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PART I FINANCIAL INFORMATION

Item 1. Financial Statements.

INTERLEUKIN GENETICS, INC. AND SUBSIDIARY
CONSOLIDATED BALANCE SHEETS

March 31,
2006
(Unaudited)
ASSETS
Current assets:

Cash and cash equivalents $ 2,896,248
Accounts receivable from related party 75,720

Accounts receivable

Prepaid expenses and other current assets 167,186

Total current assets 3,139,154

Fixed assets, net 925,051

Other assets 449,077

Total Assets

$ 4,513,282
LIABILITIES AND STOCKHOLDERS EQUITY
Current liabilities:

Accounts payable $ 131,358
Accrued expenses 400,662

Deferred receipts 602,760
Commitments for funded research and development projects 265,469

Current portion of capital lease obligations

Total current liabilities 1,400,249
Convertible debt, net of discount of $808,280 and $923,748 at March 31, 2006 and

December 31, 2005, respectively 1,787,056

Total liabilities 3,187,305
Stockholders equity:

Convertible preferred stock - $0.001 par value- 6,000,000 shares authorized; 5,000,000

shares of Series A issued and outstanding at March 31, 2006 and December 31, 2005;

aggregate liquidation preference of $18,000,000 at March 31, 2006 5,000

Common stock, $0.001 par value - 75,000,000 shares authorized; 24,140,459 and

23,927,326 shares issued and outstanding at March 31, 2006 and December 31, 2005,

respectively 24,141
Additional paid-in capital 64,082,094
Accumulated deficit (62,785,258 )
Total stockholders equity 1,325,977

Total liabilities and stockholders equity $ 4,513,282

The accompanying notes are an integral part of these consolidated financial statements.

December 31,
2005
(Audited)

$ 3,415,174

278

174,204
3,589,656
956,828

423,591

$ 4,970,075

$ 170,474
520,512
2,002,760
318,019

2,977

3,014,742

1,671,588
4,686,330

5,000

23,927
61,450,598
(61,195,780
283,745

$ 4,970,075
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INTERLEUKIN GENETICS, INC. AND SUBSIDIARY

CONSOLIDATED STATEMENTS OF OPERATIONS

(Unaudited)

Revenue:

Revenue from related party
Revenue from others

Total revenue

Cost of revenue

Gross profit

Operating Expenses:
Research and development
Selling, general and administrative
Total operating expenses
Loss from operations

Other income (expense):
Interest income

Interest expense
Amortization of note discount
Total other expense

Net loss

Basic and diluted net loss per common share
Weighted average common shares outstanding

The accompanying notes are an integral part of these consolidated financial statements.

For the Three Months

Ended March 31,
2006

$ 216,818
15,416
232,234
197,652
34,582

729,095
765,111
1,494,206
(1,459,624

38,451

(52,837

(115,468
(129,854

$ (1,589,478
$ (0.07
24,019,004

)

2005

$
7,359
7,359

7,359

684,003
703,939
1,387,942
(1,380,583

21,473

(40,386

(115,468
(134,381

$ (1,514,964
$ (0.06
23,604,882

)

~— N O —
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INTERLEUKIN GENETICS, INC. AND SUBSIDIARY

CONSOLIDATED STATEMENT OF STOCKHOLDERS

For the Three Months Ended March 31, 2006

(Unaudited)

Convertible

Preferred Stock

Shares Amount
Balance as of December 31,
2005 (Audited) 5,000,000 $ 5,000

Net loss

Investment by Alticor:
Research funding

Other

Common stock issued:
Exercise of warrants

Exercise of stock options
Employee stock purchase plan
Restricted stock issued to
employees

Stock-based compensation
expense

Balance as of March 31,2006 5,000,000 $ 5,000

EQUITY

Common Stock

Shares

23,927,326

125,000
62,734
639

24,760

24,140,459

Additional
$0.001 Paid-in Accumulated
par value Capital Deficit Total

$ 23927 $ 61,450,598 $ (61,195,780 ) $ 283,745
(1,589,478 ) (1,589,478

629,747 629,747
1,309,210 1,309,210
125 312,375 312,500
63 229,362 229,425
1 2,906 2,907
25 (25 )
147,921 147,921

$ 24,141 $ 64,082,094 $ (62,785258 ) $ 1,325,977

The accompanying notes are an integral part of these consolidated financial statements.

4




Edgar Filing: INTERLEUKIN GENETICS INC - Form 10-Q

INTERLEUKIN GENETICS, INC. AND SUBSIDIARY

CONSOLIDATED STATEMENTS OF CASH FLOWS

(Unaudited)

CASH FLOWS FROM OPERATING ACTIVITIES:
Net loss

Adjustments to reconcile net loss to net cash used in operating activities:

Depreciation and amortization

Amortization of note discount

Stock-based compensation expense

Changes in operating assets and liabilities:

Accounts receivable

Prepaid expenses and other current assets

Accounts payable

Accrued expenses

Deferred receipts

Commitments for funded R&D

Net cash used in operating activities

CASH FLOWS FROM INVESTING ACTIVITIES:
Purchases of fixed assets

Increase in other assets

Cash used in investing activities

CASH FLOWS FROM FINANCING ACTIVITIES:
Proceeds from investment by Alticor

Proceeds from exercises of warrants and stock options
Proceeds from employee stock purchase plan
Principal payments of capital lease obligations, net
Net cash provided by financing activities

Net decrease in cash and cash equivalents

Cash and cash equivalents, beginning of period
Cash and cash equivalents, end of period
Supplemental disclosures of cash flow information:
Non-cash investing and financing activities:
Deferred receipt reclassified to equity

Interest and income taxes paid:

Cash paid for interest

The accompanying notes are an integral part of these consolidated financial statements.

For the Three Months Ended

March 31,
2006

$ (1,589,478 )

87,937
115,468
147,921

(75,442
7,018
(39,116
(119,850
(125,790
(52,550
(1,643,882

(44,382
(37,264
(81,646

664,747

541,925

2,907

2,977

1,206,602
(518,926
3,415,174

$ 2,896,248

$ 1,274,210

$ 52,837

2005

$ (1,514,964 )

80,957

115,468

9,242

23,169

(12,208 )
(238,480 )
(4,000 )
(1,540,816 )
(9,187 )
(29,191 )
(38,378 )
65,500

83,860

1,047

(5,694 )
144,713

(1,434,481 )
4,528,425

$ 3,093,944

$ 40,386
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INTERLEUKIN GENETICS, INC. AND SUBSIDIARY
NOTES TO INTERIM CONSOLIDATED FINANCIAL STATEMENTS
(Unaudited)

Note 1. Basis of Presentation

The accompanying unaudited interim consolidated financial statements include the accounts of Interleukin Genetics, Inc. and its wholly-owned
subsidiary, Interleukin Genetics Laboratory Services, Inc., (collectively referred to as the Company or Interleukin ) as of March 31, 2006 and
have been prepared by the Company in accordance with accounting principles generally accepted in the United States of America for interim
financial reporting and with the instructions to Form 10-Q and Rule 10-01 of Regulation S-X. Accordingly, they do not include all of the
information and notes required by generally accepted accounting principles for complete financial statements. All intercompany accounts and
transactions have been eliminated. These unaudited interim consolidated financial statements, which, in the opinion of management, reflect all
adjustments (including normal recurring adjustments) necessary for a fair presentation, should be read in conjunction with the financial

statements and notes thereto included in the Company s Annual Report on Form 10-K for the year ended December 31, 2005. Operating results
for the three months ended March 31, 2006 are not necessarily indicative of the results that may be expected for any future interim period or for
the entire fiscal year.

Note 2. Significant Accounting Policies
Management Estimates

The preparation of financial statements in conformity with accounting principles generally accepted in the United States of America requires
management to make estimates and assumptions that affect the reported amounts of assets and liabilities and disclosures of contingent assets and
liabilities at the date of the financial statements, as well as the reported amounts of revenue and expenses during the reported periods. Actual
results could differ from those estimates. The Company s most critical accounting policies are in the areas of its strategic alliance with Alticor,
revenue recognition, stock-based compensation, income taxes, long-lived assets, intellectual property, beneficial conversion feature of
convertible instruments and below market interest rate. These critical accounting policies are more fully discussed in these notes to consolidated
financial statements.

Strategic Alliance with Alticor

In a private placement on March 5, 2003, the Company entered into a Stock Purchase Agreement with Alticor, pursuant to which Alticor
purchased from the Company 5,000,000 shares of the Company s Series A Preferred Stock, $0.001 per share, for $7,000,000 in cash and
$2,000,000 in cash to be paid, if at all, upon the Company reaching a milestone pursuant to the terms of the Stock Purchase Agreement (see Note
3). The Series A Preferred Stock issued in the private placement was initially convertible into 28,157,683 shares of the Company s Common
Stock at the purchaser s discretion. Pursuant to the terms of the Stock Purchase Agreement, Alticor also agreed to refinance, in the form of
convertible debt, certain of the Company s indebtedness in the form of previously issued promissory notes that were held by Alticor and certain
individuals. This transaction amounted to $2,595,336 in debt refinanced and was initially convertible into 5,219,903 shares of the Company s
Common Stock. Concurrent with the closing of the Stock Purchase Agreement, the Company entered into a research agreement with Alticor that
would provide additional funding of $5,000,000 to be paid quarterly over a two-year period.

In accordance with Emerging Issues Task Force (EITF) No. 01-1, Accounting for Convertible Instruments Granted or Issued to a Nonemployee
for Goods or Services or a Combination of Goods or

6
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INTERLEUKIN GENETICS, INC. AND SUBSIDIARY
NOTES TO INTERIM CONSOLIDATED FINANCIAL STATEMENTS (Continued)
(Unaudited)

Note 2. Significant Accounting Policies (Continued)

Services and Cash (EITF No. 01-1), the terms of both the agreement for goods or services provided and the convertible
instruments should be evaluated to determine whether their separately stated pricing is equal to the fair value of the
goods or services provided and the convertible instruments. If that is not the case, the terms of the respective
transactions should be adjusted. The convertible instruments should be recognized at its fair value with a
corresponding increase or decrease in the sales price of the goods or services.

On March 5, 2003, the Company was obligated to issue up to 33,377,586 shares of its common stock underlying the convertible preferred stock
and the convertible debt issued. Based on a last reported trade price of $0.71 per common share of the Company s common stock on March 5,
2003, the convertible instruments had a fair value of $23,698,086 on the date of issuance. Based on the fair value of the convertible instruments
and the guidance provided by EITF 01-1, the Company will recognize the fair value of the convertible instruments, to the extent of proceeds
received, with a corresponding decrease to the sales price of the goods and services provided. Therefore, at March 5, 2003, the Company treated
the $5,000,000 committed research funding as an equity investment rather than revenue and any costs of performing the research services under
the agreement were classified as research and development expenses. Any subsequent proceeds that the Company will receive from Alticor that
are linked to the March 2003 transaction, will be considered equity rather than revenue to the extent of the fair value of the convertible
instruments at March 5, 2003. In June 2004, the Company entered into another research agreement with Alticor for potential funding up to
$2,200,000 and in March 2005, the Company entered into two more agreements to provide additional funding of $5,057,651 over two years
beginning April 1, 2005 (see Note 3). In addition, since March 5, 2003, the Company received various purchase orders from Alticor valued at
$501,800 to conduct genotyping tests for research purposes and in February 2006, the Company received $35,000 to purchase capital equipment.
These purchase orders, together with the research agreements entered into in June 2004 and March 2005, are deemed to be linked to the

March 2003 transaction and, accordingly, are treated as equity rather than revenue. In addition, in March 2004, the Company entered into a
Distribution Agreement with Alticor to provide genetic testing services. As part of the agreement, Alticor made a $2.0 million prepayment in
April 2005 for genetic testing services. The Distribution Agreement expired on March 22, 2006 and $1,274,210 has been reclassified from
deferred receipts to equity. As of March 31, 2006, proceeds received from Alticor which were recorded as consideration for the fair value of the
convertible instruments issued in March 2003, amounted to $22,910,855. As of March 31, 2006, there was $787,231 of unrecognized fair value
of the convertible instruments.

Revenue Recognition

Revenue from genetic testing is recognized when the Company has finished providing the service, generally when the results have been reported
to the individual who ordered the test. To the extent that tests have been prepaid but results have not yet been reported, recognition of all related
revenue is deferred. These amounts are presented as deferred receipts in the accompanying consolidated balance sheets.

7




Edgar Filing: INTERLEUKIN GENETICS INC - Form 10-Q

INTERLEUKIN GENETICS, INC. AND SUBSIDIARY
NOTES TO INTERIM CONSOLIDATED FINANCIAL STATEMENTS (Continued)
(Unaudited)

Note 2. Significant Accounting Policies (Continued)
Stock-Based Compensation

Effective January 1, 2006, the Company adopted the provisions of Statement of Financial Accounting Standards (SFAS) No. 123 (Revised
2004), Share-Based Payment (SFAS No. 123R) for all share-based payments, using the modified prospective transition basis. The statement
replaces SFAS No.123, Accounting for Stock-Based Compensation (SFAS No. 123) and supersedes Accounting
Principles Board (APB) Opinion No. 25, Accounting for Stock Issued to Employees. Under this transition method,
compensation cost recognized during the three months ended March 31, 2006 includes: (1) compensation expense
recognized over the requisite service period for all share-based awards granted prior to, but not yet fully vested, as of
January 1, 2006, based on the grant-date fair value estimated in accordance with the original provisions of SFAS

No. 123, and (2) compensation cost for all share-based awards granted on or subsequent to January 1, 2006, based on
the grant-date fair value estimated in accordance with the provisions of SFAS No. 123R, of which the Company has
none to date. Upon adoption of SFAS No. 123R, the Company elected to retain its method of valuation for
share-based awards granted using the Black-Scholes option-pricing model which was also used for the Company s pro
forma information required under SFAS No. 123 with the following assumptions used: 1) expected volatility is based
on the standard deviation of the historical volatility of the weekly adjusted closing price of the Company s shares for a
period equivalent to the expected life of the option, which is the same method used by the Company both prior and
subsequent to the adoption of SFAS 123R; 2) the expected life represents the period of time that the option is expected
to be outstanding, taking into account the contractual term, historical exercise/forfeiture behavior, and the vesting
period, if any; and 3) the risk-free rate is based on the U.S. Treasury yield curve in effect at the time of grant for a
period equivalent to the expected life of the option. The Company is recognizing compensation expense over the
requisite service period for the entire award (straight-line attribution method). Compensation cost for these awards
amounted to $125,945 for the three months ended March 31, 2006.

Purchases made under the Company s Employee Stock Purchase Plan are now deemed to be compensatory under SFAS No. 123R because
employees may purchase stock at a price equal to 85% of the fair market value of the Company s common stock on either the first day or the last
day of a calendar quarter, whichever is lower. During the three months ended March 31, 2006, employees purchased 639 shares of common
stock at a purchase price of $4.55. Compensation cost associated with these awards amounted to $1,661 for the three months ended March 31,
2006.

During the three months ended March 31, 2006, the Company granted 24,760 restricted stock awards to employees. These awards vest at various
dates during 2006 assuming continued employment with the Company and the holders of these awards participate fully in the rewards of stock
ownership of the Company, including voting and dividend rights. The employees are not required to pay any consideration to the Company for
these restricted stock awards. The recognition of compensation expense for these types of awards did not change as a result of adopting SFAS
No. 123R on January 1, 2006. The Company measured the fair value of the shares based on the last reported price at which the Company s
common stock traded on the date of the grant and compensation cost is recognized over the vesting period. Compensation cost associated with
these awards amounted to $20,315 for the three months ended March 31, 2006.
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INTERLEUKIN GENETICS, INC. AND SUBSIDIARY
NOTES TO INTERIM CONSOLIDATED FINANCIAL STATEMENTS (Continued)
(Unaudited)

Note 2. Significant Accounting Policies (Continued)

A summary of compensation cost included in the statement of operations for the three months ended March 31, 2006 is as follows:

Cost of revenue $ 5431
Research and development expenses 73,763
Selling, general and administrative expenses 68,727

Total $ 147,921

In accordance with the modified prospective transition method, the Company s Consolidated Financial Statements for prior periods have not been
restated to reflect, and do not include, the impact of SFAS No. 123R. Had compensation cost for the Company s employee stock awards been
determined consistent with SFAS No. 123, the Company s net loss applicable to common stock and net loss per share would have been as
follows for the three months ended March 31, 2005:

Net loss applicable to common stockholders:

As reported $ (1,514,964 )
Stock-based employee compensation (220,943 )
Pro forma $ (1,735,907 )
Basic and diluted net loss per common share:

As reported $ (0.06 )
Pro forma $ (0.07 )

Income Taxes

The preparation of its consolidated financial statements requires the Company to estimate its income taxes in each of the jurisdictions in which it
operates, including those outside of the United States, which may be subject to certain risks that ordinarily would not be expected in the United
States. The income tax accounting process involves estimating its actual current exposure together with assessing temporary differences
resulting from different treatment of items, such as deferred revenue, for tax and accounting purposes. These differences result in the recognition
of deferred tax assets and liabilities. The Company must then record a valuation allowance to reduce the deferred tax assets to the amount that is
more likely than not to be realized.

Significant management judgment is required in determining the Company s provision for income taxes, its deferred tax assets and liabilities and
any valuation allowance recorded against its deferred tax assets. The Company has recorded a full valuation allowance against its deferred tax
assets of $18.5 million as of March 31, 2006, due to uncertainties related to its ability to utilize these assets. The valuation allowance is based on
management s estimate of future taxable income by jurisdiction in which the Company operates and the period over which the deferred tax assets
will be recoverable. In the event that actual results differ from these estimates or management adjusts these estimates in future periods, the
Company may need to adjust its valuation allowance which could materially impact the financial position and results of operations.

9
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INTERLEUKIN GENETICS, INC. AND SUBSIDIARY
NOTES TO INTERIM CONSOLIDATED FINANCIAL STATEMENTS (Continued)
(Unaudited)

Note 2. Significant Accounting Policies (Continued)
Long-Lived Assets

The Company applies the provisions of SFAS No. 144, Accounting for the Impairment or Disposal of Long-Lived Assets (SFAS No. 144).
SFAS No. 144 requires that the Company evaluate its long-lived assets for impairment whenever events or changes in circumstances indicate
that carrying amounts of such assets may not be recoverable. Recoverability of assets to be held and used is measured by a comparison of the
carrying amount of an asset to the future undiscounted net cash flows expected to be generated by the asset. Any write-downs, based on fair
value, are to be treated as permanent reductions in the carrying amount of the assets. The Company believes that no impairment exists related to
the Company s long-lived assets at March 31, 2006.

Intellectual Property

Prior to March 2003, costs incurred in connection with patents were expensed as incurred due to the possibility that the Company would never
be able to derive any benefits from its patents. The Company has exclusive rights (subject to rights granted to an affiliate of Alticor within the
fields of dermagenomics and nutrigenomics) in twenty issued U.S. patents and has a number of U.S. patent applications pending. The Company
has also been granted a number of corresponding foreign patents and a number of foreign counterparts of its U.S. patents and patent applications
pending. Since inception, the Company has expensed approximately $3.0 million in the effort to obtain patent protection for its intellectual
property. Due to the alliance with Alticor Inc. that was entered into on March 5, 2003, the Company began capitalizing certain costs of patents
for which the prospect of deriving benefits had become more likely. As of March 31, 2006 and December 31, 2005, the Company has capitalized
$489,769 and $452,504, respectively, in patent costs and is included in other assets on the accompanying consolidated balance sheets. The
Company amortizes these costs over the shorter of the life of the patent or ten years, their expected useful life. Accumulated amortization of
capitalized patent costs was $77,109 and $65,331 at March 31, 2006 and December 31, 2005, respectively.

Beneficial Conversion Feature of Convertible Instruments

Based on EITF No. 00-27, Application of Issue No. 98-5 to Certain Convertible Instruments (EITF No. 00-27), which provides guidance on the
calculation of a beneficial conversion feature of a convertible instrument, the Company has determined that the convertible debt issued on
March 5, 2003 contained a beneficial conversion feature.

Based on the effective conversion price of the convertible debt of $0.2875 and the market value per share of $0.71 at March 5, 2003, the intrinsic
value was calculated to be $2,205,522; however in accordance with EITF No. 00-27, the amount of the discount allocated to the beneficial
conversion feature is limited to the amount of the proceeds allocated to the instrument. The beneficial conversion feature resulted in a discount
of the convertible debt of $1,500,609 at March 5, 2003. The amount of the discount allocated to the beneficial conversion feature of the
convertible debt is amortized from the date of issuance to the earlier of the maturity or conversion date. Therefore, the Company charged
$77,617 for each of the three months ended March 31, 2006 and 2005 to amortization of note discount.

10
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INTERLEUKIN GENETICS, INC. AND SUBSIDIARY
NOTES TO INTERIM CONSOLIDATED FINANCIAL STATEMENTS (Continued)
(Unaudited)

Note 2. Significant Accounting Policies (Continued)
Below Market Interest Rate

The convertible debt has a stated interest rate of prime plus 1%. However, the promissory notes, which were refinanced with the convertible
debt, originally had a stated interest rate of 15%. Therefore, the Company determined the fair value of the convertible debt, using an interest rate
comparable to that of the refinanced promissory notes, at $1,863,553. The resulting discount of $731,783 is amortized from the date of issuance
to the earlier of maturity or conversion date. Therefore, the Company charged $37,851 to amortization of note discount for the three months
ended March 31, 2006 and 2005.

Basic and Diluted Net Loss per Common Share

The Company applies SFAS No. 128, Earnings per Share (SFAS No. 128), which establishes standards for computing and presenting earnings
per share. Basic and diluted net loss per share was determined by dividing net loss applicable to common stockholders by the weighted average
number of shares of common stock outstanding during the period. Diluted loss per share is the same as basic loss per share for all the periods
presented, as the effect of the potential common stock equivalents is anti-dilutive due to the loss in each period. Potential common stock
equivalents excluded from the calculation of diluted net loss per share consists of stock options, warrants, preferred stock and convertible debt as
described in the table below:

Three Months Ended March 31,

2006 2005
Options outstanding 2,388,831 2,920,048
Warrants outstanding 400,000 525,000
Preferred stock 28,160,200 28,160,200
Convertible debt 4,060,288 4,060,288
Total 35,009,319 35,665,536

Recent Accounting Pronouncements

In November 2005, FASB issued FASB Staff Position No. FAS 123(R)-3, Transition Election Related to Accounting for Tax Effects of
Share-Based Payment Awards. The Company is currently evaluating whether it will adopt the alternative transition method provided in the
FASB Staff Position for calculating the tax effects of stock-based compensation pursuant to SFAS No. 123R. The alternative transition method
includes simplified methods to establish the beginning balance of the additional paid-in capital pool (APIC pool) related to the tax effects of
employee stock-based compensation, and to determine the subsequent impact on the APIC pool that are outstanding upon adoption of SFAS
No. 123R.

Note 3. Strategic Alliance with Alticor Inc.

On March 5, 2003, the Company entered into a broad strategic alliance with several affiliates of the Alticor family of companies to develop and
market novel nutritional and skin care products. The alliance utilizes Interleukin Genetics intellectual property and expertise in genomics to
develop personalized consumer products. Alticor has a long history of manufacturing and distributing high quality nutritional supplements and
skin care products to a worldwide market.

11
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INTERLEUKIN GENETICS, INC. AND SUBSIDIARY
NOTES TO INTERIM CONSOLIDATED FINANCIAL STATEMENTS (Continued)
(Unaudited)

Note 3. Strategic Alliance with Alticor Inc. (Continued)

The alliance initially included an equity investment, a multi-year research and development agreement, a licensing agreement with royalties on
marketed products, the deferment of outstanding loan repayment and the refinancing of bridge financing obligations. The major elements of the
initial alliance were:

e The purchase by Alticor of $7,000,000 of equity in the form of 5 million shares of Series A Preferred Stock for
$1.40 per share. These were convertible into 28,157,683 shares of common stock at a stated conversion price equal to
$0.2486 per share. On March 11, 2004, upon achievement of a defined milestone, Alticor contributed an additional
$2,000,000 to the Company for a total equity funding of $9,000,000 and a new stated conversion price of $0.3196 per
share, or 28,160,200 shares of common stock.

e The right of the Series A Preferred Stockholders to nominate and elect four directors to a five person Board of
Directors.

e A research and development agreement (Research Agreement I) providing the Company with funding of $5.0
million, payable over the twenty-four month period from April 2003 through March 2005, to conduct certain research
projects with a royalty on resulting products.

e  Credit facilities in favor of the Company, as follows:

e  $1,500,000 working capital credit line to initiate selected research agreements with third party entities approved
by the board of directors of the Company;

e $2,000,000 refinancing of notes previously held by Alticor, extending the maturity date and reducing the interest
rate; and

e $595,336 refinancing on July 1, 2003 of bridge financing notes previously held by third parties, extending the
maturity date and reducing the interest rate.

As of March 31, 2006, there was $2,595,336 outstanding under the terms of these credit facilities (see Note 4).

On June 17, 2004, the Company entered into another research agreement (Research Agreement II), valued at $2.2 million, as amended, with
Alticor to conduct research into the development of a test to identify individuals with specific genetic variations that affect how people gain and
maintain weight. During 2004, the Company received $1,380,000 in research funding under this agreement. No funding related to this agreement
was received during the three months ended March 31, 2006 and the Company is not anticipating any additional funding under this agreement.

On March 5, 2005, the Company entered into an agreement with Alticor to expand the research being performed under Research Agreement I
(Research Agreement III) to provide additional funding of $2,716,151 over the two years beginning April 1, 2005. Also on March 5, 2005, the
Company entered into an additional research agreement (Research Agreement IV) with Alticor for exploratory research valued at $2,341,500
over a two-year period commencing April 1, 2005. The Company received $629,747 in funding related to these agreements during the three
months ended March 31, 2006 and is expecting to receive the remaining $1,910,434 in research funding through March 2007 with these
agreements.
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INTERLEUKIN GENETICS, INC. AND SUBSIDIARY
NOTES TO INTERIM CONSOLIDATED FINANCIAL STATEMENTS (Continued)
(Unaudited)

Note 3. Strategic Alliance with Alticor Inc. (Continued)

Also on April 18, 2005, Alticor paid the Company $2.0 million as a non-refundable advance payment for genetic risk assessment tests to be
processed under the terms of a Distribution Agreement which expired on March 22, 2006. On February 23, 2006, the Company entered into two
new purchase agreements with Alticor. The two new purchase agreements cover two genetic health assessment tests that Interleukin Genetics

developed on behalf of Alticor. These are: 1) the heart health genetic test, which analyzes DNA variations in the Interleukin-1A and
1B genes to identify whether an individual may have a predisposition for chronically elevated measures of
inflammation and an increased risk for heart disease; and 2) the general nutrition genetic test, which analyzes DNA
variations in two genes that affect Vitamin B metabolism and four genes that are involved in responding to oxidative
stress. The purchase agreement for the heart health genetic tests provides for sales of these tests to Alticor through
March 2008. Both parties agreed that $600,000 of the $2.0 million prepayment received pursuant to the Distribution
Agreement would be applied to purchases made under the purchase agreement for the heart health genetic tests from
March 23, 2006 through December 31, 2006 to the extent tests are processed. Of the remaining $1.4 million
prepayment, $125,790 was recognized as revenue for tests processed during the remaining term of the Distribution
Agreement and the balance of $1,274,210 has been reclassified from deferred receipts to equity. The general nutrition
genetic test purchase agreement term is through January 2008.

Note 4. Debt

On March 5, 2003 as part of its strategic alliance with Alticor Inc., the Company was granted credit facilities as follows:

e $1,500,000 working capital credit line to initiate selected research agreements with third party entities approved
by the board of directors of Interleukin;

e $2,000,000 refinancing of notes previously held by Pyxis, extending the maturity date and reducing the interest
rate; and

e $595,336 refinancing on July 1, 2003 of bridge financing notes previously held by third parties, extending the
maturity date and reducing the interest rate.

There was $2,595,336 outstanding under the terms of these credit facilities, net of unamortized discount of $808,280 and $923,748 at March 31,
2006 and December 31, 2005, respectively. The credit facilities will mature in December 2007, bear interest at 1% over the prime rate (8.75 % at
March 31, 2006), are collateralized by a security interest in the Company s intellectual property (except intellectual property related to
periodontal disease and sepsis), and are convertible at the election of Alticor into shares of common stock at a conversion price equal to $0.6392
per share.

On February 23, 2006, these credit facilities with Alticor were amended to provide the Company with access to an additional $2.0 million of
working capital borrowing at any time prior to April 1, 2007. Any amounts borrowed will bear interest at prime plus 1%, require quarterly
interest payments and be due five years from the date of borrowing issuance. In addition, the restrictions on the existing $1.5 million line of
credit were removed so that it can be used for general working capital purposes. No amounts are outstanding under these credit facilities as of
March 31, 2006.
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Note 5. Capital Stock
Authorized Common and Preferred Stock

At March 31, 2006, the Company had authorized 6,000,000 shares of Series A Preferred stock of which 5,000,000 shares were issued and
outstanding. At March 31, 2006, the Company had authorized 75,000,000 shares of $0.001 par value common stock of which 61,900,825 shares
were outstanding or reserved for issuance. Of those, 24,140,459 shares were issued and outstanding, 28,160,200 shares were reserved for
issuance upon the conversion of the Series A Preferred Stock to common stock, 4,060,288 shares were reserved for issuance upon the conversion
of approximately $2.6 million of debt, 4,689,810 shares were reserved for issuance upon the exercise of authorized and outstanding stock
options and stock awards, 400,000 shares were reserved for issuance upon the exercise of outstanding warrants to purchase common stock and
450,068 shares were reserved for issuance upon the exercise of rights held under the Employee Stock Purchase Plan.

Series A Preferred Stock

On March 5, 2003, the Company entered into a Purchase Agreement with Alticor, pursuant to which Alticor purchased from the Company
Series A Preferred Stock for $7,000,000 in cash on that date, and an additional $2,000,000 in cash that was paid, as a result of the Company
achieving a certain milestone, on March 11, 2004.

The Series A Preferred Stock accrues dividends at the rate of 8% of the original purchase price per year, payable only when, as and if declared
by the Board of Directors and are non-cumulative. To date, no dividends have been declared on these shares. If the Company declares a
distribution, with certain exceptions, payable in securities of other persons, evidences of indebtedness issued by us or
other persons, assets (excluding cash dividends) or options or rights to purchase any such securities or evidences of
indebtedness, then, in each such case the holders of the Series A Preferred Stock shall be entitled to a proportionate
share of any such distribution as though the holders of the Series A Preferred Stock were the holders of the number of
shares of our Common Stock into which their respective shares of Series A Preferred Stock are convertible as of the
record date fixed for the determination of the holders of our Common Stock entitled to receive such distribution.

In the event of any liquidation, dissolution or winding up of the Company, whether voluntary or involuntary, the holders of the Series A
Preferred Stock shall be entitled to receive, prior and in preference to any distribution of any of the Company s assets or surplus funds to the
holders of its Common Stock by reason of their ownership thereof, the amount of two times the then-effective purchase price per share, as
adjusted for any stock dividends, combinations or splits with respect to such shares, plus all declared but unpaid dividends on such share for
each share of Series A Preferred Stock then held by them. The liquidation preference at March 31, 2006 was $18,000,000. After receiving this
amount, the holders of the Series A Preferred Stock shall participate on an as-converted basis with the holders of common stock in any of the
remaining assets.

Each share of Series A Preferred Stock is convertible at any time at the option of the holder into a number of shares of the Company s common
stock determined by dividing the then-effective purchase price ($1.80, and subject to further adjustment) by the conversion price in effect on the
date the certificate
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Note 5. Capital Stock (Continued)

is surrendered for conversion. As of March 31, 2006, the Series A Preferred Stock is convertible into 28,160,200 shares of Common Stock
reflecting a conversion price of $.3196 per share.

Each holder of Series A Preferred Stock is entitled to vote its shares of Series A Preferred Stock on an as-converted basis with the holders of
Common Stock as a single class on all matters submitted to a vote of the stockholders, except as otherwise required by applicable law. This
means that each share of Series A Preferred Stock will be entitled to a number of votes equal to the number of shares of Common Stock into
which it is convertible on the applicable record date.

Note 6. Commitments and Contingencies
Operating Leases

The Company leases its office and laboratory space under a non-cancelable operating lease expiring March 2009. The Company also leases
certain office equipment under lease obligations. Future minimum lease commitments under these leases at March 31, 2006 are $1,327,274.

Acquisition of Data Bases

In connection with the research agreement with Alticor dated March 5, 2003, the Company is obligated to purchase two clinical databases. As of
June 30, 2004, the Company determined that this obligation met the criteria of SFAS No. 5, Accounting for Contingencies, and estimated the
cost of these two databases at $450,000. Accordingly, the Company recorded a liability and charged research and development expenses of
$450,000 at that time. As of March 31, 2006, the Company had expenditures of $184,531 associated with the acquisition of these databases. The
Company believes that the acquisition of the databases will not exceed the amount that the Company has estimated, however actual amounts
could differ.

Sponsored Research Agreements

In connection with the research agreement with Alticor dated June 17, 2004, the Company entered into a sponsored research agreement with
Tufts University to conduct a clinical study. The sponsored research agreement is for an amount of $684,149, as amended, and is payable upon
achievement of certain milestones. As of March 31, 2006, Tufts University had achieved milestones valued at $523,017. The remaining
commitment on this agreement is $161,132. As, and if, Tufts University completes the remaining milestones associated with this sponsored
research agreement, the Company will record these costs as research and development expenses.

Employment Agreements

The Company has entered into employment agreements with certain key employees of the Company. These agreements expire March 31, 2009.
As of March 31, 2006, the remaining commitment under these agreements was approximately $1,575,000.
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Note 7. Segment Information

The Company follows SFAS No. 131, Disclosures about Segments of an Enterprise and Related Information (SFAS No. 131) which establishes
standards for reporting information about operating segments in annual and interim financial statements, and requires that companies report
financial and descriptive information about its reportable segments based on a management approach. SFAS No. 131 also establishes standards
for related disclosures about products and services, geographic areas and major customers. In applying the requirements of this statement, each
of the Company s geographic areas described below was determined to be an operating segment as defined by the statement, but have been
aggregated as allowed by the statement for reporting purposes. As a result, the Company continues to have one reportable segment, which is the
development of genetic risk assessment tests and therapeutic targets for common diseases.

The Company has no operations outside of the United States. For the three months ended March 31, 2006 and 2005, the Company had minimal
royalty income derived from distributors outside the United States, minimal expenses derived from research partners outside the United States
and minimal assets outside of the United States. The Company does not believe this risk is material and does not use derivative financial
instruments to manage foreign currency fluctuation risk.
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Item 2. Management s Discussion and Analysis of Financial Condition and Results of Operations.

This report on Form 10-Q and the documents incorporated by reference within this document contain certain forward-looking statements within

the meaning of Section 27A of the Securities Act and Section 21E of the Securities Exchange Act. Statements contained in this report that are

not statements of historical fact may be deemed to be forward-looking statements. Words or phrases such as  will likely result , expect , will
continue , anticipate , estimate , intend , plan , project , outlook , or similar expressions are intended to identify forward-looking statements.
Forward-looking statements address or may address the following subjects:

e The sufficiency of our current cash resources, together with additional research agreements, anticipated revenue
from product launches and other arrangements to fund operations through mid-2007;

e Our expectation that we will receive $1.9 million in funding through March 2007 from Alticor under the terms of
various research agreements;

e Our expectation that we will receive genetic risk assessment testing revenue and/or royalty payments from
Alticor;

e Our expectation that we may sign additional research agreements;

e Our expectation of the benefits that will result from the ongoing research programs that outside parties are
conducting on our behalf;

e Any expectation we may have regarding the success of developing products, the timing of releasing products for
sale or the success of these products when they are released;

e Any expectation we may have of attracting business partners to assist in developing, marketing or distribution of
our products;

e Any expectation that certain healthcare related trends will emerge or continue that will support our business
model;

e Our expectation that our total research and development costs will be between $3.0 million and $3.5 million for
the year ended December 31, 2006;

e Our expectation that we might derive substantial benefit from our patented intellectual property; and

e Our expectation that we will continue to experience losses until our genetic risk assessment testing revenue grows
substantially from current levels.

Actual results may vary materially from those expressed in forward-looking statements. Factors that could cause actual results to differ from
expectations include but are not limited to; risks related to market acceptance of genetic risk assessment tests in general and our products in
particular, risks related to technology and product obsolescence, delays in development of products, dependence on third parties, our ability to
fund operations through mid-2007, competitive risks and those risks described in this report in Part II, Item 1A. Risk Factors and elsewhere in
our Annual Report on Form 10-K for the year ended December 31, 2005, as updated from time to time in our subsequent Quarterly Reports on
Form 10-Q and Current Reports on Form 8-K. We cannot be certain that our results will not be adversely affected by one or more of these
factors or by other factors not currently anticipated. All information set forth in this Form 10-Q is as of the date of this Form 10-Q. Unless
required by law we accept no responsibility to update this information.
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General Overview

We are in the business of personalized health. We are developing tests and products that can help individuals improve and maintain their health
through preventive measures. We plan to develop the following types of products: 1) genetic risk assessment tests, 2) preventive (or
ameliorative) nutritional products for those individuals at risk, and 3) personalized therapeutics (drug development based in part on genetic
information). We will use our intellectual property and expertise to develop products or acquire additional intellectual property that can be
leveraged, through collaboration with partners, to address unmet market needs.

Our current commercial strategy is to partner with companies that have sales and marketing capabilities and products or services that
complement our own products. We currently have no plans to develop our own sales force; we plan to rely on our strategic partners to promote
and distribute our products. The first of these strategic partnerships is the partnership we have with Alticor.

Our revenue model consists of: 1) cha