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Forward-Looking Statements

This report includes “forward-looking statements” within the meaning of Section 27A of the Securities Act of 1933, as amended (the “1933 Act”) and
Section 21E of the Securities Exchange Act of 1934, as amended (the “1934 Act”). All statements other than statements of historical fact are “forward-looking
statements” for purposes of this annual report, including any projections of earnings, revenues or other financial items, any statements of the plans and objectives
of management for future operations, any statements concerning proposed new products or services, any statements regarding future economic conditions or
performance and any statement of assumptions underlying any of the foregoing. In some cases, forward-looking statements can be identified by the use of
terminology such as “may,” “will,” “expects,” “plans,” “anticipates,” “estimates,” “potential,” or “continue,” or the negative thereof or other comparable
terminology. Although we believe that the expectations reflected in the forward-looking statements contained herein are reasonable, there can be no assurance that
such expectations or any of the forward-looking statements will prove to be correct and actual results could differ materially from those projected or assumed in
the forward-looking statements. Our future financial condition and results of operations, as well as any forward-looking statements, are subject to inherent risks
and uncertainties, including but not limited to the risk factors set forth in Item 1A below and for the reasons described elsewhere in this annual report. All
forward-looking

9« » <« .



Table of Contents

statements and reasons why results may differ included in this report are made as of the date hereof and we do not intend to update any forward-looking
statements except as required by law or applicable regulations.

Trademarks

All Nektar brand and product names contained in this document are trademarks or registered trademarks of Nektar Therapeutics in the United States (U.S.)
and other countries. The following, which appear in this document, are registered or other trademarks owned by the following companies: Exubera and Somavert
(Pfizer Inc); PEGASYS (Hoffmann-La Roche Ltd.); Neulasta (Amgen Inc.); PEG-INTRON (Schering-Plough Corporation); Macugen ((OSI)-Eyetech);
MIRCERA® (Hoffman-La Roche Ltd.); Ostabolin-C (Zelos Therapeutics, Inc.); Hematide (Affymax, Inc.) and Cimzia (UCB Group).
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PART I

Item 1. Business
General Business Overview

We are a biopharmaceutical company with a mission to develop breakthrough products that make a difference in patients’ lives. We create differentiated,
innovative products by applying our platform technologies to established or novel medicines. Our two leading technology platforms are Pulmonary Technology
and PEGylation Technology. Nine products using these technology platforms have received regulatory approval in the U.S. or the European Union (EU). Our two
technology platforms are the basis of nearly all of our partnered and proprietary product and product candidates.

We create or enable potential breakthrough products in two ways. First, we develop products in collaboration with pharmaceutical and biotechnology
companies that seek to improve and differentiate their products. Second, we apply our technologies to already approved drugs to create and develop our own
differentiated, proprietary product candidates. Our proprietary product candidates are designed to target serious diseases in novel ways. We believe our
proprietary product candidates have the potential to raise the standards of current patient care by improving one or more performance parameters including
efficacy, safety and ease-of-use.

Our technology platforms enable improved performance of a variety of new and existing molecules. Our Pulmonary Technology makes drugs inhaleable to
deliver them to and through the lungs for both systemic and local lung applications. Our PEGylation Technology is a chemical process designed to enhance the
performance of most drug classes with the potential to improve solubility and stability, increase drug half-life, reduce immune responses to an active drug, and
improve the efficacy or safety of a molecule in certain instances.

Strategy
The three key elements of our business strategy are described below.
Maximize the Diabetes Opportunity

Exubera® (insulin human [rDNA origin]) Inhalation Powder is rapid-acting, powder human insulin that is inhaled normally through the mouth into the
lungs prior to eating using the hand-held Exubera Inhaler. We believe Exubera has the potential to substantially improve insulin therapy as it provides adults with
Type 1 and Type 2 diabetes with the first non-invasive delivery form of insulin. Exubera was approved for marketing in January 2006 in both the U.S. and the EU
and is also approved in both Brazil and Mexico. We also have other development programs that target the diabetes therapeutic area based on our technology
platforms including a next-generation Exubera development program.

Develop Our Own Proprietary Products

We are developing a portfolio of proprietary product candidates that are intended to address critical unmet medical needs by exploiting our technology
platforms and know-how in combination with already approved drugs. Our strategy is to identify molecules that would benefit from the application of our
technologies and potentially improve one or more performance parameters including efficacy, safety and ease of use. Our objective is to create value by
advancing these product candidates into clinical development and then deciding on a product by product basis whether we want to continue development on our
own or seek a partner. Partnering options could range from a comprehensive license to a co-promotion and co-development arrangement depending on a number
of factors, such as the cost and complexity of development, needs for commercialization and therapeutic area focus.

4



Table of Contents

Maintain and Create High Value Partnerships

We have collaborations or licensing arrangements with more than thirty pharmaceutical and biotechnology companies. Our partnering strategy enables us
to develop a large and diversified pipeline of drug products and product candidates using our technologies. Historically, we have combined our technologies with
molecules provided by or brought to us by our partners. As we continue to shift our focus towards developing proprietary product candidates, in addition to
supporting our current partner development programs, we expect to engage in selecting high value partnerships in order to optimize revenue potential, probability
of success and overall return on investment.

Our Technology Platforms
Our technology platforms are designed to improve the performance of new and existing drugs including both small and macromolecules. Our two

technology platforms are described below.

Pulmonary Technology. Our Pulmonary Technology includes technologies for drug formulation, powder processing, powder filling and packaging, as well
as dry powder inhaler devices to create an integrated system that delivers therapeutics to the lung. We also have technology to deliver liquid aerosols to the deep
lung in an efficient and reproducible manner. We are currently working with a variety of different dry powder inhalers and several different types of liquid
nebulizers. Exubera is the only FDA approved product using our Pulmonary Technology.

We believe our Pulmonary Technology has the potential to offer one or more of the following benefits:
*  Non-invasive delivery of certain peptides and proteins for systemic distribution;
*  Systemic delivery of molecules that require fast onset of action; and

*  Local lung targeting to treat pulmonary disease while reducing systemic exposure.

In addition to Exubera, our Pulmonary Technology is being used in six product candidates in clinical development including:

+ an inhaled formulation of tobramycin being developed in partnership with Novartis Pharma AG for the treatment of lung infections in patients with
cystic fibrosis and currently undergoing Phase 3 clinical trials;

+  an inhaled formulation of dronabinol being developed in partnership with Solvay Pharmaceuticals for the treatment of migraines and currently
undergoing Phase 2 clinical trials;

+ inhaled ostabolin-C being developed in partnership with Zelos Therapeutics for the treatment of osteoporosis and currently undergoing Phase 1 trials;
and

+  an inhaled formulation of Ciprofoxacin being developed in partnership with Bayer Healthcare for the treatment of lung infections in cystic fibrosis
patients and currently undergoing Phase 1 trials. It is also used in two of our proprietary product candidates in early clinical trials. Exubera has
received FDA and EMEA approval using this technology.

PEGylation Technology. Our PEGylation Technology is designed to enhance performance of a variety of drug classes including macromolecules, such as
peptides and proteins, as well as small molecules and other drugs. PEGylation is a chemical process where PEG chains are attached to active drugs to give them
certain unique properties such as the potential to improve drug solubility and stability, increase drug half-life, reduce immune responses to an active drug, provide
drug targeting and improve the efficacy or safety of a drug in certain instances.



Table of Contents

We believe our PEGylation Technology has the potential to offer one or more of the following benefits:

*  Reduced rate of drug absorption from a subcutaneous injection and slowing the rate of elimination or metabolism by improving stability of the drug in
the body thereby lowering the number of injections required for a patient for certain therapies;

*  Reduced immune response to certain macromolecules which may prolong their effectiveness with repeated doses;

«  Improved efficacy or safety in certain instances as a result of better pharmacokinetics of the drug in the body; and

+ Improved targeting of a drug to act at the site of disease thus having the potential to improve efficacy or reduce toxicity.

Currently this technology is used in seven products approved in the U.S. and one in the EU. It is also used in two of our early stage proprietary product

development programs.

Approved products and clinical pipeline

The following table summarizes select proprietary and partnered products and product candidates including product candidates in pre-clinical, clinical
development, products for which a New Drug Application, or NDA, or Biologics License Application, or BLA, has been filed, and products that have received
regulatory approval in one or more jurisdictions. The table includes the type of molecule or drug, the primary indication for the product or product candidate and
the status of the program. Approval status applies to the U.S. market unless otherwise noted.

Molecule Primary Indication Partner Status(1)

Pulmonary Technology

Partnered

Exubera® (insulin human [rDNA origin]) Inhalation Adult Type 1 and Type 2 Diabetes Pfizer Inc Approved in EU and U.S.,
Powder Brazil and Mexico
Tobramycin inhalation powder Lung infections in cystic fibrosis patients Novartis Pharma AG Phase 3
Pulmonary dronabinol (Dronabinol metered dose Migraine (with and without aura) Solvay Pharmaceuticals, Inc. Phase 2
inhaler)

Ciprofloxacin Inhalation Powder Lung infections in cystic fibrosis patients Bayer Healthcare Phase 1
Pulmonary ostabolin-C Osteoporosis Zelos Therapeutics Phase 1

Proprietary
Inhaled Antibiotics (Aerosolized amikacin) Adjunctive treatment of pneumonia in ventilated patients Nektar Proprietary Program Phase 2
Ampbhotericin B inhalation powder Prevention of pulmonary aspergillosis Nektar Proprietary Program Phase 1

Pegylation Technology
Partnered

Neulasta® (pegfilgrastim)

PEGASYS® (peginterferon alfa-2a)
Somavert® (pegvisomant)
PEG-INTRON® (peginterferon alfa-2b)
Macugen® (pegaptanib sodium injection)

Cimzia™ (certolizumab pegol, CDP870)

MIRCERA® (C.E.R.A.) (Continuous Erythropoiesis

Receptor Activator)

Neutropenia

Hepatitis-C

Acromegaly

Hepatitis-C

Age-related macular degeneration

Crohn’s disease
Renal anemia

Amgen Inc.

Hoffmann-La Roche Ltd.

Pfizer Inc

Schering-Plough Corporation

OSI Pharmaceuticals (formerly Eyetech)

UCB Pharma
Hoffmann-La Roche Ltd.

(pre-pivotal)

Approved
Approved
Approved
Approved
Approved U.S.

EU & Canada
Filed in U.S. & EU
Filed in U.S.& EU
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Molecule Primary Indication Partner Status(1)
Cimzia™ (certolizumab pegol, CDP870) Rheumatoid arthritis UCB Pharma Phase 3
Macugen® (pegaptanib sodium injection) Diabetic macular edema (DME) OSI Pharmaceuticals (Eyetech) Phase 2
Macugen® (pegaptanib sodium injection) Retinal Vein Occlusion (RVO) OSI Pharmaceuticals (Eyetech) Phase 2
Hematide™ (synthetic peptide-based, erythropoiesis- stimulating ~ Anemia Affymax, Inc. Phase 2

agent)
CDP 791 (PEG-antibody fragment angiogenesis inhibitor) Non-Small Cell Lung Cancer UCB Pharma Phase 2
Undisclosed Undisclosed Pfizer Inc Phase 2

Proprietary
Undisclosed Pain related Nektar Proprietary Program Phase 1
Undisclosed Oncology Nektar Proprietary Program Pre-clinical

(1)  Status definitions are:

Approved—regulatory approval to market and sell product obtained in the U.S., EU and other countries.

Phase 3 or Pivotal—Product in large-scale clinical trials conducted to obtain regulatory approval to market and sell a drug. Typically, these trials are initiated following encouraging Phase II trial results.

Phase 2—Product in clinical trials to establish dosing and efficacy in patients.

Phase 1— Product in clinical trials typically in healthy subjects to test safety.

Pre-clinical—Group of studies that test a drug on animals and other nonhuman test systems. This testing is conducted to gain more data about the pharmaceutical’s efficacy and safety before tests on humans can
begin.

Partnership with Pfizer for Exubera

In 1995, we entered into a collaboration with Pfizer to develop and commercialize Exubera® (insulin human [rDNA origin]) Inhalation Powder. Exubera is
rapid-acting, powder human insulin that is inhaled normally through the mouth into the lungs prior to eating using the hand-held Exubera Inhaler. The Exubera
Inhaler weighs four ounces and, when closed, is about the size of an eyeglass case. The Exubera Inhaler produces a cloud of insulin powder in its chamber, which
is designed to pass rapidly into the bloodstream to regulate the body’s blood sugar levels. In patients with type 2 diabetes, Exubera can be used alone or in
combination with diabetes pills or longer-acting insulin. In patients with type 1 diabetes, Exubera will be used in combination with longer-acting insulin.

We developed both Exubera Inhalation Powder and the Exubera Inhaler in partnership with Pfizer using our Pulmonary Technology. Under our
collaboration agreement, Pfizer has sole responsibility for marketing and selling Exubera. Pfizer has the ability to manufacture up to one-half of the Exubera
Inhalation Powder and also has responsibility for the automated filling of all insulin blister packs for the Exubera Inhaler and packaging of the Exubera product.
We currently perform all of the manufacturing for the Exubera Inhalation Powder and Exubera Inhalers. Pfizer has an Exubera Inhalation Powder manufacturing
facility and will likely manufacture a portion of the Exubera Inhalation Powder beginning this year. We receive manufacturing revenues from the sale to Pfizer of
the Exubera Inhalation Powder and Exubera Inhalers and a product royalty based on end product sales and Pfizer’s cost of goods sold.

Insulin is a protein hormone naturally secreted by the pancreas to, in part, facilitate uptake of glucose into cells. Diabetes, the inability of the body to
properly regulate blood glucose levels, is caused by insufficient production of insulin by the pancreas or resistance to the insulin produced. Over time, high blood
glucose levels can lead to blindness, loss of circulation, kidney failure, heart disease or stroke. Insulin is a widely-used and relied upon standard of therapy for
patients with both Type 1 and Type 2 diabetes.

According to the World Health Organization, approximately 171 million people worldwide have diabetes, and that number is expected to grow to
366 million by 2030. All Type 1 diabetics, estimated at between 5% and 10% of all diabetics, require insulin therapy. Type 1 diabetics require both basal insulin
in the form of long-acting insulin and multiple treatments of regular or short-acting insulin throughout the day. Type 2 diabetics, depending on the severity of their
disease, may or may not require insulin therapy. We believe that because of the
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inconvenience and unpleasantness of injections, many Type 2 patients who do not require insulin to survive, despite the fact that they would benefit from it, are
reluctant to start insulin treatment. This can result in poor control of blood sugars which can lead to the complications of the disease. Further, we believe that
many Type 1 and Type 2 patients take less insulin than they should in part because of the dislike of injections. We also believe that Exubera could result in greater
patient compliance by eliminating some insulin injections for Type 1 and some Type 2 patients and all insulin injections for some Type 2 patients.

A ten-year study by the National Institutes of Health (NIH) in Type 1 diabetics demonstrated that the longer term sequela of diabetes could be significantly
reduced by dosing more frequently resulting in lowering of glycosolated hemoglobin. The NIH study recommended dosing regular insulin three to four times per
day, a regimen that would more closely mirror the action of naturally produced insulin in non-diabetics. Because of the risk of severe hypoglycemia, this course
of treatment is not recommended for children, older adults, and people with heart disease or with a history of frequent severe hypoglycemia. Similar results were
demonstrated in Type 2 patients in a trial in the United Kingdom.

In January 2006, Exubera received marketing approval in the U.S. and E.U for the treatment of adults with Type 1 and Type 2 diabetes for the control of
hyperglycemia. In July 2006, Pfizer began the initial commercial launch of Exubera. Pfizer is taking a phased approach to the Exubera commercial launch. In the
second half of 2006, the early phase of the Exubera launch focused on Pfizer manufacturing scale-up activities and the education of diabetes specialists. In 2007,
Pfizer has initiated the next phase of the launch by expanding the education, marketing and sales efforts more broadly to primary care physicians.

Nektar Proprietary Product Development Programs
Inhaled Antibiotics (Aerosolized amikacin) for Adjunctive Treatment of Pneumonias in mechanically ventilated patients

Our Inhaled Antibiotic development program focuses on the adjunctive aerosol treatment of intubated and mechanically ventilated patients diagnosed with
gram negative pneumonia; a significant cause of hospital-based morbidity and mortality. Current therapy for these types of pulmonary infections relies almost
exclusively upon high doses of intravenous antibiotics, which can be associated with severe side effects. Aminoglycosides is a particular class of antibiotics that
can be effective for treating pneumonias associated with gram-negative organisms, such as Pseudomonas aeruginosa, when administered through intravenous
therapy. However, this class of antibiotics penetrates poorly from the blood to the lung relative to other classes of antibiotics, which can cause unwanted systemic
toxicities including damage to kidneys and hearing. Gram-negative bacteria accounts for a majority of hospital-acquired pneumonias and causes significant
morbidity and mortality.

Our Inhaled Antibiotic program uses a proprietary liquid delivery system that delivers aerosolized amikacin to the lung to treat these pneumonias. This
product candidate could be used in conjunction with standard intravenous antibiotics and has potential to improve the outcomes and reduce systemic toxicities in
this difficult—to-treat patient population. This product candidate has completed one Phase 2 trial to examine the pharmacokinetics, dosing, safety, and tolerability
of aerosolized amikacin to treat gram-negative pneumonias in mechanically-ventilated patients. We are currently planning additional Phase 2 studies to examine
the pharmacokinetics of the product. We are currently seeking a partner for this development program.

Amphotericin B Inhalation Powder (ABIP) for Prevention of Serious Pulmonary Infections In Inmunocompromised Patients

Our ABIP program is intended to address the significant morbidity and mortality rates in immunocompromised patients at risk for serious pulmonary
fungal infections. ABIP is being developed to prevent invasive pulmonary infections in patients at high risk of developing these infections due to being severely
immunocompromised, such as those receiving hematopoietic stem cell transplant or patients receiving myelosuppresive treatment for myelodysplastic syndrome
or acute myelogenous leukemia (AML). Our pocket-
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sized powder inhaler used in ABIP is a unique delivery mode designed to enable the targeting of therapeutic concentrations of Amphotericin B directly to the
lungs at levels similar to or greater than the lung concentrations that can be achieved by intravenous dosing of Amphotericin B or lipid-associated
Amphotericin B products. By targeting Amphotericin B directly at the site of a potential aspergillus infection, we believe ABIP has the potential to significantly
reduce these life-threatening lung fungal infections, while at the same time minimize common toxicities associated with intravenous Amphotericin B therapy.

In February 2006, the FDA granted U.S. orphan drug designation for ABIP for prevention of pulmonary fungal infections in patients at risk for
aspergillosis due to immunosuppressive therapy. In May 2006, the FDA granted Fast Track designation for ABIP for prevention of pulmonary fungal infections in
patients at risk for aspergillosis due to immunosuppressive therapy, including those receiving organ or stem cell transplants, or treated with chemotherapy or
radiation for hematologic malignancies (leukemias). In September 2006, the European Commission granted orphan medicinal product designation to ABIP. ABIP
has completed multiple preclinical studies and three Phase 1 studies. We are currently seeking a partner for this product candidate.

Pre-clinical and clinical proprietary product development programs

We have two additional proprietary product candidates in preclinical and clinical development based on our PEGylation Technology. One preclinical
product candidate is in the disease area of oncology and the other Phase I product is pain-related. We anticipate that these product candidates will be in human
clinical trials in 2007. We also have a number of proprietary product candidates in preclinical stages that use either our PEGylation Technology or Pulmonary
Technology. We are also evaluating various other drug candidates including generically-available drugs and proprietary third party drugs.

Our Partner Product Development Programs

In a typical collaboration involving our Pulmonary Technology, our partner provides the active pharmaceutical ingredient (many of which have already
received regulatory approval in another delivery form), funds research and development, obtains regulatory approvals, and markets the resulting commercial
product. We supply our technology and we may manufacture and supply the inhaler device or drug formulation. In consideration for our efforts, we typically
receive reimbursement for research and development, milestone payments, revenues from clinical drug and inhaler device and components manufacturing, and
royalties from commercial sales of products. In addition, for products and product candidates using our Pulmonary Technology, we typically receive revenues
from the manufacture and supply of our inhaler device and drug processing or filling activities.

In a typical collaboration involving our PEGylation Technology, we manufacture and supply the polyethylene glycol, or PEG, reagents to our partners and
we may receive upfront fees, milestone payments, manufacturing revenues and royalties from sales of the resulting commercial product.
Significant Partnered Product Development Programs
Cimzia Program

We are a party to a license, manufacturing and supply agreement for Cimzia (certolizumab pegol, CDP870) with UCB Pharma. Under this agreement, we
have the right to receive milestone payments, manufacturing revenues and royalties on product sales if the product candidate is commercialized. We will share a
portion of the royalties on this product with Enzon pursuant to a license agreement.

In March 2006, UCB filed a BLA with the FDA for Cimzia for the treatment of Crohn’s disease. In April 2006, UCB submitted a Marketing Authorization
Application, or MAA, to the EMEA for Cimzia for the same indication. Crohn’s disease is a chronic digestive disorder of the intestines, and is commonly referred
to as inflammatory bowel disease. In December 2006, UCB announced that the FDA had requested additional
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information on its BLA. UCB is also conducting clinical trials on Cimzia for other indications. The product candidate is in Phase 3 trials for the treatment of
rheumatoid arthritis and Phase 2 trials for the treatment of psoriasis.

Tobramycin Inhalation Powder Program

We are party to a collaborative research, development and commercialization agreement with Novartis Pharma AG to develop Tobramycin inhalation
powder, or TIP, for the treatment of Pseudomonas aeruginosa in cystic fibrosis patients. Novartis’s existing tobramycin product, TOBI® (Tobramycin Inhalation
Solution), was introduced in 1998 as the first inhaled antibiotic approved for treating Pseudomonas aeruginosa lung infections in cystic fibrosis patients. Under
the terms of this agreement, we are responsible for the development of the powder formulation and pulmonary inhaler, as well as the clinical and commercial
manufacturing of the drug formulation and inhaler. Novartis is responsible for the clinical development and worldwide commercialization of the drug formulation
and inhaler combination. We have the right to receive research and development funding, milestone payments, as well as royalty payments and manufacturing
revenues if the product candidate is commercialized. A Phase 3 clinical trial for TIP was commenced in October 2005 and is continuing.

Ciproflaxin Inhalation Powder Program

We are party to a collaborative research, development and commercialization agreement with Bayer HealthCare AG to develop an inhaleable powder
formulation of a novel form of Ciprofloxacin to treat chronic lung infections caused by Pseudomonas aeruginosa in cystic fibrosis patients. Under the terms of the
collaboration, we are responsible for formulation of the dry powder drug and development of the inhalation system, as well as clinical and commercial
manufacturing of the drug formulation and device combination. Bayer is responsible for the clinical development and worldwide commercialization of the
system. We are entitled to research and development funding, milestone payments as the program progresses through further clinical testing, as well as royalty
payments on product sales and manufacturing revenues if the product is commercialized. This product candidate is currently in Phase 1 clinical trials.

Ostabolin-C™ [nhalation Powder Program

We are party to a collaborative research, development and commercialization agreement with Zelos Therapeutics, Inc. to develop an inhaleable powder
form of Ostablin-C, a parathyroid hormone analogue. Under the terms of the agreement, we are responsible for development of the formulated dry powder drug
and inhalation system, as well as clinical and commercial manufacturing of the drug formulation and device combination. Zelos is responsible for supply of the
active pharmaceutical ingredient or API, clinical development and commercialization. We are entitled to receive research and development funding, milestone
payments, as well as royalty payments on product sales and manufacturing revenues if the product candidate is commercialized. This product candidate is
currently in Phase 1 clinical trials.

Hemophilia A Program

We are party to a collaborative research, development and commercialization agreement with Baxter Healthcare SA and Baxter Healthcare Corp., to
develop a product candidate to extend the half-life of Hemophilia A proteins using our PEGylation Technology. These product candidates are in pre-clinical
development for treatment of Hemophilia A. We are entitled to receive research and development funding, milestone payments, as well as royalty payments on
product sales if the product candidate is commercialized. Nektar will supply, and will receive manufacturing revenues for, the poly(ethylene) glycol reagent used
in the products for preclinical, clinical and commercial purposes.

10



Table of Contents

MIRCERA (C.E.R.A.) (Continuous Erythropoiesis Receptor Activator) Program

We have a license and manufacturing license agreement with Roche for the license of our proprietary PEGylation reagent to be used in the manufacture of
Roche’s MIRCERA product. Under the terms of the agreement, we are entitled to receive milestone payments and manufacturing revenues during development,
as well as royalty payments and certain manufacturing revenues if the product candidate is commercialized.

In April 2006, Roche filed a BLA for MIRCERA with the FDA for the treatment of anemia associated with chronic kidney disease including patients on
dialysis or not on dialysis and an MAA with the EMEA for the same indication. MIRCERA is currently the subject of a significant patent infringement lawsuit
brought by Amgen related to Roche’s patents with respect to the use of MIRCERA to treat chemotherapy anemia in the U.S. Although we are not a party to this
lawsuit, if the outcome of such litigation were adverse to Roche, this could have a material adverse impact on this program. In December 2006, Roche submitted
additional data to the FDA to support its BLA application for MIRCERA. As a result of this action, the FDA extended the review period of the BLA by three
months.

Certain Business Developments in 2006
In June 2006, our collaboration agreement with InterMune, Inc. for the development of PEG-Infergen was terminated upon mutual agreement. In addition,

due to lack of progress, our partnered development program for a PEG-Axokine product with Regeneron Pharmaceuticals, Inc. was terminated.

During 2006, we began winding down the operations of our subsidiary, Nektar Therapeutics UK, which had been focused primarily on the research and
development of our Super Ciritical Fluids Technology. There are no longer any full-time employees of Nektar UK and we have disposed of or transferred
substantially all of its assets.

Research and Development

Our portfolio of ongoing research and development programs can be segregated into two categories: 1) partnered programs and 2) proprietary programs
and platform technology research and development. The costs associated with these categories to be as follows (in millions):

Years ended December 31,

2006 2005 2004
Partner development programs $ 51.0 $ 729 $ 85.0
Proprietary programs and platform technology research and development 98.4 78.8 48.5
Total $149.4 $151.7 $ 133.5

These costs include certain allocations including facilities, cGMP quality personnel and other shared resources. We have generally allocated these shared
costs based on personnel hours.
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Our total research and development expenditures can be disaggregated into the following significant types of expenses (in millions):

Years ended December 31,

2006 2005 2004
Salaries and employee benefits $ 69.9 $ 66.8 $ 61.2
Stock compensation expense 9.7 — —
Facility and equipment 31.0 26.3 20.5
Outside services 24.1 32.0 29.8
Supplies 8.9 22.0 19.6
Travel and entertainment 24 1.8 2.0
Other 34 2.8 0.4
Total $149.4 $151.7 $133.5

In connection with our research and development for partner programs, we earned $56.3 million, $81.6 million and $89.2 million in contract research
revenue in the years ended December 31, 2006, 2005 and 2004, respectively.

Manufacturing

With respect to products based on our Pulmonary Technology, we generally formulate, manufacture and package the drug powders and subcontract the
manufacture of our devices.

Our device for use with Exubera is a pulmonary inhaler. In 2006, we began large-scale commercial manufacturing of Exubera Inhalers and Exubera
Inhalation Powder. We currently manufacture all of the Exubera Inhalation Powder in our San Carlos, California facility and we have two contract manufacturers
that manufacture and supply the Exubera Inhalers. We are also evaluating additional contract manufacturers for inhalers used with other our other partnered and
proprietary pulmonary product candidates. As we and our contract manufacturing partners continue to produce Exubera Inhalation Powder and Inhalers for
commercial manufacturing, additional investment in equipment and facilities may be required to provide sufficient quantities to meet market demand.

We operate a drug powder manufacturing and packaging facility in San Carlos, California capable of producing drug powders in quantities we believe are
sufficient for clinical trials of product candidates utilizing our Pulmonary Technology and the commercial supply of Exubera Inhalation Powder to Pfizer. This
facility has been inspected and licensed by the State of California and is used to manufacture and package powders under current Good Manufacturing Practices
(“cGMP”). The facility received a pre-approval inspection from U.S. and international regulatory authorities and was found acceptable for commercial
manufacture. Our facilities are subject to ongoing routine inspection and a continuing obligation to adhere to cGMP.

We have developed a high capacity automated filling technology that we believe is capable of filling drug powder blisters on a commercial production
scale. We licensed this technology to Pfizer who performs the commercial filling of the Exubera Inhalation Powder into blisters to be used with the Exubera
Inhaler.

We have a manufacturing and supply agreement with two contract manufacturers for the manufacture and supply of the Exubera Inhaler. To date, these
contract manufacturers have been successful in meeting the commercial supply requirements for the Exubera Inhaler. We believe that these contract
manufacturers have successfully implemented our pulmonary device technology, scaled up the manufacturing process to commercial levels, and met the
requirements of cGMP. Qualification and validation of their facilities are complete. These manufacturers received a pre-approval inspection from regulatory
authorities and were found acceptable for commercial manufacture. Their facilities are subject to ongoing routine inspection and a continuing obligation to adhere
to cGMP. We will continually examine scale-up opportunities to expand commercial operations if
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necessary based on Exubera product demand. Increasing manufacturing capacity at our contract manufacturers, if necessary, involves significant risks and
uncertainties, including significant lead-time requirements, large capital investments, the recruitment and training of additional qualified personnel, and
operational complexities

With respect to products using our PEGylation Technology, we have two manufacturing facilities in Huntsville, Alabama. One is for the manufacture of
PEG-derivatives for use by collaboration partners and for our own use. In 2006, we completed construction on a second facility which was designed for the
manufacture of Active Pharmaceutical Ingredients, or APIs. This facility will be used to produce APIs for clinical development for our proprietary product
candidates that utilize our PEGylation Technology. Both facilities are designed and operated to be in compliance with ICH Q7A guidelines.

Government Regulation

The research and development, clinical testing, manufacture and marketing of products using our technologies are subject to regulation by the FDA and by
comparable regulatory agencies in other countries. These national agencies and other federal, state and local entities regulate, among other things, research and
development activities and the testing (in vitro, in animals and in human clinical trials), manufacture, labeling, storage, recordkeeping, approval, marketing,
advertising and promotion of our products.

The approval process required by the FDA before a product using our technologies may be marketed in the United States depends on whether the
compound has previously been approved for use in other dosage forms. If the drug is a new chemical entity that has not been previously approved, the process
includes the following:

+  Extensive preclinical laboratory and animal testing;
+  Submission of an Investigational New Drug application, or IND, prior to commencing clinical trials;
*  Adequate and well-controlled human clinical trials to establish the safety and efficacy of the drug for the intended indication; and

*  Submission to the FDA for approval of an NDA for drugs or BLAs for biological products or a Premarket Approval Application, or PMAs, or
Premarket Notification, or 510(k)s, for medical device products.

If the active ingredient has been previously approved by FDA, the approval process is similar, except that certain preclinical tests relating to systemic
toxicity normally required for the IND and NDA or BLA may not be necessary if the company has a right of reference to such data or is eligible for approval
under Section 505(b)(2) of the Federal Food, Drug, and Cosmetic Act.

Preclinical tests include laboratory evaluation of product chemistry and animal studies to assess the safety and efficacy of the product and its chosen
formulation. Preclinical safety tests must be conducted by laboratories that comply with FDA Good Laboratory Practices, or GLP, regulations. The results of the
preclinical tests for drugs, biological products and combination products subject to the primary jurisdiction of FDA’s Center for Drug Evaluation and Research, or
CDER, or Center for Biologics Evaluation and Research, or CBER, are submitted to the FDA as part of the IND application and are reviewed by the FDA before
clinical trials can begin. Clinical trials may begin 30 days after receipt of the IND by the FDA, unless the FDA raises objections or requires clarification within
that period.

Clinical trials involve the administration of the drug to healthy volunteers or patients under the supervision of a qualified, identified medical investigator
according to a protocol submitted FDA for review in the IND. Drug products to be used in clinical trials must be manufactured according to cGMP. Clinical trials
are conducted in accordance with protocols that detail the objectives of the study and the parameters to be used to monitor participant safety and product efficacy
as well as other criteria to be evaluated in the study. Each protocol is submitted to the FDA under the original IND.
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Apart from the IND process described above, each clinical study must be reviewed by an independent Institutional Review Board, or IRB, and the IRB
must be kept current with respect to the status of the clinical study. The IRB considers, among other things, ethical factors, the potential risks to subjects
participating in the trial and the possible liability to the institution where the trial(s) is/are being conducted. The IRB also reviews and approve the informed
consent form to be signed by the trial participants and any significant changes in the clinical study.

Clinical trials are typically conducted in three sequential phases. In Phase 1, the initial introduction of the drug into healthy human subjects, the product
generally is tested for tolerability, pharmacokinetics, absorption, metabolism and excretion. Phase 2 involves studies in a limited patient population to:

* determine the preliminary efficacy of the product for specific targeted indications;
*  determine dosage and regimen of administration; and

+  identify possible adverse effects and safety risks.

After Phase 2 trials demonstrate that a product appears to be effective and to have an acceptable safety profile, Phase 3 trials are undertaken to evaluate the
further clinical efficacy and safety of the drug and formulation within an expanded patient population at geographically dispersed clinical study sites, and in large
enough trials to provide statistical proof of efficacy and tolerability. The FDA, the clinical trial sponsor, the investigators or the IRB may suspend clinical trials at
any time if any one of them believes that study participants are being subjected to an unacceptable health risk. In some cases, the FDA and the drug sponsor may
determine that Phase 2 trials are not needed prior to entering Phase 3 trials.

Following a series of formal and informal meetings between the drug sponsor and the regulatory agencies, the results of product development, preclinical
studies and clinical studies are submitted to the FDA as an NDA or BLA for approval of the marketing and commercial shipment of the drug product. The FDA
may deny approval if applicable regulatory criteria are not satisfied or may require additional clinical or pharmaceutical testing or requirements. Even if such data
are submitted, the FDA may ultimately decide that the NDA or BLA does not satisfy all of the criteria for approval. Additionally, the approved labeling may
narrowly limit the conditions of use of the product, including the intended uses, or impose warnings, precautions or contraindications which could significantly
limit the potential market for the product. Further as a condition of approval the FDA may impose post-market surveillance, or Phase 4, studies or risk
management programs. Product approvals, once obtained, may be withdrawn if compliance with regulatory standards is not maintained or if safety concerns arise
after the product reaches the market. The FDA may require additional post-marketing clinical testing and pharmacovigilance programs to monitor the effect of
drug products that have been commercialized and has the power to prevent or limit future marketing of the product based on the results of such programs. After
approval, there are ongoing reporting obligations concerning adverse reactions associated with the product, including expedited reports for serious and
unexpected adverse events.

Each drug product-manufacturing establishment that manufactures drug product for the U.S. market must be registered with the FDA and typically is
inspected by FDA prior to NDA or BLA approval. Establishments handling controlled substances must in addition be licensed by the U.S. Drug Enforcement
Administration. Manufacturing establishments of U.S. marketed products are subject to inspections by the FDA for compliance with cGMP and other U.S.
regulatory requirements. They are also subject to U.S. federal, state and local regulations regarding workplace safety, environmental protection and hazardous and
controlled substance controls, among others.

A number of the drugs we are developing are already approved for marketing by the FDA in another form and delivered by another route. We believe that
when working with approved drugs, the approval process for products using our alternative drug delivery or formulation technologies may involve less risk and
may require fewer tests than are required for new chemical entities. However, we expect that our formulations for use with any of our technologies may use
excipients not currently approved for use. Use of these excipients will require
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additional toxicological testing that may increase the costs of or length of time to gain regulatory approval. In addition, regulatory procedures as they relate to our
products may change as regulators gain experience, and any such changes may delay or increase the cost of regulatory approvals.

For product candidates currently under development utilizing our Pulmonary Technology, our pulmonary inhaler devices are considered to be part of a drug
and device combination for deep lung delivery of each specific molecule. The FDA will make a determination as to the most appropriate center and division
within the agency that will assume prime responsibility for the review of the applicable applications, which would consist of an IND and an NDA or BLA where
CDER or CBER are determined to have primary jurisdiction or an investigational device exemption application and PMA or 510(k) where the Center for Devices
and Radiological Health, or CDRH, is determined to have primary jurisdiction. In the case of our product candidates, CDER in consultation with CDRH could be
involved in the review. The assessment of jurisdiction within the FDA is based upon the primary mode of action of the drug or the location of the specific
expertise in one of the centers.

Where CDRH is determined to have primary jurisdiction over a product, 510(k) clearance or PMA approval is required. Medical devices are classified into
one of three classes—Class I, Class II, or Class III—depending on the degree or risk associated with each medical device and the extent of control needed to
ensure safety and effectiveness. Devices deemed to pose lower risks are placed in either Class I or II, which requires the manufacturer to submit to FDA a
Premarket Notification requesting permission to commercially distribute the device. This process is known as 510(k) clearance. Some low risk devices are
exempted from this requirement. Devices deemed by FDA to pose the greatest risk, such as life-sustaining, life-supporting or implantable devices, or devices
deemed not substantially equivalent to a previously cleared 510(k) device, are placed in Class III, requiring PMA approval.

To date, our partners have generally been responsible for clinical and regulatory approval procedures, but we may participate in this process by submitting
to the FDA a drug master file developed and maintained by us which contains data concerning the manufacturing processes for the inhaler device or drug.
Through our internal proprietary product development efforts, we have prepared and submitted an IND application and will be responsible for additional clinical
and regulatory procedures for those product candidates being developed under the IND. The clinical and manufacturing development and regulatory review and
approval process generally takes a number of years and requires the expenditure of substantial resources. Our ability to manufacture and market products, whether
developed by us or under collaboration agreements, ultimately depends upon the completion of satisfactory clinical trials and success in obtaining marketing
approvals from the FDA and equivalent foreign health authorities.

Sales of our products outside the U.S. are subject to local regulatory requirements governing clinical trials and marketing approvals for drugs. Such
requirements vary widely from country to country.

In the U.S., under the Orphan Drug Act, the FDA may grant orphan drug designation to drugs intended to treat a rare disease or condition, which is
generally a disease or condition that affects fewer than 200,000 individuals in the United States. The company that obtains the first FDA approval for a designated
orphan drug for a rare disease receives marketing exclusivity for use of that drug for the designated condition for a period of seven years. In addition, the Orphan
Drug Act provides for protocol assistance, tax credits, research grants, and exclusions from user fees for sponsors of orphan products. Once a product receives
orphan drug exclusivity, a second product that is considered to be the same drug for the same indication may be approved during the exclusivity period only if the
second product is shown to be “clinically superior” to the original orphan drug in that it is more effective, safer or otherwise makes a “major contribution to
patient care” or the holder of exclusive approval cannot assure the availability of sufficient quantities of the orphan drug to meet the needs of patients with the
disease or condition for which the drug was designated. We have received an orphan drug designation for our ABIP product candidate for the prevention of
pulmonary fungal infections in patients at risk for aspergillosis.
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In the U.S., the FDA may grant Fast Track designation to a product candidate which allows the FDA to expedite the review of new drugs that are intended
for serious or life-threatening conditions and that demonstrate the potential to address unmet medical needs. An important feature of Fast Track designation is that
it emphasizes the critical nature of close, early communication between the FDA and the sponsor company to improve the efficiency of product development. We
received Fast Track designation for our ABIP product candidate for prevention of pulmonary fungal infections in patients at risk for aspergillosis due to
immunosuppressive therapy, including those receiving organ or stem cell transplants, or treated with chemotherapy or radiation for hematologic malignancies
(leukemias). Under the Fast Track program, we are now eligible to submit portions of a BLA or NDA for review on a rolling basis prior to completion of the final
registration package for the product.

In developing the device components for our Pulmonary Technology, we have sought to develop our quality systems and design engineering function to
adhere to the principles of design control for medical devices as set forth in the applicable regulatory guidance. Although our hybrid drug/device products are
expected to be reviewed primarily by CDER/CBER, we have sought to adhere to the design control approach both as a good business practice, and because it
appears that the drug and biologic centers of the FDA and other worldwide agencies are adopting this policy. In Europe, delivery devices are viewed as separate
entities subject to review as such under the medical device directive. In the U.S., it is our intention to comply with FDA regulations for devices.

There can be no assurance that products that we develop, including devices designed by us and built by our contract manufacturers, will be approved, or
will meet approval requirements, on a timely basis, the failure of which would have a material adverse effect on the Company. There also can be no assurance that
any FDA, EMEA or other international equivalent approval will not impose significant labeling or other limitations that could have material adverse effect on the
revenue potential of the product involved.

Once a product is approved, the failure of the manufacturer, distributor or marketer to adhere to applicable legal and regulatory requirements can result in
enforcement action, including seizure, injunctions, criminal or civil penalties and market withdrawal.

Patents and Proprietary Rights

We routinely apply for patents for our innovations and for improvements to our technology platform. We also rely on our trade secrets and know-how to
protect our technologies and our competitive position. We plan to defend our proprietary technologies from infringement, misappropriation, and duplication
through our issued patents, our proprietary know-how, and contracts.

Our patent portfolio contains patents and patent applications that encompass each of our technologies including our Pulmonary Technology and our
PEGylation Technology platforms. As of December 31, 2006, we owned over 1,000 U.S. and foreign patents and a number of patent applications that cover
various aspects of our technologies or products. Our PEGylation Technology patents and patent applications cover reactive PEG derivatives, PEG-drug
conjugates, PEG-based pro-drugs and PEG-drug delivery vehicles. Our Pulmonary Technology patents and patent applications cover compositions and methods
and apparatus for preparing, packaging, and delivering particles for pulmonary delivery of both large and small molecule drugs. Although our early PEGylation
technology patent applications were filed in the U.S. only, we routinely file patent applications on innovations and improvements in each of these areas on a
worldwide basis. In the U.S. and generally throughout the world, the term of a new patent is twenty years from the date on which the application for the patent
was filed or, in certain cases, from an earlier date from which the application claims priority, subject to the payment of maintenance fees. Patent terms in some
instance may be extended for patents the issuances of which are delayed due to patent application examining authorities and for patents covering regulated
products the market approval of which are delayed due to product reviewing regulatory authorities.
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With regard to our PEGylation technology patent portfolio, we have filed patent applications directed to activated PEG reagents having a variety of
structures and reactive groups, methods of producing highly pure polymer reagents, PEG pro-drugs having hydrolyzable linkages, PEG-based hydrogels and
alternative gel systems and PEG conjugates of certain molecules.

Our Pulmonary Technology patent portfolio relates to pharmaceutical compositions and reagents, medical devices and equipment and methods for
preparation, packaging and delivery of our pharmaceutical compositions. This portfolio includes spray drying solutions, emulsions, and suspensions to prepare
particles of various morphologies. Patents owned by us in these areas cover inhaler devices, formulations for pulmonary delivery and methods for preparing,
packaging and using these formulations and particular active agent formulations for delivery via the respiratory tract.

The patent positions of pharmaceutical, biotechnology, medical device and drug delivery companies, including ours, involve complex legal and factual
issues. There can be no assurance that patents we apply for will issue, or that patents that are issued will be valid and enforceable. Even if such patents are
enforceable, we anticipate that any attempt to enforce our patents could be time consuming and costly. Additionally, the coverage claimed in a patent application
can be significantly reduced before the patent is issued. As a consequence, we do not know whether any of our pending patent applications will be granted with
broad coverage or whether the claims that eventually issue or those that have issued will be circumvented. Since publication of discoveries in scientific or patent
literature often lag behind actual discoveries, we cannot be certain that we were the first inventor of inventions covered by our patents or patent applications or
that we were the first to file patent applications for such inventions. Moreover, we may have to participate in interference proceedings in the U.S. Patent and
Trademark Office, which could result in substantial cost to us, even if the eventual outcome is favorable. An adverse outcome could subject us to significant
liabilities to third parties, require disputed rights to be licensed from or to third parties or require us to cease using the technology in dispute.

U.S. and foreign patent rights and other proprietary rights exist that are owned by third parties and relate to pharmaceutical compositions and reagents,
medical devices, and equipment and methods for preparation, packaging and delivery of pharmaceutical compositions. We cannot predict with any certainty
which, if any, of these rights will be considered relevant to our technology by authorities in the various jurisdictions where such rights exist, nor can we predict
with certainty which, if any, of these rights will or may be asserted against us by third parties. We could incur substantial costs in defending ourselves and our
partners against any such claims. Furthermore, parties making such claims may be able to obtain injunctive or other equitable relief, which could effectively block
our ability to develop or commercialize some or all of our products in the U.S. and abroad, and could result in the award of substantial damages. In the event of a
claim of infringement, we or our partner’s may be required to obtain onr or more licenses from third parties. There can be no assurance that we can obtain a
license to any technology that we determine we need on reasonable terms, if at all, or that we could develop or otherwise obtain alternative technology. The
failure to obtain licenses if needed may have a material adverse effect on us.

We also rely upon trade secret protection for our confidential and proprietary information. No assurance can be given that others will not independently
develop substantially equivalent confidential and proprietary information or otherwise gain access to our trade secrets or disclose such technology, or that we can
meaningfully protect our trade secrets.

Our ability to develop and commercialize our technologies will be affected by our or our partners’ access to drugs that are to be formulated. Many
biopharmaceutical drugs, including some of those that are presently under development by us, are subject to issued and pending U.S. and foreign patent rights
which may be owned by competing entities. There can be no assurance that we will have access to drug candidates for formulation or that, if such access is
provided, we will not be accused of, or determined to be, infringing a third party’s rights and will not be prohibited from working with the drug or be found liable
for damages that may not be subject to indemnification. Any such restriction on access or liability for damages would have a material adverse effect on us.
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It is our policy to require our employees and consultants, outside scientific collaborators, sponsored researchers and other advisors who receive confidential
information from us to execute confidentiality agreements upon the commencement of employment or consulting relationships with us. These agreements provide
that all confidential information developed or made known to the individual during the course of the individual’s relationship with us is to be kept confidential
and not disclosed to third parties except in specific circumstances. The agreements provide that all inventions conceived by an employee shall be our property.
There can be no assurance, however, that these agreements will provide meaningful protection or adequate remedies for our trade secrets in the event of
unauthorized use or disclosure of such information.

Competition

We believe that products developed using our technologies will compete on the basis of one or more of the following parameters: efficacy, safety, ease of
use, and cost. There is intense competition with each of our technology platforms including non-invasive delivery and less invasive delivery of peptides and
proteins, and improved formulation and delivery of small molecules by the most common routes of delivery including pulmonary, oral, and injectable delivery. In
addition, a number of the products being developed using our technologies have direct and indirect competition from other companies including both drug
delivery companies and biopharmaceutical companies. For each of our technology platforms, we believe we have competitive advantages for certain applications
and molecules. We monitor the competitive situation across our technology applications and products and may attempt to develop in-house technologies, license
or acquire technologies that improve or expand our technology platforms in order to remain competitive.

Some of our competitors with regard to our Pulmonary Technology include Alexza Pharmaceuticals, Alkermes, Inc., Aradigm Corporation, 3M, MannKind
Corporation, Microdose