        2003              2002               2003              2002       

 
Net loss attributable to common shareholders,  
 as reported ........................................................  $ (13,427,521) $ (15,132,451)

 
 

$ (26,564,248) $ (28,653,125)
Add: stock-based compensation under APB 25  
 included in reported net loss.............................  1,897,975 1,819,782 

 
3,664,357  3,626,161 

Deduct: total stock-based compensation expense  
 determined under the fair value method ...........      (3,223,059)     (2,390,786)

 
    (5,956,684)     (4,693,256)

Net loss attributable to common shareholders,  
 pro forma..........................................................  $(14,752,605) $(15,703,455) 

 
$(28,856,575) $(29,720,220) 

  
Basic and diluted net loss per share,  
 as reported ........................................................  $            (0.29) $            (0.33)

 
$            (0.58) $            (0.73)

   
Basic and diluted net loss per share, 
 pro forma..........................................................  $            (0.32) $            (0.34)

 
$            (0.63) $            (0.76)
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5. Construction advance from landlord 
 
 Emerging Issues Task Force No. 97-10, The Effect of Lessee Involvement in Asset Construction (EITF 97-10), 
is applied to entities involved with certain structural elements of the construction of an asset that will be leased when 
construction of the asset is completed. EITF 97-10 requires the Company to be considered the owner (for accounting 
purposes only) of its ongoing facility expansion project during the construction period. The construction project is 
expected to cost approximately $26 million, including all related equipment costs, of which approximately $15 million 
will be funded by the Company’s landlord.  The project began in April 2003 and is scheduled to be completed in mid-
2004. Over the course of the construction period, the landlord will advance a proportionate share of construction costs 
incurred by the Company.  Upon completion of the project, the total advance will be offset against the construction 
costs incurred, and the net cost will be reflected as leasehold improvements and equipment.  As of June 30, 2003, the 
Company had incurred total project costs of $4.0 million and recorded an advance from landlord of $0.5 million. 
 
6. Related party transactions 
 

 In December 2002, the Company completed a collaborative agreement with Novo Nordisk for the preclinical 
development of Interleukin 21 (IL-21).  Under the terms of the agreement, the Company and Novo Nordisk are 
collaborating on all research and development activities leading up to the filing of an Investigational New Drug 
application (IND) in the United States.  Upon signing, Novo Nordisk paid an upfront fee of $4.0 million to the 
Company.  This amount has been deferred and is being recognized as revenue ratably over the estimated period leading 
to the IND filing.  Novo Nordisk also agreed to pay the Company up to $7.0 million for its 50% share of IL-21 
development costs incurred from the date of the agreement through the filing of the IND.  Amounts reimbursed to the 
Company under this agreement for the three and six month periods ending June 30, 2003 were $1.4 million and $2.8 
million, respectively and were recorded as an offset to the Company’s research and development expenses. 

 
7. Income taxes 

 
 The Company records a provision for income taxes in accordance with Statement of Financial Accounting 

Standards No. 109, Accounting for Income Taxes (SFAS 109), which utilizes the liability method of accounting for 
income taxes. Deferred tax assets or liabilities are recorded for all temporary differences between financial and tax 
reporting. Deferred tax expense (benefit) results from the net change during the period of the deferred tax assets and 
liabilities. A valuation allowance is recorded when it is more likely than not that the deferred tax asset will not be 
recovered.  Pursuant to SFAS 109, the Company’s net deferred tax asset has been fully offset by a valuation allowance. 

 
8. Segment information 
 

 Statement of Financial Accounting Standards No. 131, Disclosures about Segments of an Enterprise and 
Related Information (SFAS 131), establishes standards for the way public business enterprises report information about 
operating segments in annual financial statements and requires that those enterprises report selected information about 
operating segments in interim financial reports. The Company manages and evaluates its operations in one reportable 
segment. 
 
9. Comprehensive loss 
 
 Statement of Financial Accounting Standards No. 130, Reporting Comprehensive Income, requires unrealized 
gains and losses on the Company’s available-for-sale securities and foreign currency translation adjustments to be 
included in comprehensive income.  For the three and six months ended June 30, 2003, total comprehensive loss was 
$13.8 million and $27.5 million, respectively.  For the three and six months ended June 30, 2002, total comprehensive 
loss was $13.9 million and $27.1 million, respectively.  The unrealized loss for the three and six months ended June 30, 
2003 was $0.4 million and $0.9 million, respectively.  The unrealized gain for the three months ended June 30, 2002 
was $1.3 million and the unrealized loss for the six months ended June 30, 2002 was $0.1 million.   
 
10. Recent accounting pronouncements 
 

In 2001, the Financial Accounting Standards Board (FASB) issued Statement of Financial Accounting Standards 
No. 143, Accounting for Asset Retirement Obligations (SFAS 143), which establishes requirements for the financial 
accounting and reporting for obligations associated with the retirement of tangible long-lived assets and the associated 
asset retirement costs.  The standard is effective for fiscal years beginning after June 15, 2002, with earlier application 
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encouraged.  Adoption of this statement has not impacted the results of operations or the financial position of the 
Company. 

 
In 2002, the FASB issued Statement of Financial Accounting Standards No. 145, Rescission of FASB Statements 

No. 4, 44 and 64, Amendment to FASB Statement No. 13, and Technical Corrections (SFAS 145). SFAS 145 eliminates 
the requirement in Statement of Financial Accounting Standards No. 4, (SFAS 4) that gains and losses from the 
extinguishments of debt be aggregated and classified as extraordinary items, net of the related income tax. The 
rescission of SFAS 4 is effective for fiscal years beginning after May 15, 2002.  Adoption of this statement has not 
impacted the results of operations or the financial position of the Company. 

 
In 2002, the FASB issued Statement of Financial Accounting Standards No. 146, Accounting for Costs 

Associated with Exit or Disposal Activities (SFAS 146). SFAS 146 requires the recognition of such costs when they are 
incurred rather than at the date of a commitment to an exit or disposal plan. The provisions of SFAS 146 are to be 
applied prospectively to exit or disposal activities initiated after December 31, 2002. Adoption of this statement has not 
impacted the results of operations or the financial position of the Company. 
 

In 2002, the Emerging Issues Task Force (EITF) finalized its tentative consensus on EITF Issue No. 00-21, 
Revenue Arrangements With Multiple Deliverables (EITF 00-21), which provides guidance on the timing and method of 
revenue recognition for sales agreements that include delivery of more than one product or service.  EITF 00-21 is 
effective prospectively for arrangements entered into in fiscal periods beginning after June 15, 2003.  The Company is 
currently assessing the impact of EITF 00-21 on its financial statements and will adopt the new guidance prospectively 
beginning in the first quarter of 2004. 

 
In January 2003, the FASB issued FASB Interpretation No. 46, Consolidation of Variable Interest Entities, 

effective as of the first interim period beginning after June 15, 2003. The adoption of the standard is not expected to 
impact the results of operations or the financial position of the Company. 
 

In May 2003, FASB issued Statement of Financial Accounting Standards No. 149, Amendment of Statement 133 
on Derivative Instruments and Hedging Activities (SFAS 149), effective for contracts entered into or modified after 
June 30, 2003 and for hedging relationships designated after June 30, 2003. This rule amends SFAS 133, Accounting for 
Derivative Instruments and Hedging Activities, as amended, to provide more consistent reporting of contracts as either 
derivatives or hybrid instruments. The adoption of SFAS 149 is not expected to impact the results of operations or the 
financial position of the Company.  

 
In May 2003, the FASB issued Statement of Financial Accounting Standards No. 150, Accounting for Certain 

Financial Instruments with Characteristics of both Liabilities and Equity (SFAS 150), effective for financial 
instruments entered into or modified after May 31, 2003, and otherwise is effective at the beginning of the first interim 
period beginning after June 15, 2003. The adoption of SFAS 150 is not expected to impact the results of operations or 
the financial position of the Company. 
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Item 2.  Management's Discussion and Analysis of Financial Condition and Results of Operations 
 
Forward-Looking Statements 
 

The following discussion and analysis should be read in conjunction with the financial statements and related 
notes thereto included elsewhere in this Quarterly Report on Form 10-Q.  The discussion in this report contains forward-
looking statements that involve risks and uncertainties, such as our objectives, forecasts, expectations and intentions.  
Inaccurate assumptions and known and unknown risks and uncertainties can affect the accuracy of forward-looking 
statements, and our actual results could differ materially from results that may be anticipated by such forward-looking 
statements.  Factors that could cause or contribute to such differences include, but are not limited to, those discussed in 
the section entitled “Important Factors That May Affect Our Business, Our Results of Operations and Our Stock Price” 
as well as those discussed elsewhere in this report.  When used in this document, the words “believes,” “expects,” 
“anticipates,” “intends,” “plans” and similar expressions, are intended to identify certain of these forward-looking 
statements.  However, these words are not the exclusive means of identifying such statements.  In addition, any 
statements that refer to expectations, projections or other characterizations of future events or circumstances are 
forward-looking statements.  The cautionary statements made in this document should be read as being applicable to all 
related forward-looking statements wherever they appear in this document.  Readers are cautioned not to place undue 
reliance on these forward-looking statements, which speak only as of the date of this report.  We undertake no 
obligation to revise any forward-looking statements in order to reflect events or circumstances that may subsequently 
arise.  Readers are urged to carefully review and consider the various disclosures made in this report and in our other 
reports filed with the SEC that attempt to advise interested parties of the risks and factors that may affect our business, 
prospects and results of operations. 

 
Business Overview 
 
 We are focused on the discovery, development and commercialization of therapeutic proteins for the treatment 
of human disease. We have been active in the area of therapeutic proteins for over 20 years, including 12 years as a 
wholly owned subsidiary of Novo Nordisk A/S, a Danish pharmaceutical company. We were incorporated in the state of 
Washington in 1981.   In 1988, Novo Nordisk acquired our outstanding capital stock and we became a wholly owned 
subsidiary.  In November 2000, Novo Nordisk effected a significant restructuring. As part of this restructuring, we 
became an independent company in a transaction that included a $150 million private placement and the reduction of 
Novo Nordisk’s ownership to approximately 62% of our outstanding capital stock and less than 50% of our outstanding 
voting stock. In February 2002, we completed an initial public offering of our common stock, raising net proceeds of 
approximately $109.8 million and further reducing Novo Nordisk’s ownership stake. 

 
 

Results of Operations 
 

Revenues. Revenues decreased by $1.3 million to $5.7 million for the quarter ended June 30, 2003, from $7.0 
million for the comparable quarter of 2002.  Revenues for the six months ended June 30, 2003 decreased to $12.0 
million from $12.8 million for the comparable period in 2002.  The decreases in revenue for both the three-month and 
six-month periods ended June 30, 2003 were primarily due to a decrease in revenues earned based on the achievement 
of development milestones.  These decreases were partially offset by an increase in certain product royalties, primarily 
with respect to insulin, for both the three-month and six-month periods ended June 30, 2003.  
 

Research and development expenses. Research and development expenses (exclusive of noncash stock-based 
compensation expense) decreased by $0.5 million to $15.9 million for the quarter ended June 30, 2003, from $16.4 
million for the second quarter of 2002.    The decrease in research and development expenses for the three-month period 
ended June 30, 2003 was primarily due to decreased expenses for contract manufacturing to support the development of 
one of our lead internal product candidates, rFactor XIII. This decrease was partially offset by an increase in occupancy 
costs resulting from the sale and leaseback transaction of our headquarters completed during the fourth quarter of 2002 
and by increased personnel costs, largely in support of product development activities.  Research and development 
expenses (exclusive of noncash stock-based compensation expense) for the six months ended June 30, 2003 increased to 
$32.6 million from $30.7 million for the comparable period in 2002.  The increase was primarily due to increased 
occupancy costs resulting from the sale and leaseback transaction and increased personnel costs. In addition, research 
and development expenses for both periods were partially offset by cost recoveries from Novo Nordisk under the IL-21 
collaboration agreement signed in December 2002.  Novo Nordisk agreed to pay up to $7.0 million for its 50% share of 
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IL-21 development costs incurred from January 1, 2003 through the filing of the Investigational New Drug application.  
Their share of the costs for the three and six month periods ended June 30, 2003 were $1.4 million and $2.8 million, 
respectively and were recorded as an offset to research and development expense. 
 

General and administrative expenses. General and administrative expenses (exclusive of noncash stock-based 
compensation expense) decreased by $2.4 million to $3.3 million for the quarter ended June 30, 2003, from $5.7 million 
for the second quarter of 2002.  General and administrative expenses (exclusive of noncash stock-based compensation 
expense) for the six months ended June 30, 2003 decreased to $6.7 million from $8.9 million for the comparable period 
in 2002.  The year-to-year decrease in both periods was due in part to the postponement of construction of a pilot 
manufacturing facility, which resulted in the write-off of capitalized design and engineering costs totaling $1.6 million 
in the second quarter of 2002.  Additionally, there has been a decrease in the level of spending on consumables and 
legal fees.  The year-to-year decrease in both periods was partially offset by the increased occupancy costs resulting 
from the sale and leaseback transaction completed during the fourth quarter of 2002.  
 

Noncash stock-based compensation expense. Noncash stock-based compensation expense increased to $1.9 
million for the quarter ended June 30, 2003, from $1.8 million for the second quarter of 2002.  Noncash stock-based 
compensation expense for the six months ended June 30, 2003, increased to $3.7 million from $3.6 million for the 
comparable period in 2002.  Noncash stock-based compensation expense is recognized over the vesting period of the 
underlying options, generally four years, using the straight-line method and resulted from the granting of stock options 
prior to our January 2002 initial public offering with estimated fair values exceeding the exercise prices of the options. 

 
Interest and other income, net. Interest and other income increased to $2.0 million for the quarter ended June 

30, 2003, from $1.9 million for the second quarter of 2002.  Interest and other income for the six months ended June 30, 
2003 increased to $4.4 million from $3.6 million for the comparable period in 2002.  The year-to-year increases in both 
periods were primarily due to gains realized on the sale of certain short-term investments.  Additionally, the 
amortization of the deferred gain related to the sale of our facilities in 2002 contributed to the increase.  
 
 
Liquidity and Capital Resources 
 

As of June 30, 2003, we had $253.1 million in cash, cash equivalents and short-term investments, a decrease of 
$32.3 million from December 31, 2002.  The decrease largely resulted from the use of cash to fund our operations for 
the first six months of 2003. 
 

Net cash used in operating activities for the six months ended June 30, 2003 and 2002 was $28.1 million and 
$27.5 million, respectively.  Cash used in operations was greater than our net loss for both three-month periods 
primarily due to the amortization of deferred revenue and increases in prepaid expenses associated with our 
development programs, partially offset by non-cash items, such as depreciation and amortization and noncash stock-
based compensation.  We expect to continue to use cash to fund our operating activities in the future.  This use of cash 
is expected to increase over time as we continue to expand our research and development activities and move product 
candidates into and through clinical trials. 
 

Net cash used in investing activities for the six months ended June 30, 2003 and 2002 was $12.5 million and 
$81.0 million, respectively.  Net cash used in investing activities in the 2003 period included $8.6 million for purchases 
of short-term investments, net of proceeds from sales and maturities, and $3.9 million for capital expenditures.  Net cash 
used in investing activities in the 2002 period included $77.0 million for purchases of short-term investments, net of 
proceeds from sales and maturities, and $4.0 million for capital expenditures.  Our capital expenditures are expected to 
increase in 2003 and 2004 as a result of the expansion of our existing research and development facilities.  The 
expansion project is expected to cost approximately $26 million, including all related equipment costs, and will be 
partially funded by a tenant improvement allowance from our landlord expected to total approximately $15 million.  
The project began in April 2003 and is scheduled to be completed in mid-2004. 
 

Net cash provided by financing activities for the six months ended June 30, 2003 and 2002 was $1.4 million 
and $111.1 million, respectively.  Net cash provided by financing activities in the 2003 period consisted of proceeds 
from the exercise of stock options by employees and the construction advance from our landlord associated with the 
facility expansion project.  Net cash provided by financing activities in the 2002 period included net proceeds of $110.7 
million (excluding $0.9 million of offering costs paid in 2001) from our initial public offering completed in February 
2002 and proceeds of $0.4 million from the exercise of stock options by employees. 
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We expect to incur substantial costs as we continue to advance our research and development programs, 

particularly as we move product candidates into and through clinical trials.  We expect these expenditures to increase 
over the next several years.  Our plans include the internal development of selected product candidates and the co-
development of product candidates with collaborators where we would assume a percentage of the overall product 
development costs.  We believe that our existing cash resources will provide sufficient funding to support our 
operations through at least the end of 2005.  If we are successful in completing additional collaborative development 
transactions, which would generate both revenues and cost reductions, we believe that our cash resources would fund 
our operations through at least the end of 2006.  If, at any time, our prospects for financing our operations decline, we 
may decide to reduce our ongoing investment in our development programs.  We could reduce our investment by 
discontinuing our funding under existing co-development arrangements, establishing new co-development arrangements 
for other product candidates to provide additional funding sources or out-licensing product candidates that we might 
otherwise develop internally.  Additionally, we could consider delaying or discontinuing development of product 
candidates to reduce the level of our related expenditures. 

 
Our long-term capital requirements and the adequacy of our available funds will depend on several factors, 

many of which may not be in our control, including: 
 

 the costs involved in filing, prosecuting, enforcing and defending patent claims; 

 the results of research and development programs; 

 cash flows under existing and potential future arrangements with licensees, collaborators and other parties; 
and 

 the costs associated with the expansion of our facilities. 
 

Over the next several years we will need to seek additional funding through public or private financings, 
including equity financings, and through other arrangements, including collaborative arrangements. Poor financial 
results, unanticipated expenses or unanticipated opportunities that require financial commitments could give rise to 
additional financing requirements sooner than we expect. However, financing may not be available when we need it, or 
may not be available on acceptable terms. If we raise additional funds by issuing equity or convertible debt securities, 
the percentage ownership of our existing shareholders would be reduced, and these securities could have rights superior 
to those of our common stock. If we are unable to raise additional funds when we need them, we could be required to 
delay, scale back or eliminate expenditures for some of our development programs or expansion plans, or grant rights to 
third parties to develop and market product candidates that we would prefer to develop and market internally, with 
license terms that are not favorable to us. 
 
Contractual Obligations 
 

We are contractually obligated to make payments as follows:  
 

 Payments Due by Period 
  Less than   More than 
 Total  1 Year  1-3 Years  4-5 Years  5 Years 

 
(Amounts in thousands) 

Operating leases  $    128,214  $         5,940  $      15,181  $     16,246  $      90,847 
Construction commitments   22,628         22,628       
          
          
Total $    150,842  $       28,568  $      15,181  $     16,246  $     90,847 
          

 
Operating lease terms range from one to fifteen years with certain renewal provisions at our option. In April 

2003, we began a construction project to expand our research and development facilities.  The related construction 
commitments are expected to total approximately $26 million of which, approximately $15 million will be funded by 
our landlord (amounts included in the table above are shown at gross).  Lease payments with respect to the expansion 
will commence upon the completion of construction, estimated to be June 2004.  
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Important Factors That May Affect Our Business, Our Results of Operations and Our Stock Price 
 

A summary of important factors that may affect our business, our results of operations and our stock price follows.  
You should refer to our Annual Report or Form 10-K for the year ended December 31, 2002 for a more thorough 
discussion of these factors.  The risks and uncertainties identified below are not the only ones we face.  Additional risks 
and uncertainties not presently known to us or that we currently deem immaterial also may impair our business 
operations.  If any of the risks identified in the factors below actually occur, our business, financial condition and 
operating results could be materially adversely affected. 

 
Technological Risks 

• Our bioinformatics-based discovery strategy is unproven, and we do not know whether we will be able to 
discover any genes or proteins of commercial value. 

 
• The availability of novel genomic data continues to decrease, which affects our ability to discover entirely 

novel therapeutic proteins. 
 

• We may not be able to develop commercially viable products from the key protein categories on which we 
focus. 

 
Intellectual Property Risks 

• Our patent applications may not result in issued patents, and our competitors may commercialize the 
discoveries we attempt to patent. 

 
• Third parties may infringe our patents or challenge their validity or enforceability. 

 
• We may be subject to patent infringement claims, which could result in substantial costs and liability and 

prevent us from commercializing our potential products. 
 

• Issued patents may not provide us with any competitive advantage or provide meaningful protection against 
competitors. 

 
• The patent field relating to therapeutic protein-based products is subject to a great deal of uncertainty, and if 

patent laws or the interpretation of patent laws change, our competitors may be able to develop and 
commercialize products based on proteins that we discovered. 

 
• We expect to incur significant expenses in applying for patent protection and prosecuting our patent 

applications. 
 

• We may be unable to protect our unpatented proprietary technology and information. 
 
Product Development Risks 

• We have limited experience in developing products.  
 

• Any failure or delay in commencing or completing clinical trials for product candidates could severely harm 
our business. 

 
• Clinical trials may fail to demonstrate the safety and effectiveness of our product candidates, which could 

prevent or significantly delay their regulatory approval. 
 

• We may be unable to satisfy the rigorous government regulations relating to the development and 
commercialization of our product candidates. 

 
• Our plan to use collaborations to leverage our capabilities may not be successful. 
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• We may not be able to generate any revenue from product candidates developed by collaborators or licensees 

if they are unable to successfully develop those candidates. 
 

• Because we will depend on third parties to conduct laboratory tests and clinical trials, we may encounter 
delays in or lose some control over our efforts to develop product candidates. 

 
Financial Risks 

• We anticipate incurring additional losses and may not achieve profitability. 
 

• Our operating results are subject to fluctuations that may cause our stock price to decline. 
 

• If we do not obtain substantial additional funding on acceptable terms, we may not be able to continue to grow 
our business or generate enough revenue to recover our investment in research and development. 

 
General Business Risks 

• Novo Nordisk has substantial rights to license proteins we discover, which may limit our ability to pursue 
other collaboration or licensing arrangements or benefit from our discoveries. 

 
• Because we currently do not have the capability to manufacture materials for clinical trials or for commercial 

sale, we will have to rely on third parties to manufacture our potential products, and we may be unable to 
obtain required quantities in a timely manner or on acceptable terms, if at all. 

 
• We may not be successful in developing internal manufacturing capabilities or complying with applicable 

manufacturing regulations. 
 

• Because we currently have no sales or marketing capabilities, we may be unable to successfully 
commercialize our potential products. 

 
• Environmental and health and safety laws may result in liabilities, expenses and restrictions on our operations. 

 
• Negative public opinion and increased regulatory scrutiny of genetic and clinical research may limit our 

ability to conduct our business. 
 

• Many of our competitors have substantially greater capabilities and resources than we do and may be able to 
develop and commercialize products before we do. 

 
• The failure to attract or retain key management or other personnel could decrease our ability to discover, 

develop and commercialize potential products. 
 

• If the health care system or reimbursement policies change, the prices of our potential products may fall or our 
potential sales may decline. 

 
• We may be required to defend lawsuits or pay damages in connection with alleged or actual harm caused by 

our product candidates. 
 
Other Risks 

• Our stock price may be volatile. 
 

• Certain of our existing shareholders have significant control of our management and affairs, which they could 
exercise against other shareholders’ best interests. 
 

• Provisions in our charter documents could prevent or frustrate any attempts to replace our current 
management by shareholders. 

 
Item 3. Quantitative and Qualitative Disclosures About Market Risk 
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Our exposure to market risk is limited to interest income sensitivity, which is affected by changes in the 

general level of United States interest rates, particularly because the majority of our investments are in short-term debt 
securities. The primary objective of our investment activities is to preserve principal while at the same time maximizing 
the income we receive without significantly increasing risk. To minimize risk, we maintain our portfolio of cash, cash 
equivalents and short-term investments in a variety of interest-bearing instruments, including United States government 
and agency securities, high-grade United States corporate bonds, asset-backed securities, commercial paper and money 
market funds. Due to the nature of our short-term investments, we believe that we are not subject to any material market 
risk exposure. We do not have any material foreign currency exposure, nor do we hold derivative financial instruments. 
 
Item 4. Controls and Procedures 
 

Our principal executive officer and principal financial officer, after evaluating the effectiveness of our 
disclosure controls and procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) as of the end of the 
period covered by this report, have concluded that, as of such date our disclosure controls and procedures were 
effective. No change was made to our internal control over financial reporting in connection with this evaluation that 
has materially affected, or is reasonably likely to materially affect, our internal control over financial reporting. 
 
PART II OTHER INFORMATION 
 
Item 2. Changes in Securities and Use of Proceeds 
 
(d) Use of Proceeds from Sale of Registered Securities 
 
 Our Registration Statement under the Securities Act of 1933 (File No. 333-69190) relating to our initial public 
offering, was declared effective by the SEC on January 31, 2002.  From the effective date of the offering through June 
30, 2003, we have invested the net proceeds from the offering in a variety of investment grade, fixed income securities, 
including corporate bonds, commercial paper and money market instruments. 
 
Item 4. Submission of Matters to a Vote of Security Holders 
 

We held our annual meeting of shareholders on June 12, 2003.  Of the 45,951,180 shares of common stock 
outstanding as of the record date of the annual meeting, 41,412,226 shares, or 90% of the total shares eligible to vote at 
the annual meeting, were represented in person or by proxy.  One proposal was submitted to our shareholders and 
approved at the annual meeting as follows: 
 
 Election of Directors:  David I. Hirsh, Ph.D. and Kurt Anker Nielsen were elected to serve as members of the 
board of directors, each with terms expiring in 2006.  The number of votes cast for or withheld from each nominee, both 
in person and by proxy, was as follows: 
 

Name  Votes For  Votes Withheld 
David I. Hirsh, Ph.D.  41,390,910  21,316 
Kurt Anker Nielsen  40,665,488  746,738 
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Item 6. Exhibits and Reports on Form 8-K 
 
(a) Exhibits 
 
Exhibit  
Number 
 
31.1 Certification of Chief Executive Officer Pursuant to Section 302 of the Sarbanes-Oxley Act of 2002. 
31.2 Certification of Chief Financial Officer Pursuant to Section 302 of the Sarbanes-Oxley Act of 2002. 
32 Certification of Chief Executive Officer and Chief Financial Officer Pursuant to Section 906 of the 

Sarbanes-Oxley Act of 2002. 
 
(b) Reports on Form 8-K 
 

On May 8, 2003, the Company furnished a Current Report on Form 8-K to the SEC to report the issuance of a 
press release announcing the Company’s results of operations and financial condition for the three months ended March 
31, 2003.  
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SIGNATURE 
 
 
 

Pursuant to the requirements 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. 
 
 
 
 ZYMOGENETICS, INC. 
 
 
Date:    August 07, 2003  By:        
 James A. Johnson 
 Senior Vice President and Chief Financial Officer 
 (Principal Financial Officer and Authorized Officer) 

 
 


