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PART I. FINANCIAL INFORMATION

ITEM 1. FINANCIAL STATEMENTS
PROTEIN DESIGN LABS, INC.
CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS
(In thousands, except net income (loss) per share data)

(unaudited)
Three Months Ended Nine Months Ended
September 30, September 30,
1999 1998 1999 1998
Revenues:
Revenue under agreements
with third parties $8,401 $9,610 $20,902 $17,274
Interest and other income 2,172 2,268 6,795 7,198
Total revenues 10,573 11,878 27,697 24,472
Costs and expenses:
Research and development 7,944 8,949 24,738 22,683
General and administrative 2,448 2,240 7,343 6,040
Total costs and expenses 10,392 11,189 32,081 28,723
Net income (loss) $181 5689 ($4,384) ($4,251)
Net income (loss) per share:
Basic $0.01 $0.04 ($0.24) ($0.23)
Diluted $0.01 $0.04 ($0.24) ($0.23)
Weighted average number of shares:
Basic 18,668 18,545 18,637 18,506
Diluted 19,355 18,845 18,637 18,506

See accompanying notes



PROTEIN DESIGN LABS, INC.
CONDENSED CONSOLIDATED BALANCE SHEETS
(In thousands, except par value per share)

September 30, December 31,

1999 1998
(unaudited)
ASSETS
Current assets:
Cash and cash equivalents $14,341 $27,907
Short-term investments 6,538 59,233
Other current assets 3,000 4,608
Total current assets 23,879 91,748
Property and equipment, net 37,727 23,016
Long-term investments 113,789 56,299
Other assets 550 787
$175, 945 $171,850
LIABILITIES AND STOCKHOLDERS' EQUITY
Current liabilities:
Accounts payable $822 $1,310
Accrued compensation 1,156 925
Accrued clinical trials 203 1,293
Other accrued liabilities 1,700 3,591
Deferred revenue 3,169 2,235
Current portion of long-term debt 343 -
Total current liabilities 7,393 9,354
Long-term debt 9,807 -
Total liabilities 17,200 9,354
Stockholders' equity:
Preferred stock, par value $0.01 per
share, 10,000 shares authorized;
no shares issued and outstanding -= -=
Common stock, par value $0.01 per share,
40,000 shares authorized; 18,723
and 18,595 issued and outstanding at
September 30, 1999 and December 31, 1998,
respectively 187 186
Additional paid-in capital 233,405 231,035
Accumulated deficit (73,269) (68,884)
Accumulated other comprehensive income (loss) (1,578) 159
Total stockholders' equity 158,745 162,496
$175, 945 $171,850

See accompanying notes



PROTEIN DESIGN LABS, INC.
CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS
INCREASE (DECREASE) IN CASH AND CASH EQUIVALENTS

(unaudited)
(In thousands)

Cash flows from operating activities:

Net loss

Adjustments to reconcile net loss to net
cash used in operating activities:
Depreciation and amortization
Other

Changes in assets and liabilities:
Other current assets
Accounts payable
Accrued liabilities
Deferred revenue

Total adjustments
Net cash used in operating activities
Cash flows from investing activities:
Purchases of short- and long-term investments
Maturities of short- and long-term investments
Capital expenditures
Proceeds from sale of equipment
(Increase) decrease in other assets
Net cash provided by (used in) investing activities
Cash flows from financing activities:
Proceeds from issuance of capital stock

Proceeds from long-term debt

Net cash provided by financing activities

Net increase (decrease) in cash and cash equivalents
Cash and cash equivalents at beginning of period

Cash and cash equivalents at end of period

See accompanying notes

Nine Months Ended
September 30,

2,371
10,150

$14,341

(92,320)
145,000
(14,810)

$44,740




PROTEIN DESIGN LABS, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
September 30, 1999
(unaudited)

Summary of Significant Accounting Policies
Organization and Business

Since the Company's founding in 1986, a primary focus of its operations has
been research and development. Achievement of successful research and
development and commercialization of products derived from such efforts is
subject to high levels of risk and significant resource commitments. The
Company has a history of operating losses and expects to incur substantial
additional expenses over at least the next few years as it continues to
develop its proprietary products, devote significant resources to
preclinical studies, clinical trials, and manufacturing and to defend its
patents and other proprietary rights. The Company's revenues to date have
consisted principally of research and development funding, licensing and
signing fees, milestone payments and royalties from pharmaceutical and
biotechnology companies under collaborative research and development,
humanization, patent licensing and clinical supply agreements. These
revenues may vary considerably from quarter to quarter and from year to
year, and revenues in any period may not be predictive of revenues in any
subsequent period, and variations may be significant depending on the terms
of the particular agreements.

The Company receives royalties on sales of Synagisr, Herceptinr and
Zenapaxr. Royalty revenues from third party sales of these licensed
humanized antibodies are subject to the specific terms of each agreement
and, under the Company's policy, are recognized by the Company during the
quarter such royalties are reported to PDL. This method of revenue
recognition may increase fluctuations reported in any particular quarter
since the agreements generally provide for royalty reports to the Company
following completion of each calendar quarter or semi-annual period.
Further, royalty revenues are unpredictable as they are dependent upon
numerous factors including the seasonality of sales of licensed products,
the existence of competing products, the marketing efforts of the Company's
licensees and the rights certain licensees have to partially offset certain
previously paid milestones and third party royalties against royalties
payable to the Company. In addition, expenses may fluctuate from quarter to
quarter due to the timing of certain expenses, including milestone payments
that may be payable by the Company under certain licensing arrangements.

Although the Company anticipates entering into new collaborations from time
to time, the Company presently does not know whether or not it will realize
non-royalty revenue from its new and proposed collaborations at levels
commensurate with the revenue historically recognized under its older
collaborations. Moreover, the Company anticipates that it will incur
significant operating expenses as the Company significantly increases its
research and development, manufacturing, preclinical, clinical, marketing
and administrative and patent activities. In particular, the commitment of
resources to the development of Zenapax and the humanized anti-IL-4
antibody, two humanized antibodies with respect to which PDL recently
obtained development rights, taken together with the continued development
of the Company's existing products will require significant additional funds
for development. Accordingly, in the absence of substantial revenues from
new corporate collaborations or patent licensing or humanization agreements,
significant royalties on sales of products licensed under the Company's
intellectual property rights, or other sources, the Company expects to incur
substantial operating losses in the foreseeable future as the Company
undertakes development of Zenapax in autoimmune indications and the
humanized anti-IL-4 antibody, as certain of its earlier stage potential
products move into later stage clinical development, as additional potential
products are selected as clinical candidates for further development, as the
Company invests in additional manufacturing capacity, as the Company defends
or prosecutes its patents and patent applications and as the Company invests
in research or acquires additional technologies, product candidates or
businesses.

Basis of Presentation and Responsibility for Quarterly Financial Statements

The consolidated balance sheet as of September 30, 1999, and the
consolidated statements of operations for the three and nine month periods
and cash flows for the nine month periods ended September 30, 1999 and 1998
are unaudited but include all adjustments (consisting only of normal
recurring adjustments) which the Company considers necessary for a fair



presentation of the financial position at such dates and the operating
results and cash flows for those periods. During the third quarter of 1999,
the Company formed two wholly owned subsidiaries to facilitate the purchase
of the Company's Fremont, California facilities. Financial statements are
presented on a consolidated basis to include these subsidiaries. Although
the Company believes that the disclosures in these financial statements are
adequate to make the information presented not misleading, certain
information and footnote information normally included in financial
statements prepared in accordance with generally accepted accounting
principles have been condensed or omitted pursuant to the rules and
regulations of the Securities and Exchange Commission. The accompanying
financial statements should be read in conjunction with the Company's Annual
Report on Form 10-K, filed with the Securities and Exchange Commission, for
the year ended December 31, 1998. The balance sheet as of December 31, 1998
is derived from audited financial statements. Results for any quarterly
period are not necessarily indicative of results for any other quarterly
period or for the entire year.

Cash Equivalents, Investments and Concentration of Credit Risk

The Company considers all highly liquid investments purchased with a
maturity of three months or less at the date of acquisition to be cash
equivalents. Included in the "Other" adjustments line item in the Statements
of Cash Flows is the accretion of the book value of certain debt securities.
The Company places its cash and short-term and long-term investments with
high-credit-quality financial institutions and in securities of the U.S.
government and U.S. government agencies and, by policy, limits the amount of
credit exposure in any one financial instrument. To date, the Company has
not experienced credit losses on investments in these instruments.

Cash and cash equivalents for the period ended September 30, 1999 decreased
primarily as a result of the purchases of short-term investments and long-
term investments. Long-term investments increased during the period as a
result of the Company purchasing investments with maturities longer than
twelve months.

Revenue Recognition

Contract revenues from research and development arrangements are recorded as
earned based on the performance requirements of the contracts. Revenues
from achievement of milestone events are recognized when the funding party
agrees that the scientific or clinical results stipulated in the agreement
have been met. Deferred revenue arises principally due to timing of cash
payments received under research and development contracts.

The Company's collaborative, humanization and patent licensing agreements
with third parties provide for the payment of royalties to the Company based
on net sales of the licensed product under the agreement. The agreements
generally provide for royalty payments to the Company following completion
of each calendar quarter or semi-annual period and royalty revenue is
recognized when royalty reports are received from the third party. Non-
refundable signing and licensing fees under these arrangements are
recognized as revenue when there are no future performance obligations
remaining with respect to such fees.

Net Income (Loss) Per Share

In accordance with Financial Accounting Standards Board Statement No. 128,
"Earnings Per Share" ("FAS 128"), basic and diluted net income (loss) per
share amounts have been computed using the weighted average number of shares
of common stock outstanding during the periods presented. Calculation of
diluted net income per share includes the dilutive effect of stock options.
If the Company had a net loss position for the applicable period, as is the
case for the nine month periods ended September 30, 1999 and 1998, FAS 128
specifies that the Company shall not include the effect of stock options
outstanding for the applicable period as the effect would be antidilutive.

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

Three Months Ended Nine Months Ended
September 30, September 30,



Numerator:

Net income (loss) $181 $689 $(4,384) $(4,251)
Denominator:

Basic net income (loss) per share -

weighted-average shares 18,668 18,545 18,637 18,506

Dilutive potential common shares:
Stock Options 687 300 - __

Denominator for diluted net

loss per share 19,355 18,845 18,667 18,5006
Basic net income (loss) per share $0.01 $0.04 $(0.24) $(0.23)
Diluted net income (loss) per share $0.01 $0.04 $(0.24) $(0.23)

Comprehensive Income (Loss)

In accordance with Financial Accounting Standards Statement No. 130,
"Reporting Comprehensive Income," ("FAS 130"), the Company is required to
display comprehensive income (loss) and its components as part of the
Company's complete set of financial statements. The measurement and
presentation of net loss did not change. Comprehensive income (loss) is
comprised of net loss and other comprehensive income (loss). Other
comprehensive income (loss) includes certain changes in equity of the
Company that are excluded from net loss. Specifically, FAS 130 requires
unrealized gains and losses on the Company's holdings of available-for-sale
securities, which were reported separately in stockholders' equity, to be
included in accumulated other comprehensive income (loss). FAS 130 permits
the disclosure of this information in notes to interim financial statements
and the Company has elected this approach. For the three month periods ended
September 30, 1999 and 1998, total comprehensive income (loss) amounted to
($0.1) million and $0.9 million respectively. For the nine month periods
ended September 30, 1999 and 1998, total comprehensive income (loss)
amounted to ($6.1) million and ($4.2) million, respectively.

Derivative Instruments and Hedging Activities

In June 1998, the Financial Accounting Standards Board issued Statement No.
133 "Accounting for Derivative Instruments and Hedging Activities™ ("FAS
133"). FAS 133 is not required to be adopted until 2001. However, the
Company has reviewed FAS 133 and because it does not use derivatives, the
adoption of FAS 133 is not expected to effect the results of operations or
the financial position of the Company.

Management Estimates

The preparation of financial statements in conformity with generally
accepted accounting principles requires the use of management's estimates
and assumptions that affect the amounts reported in the financial statements
and accompanying notes. For example, the Company has a policy of recording
expenses for clinical trials based upon pro rating estimated total costs of
a clinical trial over the estimated length of the clinical trial and the
number of patients anticipated to be enrolled in the trial. Expenses related
to each patient are recognized ratably beginning upon entry into the trial
and over the course of the trial. In the event of early termination of a
clinical trial, management accrues an amount based on its estimate of the
remaining non-cancellable obligations associated with the winding down of
the clinical trial. These estimates and assumptions could differ
significantly from the amounts which may actually be realized.

Property, Plant and Equipment

Property, plant and equipment increased at September 30, 1999 compared to
December 31, 1998 primarily as a result of the purchase of the Company's
Fremont, California facilities which has an estimated useful life of thirty
years.

Accrued Clinical Trials

Accrued clinical trials reflected a $1.1 million reduction associated with
the favorable resolution of a contract-related dispute with Boehringer
Mannheim GmbH (which was acquired by affiliates of F. Hoffmann-La Roche
Ltd) .



Long-Term Debt

In September 1999, Fremont Holding L.L.C. (a wholly owned subsidiary of
Protein Design Labs, Inc.) obtained a $10.2 million term loan to purchase
its Fremont, California facilities. The loan bears interest at the rate of
7.64% per year amortized over 15 years with principal and interest payable
monthly beginning in October 1999. The loan is secured by the Company's
Fremont, California facilities and is subject to the terms and covenants of
the loan agreement.

ITEM 2. MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL
CONDITION AND RESULTS OF OPERATIONS

This Quarterly Report contains forward-looking statements which

involve risks and uncertainties. The Company's actual results may differ
significantly from the results discussed in the forward-looking statements.
Factors that might cause such a difference include, but are not limited to
those discussed in "Risk Factors" as well as those discussed elsewhere in
this document and the Company's Annual Report on Form 10-K, filed with the
Securities and Exchange Commission for the year ended December 31, 1998.

OVERVIEW

Since the Company's founding in 1986, a primary focus of its

operations has been research and development. Achievement of successful
research and development and commercialization of products derived from such
efforts is subject to high levels of risk and significant resource
commitments. The Company has a history of operating losses and expects to
incur substantial additional expenses over at least the next few years as it
continues to develop its proprietary products, devote significant resources
to preclinical studies, clinical trials, and manufacturing and to defend its
patents and other proprietary rights. The Company's revenues to date have
consisted principally of research and development funding, licensing and
signing fees, milestone payments and royalties from pharmaceutical and
biotechnology companies under collaborative research and development,
humanization, patent licensing and clinical supply agreements. These
revenues may vary considerably from quarter to quarter and from year to
year, and revenues in any period may not be predictive of revenues in any
subsequent period, and variations may be significant depending on the terms
of the particular agreements.

The Company receives royalties on sales of Synagis[R], Herceptin[R] and
Zenapax[R]. Royalty revenues from third party sales of these licensed
humanized antibodies are subject to the specific terms of each agreement
and, under the Company's policy, are recognized by the Company during the
quarter such royalties are reported to PDL. This method of revenue
recognition may increase fluctuations reported in any particular quarter
since the agreements generally provide for royalty reports to the Company
following completion of each calendar quarter or semi-annual period.
Further, royalty revenues are unpredictable as they are dependent upon
numerous factors including the seasonality of sales of licensed products,
the existence of competing products, the marketing efforts of the Company's
licensees and the rights certain licensees have to partially offset certain
previously paid milestones and third party royalties against royalties
payable to the Company. In addition, expenses may fluctuate from quarter to
quarter due to the timing of certain expenses, including milestone payments
that may be payable by the Company under certain licensing arrangements.

Although the Company anticipates entering into new collaborations from

time to time, the Company presently does not know whether or not it will
realize non-royalty revenue from its new and proposed collaborations at
levels commensurate with the revenue historically recognized under its older
collaborations. Moreover, the Company anticipates that it will incur
significant operating expenses as the Company significantly increases its
research and development, manufacturing, preclinical, clinical, marketing
and administrative and patent activities. In particular, the commitment of
resources to the development of Zenapax and the humanized anti-IL-4
antibody, two humanized antibodies with respect to which PDL recently
obtained development rights, taken together with the continued development
of the Company's existing products will require significant additional funds
for development. Accordingly, in the absence of substantial revenues from
new corporate collaborations or patent licensing or humanization agreements,
significant royalties on sales of products licensed under the Company's
intellectual property rights, or other sources, the Company expects to incur
substantial operating losses in the foreseeable future as the Company
undertakes development of Zenapax in autoimmune indications and the
humanized anti-IL-4 antibody, as certain of its earlier stage potential
products move into later stage clinical development, as additional potential
products are selected as clinical candidates for further development, as the



Company invests in additional manufacturing capacity, as the Company defends
or prosecutes its patents and patent applications and as the Company invests
in research or acquires additional technologies, product candidates or
businesses.

Contract revenues from research and development are recorded as earned
based on the performance requirements of the contracts. Revenues from
achievement of milestone events are recognized when the funding party agrees
that the scientific or clinical results stipulated in the agreement have
been met. Deferred revenue arises principally due to timing of cash payments
received under research and development contracts.

RESULTS OF OPERATIONS
Three Months Ended September 30, 1999 and 1998

The Company's total revenues for the three months ended September 30,

1999 were $10.6 million compared to $11.9 million in the third quarter of
1998. Total revenues recognized under agreements with third parties were
$8.4 million in the third quarter of 1999 compared to $9.6 million in the
comparable period in 1998. Interest and other income was $2.2 million in the
third quarter of 1999 compared to $2.3 million in the comparable period in
1998.

Revenues under agreements with third parties of $8.4 million for the

three months ended September 30, 1999 consisted principally of milestone
payments earned under licensing agreements, royalties, signing and licensing
fees and research and development reimbursement funding. In the third
quarter of 1998, revenues of $9.6 million under agreements with third
parties consisted principally of a $6.0 million licensing and signing fee
from Genentech, Inc. ("Genentech"), milestone payments earned under
licensing agreements, manufacturing services revenues under clinical supply
agreements, research and development reimbursement funding and royalties.

Total costs and expenses for the three months ended September 30, 1999
were $10.4 million compared with $11.2 million in the comparable period in
1998. Total cost and expenses in the 1999 third quarter reflected a $1.1
million reduction associated with the favorable resolution of a contract
dispute with a third party. In 1998, total cost and expenses in the third
quarter included a $1.0 million licensing and signing fee paid to Genentech.
Excluding these non-recurring items in the third quarters of 1999 and
1998, total costs and expenses increased by $1.3 million, primarily due to
the addition of staff in the Company's pharmaceutical research and
development programs, administrative functions and associated expenses to
manage and support the Company's expanding operations.

Research and development expenses for the three month period ended

September 30, 1999 were $7.9 million compared with $8.9 million in the year-
earlier quarter. Excluding the two non-recurring items discussed above,
research and development costs increased by $1.1 million, primarily due to
the addition of staff, the continuation of clinical trials and expansion of
research and pharmaceutical development capabilities, including support for
both clinical development and manufacturing process development.

General and administrative expenses for the three months ended
September 30, 1999 increased to $2.4 million from $2.2 million in the
comparable period in 1998. These increases were primarily the result of
increased staffing and associated expenses to manage and support the
Company's expanding operations.

Nine Months Ended September 30, 1999 and 1998

The Company's total revenues for the nine months ended September 30,

1999 were $27.7 million compared with $24.5 million for the nine months
ended September 30, 1998. Total revenues recognized under agreements with
third parties were $20.9 million in the nine month period of 1999 compared
with $17.3 million in the comparable period in 1998. Interest and other
income was $6.8 million in the nine month period of 1999 compared with $7.2
million in the comparable period in 1998.

Revenues under agreements with third parties of $20.9 million for the

nine months ended September 30, 1999 consisted principally of royalties,
signing and licensing fees, maintenance fees and research and development
reimbursement funding. In the comparable period of 1998, revenues of $17.3
million under agreements with third parties consisted principally of signing
and licensing fees, milestone payments earned under licensing agreements,
manufacturing services revenues under clinical supply agreements, research
and development reimbursement funding and royalties.

Total costs and expenses for the nine months ended September 30, 1999
increased to $32.1 million from $28.7 million in the comparable period in



1998. Excluding non-recurring expense adjustments due to one-time events,
the increase in costs and expenses was primarily due to the addition of
staff in the Company's pharmaceutical research and development programs,
administrative functions and associated expenses to manage and support the
Company's expanding operations.

Research and development expenses for the nine month period ended

September 30, 1999 increased to $24.7 million from $22.7 million in the
comparable period in 1998. Excluding the two non-recurring items discussed
above, the increase in costs was primarily due to the addition of staff, the
continuation of clinical trials and expansion of research and pharmaceutical
development capabilities, including support for both clinical development
and manufacturing process development.

General and administrative expenses for the nine months ended

September 30, 1999 increased to $7.3 million from $6.0 million in the
comparable period in 1998. These increases were primarily the result of
increased staffing and associated expenses to manage and support the
Company's expanding operations.

LIQUIDITY AND CAPITAL RESOURCES

To date, the Company has financed its operations primarily through

public and private placements of equity securities, research and development
revenues and interest income on invested capital. At September 30, 1999, the
Company had cash, cash equivalents and investments in the aggregate of
$134.7 million, compared to $143.4 million at December 31, 1998.

As set forth in the Statements of Cash Flows, net cash used in

operating activities was $2.6 million for the nine months ended September
30, 1999 compared to $5.6 million in the same period in 1998. This change
was primarily the result of changes in other current assets and accrued
liabilities.

As set forth in the Statements of Cash Flows, net cash used in

investing activities for the nine months ended September 30, 1999 was $23.5
million resulting primarily from the reinvestment of maturing investments
and the purchase of the Company's Fremont, California facilities. Net cash
provided by investing activities for the comparable period in 1998 was $37.8
million resulting primarily from the maturities of short- and long-term
investments.

As set forth in the Statements of Cash Flows, net cash provided by
financing activities for the nine months ended September 30, 1999 was $12.5
million resulting primarily from the proceeds associated with the long-term
financing of the Company's purchase of its Fremont, California facilities.
Net cash provided by financing activities in the comparable period in 1998
was $3.3 million resulting primarily from the exercise of outstanding stock
options.

The Company's future capital requirements will depend on numerous

factors, including, among others, royalties from sales of products of third
party licensees, including Synagis, Herceptin and Zenapax; the ability of
the Company to enter into additional collaborative, humanization and patent
licensing arrangements; the progress of the Company's product candidates in
clinical trials; the ability of the Company's licensees to obtain regulatory
approval and successfully manufacture and market products licensed under the
Company's patents; the continued or additional support by collaborative
partners or other third parties of research and development efforts and
clinical trials; enhancement of existing and investment in new research and
development programs; the time required to gain regulatory approvals; the
resources the Company devotes to self-funded products, manufacturing
facilities and methods and advanced technologies; the ability of the Company
to obtain and retain funding from third parties under collaborative
arrangements; the continued development of internal marketing and sales
capabilities; the demand for the Company's potential products, if and when
approved; potential acquisitions of technology, product candidates or
businesses by the Company; and the costs of defending or prosecuting any
patent opposition or litigation necessary to protect the Company's
proprietary technology. In order to develop and commercialize its potential
products the Company may need to raise substantial additional funds through
equity or debt financings, collaborative arrangements, the use of sponsored
research efforts or other means. No assurance can be given that such
additional financing will be available on acceptable terms, if at all, and
such financing may only be available on terms dilutive to existing
stockholders. The Company believes that existing capital resources will be
adequate to satisfy its capital needs through at least 2001.

YEAR 2000 COMPLIANCE

As is true for most companies, the ability of the Company's systems



and equipment as well as those of its key suppliers to address the Year 2000
("Y2K") issue presents a potential risk for the Company. If systems software
and/or equipment containing embedded software or controllers do not
correctly recognize date information when the year changes to 2000, there
could be an adverse impact on the Company's operations. The risk for the
Company exists in two areas: systems used by the Company to run its
business and systems used by the Company's suppliers. The Company is
currently evaluating its exposure in these two areas and has completed a
review of at least 90% of potentially affected systems. The Company has also
reviewed, but views as a much less significant risk, claims related to
potential warranty or other claims from its collaborative research
customers.

Based on a comprehensive assessment recently completed by an outside
consultant retained by the Company, the Company believes that its most
important information systems, equipment and facilities are Y2K-compliant.
To date, the Company has either received software or system upgrades or
assurances that Y2K-compliant software will be made available in a manner
designed for the Company to timely address the Y2K issue with respect to its
key systems.

The outside consultant retained by the Company performed a

comprehensive inventory and review of all significant systems and equipment
of the Company and is in the process of preparing a contingency plan for any
mission critical systems that may present potential Y2K problems.

The Company has established a Y2K committee with responsibility for
coordinating awareness and identifying potential Y2K risk areas within the
Company. As part of its comprehensive review of potentially affected
systems, equipment and facilities, the Company is also reviewing controllers
used to perform key functions in its manufacturing facility in Plymouth,
Minnesota. At this time, the Company has been advised that the need for
remediation or replacement plans for systems and equipment is minimal. For
Y2K non-compliance issues identified to date, the cost of upgrade or
remediation has not been and is not expected to be material to the Company's
operating results. The Company has completed a work and project plan for
Company awareness and a detailed assessment and inventory review process
corresponding to the five-step General Accounting Office recommended process
guidelines. For Y2K compliance, the total out-of-pocket costs expended to
date and currently planned budget expenditures are expected to be less than
the originally estimated $100,000 amount budgeted. However, if
implementation of scheduled replacement systems is significantly delayed, or
if any significant new non-compliance issues are identified, the Company's
results of operations or financial condition could be materially adversely
affected.

The Company has identified and inquired of most of its critical

suppliers and has ongoing inquiries of other suppliers in order to determine
whether the operations and the products or services provided by these
identified vendors are Y2K-compliant. Where practicable, the Company will
attempt to mitigate its risks with respect to the failure of vendors to be
Y2K-compliant. In the event that vendors are not compliant, the Company may
adjust its purchasing decisions or seek alternative sources of supplies or
services. However, many of the Company's vendors have been qualified for
regulatory purposes such that qualifying new vendors could involve
significant time and resource commitments by the Company. Failure of vendors
to be Y2K-compliant remains a possibility and could limit the ability of the
Company to manufacture material for clinical studies or timely conduct
regulatory compliance programs that would result in a delay in the
initiation or continuation of certain planned clinical studies. Significant
delays or expenditures due to vendors' failures to become Y2K-compliant
could have an adverse impact on the Company's results of operations or
financial condition.

With respect to research conducted by the Company in support of its
collaborative research customers, many of the systems and software used to
support such efforts are new. Where appropriate, the Company has, as a
condition to accepting such systems and software, required that the systems
be Y2K-compliant.

ITEM 3. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT
MARKET RISK

The Company maintains a non-trading investment portfolio of investment
grade, highly liquid, debt securities which limits the amount of credit
exposure to any one issue, issuer, or type of instrument. The Company does
not use derivative financial instruments for speculative or trading
purposes. The securities in the Company's investment portfolio are not
leveraged and are classified as available for sale and therefore are subject
to interest rate risk. The Company does not currently hedge interest rate



exposure. As of September 30, 1999, there has been no material change in the
Company's interest rate exposure from that described in the Company's Annual
Report on Form 10-K for the year ended December 31, 1998.

PART II. OTHER INFORMATION

ITEM 5. OTHER INFORMATION - RISK FACTORS

This Quarterly Report contains, in addition to historical information,
forward-looking statements which involve risks and uncertainties. The
Company's actual results may differ significantly from the results discussed
in forward-looking statements. Factors that may cause such a difference
include those discussed in the material set forth in this document and in
the discussion captioned "Risk Factors" in the Company's Annual Report on
Form 10-K for the year ending December 31, 1998.

History Of Losses; Future Profitability Uncertain. The Company has a

history of operating losses and expects to incur substantial additional
expenses over at least the next several years as it continues to develop its
potential products, to invest in new research areas and to devote
significant resources to preclinical studies, clinical trials and
manufacturing. As of September 30, 1999, the Company had an accumulated
deficit of approximately $73.3 million. The time and resource commitment
required to achieve market success for any individual product is extensive
and uncertain. No assurance can be given that the Company, its collaborative
partners or licensees will successfully develop products, obtain required
regulatory approvals, manufacture products at an acceptable cost and with
appropriate quality, or successfully market such products.

The Company's revenues to date have consisted principally of research

and development funding, licensing and signing fees, milestone payments and
royalties from pharmaceutical and biotechnology companies under
collaborative research and development, humanization, patent licensing and
clinical supply agreements. These revenues may vary considerably from
quarter to quarter and from year to year, and revenues in any period may not
be predictive of revenues in any subsequent period, and variations may be
significant depending on the terms of the particular agreements. Further,
royalty revenues are unpredictable as they are dependent upon numerous
factors, including the seasonality of sales of licensed products, the
existence of competing products, the marketing efforts of the Company's
licensees and rights certain licensees may have to partially offset certain
previously paid milestones and third party royalties against royalties
payable to the Company. In addition, expenses may fluctuate from quarter to
quarter due to the timing of certain expenses, including milestone payments
that may be payable by the Company under licensing arrangements.

Although the Company anticipates entering into new collaborations from

time to time, the Company presently does not know whether or not it will
realize non-royalty revenue from its new and proposed collaborations at
levels commensurate with the revenue historically recognized under its older
collaborations. Moreover, the Company anticipates that it will incur
significant operating expenses as the Company significantly increases its
research and development, manufacturing, preclinical, clinical, marketing
and administrative and patent activities. In particular, the commitment of
resources to the development of Zenapax and the humanized anti-IL-4
antibody, two humanized antibodies with respect to which PDL recently
obtained development rights, taken together with the continued development
of the Company's existing products, will require significant additional
funds for development. Accordingly, in the absence of substantial revenues
from new corporate collaborations or patent licensing or humanization
agreements, significant royalties on sales of products licensed under the
Company's intellectual property rights, or other sources, which may or may
not occur, the Company expects to incur substantial operating losses in the
foreseeable future as the Company undertakes development of Zenapax in
autoimmune indications and the humanized anti-IL-4 antibody, as certain of
its earlier stage potential products move into later stage clinical
development, as additional potential products are selected as clinical
candidates for further development, as the Company invests in additional
manufacturing capacity, as the Company defends or prosecutes its patents and
patent applications and as the Company invests in research or acquires
additional technologies, product candidates or businesses. For example,
revenues in the third quarter of 1999 included significant amounts from
certain milestones and non-refundable, non-creditable licensing and signing
fees. Moreover, expenses in the third quarter were also reduced by $1.1
million due to a favorable resolution of a contract dispute with a third
party. Revenues in the fourth quarter of 1999 are not expected to include
arrangements involving payments to the Company of a similar magnitude and



certain of the milestone payments in the third quarter which are

expected to be credited against royalties which otherwise would be due

to the Company in the fourth quarter of 1999. In the absence of substantial
non-recurring revenues or significant royalty revenues in any future period,
there can be no assurance that the Company's level of revenue in

any particular reporting period will be similar to or higher than that
reported for the prior corresponding period.

Hoffmann-La Roche Inc. and its affiliates ("Roche") have received
regulatory approval to distribute Zenapax in the U.S. and certain other
countries. Zenapax, a product created by the Company, is licensed
exclusively to Roche. The Company has also entered into nonexclusive patent
license agreements covering Synagis[R], a product developed by MedImmune,
Inc., and Herceptin[R], a product developed by Genentech, Inc. The Company
recognizes royalty revenues when royalty reports are received from its
collaborative partners, including Roche. With respect to royalties based on
revenue from sales of Zenapax by Roche, royalties based on U.S. sales are
reported to the Company on a quarterly basis and royalties based on sales
outside of the U.S. are currently reported on a semi-annual basis. With
respect to royalties on sales of Synagis and Herceptin, royalty reports are
due in the quarter following the quarter in which sales occur or are
reported by sublicensees, as the case may be. Each of these licensees has
certain rights to partially offset certain payments previously made to the
Company or paid to third parties. For example, Roche has a right to
partially offset certain third party royalties, patent reimbursement
expenses and previously paid milestones against royalties payable to the
Company with respect to Zenapax. The Company records revenue when reports
are received from its licensees. This method of accounting for royalty
revenues from the Company's licensees, taken together with the unpredictable
timing of payments of non-recurring licensing and signing fees, payments for
manufacturing services and milestones under new and existing collaborative,
humanization, patent licensing and clinical supply agreements, is likely to
result in significant quarterly fluctuations in revenues in quarterly and
annual periods. Thus, revenues in any period may not be predictive of
revenues in any subsequent period, and variations may be significant
depending on the terms of the particular agreements.

The amount of net losses and the time required to reach sustained
profitability are highly uncertain. To achieve sustained profitable
operations, the Company, alone or with its collaborative partners, must
successfully discover, develop, manufacture, obtain regulatory approvals for
and market potential products. No assurances can be given that the Company
will be able to achieve or sustain profitability, and results are expected
to fluctuate from quarter to quarter and year to year.

Dependence On Licensees With Respect to Royalties. The Company is

dependent upon the development and marketing efforts of its licensees with
respect to products for which the Company may receive royalties. For
example, in 1998, the Company began receiving royalties from sales of
Zenapax, a product exclusively licensed to Roche. The Company's royalties on
Zenapax sales in transplantation depend upon the efforts of Roche and there
can be no assurance that Roche's development, regulatory and marketing
efforts will be successful, including without limitation, whether or how
quickly Zenapax might receive regulatory approvals in various countries
throughout the world and how rapidly it might be adopted by the medical
community. Moreover, Simulect[R], a product competitive with Zenapax, is
marketed in the U.S. and other countries and there can be no assurance that
Roche will successfully market and sell Zenapax against this and other
available competitive products. In addition, there can be no assurance that
other independently developed products of Roche, including CellCept[R], or
others will not compete with or prevent Zenapax from achieving meaningful
sales. Roche's development and marketing efforts for CellCept may result in
delays or a relatively smaller resource commitment to marketing and sales
support efforts than might otherwise be obtained for Zenapax if this
potentially competitive product were not under development or being
marketed. In addition, the Company recently obtained exclusive rights to
develop Zenapax in autoimmune indications. There can be no assurance that
the Company's development efforts in autoimmune indications will show that
Zenapax 1s safe and efficacious in this setting, or that the clinical trials
will result in approval to market Zenapax in these indications. Any adverse
event or announcement related to Zenapax would have a material adverse
effect on the business and financial condition of the Company.

The Company has also entered into non-exclusive patent licensing
arrangements for Synagis and Herceptin. The Company is dependent upon the
further development, regulatory and marketing efforts of its licensees with
respect to these products and there can be no assurance that the
development, regulatory and marketing efforts of these licensees will be
successful, including, without limitation, if and when regulatory approvals
in various countries may be obtained and whether or how quickly these
products might be adopted by the medical community.



Uncertainty Of Patents And Proprietary Technology; Opposition

Proceedings. The Company's success is significantly dependent on its ability
to obtain and maintain patent protection for its products and technologies
and to preserve its trade secrets and operate without infringing on the
proprietary rights of third parties. The Company files and prosecutes patent
applications to protect its inventions. No assurance can be given that the
Company's pending patent applications will result in the issuance of patents
or that any patents will provide competitive advantages or will not be
invalidated or circumvented by its competitors. Moreover, no assurance can
be given that patents are not issued to, or patent applications have not
been filed by, other companies which would have an adverse effect on the
Company's ability to use, import, manufacture, market or sell its products
or maintain its competitive position with respect to its products. Other
companies obtaining patents claiming products or processes useful to the
Company may bring infringement actions against the Company. As a result, the
Company may be required to obtain licenses from others or not be able to
use, import, manufacture, market or sell its products. Such licenses may not
be available on commercially reasonable terms, if at all.

Patents in the U.S. are issued to the party that is first to invent

the claimed invention. Since patent applications in the U.S. are maintained
in secrecy until patents issue, the Company cannot be certain that it was
the first inventor of the inventions covered by its pending patent
applications or patents or that it was the first to file patent applications
for such inventions. The patent positions of biotechnology firms generally
are highly uncertain and involve complex legal and factual questions. No
consistent policy has emerged regarding the breadth of claims in
biotechnology patents, and patents of biotechnology products are uncertain,
so that even issued patents may later be modified or revoked by the U.S.
Patent and Trademark Office ("PTO") or the courts. Moreover, the issuance of
a patent in one country does not assure the issuance of a patent with
similar claims in another country, and claim interpretation and infringement
laws vary among countries, so the extent of any patent protection may vary
in different countries.

The Company has a number of patents and has exclusively licensed

certain patents from third parties. In June 1996, the Company was issued a
U.S. patent covering Zenapax and certain related antibodies against the IL-2
receptor. The Company has been issued patents by the PTO, the Japanese
Patent Office ("JPO"), European Patent Office ("EPO") and other patent
offices around the world that relate to humanized antibodies and the methods
of making those antibodies. With respect to its issued antibody humanization
patents, the Company believes the patent claims cover Zenapax, Herceptin and
Synagis and, based on its review of the scientific literature, most other
humanized antibodies. In addition, the Company is currently prosecuting
other patent applications with the PTO and in other countries, including
members of the European Patent Convention, Canada, Japan and Australia. The
patent applications are directed to various aspects of the Company's SMART
and human antibodies, antibody technology and other programs, and include
claims relating to compositions of matter, methods of preparation and use of
a number of the Company's compounds. However, the Company does not know
whether any pending applications will result in the issuance of patents or
whether such patents will provide protection of commercial significance.
Further, there can be no assurance that the Company's patents will prevent
others from developing competitive products using related technology.

The Company's two humanization patents issued by the EPO apply in the

United Kingdom, Germany, France, Italy and eight other European countries.
The EPO (but not PTO) procedures provide for an opposition period in which
other parties submit arguments as to why the patent was incorrectly granted
and should be withdrawn or limited. Eighteen notices of opposition to the
Company's first European patent were filed during the opposition period for
such patent, including oppositions by major pharmaceutical and biotechnology
companies, which cited references and made arguments not considered by the
EPO and PTO before grant of the respective patents. The Company submitted
its response to the briefs filed by these parties and a preliminary view
from the EPO was received in May 1999. The preliminary view represents the
initial non-binding statement from the EPO with respect to the issued
European patent and does not represent the final determination concerning
the patent. Complex preliminary views are common in EPO proceedings, and are
intended to set an agenda for discussion at the oral hearing. The final
determination from the EPO is expected to occur at an oral hearing currently
scheduled to take place in March 2000. At or following the oral hearing, the
Company expects that the European patent will either be maintained in full,
maintained in an amended version or revoked. Any of the parties to the
opposition may appeal a decision to a board of appeals within the EPO. Such
an appeal can take two or more years to be resolved.

The preliminary view from the EPO raises significant questions
regarding the validity of the first European patent, which, if not



satisfactorily responded to by the Company in the oral hearing, could result
in revocation of certain claims or the entire European patent. If the key
claims in the European patent are revoked following the oral hearing and the
Company's other humanization patents do not provide sufficient coverage of
certain products licensed under the Company's patents, then the Company's
ability to collect royalties on European sales of existing licensed products
and to license its patents relating to humanized antibodies may be
materially adversely affected, which would have a material adverse affect on
the business and financial condition of the Company. The Company is
currently reviewing the preliminary view with counsel in preparation for the
scheduled oral hearing. Although the entire opposition process, including
appeals, may take several years to complete, and although the European
patent remains issued and any revocation of the European patent is suspended
during the appeals process, the validity of the European patent will be at
issue, which may limit the Company's ability to collect royalties or to
negotiate future licensing or collaborative research and development
arrangements based on this patent. In addition, the Company may need to
initiate formal legal actions, if permissible, in order to enforce its
rights under its various humanization patents, including the European
patent, and there can be no assurance that the Company will successfully
enforce its rights under the European or similar U.S. and Japanese patents
of the Company. The nine month opposition period for the Company's second
European antibody humanization patent has recently begun and the Company
expects that, depending upon the outcome of the opposition proceedings for
the first European patent, a significant number of notices of opposition may
be filed with respect to the second European patent.

A similar opposition period in Japan has recently expired with respect

to the Company's humanization patent issued in Japan in late 1998. Similar
to the process in Europe, third parties had the opportunity to file their
opposition to the issuance of the JPO patent. The Company has been advised
that three opposition statements have been filed. The Company intends to
vigorously defend the European patent and the Japanese patent and, if
necessary, the U.S. patents; however, there can be no assurance that the
Company will prevail in the opposition proceedings or any litigation
contesting the validity or scope of these patents. If the outcome of the
European or Japanese opposition proceeding or any litigation involving the
Company's antibody humanization patents were to be unfavorable, the
Company's ability to collect royalties on existing licensed products and to
license its patents relating to humanized antibodies may be materially
adversely affected, which could have a material adverse affect on the
business and financial condition of the Company. In addition, such
proceedings or litigation, or any other proceedings or litigation to protect
the Company's intellectual property rights or defend against infringement
claims by others, could result in substantial costs and diversion of
management's time and attention, which could have a material adverse effect
on the business and financial condition of the Company.

A number of companies, universities and research institutions have

filed patent applications or received patents in the areas of antibodies and
other fields relating to the Company's programs. Some of these applications
or patents may be competitive with the Company's applications or contain
claims that conflict with those made under the Company's patent applications
or patents. Such conflicts could prevent issuance of patents to the Company,
provoke an interference with the Company's patents or result in a
significant reduction in the scope or invalidation of the Company's patents,
if issued. An interference is an administrative proceeding conducted by the
PTO to determine the priority of invention and may determine questions of
patentability. Moreover, if patents are held by or issued to other parties
that contain claims relating to the Company's products or processes, and
such claims are ultimately determined to be valid, no assurance can be given
that the Company would be able to obtain licenses to these patents at a
reasonable cost, if at all, or to develop or obtain alternative technology.

The Company is aware that Celltech Limited ("Celltech") has been

granted a patent by the EPO covering certain humanized antibodies ("European
Adair Patent"), which the Company has opposed, and that Celltech has also
been issued a corresponding U.S. patent (the "U.S. Adair Patent") that
contains claims that may be considered broader in scope than the European
Adair Patent. If it were determined that the Company's SMART antibodies were
covered by the European or U.S. Adair Patents, the Company might be required
to obtain a license under such patents or to significantly alter its
processes or products, 1f necessary to make, use or sell its products in
Europe and the U.S. There can be no assurance that the Company would be able
to successfully alter its processes or products to avoid infringing such
patents or to obtain such a license from Celltech on commercially reasonable
terms, if at all, and the failure to do so could have a material adverse
effect on the business and financial condition of the Company.

In addition, if the claims of the U.S. Adair Patent or any related
patent applications conflict with claims in the Company's U.S. patents or



patent applications, there can be no assurance that an interference would
not be declared by the PTO, which could take several years to resolve and
could involve significant expense to the Company. Also, such conflict could
prevent issuance of additional patents to the Company relating to
humanization of antibodies or result in a significant reduction in the scope
or invalidation of the Company's patents, if issued. Moreover, uncertainty
as to the validity or scope of patents issued to the Company relating
generally to humanization of antibodies may limit the Company's ability to
negotiate or collect royalties or to negotiate future collaborative research
and development agreements based on these patents.

The Company is aware that Lonza Biologics, Inc. has a patent issued in
Europe to which the Company does not have a license (although Roche has
advised the Company that it has a license covering Zenapax), which may cover
a process the Company uses to produce its potential products. If it were
determined that the Company's processes were covered by such patent, the
Company might be required to obtain a license under such patent or to
significantly alter its processes or products, if necessary to manufacture
or import its products in Europe. There can be no assurance that the Company
would be able to successfully alter its processes or products to avoid
infringing such patent or to obtain such a license on commercially
reasonable terms, if at all, and the failure to do so could have a material
adverse effect on the business and financial condition of the Company.

The Company is also aware of an issued U.S. patent assigned to

Stanford University and Columbia University to which the Company does not
have a license, which may cover a process the Company uses to produce its
potential products. The Company has been advised that an exclusive license
has been previously granted to a third party under this patent. If it were
determined that the Company's processes were covered by such patent, the
Company might be required to obtain a license under such patent or to
significantly alter its processes or products, if necessary to manufacture
or import its products in the U.S. There can be no assurance that the
Company would be able to successfully alter its processes or products to
avoid infringing such patent or to obtain such a license on commercially
reasonable terms, if at all, and the failure to do so could have a material
adverse effect on the business and financial condition of the Company.
Moreover, any alteration of processes or products to avoid infringing the
patent could result in a significant delay in achieving regulatory approval
with respect to the products affected by such alterations.

In addition to seeking the protection of patents and licenses, the
Company also relies upon trade secrets, know-how and continuing
technological innovation which it seeks to protect, in part, by
confidentiality agreements with employees, consultants, suppliers and
licensees. There can be no assurance that these agreements will not be
breached, that the Company would have adequate remedies for any breach or
that the Company's trade secrets will not otherwise become known,
independently developed or patented by competitors.

Uncertainty Of Clinical Trial Results. Before obtaining regulatory

approval for the commercial sale of any of its potential products, the
Company must demonstrate through preclinical studies and clinical trials
that the product is safe and efficacious for use in the clinical indication
for which approval is sought. There can be no assurance that the Company
will be permitted to undertake or continue clinical trials for any of its
potential products or, if permitted, that such products will be demonstrated
to be safe and efficacious. Moreover, the results from preclinical studies
and early-stage clinical trials may not be predictive of results that will
be obtained in late-stage clinical trials. Thus, there can be no assurance
that the Company's present or future clinical trials will demonstrate the
safety and efficacy of any potential products or will result in approval to
market products.

In advanced clinical development, numerous factors may be involved

that may lead to different results in larger, late-stage clinical trials
from those obtained in early-stage trials. For example, early-stage clinical
trials usually involve a small number of patients, often at a single center,
and thus may not accurately predict the actual results regarding safety and
efficacy that may be demonstrated with a large number of patients in a late-
stage multi-center clinical trial. Also, differences in the clinical trial
design between early-stage and late-stage clinical trials may cause
different results regarding the safety and efficacy of a product to be
obtained. In addition, many early-stage trials are unblinded and based on
qualitative evaluations by clinicians involved in the performance of the
trial, whereas late-stage trials are generally required to be blinded in
order to provide more objective data for assessing the safety and efficacy
of the product. Moreover, preliminary results from clinical trials may not
be representative of results that may be obtained as the trial proceeds to
completion.



The Company may at times elect to aggressively enter potential

products into Phase I/II trials to determine preliminary safety and efficacy
in specific indications. In addition, in certain cases the Company has
commenced clinical trials without conducting preclinical animal testing
where an appropriate animal model does not exist. Similarly, the Company or
its partners at times will conduct potentially pivotal Phase II/III or Phase
III trials based on limited Phase I or Phase I/II data. As a result of these
and other factors, the Company anticipates that only some of its potential
products will show safety and efficacy in clinical trials and that the
number of products that fail to show safety and efficacy may be significant.
For example, the Company has entered the SMART M195 Antibody into a Phase
ITITI clinical trial in acute myelogenous leukemia with a clinical regimen
that has not been tested previously with this antibody. Results from the
Company's prior Phase II and Phase II/III studies showed a limited number

of complete and partial remissions. In addition, the Phase III study was
initiated by the Company without a meeting with the FDA or European
regulatory authorities to discuss the protocol and its adequacy to support
registration of the SMART M195 Antibody. The Company believes that its Phase III
program is reasonable in view of the nature and severity of the disease.
However, there can be no assurance that the study will be successful or

that the FDA or European regulatory authorities will agree that the study
will be adequate to obtain regulatory approval, even if the study is successful.

Limited Experience With Clinical Trials; Risk Of Delay. The Company

has conducted only a limited number of clinical trials to date. There can be
no assurance that the Company will be able to successfully commence and
complete all of its planned clinical trials without significant additional
resources and expertise. In addition, there can be no assurance that the
Company will meet its contemplated development schedule for any of its
potential products. The inability of the Company or its collaborative
partners to commence or continue clinical trials as currently planned, to
complete the clinical trials on a timely basis or to demonstrate the safety
and efficacy of its potential products, would have a material adverse effect
on the business and financial condition of the Company.

The rate of completion of the Company's or its collaborators' clinical
trials is significantly dependent upon, among other factors, the rate of
patient enrollment. Patient enrollment is a function of many factors,
including, among others, the size of the patient population, perceived risks
and benefits of the drug under study, availability of competing therapies,
access to reimbursement from insurance companies or government sources,
design of the protocol, proximity of and access by patients to clinical
sites, patient referral practices, eligibility criteria for the study in
question and efforts of the sponsor of and clinical sites involved in the
trial to facilitate timely enrollment in the trial. Delays in the planned
rate of patient enrollment may result in increased costs and expenses in
completion of the trial or may require the Company to undertake additional
studies in order to obtain regulatory approval if the applicable standard of
care changes in the therapeutic indication under study. These considerations
may lead the Company to consider the termination of ongoing clinical trials
or halting further development of a product for a particular indication.

Dependence On Collaborative Partners. The Company has collaborative
agreements with several pharmaceutical or other companies to develop,
manufacture and market certain potential products. The Company granted its
collaborative partners certain exclusive rights to commercialize the
products covered by these collaborative agreements. In some cases, the
Company is relying on its collaborative partners to conduct clinical trials,
to compile and analyze the data received from such trials, to obtain
regulatory approvals and, if approved, to manufacture and market these
licensed products. As a result, the Company often has little or no control
over the development and marketing of these potential products and little or
no opportunity to review clinical data prior to or following public
announcement.

The Company's collaborative research agreements are generally

terminable by its partners on short notice. Suspension or termination of
certain of the Company's current collaborative research agreements could
have a material adverse effect on the Company's operations and could
significantly delay the development of the affected products.

Continued funding and participation by collaborative partners will

depend on the timely achievement of research and development objectives by
the Company, the retention of key personnel performing work under those
agreements and the successful achievement of research or clinical trial
goals, none of which can be assured, as well as on each collaborative
partner's own financial, competitive, marketing and strategic
considerations. Such considerations include, among other things, the
commitment of management of the collaborative partners to the continued
development of the licensed products, the relationships among the
individuals responsible for the implementation and maintenance of the



collaborative efforts, the relative advantages of alternative products being
marketed or developed by the collaborators or by others, including their
relative patent and proprietary technology positions, and their ability to
manufacture potential products successfully.

The Company's ability to enter into new collaborations and the

willingness of the Company's existing collaborators to continue development
of the Company's potential products depends upon, among other things, the
Company's patent position with respect to such products. In this regard, the
Company has been issued patents by PTO, EPO and JPO with claims that the
Company believes, based on its survey of the scientific literature, cover
most humanized antibodies. The Company has also been allowed patents with
similar claims in other countries and has applied for similar patents in
certain other countries. See "Risk Factors -- Uncertainty of Patents and
Proprietary Technology; Opposition Proceedings." The EPO and JPO patents are
currently in the opposition proceeding stages in those patent offices. In
addition, all of the Company's antibody humanization patents may be further
challenged through administrative or judicial proceedings. The Company has
entered into several collaborations related to both the humanization and
patent licensing of certain antibodies whereby it granted licenses to its
patent rights relating to such antibodies, and the Company anticipates
entering into additional collaborations and patent licensing agreements
partially as a result of the Company's patent and patent applications with
respect to humanized antibodies. As a result, the inability of the Company
to successfully defend the opposition proceedings before the EPO or JPO or,
if necessary, to defend patents granted by the PTO, EPO or JPO or to
successfully prosecute the corresponding patent applications in other
countries could adversely affect the ability of the Company to collect
royalties on existing licensed products, and enter into additional
collaborations, humanization or patent licensing agreements and could
therefore have a material adverse effect on the Company's business or
financial condition.

No Sales And Marketing Experience; Further Development of Zenapax. The
Company intends to market and sell certain of its products, if successfully
developed and approved, either directly or through sales and marketing
partnership arrangements with collaborative partners. Although the Company
does not expect to establish a direct sales capability at this time, the
Company has no history or experience in sales, marketing or distribution. To
market products directly, the Company must either establish a more extensive
marketing group and direct sales force or obtain the assistance of another
company. There can be no assurance that the Company will be able to
establish marketing, sales and distribution capabilities or succeed in
gaining market acceptance for its products. If the Company enters into co-
promotion or other marketing or patent licensing arrangements with
pharmaceutical or biotechnology companies, the Company's revenues will be
subject to the payment provisions of such arrangements and dependent on the
efforts of third parties.

The Company has recently obtained rights from Roche to conduct

development activities for Zenapax in autoimmune indications. The Company
has no experience in conducting development activities for products that are
currently approved and marketed for use in other indications such as
Zenapax. U.S. Food and Drug Administration ("FDA") regulations prohibit
promotion of the use of Zenapax for unapproved indications until appropriate
clinical studies are conducted and the data from those studies is presented
for the FDA to review and approve. There can be no assurance that the
Company will be able to successfully develop Zenapax in autoimmune
indications and substantial investment by the Company in such development
may be required with no assurance that such efforts will be successful. Even
if such development efforts succeed, there can be no assurance that the
Company, by itself or with a collaborative partner, will successfully
market, promote and detail Zenapax in those countries where PDL has or
obtains such rights. The inability of the Company, Roche or its other
collaborators to develop, market and sell Zenapax could have a material
adverse effect on the business and financial condition of the Company.

Absence Of Manufacturing Experience. Of the products which are

currently in clinical development by the Company, Roche is responsible for
manufacturing Zenapax, Smithkline Beecham is responsible for manufacturing
the humanized anti-IL-4 antibody and BioNet is responsible for manufacturing
the SMART Anti-L-Selectin Antibody. The Company is responsible for
manufacturing the Company's other products for its own development. The
Company currently leases approximately 47,000 square feet housing its
manufacturing facilities in Plymouth, Minnesota. The Company intends to
continue to manufacture potential products for use in preclinical and
clinical trials using this manufacturing facility in accordance with
standard procedures that comply with current Good Manufacturing Practices
("cGMP") and appropriate regulatory standards. The manufacture of sufficient
quantities of antibody products in accordance with such standards is an
expensive, time-consuming and complex process and is subject to a number of



risks that could result in delays. For example, the Company has experienced
some difficulties in the past in manufacturing certain potential products on
a consistent basis. Production interruptions, if they occur, could
significantly delay clinical development of potential products, reduce third
party or clinical researcher interest and support of proposed clinical
trials, and possibly delay commercialization of such products and impair
their competitive position, which would have a material adverse effect on
the business and financial condition of the Company.

The Company has no experience in manufacturing commercial quantities

of its potential products and currently does not have sufficient capacity to
manufacture all of its potential products on a commercial scale. In order to
obtain regulatory approvals and to create capacity to produce its products
for commercial sale at an acceptable cost, the Company will need to improve
and expand its existing manufacturing capabilities, including demonstration
to the FDA and corresponding foreign authorities of its ability to
manufacture its products using controlled, reproducible processes. The
Company has approved plans to improve and expand the capacity of its current
manufacturing facility. Such plans, if fully implemented, will result in
substantial costs to the Company. There can be no assurance that
construction delays will not occur, and any such delays could impair the
Company's ability to produce adequate supplies of its potential products for
clinical use or commercial sale on a timely basis. Further, there can be no
assurance that the Company will successfully improve and expand its
manufacturing capability sufficiently to obtain necessary regulatory
approvals and to produce adequate commercial supplies of its potential
products on a timely basis. Failure to do so could delay commercialization
of such products and impair their competitive position, which could have a
material adverse effect on the business or financial condition of the
Company.

Uncertainties Resulting From Manufacturing Changes. Manufacturing of
antibodies for use as therapeutics in compliance with regulatory
requirements is complex, time-consuming and expensive. When certain changes
are made in the manufacturing process, it is necessary to demonstrate to the
FDA and corresponding foreign authorities that the changes have not caused
the resulting drug material to differ significantly from the drug material
previously produced, if results of prior preclinical studies and clinical
trials performed using the previously produced drug material are to be
relied upon in regulatory filings. Such changes could include, for example,
changing the cell line used to produce the antibody, changing the
fermentation or purification process or moving the production process to a
new manufacturing plant. Depending upon the type and degree of differences
between the newer and older drug material, various studies could be required
to demonstrate that the newly produced drug material is sufficiently similar
to the previously produced drug material, possibly requiring additional
animal studies or human clinical trials. Manufacturing changes have been
made or are likely to be made for the production of the Company's products
currently in clinical development, in particular the SMART M195 and SMART
Anti-CD3 Antibodies. There can be no assurance that such changes will not
result in delays in development or regulatory approvals or, if occurring
after regulatory approval, in reduction or interruption of commercial sales.
In addition, manufacturing changes to its manufacturing facility may require
the Company to shut down production for a period of time. There can be no
assurance that the Company will be able to reinitiate production in a timely
manner, if at all, following such shutdown. Delays as a result of
manufacturing changes or shutdown of the manufacturing facility could have
an adverse effect on the competitive position of those products and could
have a material adverse effect on the business and financial condition of
the Company.

Dependence On Suppliers. The Company is dependent on outside vendors

for the supply of raw materials used to produce its product candidates. The
Company currently qualifies only one or a few vendors for its source of
certain raw materials. Therefore, once a supplier's materials have been
selected for use in the Company's manufacturing process, the supplier in
effect becomes a sole or limited source of such raw materials to the Company
due to the extensive regulatory compliance procedures governing changes in
manufacturing processes. Although the Company believes it could qualify
alternative suppliers, there can be no assurance that the Company would not
experience a disruption in manufacturing if it experienced a disruption in
supply from any of these sources. Any significant interruption in the supply
of any of the raw materials currently obtained from such sources, or the
time and expense necessary to transition a replacement supplier's product
into the Company's manufacturing process, could disrupt the Company's
operations and have a material adverse effect on the business and financial
condition of the Company. A problem or suspected problem with the quality of
raw materials supplied could result in a suspension of clinical trials,
notification of patients treated with products or product candidates
produced using such materials, potential product liability claims, a recall
of products or product candidates produced using such materials, and an



interruption of supplies, any of which could have a material adverse effect
on the business or financial condition of the Company.

Competition; Rapid Technological Change. The Company's potential

products are intended to address a wide variety of disease conditions,
including autoimmune diseases, inflammatory conditions and cancers.
Competition with respect to these disease conditions is intense and is
expected to increase. This competition involves, among other things,
successful research and development efforts, obtaining appropriate
regulatory approvals, establishing and defending intellectual property
rights, successful product manufacturing, marketing, distribution, market
and physician acceptance, patient compliance, price and potentially securing
eligibility for reimbursement or payment for the use of the Company's
products. The Company believes its most significant competitors may be fully
integrated pharmaceutical companies with substantial expertise in research
and development, manufacturing, testing, obtaining regulatory approvals,
marketing and securing eligibility for reimbursement or payment, and
substantially greater financial and other resources than the Company.
Smaller companies also may prove to be significant competitors, particularly
through collaborative arrangements with large pharmaceutical companies.
Furthermore, academic institutions, governmental agencies and other public
and private research organizations conduct research, seek patent protection,
and establish collaborative arrangements for product development, clinical
development and marketing. These companies and institutions also compete
with the Company in recruiting and retaining highly qualified personnel. The
biotechnology and pharmaceutical industries are subject to rapid and
substantial technological change. The Company's competitors may develop and
introduce other technologies or approaches to accomplishing the intended
purposes of the Company's products which may render the Company's
technologies and products noncompetitive and obsolete.

In addition to currently marketed competitive drugs, the Company is

aware of potential products in research or development by its competitors
that address all of the diseases being targeted by the Company. These and
other products may compete directly with the potential products being
developed by the Company. In this regard, the Company is aware that
potential competitors are developing antibodies or other compounds for
treating autoimmune diseases, inflammatory conditions and cancers. In
particular, a number of other companies have developed and will continue to
develop human and humanized antibodies. In addition, protein design is being
actively pursued at a number of academic and commercial organizations, and
several companies have developed or may develop technologies that can
compete with the Company's SMART and human antibody technologies. In
particular, the Company believes that certain companies that use alternative
technologies to produce human-like antibodies have recently entered into
collaborative arrangements that are competitive with and may negatively
impact the Company's efforts to enter into humanization and development
arrangements for early stage antibody research and development. There can be
no assurance that competitors will not succeed in more rapidly developing
and marketing technologies and products that are more effective than the
products being developed by the Company or that would render the Company's
products or technology obsolete or noncompetitive. Further, there can be no
assurance that the Company's collaborative partners will not independently
develop products competitive with those licensed to such partners by the
Company, thereby reducing the likelihood that the Company will receive
revenues under its agreements with such partners.

Any potential product that the Company or its collaborative partners

succeed in developing and for which regulatory approval is obtained must
then compete for market acceptance and market share. For certain of the
Company's potential products, an important factor will be the timing of
market introduction of competitive products. Accordingly, the relative speed
with which the Company and its collaborative partners can develop products,
complete the clinical testing and approval processes, and supply commercial
quantities of the products to the market compared to competitive companies
is expected to be an important determinant of market success. For example,
Novartis has received approval to market Simulect, a product competitive
with Zenapax, in the U.S. and Europe. In addition to an earlier launch in
Europe, Novartis has a significant marketing and sales force directed to the
transplantation market and there can be no assurance that Roche will
successfully market and sell Zenapax against this and other available
products.

Other competitive factors include the capabilities of the Company's
collaborative partners, product efficacy and safety, timing and scope of
regulatory approval, product availability, marketing and sales capabilities,
reimbursement coverage, the amount of clinical benefit of the Company's
products relative to their cost, method of administration, price and patent
protection. There can be no assurance that the Company's competitors will
not develop more efficacious or more affordable products, or achieve earlier
product development completion, patent protection, regulatory approval or



product commercialization than the Company. The occurrence of any of these
events by the Company's competitors could have a material adverse effect on
the business and financial condition of the Company.

Dependence on Key Personnel. The Company's success is dependent to a
significant degree on its key management personnel. To be successful, the
Company will have to retain its qualified clinical, manufacturing,
scientific and management personnel. The Company faces competition for
personnel from other companies, academic institutions, government entities
and other organizations. There can be no assurance that the Company will be
successful in hiring or retaining qualified personnel, and its failure to do
so could have a material adverse effect on the business and financial
condition of the Company.

Potential Volatility Of Stock Price. The market for the Company's
securities is volatile and investment in these securities involves
substantial risk. The market prices for securities of biotechnology
companies (including the Company) have been highly volatile, and the stock
market from time to time has experienced significant price and volume
fluctuations that may be unrelated to the operating performance of
particular companies. Factors such as disappointing sales of approved
products, approval or introduction of competing products and technologies,
results of clinical trials, delays in manufacturing or clinical trial plans,
fluctuations in the Company's operating results, disputes or disagreements
with collaborative partners, unfavorable news or information resulting in
the reduction in value of significant intellectual property assets, market
reaction to announcements by other biotechnology or pharmaceutical
companies, announcements of technological innovations or new commercial
therapeutic products by the Company or its competitors, initiation,
termination or modification of agreements with collaborative partners,
failures or unexpected delays in manufacturing or in obtaining regulatory
approvals or FDA advisory panel recommendations, developments or disputes as
to patent or other proprietary rights, loss of key personnel, litigation,
public concern as to the safety of drugs developed by the Company,
regulatory developments in either the U.S. or foreign countries (such as
opinions, recommendations or statements by the FDA or FDA advisory panels,
health care reform measures or proposals), market acceptance of products
developed and marketed by the Company's collaborators, sales of the
Company's common stock held by collaborative partners or insiders and
general market conditions could result in the Company's failure to meet the
expectations of securities analysts or investors. In such event, or in the
event that adverse conditions prevail or are perceived to prevail with
respect to the Company's business, the price of the Company's common stock
would likely drop significantly. With respect to the possible sale of the
Company's common stock held by collaborative partners, Roche acquired
1,682,877 shares of the Company's common stock held by Corange Limited which
are no longer subject to the contractual limitations on disposition other
than certain restrictions on transfers of significant blocks of stock. In
the past, following significant drops in the price of a company's common
stock, securities class action litigation has often been instituted against
such a company. Such litigation against the Company could result in
substantial costs and a diversion of management's attention and resources,
which would have a material adverse effect on the Company's business and
financial condition.

ITEM 6. EXHIBITS AND REPORTS ON FORM 8-K
(a) Exhibits

Exhibit 10.46 Agreement of Purchase and Sale between Fremont Holding
L.L.C., a Delaware limited liability company, as assignee

effective September 13, 1999, and Ardenstone LLC, a Delaware

limited liability company, effective June 21, 1999.

Exhibit 10.47 Promissory Note between Fremont Holding L.L.C., a Delaware
limited liability company and Wells Fargo Bank, National
Association, dated September 9, 1999.

Exhibit 10.48 Deed of Trust and Absolute Assignment of Rents and
Security Agreement (Fixture Filings) between Fremont Holding
L.L.C., a Delaware limited liability company and Wells Fargo

Bank, National Association, dated September 9, 1999.

Exhibit 10.49 Patent Rights Agreement between the Company and Smithkline
Beecham Corporation, effective as of September 28, 1999 (with

certain confidential portions deleted and marked by notation

indicating such deletion).

Exhibit 10.50 IL-5 Patent License Agreement between the Company and
Smithkline Beecham Corporation, effective as of September 28,
1999 (with certain confidential portions deleted and marked by



notation indicating such deletion).

Exhibit 10.51 Development and License Agreement between the Company and
Smithkline Beecham Corporation, effective as of September 28,

1999 (with certain confidential portions deleted and marked by

notation indicating such deletion).

Exhibit 10.52 Amended and Restated Agreement between the Company and
Hoffmann-La Roche Inc. and F. Hoffmann-La Roche Ltd, dated as of
October 20, 1999 (with certain confidential portions deleted and
marked by notation indicating such deletion).

Exhibit 10.53 Amended and Restated Agreement between the Company and F.
Hoffmann-La Roche Ltd, dated as of October 20, 1999 (with

certain confidential portions deleted and marked by notation

indicating such deletion).

Exhibit 21.1 Fremont Holding L.L.C., a Delaware limited liability
company. Fremont Management, Inc., a Delaware corporation, doing business
in California as Delaware Fremont Management.

(b) No Reports on Form 8-K were filed during the quarter ended June 30,
1999.

SIGNATURE

Pursuant to the requirements of the Securities Exchange Act of 1934, the
registrant has duly caused this report to be signed on its be half by
the undersigned thereunto duly authorized.

Dated: November 15, 1999

PROTEIN DESIGN LABS, INC.
(Registrant)

/s/Laurence Jay Korn

Chief Executive Officer,
Chairperson of the

Board of Directors

(Principal Executive Officer)

/s/Robert Kirkman

Vice President Corporate
Communications and Business
Development

(Principal Accounting Officer)



AGREEMENT OF PURCHASE AND SALE

SUMMARY OF CERTAIN TERMS

EFFECTIVE DATE:

June  ,1999

SELLER:

ARDENSTONE LLC, a Delaware limited liability company

SELLER'S ADDRESSES:

c/o Freestone Properties, Inc.

4400 Bohannon Drive, Suite 260

Menlo Park, CA 94025

Attn: Mr. Michael E. Tamas

Telephone: (650) 329-9030

Facsimile: (650) 329-0129
With a copy to:

Brobeck, Phleger & Harrison LLP

One Market

Spear Street Tower, Floor 25

San Francisco, CA 94105

Attn: Michael F. Potter, Esqg.

Telephone: (415) 442-1163
Facsimile: (415) 979-2580
BUYER:

PROTEIN DESIGN LABS, INC., a Delaware corporation
BUYER'S ADDRESS:
34801 Campus Drive
Fremont, CA 94555
Attn: Chief Executive Officer
Telephone: (510) 574-1400
Facsimile: (510) 574-1500
With a copy to:
Protein Design Labs, Inc.
34801 Campus Drive
Fremont, CA 94555
Attn: General Counsel
Telephone: (510) 574-1400
Facsimile: (510) 574-1500
REAL PROPERTY:
That certain improved real property commonly known as
34801 Campus Drive/7450 Paseo Padre Parkway and
34781 Campus Drive/7400 Paseo Padre Parkway, located
in Ardenwood Corporate Commons, Fremont, California.
The land portion is more particularly described in
Exhibit A, attached hereto.

PURCHASE PRICE:

Thirteen Million Five Hundred Thirty Thousand Dollars
($13,530,000.00) .

DUE DILIGENCE

PERIOD:

The period commencing on the Effective Date and
ending at 5:00 p.m. Pacific Daylight Savings Time on
the thirtieth (30th) day after the Effective Date.
FINANCING CONTINGENCY

EXPIRATION DATE:

The sixtieth (60th) day after the Effective Date.
SELLER'S
REPRESENTATIVE:

Mr. Michael E. Tamas
BUYER'S
REPRESENTATIVES:

Mr. Glen Y. Sato and Mr. Douglas O. Ebersole
ESCROW HOLDER:

First American Title Company

1850 Mt. Diablo Blvd., Suite #300

Walnut Creek, CA 94596

Attn: Ms. Kitty Schlesinger

Telephone: (925) 927-2100
Facsimile: (925) 927-2180
SCHEDULED

CLOSING DATE:

The fifteenth (15th) day after the satisfaction or
waiver of the conditions precedent set forth in
Sections 9.2.1, 9.2.2, 9.2.3 and 9.2.4.



SELLER'S BROKER:

None

BUYER'S BROKER:

Cornish and Carey Commercial
CLOSING COST

ALLOCATIONS:

- — BUYER:
TITLE INSURANCE
100%

ESCROW FEES
100%

RECORDING FEES (DEED)
100%

ALTA SURVEY
100%

PHASE I ENVIRONMENTAL REPORT
100%

- - SELLER:

COUNTY TRANSFER TAXES

100%

RECORDING FEES (OTHER)
100%
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AGREEMENT OF PURCHASE AND SALE

THIS AGREEMENT OF PURCHASE AND SALE (this "Agreement") is entered into
as of June  , 1999 (the "Effective Date"), by and among ARDENSTONE LLC, a
Delaware limited liability company ("Seller"), and PROTEIN DESIGN LABS, INC.,
a Delaware corporation ("Buyer").

THIS AGREEMENT IS ENTERED INTO on the basis of the following facts,
intentions and understandings of the parties:

A. Seller is the owner of the land (the "Land") and the

improvements located thereon (the "Improvements"), commonly known as 34801
Campus Drive/7450 Paseo Padre Parkway and 34781 Campus Drive/7400 Paseo Padre
Parkway, located in Ardenwood Corporate Commons, Fremont, California. The
Land i1s more particularly described in Exhibit A, attached hereto. The Land
and the Improvements are hereinafter collectively referred to as the "Real
Property."

B. The Real Property is subject to that certain lease (the

"Lease") listed on Exhibit B, attached hereto.

C. Seller desires to sell the Property (as hereinafter defined) to

Buyer, and Buyer desires to purchase the Property from Seller, in accordance
with the terms of this Agreement.

NOW THEREFORE, for valuable consideration, the receipt and adequacy of
which are hereby acknowledged, Seller and Buyer hereby agree as follows:
Purchase and Sale of Property. Seller shall sell and assign to Buyer,
and Buyer shall purchase and assume from Seller, on the terms, covenants and
conditions set forth in this Agreement, the following described property
(collectively, the "Property"):

Real Property. All of Seller's interest in the Real Property, and

all rights and appurtenances pertaining thereto;

Intangible Property. Seller's interest in any and all intangible

personal property (collectively, the "Intangible Property") arising out of or
in connection with the ownership or operation of the Real Property, including
the right to use the current names of the Real Property, all licenses,
permits, certificates of occupancy and franchises issued to Seller by federal,
state or local municipal authorities relating to the use, maintenance,
occupancy or operation of the Real Property, all warranties given by third
parties with respect to the Real Property (including all warranties given to
Seller under or in connection with construction contracts entered into by
Seller for the construction of Improvements) and all service, equipment,
maintenance and employment agreements (collectively, the "Service Contracts")
entered into by Seller with respect to the Real Property and listed on
Exhibit C, attached hereto; and

Lease. The Lease, together with all security and damage deposits

held by Seller in accordance with the terms of the Lease.

Purchase Price. Buyer shall pay to Seller the purchase price (the

"Purchase Price") in the amount of Thirteen Million Five Hundred

Thirty Thousand Dollars ($13,530,000.00) for the Property. The Purchase Price
shall be paid in the manner described in Section 4.

Escrow. Buyer and Seller shall open an escrow account (the "Escrow")

with First American Title Company ("Escrow Holder") within three (3) business
days after the expiration of the Due Diligence Period.



Payment of Purchase Price. On or before Close of Escrow, Buyer shall

deposit with Escrow Holder by immediately available federal wire transfer or
cashier's check an amount equal to the Purchase Price, plus or minus the
closing adjustments and prorations described in Section 11.7.

Remedies; Liquidated Damages.

Tenant Improvement Allowance. Pursuant to the terms of the Lease,

Seller, as landlord, is obligated to pay to Buyer, as tenant, a tenant
improvement allowance (the "Tenant Improvement Allowance") in the amount of
One Million Eight Hundred Forty-Five Thousand Dollars ($1,845,000.00) upon the
satisfaction of certain conditions set forth therein. With respect thereto,
Buyer, as tenant, and Seller, as landlord, hereby agree that, notwithstanding
anything to the contrary contained in the Lease, (i) in the event that the
transfer of the Property from Seller to Buyer is not consummated due to a
default by Buyer under this Agreement, the amount of the Tenant Improvement
Allowance shall be reduced by Five Hundred Thousand Dollars ($500,000.00) (the
"Liquidated Damages Amount") and Seller shall be entitled to retain the
Liquidated Damages Amount as liquidated damages pursuant to Section 5.3 below
and (ii) Buyer's entitlement to receive the Tenant Improvement Allowance shall
be deferred until (A) the termination of this Agreement or thirty (30) days
after Close of Escrow (whichever is first to occur) and (B) Buyer's
satisfaction of all of the conditions precedent set forth in Section VI.B of
the Work Letter, attached as Exhibit C to the Lease, regarding Seller's
obligation to pay to Buyer the Tenant Improvement Allowance. In the event
that the transfer of the Property from Seller to Buyer is not consummated due
to any reason other than a default by Buyer under this Agreement, the amount
of the Tenant Improvement Allowance shall be One Million Eight Hundred
Forty-Five Thousand Dollars (1,845,000.00).

Remedies. If the transfer of the Property from Seller to Buyer

does not close as a result of a default by Seller under this Agreement,
Buyer's sole remedy shall be either (but not both) (i) reimbursement of all
third party costs incurred by Buyer as a result of entering into this
Agreement (e.g., attorneys' fees) and in performing any due diligence in
connection with the Property, not to exceed Fifty Thousand Dollars
($50,000.00) in the aggregate (with Buyer thereby waiving any other remedy,
including specific performance, which Buyer may have against Seller), or

(ii) an action for specific performance of this Agreement (with Buyer thereby
waiving any other remedy which Buyer may have against Seller at law or in
equity). In addition, provided and on the condition that (i) Buyer is the
tenant under the Lease and (ii) Buyer has satisfied all of the conditions
precedent set forth in Section VI.B of the Work Letter attached as Exhibit C
to the Lease with respect to Seller's obligation to pay to Buyer the Tenant
Improvement Allowance, Seller shall immediately pay to Buyer the Tenant
Improvement Allowance owed to Buyer under the Lease.

LIQUIDATED DAMAGES. IF THE TRANSFER OF THE PROPERTY FROM SELLER

TO BUYER IS NOT CONSUMMATED DUE TO A DEFAULT BY BUYER UNDER THIS AGREEMENT,
SELLER SHALL HAVE THE RIGHT TO TERMINATE THIS AGREEMENT IN WRITING IMMEDIATELY
AND WITHOUT FURTHER OBLIGATION TO BUYER, AND SELLER SHALL HAVE THE RIGHT TO
(1) REDUCE THE TENANT IMPROVEMENT ALLOWANCE DUE TO THE TENANT UNDER THE LEASE
BY AN AMOUNT EQUAL TO THE LIQUIDATED DAMAGES AMOUNT AND (2) RETAIN THE
LIQUIDATED DAMAGES AMOUNT AS LIQUIDATED DAMAGES AND AS SELLER'S SOLE REMEDY
(EXCEPT AS PROVIDED BELOW) . THE PARTIES AGREE THAT SELLER'S ACTUAL DAMAGES AS
A RESULT OF BUYER'S DEFAULT UNDER THIS AGREEMENT WOULD BE DIFFICULT OR
IMPOSSIBLE TO DETERMINE, AND THE LIQUIDATED DAMAGES AMOUNT IS THE BEST
ESTIMATE OF THE AMOUNT OF DAMAGES SELLER WOULD SUFFER AS A RESULT OF SUCH
DEFAULT; PROVIDED, HOWEVER, THAT THIS PROVISION SHALL NOT , AFFECT BUYER'S
RESTORATION OBLIGATIONS UNDER SECTION 6.3.6, OR WAIVE OR AFFECT BUYER'S
INDEMNITY OBLIGATIONS UNDER SECTIONS 6.3.7 AND 12 AND SELLER'S RIGHTS TO THOSE
INDEMNITY OBLIGATIONS UNDER THIS AGREEMENT. THE PAYMENT OF THE LIQUIDATED
DAMAGES AMOUNT AS LIQUIDATED DAMAGES IS NOT INTENDED AS A FORFEITURE OR
PENALTY WITHIN THE MEANING OF CALIFORNIA CIVIL CODE SECTIONS 3275 OR 3369, BUT
IS INTENDED TO CONSTITUTE LIQUIDATED DAMAGES TO SELLER PURSUANT TO CALIFORNIA
CIVIL CODE SECTIONS 1671, 1676 AND 1677. SELLER HEREBY WAIVES THE PROVISIONS
OF CALIFORNIA CIVIL CODE SECTION 3389. THE PARTIES WITNESS THEIR AGREEMENT TO
THIS LIQUIDATED DAMAGES PROVISION BY INITIALING THIS SECTION:

Seller: ( ) Buyer: ( )

Due Diligence.

Seller's Studies. Seller has provided to Buyer copies of the

documents (the "Due Diligence Documents") listed in Exhibit D, attached
hereto. 1In addition, within five (5) days after Buyer's written request,
Seller shall make available at Seller's office for Buyer's review all studies,
reports, maps, surveys and other documents and information relating to the
Property in Seller's possession (together with the Due Diligence Documents
hereinafter referred to as the "Due Diligence Materials"); provided, however,
that Seller shall not make available for Seller's review and the Due Diligence
Materials shall not include (i) any proprietary information related to
Seller's ownership of the Property or Seller's financing or proposed financing
of the Property or other documents relating to Seller's venture (including,
without limitation, balance sheets, internal financial reports, lease
proposals and the operating agreement or partnership agreement of Seller),

(ii) any appraisals of the Property, (iii) any offers or solicitations to
purchase, sell or lease the Property, and (iv) any loan documents of Seller or



any correspondence between Seller and Seller's lenders. At Buyer's request,
Seller shall deliver to Buyer copies of specific Due Diligence Materials. The
Due Diligence Materials are for Buyer's use in connection with Buyer's
investigation of the Property. Buyer acknowledges that the Due Diligence
Materials were prepared by or at the direction of others and that, except as
otherwise provided in Section 14.2, Seller is not making any representation or
warranty of any kind with respect to the Due Diligence Materials, including
their accuracy, completeness or suitability for reliance thereon by Buyer.
Survey. Buyer, at its sole cost and expense, shall have the right

to update that certain ALTA survey (the "Survey") of the Real Property
prepared by Kier & Wright, dated September 2, 1998.

Buyer's Inspections. During the period (the "Contract Period")

commencing on the Effective Date and ending on the earlier of Close of Escrow
or termination of this Agreement, Buyer and Buyer's representatives, agents,
consultants and contractors shall have the right to inspect (including the
performance of tests, surveys and other studies, inspections and
investigations) the Property including, without limitation, structural
components of the Improvements, plumbing, sewer/septic system, wells, heating,
ventilation and air conditioning systems, electrical systems and components,
built-in appliances, roofs, soils, foundation, existing pipelines and power
lines (each, a "Buyer Inspection"), pursuant to the following terms and
conditions:

No Default. Buyer shall not be in default of this

Agreement.

Buyer's Expense. Each Buyer Inspection shall be at Buyer's

sole cost and expense.

Licensed and Qualified. The persons or entities performing

the Buyer Inspections shall be properly licensed and qualified and shall have
obtained all appropriate permits for performing relevant tests on the Real
Property and shall have delivered to Seller, prior to performing any tests on
the Real Property or entering the Real Property, copies of insurance policies
or certificates of insurance evidencing that such consultants have obtained
and are maintaining a policy of general commercial liability insurance
(occurrence form) having a combined single limit of not less than One Million
Dollars ($1,000,000.00) per occurrence and workers' compensation insurance
with limits not less than those required by law.

Seller's Approval Rights. Seller shall have the right to

approve of any proposed physical testing or drilling of the Real Property,
which approval may not be unreasonably withheld.

Seller's Representatives. Buyer shall provide Seller with

twenty-four (24) hours' prior written or oral notice of the date and time on
which Buyer proposes to conduct any physical testing or drilling of the Real
Property and Seller shall have right to have one (1) or more representatives
of Seller present during the physical testing or drilling.

Restoration. Buyer, at Buyer's sole cost and expense, shall

immediately restore the Real Property to its condition existing immediately
prior to Buyer's Inspections if, for any reason, the Property is not
transferred by Seller to Buyer. Until restoration is complete, Buyer shall
take all steps necessary to ensure that any conditions on the Real Property
created by Buyer's Inspections do not interfere with the normal operation of
the Real Property, create any dangerous, unhealthy, unsightly or noisy
conditions on the Real Property or violate the terms of the Lease. The
restoration obligation contained in this Section 6.3.6 shall survive the
termination of this Agreement.

Indemnity. Buyer shall indemnify, protect and defend (with

counsel reasonably acceptable to Seller) and hold harmless Seller for, from
and against any and all claims, damages, costs, liabilities and losses
(including mechanics' liens) and expenses (including, without limitation,
attorneys' fees) arising out of any entry by Buyer or its agents,
representatives, consultants or contractors; provided that this indemnity
shall not apply to, and Buyer shall not be obligated to remedy, any pre-
existing conditions, including those discovered by Buyer in any inspection
conducted in connection with this Agreement. Notwithstanding the foregoing,
nothing contained in this Section shall reduce or modify Buyer's remediation
or indemnification obligations contained in the Lease. The indemnity
obligations contained in this Section 6.3.7 shall survive Close of Escrow or
any termination of this Agreement.

Confidentiality. Each Buyer's Inspection, and the results

thereof, shall remain confidential pursuant to the terms of Section 15.16 of
this Agreement.

Designation of Representatives. Seller and Buyer each shall

designate one (1) or more representatives to act for them in scheduling and
arranging visits to and inspections of the Real Property and in coordinating
the delivery of and/or access to the Due Diligence Materials pursuant to
Section 6.1 above. Buyer's Representative and Seller's Representative are
identified in the Summary of Certain Terms. Each party shall have the right
to change its respective representative by notice to the other party given in
accordance with Section 15.8.

Disapproval of Seller's Studies or Buyer's Inspections.

Termination Notice. Buyer shall have the right, at any time

during the period (the "Due Diligence Period") commencing on the Effective



Date and ending at 5:00 p.m. Pacific Daylight Savings Time on the

thirtieth (30th) day after the Effective Date, to disapprove of the results of
Buyer's review of the Due Diligence Materials, Buyer's Inspections of the Real
Property or any aspect of this transaction, by notifying Seller in writing (a
"Termination Notice"). If Buyer fails to provide Seller with a Termination
Notice prior to the expiration of the Due Diligence Period, then Buyer shall
be deemed to have disapproved the results of Buyer's review of the Due
Diligence Materials and Buyer's Inspections. Nothing contained herein shall
prevent Buyer from waiving the condition precedent described in Section 9.2.1
and proceeding with Close of Escrow pursuant to the terms of this Agreement.
Result of Termination Notice. If Buyer delivers a

Termination Notice to Seller during the Due Diligence Period or is deemed to
have disapproved the results of Buyer's review of the Due Diligence Materials
or Buyer's Inspections, then (i) this Agreement, and all of the obligations,
rights and liabilities of Buyer and Seller to each other hereunder (except for
Buyer's restoration obligation under Section 6.3.6, Buyer's indemnity
obligations under this Agreement, and the parties' confidentiality obligations
under Section 15.16) shall terminate; (ii) Buyer shall immediately return to
Seller all originals and copies of the Due Diligence Materials which Buyer or
Buyer's consultants, agents, contractors or representatives received from
Seller or copied from Seller's files and (iii) Buyer shall deliver to Seller,
at no cost to Seller, the updated Survey and any environmental or geotechnical
reports, tests and studies (collectively, the "Buyer Reports") obtained or
conducted by Buyer in connection with Buyer's due diligence of the Real
Property to the extent requested by Seller within five (5) days after Seller's
receipt of the Termination Notice. Buyer makes no representation or warranty
regarding the Buyer Reports, including their accuracy, completeness or
suitability for reliance thereon by Seller.

Title Review. Buyer shall notify Seller in writing (the "Title

Objection Notice") prior to the expiration of the Due Diligence Period if
Buyer objects to the condition of title as shown on a title report (the "Title
Report") for the Real Property issued by First American Title Insurance
Company ("Title Company") or any items shown on the Survey. Buyer shall be
deemed to have approved the condition of title as shown on the Title Report
and the Survey if Buyer fails to deliver to Seller the Title Objection Notice
by the expiration of the Due Diligence Period. If Buyer timely delivers to
Seller the Title Objection Notice, Seller shall notify Buyer in writing within
five (5) business days after Seller's receipt of the Title Objection Notice of
Seller's election to either (i) attempt to cure or satisfy all or some of the
objection(s) (the "Objections") set forth in the Title Objection Notice and/or
(ii) not to cure or satisfy any of the Objections. Seller shall have until
Close of Escrow to cure or satisfy any Objections that Seller elects to cure

or satisfy. If Seller fails to notify Buyer in writing of its election within
the five (5) business day period referenced above, Seller shall be deemed to
have elected not to cure or satisfy all of the Objections. If Seller notifies

Buyer in writing of its election not to cure or satisfy any of the Objections
(or is deemed to have elected not to cure or satisfy the Objections), then
Buyer shall either: (A) waive the Objections and proceed with Close of Escrow
pursuant to all of the terms of this Agreement without any reduction in the
Purchase Price, or (B) terminate this Agreement by written notice to Seller.
Buyer shall notify Seller in writing of its election either to terminate this
Agreement or waive the Objections pursuant to the foregoing sentence on or
before the earlier of the second business day after (i) Buyer's receipt of
Seller's response to the Title Objection Notice or (ii) the expiration of the
five (5) business day period referenced above. If Buyer fails to notify
Seller in writing of its election to terminate this Agreement within the time
period provided above, Buyer shall be deemed to have waived the Objections and
elected to proceed with Close of Escrow.

Modification of Title Report. 1In the event that Title Company

issues any modification or supplement to the Title Report between the end of
the Due Diligence Period and Close of Escrow that is not the result of
activities of Buyer or any of Buyer's agents, representatives, consultants or
contractors, Buyer shall promptly give Seller written notice of the change
and, 1f, in Buyer's reasonable judgment, the change materially and adversely
affects the Real Property or Buyer's projected use thereof, Buyer shall have
three (3) days after receipt of the modification or supplement to the Title
Report in which to object thereto by written notice to Seller. If Buyer
objects to such a change, Seller shall have ten (10) days after the date
Seller receives Buyer's objection notice (and, if necessary, Close of Escrow
shall be extended by the number of days necessary to give Seller this full ten
(10) day period) in which to satisfy Buyer's objection or notify Buyer in
writing of its election not to satisfy Buyer's objection. If Seller fails to
satisfy Buyer's objection within the ten (10) day period or notifies Buyer in
writing of its election not to satisfy the objection, then Buyer shall either:
(A) waive the objection and proceed with Close of Escrow pursuant to all of
the terms of this Agreement without any reduction in the Purchase Price, or
(B) terminate this Agreement. Buyer shall notify Seller in writing of its
election either to terminate this Agreement or waive its objection within two
(2) business days after the earlier of expiration of such ten (10) day period
or Buyer's receipt of Seller's written notice election not to cure Buyer's
objection. If Buyer terminates this Agreement pursuant to this Section,



(i) this Agreement, and all of the obligations, rights and liabilities of
Buyer and Seller to each other hereunder (except for Buyer's restoration
obligation under Section 6.3.6, Buyer's indemnity obligations under this
Agreement, and the parties' confidentiality obligations under Section 15.16)
shall terminate; (ii) Buyer shall immediately return to Seller all originals
and copies of the Due Diligence Materials which Buyer or Buyer's consultants,
agents, contractors or representatives received from Seller or copied from
Seller's files and (iii) Buyer shall deliver to Seller, at no cost to Seller,
the updated Survey and any Buyer Reports within three (3) days after Buyer
notifies Seller of its election to terminate this Agreement to the extent
requested by Seller.

Assumption of Bonds. Notwithstanding anything to the contrary

contained in Section 6.6 of this Agreement, Buyer agrees to purchase the
Property subject to outstanding bonds attributable to and unpaid assessments,
appropriately pro-rated and only to the extent not delinquent, that are
assessed against the Property (with no adjustment to the Purchase Price).
Status.

As-Is Purchase. Except as otherwise provided in Section 14.2,

Seller hereby specifically disclaims any warranty, guaranty or representation,
oral or written, past, present or future, of, as to or concerning (i) the
nature and condition of the Property, including, but not by way of limitation,
the water, soil, geology, environmental conditions (including the presence or
absence of any Hazardous Materials (defined below)), and the suitability
thereof for any and all activities and uses which Buyer may elect to conduct
thereon; (ii) the nature and extent of any right-of-way, lease, possessory
interest, lien, encumbrance, license, reservation, condition or otherwise; and
(iii) the compliance of the Property or its operation with any laws,
ordinances or regulations of any government or other body. The sale of the
Property as provided for herein is made on an "AS IS" basis, and Buyer
expressly acknowledges that, in consideration of the agreements of Seller
herein, and except as otherwise expressly specified herein, SELLER MAKES NO
WARRANTY OR REPRESENTATION, EXPRESS OR IMPLIED, OR ARISING BY OPERATION OF
LAW, INCLUDING, BUT IN NO WAY LIMITED TO, ANY WARRANTY OF CONDITION,
HABITABILITY, MERCHANTABILITY OR FITNESS FOR A PARTICULAR PURPOSE OF THE
PROPERTY. The term "Hazardous Materials" shall mean any substance: (i) the
presence of which requires investigation or remediation under any federal,
state or local statute, regulation, ordinance, order, action, policy or common
law; (ii) which is or becomes defined as a "hazardous waste," "hazardous
substance, " pollutant or contaminant under any federal, state or local
statute, regulation, ordinance, rule, directive or order or any amendments
thereto (hereinafter referred to as "Environmental Laws") including, without
limitation, the Comprehensive Environmental Response, Compensation and
Liability Act (42 U.S.C. Section 9601 et seq.) and/or the Resource
Conservation and Recovery Act (41 U.S.C. Section 6901 et seqg.); (iii) which is
toxic, explosive, corrosive, flammable, infectious, radioactive, carcinogenic,
mutagenic or otherwise hazardous and is or becomes regulated by any
governmental authority, agency, department, commission, board, agency or
instrumentality of the United States, the State of California or any political
subdivision thereof; (iv) which contains gasoline, diesel fuel or other
petroleum hydrocarbons; (v) which contains polychlorinated biphenyls (PCBs),
asbestos or urea formaldehyde foam insulation; or (vi) radon gas.

Release. Excluding any claim that Buyer may have against Seller

as a result of any breach by Seller of any of Seller's representations or
warranties set forth in Section 14.2, effective as of Close of Escrow, Buyer,
for itself and its agents, affiliates, successors and assigns, hereby releases
and forever discharges Seller and its officers, directors, shareholders,
members, partners, agents, affiliates, successors and assigns (collectively,
"Seller's Parties") from, and waives any right to proceed against Seller or
Seller's Parties for, any and all costs, expenses, claims, liabilities and
demands (including attorneys' fees and costs) at law or in equity, whether
known or unknown, arising out of the physical, environmental, economic, legal
or other condition of the Property (collectively, "Claims"), including any
claims for contribution pursuant to the Comprehensive Environmental Response,
Compensation and Liability Act of 1980, as amended, or any other Environmental
Laws which Buyer has or may have in the future. Without limiting the
foregoing, Buyer hereby specifically waives the provisions of Section 1542 of
the California Civil Code which provide:

"A GENERAL RELEASE DOES NOT EXTEND TO CLAIMS WHICH THE

CREDITOR DOES NOT KNOW OR SUSPECT TO EXIST IN HIS

FAVOR AT THE TIME OF EXECUTING THE RELEASE, WHICH IF

KNOWN BY HIM MUST HAVE MATERIALLY AFFECTED HIS

SETTLEMENT WITH THE DEBTOR."

Notwithstanding anything to the contrary contained in this Section 7.2, Buyer
shall not release Seller from any Claims which Buyer, as tenant, may have
against Seller, as landlord, under the Lease that accrue prior to Close of
Escrow, and such claims as against Seller shall survive Seller's assignment to
Buyer of the Lease. Buyer hereby specifically acknowledges that Buyer has
carefully reviewed this Section 7.2, and discussed its import with legal
counsel, is fully aware of its consequences, and that the provisions of this
Section 7.2 are a material part of this Agreement.

Buyer ( ) ( ) agrees.




Operation of Property Through Closing Date. Seller hereby

covenants with Buyer that during the Contract Period:

Leases, Contracts. Seller shall not enter into or amend any

lease, service contract or any other agreement or contract affecting or
relating to the Real Property that will survive Close of Escrow (including the
Lease or any Service Contract) without the prior written consent of Buyer,
which consent shall not be unreasonably withheld or conditioned. Buyer shall
be deemed to have given its consent if Buyer does not deliver a written
response to Seller within five (5) days after Seller's written request for
such consent;

Insurance. All insurance coverage carried by Seller with

respect to the Real Property and in effect as of the Effective Date shall
remain continuously in full force and effect; and

Maintenance. Seller shall continue to maintain the Real

Property in substantially the same manner in which Seller is maintaining the
Real Property as of the Effective Date.

Grant Deed. Seller shall convey to Buyer all of its interest in the

Real Property by a grant deed (the "Deed") in the form of Exhibit E, attached
hereto.

Conditions Precedent. In addition to the documents and funds which must

be placed into Escrow prior to Close of Escrow as stated in Section 11 of this
Agreement, the following are conditions precedent to Close of Escrow:

Seller. The following are conditions precedent to Seller's

obligation to proceed with Close of Escrow:

No Proceedings. No suit, action or other proceeding

(instituted by any party other than Seller) shall be pending which seeks, nor
shall there exist any judgment the effect of which is, to restrain the
purchase and sale of the Property;

Buyer's Representations True and Correct. Buyer's

representations and warranties set forth herein shall be true and correct in
all material respects on Close of Escrow;

Performance of Covenants. Buyer shall have performed all of

Buyer's covenants and agreements contained in this Agreement that are required
to be performed by Buyer prior to or on Close of Escrow; and

Corporate Resolutions. Buyer shall have provided to Seller

and Title Company prior to Close of Escrow certified copies of corporate
resolutions approving the execution and delivery of this Agreement and the
consummation of the transactions contemplated hereby, together with such other
certificates of incumbency and other evidences of corporate or regulatory
authority, including certificates of good standing, as Seller or Title Company
may reasonably require.

Buyer. The following are conditions precedent to the Buyer's

obligation to proceed with Close of Escrow:

Satisfaction with Due Diligence. Buyer's inspection and

approval during the Due Diligence Period of the Due Diligence Materials, the
Service Contracts, the updated Survey and all other physical, environmental,
legal and any other matters relating to the Property that Buyer may elect to
investigate.

Title. Buyer's inspection and approval or deemed approval

of all title and survey matters relating to the Property within the time
periods provided in Sections 6.6 and 6.7 and Escrow Holder shall be ready,
willing and able to insure Buyer's fee title interest in the Property subject
only to the exceptions approved (or deemed approved) by Buyer pursuant to
Sections 6.6 and 6.7 or those caused by or attributable to the acts of Buyer
or its consultants.

Financing Contingency.

Loan Commitment. Buyer's receipt prior to the

sixtieth (60th) day after the Effective Date of a commitment (the "Loan
Commitment") from a lender acceptable to Buyer pursuant to which the lender
commits to lend to Buyer (the "Loan") an amount equal to sixty-five percent
(65%) of the Purchase Price at a fixed interest rate not to exceed eight
percent (8%), compounded monthly. The Loan shall have a term of not less than
five (5) years and be amortized over twenty (20) year period. The Loan shall
be secured by a first priority deed of trust on the Real Property. The
contingency described in this Section 9.2.3.a is hereinafter referred to as
the "Financing Contingency."

Conditional Commitment Letter. Within thirty (30)

days after the Effective Date, Buyer shall either (i) provide to Seller
evidence reasonably acceptable to Seller that Buyer has obtained the Loan
Commitment, subject only to the lender's review and approval of certain third
party reports regarding the condition of the Property and the estimated value
of the Property (e.g., Phase I Report, property condition assessment,
appraisal) and other commercially reasonable conditions or (ii) waive the
Financing Contingency by written notice to Seller. If Buyer fails to provide
to Seller the evidence described in subsection (i) above or waive the
Financing Contingency by written notice to Seller, then Seller shall have the
right to terminate this Agreement by written notice to Buyer within five (5)
business days after the expiration of the thirty (30) day period referenced
above. Failure by Seller to terminate this Agreement within the time period
provided above shall be deemed a waiver by Seller of its right to terminate
this Agreement pursuant to this Section.



Conditions as of Closing. As of Close of Escrow:

No Proceedings. No suit, action or other proceeding

(instituted by any party other than Buyer) shall be pending which seeks, nor
shall there exist any judgment the effect of which is, to restrain the
purchase and sale of the Property;

Seller's Representations True and Correct. Seller's

representations and warranties set forth in this Agreement shall be true and
correct in all material respects; and

Performance and Covenants. Seller shall have

performed all of the covenants and agreements herein that Seller is required
to perform on or before Close of Escrow.

Resolutions. To the extent requested by Buyer or Title

Company, Seller shall have provided to Buyer and Title Company at Close of
Escrow with evidence of authority to transfer the Property to Buyer.

Failure of Buyer's Conditions Precedent. If any of Buyer's

conditions precedent described in Section 9.2 have not been satisfied, waived
or deemed waived by the time provided therein, then, except in the case of a
failure of the condition precedent in Section 9.2.4.c or a failure of the
condition precedent set forth in Section 9.2.4.b. due to any reason other than
a change in circumstances over which Seller has no reasonable control (either
of which failure shall constitute a default by Seller under this Agreement),
this Agreement shall terminate. If Close of Escrow fails to occur due to a
default under this Agreement by either Seller or Buyer, the parties'
respective remedies shall be as described in Section 5 hereof.

Waiver. Notwithstanding anything to the contrary contained in

this Agreement, the parties' participation in Close of Escrow shall be deemed
a waiver of (i) each party's ability to terminate this Agreement on the basis
of any failure of any conditions precedent and (ii) each party's right to seek
damages from the other party for the breach of any representations, warranty
or covenant of which the non-breaching party had actual knowledge prior to
Close of Escrow; provided, however, that such waivers shall not be deemed to
waive a party's right to such damages for any subsequently discovered breach
of any representation, warranty or covenant made by the other party to this
Agreement, subject to the express limitations provided in Section 15.12. For
purposes of this Section 9.4, a party shall be deemed to have "knowledge" of a
misrepresentation or breach of warranty or covenant if either it, or any of
its consultants in connection with this Agreement (including, without
limitation, in Buyer's case, Buyer's Representative), has such knowledge.
Closing Date. The close of Escrow (the "Close of Escrow") shall occur

on the fifteenth (15th) day after the satisfaction or waiver of the conditions
precedent set forth in Sections 9.2.1, 9.2.2 and 9.2.3 above (the "Scheduled
Closing Date"); provided, however, so long as it is acceptable to Buyer's
lender, Seller shall have the right to delay the Scheduled Closing Date for up
to sixty (60) days by written notice to Buyer to the extent necessary in order
to cure any Objections. The day on which Escrow actually closes is
hereinafter referred to as the "Closing Date."

Escrow.

Time. Close of Escrow shall occur when all documents and funds

specified in this Section 11 have been deposited into Escrow. The failure of
Seller or Buyer to be in a position by the Scheduled Closing Date to fulfill
their respective obligations with respect to Close of Escrow and thus enable
Title Company to cause Close of Escrow to occur on the Scheduled Closing Date
shall constitute a default by the party so failing.

Documents. On or before the business day immediately preceding

the Scheduled Closing Date, the parties shall deposit into Escrow the funds
and documents described below.

Seller. Seller shall deposit the following:

Deed. A duly executed and acknowledged Deed,

conveying to Buyer all of its interest in the Real Property;

Assignment. Two (2) duly executed counterparts of a

General Assignment (the "Assignment") in the form of Exhibit F, attached
hereto, transferring to Buyer all of Seller's interest in the Lease and
Intangible Property;

Non-Foreign Person Certificate. A duly executed non-

foreign person certificate (the "Non-Foreign Person Certificate") under
Section 1445 of the Internal Revenue Code in the form of Exhibit G, attached
hereto;

Form 590-RE. A duly executed Withholding Exemption

Certificate for Real Estate Sales (Form 590-RE) (the "Form 590-RE");

Seller's Date Down Certificates. A Seller's Date Down

Certificate ("Seller's Date Down Certificate") in the form of Exhibit H,
attached hereto; and

Additional Documents. Such additional documents and

funds, including without limitation, escrow instructions consistent with the
terms and conditions of this Agreement, as may be reasonably required of
Seller to close the transaction in accordance with this Agreement.

Buyer. Buyer shall deposit the following:

Purchase Price. The Purchase Price, plus or minus the

closing adjustments and prorations due hereunder;

Assignment. Two (2) duly executed original

counterparts of the Assignment;



Buyer's Date Down Certificate. A duly executed

Buyer's Date Down Certificate in the form of Exhibit I, attached hereto; and
Additional Documents. Such additional documents and

funds, including without limitation, escrow instructions consistent with the
terms and conditions of this Agreement, as may be reasonably required of Buyer
to close the transaction in accordance with this Agreement.

Procedure. Escrow Holder shall close the Escrow as follows:

Record Deed. Record the Deed in the Official Records of

Alameda County, California (instructing the County Recorder not to affix the
amount of any documentary transfer taxes to the Deed but to attach a separate
statement to the Deed after recording) and deliver conformed copies thereof to
Buyer and Seller;

Purchase Price. Deliver to Seller by wire transfer to the

account designated by Seller in writing, the Purchase Price, minus prorations
and closing costs;

Additional Deliveries to Seller. Deliver to Seller one

(1) fully executed original of the Assignment and Buyer's Date Down
Certificate; and

Additional Deliveries to Buyer. Deliver to Buyer (i) one

(1) fully executed original of the Non-Foreign Certificate, Assignment, Form
590-RE, and Seller's Date Down Certificate, and (ii) the owner's title policy
purchased by Buyer.

Possession. To the extent Buyer is not already in possession of

the Property at Close of Escrow as the tenant under the Lease, Seller shall
deliver possession of the Property to Buyer at Close of Escrow.

Deliveries Outside Escrow. Upon Close of Escrow, Seller shall

deliver (or shall have previously delivered) to Buyer, without any
representation as to accuracy or completeness, the following items to the
extent in Seller's possession:

Keys; Security Systems. Keys to all buildings located on

the Real Property and access codes to any security systems comprising part of
the Property;

Approvals. Originals or, to the extent originals are not

available, copies of all governmental licenses, permits and approvals relating
to the occupancy or use of the Real Property;

Project Agreements and Project Documents. Originals, or to

the extent originals are not available, copies of all construction drawings
and specifications (including, without limitation, structural, electrical,
HVAC, mechanical and plumbing plans and specifications) and any addenda
thereto, and all other blueprints, architectural documents, operating manuals
and similar documents, landscaping plans, development plans and shop drawings
relating to the Improvements; and

Warranties. Originals or, to the extent originals are not

available, copies of all existing warranties given by third parties with
respect to the Real Property that are in Seller's possession.

Escrow Instructions. This Agreement shall serve as escrow

instructions and an executed copy of this Agreement shall be deposited by
Seller and Buyer with Escrow Holder following the execution and delivery
hereof. The parties agree to execute for the benefit of Escrow Holder such
additional escrow instructions as required, provided that the additional
escrow instructions do not change the terms of this Agreement but merely offer
protection to Escrow Holder. Seller and Buyer hereby designate Escrow Holder
as the "Reporting Person" for the transaction pursuant to Section 6045(e) of
the Internal Revenue Code.

Closing Costs and Prorations.

11.7.1. Closing Costs

Buyer's Share of Closing Costs. Buyer shall pay the

following portions of the closing costs (the "Closing Costs") in connection
with transfer of the Property: (A) the title insurance premiums for the
owner's title policy and any endorsements requested by Buyer; (B) the Escrow
fees; and (C) all recording fees incurred in connection with the Deed.
Seller's Share of Closing Costs. Seller shall pay the

following portions of the Closing Costs: (A) all County documentary transfer
taxes; and (B) all recording fees not the responsibility of Buyer pursuant to
Section 11.7.1.a above.

No Close of Escrow. If Close of Escrow does not occur

because of a failure of either Seller or Buyer to comply with its obligations
under this Agreement, the costs incurred in connection with the Escrow,
including the cost of the Title Report and any cancellation fees or other
costs of Title Company, shall be paid by the defaulting party. If Close of
Escrow does not occur because of any other reason, including any termination
of this Agreement by Buyer pursuant to Sections 6.5, 6.6 (other than as a
result of Seller's failure to cure or satisfy any Objection which Seller has
agreed to cure or satisfy) or 6.7, such costs shall be paid equally by Buyer
and Seller.

11.7.2. Lease Rentals

Prorations. All accrued rent (including all accrued

operating expenses and tax escalations and recoveries), charges and revenues
of any kind under the Lease shall be prorated as of 11:59 p.m. Pacific
Daylight Savings Time on the day immediately prior to Close of Escrow (the
"Proration Date") based on the actual number of days in the month in which



Close of Escrow occurs; provided, however, Seller shall receive a credit at
Close of Escrow for any uncollected rent, charges or revenues. If, after
Close of Escrow, either Buyer or Seller receives any revenue to which it is
not entitled under the terms of this Agreement, the party receiving the
revenue shall promptly forward such amount to the other party.

Order of Application. The rents and other payments

collected after the Proration Date from any tenant shall be applied to rents
and/or payments in the order in which the rents and/or payments became due
(i.e., on a FIFO basis).

Re-Proration. After the Closing Date, when periodic tenant

reconciliations are performed (which tenant reconciliations shall be performed
no later than sixty (60) days after the end of the calendar year), Buyer and
Seller shall promptly re-prorate the rent, charges and revenues under the
Lease if any additional rent is due to or owed by the tenant under the terms
of the Lease for the period prior to Close of Escrow. Any amounts due from
one party to the other as a result of the re-proration shall be paid in cash
at the time of the re-proration.

Leasing Costs. All brokerage commissions which are the

obligation of the landlord due in connection with the Lease (collectively,
"Leasing Costs") shall be paid in full by Seller. Buyer shall be responsible
for all brokerage commissions which shall become due after Close of Escrow in
connection with any modifications or amendments to the Lease or any other
leases entered into by Buyer.

Security Deposits. Buyer shall receive a credit against the

Purchase Price equal to all security deposits or any other deposits currently
held by Seller in connection with the Lease.

Real Estate Taxes. All real and personal property taxes,

installments of bonds and special taxes and assessments (collectively,
"Taxes") attributable to the Real Property (to the extent they are not the
obligation of the tenant under the Lease) shall be prorated as of 11:59 p.m.
Pacific Daylight Savings Time on the Proration Date based on a 365-day year
and the assessed value of the Property in effect on the Proration Date.

Seller shall pay or credit Buyer for all such Taxes attributable to periods
through and including the Proration Date. If at any time after the Proration
Date additional or supplemental Taxes (which are not the obligation of the
tenant under the Lease) are assessed against the Real Property by reason of
any event occurring prior to or on the Proration Date, or there is any rebate
of such Taxes (with Seller being responsible for the supplemental or
additional taxes attributable to the period prior to and including the
Proration Date and Buyer being responsible for the supplemental or additional
taxes attributable to the period after the Proration Date), Buyer and Seller
shall promptly re-prorate such Taxes, and any amounts due from one party to
the other shall be paid in cash at that time. All Taxes which the tenant is
obligated to pay to Seller as landlord under the Lease shall be considered to
be rent for purposes of prorating such Taxes and shall be prorated among Buyer
and Seller pursuant to Section 11.7.2.

Utilities. Buyer shall arrange with all utility services

and companies serving the Real Property to have accounts started in the name
of Buyer or its property manager beginning as of the Closing Date. Seller
shall not assign to Buyer any deposits Seller has with any utility services or
companies. Buyer and Seller shall cooperate to have the utility services and
companies make utility readings as of the Proration Date. If readings cannot
be made, utility charges shall be prorated as of 11:59 p.m. Pacific Daylight
Savings Time on the Proration Date based on estimates from the latest bills
available; provided, in any event, Seller shall pay, through and including the
Proration Date, all utility charges attributable to the Real Property that are
not payable directly by the tenant under the Lease. All utility charges
attributable to the Real Property that the tenant is obligated to pay to
Seller as landlord under the Lease shall be considered to be rent for purposes
of prorating such utility charges and shall be prorated among Buyer and Seller
pursuant to Section 11.7.2).

Insurance. Seller shall not assign to Buyer any insurance

policies in connection with the Property.

Owner's Association Dues. All owner's association dues with

respect to the Property shall be prorated as of 11:59 p.m. on the Proration
Date, with Seller being responsible for all owner's association dues
applicable to the period prior to the Closing Date and Buyer being responsible
for all owner's association dues applicable to the period after and including
the Closing Date.

Calculations for Closing. Seller and Buyer shall provide

Escrow Holder with a preliminary calculation of prorations no later than three
(3) days prior to the Proration Date and a final calculation no later than one

(1) day prior to the Proration Date. The final calculation shall be executed
by each party and may be relied upon by Escrow Holder in completing the
closing adjustments and prorations. In the event incomplete information is

available, or estimates have been utilized to calculate prorations as of the
Proration Date, any prorations relating thereto shall be further adjusted and
completed outside of Escrow within sixty (60) days after the Proration Date or
as soon as possible after complete information becomes available to Buyer and
Seller. Any adjustments to initial estimated prorations that are required
upon review of such complete information shall be made by Buyer and Seller,



with due diligence and cooperation, by prompt cash payment to the party
entitled to a credit as a result of such adjustments. Any errors or
adjustments in calculations of the foregoing adjustments shall be corrected or
adjusted as soon as practicable after Close of Escrow; provided, however, the
provisions hereof shall survive Close of Escrow for not more than one (1)
year.

Additional Costs. Buyer and Seller each shall pay their own

legal, lending and other fees and expenses incurred in connection with the
negotiation, documentation and closing of the contemplated transactions.
Brokerage Commission. Upon Close of Escrow, a real estate sales

commission (the "Commission") shall be paid by Seller to Buyer's Broker
(defined in the Summary of Certain Terms) pursuant to a separate agreement
entered into between Seller and Buyer's Broker. Except for Seller's payment
to Buyer's Broker of the Commission (from payment of which Seller shall
indemnify and hold harmless Buyer), each party to this Agreement warrants to
the other that no person or entity can properly claim a right to a real estate
commission, finder's fee or other real estate brokerage-type compensation
(collectively, "Real Estate Compensation") based upon the acts of that party
with respect to the transaction contemplated by this Agreement. Each party
hereby agrees to indemnify, protect and defend the other (by counsel
reasonably acceptable to the party seeking indemnification) against and hold
the other harmless from and against any and all loss, damage, liability or
expense, including costs and reasonable attorneys' fees, resulting from any
claims for Real Estate Compensation by any person or entity based upon such
acts.

Condemnation/Casualty.

Right to Terminate If, before Close of Escrow, all or any portion

of the Real Property is materially (as defined below) damaged or destroyed by
fire or other casualty, or is taken by a material (as defined below)
condemnation or action of eminent domain (or a material condemnation or
eminent domain action has been commenced against all or any portion of the
Real Property), then (i) upon obtaining actual knowledge thereof each party
shall notify the other of the casualty or the condemnation or eminent domain
action and (ii) except as provided in this Section 13, Buyer shall have the
option to terminate this Agreement upon written notice to Seller within five
(5) business days after Buyer's receipt of notice of any casualty or
condemnation or eminent domain action.

Election to Terminate. Provided and on the condition that (1)

Buyer is the tenant under the Lease and (ii) Buyer has satisfied all of the
conditions precedent set forth in Section VI.B of the Work Letter attached as
Exhibit C to the Lease with respect to Seller's obligation to pay to Buyer the
Tenant Improvement Allowance, Seller shall immediately pay to Buyer the Tenant
Improvement Allowance owed to Buyer under the Lease upon Buyer's termination
of this Agreement pursuant to Section 13. Upon termination of this Agreement,
neither Buyer nor Seller shall have any further rights or obligations under
this Agreement (except for Buyer's restoration obligation under 6.3.6, Buyer's
indemnity obligations under this Agreement and the parties' confidentiality
obligations under Section 15.16).

No Election to Terminate. If Buyer does not exercise the option

to terminate this Agreement, or does not have the option pursuant to the
express provisions of this Section 13, neither Buyer nor Seller shall have the
right to terminate this Agreement; however, Buyer shall be entitled to receive
and keep at Close of Escrow all insurance proceeds, in the event of any
casualty that occurs during the Contract Period, and all rights to receive
awards, in the case of a taking by condemnation or eminent domain that occurs
during the Contract Period with respect to the Property, regardless of when
paid and regardless of whether paid to Buyer or Seller, and Close of Escrow
shall be consummated pursuant to the terms hereof. There shall be no
reduction of the Purchase Price as a result of the casualty or condemnation.
Definition of Materiality.

Casualty. For purposes of this Agreement, the Real Property

shall be deemed "materially" damaged by fire or other casualty if (i) in the
reasonable opinion of Seller, it would take more than ninety (90) days from
after the date of the damage to repair the damage, or (ii) the cost of
repairing the damage caused by the fire or other casualty which is not covered
by insurance is reasonably estimated by Seller to exceed Two Hundred

Fifty Thousand Dollars ($250,000.00). 1In addition, a casualty shall be deemed
material if the damage or loss is uninsured and the cost to repair the
Property to its condition prior to the occurrence of the damage or destruction
is reasonably estimated by Seller to exceed the amount of Two Hundred

Fifty Thousand Dollars ($250,000.00).

Condemnation. For purposes of this Agreement, a material

condemnation or action in eminent domain shall be deemed to have occurred only
if, (i) the taking would materially impair access or require any substantial
reconfiguration of the Improvements located on the Real Property, or (ii) the
amount of the award as reasonably estimated by Seller would exceed Two Hundred
Fifty Thousand Dollars ($250,000.00).

Damage Caused by Tenant. Notwithstanding anything to the contrary

contained in this Section, if the Real Property is damaged due to the gross
negligence or willful misconduct of the tenant under the Lease, Buyer shall
not have the right to terminate this Agreement.



Representations and Warranties.

Buyer. Buyer represents and warrants to Seller the following:

Buyer's Investigation. Buyer has (or will have) examined,

inspected and conducted its own investigation of all matters with respect to
the physical and environmental condition of the Property, taxes, bonds,
permissible uses, zoning, covenants, conditions and restrictions and all other
matters which in Buyer's judgment bear upon the value and suitability of the
Property for Buyer's purposes. Buyer acknowledges that, except as otherwise
provided herein, Seller has not made any representation of any kind in
connection with soils, environmental or physical conditions on, or bearing on,
the use of the Real Property or the financial condition or creditworthiness of
any tenant, and Buyer is relying solely on Buyer's own inspection and
examination of such items and not on any representation of Seller.

Formation and Standing. Buyer is a corporation, duly

organized, validly existing and in good standing under the laws of the State
of Delaware.

Authority. Buyer has the full power to execute and deliver

and fully perform its obligations under this Agreement; and this Agreement
constitutes a valid and legally binding obligation of Buyer, enforceable in
accordance with its terms.

No Violation. Neither this Agreement nor anything provided

to be done hereunder violates or shall violate any contract, agreement or
instrument to which Buyer is a party, the effect of which shall be to prohibit
or to seek or purport to prohibit Buyer from fulfilling its obligations under
this Agreement.

No Assignment. Buyer has not made (i) a general assignment

for the benefit of creditors; (ii) filed any voluntary petition in bankruptcy
or suffered the filing of an involuntary petition by Buyer's creditors;

(iii) suffered the appointment of a receiver to take possession of all or
substantially all of Buyer's assets; (iv) suffered the attachment or other
judicial seizure of all, or substantially all, of Buyer's assets; (v) admitted
in writing its inability to pay its debts as they become due; or (vi) made an
offer of settlement, extension or composition to its creditors generally.
Seller. Seller represents and warrants to Buyer the following:

Authority. Seller has the full power to execute and deliver

and fully perform its obligations under this Agreement; and this Agreement
constitutes a valid and legally binding obligation of Seller, enforceable in
accordance with its terms.

No Conflicts. There is no agreement to which Seller is a

party or, to Seller's actual knowledge, which is binding on Seller which is in
conflict with this Agreement.

No Assignment. Seller has not (i) made a general assignment

for the benefit of creditors; (ii) filed any voluntary petition in bankruptcy
or suffered the filing of an involuntary petition by its creditors;

(iii) suffered the appointment of a receiver to take possession of all or
substantially all of its assets; (iv) suffered the attachment or other
judicial seizure of all, or substantially all, of its assets; (v) admitted in
writing its inability to pay its debts as they come due; or (vi) made an offer
of settlement, extension or composition to its creditors generally.

No Additional Leases. Seller has not entered into or

assumed any lease relating to the Property that is in effect as of the
Effective Date except for the Lease.

Good Standing. Seller is a limited liability company, duly

organized, validly existing and in good standing under the laws of the State
of Delaware.

No Warranties. Except for those representations and warranties

expressly set forth in Section 14.2, the parties understand and acknowledge
that no person acting on behalf of either Seller or Buyer is authorized to
make, and by execution hereof each party hereto acknowledges that no person
has made, any representation or warranty regarding the Property, or the
transaction contemplated herein, or regarding the Lease or the zoning,
construction, physical condition or other status of the Real Property. No
representation, warranty, agreement, statement, guaranty or promise, if any,
made by any person acting on behalf of either Seller or Buyer which is not
contained in this Agreement shall be valid or binding on that party.
Miscellaneous.

Indemnity. Seller shall indemnify, protect and defend (by counsel

reasonably acceptable to Buyer) and hold harmless Buyer from any Leasing Costs
payable in connection with the Lease. Buyer shall indemnify, protect and
defend (by counsel reasonably acceptable to Seller) and hold harmless Seller
from any brokerage commissions relating to any modification or amendment to
the Lease or the Property after Close of Escrow (other than Leasing Costs
payable by Seller pursuant to Section 11.7.4). The indemnification
obligations set forth in this Section 15.1 shall survive Close of Escrow.
Successors and Assigns. This Agreement shall be binding upon the

heirs, executors, administrator, and successors and assigns of Seller and
Buyer. Notwithstanding the forgoing, neither party may assign its rights and
obligations under this Agreement without the prior written consent of the
other party (which consent may be withheld in each party's sole discretion);
provided, however, (i) Seller may assign this Agreement without Buyer's
consent to any member of Seller in connection with a transfer of a portion of



the Property by Seller to a member in order to facilitate an Exchange (defined
in Section 16) by the member, (ii) Seller may assign this Agreement without
Buyer's consent to effectuate an Exchange, and (iii) Buyer may assign this
Agreement without Seller's consent to an Affiliate or to effect an Exchange.
For purposes of this Section 15.2, an "Affiliate" means (a) an entity that
directly or indirectly controls, is controlled by or is under common control
with Buyer or (b) an entity at least a majority of whose economic interest is
owned by Buyer; and "control" means the power to direct the management of such
entity through voting rights, ownership or contractual obligations. Any
assignment by Buyer (to which Seller has consented or for which Seller's
