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UNITED STATES

SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

Form 10-Q

(Mark One)

QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE
ACT OF 1934

For the quarterly period ended March 31, 2012

Or

O TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE
ACT OF 1934

For the transition period from to
Commission File Number 001-34899

Pacific Biosciences of California, Inc.

(Exact name of registrant as specified in its chaetr)

Delaware 16-159033¢
(State or other jurisdiction of (I.LR.S. Employer
incorporation or organization) Identification No.)

1380 Willow Road
Menlo Park, CA 94025 94025

(Address of principal executive offices (Zip Code)

(650) 521-8000

(Registrant’s telephone number, including area code

Indicate by check mark whether the registrant @b filed all reports required to be filed by Secti® or 15(d) of the Securities Excha
Act of 1934 during the preceding 12 months (ordioch shorter period that the registrant was requaodile such reports), and (2) has been
subject to such filing requirements for the pastié@s. Yes[X] No O

Indicate by check mark whether the registrant ldisnitted electronically and posted on its corpokieb site, if any, every Interactive
Data File required to be submitted and posted pumsto Rule 405 of Regulation S-T (8232.405 of tiapter) during the preceding 12 months
(or for such shorter period that the registrant veagiired to submit and post such files). YES No OO

Indicate by check mark whether the registrantlexge accelerated filer, an accelerated filer, @accelerated filer, or a smaller reporting

company. See the definitions of “large acceleréited” “accelerated filer” and “smaller reportirgpmpany” in Rule 12b-2 of the Exchange
Act. (Check one):

Large accelerated file O Accelerated filel

Non-accelerated file [0 (Do not check if a smaller reporting compa Smaller reporting compar [
Indicate by check mark whether the registrantsbell company (as defined in Rule 12b-2 of the Exgje Act). Yes[O No
Number of shares outstanding of the issuer’'s comstock as of April 30, 2012: 55,582,052
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PART I|. FINANCIAL INFORMATION
ltem 1. Financial Statements
PACIFIC BIOSCIENCES OF CALIFORNIA, INC.

Condensed Consolidated Balance Sheets
(Unaudited)

(in thousands except per share amount:
Assets
Current assel
Cash and cash equivalel
Investments
Accounts receivabl
Inventory, ne
Prepaid expenses and other current a
Total current asse
Property and equipment, r
Other lon¢-term asset
Total asset

Liabilities and Stockholders’ Equity
Current liabilities
Accounts payabl
Accrued expenses and other current liabili
Deferred revenu
Facility financing obligatior
Total current liabilities
Deferred revenue, n-current
Deferred rent and other lo-term liabilities
Facility financing obligation, less current porti
Total liabilities
Stockholder equity
Convertible Preferred Stock, $0.001 par value: Atited 50,000 shares; No shares issued or outsig
at March 31, 2012 and December 31, 2
Common Stock and additional paid-géapital, $0.001 par value: Authorized 1,000,000 a$idssued an
outstanding 55,579 shares at March 31, 2012 artb84hares at December 31, 2!
Accumulated other comprehensive inca
Accumulated defici
Total stockholder equity
Total liabilities and stockholde’ equity

See accompanying notes to the condensed consadlifliaéecial statements.

3

March 31, December 31
2012
(unaudited) 2011
$ 56,26( $ 58,86t
105,08¢ 118,56¢
1,50¢ 4,557
11,82: 15,51
2,131 2,09:
176,80¢ 199,60:
17,59: 18,39¢
34C 317
$ 194,73t $ 218,31¢
$ 4,25( $ 4,74:
11,47¢ 10,25¢
3,92( 4,23¢€
14¢€ 14C
19,79¢ 19,37¢
1,44: 1,61¢
2,84¢ 3,07¢
2,74 2,78¢
26,83¢ 26,85:
636,90 632,96
13E 57
(469,13Y) (441,55")
167,90: 191,46:
$ 194,73t $ 218,31




Table of Contents

Condensed Consolidated Statements of Operations af@bmprehensive Loss

(in thousands, except per share amount:
Revenue

Product revenu

Service and other reven

Grant revenur

Total revenue

Cost of Revenue

Cost of product revent

Cost of service and other rever

Total cost of revenu
Gross (loss) profi
Operating Expenst
Research and developm
Sales, general and administrat
Total operating expen:
Operating los!
Other (expense) income, r
Net loss

Basic and diluted net loss per sh

Shares used in computing basic and diluted netdesshare Basic and diluted net loss per s

Comprehensive los

See accompanying notes to the condensed consadlifiaéacial statements.

PACIFIC BIOSCIENCES OF CALIFORNIA, INC.

(Unaudited)

4

Three-Month Periods Ended

March 31,
2012

$ 8,71t
1,05:
27C
10,03¢

8,601
1,58¢
10,19(

(152)

12,07:
15,28¢
27,35¢

(27,510
(70)
$(27,580)

$ (0.50
55,20

$(27,507)

March 31,
2011

27C
27C

27C

24,11¢
11,11¢
35,23
(34,96
15¢
$(34,809)

(0.66)
52,75¢

$(34,78Y)
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PACIFIC BIOSCIENCES OF CALIFORNIA, INC.

Condensed Consolidated Statements of Cash Flows
(Unaudited)

(in thousands)
Cash flows from operating activities

Net loss
Adjustments to reconcile net loss to net cash usegerating activitie:
Depreciatior
Stoclk-based compensatic
Other items
Changes in assets and liabilit
Accounts receivabl
Inventory
Prepaid expenses and other as
Accounts payabl
Accrued expenses and other current liabili
Deferred revenu
Deferred rent and other lo-term liabilities
Net cash used in operating activit
Cash flows from investing activities
Purchase of property and equipm
Purchase of investmer
Sales of investmen
Maturities of investment
Net cash provided by (used in) investing activi
Cash flows from financing activities
Proceeds from issuance of Common Si
Net cash provided by financing activiti
Net decrease in cash and cash equiva
Cash and cash equivalents at beginning of pe
Cash and cash equivalents at end of pe

Supplemental disclosure of no-cash investing and financing activities
Purchases of property and equipment through acdiatatities

Inventory transferred to property and equipmeniriternal use
Vesting of stock options related to early exerc

See accompanying notes to the condensed consadliflaéecial statements.

5

Three-Month Periods Ended

March 31,

2012 2011
$(27,580)  $ (34,809
1,62¢ 1,46¢
2,181 3,104
53 26
3,052 28z
3,09¢ (6,675
24¢ 582
(492) (182)
1,22C 897
(48¢) 1,12¢
(257) 721
(17,339 (33,45%)
(274) (1,496)
(20,137 (131,22)
3,50( 54,022
29,88¢ 48,78"
12,97¢ (29,910
1,75¢ 33¢
1,75¢ 33¢
(2,605 (63,039
58,86¢ 147,65(
$ 56,26( $ 84,61¢
$ — $ 1,49t
$ 60z $ —
$ — $ 152
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PACIFIC BIOSCIENCES OF CALIFORNIA, INC.

Notes to Condensed Consolidated Financial Statement
(Unaudited)

1. Overview

Pacific Biosciences of California, Inc., (“Pacifitosciences”, “we”, “us”) has commercialized a fdam for single molecule, real-time
detection of biological events. Our initial focissan the DNA sequencing market where we have dpedland introduced a third generation
sequencing platform.

The names “Pacific Biosciences,” “SMRT,” “SMRTbe#dhd our logo are our trademarks.

2. Summary of Significant Accounting Policies
Basis of Presentation

The accompanying unaudited condensed consolidetaddial statements have been prepared in accaedaitit generally accepted
accounting principles in the United States of Amm@rior GAAP, for interim financial information, testructions to Form 10-Q, and Rule 10-
01 of Regulation S-X. Accordingly, they do not indé all of the information and footnotes requirgd3AAP for complete financial
statements. All intercompany accounts and trarmastiave been eliminated in consolidation. In thi@ion of management, all adjustments,
consisting of normal recurring entries consideredassary for a fair presentation have been inclutleel financial results present in these
interim financial statements are not necessariljcitive of results to be expected for the fultfibyear or any future period.

Use of Estimates

The preparation of financial statements in confoymiith GAAP requires us to make estimates andragsions that affect the reported
amounts of assets and liabilities and disclosumoafingent assets and liabilities at the datdeffinancial statements and the reported amc
of revenue and expense during the reporting periods estimates include, but are not limited tefuklives assigned to long-lived assets,
amounts relating to the resolution of legal mafttre valuation of options, assumptions used inmaing stock-based compensation expense,
provisions for income taxes, inventory and contimges. Actual results could differ from our estiegtand such differences could be material
to our financial position and results of operations

Fair Value of Financial Instruments

The carrying amount of our financial assets angilliges, including accounts receivable, prepaipenses, other current assets, other
long-term assets, accounts payable, accrued expansgeother current liabilities, approximate fatue due to their short maturities. The
carrying value of the facility financing obligati@pproximates fair value based on currently avidlabrrowing rates and after consideration of
non-performance risk and credit risk.

A fair value hierarchy was established under GAA&t tequires an entity to maximize the use of olad@de inputs and minimize the use
of unobservable inputs when measuring fair valuénancial instrument’s categorization within therfvalue hierarchy is based upon the
lowest level of input that is significant to theérfaalue measurement. The three levels of inpusitay be used to measure fair value are as
follows:

» Level 1: quoted prices in active markets for idegitassets or liabilitie:

» Level 2: inputs other than Level 1 that are obsalejeeither directly or indirectly, such as quofeites in active markets for similar
assets or liabilities, quoted prices for identimasimilar assets or liabilities in markets that aot active, or other inputs that are
observable or can be corroborated by observableandata for substantially the full term of theets=or liabilities; ant

» Level 3: unobservable inputs that are supportelitttey or no market activity and that are signifitdo the fair value of the assets or
liabilities.

We consider an active market to be one in whichst@ations for the asset or liability occur withfsiént frequency and volume to
provide pricing information on an ongoing basisj &ew an inactive market as one in which therefewetransactions for the asset or liability,
the prices are not current, or price quotationy gabstantially either over time or among markekens. Where appropriate, our non-
performance risk, or that of our counterparty,dasidered in determining the fair values of ligkgk and assets, respectively.

6
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All of our cash and money market funds, which ideank deposits, are classified within Level theffair value hierarchy because t
are valued using bank balances or quoted markatgrOur investments are classified as Level 2ungnts based on market pricing and other
observable inputs. None of our investments aresified within Level 3 of the fair value hierarchy.

Assets and liabilities measured at fair value assified in their entirety based on the loweselef input that is significant to the fair
value measurement. Our assessment of the sigriBioafina particular input to the entire fair valueasurement requires management to make
judgments and consider factors specific to thetagdability.

March 31, 2012 December 31, 201
Level 1 Level 2 Level 2 Total Level 1 Level 2 Level 3 Total

Assets

Cash and money market fun $46,26: $ — $— $46,26: $49267 $ — $— $ 4926
Certificates of deposit — 4,031 — 4,031 — 4,034 — 4,034
Commercial pape — 35,86¢ — 35,86¢ — 39,37( — 39,37(
Corporate debt securitir — 34,22 — 34,22 — 37,38¢ — 37,38¢
Asset backed securitit — 9,32¢ — 9,32¢ — 9,90¢ — 9,90¢
U.S. government and agency securi — 31,64 — 31,64« — 37,46¢ — 37,46¢
Total assets measured at fair valu $46,26. $115,08° $— $161,34¢ $49,267 $128,160 $— $177,43¢

Level 2 inputs are based upon quoted prices foitaifimstruments in active markets, quoted pria@sdentical or similar instruments in
markets that are not active, and model-based vatutgchniques for which all significant inputs ateservable in the market or can be
corroborated by observable market data for sukiathnthe full term of the assets. Where applicatibtese models project future cash flows
discount the future amounts to a present valugusiarket-based observable inputs including rateesyrforeign exchange rates, and forward
and spot prices for currencies and commodities.l@uel 2 investments consist primarily of U.S. ey and U.S. government agency
securities, corporate notes and bonds, commerampand money market funds. For the three monmibgended March 31, 2012, there were
no transfers between Level 1 and Level 2 investmantl there were no changes in our valuation tgoleni

Cash and cash equivalents

We consider all highly liquid investments purchasgétth an original maturity of three months or légde cash equivalents. Cash
equivalents consist of money market funds and comialepaper.

Investments

Our investments consist of U.S. treasury and UoS8egiment agency securities, corporate notes andsheommercial paper, and cash
equivalents. We have designated all investmenévaitable-for-sale and therefore, such investmarggeported at fair value, with unrealized
gains and losses recorded in accumulated otherredrapsive income. For securities sold prior to migtuthe cost of securities sold is based
on the specific identification method. Realizedngaand losses on the sale of investments are matamcbther income, net.

All of our investments are subject to a periodip@&inment review. We recognize an impairment charigen a decline in the fair value of
our investments below the cost basis is judgedtother-than-temporary. Factors considered in oeténg whether a loss is temporary
included the length of time and extent to whichithestments fair value has been less than thebemss$, the financial condition and near-term
prospects of the investee, extent of the losseelat credit of the issuer, the expected cash flomra the security, our intent to sell the security
and whether or not we will be required to sell skeurity before the recovery of its amortized cbstiing the three month periods ended
March 31, 2012 and 2011, we did not record othanttemporary impairment charges on our investmastg,is more likely than not that we
will recover their amortized cost basis upon saleaturity.

Concentration of Credit Risk

The carrying amounts for financial instruments éstivsg of cash and cash equivalents, accountsvailel, accounts payable and accrued
liabilities approximate fair value due to their shmaturities. Marketable securities are statettheit estimated fair values, based on quoted
market prices for the same or similar instrumenkge counterparties to the agreements relating téneestment securities consist of various
major corporations, financial institutions, munalities and government agencies of high creditditen

Our accounts receivable are derived from net resgéawcustomers and distributors located in theddh@&tates and other countries. We
perform credit evaluations of our customers’ finahcondition and, generally, require no collatdram our

7
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customers. We regularly review our accounts reddévencluding consideration of factors such asdnistl experience, credit quality, the ag
the accounts receivable balances and current edormmmditions that may affect a customer’s abildypay. We have not provided reserves for
potential credit losses to date. As of March 31,28nd December 31, 2011, approximately 86% and, 628pectively, of our accounts
receivable were from domestic customers. As of M&t, 2012 and December 31, 2011, approximately &6&185%, respectively of our net
accounts receivable were from two and five indigildcustomers, respectively, each representingaat 0% of our accounts receivable.

During the three months ended March 31, 2012, dooessenue accounted for 22% of total revenueotliph March 2011, revenue
consisted solely of U.S. government grant revenue.

Inventory

Inventory is valued at the lower of the standarst,caohich approximates actual cost, or market. @odetermined using the FIFO (first-
in, first-out) method. Adjustments to reduce thstad inventory to its net realizable value, if égd, are made when carrying cost exceeds ne
realizable value and for estimated excess or otesolegentory.

Revenue Recognitio

Our revenue is generated primarily from the salprofiucts and services. Product revenue primaoihsists of sales of our PacBRS
instrument and related consumables, and servicetued revenue primarily consists of revenue eafrad product maintenance agreements.
Grant revenue reflects revenue from governmenttgiaat generally provide cost reimbursement forade types of expenditures in return for
research and development activities over a contadlgtdefined period. Revenue from grants is recgphin the period during which the
related costs are incurred, provided that the ¢mmdi under which the grants were provided have lneet.

We recognize product and service revenue when gsik@ievidence of an arrangement exists, delivasydtcurred or services have b
rendered, the price is fixed or determinable, asltbctability is reasonably assured. In instanchsne final acceptance of the product or sy:
is required, revenue is deferred until all acceptagriteria have been met. Revenue for producs salgenerally recognized upon customer
acceptance. Revenue for product maintenance agnemeecognized when earned, which is generathbly over the service period.

In order to assess whether the price is fixed terdgnable, we evaluate whether refund rights eXisefund rights exist or payment
terms are based on future performance, we defentevrecognition until the price becomes fixedetedmninable. We assess collectability
based on a number of factors, including customeditworthiness. If we determine that collectioraafounts due is not reasonably assured,
revenue recognition is deferred until receipt ofrpant.

We regularly enter into contracts from which revemiderived from multiple deliverables includingna of products and or services.
Revenue recognition for contracts with multipleidedables is based on the individual units of actimg determined to exist in the contract. A
delivered item is considered a separate unit od@aating when 1) the delivered item has value toctimtomer on a stand-alone basis; and 2)
when a general right of return exists, the delivarperformance of an undelivered item is considgm@bable and under our control. Items are
considered to have stand-alone value when thegaddeseparately by any vendor or when the custammeld resell the item on a stand-alone
basis. Our revenue arrangements generally do wetdageneral right of return. When a deliverablesdoot meet the criteria to be considered a
separate unit of accounting, we group it with ottheliverables that, when combined, meet the catemd the appropriate allocation of
arrangement consideration and revenue recogngidetermined. Consideration is allocated at thegtion of the contract to all deliverables
based on their relative selling price. In ordedétermine the relative selling price of a delivéealve apply, in order, the following hierarchy:
1) vendor-specific objective evidence (“VSOE");tB)rd-party evidence if VSOE is not available; é)cbur best estimate of selling price for
the deliverable if neither VSOE nor third-party dsmce is available.

In order to establish VSOE, we must regularly 8&l product or service on a standalone basis wsthbatantial majority of sales priced
within a relatively narrow range. If an insufficiamumber of standalone sales exist and VSOE cdmndetermined, we then consider whether
third party evidence can be used to establisiggfirice. Due to the lack of similar products aad/ges sold by other companies within our
industry, we have not established selling pricagishird-party evidence. If neither VSOE nor thirarty evidence of selling price exists, we
determine our best estimate of selling price usimgmbination of prices set by our pricing comneitteljusted for applicable discounts and
customer orders received to date.

Deferred revenue primarily represents product neaismice agreement revenue that is expected to bgnieed over the related service
period, generally one to three years.
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Stock-based Compensation

Stock-based compensation expense for all stockdbammpensation awards is based on the grant dateafae estimated using the
Black-Scholes option pricing model. Although we adiwnited historical information available to suppthe underlying estimates of certain
assumptions required to value stock options, we ltansidered our historical stock volatility whexvdloping an estimate of expected
volatility, and we estimate the term of equity gsamsing historical data and peer data. We recegrompensation expense on a straight-line
basis over the requisite service period. We hagetedl to use the simplified method to calculatebnginning pool of excess tax benefits.

Employee and director stock option plans are moltg fescribed in Note 6.

Net Loss Per Share
The following table presents the computation ofibasd diluted net loss per share (in thousandssgbper share amounts):

Three-Months Ended

March 31,
2012 2011

Net loss per share
Numerator

Net loss $(27,58() $(34,809
Denominator

Weighted average shares of common stock outstal 55,20: 52,90(
Less: Shares of common stock subject to repurc — (144)
Weighted average shares used in computation of basi diluted net loss per shi 55,20: 52,75¢
Basic and diluted net loss per sh $ (0.50 $ (0.6€)

The following convertible preferred stock, outstergdoptions, common stock subject to repurchase wearrants to purchase convertible
preferred stock were excluded from the computatiodiluted net loss per share for the periods prieskbecause including them would have
had an anti-dilutive effect:

As of March 31,

2012 2011
Options outstanding 12,457 9,85¢
Common Stock subject to repurchi — 131
Warrants to purchase Common St 1C 10

Recent Accounting Pronouncements

In 2011 the FASB issued Accounting Standards UpNate?011-04, to provide guidance on achieving rsistent definition of and
common requirements for measurement of and dis@osancerning fair value as between U.S. GAAP awerhational Financial Reporting
Standards. ASU 2011-04 is required to be appliedgectively in interim and annual periods beginraftgr December 15, 2011. We adopted
this guidance beginning January 1, 2012. The adiomti this amendment did not have a material effecbur consolidated financial
statements.

In 2011 the FASB issued Accounting Standards UpNate2011-05, requiring companies to present tiepmments of other
comprehensive income (“OCI") either in a single tiomous statement of comprehensive income or indegarate but consecutive statements
of net income and other comprehensive income. Véptad this guidance during the first quarter of2@hd elected to disclose the OCl in a
single continuous statement during interim repgrperiods.

3. Cash, Cash Equivalents and Investments

Our investments consist of marketable debt seesrithcluding U.S. Government and Agency securitiegorate debt securities, bonds
and asset-backed securities; mortgage-backed Sespand publicly traded equity securities. Weorepll securities with stated maturities of
90 days or less at the date of purchase that adélyeconvertible into cash and have insignificemérest rate risk as cash equivalents. Our
investments are carried at fair value with unregligains and losses reported in accumulated otimeprehensive income (loss) (“OCI”) in
stockholders’ equity. The cost of marketable s¢iagris adjusted for the amortization of premiumd discounts to expected maturity.
Premium and discount amortization is included teriest income and

9
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other, net. Realized gains and losses, as wetitasest income, on available-for-sale securitiesadso included in interest income and other,
net. The cost of securities sold is based on tkeifp identification method. The fair values otaéties are based on quoted market prices. We
include all of our available-for-sale securitiexinrent assets.

The following table summarizes our investmentsfadarch 31, 2012 and December 31, 2011 (in thousand

As of March 31, 2012

Gross Gross
unrealized unrealized
Amortized Fair
Cost gains losses Value
Cash and cash equivalents
Cash and money market fun $ 46,26 $ — $ — $ 46,26
Commercial pape 9,99¢ — — 9,99¢
Total cash and cash equivale 56,26( — — 56,26(
Investments:
Commercial pape 25,86: 4 (@)} 25,86¢
Corporate debt securitir 34,12¢ 96 @ 34,22
Asset backed securitis 9,317 8 — 9,32¢
Certificates of depos 4,021 10 — 4,031
U.S. government and agency securi 31,62¢ 21 (2) 31,64¢
Total investment 104,95 13¢ (4) 105,08¢
Total cash, cash equivalents and investm $161,21- $ 13¢ $ 4 $161,34¢
As of December 31, 2011
Gross Gross
unrealized unrealized
Amortized Fair
Cost gains losses Value
Cash and cash equivalents
Cash and money market fun $ 49,267 $ — $ — $ 49,267
Commercial pape 9,59¢ — (1) 9,59¢
Total cash and cash equivale 58,86¢ — (D 58,86¢
Investments:
Commercial pape 29,765 5 — 29,77:
Corporate debt securitit 37,37¢ 65 (57) 37,38
Asset backed securitis 9,90¢ 7 2 9,90¢
Certificates of depos 4,02¢ 9 (D) 4,034
U.S. government and agency securi 37,43¢ 34 (3 37,46
Total investment 118,51: 12C (63 118,56¢
Total cash, cash equivalents and investm $177,37¢ $ 12C $ (69 $177,43¢

4. Balance Sheet Components

As of March 31, 2012 and December 31, 2011 ourritoug, net, consisted of the following componeimstiiousands):

Purchased materials, net
Work in process, ne
Finished goods, n¢

Inventory, ne

10

March 31, December 31
2012 2011

$ 4,41 $ 5,27:
4,22: 5,341
3,18¢ 4,897

$11,82: $ 15,517
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As of March 31, 2012 and December 31, 2011, ouruactexpenses and other current liabilities coegisf the following (in thousands):

March 31, December 31
2012 2011

Salaries and benefi $ 3,69: $ 5,28/
Legal services and matte 2,96¢ 77C
Customer deposi 2,59¢ 1,50z
Shor-term portion of deferred re 86¢ 844
Other professional servic 42: 1,14¢
Other 934 712
Accrued expenses and other current liabili $11,47¢ $ 10,25¢

5. Contingencies

We may become subject to claims and assessmenidifre to time in the ordinary course of busin&¥s. accrue liabilities for such
matters when it is probable that future expendguvél be made and such expenditures can be rebsoestimated.

On October 21, 2011, and October 24, 2011, we artdio of our officers and directors were namethia identical putative class action
lawsuits filed in the Superior Court of the StateCalifornia, County of San MateoYfoung v. Pacific Biosciences of California, Ind.ak, Case
No. CIV509210 anSandnas v. Pacific Biosciences of California, let.al.,Case No. CIV509259). On April 4, 2012, we and dartd our
officers and directors were named in another prgatiass action lawsuit filed in the Superior Cafrthe State of California, County of San
Mateo (Oklahoma Firefighters Pension and Retirement Systdhacific Biosciences of California, Inc., et aCase No. CIV512976). The
Young, SandnasindOklahoma Firefighterg\ctions have since been consolidatednase Pacific Biosciences of California Inc. S’hefdLitig. ,
Case No. CIV509210 (the “State Court Action”). T3tate Court Action is a putative class action bhdwgn behalf of all persons or entities
who purchased or otherwise acquired our commorkgtocsuant or traceable to our initial public oiifey (“IPO”) of common stock in October
2010. The plaintiffs in the State Court Action séelallege on behalf of the putative class violasiof several provisions of the federal
securities laws in connection with our August 18] @, registration statement (as amended, effeasvaf October 26, 2010). The plaintiffs in
the State Court Action seek, among other thingsypensatory damages, rescission, and attorrfiegs’and costs on behalf of the putative ¢
Defendants in the State Court Action have movestay that lawsuit in deference to themo action currently pending in federal district court,
described below. A hearing on Defendants’ motioprésently scheduled for May 17, 2012.

On December 21, 2011, we and certain of our offieerd directors were named in a putative claseratdivsuit filed in United States
District Court for the Northern District of Califioia (Primo v. Pacific Biosciences of California, Inct,a. , Case No. _4:11-CV-06599). On
April 11, 2012, an amended complaint was filechi@Rrimo action, which added another plaintiff, Evan Powa#.amended, the complaint
alleges violations of several provisions of theefed securities laws arising out of alleged misstents or omissions in our August 16, 2010
registration statement (as amended, effective &ctdber 26, 2010), and by us and/or our emplogeeisg the class period. The complaint
seeks, among other things, compensatory damagesssion, and attorneys’ fees and costs on behé#iegutative class. On April 6, 2012,
Mr. Primo was appointed lead plaintiff in the actio

On December 29, 2011, we were named as a nomifeidint, along with certain of our directors asvidlial defendants, in a purport
shareholder derivative lawsduit filed in United $&District Court for the Northern District of (falinia (Burlingame v. Martin et alCase
No. 4:13-CV-06703). The complaint alleges that the directefendants breached various fiduciary duties oweds, engaged in waste of
corporate assets, and were, as a result, unjusiighed. The complaint seeks, among other thiregitution of director profits allegedly
obtained as a result of the aforesaid conduct,argment of our corporate governance proceduresatiocheys’ fees and costs. On
February 28, 2012, tHeurlingameaction was related to therimo action and transferred to the same judge hearimBrimo action.

Pursuant to Delaware law, we may have obligatiandger certain circumstances, to hold harmless mahehnnify each of our directors &
certain officers, including those named in tBeate Court Actiomr the Primoor Burlingame actions, against judgments, fines, settlement:
expenses related to claims arising against sueletdirs and officers to the fullest extent permitteder Delaware law, our bylaws and
certificate of incorporation. Such obligations fledemnification may apply to these lawsuits. Initidd, we may have obligations, under
certain circumstances, to hold harmless and indigneaich of the underwriters from our IPO and thegpective affiliates, directors and
officers against any and all losses, claims, damage liabilities related to claims arising agassth parties pursuant to the terms of the
underwriting agreement between the underwritersta@adCompany.
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We believe that the allegations in each of theselipg actions are without merit and intend to vagaly contest the actions. However,
there can be no assurance that we will be sucdessfur defense.

In addition, from time to time, we are a partyit@htion and subject to claims incident to theioagly course of business.

We cannot determine the ultimate outcome of thassuits. An estimate of the possible loss or péssdnge of loss associated with the
resolution of these contingencies cannot be prawvidi¢h certainty or confidence, and therefore niingate is provided and we have not
recorded a liability.

6. Stock Option Plans

As of March 31, 2012, we had three active equitypensation plans, the 2010 Equity Incentive Pla2040 Plan, the 2010 Outside
Director Equity Incentive Plan, or 2010 DirectoaR] and the 2010 Employee Stock Purchase PlarSBPEPrior to the adoption of these
plans, we granted options pursuant to the 2004t ¢pgentive Plan, through August 2005, and the28tbck Plan, through October 2010.
Upon termination of the predecessor plans, theeshavailable for grant at the time of terminatiand shares subsequently returned to the |
upon forfeiture or option termination, were tramefe to the successor plan in effect at the timghafre return.

As of March 31, 2012, 800,247 shares of our comstook have been reserved for issuance under the K3l ESPP permits eligible
employees to purchase common stock at a discotmigh payroll deductions during defined offeringipds. Each offering period generally
consists of four purchase periods, each purchasedgeeing approximately six months. The price htol the stock is purchased is equal tc
lower of 85% of the fair market value of the comnstack at the beginning of an offering period othet end of a purchase period. Shares
issued under the ESPP totaled 428,604 shares dhertree-month period ended March 31, 2012, anshares were issued during the period
ended March 31, 2011. We estimate the value oéthgloyee stock purchase rights on the date of giging the Black-Scholes model.

The following table summarizes stock option acyifdr all stock option plans (in thousands):

Common Stock Options Outstanding

Weighted
Shares
available for Number of average
exercise
grant shares Exercise price price
Balances, December 31, 20 1,441 10,52: $0.20- 16.0( $ 6.6
Additional shares reserve 3,29¢
Options grante: (2,925 2,92t $ 3.01-4.7¢ $ 4.1t
Options exercise — (187) $ 0.20-3.8¢ $ 157
Options cancele 803 (803 $1.96-16.0( $ 9.4c:
Balances, March 31, 20: 2,617 12,457 $0.20- 16.0( $ 5.9¢

Stock-based Compensation

Total stock-based compensation expense for empktpe& options and stock purchases under the E&PBists of the following (in
thousands):

Three-Month Periods Ended

March 31,
2012 2011
Cost of revenu $ 16€ $ —
Research and developmt 1,13: 1,74¢
Sales, general and administrat 88¢ 1,35¢€
Total stocl-based compensation expel $ 2,187 $ 3,10¢

Employee Stock-based Compensation

We estimated the fair value of employee stock optiesing the Black-Scholes option pricing modek Téir value of employee stock
options is being amortized on a straight-line baser the requisite service period of the awards.

The fair values of the common stock underlying ktoptions granted through the date of our initiablic offering, (“IPO”), were
estimated by our board of directors, which intendidptions granted to be exercisable at a prarespare not less than the per

12



Table of Contents

share fair value of our common stock underlyingsehoptions on the date of grant. The fair valuthefshares of common stock underlying the
stock options has historically been the respornsilof and determined by our board of directorsc&ese there was no public market for our
common stock, our board of directors determinedvialiue of the common stock at the time of grarnthefoption by considering a number of
objective and subjective factors including indepartdhird-party valuations of our common stockesalf convertible preferred stock to
unrelated third parties, operating and financiafggenance, the lack of liquidity of capital stockdageneral and industry specific economic
outlook, amongst other factors. The fair valuehaf tinderlying common stock was determined by oardof directors until such time as our
common stock was publicly traded. Our common stmestame publicly listed upon our IPO from which tiomions granted are issued at a
price equal to the closing price on the date ohgra

The fair value of employee stock options was edtghasing the following assumptions:

Three-Month Periods
Ended March 31,

2012 2011
Expected tern 6.1 year 6.1 year
Expected volatility 65% 59%
Risk-free interest rat 1.1% 2.6%

Dividend yield — —

Expected terrr— Expected term represents the period that oukdtased awards are expected to be outstandinga€3umptions about
the expected term have been on our historic cat®iland exercise experience and trends as wellrasxpectations for future periods.

Expected volatility— We do not have sufficient trading history to tise volatility of our own common stock for estahlizy expected
volatility. Therefore, we based our expected véitaton the historical stock volatilities of sevépublicly listed comparable companies over a
period equal to the expected terms of the options.

Risk-free interest rate- The risk-free interest rate is based on the Ur8asury yield curve in effect at the time of griortzero coupon
U.S. Treasury notes with maturities approximatejyas to the option’s expected term.

Expected dividend yield- We have never paid dividends and do not expepayodividends in the foreseeable future.

Expected forfeiture rate-We estimate our forfeiture rate based on an aisabfour actual forfeitures and will continue teakiate the
adequacy of the forfeiture rate based on actu&itare experience, analysis of employee turnowedravior and other factors. The impact from
a forfeiture rate adjustment will be recognizeduthin the period of adjustment, and if the actnamber of future forfeitures differs from that
estimated, we may be required to record adjustntergtock-based compensation expense in futuregeri

7. Subsequent Events

In April 2012, the Company settled its litigation¢cluding a dismissal of all claims, with Life Teudlogies Corporation, or Life, regard
a complaint filed in federal court in March 2011 lhife seeking review under 35 U.S.C. § 146, ofdkeision and judgment of the U.S. Patent
and Trademark Office in Interference No. 105,67fich related to U.S. Patent No. 7,329,492 thatacamiired by life from its acquisition of
Visigen Biotechologies, Inc., and U.S. Patent Aggtion Serial No. 11/459,182, owned by us relating particular method for singular
molecule sequencing.

On August 27, 2010, we were named as a defendant@mplaint filed by Helicos Biosciences Corparmatior Helicos, alleging
infringement of two patents owned by Helicos and patents in—licensed by Helicos from Arizona Sceeand Technology Enterprises LLC
d/b/a Arizona Technology Enterprises, or AzTE, whas subsequently added as an additional plaintiffié lawsuit. The U.S. Patent and
Trademark Office granted our subsequent requesefexamination of each of the asserted patentstejacted all of the claims of the asserted
patents as being unpatentable over prior art. Inl 2012, the parties reached agreement on theipahterms to resolve their patent litigation.
Under the terms of the agreement, Helicos and AzillElismiss their lawsuit against the Company, #mel Company will dismiss its
counterclaims in the lawsuit and make one-time paymto Helicos and AzTE, without admitting anylidy. The settlement terms also
include worldwide, non-exclusive licenses for thenfpany to all patents owned by Helicos and theasserted patents in-licensed by Helicos
from AzTE in the field relevant to the Company’stent products, and a perpetual covenant not taugder any patent that Helicos has the
right to enforce in such field, and the Company weifrain from challenging, or helping others tattange, the validity, enforceability, or
patentability of any patent or patent applicationvhich it is granted a license under the settldarteams, except to the extent any such patent is
asserted against the Company in the future, anG@dnepany will also refrain from filing, or assiggimthers to file, any papers in the re-
examination proceedings concerning the four patiatswere asserted against the Company in thaulawse have not assigned any value to
the licenses under the agreement as of March 32.200 value has been assigned to the licenseg a®wot believe any of our current or
future products would fall under any valid and eoéable claims in the licensed applications andriat
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The aforementioned settlements gave rise to evieat®xisted as of the balance sheet date. Therefoaccordance witASC Topic 855,
Subsequent Eventlling, general and administrative expenses ®ihihee-month period ended March 31, 2012, inchudi#.8 million charge
relating to the settlement of these two intelletpraperty matters.
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ltem 2. Managemen’s Discussion and Analysis of Financial Condition ahResults of Operations

This Quarterly Report on Form 10-Q contains forwdwdking statements that involve risks and uncettas. Forward-looking
statements are based on our management’s beliéfessumptions and on information currently avaitatd them. In some cases you can
identify forward-looking statements by words sushraay,” “will,” “should,” “could,” “would,” “expec t,” “plans,” “anticipates,”

“believes,” “estimates,” “projects,” “predicts,” “p otential” and similar expressions intended to idgnforward-looking statements. Our
actual results could differ materially from thosatigipated in these forward-looking statementsif@ny reasons, including the risks faced by
us and described under the heading “Risk FactorsPart I, tem 1A of this Quarterly Report on Fodi-Q and our other filings with the
SEC. You should not place undue reliance on tt@sefd-looking statements, which apply only ashefdate of this Quarterly Report on
Form 1(-Q. You should read this Quarterly Report on Foi®rQ completely and with the understanding thatactual future results may be
materially different from those we expect. Exceptegguired by law, we assume no obligation to updlaése forward-looking statements
publicly, or to update the reasons actual resutiald differ materially from those anticipated irette forwarelooking statements, even if new
information becomes available in the future

”ou ”ou ”ou

Overview

We develop, manufacture and market an integratfopin for genetic analysis. Combining recent adearin nanofabrication,
biochemistry, molecular biology, surface chemistngl optics, we created a technology platform cadladle molecule, real-time, or SMRT,
technology. Our initial focus is to use our SMRTHeology in the DNA sequencing market where we tdaxeloped and commercialized our
first product, the PacBiRS, a third generation sequencing platform. The PadB&consists of an instrument platform that uses oappetary
consumables, including our SMRT Cells and reagist k

From our incorporation in 2000 through the firsager of 2011 we primarily focused on developing mehnology, undertaking
engineering activities to develop our products,draning initial marketing of our products, and pr@duction activities associated with the
commercial launch of the PacBRSduring April 2011. We have financed our operatiprimarily through the issuance of common stock and
convertible preferred stock resulting in $575.0liorl in net proceeds. Since our inception, we haearred significant net losses and we
expect to continue to experience significant logsewe invest in developing and taking advantagearket opportunities for our products,
servicing and supporting initial customers, devaiept of enhancements and updates to existing predirvelopment of future products, and
sales and administrative infrastructure. As of Mad&, 2012, we had an accumulated deficit of $46¢lton .

Basis of Presentation
Revenue

During the three month period ended March 31, 262 majority of our revenue related to the salPatBioRSinstruments and
associated consumables and services. Service hedrevenue primarily consists of product mainteeasgreements, while grant revenue
represents amounts earned under research agreemittng®vernment entities which are recognizechim period during which the related cc
are incurred. During the three month period endeaickl 31, 2011, all of our revenue was compriseelgalf government grant revenue.

We anticipate that our future revenue will be gatet primarily from sales of our PacBRsinstruments and consumables, comprised of
SMRT Cells and reagent kits, and system maintenagosements.

As of March 31, 2012, our backlog was approxima$ly? million comprised of seven systems. We ddfiaeklog as purchase orders or
signed contracts for systems from our customershwvvie believe are firm and for which we have ndtrgeognized revenue. We expect to
convert most, if not all of this backlog to revertuging the second quarter of 2012.

Cost of Revenue

Cost of revenue reflects the direct cost of prodechponents, third party manufacturing services@mdnternal manufacturing overhe
and customer service infrastructure costs incumgatoduce, deliver, maintain and support our imsgnts, consumables, and services.

Manufacturing overhead, comprised mainly of labmsts, is determined and capitalized into inventtaged on managemesgstimate ¢
normal manufacturing capacity. Normal capacityhiss production level expected to be achieved ovamaber of periods under normal
circumstances with available resources. Our cumanufacturing volumes are below expected normzdaes, therefore manufacturing
overhead incurred during the period exceeds thauate@bsorbed into inventory and included in césewvenue. Manufacturing costs in exc
of amounts reflected in inventory and cost of rexeare expensed as a component of research andgleeat expense during the period in
which the expenses are incurred.
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Service costs included the direct costs of comptzngsed in support, repair and maintenance of metinstruments as well as the cost
of personnel, materials and support infrastruchgeessary to support the installed customer baswefare in the early stages of the
commercial launch of our products, the capacitgwfexisting service infrastructure exceeds thelmmmof installed customer instruments.
Therefore, management has estimated the capaditye @xisting service infrastructure and recogngassice related cost of revenue based on
the installed base. As a result, total serviceastfucture costs exceed the costs associatedheitbupport of customer instruments and such
excess costs are included as a component of galesral and administrative expense.

Operating Expense

Research and Development Expeigesearch and development expense consists prirofelypenses for personnel engaged in the
development of our SMRT technology, the designdenklopment of our products, including the PadB® SMRT Cells and reagent kits and
the scientific research necessary to produce coniatigrviable applications of our technology. Thesgenses also include prototype-related
expenditures, development equipment and supphesities costs and other related overhead.

Sales, General and Administrative ExpenSales, general and administrative expense commistarily of personnel-related expense
related to our executive, legal, finance, saleskatang, field service, customer support, and humeource functions, as well as fees for
professional services and facility costs. Profesaligervices consist principally of external legaicounting and other consulting services.
Selling, general and administrative recurring exgesnare expected to increase gradually over timeeaontinue to add resources to our sales
and support infrastructure.

While such trends are important to understandirbealuating our financial results, the other teati®ns, events and trends discusse
“Risk Factors” in this report may also materiallygact our business operations and financial results

Other (Expense) Income, Net

Other (expense) income, net consists primarilyhtdriest income earned, accretion of discounts amattazation of premiums on
investment balances, net gains or losses on forrigency transactions and foreign income taxes.i@erest income will vary each reporting
period depending on our average investment balatho#sg the period and market interest rates. Gtieame, net also includes interest
expense relating to our facility financing obligats resulting from lease agreements entered ik010. We expect interest expense to
fluctuate in the future with changes in the obligas.

Income Taxes

Provision for (Benefit from) Income Tax&nce inception, we have incurred net losses amd hat recorded any U.S. federal or state
income tax benefits for such losses as they hage b#set by valuation allowances.

Critical Accounting Policies and Estimates

Management’s Discussion and Analysis of Financ@hdition and Results of Operations is based upeorCondensed Consolidated
Financial Statements, which we have prepared iordetice with U.S. generally accepted accountimcipies (“GAAP”). The preparation of
these financial statements requires managemenake estimates and assumptions that affect thetezbamounts of assets, liabilities, reve
cost of revenue, and operating expenses, and dedéelosure of contingent assets and liabilitanagement bases its estimates on historical
experience and on various other assumptions tbhatigves to be reasonable under the circumstatieesesults of which form the basis for
making judgments about the carrying values of asmed liabilities that are not readily apparentrfrother sources. Management has discussed
the development, selection and disclosure of sizant estimates with the Audit Committee of our Bbaf Directors. Actual results may differ
from these estimates under different assumptiom®iditions.

An accounting policy is deemed to be critical ifétjuires an accounting estimate to be made basadsumptions about matters that are
highly uncertain at the time the estimate is m#ddifferent estimates reasonably could have besduor if changes in the estimate that are
reasonably likely to occur could materially imp#w financial statements. During the three-montiiopeended March 31, 2012, there have
been no significant changes in our critical accmgnpolicies and estimates as compared to theadisoks in Item 7 of our Annual Report on
Form 10-K for the year ended December 31, 2011.
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Results of Operations
Comparison of the Three-month Periods Ended March, 2012 and 2011

% Increase)

Increase/
Three Months Ended March 31, (Decrease (Decrease)
(in thousands, except percentages) 2012 2011
(unaudited)
Revenue
Product revenu $ 8,71¢ $ — $ 8,71t —
Service and other reven 1,052 — 1,052 —
Grant revenui 27C 27C — —
Total revenue 10,03¢ 27C 9,76¢ 361¢&%
Cost of Revenue
Cost of product revent 8,607 — 8,607 —
Cost of service and other rever 1,58: — 1,58: —
Total cost of revenu 10,19( — 10,19( —
Gross (loss) profi (152) 27C (422) (15€%)
Operating Expenst
Research and developmt 12,07: 24,11¢ (12,045 (50%)
Sales, general and administrat 15,28t 11,11¢ 4,16€ 37%
Total operating expen: 27,35¢ 35,23} (7,879 (22%)
Operating los: (27,510 (34,967 (7,457) (21%)
Other (expense) income, r (70 15¢€ (22¢) (144%)
Net loss $ (27,58() $ (34,809 $ (7,229 (21%)
Revenue

Our total revenue for the first quarter of 2012 Wa6.0 million compared to $0.3 million in the ficuarter of 2011. During the first
quarter of 2011, our revenue was limited to gramenue as we began commercially shipping our PaRBituring the second quarter of 2011.
Product revenue in the first quarter of 2012 cdedisf approximately $7.8 million from sales of dtacBioRSinstruments and approximately
$0.9 million from sales of consumables. Instrunrentnue reflects the 11 instrument installatiors @ceptances during the period. Service
and other revenue of $1.1 million for the first ffeaof 2012 was primarily derived from product mtahance agreements sold in conjunction
with PacBioRSinstruments.

Grant revenue earned is dependent on the granveecehe amount of the grant and subsequent weropned pursuant to the grant.
For the first quarter of 2012, grant revenue remaiconsistent with the first quarter of 2011 aB$aillion.

Gross (loss) profit

Cost of revenue of $10.2 million and gross los$@R million for the first quarter of 2012 correspis to the recognition of revenue on
PacBioRSinstruments, as well as consumable shipment awitesrprovided on our installed base of instrume@itst of revenue for the first
quarter of 2012 also includes $0.7 million of expeassociated with our C2 product release, incuttia write-off of certain inventory and
field upgrade costs. Cost of product revenue df $8llion for the period reflects the costs relgtio components and manufacturing overhead
incurred on the 11 instruments that were instadled consumables that were shipped during the peCiost of service and other revenue of
$1.6 million for the period reflect the costs ofgmnnel, materials and support infrastructure resgsto support the installed base of PacBio
RS instruments. We did not realize product costsduhe first quarter of 2011 as revenue was @erisolely from government grants.

Research and Development Expense

During the first quarter of 2012, research and tgrmaent expenses decreased $12.0 million, or 5@%pared to the first quarter of
2011. The decrease was driven primarily by a $4lkomdecrease in personnel related expense, dingistock-based compensation, due to
lower headcount in 2012 compared to 2011. The dseren expenses also includes a $3.0 million deereslated to expensed instrument
development components accounted for as developaxgense in 2011, a $1.4 million decrease in sapptlevelopment materials and
prototype-related expenses and a $0.8 million @eserén facility and technology expenses. Researdidavelopment expenses incurred in the
first quarter of 2011 included costs associateti e finalization of commercial designs, spectiimas and configurations for our products
prior to commercial launch during the second quart€011. The 2012 results reflect an increagééncapitalization of $1.6 million of
manufacturing overhead into inventory. Researchdawilopment expense included stock-based compemsaipense of $1.1 million and
$1.7 million during the first quarter of 2012 an@l2, respectively.
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Sales, General and Administrative Expense

For the first quarter of 2012, selling, general addinistrative expenses increased $4.2 millior8 786, compared to the first quarter of
2011. The increase was driven primarily by a $3ilian increase in legal expenses primarily relateditigation, including settlement charges
of $1.8 million relating to resolution of two intettual property matters. Sales, general and adtrétive expense included stock-based
compensation expense of $0.9 million and $1.4 amiltiuring the first quarter of 2012 and 2011, retipely.

Other (Expense) Income, Net

The change in other (expense) income, net primegflgcts an increase in realized foreign curremagsaction losses and lower interest
income in the first quarter of 2012 compared toghme period in 2011. The decrease in intereshieromas primarily a result of lower average
investment balances in 2012 as compared to 2011.

Liquidity and Capital Resources

Since our inception we have financed our operatmwimearily through the issuance of convertible pregd stock and the issuance of
common stock through our initial public offeringtdting in $575.0 million in net proceeds. As of fdla 31, 2012, we had cash, cash
equivalents and investments of $161.3 million, erdase of $16.1 million compared to December 3112€eflecting approximately $17.3
million of cash used during the period to fund @iens partially offset by $1.8 million of finangjractivities. We believe that existing cash,
cash equivalents and investments will be sufficierfund our projected operating requirements fdeast 12 months. This expectation is be
on our current operating and financing plans, wilaichsubject to change, and therefore we couldneegdditional funding. Factors that may
effect our capital needs include, but are not kahito, slower than expected adoption of our pradresulting in lower sales of our products
services; future acquisitions; our ability to maintnew collaboration and customer arrangemengsptogress of our research and developi
programs; initiation or expansion of research paogg and collaborations; the costs involved in piapafiling, prosecuting, defending and
enforcing intellectual property rights; the purchads patent licenses; and other factors.

To the extent we raise additional funds throughstile of equity or convertible debt securities,ifs@ance of such securities could result
in dilution to our stockholders. There can be neusance that such funds will be available on fableréerms, or at all. To the extent that
additional capital is raised through the sale afigoor convertible debt securities, the issuanfcguch securities could result in dilution to our
stockholders. If adequate funds are not availatdemay be required to curtail operations signiftbaar to obtain funds by entering into
collaboration agreements on unattractive terms.i@ability to raise capital would have a materidVarse effect on our business, financial
condition and results of operations.

Operating Activities

Our primary uses of cash from operating activities for the manufacturing and sale of PacBio R8ungents and consumables,
development of ongoing product enhancements andefyiroduct releases, and support functions retatedr selling, general and
administrative activities. The net cash used ferttiree-month periods ended March 31, 2012 and gadfarily reflects the net loss for those
periods, offset by non-cash operating expenseadirgy depreciation, stock-based compensation, hadges in operating assets and liabilities.

Net cash used in operating activities was $17.8anifor the three-month period ended March 31,284 compared to $33.5 million for
the threemonth period ended March 31, 2011, due primarilgablosses of $27.6 million and $34.8 million,pestively, offset by depreciatit
and stock-based compensation of $3.8 million ané $4llion, respectively. In addition, cash usedperating activities decreased for the
three-month period ended March 31, 2012 as compgarttte same period last year primarily as a resfullecreased accounts receivable
balance and inventory levels in the first quarfe2@l 2.

Investing Activities

Our investing activities consist primarily of navestment purchases, maturities and sales andtapjgenditures. Net cash provided by
investing activities was $13.0 million for the termonth period ended March 31, 2012, comprisedbfrraturities of investments of $13.3
million partially offset by purchases of propertydaequipment of $0.3 million. Net cash used in 8tirgy activities during the same period in
2011 totaled $29.9 million, comprised of net pusgsof investments of $28.4 million and purchasgsaperty and equipment of $1.5 millic

Financing Activities

For the three-month period ended March 31, 2012eweived $1.8 million of proceeds from the isswaotour common stock through
stock option exercises and the sale of shares unademployee Stock Purchase Plan and for the im@&th period ended March 31, 2011, we
received $0.3 million from stock option exercises.
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Off-Balance Sheet Arrangements
As of March 31, 2012 we did not have any off-batasheet arrangements.

In the ordinary course of business, we enter itdodard indemnification arrangements with our cnslis, suppliers, licensors and
collaborators. Pursuant to these arrangementsydesrinify, hold harmless and agree to reimbursénttemnified parties for losses suffered or
incurred by the indemnified party, in connectiorihna trade secret, copyright, patent or other lietabal property infringement claim by a third
party with respect to its technology, or from oerfprmance or non-performance under a contra@ngrdefective products supplied by us, or
any negligent acts or omissions, or willful miscaotj committed by us or any of our employees, agentepresentatives. The term of these
indemnification agreements is generally perpetogltame after the execution of the agreement. Th&imum potential amount of future
payments we could be required to make under thgrements is not determinable because it involissis that may be made against us in
future periods, but have not yet been made. Tg dagdrave not incurred costs to defend lawsuitettte claims related to these
indemnification agreements. We also have certalarimification obligations to our directors and aariofficers, as well as the underwriters
from our IPO, and we are incurring costs to defeaddirectors, certain officers and the underwsiterconnection with the securities litigation
we are currently a party to (see “ Part |, Itenfribancial Statements—Note 5. Contingencies” tocthresolidated financial statements).

Recent Accounting Pronouncements

In 2011 the FASB issued Accounting Standards UpNate?011-04, to provide guidance on achieving rsistent definition of and
common requirements for measurement of and dis@asancerning fair value as between U.S. GAAP aerhational Financial Reporting
Standards. ASU 2011-04 is required to be appliedpectively in interim and annual periods beginraftgr December 15, 2011. We adopted
this guidance beginning January 1, 2012. The adomti this amendment did not have a material effecbur Consolidated Financial
Statements.

In 2011 the FASB issued Accounting Standards UpNate2011-05, requiring companies to present tiepmments of other
comprehensive income either in a single contintatement of comprehensive income or in two sepdrat consecutive statements of net
income and other comprehensive income. We adoptedjtiidance during the first quarter of 2012 aledted to disclose the OCI in a single
continuous statement during interim reporting pasio
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Iltem 3.  Quantitative and Qualitative Disclosures About Market Risk
Interest rate and Market Ri

Our exposure to market risk is confined to our caskh equivalents and our investments, all of whigve maturities of less than one
year. The goals of our investment policy are pregtéon of capital, fulfillment of liquidity needsd fiduciary control of cash and investmel
We also seek to maximize income from our investsiaiithout assuming significant risk. To achieve gaoals, we maintain a portfolio of cash
equivalents and investments in a variety of seiegritf high credit quality. The securities in oavéstment portfolio are not leveraged, are
classified as available for sale and are, duee ttery short-term nature, subject to minimal ieg rate risk. We currently do not hedge
interest rate exposure. Because of the dieontr maturities of our investments, we do not lveithat an increase in market rates would hawv
material negative impact on the value of our inwestt portfolio.

Foreign Exchange Ris

The majority of our revenue, expense, and capitedipasing activities are transacted in U.S. dalldsvever, a portion of our operations
consists of sales activities outside of the UnB¢atkes; therefore we have foreign exchange expesetating to non-U.S. dollar revenues,
operating expenses, accounts receivable, accoayéble and currency balances. Our primary expdasuwéh the Euro. During January 2012,
we implemented a hedging program designed to niétitfee impact of changes in currency exchange oatesir net cash flow from foreign
currency denominated sales. Counterparties togorexchange contracts expose us to cretétted losses in the event of their nonperformz
To mitigate that risk, we only contract with counpi@rties that meet certain minimum requirementseundr counterparty risk assessment
process. We will periodically monitor and assessangoing counterparty risk and will adjust our egpre to various counterparties as
appropriate.

Our international operations are subject to rigkécal of international operations, including, It limited to, differing economic
conditions, changes in political climate, differitax structures, other regulations and restrictenmdg foreign exchange rate volatility.

ltem 4.  Controls and Procedures
(a) Disclosure controls and procedures.

Our management, with the participation of our cleleécutive officer and our chief financial officenaluated the effectiveness of our
disclosure controls and procedures (as defineduleRl3a-15(e) and 15d-15(e) of the Exchange Axctfahe end of the period covered by this
Quarterly Report on Form 10-Q. Based on this eveloaour chief executive officer and our chiefdirtial officer concluded that our
disclosure controls and procedures are designadestsonable assurance level and are effectiveotide reasonable assurance that
information required to be disclosed by us in teorts that we file or submit under the Exchangeig\cecorded, processed, summarized and
reported within the time periods specified in tieC3s rules and forms and that such informatiorcisuanulated and communicated to our
management, including our chief executive offiaed aur chief financial officer, as appropriateatlow timely decisions regarding required
disclosure.

In designing and evaluating the disclosure contal$ procedures, management recognizes that atrplsoand procedures, no matter
how well designed and operated, can provide ordgarable assurance of achieving the desired catijettives. In addition, the design of
disclosure controls and procedures must reflectabiethat there are resource constraints andhthatgement is required to apply its judgment
in evaluating the benefits of possible controls pratedures relative to their costs.

(b) Changes in internal control over financial repting.

There were no changes in our internal control diwancial reporting that occurred during the quaeteded March 31, 2012 that have
materially affected, or are reasonably likely tatenally affect, our internal control over finantiaporting.

PART Il - OTHER INFORMATION

lteml. Legal Proceedings

Information pertaining to legal proceedings caridasnd in “Part |, Item 1. Financial Statements—NBt€ontingenciesind Note 7.
Subsequent Everit$o the consolidated financial statements, aridésrporated by reference herein.

Iltem 1A. Risk Factors

You should consider carefully the risks and undeti@s described below, together with all of theestinformation in this Quarterly
Report on Form 1-Q and in our Annual Report on Form 10-K that wigedfwith the Securities and Exchange CommissioMarch 1, 2012,
which could materially affect our business, finah@ondition, results of operations and prospe€tse risks described below are not the only
risks facing us. Risks and uncertainties not cuttyeknown to us or that we currently deem to be atamal also may materially affect our
business, financial condition, results of operati@md prospects
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Risks Related to Our Business
We are an early stage commercial company.

During 2011 we launched our first commercial prdcard as such, we have limited historical finandetia upon which to base our
projected revenue, planned operating expense ar wpih to evaluate us and our commercial prosp8etsed on our limited experience in
developing and marketing new products, we may edalie to effectively:

» drive adoption of our product

» attract and retain customers for our produ

» comply with evolving regulatory requirements apabte to our product:

» anticipate and adapt to changes in our ma

» focus our research and development efforts in ahedggenerate returns on these effc

* maintain and develop strategic relationships wihdors and manufacturers to acquire necessaryiaiatier the production of ot
products;

* implement an effective marketing strategy to pragrest/areness of our produc

» scale our manufacturing activities to meet potégamand at a reasonable c¢

« avoid infringement and misappropriation of tl-party intellectual property

» obtain licenses on commercially reasonable terntitd-party intellectual property
» obtain valid and enforceable patents that give asnapetitive advantag

» protect our proprietary technoloc

» provide appropriate levels of customer training angport for our product

» protect our products from any equipment or soft-related system failures; al

e attract, retain and motivate qualified person

In addition, a high percentage of our expenseadsvéll continue to be fixed. Accordingly, if we dmt generate revenue as and when
anticipated, our losses may be greater than exghecte our operating results will suffer.

We have incurred losses to date, and we expecbtuioue to incur significant losses as we develamr dusiness and may never achieve
profitability.

We have incurred net losses since inception andameot be certain if or when we will produce suéfit revenue from our operations to
support our costs. Even if profitability is achidygve may not be able to sustain profitability. pect to incur substantial losses and negative
cash flow for the foreseeable future.

If our products fail to achieve and sustain suffient market acceptance, we will not generate expgectarenue and our business may r
succeed

Although we have now commercialized the PadB&and started recognizing revenue from our prodwatscannot be sure that they will
gain acceptance in the marketplace at levels sefftico support our costs. Our success depengsrinon our ability to expand the market for
genetic analysis to include new applications thatret practical with other current technologies.atcomplish this, we must successfully
commercialize, and continue development of, our SMEthnology for use in a variety of life scienggpkcations. There can be no assurance
that we will be successful in securing additionstomers for our products, in particular, our fpedduct which is focused on DNA sequenc
Furthermore, we cannot guarantee that the desigargbroducts, including the initial and subseqgg@cifications and any enhancements or
improvements to those specifications, will be $ati®ry to potential customers in the markets wekdge reach. These markets are dynamic,
and there can be no assurance that they will dp\adajuickly as we expect or that they will reawdirtfull potential. As a result, we may be
required to refocus our marketing efforts, and vayave to make changes to the specifications opmducts to enhance our ability to enter
particular markets more quickly. Even if we areeatol implement our technology successfully, we fiaélyto achieve or sustain market
acceptance of our products by academic and govertrmagearch laboratories and pharmaceutical, biotdogy and agriculture companies,
among others, across the full range of our intedifiedcience applications. If the market for owogiucts grows more slowly than anticipated,
if competitors develop better or more cost-effexfvoducts or if we are unable to develop a sigaift customer base, our future sales and
revenue would be materially harmed and our busimessnot succeed. For example, in September 20& Implemented a reduction in our
workforce due in part to our infrastructure beitaffed to support a faster adoption rate for owdpicts. If the adoption rate for our products
continues to be slow or does not grow, our businesg be adversely affected.
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Our products are highly complex, with significantupport requirements.

In light of the highly complex technology involvédour products there can be no assurance thatilvieenable to successfully provide
adequate support for our products. Our customers @gperienced reliability issues with our PacBRiBinstruments that we believe are
consistent with the introduction of similar newghly complex products. While we believe that oustomers, particularly those who were e
adopters of other new DNA sequencing technologigke past, understand that such issues can be @omith novel, highly complex
products like the PacBIiRS, if our products continue to have reliability dher quality issues or require unexpected levelsupport, the
market acceptance and utilization of our produdcy mot grow to levels sufficient to support ourtscend our reputation and business could be
harmed. We deliver our PacBRSinstruments with one year of service included i plarchase price with an option to purchase omeare
additional years of service. Since launching owuBfaRSinstrument during 2011, we have incurred significservice and support costs. If
service and support costs increase, our busingss@erations may be adversely affected.

We may not be able to produce instruments that dstently achieve the specifications and quality threur customers expect.

We have established performance standards foraomercial products that we may not consistentlyeachusing our current design ¢
manufacturing processes. If we do not consisteatthjieve the specifications and quality that outamers expect, customer demand may be
negatively affected. Customers may refuse to aamapproducts in a timely manner or at all, whicbuwd adversely affect our revenue. Any
inability to meet performance standards may mdtgiimpact the commercial viability of our produaad harm our business.

We may be unable to consistently manufacture ounsomable kits, including SMRT Cells, to the specdtions required by our customers
or in quantities necessary to meet demand at anegdtable cost.

In order to successfully derive revenue from owdpicts, we need to supply our customers with coaflerkits to be used with our
instruments. We have limited experience manufaafutiiese consumable kits. For example, the mamurfaof our SMRT Cells involves
complex manufacturing processes. Since we are e@adp phase of producing SMRT Cells, our curreahafacturing yields are low and
therefore the cost of manufacturing these prodsdtggh. Our customers have experienced variahilityhe performance of our SMRT cells.
There is no assurance that we will be able to maantufe our consumable kits or SMRT Cells so thay ttonsistently achieve the product
specifications and quality that our customers ekpéutere is also no assurance that we will be ebiecrease manufacturing yields and
decrease costs. Furthermore, we may not be abierase manufacturing capacity for our consumkitdeor SMRT Cells to meet anticipated
demand. An inability to manufacture consumable &itd SMRT Cells that consistently meet specificetjon necessary quantities and at
commercially acceptable costs will have a negatiaterial impact on our business.

We may not be able to convert our orders in backiotp revenue.

Our backlog represents product orders from ourocnsts that we have confirmed and for which we hreoteyet recognized revenue. We
may not receive revenue from these orders, andrdher backlog we report may not be indicative af foure revenue.

Many events can cause an order to be delayed @ongpleted at all, some of which may be out of@antrol. If we delay fulfilling
customer orders, those customers may seek to cedebrders with us. In addition, customers mtheowvise seek to cancel or delay their
orders even if we are prepared to fulfill themouir orders in backlog do not result in sales, qearating results may suffer.

Rapidly changing technology in life sciences coutthke the products we are developing obsolete unfesgontinue to develop ar
manufacture new and improved products and pursuewn@arket opportunities.

Our industry is characterized by rapid and sigaifictechnological changes, frequent new produstdioictions and enhancements and
evolving industry standards. Our future succeskdepend on our ability to continually improve qaoducts, to develop and introduce new
products that address the evolving needs of ouomess on a timely and cost-effective basis angltsue new market opportunities. These
new market opportunities may be outside the scbpeiroproven expertise or in areas which have wwgmanarket demand, and new products
and services developed by us may not gain markeipaance. Our inability to gain market acceptarfagew products could harm our future
operating results. Our future success also depamdsir ability to manufacture new and improved pieid to meet customer demand in a
timely and cost-effective manner, including oudidpto resolve manufacturing issues that may aaseve commence production of these
complex products. Unanticipated difficulties oraed in replacing existing products with new produatin manufacturing improved or new
products in sufficient quantities to meet custoiemand could diminish future demand for our proslactd harm our future operating results.
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We may be unable to develop our future commercippbcations.

Our future business depends on our ability to etbeeon our plans to develop, manufacture and madt@itional commercial applications
of our SMRT technology. Future commercial appliaasi will require significant investments of casld aesources and we may experience
unexpected delays or difficulties that could poagour ability to commercially launch these futapplications, which could have a material
adverse effect on our business, prospects, opgnagults and financial condition.

A significant portion of our potential sales depes@n customer capital spending budgets that may be subject togigant and unexpecte:
variation which could have a negative effect on tHemand for our product.

We have based our business model on our belietlibanarket for sequencing products is large apeeted to grow significantly. The
market is still developing and we cannot quantify size of the market with certainty. Growth in tharket is dependent on increases in the
demand for sequencing products from both reseasthtitions and commercial companies. A substaptdaion of our potential product sales
represent significant capital purchases by custen@ur potential customers include academic anémorent institutions, genome centers,
medical research institutions, pharmaceutical cadfriral, biotechnology and chemical companies.ifTtepital spending budgets can have a
significant effect on the demand for our produgtsese budgets are based on a wide variety of ®dtarluding the allocation of available
resources to make purchases, funding from goverhgoemces which is highly uncertain, the spendirigrities among various types of
research equipment and policies regarding capitarditures during recessionary periods. Any deseréa capital spending or change in
spending priorities of our potential customers daignificantly reduce the demand for our produktsreover, we have no control over the
timing and amount of purchases by these poteniitbeners, and as a result, revenue from theseesoaray vary significantly due to factors
that can be difficult to forecast. We may also htoverite off excess or obsolete inventory if sadésur products are not consistent with our
expectations or the market requirements for oudyets change due to technical innovations in theketplace. Any delay or reduction in
purchases by potential customers or our inabititiotecast fluctuations in demand could harm oturiioperating results. In addition, if the
market for our products is not as large as we eegeand if the market does not grow as rapidly agxpected, demand for our products could
be adversely affected.

We have limited experience in sales and marketirigoor products and, as a result, may be unable tweessfully increase sales of our
products.

We have limited experience in sales and marketfrapuoproducts. Our ability to achieve profitahjlilepends on our ability to attract
customers for our products. We may be unable txtffely market our products. To perform sales,kating, distribution and customer
support successfully, we will face a number ofsjskcluding:

» our ability to attract, retain and manage the satesketing and service personnel necessary tonexpearket acceptance for our
technology;

» the time and cost of maintaining and growing a Edieed sales, marketing and service force foriqadar application, which may
be difficult to justify in light of the revenue gerated; ant

» our sales, marketing and service force may be ertabhitiate and execute successful commerciiities.

We enlist third parties to assist with sales, distion and customer support globally or in certagions of the world. There is no
guarantee, if we enter into such arrangementsytbatill be successful in attracting desirable saled distribution partners or that we will be
able to enter into such arrangements on favorahest. If our sales and marketing efforts, or thafsany third-party sales and distribution
partners, are not successful, our technologiegeardlicts may not gain market acceptance, whichdcmalterially impact our business
operations.

We have limited experience in manufacturing our ghocts. If we are unable to manufacture sufficientigntities of our products with
sufficient quality by ourselves or with partners entimely manner, our ability to sell our producteay be harmed

In order to manufacture our products in volume need to maintain sufficient internal manufacturiagacity or contract with
manufacturing partners, or both. Our technology thedmanufacturing process for our products arblfigomplex, involving a large number
of unique parts, and we may encounter difficulifemanufacturing our products. There is no asswdinat we will be able to consistently m
the volume and quality requirements necessary gubeessful in the market. Manufacturing and produality issues may arise as we adjust
the scale of our production. If our products do cartsistently meet our customers’ performance eatieas, our reputation may be harmed,
and we may be unable to generate sufficient revembecome profitable. Any delay or inability in m@ining or expanding our manufactur
capacity to meet customer demand could diminishability to sell our products, which could resultiost revenue and seriously harm our
business, financial condition and results of openat
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We rely on other companies for the manufacture @frtain components and sub-assemblies and intendutsource additional sub-
assemblies in the future. We may not be able tocessfully scale the manufacturing process necesgarpuild and test multiple products ¢
a full commercial basis, in which event our busiresould be materially harmed.

Our products are complex and involve a large nurobenique components, many of which require pienisnanufacturing. The nature
of the products requires customized componentsatfgaturrently available from a limited number ofisces, and in some cases, single sou
We have chosen to source certain critical companieoin a single source, including suppliers for samart cell chips, reagents and
instruments. If we were required to purchase titeseponents from an alternative source, it coulé tsveral months or longer to qualify the
alternative sources. If we are unable to securdfecient supply of these product components, wi lvé unable to manufacture and sell our
products in a timely fashion or in sufficient quiéies or under acceptable terms. Additionally, Jome of those components that are currently
purchased from a sole or single source suppliehave not yet arranged for alternative suppliers.

The operations of our third-party manufacturingtpars and suppliers could be disrupted by conditiomrelated to our business or
operations, including the bankruptcy of the mantufisar or supplier. Certain of our suppliers anddtigs centers are located in regions that
have been or may be affected by recent earthquakésanami activity which could disrupt the flowadmponents and sub-assemblies. A
significant natural disaster, such as an earthguakerricane, volcano, or a flood, could have &enie@ adverse impact on our business,
operating results, and financial condition. If euanufacturing partners or suppliers are unablaibtd fulfill their obligations to us, we might
not be able to manufacture our products and satisfyfomer demand in a timely manner, and our basineuld be harmed as a result. Our
current manufacturing process is characterizeaby lead times between the ordering and deliveiguofproducts. We will need to take steps
to scale the manufacturing process; including lawgethe manufacturing costs of our products as aeimprovements to our manufacturing
yields and cycle times, manufacturing documentationl quality assurance and quality control prooesiuf we are unable to reduce «
manufacturing costs and establish and maintaiabiihigh volume manufacturing as we scale ouraifmers, our business could be materially
harmed.

Delivery of our products could be delayed or disteg@ by factors beyond our control, and we coulddazistomers as a resu

We rely on third-party carriers for the timely dedry of our products. As a result, we are subjedatrier disruptions and increased costs
that are beyond our control, including worker stgkinclement weather and increased fuel costs féihyre to deliver products to our
customers in a timely and accurate manner may damagreputation and brand and could cause us&dostomers. If our relationship with
any of these third-party carriers is terminatedhguaired or if any of these third parties is unableleliver our products, the delivery and
acceptance of our products by our customers malelzgyed which could harm our business and finamewllts. In addition, some of our
consumable products need to be kept at a constapietrature. If our third-party carriers are noeabl maintain those temperatures during
shipment, our products may be rendered unusabteibgustomers. The failure to deliver our produrcta timely manner may harm our
relationship with our customers, increase our castsotherwise disrupt our operations.

We may encounter difficulties in managing future gwth, and these difficulties could impair our praébility.

We expect to experience growth in the future, whigly place a strain on our human and capital ressuif we are unable to manage
future growth effectively, our business and opergatiesults could suffer. Our ability to manage operations and costs, including research and
development, costs of components, manufacturirgs samd marketing, requires us to continue to ecdhanr operational, financial and
management controls, reporting systems and proeedund to attract and retain sufficient numberslehted employees. If we are unable to
scale up and implement improvements to our manuifiact process, develop reliable third-party manufeers of sub-assemblies and control
systems in an efficient or timely manner, or if @eounter deficiencies in existing systems androtsmtwe will not be able to make available
the products required to meet future customer denf@amour products. Failure to attract and retaifiisient numbers of talented employees
will further strain our human resources and conigede our growth.

We depend on the continuing efforts of our senioamagement team and other key personnel. If we losmbers of our senior
management team or other key personnel or are umetad successfully retain, recruit and train quakfd scientists, engineering and other
personnel, our ability to develop our products cddle harmed, and we may be unable to achieve owlg)

Our future success depends upon the continuingcesref members of our senior management teama@eutiic and engineering
personnel. In particular, our scientists and engjimare critical to our future technological anddurct innovations, and we will need to hire
additional qualified personnel. Our industry, pautarly in the San Francisco Bay Area, is chardwerby high demand and intense
competition for talent, and the turnover rate carhigh. We compete for qualified management anehsific personnel with other life science
companies, academic institutions and researchuitistis, particularly those focusing on genomidsed§e employees could leave our company
with little or no prior notice and would be freewmrk for a competitor. If one or more of our seréaecutives or other key personnel were
unable or unwilling to continue in their presensipions, we may not be able to replace them easibt all, and other senior management may
be required to divert attention from other aspetthe business. In addition, we do not have “kegspn” life insurance policies covering any
member of our management team or other key pertonne
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The loss of any of these individuals or our abit@yattract or retain qualified personnel, incluglstientists, engineers and others, could preven
us from pursuing collaborations and adversely affeic product development and introductions, bussrgrowth prospects, results of operat
and financial condition.

Adverse conditions in the global economy and distiop of financial markets may significantly harm aurevenue, profitability and result
of operations.

The global economy and credit and capital markat® fexperienced recent volatility and disruptionla#ility and disruption of financial
markets could limit our customers’ ability to oltadequate financing or credit to purchase andqragur products in a timely manner or to
maintain operations, which could result in a desega sales volume that could harm our resultpefations. General concerns about the
fundamental soundness of domestic and internatec@iomies may also cause our customers to redagegtirchases. Changes in
governmental banking, monetary and fiscal politieaddress liquidity and increase credit availgpitiay not be effective. Significant
government investment and allocation of resouroessist the economic recovery of sectors whichatonclude our customers may reduce
the resources available for government grants eladied funding for life sciences research and dgreent. Continuation or further
deterioration of these financial and macroeconaitditions could significantly harm our sales, gadfility and results of operations.

We may need additional financing to fund our existj operations. Securities we issue to fund our ogtésns could dilute your ownership.

We may decide to raise additional funds througHipuls private debt or equity financing. Such adaditl funds may not be available on
terms acceptable to us or at all, particularlyigint of recent market conditions. If we raise fuldysissuing equity securities, the percentage
ownership of our stockholders will be reduced, Hrelnew equity securities may have priority righter current investors. We may delay, i
or eliminate some or all of our proposed operatemd research and development if adequate fundsoai@vailable.

We operate in a highly competitive industry andae are not able to compete effectively, our bustanad operating results will likely be
harmed.

Some of our current competitors, as well as marguofpotential competitors, have greater name meitiog, more substantial intellectt
property portfolios, longer operating historiegrsficantly greater resources to invest in new tethgies, more substantial experience in new
product development and manufacturing capabildaies$ more established distribution channels to defwoducts to customers than we do.
These competitors may be able to respond more lguackd effectively than we can to new or changipgartunities, technologies, standard
customer requirements. In light of these advantagem if our technology is more effective than piheducts or service offerings of our
competitors, current or potential customers migiseat competitive products and services in liepwthasing our technology. Increased
competition may result in pricing pressures, wtdohld harm our sales, profitability or market sh&@aer failure to compete effectively could
materially and adversely affect our business, forrcondition or results of operations.

Our sales cycle is lengthy and unpredictable, whitlakes it difficult to forecast revenue and may iease the magnitude of quarterly
fluctuations in our operating results

Our PacBioRShas a lengthy sales and purchase order cycle beddas major capital item and generally requttesapproval of our
customers’ senior management. This may contritugeibstantial fluctuations in our quarterly opergtiesults, particularly during the periods
in which our sales volume is low. Because of tHesguations, it is likely that in some future qtexns our operating results will fall below the
expectations of securities analysts or investéthat happens, the market price of our stock wdikkly decrease. Past fluctuations in our
quarterly operating results have resulted in desmg@n our stock price. Such fluctuations also nikaninvestors may not be able to rely upon
our operating results in any particular period méndication of future performance.

Our products could have unknown defects or erronghich may give rise to claims against us or divagplication of our resources from
other purposes.

Any product using our SMRT technology will be coewknd may develop or contain undetected defeatsrors. We cannot provide
assurance that material performance problems wilbrise. Despite testing, defects or errors megan our products, which could result in a
failure to achieve increased market acceptancesloveof development resources, injury to our repiah and increased warranty, service and
maintenance costs. We ship our PadBRinstruments with one year of service included i plurchase price with an option to purchase one ol
more additional years of service. We provide aweehonth warranty period for the PacBR®. The warranty is limited to replacing, repairing
or giving credit for, at our option, any instruméat which a warranty claim is provided to us witlthe warranty period. We also provide a
warranty for our consumables, but claims must bdewaithin 30 days from the shelf life date or “lis@ date. The warranty is limited to
replacing, or at our option, giving credit for, acgnsumable with defects in material or workmansbBigfects or errors in our products might
also discourage customers from
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purchasing our products. The costs incurred inextimg any defects or errors may be substantiacantt adversely affect our operating
margins. In addition, such defects or errors cdedd to the filing of product liability claims ageit us, which could be costly and time-
consuming to defend and result in substantial dasiagithough we have product liability insuranaey &uture product liability insurance that
we procure may not protect our assets from then€irzh impact of a product liability claim. Moreoveve may not be able to obtain adequate
insurance coverage on acceptable terms. Any insartrat we do obtain will be subject to deductilzled coverage limits. A product liability
claim could have a serious adverse effect on osinless, financial condition and results of operegio

Increased market adoption of our products by cusensimay depend on the availability of sample pregtéon and informatics tools, some
which may be developed by third parties.

Our commercial success may depend in part upoddielopment of sample preparation and softwardrdgodmnatics tools by third
parties for use with our products. We cannot guaeathat third parties will develop tools that vii# useful with our products or be viewed as
useful by our customers or potential customersadk bf additional available complementary sampéppration and informatics tools may
impede the adoption of our products and may adiyensgact our business.

Ethical, legal and social concerns surrounding these of genetic information could reduce demand fmur technology.

Our products may be used to provide genetic infdonaabout humans, agricultural crops and othéndj\organisms. The information
obtained from our products could be used in a tyaoéapplications, which may have underlying etjd¢egal and social concerns, including
the genetic engineering or modification of agriatéd products or testing for genetic predisposifimncertain medical conditions.
Governmental authorities could, for safety, soorabther purposes, call for limits on or regulatadtihe use of genetic testing. Such concer
governmental restrictions could limit the use of products, which could have a material adversecefin our business, financial condition
results of operations.

Our products could in the future be subject to rdgtion by the U.S. Food and Drug Administration @ther domestic and international
regulatory agencies, which could increase our coatsl delay our commercialization efforts, therebyaterially and adversely affecting our
business and results of operations.

Our products are not currently subject to U.S. Fad Drug Administration, or FDA, clearance or apal since they are not intended
for use in the diagnosis or treatment of diseassva¥er, in the future, certain of our productselated applications could be subject to FDA
regulation, or the FDA's regulatory jurisdictionudd be expanded to include our products. Even wagneduct is exempted from FDA
clearance or approval, the FDA may impose resbristias to the types of customers to which we cakehand sell our products. Such
regulation and restrictions may materially and asely affect our business, financial condition aesults of operations.

Many countries have laws and regulations that cafflett our products. The number and scope of trexpgirements are increasing.
Unlike many of our competitors, this is an area rehge do not have expertise. We may not be abbbtain regulatory approvals in such
countries or may incur significant costs in obtagnor maintaining our foreign regulatory approvétsaddition, the export by us of certain of
our products which have not yet been cleared faneltic commercial distribution may be subject toAF® other export restrictions.

Our operations involve the use of hazardous matégjand we must comply with environmental, healthchsafety laws, which can be
expensive and may adversely affect our businesgraiing results and financial condition.

Our research and development and manufacturingitésiinvolve the use of hazardous materialsudilg chemicals and biological
materials, and some of our products include hazerduaterials. Accordingly, we are subject to felestate, local and foreign laws, regulati
and permits relating to environmental, health aafdty matters, including, among others, those gomgrthe use, storage, handling, exposure
to and disposal of hazardous materials and waste$iealth and safety of our employees, and thmrsdit, labeling, collection, recycling,
treatment and disposal of products containing ltbmes materials. Liability under environmental laavel regulations can be joint and several
and without regard to fault or negligence. For eglnunder certain circumstances and under cegtaiironmental laws, we could be held
liable for costs relating to contamination at ounar predecessors’ past or present facilitiesatrtird-party waste disposal sites. We could
also be held liable for damages arising out of huegosure to hazardous materials. There can lasswance that violations of
environmental, health and safety laws will not acasl a result of human error, accident, equipmeshtre or other causes. The failure to
comply with past, present or future laws could Heisuthe imposition of substantial fines and pé¢ieal remediation costs, property damage and
personal injury claims, investigations, the susfmmef production or product sales, loss of pernits. cessation of operations. Any of these
events could harm our business, operating resaitdinancial condition. We also expect that ourraiens will be affected by new
environmental, health and safety laws and reguiat@n an ongoing basis, or more stringent enforoéwofeexisting laws and regulations.
Although we cannot predict the ultimate impact 0§ auch new laws and regulations, or such moraggrit enforcement, they will likely res
in additional costs and may increase penaltiescéteal with violations or require us to changedbetent of our products or how we
manufacture them, which could have a material a#veffect on our business, operating results avahfiial condition.
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Our facilities in California are located near knowearthquake faults, and the occurrence of an eartlake or other catastrophic disaster
could cause damage to our facilities and equipmemhich could require us to cease or curtail operatis.

Our facilities in the San Francisco Bay Area aated near known earthquake fault zones and anerallle to damage from
earthquakes. We are also vulnerable to damagedtber types of disasters, including fire, floodswer loss, communications failures and
similar events. If any disaster were to occur, ahility to operate our business at our facilitiesuwd be seriously, or potentially completely,
impaired. In addition, the nature of our activit@sild cause significant delays in our researclgiamms and commercial activities and make it
difficult for us to recover from a disaster. Theumance we maintain may not be adequate to covdosses resulting from disasters or other
business interruptions. Accordingly, an earthquakether disaster could materially and adversetynhaur ability to conduct business.

Doing business internationally creates operatioredd financial risks for our business

Conducting and launching operations on an intesnatiscale requires close coordination of actigiieross multiple jurisdictions and
time zones and consumes significant managemenines If we fail to coordinate and manage thesigiges effectively, our business,
financial condition or results of operations cob&ladversely affected. International sales entedraety of risks, including longer payment
cycles and difficulties in collecting accounts rigable outside of the United States, currency ergkedluctuations, challenges in staffing and
managing foreign operations, tariffs and otherdrhadrriers, unexpected changes in legislativegulatory requirements of foreign countries
into which we sell our products, difficulties intaining export licenses or in overcoming other ¢rédrriers and restrictions resulting in
delivery delays and significant taxes or other leasdof complying with a variety of foreign laws.danducting our international operations,
will be subject to U.S. laws relating to our intetional activities, as well as foreign laws relgtto our activities in other countries. Failure to
comply with these laws may subject us to finanaiad other penalties in the U.S. and foreign coestitiat could impact our operations or
financial condition.

Changes in the value of the relevant currencies aiff@gt the cost of certain items required in opemtions. Changes in currency
exchange rates may also affect the relative paceghich we are able sell products in the same etafur revenue from international
customers may be negatively impacted as increagbg iU.S. dollar relative to our internationaltousers local currency could make our
products more expensive, impacting our ability@ampete. Our costs of materials from internationg@igiers may increase if in order to
continue doing business with us they raise thédegras the value of the U.S. dollar decreasetvele their local currency. Foreign policies
and actions regarding currency valuation couldltéswactions by the United States and other caestio offset the effects of such fluctuatic
The recent global financial downturn has led tagh hevel of volatility in foreign currency exchamgates and that level of volatility may
continue, which could adversely affect our busin&sancial condition or results of operations.

We are subject to existing and potential additiorggdvernmental regulation that may impose burdensaur operations, and the markets for
our products may be narrowed.

We are subject, both directly and indirectly, te #dverse impact of existing and potential futuwesgnment regulation of our operations
and markets. For example, export of our instrumergg be subject to strict regulatory control inuanier of jurisdictions. The failure to sati
export control criteria or to obtain necessary rlaaes could delay or prevent shipment of produdtéch could adversely affect our revenue
and profitability. Moreover, the life sciences isthy, which is expected to be one of the primarykais for our technology, has historically
been heavily regulated. There are, for examples iaveeveral jurisdictions restricting researclyémetic engineering, which may narrow our
markets. Given the evolving nature of this industegislative bodies or regulatory authorities nagppt additional regulation that adversely
affects our market opportunities. Additionallyethical and other concerns surrounding the useétc information, diagnostics or therapies
become widespread, there may be less demand f@roducts. See also our risk factor above titlethital, legal and social concerns
surrounding the use of genetic information coultuiee demand for our technology.” Our businessses directly affected by a wide variety of
government regulations applicable to business prisess generally and to companies operating itiflnscience industry in particular. See ¢
our risk factors above titled “Our products couidhe future be subject to regulation by the U&dand Drug Administration or other
domestic and international regulatory agenciesciwbbuld increase our cost and delay our commézatan efforts, thereby materially and
adversely affecting our business and results ofaijmas” and Our operations involve the use of hazardous madgeaad we must comply wi
environmental, health and safety laws, which caexpensive and may adversely affect our busingesating results and financial condition.”
Failure to comply with these regulations or obt@immaintain necessary permits and licenses cosldtrin a variety of fines or other censures
or an interruption in our business operations winigty have a negative impact on our ability to gateerevenue and could increase the cost of
operating our business.
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If we fail to maintain proper and effective interdaontrol, our ability to produce accurate financiastatements on a timely basis could
impaired, which would adversely affect our businessd our stock price.

Ensuring that we have adequate internal financidlaccounting controls and procedures in placeddyce accurate financial statements
on a timely basis is a costly and time-consumitigrethat needs to be re-evaluated frequently. Vg im the future discover areas of our
internal financial and accounting controls and pohaes that need improvement. Operating as a potippany requires sufficient resources
within the accounting and finance functions in erideproduce timely financial information, ensuhne fevel of segregation of duties, and
maintain adequate internal control over finanoggarting customary for a U.S. public company.

Our management is responsible for establishingnagidtaining adequate internal control over finah@orting to provide reasonable
assurance regarding the reliability of our finahoigorting and the preparation of financial staders for external purposes in accordance with
U.S. generally accepted accounting principles. @anagement does not expect that our internal doowsy financial reporting will prevent or
detect all errors and all fraud. A control systexmmatter how well designed and operated, can geownly reasonable, not absolute, assurance
that the control system’s objectives will be metcBuse of the inherent limitations in all contrgdtems, no evaluation of controls can provide
absolute assurance that misstatements due tooerfi@ud will not occur or that all control issumsd instances of fraud, if any, within our
company will have been detected.

Pursuant to Section 404 of the Sarbanes-Oxleywetvere required to perform an evaluation of oterimal control over financial
reporting by December 31, 2011. While we perforriesl evaluation and concluded that our internaticmover financial reporting was
operating effectively as of December 31, 2011 ,dleam be no assurance that in the future mateeakmesses or significant deficiencies will
not exist or otherwise be discovered. In additibme are unable to produce accurate financiakbstants on a timely basis, investors could lose
confidence in the reliability of our financial statents, which could cause the market price of oarmon stock to decline and make it more
difficult for us to finance our operations and gtow

Our ability to use net operating losses to offseture taxable income may be subject to substaniiiitations.

Under Section 382 of the Internal Revenue Codeyjpoeation that undergoes an “ownership changstiigect to limitations on its ability to
utilize its pre-change net operating losses, or Bl offset future taxable income. We believe thathave had one or more ownership
changes, as a result of which our existing NOLscareently subject to limitation. Future change®im stock ownership, some of which are
outside of our control, could result in additioealnership changes under Section 382. We may nableeto utilize a material portion of our
NOLs, even if we attain profitability

We may not realize the anticipated benefits fronr eestructuring efforts.

On September 20, 2011, we implemented a restragttinat resulted in a reduction of our workforceider to manage and reduce our
operating costs and expenses. If we experiencetigipated inefficiencies or incremental costs imeection with our restructuring activities
we may be unable to realize cost reductions anchexgincur additional expenses. There can be naassel that we will realize the benefits
that we anticipate from our restructuring actigta that such activities will reduce our operaxgenses and improve our cost structure.

Risks Related to Our Intellectual Property

Failure to secure patent or other intellectual prepty protection for our products and improvementsdur products may reduce our ability
to maintain any technological or competitive advauge over our competitors and potential competitors.

Our ability to protect and enforce our intellectpebperty rights is uncertain and depends on coxiplgal and factual questions. Our
ability to establish or maintain a technologicacompetitive advantage over our competitors magibenished because of these uncertainties.
For example:

* we or our licensors might not have been the farshake the inventions covered by each of our pgnpatent applications or issu
patents

* we or our licensors might not have been the fadtlé patent applications for these inventio

» itis possible that neither our pending patent i@gfibns nor the pending patent applications oflm@nsors will result in issued
patents

e our patents or the patents of our licensors mayaaif sufficient scope to prevent others from ficary our technologies,
developing competing products, designing aroundoatented technologies or independently develogimgar or alternative
technologies

« our and our licensorgatent applications or patents have been, and mineifuture be, subject to interference, oppasitiosimilal
administrative proceedings, which could resultiose patent applications failing to issue as pat¢hose patents being held inve
or the scope of those patents being substantiadlyaed

* we may not adequately protect our trade sec
* we may not develop additional proprietary techn@eghat are patentable;

» the patents of others may limit our freedom to epeeand prevent us from commercializing our teabgyin accordance with our
plans.
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The occurrence of any of these events could impairmbility to operate without infringing upon theoprietary rights of others or prevt
us from establishing or maintaining a competitideantage over our competitors.

Variability in intellectual property laws may advsely affect our intellectual property position.

Intellectual property laws, and patent laws andil&ipns in particular, have been subject to sigaift variability either through
administrative or legislative changes to such lawegulations or changes or differences in judlicigerpretation, and it is expected that such
variability will continue to occur. Additionallyntellectual property laws and regulations differcag countries. Variations in the patent laws
and regulations or in interpretations of patentdamnd regulations in the United States and othentcies may diminish the value of our
intellectual property and may change the impachiofi-party intellectual property on us. Accordipglve cannot predict the scope of patents
that may be granted to us, the extent to which vlldoe able to enforce our patents against thindips or the extent to which third parties may
be able to enforce their patents against us.

Some of the intellectual property that is importartt our business is owned by other companies otitaions and licensed to us, an
changes to the rights we have licensed may advgrsepact our business.

We license from third parties some of the intellatiproperty that is important to our businessluding patent licenses from Cornell
Research Foundation, Indiana University ReseardhiTashnology Corporation, Stanford University anl Bealthcare Bio-Sciences Corp. If
we fail to meet our obligations under these licensigese third parties could terminate the liceni$éise third parties who license intellectual
property to us fail to maintain the intellectuabperty that we have licensed, or lose rights to ititallectual property, the rights we have
licensed may be reduced or eliminated, which ceulgject us to claims of intellectual property infflement. Termination of these licenses or
reduction or elimination of our licensed rights mragult in our having to negotiate new or reingtdiieenses with less favorable terms, or cc
subject us to claims of intellectual property inffement in litigation or other administrative predangs that could result in damage awards
against us and injunctions that could prohibitnesf selling our products. In addition, some of beenses from third parties limit the field in
which we can use the licensed technology. Thereforerder for us to use such licensed technologyatential future applications that are
outside the licensed field of use, we may be reguio negotiate new licenses with our licensomxgand our rights under our existing
licenses. We cannot assure you that we will be @béédbtain such licenses or expanded rights ororedse terms or at all. In addition, we have
limited rights to participate in the prosecutiordanforcement of the patents and patent applicaitizait we have licensed. As a result, we
cannot be certain that these patents and applicatidl be prosecuted and enforced in a manneristamg with the best interests of our
business. Further, because of the rapid pace lefitdagical change in our industry, we may neecetp on key technologies developed or
licensed by third parties, and we may not be ablebtain licenses and technologies from these ftartdes at all or on reasonable terms. The
occurrence of these events may have a materiatsaleéfect on our business, financial conditiomesults of operations.

The measures that we use to protect the securitgwfintellectual property and other proprietaryghts may not be adequate, which could
result in the loss of legal protection for, and theby diminish the value of, such intellectual progg and other rights.

In addition to patents, we also rely upon trademairiade secrets, copyrights and unfair competldars, as well as license agreements
and other contractual provisions, to protect oteliactual property and other proprietary rightespite these measures, any of our intellectual
property rights could be challenged, invalidatedsuimvented or misappropriated. In addition, wemfbt to protect our intellectual property
and proprietary information by requiring our empeg, consultants and certain academic collaboret@ster into confidentiality and
assignment of inventions agreements, and by regugur thirdparty manufacturing partners to enter into confiddity agreements. There ¢
be no assurance, however, that such measuresrawide adequate protection for our intellectualgey and proprietary information. These
agreements may be breached, and we may not hagaadeemedies for any such breach. In additionfrade secrets and other proprietary
information may be disclosed to others, or otheay gain access to or disclose our trade secretsthed proprietary information. Enforcing a
claim that a third party illegally obtained ancdusing our trade secrets is expensive and time coingl and the outcome is unpredictable.
Additionally, others may independently develop pietary information and techniques that are sultistiyn equivalent to ours. The occurrence
of these events may have a material adverse effeatir business, financial condition or resultepérations.

Our intellectual property may be subject to chalges in the United States or foreign jurisdictionsat could adversely affect our intellectual
property position

Our pending, issued and granted U.S. and foreitgngmand patent applications have been, and midneifuture be, subject to challen
by third parties asserting prior invention by other invalidity on various grounds, through prodegd, such as interferences, reexamination or
opposition proceedings. Addressing these challetmesr intellectual property can be costly andrdid management’s attention and
resources. For example, we incurred significardllegpenses in the first quarter of 2012 to ligganhd settle a complaint filed by Life
Technologies Corporation seeking review of an fetence decision of the U.S. Patent and Tradem#ike(see “Part |, Item 1. Financial
Statements —Note 7. Subsequent Events”). Additipna a result of these challenges, our patengeonding patent applications may be
determined to be unpatentable to us, invalid onforeeable, in whole or in part. Accordingly, adserulings from the relevant patent offices
in these proceedings may negatively impact theesodpur intellectual property protection for oungucts and technology and may adversely
affect our business.
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Some of our technology is subject “march-in” rights by the U.S. government.

Some of our patented technology was developedWith federal government funding. When new techriekogre developed with U.S.
government funding, the government obtains cerighits in any resulting patents, including a nongsive license authorizing the government
to use the invention for non-commercial purposé®sE rights may permit the government to discleseconfidential information to third
parties and to exercise “march-in” rights to useltow third parties to use our patented technoldgye government can exercise its march-in
rights if it determines that action is necessargabise we fail to achieve practical applicationhef U.S. government-funded technology,
because action is necessary to alleviate heakhfety needs, to meet requirements of federal a¢iguk, or to give preference to U.S. industry.
In addition, U.S. government-funded inventions nhesteported to the government and U.S. governifoeding must be disclosed in any
resulting patent applications. In addition, ouhtgyin such inventions are subject to governmeenke rights and foreign manufacturing
restrictions.

We may become involved in legal proceedings to esdmur intellectual property rights.

Our intellectual property rights involve complexfaal, scientific and legal questions. We openatan industry characterized by
significant intellectual property litigation. Evéimough we may believe that we have a valid patara particular technology, other companies
may have from time to time taken, and may in tharkitake, actions that we believe violate our piatights. Legal actions to enforce these
patent rights can be expensive and may involvalibersion of significant management time and resesirOur enforcement actions may nc
successful, could give rise to legal claims agaisstnd could result in some of our intellectualgerty rights being determined to be invalid or
not enforceable.

We are presently, and could in the future be, suttjeo legal proceedings with third parties who melgim that our products infringe or
misappropriate their intellectual property rights.

Our products are based on complex, rapidly devetptgchnologies. We may not be aware of issuedemMiqusly filed patent
applications belonging to third parties that maiate issued patents that cover some aspect gbramgtucts or their use. In addition, because
patent litigation is complex and the outcome inh#dyeuncertain, our belief that our products do imétinge third-party patents of which we are
aware or that such third-party patents are invatid unenforceable may be determined to be incoaca result, third parties may claim that
we infringe their patent rights and may file lawiswr engage in other proceedings against us tw@ntheir patent rights. For example, we
incurred significant legal expenses in the firsaider of 2012 to litigate and settle a complaitediby Helicos Biosciences Corporation alleging
that our products infringe patents owned and iarAged by Helicos (see “Part I, Item 1. Financiat&hents —Note 7. Subsequent Events”). In
addition, as we enter new markets, our competédodsother third parties may claim that our prodidisnge their intellectual property rights
as part of a business strategy to impede our ssftdetry into those markets. In fact, several panies in our industry, such as Affymetrix,
Inc., Life

Technologies Corporation, lllumina, Inc. and Contpl&enomics, Inc., are involved in patent litigatigith each other. Additionally, we
have certain obligations to many of our customelisdemnify and defend them against claims by tpadies that our products or their use
infringe any intellectual property of these thiraries. In defending ourselves against any of tieksims, we could incur substantial costs, and
the attention of our management and technical perdacould be diverted. Even if we have an agre¢eeimdemnify us against such costs,
indemnifying party may be unable to uphold its cactual obligations. To avoid or settle legal clgjit may be necessary or desirable in the
future to obtain licenses relating to one or maxpcts or relating to current or future technoésgiwhich could negatively affect our gross
margins. We may not be able to obtain these licenesecommercially reasonable terms, or at all. Vég be unable to modify our products so
that they do not infringe the intellectual propenityhts of third parties. In some situations theuts of litigation or settlement of claims may
require that we cease allegedly infringing actagtivhich could prevent us from selling some op&blur products. The occurrence of these
events may have a material adverse effect on ainéss, financial condition or results of operation

In addition, in the course of our business we mmagnftime to time have access or be alleged to hagess to confidential or proprietary
information of others, which though not patentedyrhe protected as trade secrets. Others could bléms against us asserting that we
improperly used their confidential or proprietanyarmation, or misappropriated their technologied acorporated those technologies into our
products. A determination that we illegally used tonfidential or proprietary information or misappriated technologies of others in our
products could result in our having to pay substhdmage awards or be prevented from selling smmadl of our products, which could
adversely affect our business.

We have not yet registered some of our trademarkall of our potential markets, and failure to sepeithose registrations could adversely
affect our business.

Some of our trademark applications may not be atb¥or registration, and our registered trademarbyg not be maintained or enforced.
In addition, in the U.S. Patent and Trademark @ffiad in comparable agencies in many foreign jiatiehs, third parties are given an
opportunity to oppose pending trademark applicatiomd to seek to cancel registered trademarks. sitfgpoor cancellation proceedings may
be filed against our trademarks, and our tradem@idg not survive such proceedings.
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Our use of “open source” software could adverselfeat our ability to sell our products and subjeas to possible litigation.

A portion of our products or technologies developad/or distributed by us incorporate “open souszdtware and we may incorporate
open source software into other products or tedgies in the future. Some open source softwaredies require that we disclose the source
code for any modifications to such open sourceaso® that we make and distribute to one or more fhérties, and that we license the source
code for such modifications to third parties, imthg our competitors, at no cost. We monitor the elsopen source software in our products to
avoid uses in a manner that would require us tdabie or grant licenses under our source codentbatish to maintain as proprietary, howe
there can be no assurance that such efforts haredrewill be successful. In some circumstancestridution of our software that includes o
linked with open source software could require thatdisclose and license some or all of our prég@rnesource code in that software, which
could include permitting the use of such softward source code at no cost to the user. Open sboecse terms are often ambiguous, and
there is little legal precedent governing the iptetation of these licenses. Successful claims rbgdbe licensors of open source software that
we have violated the terms of these licenses a@ddlt in unanticipated obligations including begubpject to significant damages, being
enjoined from distributing products that incorperapen source software, and being required to rae&idable our proprietary source code
pursuant to an open source license, which couldtanbally help our competitors develop products #ire similar to or better than ours and
otherwise adversely affect our business.

Risks Relating to Owning Our Common Stock
Our share price is volatile, and you may be unakbdesell your shares at or above the price you pidcquire it.

The market price of our common stock is subjeatitte fluctuations in response to many risk factmted in this section, and others
beyond our control, including:

» actual or anticipated fluctuations in our bookinfyzancial condition and operating resu
« announcements of technological innovations by usuorcompetitors

» overall conditions in our industry and mark

» addition or loss of significant custome

» changes in laws or regulations applicable to oadpcts;

» actual or anticipated changes in our growth ratgive to our competitors

* announcements by us or our competitors of sigmifie@quisitions, strategic partnerships, joint vees or capital commitment
» additions or departures of key personi

» competition from existing products or new produbist may emerge

» issuance of new or updated research or reportediyisies analysts

» fluctuations in the valuation of companies percdilsg investors to be comparable to

» disputes or other developments related to propyietghts, including patents, litigation mattersdaour ability to obtain intellectu:
property protection for our technologit

* announcement or expectation of additional finaneiffgrts;

» sales of our common stock by us or our stockhojc

» share price and volume fluctuations attributabletmnsistent trading volume levels of our shases
» general economic and market conditic

Furthermore, in the past and recently, stock markate experienced price and volume fluctuatioashihve affected and continue to
affect the market prices of equity securities ohgnaompanies. These fluctuations often have beeglated or disproportionate to the opera
performance of those companies. These broad mankkindustry fluctuations, as well as general eognppolitical and market conditions
such as recessions, interest rate changes oratitanal currency fluctuations, may negatively imphe market price of our common stock.
You may not realize any return on your investmanis and may lose some or all of your investmenthé past, companies that have
experienced volatility in the market price of theock have been subject to securities class alitigation. We are currently a party to this ty
of litigation (see “Part I, Item 1. Financial Statents—Note 5. Contingencies”) and may be the tarbtttis type of litigation in the future.
Securities litigation against us could result ibsiantial costs and divert our management’s atteritom other business concerns, which could
seriously harm our business.
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If securities or industry analysts publish negativeports about our business, our share price andding volume could decline

The trading market for our common stock will beuehced by the research and reports that secuoitieglustry analysts publish about
us or our business. If one or more of the analybis cover us downgrade our shares or change thiiiom of our shares, our share price
would likely decline. If one or more of these arstdycease coverage of our company or fail to relgytaiblish reports on us, we could lose
visibility in the financial markets, which coulduse our share price or trading volume to decline.

Future sales of our common stock could cause ouash price to fall.

The holders of a significant number of shares afammmon stock will be entitled to rights with regpto registration of such shares
under the Securities Act pursuant to an investggirtsi agreement between such holders and us. Ifrelders, by exercising their registration
rights, sell a large number of shares, they codigeesely affect the market price for our commorcktdf we file a registration statement for
purpose of selling additional shares to raise ehpitd are required to include shares held by thekkers pursuant to the exercise of their
registration rights, our ability to raise capitahyrbe impaired. We filed a registration statemenForm S-8 under the Securities Act to register
shares for issuance under our 2004 Equity Inceftiga, 2005 Stock Plan, 2010 Equity Incentive P21,0 Employee Stock Purchase Plan
and 2010 Outside Director Equity Incentive Plancheaf our 2010 Equity Incentive Plan, 2010 Emplogéeck Purchase Plan and 2010
Outside Director Equity Incentive Plan provides dotomatic increases in the shares reserved fganse under the plan which could result in
additional dilution to our stockholders. .

Concentration of ownership by our principal stockli®rs may result in control by such stockholderstbé composition of our board of
directors.

Our existing significant stockholders, executivBaelrs, directors and their affiliates beneficiatiwn a significant number of our
outstanding shares of common stock. As a ressetistockholders will be able to exercise a sicgnift level of control over all matters
requiring stockholder approval, including the aleetof directors. This control could have the effetdelaying or preventing a change of
control of our company or changes in managementalhchake the approval of certain transactiondiclifit or impossible without the support
of these stockholders.

Anti-takeover provisions in our charter documents andder Delaware law could make an acquisition of wghich may be beneficial to our
stockholders, more difficult and may prevent attetsby our stockholders to replace or remove ourreunt management and limit th
market price of our common stock.

Provisions in our certificate of incorporation dmdaws, as amended and restated, may have the effdelaying or preventing a change
of control or changes in our management. Our antbadd restated certificate of incorporation andiisd include provisions that:

» authorize our board of directors to issue, withfouther action by the stockholders, up to 50,000,8lBares of undesignat
preferred stock and up to approximately 1,000,00@ ghares of authorized but unissued shares of constock;

* require that any action to be taken by our stodldaa be effected at a duly called annual or spewésdting and not by writte
consent

» specify that special meetings of our stockholderslze called only by our board of directors, thai@han of the Board, the Chief
Executive Officer or the Presidel

» establish an advance notice procedure for stockhaldprovals to be brought before an annual meefingr stockholders,
including proposed nominations of persons for &@acto our board of director

» establish that our board of directors is dividet ithree classes, Class I, Class Il and Claswith each class serving stagge
terms;

» provide that our directors may be removed onlycfrse; an
» provide that vacancies on our board of directorg befilled only by a majority of directors thenaffice, even though less that
quorum.

These provisions may frustrate or prevent any gitefay our stockholders to replace or remove otect management by making it
more difficult for stockholders to replace membefrsur board of directors, which is responsibledppointing the members of our
management. In addition, because we are incorgbiatBelaware, we are governed by the provisionSaaftion 203 of the Delaware General
Corporation Law, which limits the ability of stoaddders owning in excess of 15% of our outstandioting stock to merge or combine with
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Our large number of authorized but unissued shamfscommon stock may potentially dilute your stocktimgs.

We have a significant number of authorized butsumsl shares of common stock. Our board of directarsissue shares of common
stock from this authorized but unissued pool frametto time without stockholder approval, resultinghe dilution of our existing
stockholders.

We do not intend to pay dividends for the foreselediture.

We have never declared or paid any cash dividendsiocommon stock and do not intend to pay anl daddends in the foreseeable
future. We anticipate that we will retain all ofrduture earnings for use in the operation of ausibess and for general corporate purposes.
Any determination to pay dividends in the futurdl e at the discretion of our board of directdkscordingly, investors must rely on sales of
their common stock after price appreciation, whitdty never occur, as the only way to realize anyrugains on their investments.

Iltem 1B.  Unresolved Staff Comments
None

Item 2. Unregistered Sales of Equity Securities andse of Proceeds.
Recent Sales of Unregistered Securities
There have been no sales of unregistered secutiti@sy the three months ended March 31, 2012.

Use of Proceeds

Our initial public offering of common stock was effed through a Registration Statement on Forn(Bld No. 333-168858) that was
declared effective by the Securities and Exchangam@ission on October 26, 2010, which registeredggregate of 14,375,000 shares of our
common stock. On November 1, 2010, we sold 12,®@0shares of common stock at an initial public wfig price of $16.00 per share, for
aggregate gross proceeds of $200 million. The wwiters of the offering were J.P. Morgan Securitiss, Morgan Stanley & Co.
Incorporated, Deutsche Bank Securities Inc. anéRlpffray & Co. On November 4, 2010, in connectigth the exercise of the underwriters’
over-allotment option, 1,875,000 additional sharesommon stock were sold on our behalf at theéahgtublic offering price of $16.00 per
share, for aggregate gross proceeds of $30 million.

We paid to the underwriters underwriting discountaling approximately $16.1 million in connectiaith the offering. In addition, we
incurred expenses of approximately $3.1 milliomdmnection with the offering, which when addedhe tinderwriting discounts paid by us,
amount to total expenses of approximately $19.8anil Thus, the net offering proceeds to us, afetucting underwriting discounts and
offering expenses, were approximately $210.8 nmillido offering expenses were paid directly or iadily to any of our directors or officers
(or their associates) or persons owning ten pememore of any class of our equity securitiesooany other affiliates.

As of the date of this report, there has been nieriah change in the use of proceeds from ourahiublic offering as described in our
final prospectus filed with the SEC pursuant tod424(b).

Item 4. Mine Safety Disclosures
Not applicable

ltem 6. Exhibits

The exhibits listed in the Exhibit Index immedigtereceding the exhibits are filed (other than biki32.1 and 32.2) as part of this
Quarterly Report on Form 10-Q and such Exhibit kndencorporated herein by reference.
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Signatures

Pursuant to the requirements of the SecuritiesoAt034, the registrant has duly caused this repdse signed on its behalf by the
undersigned thereunto duly authorized.

P AciFic B 10SCIENCES OF C ALIFORNIA , | NC.

Date: May 7, 201 By: /s/ SusanK. B ARNES

Susan K. Barnes
Executive Vice President
And
Chief Financial Officer

Date: May 7, 2012 By: /s/ BRIANB. D ow

Brian B. Dow
Vice President
And
Principal Accounting Officer
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Exhibit
Number

10.1

10.2

10.3

311
31.2
32.1
32.2
101.INS
101.SCF
101.CAL
101.LAB
101.PRE

Exhibit Index

Exhibit Description
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Exhibit 31.1

CERTIFICATION OF CHIEF EXECUTIVE OFFICER PURSUANT T O
SECURITIES EXCHANGE ACT RULES 13a-14(a) AND 15d-144), AS ADOPTED PURSUANT
TO SECTION 302 OF THE SARBANES-OXLEY ACT OF 2002

I, Michael Hunkapiller, Chairman, President andetiixecutive Officer, certify that:
1. | have reviewed this quarterly report on FormQ@0f Pacific Biosciences of California, Inc.;

2. Based on my knowledge, this report does notaiorny untrue statement of a material fact or donditate a material fact necessary to
make the statements made, in light of the circunt&ts under which such statements were made, nigtadisg with respect to the period
covered by this report;

3. Based on my knowledge, the financial statememtg,other financial information included in théport, fairly present in all material
respects the financial condition, results of operstand cash flows of the registrant as of, amdth@ periods presented in this report;

4. The registrant’s other certifying officer(s) anare responsible for establishing and maintaimisglosure controls and procedures (as
defined in Exchange Act Rules 13a-15(e) and 15&))}%(nd internal control over financial reportireg @efined in Exchange Act Rules 13a-15
() and 15d-15(f)) for the registrant and have:

a) Designed such disclosure controls and procedaresused such disclosure controls and procedoites designed under our
supervision, to ensure that material informatidatieg to the registrant, including its consolidhtibsidiaries, is made known to us by others
within those entities, particularly during the metin which this report is being prepared,;

b) Designed such internal control over financiglaing, or caused such internal control over foahreporting to be designed under our
supervision, to provide reasonable assurance rieggtfae reliability of financial reporting and tipeeparation of financial statements for
external purposes in accordance with generallymedeaccounting principles;

c¢) Evaluated the effectiveness of the registragisslosure controls and procedures and presentidsineport our conclusions about the
effectiveness of the disclosure controls and prores) as of the end of the period covered by #psnt based on such evaluation; and

d) Disclosed in this report any change in the itegi’s internal control over financial reportirtat occurred during the registrant’s most
recent fiscal quarter (the registrant’s fourth disguarter in the case of an annual report) thatnhaterially affected, or is reasonably likely to
materially affect, the registrant’s internal comiwger financial reporting; and

5. The registrant’s other certifying officer(s) anldave disclosed, based on our most recent evatuat internal control over financial
reporting, to the registrant’s auditors and theiteemmmittee of the registrant’s board of directfwspersons performing the equivalent
functions):

a) All significant deficiencies and material weakses in the design or operation of internal cortvelr financial reporting which are
reasonably likely to adversely affect the regisfsaability to record, process, summarize and refioancial information; and

b) Any fraud, whether or not material, that invalwveanagement or other employees who have a sigmifiole in the registrant’s internal
control over financial reporting.

Date: May 7, 2012 /s/  Michael Hunkapiller
Michael Hunkapillei
Chairman, President and Chief Executive Off
(Principal Executive Officer




Exhibit 31.2

CERTIFICATION OF CHIEF FINANCIAL OFFICER PURSUANT T O
SECURITIES EXCHANGE ACT RULES 13a-14(a) AND 15d-144), AS ADOPTED PURSUANT
TO SECTION 302 OF THE SARBANES-OXLEY ACT OF 2002

I, Susan Barnes, Executive Vice President and Ghiefncial Officer, certify that:
1. | have reviewed this quarterly report on Form@@0f Pacific Biosciences of California, Inc.;

2. Based on my knowledge, this report does notaiorny untrue statement of a material fact or donditate a material fact necessary to
make the statements made, in light of the circunt&s under which such statements were made, nigtadisg with respect to the period
covered by this report;

3. Based on my knowledge, the financial statememtd,other financial information included in théport, fairly present in all material
respects the financial condition, results of operatand cash flows of the registrant as of, amdth@ periods presented in this report;

4. The registrant’s other certifying officer(s) angre responsible for establishing and maintaimisglosure controls and procedures (as
defined in Exchange Act Rules 13a-15(e) and 15&))}%(nd internal control over financial reportirag @efined in Exchange Act Rules 13a-15
() and 15d-15(f)) for the registrant and have:

a) Designed such disclosure controls and procedaresused such disclosure controls and procedaoites designed under our
supervision, to ensure that material informatidatieg to the registrant, including its consolidhtibsidiaries, is made known to us by others
within those entities, particularly during the metin which this report is being prepared,;

b) Designed such internal control over financiglaing, or caused such internal control over foahreporting to be designed under our
supervision, to provide reasonable assurance rieggtfae reliability of financial reporting and tipeeparation of financial statements for
external purposes in accordance with generallymedeaccounting principles;

c¢) Evaluated the effectiveness of the registragisslosure controls and procedures and presentidsineport our conclusions about the
effectiveness of the disclosure controls and prores) as of the end of the period covered by #psnt based on such evaluation; and

d) Disclosed in this report any change in the itegi’s internal control over financial reportirttat occurred during the registrant’s most
recent fiscal quarter (the registrant’s fourth disguarter in the case of an annual report) thatnhaterially affected, or is reasonably likely to
materially affect, the registrant’s internal comiwger financial reporting; and

5. The registrant’s other certifying officer(s) anldave disclosed, based on our most recent evatuat internal control over financial
reporting, to the registrant’s auditors and theiteemmmittee of the registrant’s board of directfws persons performing the equivalent
functions):

a) All significant deficiencies and material weakses in the design or operation of internal cortvelr financial reporting which are
reasonably likely to adversely affect the regisfsaability to record, process, summarize and refioancial information; and

b) Any fraud, whether or not material, that invalwveanagement or other employees who have a sigmifiole in the registrant’s internal
control over financial reporting.

Date: May 7, 2012 /s/ Susan Barnes
Susan Barne
Executive Vice President and Chief Financial Offi
(Principal Financial Officer




Exhibit 32.1

Certification of CEO Furnished Pursuant to 18 U.S.C Section 1350,
As Adopted Pursuant To
Section 906 of The Sarbanes-Oxley Act of 2002

In connection with the Quarterly Report of PacBiosciences of California, Inc. (the “Company”) Barm 10-Q for the quarter ended
March 31, 2012, as filed with the Securities andl&ange Commission on the date hereof, |, Michaelkdpiller, Chief Executive Officer of
the Company, certify pursuant to 18 U.S.C. Secti®b0, as adopted pursuant to Section 906 of theafias-Oxley Act of 2002, that,

(i) the Quarterly Report of the Company on FormQ@oer the period ended March 31, 2012 (the “Reppftilly complies with the
requirements of section 13(a) or 15(d) of the S&earExchange Act of 1934, as amended, and

(ii) the information contained in the Report faigyesents, in all material respects, the finarmaldition and results of operations of the
Company.

Date: May 7, 2012 /s/ Michael Hunkapiller
Michael Hunkapillel
Chairman, President and Chief Executive Off
(Principal Executive Officer




Exhibit 32.2

Certification of CFO Furnished Pursuant to 18 U.S.C Section 1350,
As Adopted Pursuant To
Section 906 of The Sarbanes-Oxley Act of 2002

In connection with the Quarterly Report of PacBiosciences of California, Inc. (the “Company”) Barm 10-Q for the quarter ended
March 31, 2012, as filed with the Securities andl&ange Commission on the date hereof, |, SusareBa@hief Financial Officer of the
Company, certify pursuant to 18 U.S.C. Section 1380adopted pursuant to Section 906 of the Sasb@nkey Act of 2002, that,

(i) the Quarterly Report of the Company on FormQ@er the period ended March 31, 2012 (the “Reppftilly complies with the
requirements of section 13(a) or 15(d) of the Sé@earExchange Act of 1934, as amended, and

(ii) the information contained in the Report faigyesents, in all material respects, the finarmaldition and results of operations of the
Company.

Date: May 7, 2012 /s| Susan Barnes
Susan Barne
Executive Vice President and
Chief Financial Officel
(Principal Financial Officer




