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Registration Statement shall become effective on such date as the Commission, acting pursuant to said Section 8(a),
may determine.
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The information in this Prospectus is not complete and may be changed. The selling stockholder may not sell these
securities until the registration statement filed with the Securities and Exchange Commission is effective. This
prospectus is not an offer to sell these securities and is not soliciting an offer to buy these securities in any state where
the offer or sale is not permitted.

PRELIMINARY PROSPECTUS SUBJECT TO COMPLETION, DATED APRIL 24, 2009

APPLIED DNA SCIENCES, INC.
3,000,000 SHARES OF
COMMON STOCK

This prospectus relates to the resale of up to 3,000,000 shares of our common stock by the selling stockholder named
herein. For information about the selling stockholder, see "Selling Stockholder" on page 54. We are not selling any
securities under this prospectus and will not receive any of the proceeds from the sale of shares by the selling
stockholder. We will pay the expenses of registering these shares.

Our shares of common stock are quoted on the OTC Bulletin Board. Our shares are quoted under the symbol
“APDN.OB”. On April 22, 2009, the closing sales price for our common stock on the OTC Bulletin Board was $0.11
per share.

The purchase of the securities offered through this prospectus involves a high degree of risk. See section entitled “Risk
Factors” beginning on page 4.

Neither the U.S. Securities and Exchange Commission (“SEC”) nor any state securities commission has approved or
disapproved of these securities or passed upon the adequacy or accuracy of this prospectus. Any representation to the
contrary is a criminal offense.

The Date of This Prospectus Is , 2009.
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Please read this prospectus carefully. It describes our business, our financial condition and results of operations. We
have prepared this prospectus so that you will have the information necessary to make an informed investment
decision. You should rely only on information contained in this prospectus. We have not authorized any other person
to provide you with different information. The selling stockholder is offering to sell shares of our common stock and
seeking offers to buy shares of our common stock only in jurisdictions where offers and sales are permitted. The
information contained in this prospectus is accurate only as of the date of the prospectus, regardless of the time the
prospectus is delivered or the common stock is sold.

In this prospectus “Applied DNA,” “we,” “us” and “our” refer to Applied DNA Sciences, Inc. and its subsidiaries. Appliec
DNA and SigNature are the subject of our trademark applications pending registration with the United States Patent

and Trademark Office. This prospectus contains other product names, trade names and trademarks of Applied DNA
Sciences, Inc. and of other organizations.




Edgar Filing: APPLIED DNA SCIENCES INC - Form S-1

ABOUT THIS PROSPECTUS

The following summary highlights selected information contained in this prospectus. This summary does not
contain all the information you should consider before investing in the securities. Before making an investment
decision, you should read the entire prospectus carefully, including the “risk factors” section, the financial
statements and the notes to the financial statements.

Our Company

We use the DNA of plants and innovative technologies to provide anti-counterfeiting and product authentication
solutions and to manufacture ingredients for personal care products and textiles. SigNature® DNA and
BioMaterial™ Genotyping, our principal anti-counterfeiting and product authentication solutions, allow users to
accurately and effectively protect branded products, artwork and collectibles, fine wine, digital media, financial
instruments, identity cards and other official documents. Our BioActive™ Ingredients, which are being used by our
customers in personal care products, such as skin care products, and in textiles, such as intimate apparel, are
custom-manufactured to address a customer’s specific need.

SigNature DNA. We use the DNA of plants to manufacture highly customized and encrypted botanical DNA

markers, or SigNature DNA Markers, which we believe are virtually impossible to replicate. We have embedded

SigNature DNA Markers into a range of our customers’ products, including various inks, thermal ribbon, thread,
varnishes and adhesives. These items can then be tested for the presence of SigNature DNA Markers through an

instant field detection or a forensic level authentication. Our SigNature DNA solution provides a secure, accurate

and cost-effective means for users to incorporate our SigNature DNA Markers in, and then quickly and reliably

authenticate and identify, a broad range of items such as branded products, artwork and collectibles,

cash-in-transit, fine wine, digital media, financial instruments, identity cards and other official documents.

Having the ability to reliably authenticate and identify counterfeit versions of such items enables companies and

governments to detect, deter, interdict and prosecute counterfeiting enterprises and individuals.

BioMaterial GenoTyping. Our BioMaterial GenoTyping solution refers to the development of genetic assays to
distinguish between varieties or strains of biomaterials, such as cotton, wool, tobacco, fermented beverages,
natural drugs and foods, that contain their own source DNA. We have developed two proprietary genetic tests
(FiberTyping™ and PimaTyping™) to track American Pima cotton from the field to finished garments. These genetic
assays provide the cotton industry with the first authentication tools that can be applied throughout the U.S. and
worldwide cotton industry from cotton growers, mills, wholesalers, distributors, manufacturers and retailers
through trade groups and government agencies.

BioActive Ingredients. Our BioActive Ingredients program began in 2007, based on the biofermentation expertise
developed during the manufacturing of DNA for our SigNature DNA and BioMaterial Genotyping solutions. Our
BioActive Ingredients have been used by our customers in personal care products, such as skin care products, and
in textiles, such as intimate apparel.

For the year ended September 30, 2008, we generated revenues of $873,010 and had net losses of $6.8 million,
and for the quarter ended December 31, 2008, we generated revenues of $146,575 and had net losses of $3.3
million. Our registered independent certified public accountants have stated in their report dated December 15,
2008, that our financial statements for the year ended September 30, 2008 were prepared assuming that we would
continue as a going concern, and that they have substantial doubt about our ability to continue as a going concern.
Our ability to continue as a going concern is subject to our ability to generate a profit and/or obtain necessary
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funding from outside sources, including by the sale of our securities, obtaining loans from financial institutions,
or obtaining grants from various organizations or governments, where possible.

Summary Risks

Before you invest in our stock, you should carefully consider all the information in this prospectus, including
matters set forth under the heading “Risk Factors.” We believe that the following are some of the major risks and
uncertainties that may affect us:

*  We have a short operating history, a relatively new business model, and have not produced significant
revenues, which makes it difficult to evaluate our future prospects and increases the risk that we will not
be successful;
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. We have a history of losses which may continue, and which may harm our ability to
obtain financing and continue our operations;

. If we are unable to obtain additional financing our business operations will be harmed
or discontinued, and if we do obtain additional financing our stockholders may suffer
substantial dilution;

. Our independent auditors have expressed substantial doubt about our ability to
continue as a going concern, which may hinder our ability to obtain future financing;

. If our existing products and services are not accepted by potential customers or we
fail to introduce new products and services, our business, results of operations and
financial condition will be harmed,;

. If we are unable to retain the services of Drs. Hayward or Liang we may not be able
to continue our operations;

. The markets for our SigNature program are very competitive, and we may be unable
to continue to compete effectively in this industry in the future;

. We need to expand our sales, marketing and support organizations and our
distribution arrangements to increase market acceptance of our products and services;

. A manufacturer’s inability or willingness to produce our goods on time and to our
specifications could result in lost revenue and net losses and if we need to replace
manufacturers, our expenses could increase, resulting in smaller profit margins; and

. Our intellectual property rights are valuable, and any inability to protect them could
reduce the value of our products, services and brand.

Corporate Information

Our principal offices are located at 25 Health Sciences Drive, Suite 113, Stony Brook, New York 11790, and our
telephone number is (631) 444-6370. We are a Delaware corporation, which was initially formed in 1983 under the
laws of the State of Florida as Datalink Systems, Inc. In 1998, we reincorporated in Nevada, and in 2002, we changed
our name to our current name, Applied DNA Sciences, Inc. In December 2008, we completed our reincorporation
from Nevada to the State of Delaware. We maintain a website at www.adnas.com. The information contained on that
website is not deemed to be a part of this prospectus.

Our corporate headquarters are located at the Long Island High Technology Incubator at Stony Brook University in
Stony Brook, New York, where we established laboratories for the manufacture of DNA markers and product
prototypes, and DNA authentication. To date, the company has a very limited operating history, and as a result, the
company’s operations have not produced significant revenues.
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The Offering

Common stock offered by the selling Up to 3,000,000 shares of our common stock.
stockholder

This number represents less than 1% of our current outstanding stock

Common stock to be outstanding after Up to 260,511,148 shares
the offering

Use of proceeds We will not receive any proceeds from the sale of the common stock by the
selling stockholders.

OTC Bulletin Board Our shares are quoted on the OTC Bulletin Board under the symbol “APDN.OB”.

10



Edgar Filing: APPLIED DNA SCIENCES INC - Form S-1

RISK FACTORS

This investment has a high degree of risk. Before you invest you should carefully consider the risks and uncertainties
described below and the other information in this prospectus. If any of the following risks actually occur, our business,
operating results and financial condition could be harmed and the value of our stock could go down. This means you
could lose all or a part of your investment.

Risks Relating To Our Business:

We have a short operating history, a relatively new business model, and have not produced significant revenues. This
makes it difficult to evaluate our future prospects and increases the risk that we will not be successful.

We have a short operating history with our current business model, which involves the marketing, sale and
distribution of anti-counterfeiting and product authentication solutions as well as ingredients for use in personal care
and other products. Our operations since inception have produced insignificant revenues, and may not produce
significant revenues in the near term, or at all, which may harm our ability to obtain additional financing and may
require us to reduce or discontinue our operations. If we create significant revenues in the future, we will derive most
of such revenues from the sale of anti-counterfeiting and product authentication solutions as well as ingredients, which
are immature industries. You must consider our business and prospects in light of the risks and difficulties we will
encounter as an early-stage company in a new and rapidly evolving industry. We may not be able to successfully
address these risks and difficulties, which could significantly harm our business, operating results, and financial
condition.

We have a history of losses which may continue, and which may harm our ability to obtain financing and continue our
operations.

We incurred net losses of $6.8 million for the year ended September 30, 2008 and $3.3 million for the quarter ended
December 31, 2008. These net losses have principally been the result of the various costs associated with our selling,
general and administrative expenses as we commenced operations, acquired, developed and validated technologies,
began marketing activities, and incurred interest expense on notes and warrants we issued to obtain financing. Our
operations are subject to the risks and competition inherent in a company that moved from the development stage to
an operating company. We may not generate sufficient revenues from operations to achieve or sustain profitability on
a quarterly, annual or any other basis in the future. Our revenues and profits, if any, will depend upon various factors,
including whether our existing products and services or any new products and services we develop will achieve any
level of market acceptance. If we continue to incur losses, our accumulated deficit will continue to increase, which
might significantly impair our ability to obtain additional financing. As a result, our business, results of operations and
financial condition would be significantly harmed, and we may be required to reduce or terminate our operations.

We will require additional financing which may require the issuance of additional shares which would dilute the
ownership held by our stockholders.

We will need to raise funds through either debt or the sale of our shares in order to achieve our business goals. Any
sale of additional shares or securities convertible into any such shares by us would further dilute the percentage
ownership by the stockholders. Furthermore, if we raise funds in equity transactions through the issuance of
convertible securities which are convertible at the time of conversion at a discount to the prevailing market price,
substantial dilution is likely to occur resulting in a material decline in the price of your shares.

If we are unable to obtain additional financing our business operations will be harmed or discontinued, and if we do
obtain additional financing our stockholders may suffer substantial dilution.

11
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We believe that our existing capital resources will enable us to fund our operations until approximately June 2009. We
believe we will be required to seek additional capital to sustain or expand our prototype and sample manufacturing,
and sales and marketing activities, and to otherwise continue our business operations beyond that date. We have no
commitments for any future funding, and may not be able to obtain additional financing or grants on terms acceptable
to us, if at all, in the future. If we are unable to obtain additional capital this would restrict our ability to grow and may
require us to curtail or discontinue our business operations. Additionally, while a reduction in our business operations
may prolong our ability to operate, that reduction would harm our ability to implement our business strategy. If we
can obtain any equity financing, it may involve substantial dilution to our then existing stockholders.
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Our independent auditors have expressed substantial doubt about our ability to continue as a going concern, which
may hinder our ability to obtain future financing.

In their report dated December 15, 2008, our independent auditors stated that our financial statements for the year

ended September 30, 2008 were prepared assuming that we would continue as a going concern, and that they have

substantial doubt about our ability to continue as a going concern. Our auditors’ doubts are based on our incurring net
losses of $6.8 million for the year ended September 30, 2008. We continue to experience net operating losses. Our

ability to continue as a going concern is subject to our ability to generate a profit and/or obtain necessary funding from

outside sources, including by the sale of our securities, obtaining loans from financial institutions, or obtaining grants

from various organizations or governments, where possible. Our continued net operating losses and our auditors’
doubts increase the difficulty of our meeting such goals and our efforts to continue as a going concern may not prove

successful.

General economic conditions and the current global financial crisis may adversely affect our business, operating
results and financial condition.

The current global economy and economic slowdown may have serious negative consequences for our business and
operating results. Since our customers incorporate our products into a variety of consumer goods, the demand for our
products is subject to worldwide economic conditions and their impact on levels of consumer spending. Some of the
factors affecting consumer spending include general economic conditions, unemployment, consumer debt, reductions
in net worth based on recent severe market declines, residential real estate and mortgage markets, taxation, energy
prices, interest rates, consumer confidence and other macroeconomic factors. During a period of economic weakness
or uncertainty, demand for consumer goods incorporating our products may weaken, and current or potential
customers may defer purchases of our products.

The recent distress in the credit and financial markets has also resulted in extreme volatility in security prices and
diminished liquidity, and there can be no assurance that our liquidity will not be affected by changes in the financial
markets and the global economy. Moreover, the current crisis has had a significant material adverse impact on a
number of financial institutions and has limited access to capital and credit for many companies. This could, among
other things, make it more difficult for us to obtain, or increase our cost of obtaining, capital and financing for our
operations. Our access to additional capital may not be available on terms acceptable to us or at all.

If our existing products and services are not accepted by potential customers or we fail to introduce new products and
services, our business, results of operations and financial condition will be harmed.

There has been limited market acceptance of our botanical DNA encryption, encapsulation, embedment and
authentication products and services to date. Some of the factors that will affect whether we achieve market
acceptance of our solutions include:

* availability, quality and price relative to competitive solutions;

*  customers’ opinions of the solutions’ utility;

e  ease of use;

*  consistency with prior practices;

*  scientists’ opinions of the solutions’ usefulness;

e  citation of the solutions in published research; and

* general trends in anti-counterfeit and security solutions’ research.

The expenses or losses associated with the continued lack of market acceptance of our solutions will harm our
business, operating results and financial condition.

13



Edgar Filing: APPLIED DNA SCIENCES INC - Form S-1

Rapid technological changes and frequent new product introductions are typical for the markets we serve. Our future

success may depend in part on continuous, timely development and introduction of new products that address

evolving market requirements. We believe successful new product introductions may provide a significant

competitive advantage because customers invest their time in selecting and learning to use new products, and are often

reluctant to switch products. To the extent we fail to introduce new and innovative products, we may lose any market

share we then have to our competitors, which will be difficult or impossible to regain. Any inability, for technological

or other reasons, to successfully develop and introduce new products could reduce our growth rate or damage our

business. We may experience delays in the development and introduction of products. We may not keep pace with the

rapid rate of change in anti-counterfeiting and security products’ research, and any new products acquired or developed
by us may not meet the requirements of the marketplace or achieve market acceptance.

If we are unable to retain the services of Drs. Hayward or Liang we may not be able to continue our operations.

Our success depends to a significant extent upon the continued service of Dr. James A. Hayward, one of our directors,
our President and Chief Executive Officer; and Dr. Benjamin Liang, our Secretary and Strategic Technology
Development Officer. We do not have employment agreements with Drs. Hayward or Liang. Loss of the services of
Drs. Hayward or Liang could significantly harm our business, results of operations and financial condition. We do not
maintain key-man insurance on the lives of Drs. Hayward or Liang.

The markets for our anti-counterfeiting and product authentication solutions as well as our BioActive Ingredients are
very competitive, and we may be unable to continue to compete effectively these industries in the future.

The principal markets for our our anti-counterfeiting and product authentication solutions as well as our BioActive
Ingredients are intensely competitive. Many of our competitors, both in the United States and elsewhere, are major
pharmaceutical, chemical and biotechnology companies, or have strategic alliances with such companies, and many of
them have substantially greater capital resources, marketing experience, research and development staff, and facilities
than we do. Any of these companies could succeed in developing products that are more effective than the products
that we have or may develop and may be more successful than us in producing and marketing their existing products.
Some of our competitors that operate in the anti-counterfeiting and fraud prevention markets include: Authentix,
Collectors Universe Inc., Data Dot Technology, Digimarc Corp., DNA Technologies, Inc., ID Global, Informium AG,
Inksure Technologies, Kodak, L-1 Identity Solutions, Manakoa, OpSec Security Group, SmartWater Technology,
Inc., Sun Chemical Corp, and Tracetag.

14
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We expect this competition to continue and intensify in the future. Competition in our markets is primarily driven by:

*  product performance, features and liability;

*  price;

*  timing of product introductions;

»  ability to develop, maintain and protect proprietary products and technologies;
* sales and distribution capabilities;

* technical support and service;

e brand loyalty;

*  applications support; and

*  breadth of product line.

If a competitor develops superior technology or cost-effective alternatives to our products, our business, financial
condition and results of operations could be significantly harmed.

We need to expand our sales, marketing and support organizations and our distribution arrangements to increase
market acceptance of our products and services.

We currently have few sales, marketing, customer service and support personnel and will need to increase our staff to
generate a greater volume of sales and to support any new customers or the expanding needs of existing customers.
The employment market for sales, marketing, customer service and support personnel in our industry is very
competitive, and we may not be able to hire the kind and number of sales, marketing, customer service and support
personnel we are targeting. Our inability to hire qualified sales, marketing, customer service and support personnel
may harm our business, operating results and financial condition. We do not currently have any arrangements with
any distributors and we may not be able to enter into arrangements with qualified distributors on acceptable terms or
at all. If we are not able to develop greater distribution capacity, we may not be able to generate sufficient revenue to
support our operations.

A manufacturer’s inability or willingness to produce our goods on time and to our specifications could result in lost
revenue and net losses.

Though we manufacture prototypes, samples and some of our own products, we currently do not own or operate any
significant manufacturing facilities and depend upon independent third parties for the manufacture of some of our
products to our specifications. The inability of a manufacturer to ship orders of such products in a timely manner or to
meet our quality standards could cause us to miss the delivery date requirements of our customers for those items,
which could result in cancellation of orders, refusal to accept deliveries or a reduction in purchase prices, any of which
could harm our business by resulting in decreased revenues or net losses upon sales of products, if any sales could be
made.

If we need to replace manufacturers, our expenses could increase, resulting in smaller profit margins.

We compete with other companies for the production capacity of our manufacturers and import quota capacity. Some
of these competitors have greater financial and other resources than we have, and thus may have an advantage in the
competition for production and import quota capacity. If we experience a significant increase in demand, or if our
existing manufacturers must be replaced, we will need to establish new relationships with another or multiple
manufacturers. We cannot assure you that this additional third party manufacturing capacity will be available when
required on terms that are acceptable to us or terms similar to those we have with our existing manufacturers, either
from a production standpoint or a financial standpoint. We do not have long-term contracts with our manufacturers,
and our manufacturers do not produce our products exclusively. Should we be forced to replace our manufacturers, we
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may experience an adverse financial impact, or an adverse operational impact, such as being forced to pay increased
costs for such replacement manufacturing or delays upon distribution and delivery of our products to our customers,
which could cause us to lose customers or lose revenues because of late shipments.
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If a manufacturer fails to use acceptable labor practices, we might have delays in shipments or face joint liability for
violations, resulting in decreased revenue and increased expenses.

While we require our independent manufacturers to operate in compliance with applicable laws and regulations, we

have no control over their ultimate actions. While our internal and vendor operating guidelines promote ethical

business practices and our staff and buying agents periodically visit and monitor the operations of our independent

manufacturers, we do not control these manufacturers or their labor practices. The violation of labor or other laws by

our independent manufacturers, or by one of our licensing partners, or the divergence of an independent manufacturer’s
or licensing partner’s labor practices from those generally accepted as ethical in the United States, could interrupt, or
otherwise disrupt the shipment of finished products to us or damage our reputation. Any of these, in turn, could have a

material adverse effect on our financial condition and results of operations, such as the loss of potential revenue and

incurring additional expenses.

Failure to license new technologies could impair sales of our existing products or any new product development we
undertake in the future.

To generate broad product lines, it is advantageous to sometimes license technologies from third parties rather than
depend exclusively on the development efforts of our own employees. As a result, we believe our ability to license
new technologies from third parties is and will continue to be important to our ability to offer new products. In
addition, from time to time we are notified or become aware of patents held by third parties that are related to
technologies we are selling or may sell in the future. After a review of these patents, we may decide to seek a license
for these technologies from these third parties. There can be no assurance that we will be able to successfully identify
new technologies developed by others. Even if we are able to identify new technologies of interest, we may not be
able to negotiate a license on favorable terms, or at all. If we lose the rights to patented technology, we may need to
discontinue selling certain products or redesign our products, and we may lose a competitive advantage. Potential
competitors could license technologies that we fail to license and potentially erode our market share for certain
products. Intellectual property licenses would typically subject us to various commercialization, sublicensing,
minimum payment, and other obligations. If we fail to comply with these requirements, we could lose important rights
under a license. In addition, certain rights granted under the license could be lost for reasons beyond our control, and
we may not receive significant indemnification from a licensor against third party claims of intellectual property
infringement.

Our failure to manage our growth in operations and acquisitions of new product lines and new businesses could harm
our business.

Any growth in our operations, if any, will place a significant strain on our current management resources. To manage
such growth, we would need to improve our:

*  operations and financial systems;
e procedures and controls; and
* training and management of our employees.

Our future growth, if any, may be attributable to acquisitions of new product lines and new businesses. Future
acquisitions, if successfully consummated, would likely create increased working capital requirements, which would
likely precede by several months any material contribution of an acquisition to our net income. Our failure to manage
growth or future acquisitions successfully could seriously harm our operating results. Also, acquisition costs could
cause our quarterly operating results to vary significantly. Furthermore, our stockholders would be diluted if we
financed the acquisitions by incurring convertible debt or issuing securities.
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Although we currently only have operations within the United States, if we were to acquire an international operation;
we would face additional risks, including:

» difficulties in staffing, managing and integrating international operations due to language,
cultural or other differences;

»  different or conflicting regulatory or legal requirements;

»  foreign currency fluctuations; and

» diversion of significant time and attention of our management.
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Failure to attract and retain qualified scientific, production and managerial personnel could harm our business.

Recruiting and retaining qualified scientific and production personnel to perform and manage prototype, sample, and
product manufacturing and business development personnel to conduct business development are critical to our
success. In addition, our desired growth and expansion into areas and activities requiring additional expertise, such as
clinical testing, government approvals, production, and marketing will require the addition of new management
personnel and the development of additional expertise by existing management personnel. Because the industry in
which we compete is very competitive, we face significant challenges attracting and retaining a qualified personnel
base. Although we believe we have been and will be able to attract and retain these personnel, we may not be able to
continue to successfully attract qualified personnel. The failure to attract and retain these personnel or, alternatively, to
develop this expertise internally would harm our business since our ability to conduct business development and
manufacturing will be reduced or eliminated, resulting in lower revenues. We generally do not enter into employment
agreements requiring our employees to continue in our employment for any period of time.

Our intellectual property rights are valuable, and any inability to protect them could reduce the value of our products,
services and brand.

Our patents, trademarks, trade secrets, copyrights and all of our other intellectual property rights are important assets
for us. There are events that are outside of our control that pose a threat to our intellectual property rights as well as to
our products and services. For example, effective intellectual property protection may not be available in every
country in which our products and services are distributed. The efforts we have taken to protect our proprietary rights
may not be sufficient or effective. Any significant impairment of our intellectual property rights could harm our
business or our ability to compete. Protecting our intellectual property rights is costly and time consuming. Any
increase in the unauthorized use of our intellectual property could make it more expensive to do business and harm
our operating results. Although we seek to obtain patent protection for our innovations, it is possible we may not be
able to protect some of these innovations. Given the costs of obtaining patent protection, we may choose not to protect
certain innovations that later turn out to be important. There is always the possibility that the scope of the protection
gained from one of our issued patents will be insufficient or deemed invalid or unenforceable. We also seek to
maintain certain intellectual property as trade secrets. The secrecy could be compromised by third parties, or
intentionally or accidentally by our employees, which would cause us to lose the competitive advantage resulting from
these trade secrets.

Intellectual property litigation could harm our business.

Litigation regarding patents and other intellectual property rights is extensive in the biotechnology industry. In the
event of an intellectual property dispute, we may be forced to litigate. This litigation could involve proceedings
instituted by the U.S. Patent and Trademark Office or the International Trade Commission, as well as proceedings
brought directly by affected third parties. Intellectual property litigation can be extremely expensive, and these
expenses, as well as the consequences should we not prevail, could seriously harm our business.

If a third party claims an intellectual property right to technology we use, we might need to discontinue an important
product or product line, alter our products and processes, pay license fees or cease our affected business activities.
Although we might under these circumstances attempt to obtain a license to this intellectual property, we may not be
able to do so on favorable terms, or at all. Furthermore, a third party may claim that we are using inventions covered
by the third party’s patent rights and may go to court to stop us from engaging in our normal operations and activities,
including making or selling our product candidates. These lawsuits are costly and could affect our results of
operations and divert the attention of managerial and technical personnel. A court may decide that we are infringing
the third party’s patents and would order us to stop the activities covered by the patents. In addition, a court may order
us to pay the other party damages for having violated the other party’s patents. The biotechnology industry has
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produced a proliferation of patents, and it is not always clear to industry participants, including us, which patents
cover various types of products or methods of use. The coverage of patents is subject to interpretation by the courts,
and the interpretation is not always uniform. If we are sued for patent infringement, we would need to demonstrate
that our products or methods of use either do not infringe the patent claims of the relevant patent and/or that the patent
claims are invalid, and we may not be able to do this. Proving invalidity, in particular, is difficult since it requires a
showing of clear and convincing evidence to overcome the presumption of validity enjoyed by issued patents.

20



Edgar Filing: APPLIED DNA SCIENCES INC - Form S-1

Because some patent applications in the United States may be maintained in secrecy until the patents are issued,

because patent applications in the United States and many foreign jurisdictions are typically not published until

eighteen months after filing, and because publications in the scientific literature often lag behind actual discoveries,

we cannot be certain that others have not filed patent applications for technology covered by our or our licensor’s
issued patents or pending applications or that we or our licensors were the first to invent the technology. Our

competitors may have filed, and may in the future file, patent applications covering technology similar to ours. Any

such patent application may have priority over our or our licensors’ patent applications and could further require us to
obtain rights to issued patents covering such technologies. If another party has filed a United States patent application

on inventions similar to ours, we may have to participate in an interference proceeding declared by the United States

Patent and Trademark Office to determine priority of invention in the United States. The costs of these proceedings

could be substantial, and it is possible that such efforts would be unsuccessful, resulting in a loss of our United States

patent position with respect to such inventions.

Some of our competitors may be able to sustain the costs of complex patent litigation more effectively than we can
because they have substantially greater resources. In addition, any uncertainties resulting from the initiation and
continuation of any litigation could have a material adverse effect on our ability to raise the funds necessary to
continue our operations.

Accidents related to hazardous materials could adversely affect our business.

Some of our operations require the controlled use of hazardous materials. Although we believe our safety procedures
comply with the standards prescribed by federal, state, local and foreign regulations, the risk of accidental
contamination of property or injury to individuals from these materials cannot be completely eliminated. In the event
of an accident, we could be liable for any damages that result, which could seriously damage our business and results
of operations.

Potential product liability claims could affect our earnings and financial condition.

We face a potential risk of liability claims based on our products and services, and we have faced such claims in the
past. Though we have product liability insurance coverage which we believe is adequate, we may not be able to
maintain this insurance at reasonable cost and on reasonable terms. We also cannot assure that this insurance, if
obtained, will be adequate to protect us against a product liability claim, should one arise. In the event that a product
liability claim is successfully brought against us, it could result in a significant decrease in our liquidity or assets,
which could result in the reduction or termination of our business.

Litigation generally could affect our financial condition and results of operations.

We generally may be subject to claims made by and required to respond to litigation brought by customers, former
employees, former officers and directors, former distributors and sales representatives, and vendors and service
providers. We have faced such claims and litigation in the past and we cannot assure that we will not be subject to
claims in the future. In the event that a claim is successfully brought against us, considering our lack of material
revenue and the losses our business has incurred for the period from our inception to December 31, 2008, this could
result in a significant decrease in our liquidity or assets, which could result in the reduction or termination of our
business.

We were obligated to pay liquidated damages as a result of our failure to have our registration statement declared
effective prior to June 15, 2005, and any payment of liquidated damages will either result in depletion of our limited

working capital or issuance of shares of common stock which would cause dilution to our existing stockholders.
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Pursuant to the terms of a registration rights agreement with respect to common stock underlying convertible notes
and warrants we issued in private placements in November and December, 2003, December, 2004, and January and
February, 2005, for each month after June 15, 2005 that we did not have a registration statement registering the shares
underlying these convertible notes and warrants declared effective, we were obligated to pay liquidated damages in
the amount of 3.5% per month of the face amount of the notes, an amount equal to $367,885. On July 24, 2008, the
SEC declared effective our registration statement with respect to common stock underlying convertible notes and
warrants we issued in private placements in November and December, 2003, December, 2004, and January and
February, 2005. At our option, these liquidated damages can be paid in cash or unregistered shares of our common
stock. To date we have decided to pay certain of these liquidated damages in common stock, although any future
payments of liquidated damages may, at our option, be made in cash. If we decide to pay such liquidated damages in
cash, we would be required to use our limited working capital and potentially raise additional funds. If we decide to
pay the liquidated damages in shares of common stock, the number of shares issued would depend on our stock price
at the time that payment is due. Based on the closing market prices of $0.66, $0.58, $0.70, $0.49, $0.32 and $0.20 for
our common stock on July 15, 2005, August 15, 2005, September 15, 2005, October 17, 2005, November 15, 2005
and December 15, 2005, respectively, we issued a total of 3,807,375 shares of common stock in liquidated damages
from August, 2005 to January, 2006 to persons who invested in the January and February, 2005 private placements.
The issuance of shares upon any payment by us of further liquidated damages will have the effect of further diluting
the proportionate equity interest and voting power of holders of our common stock, including investors in this
offering.
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We paid liquidated damages in the form of common stock only for the period from June 15, 2005 to December 15,
2005, and only to persons who invested in the January and February, 2005 private placements. We believe that we
have no enforceable obligation to pay liquidated damages to holders of any shares we agreed to register under the
registration rights agreement for periods after the first anniversary of the date of issuance of such shares, since they
were eligible for resale under Rule 144 of the Securities Act during such periods, and such liquidated damages are
grossly inconsistent with actual damages to such persons. Nonetheless, as of February 18, 2009 we have accrued
approximately $12.0 million in penalties representing further liquidated damages associated with our failure to have
the registration statement declared effective by the deadline, and have included this amount in accounts payable and
accrued expenses.

Matter voluntarily reported to the Securities and Exchange Commission

During the months of March, May, July and August 2005, we issued a total of 8,550,000 shares of our common stock
to certain employees and consultants pursuant to the 2005 Incentive Stock Plan. We engaged our outside counsel to
conduct an investigation of the circumstances surrounding the issuance of these shares. On April 26, 2006, we
voluntarily reported the findings from this investigation to the SEC, and agreed to provide the SEC with further
information arising from the investigation. We believe that the issuance of 8,000,000 shares to employees in July 2005
was effectuated by both our former President and our former Chief Financial Officer/Chief Operating Officer without
approval of our board of directors. These former officers received a total of 3,000,000 of these shares. In addition, it
appears that the 8,000,000 shares issued in July 2005, as well as an additional 550,000 shares issued to employees and
consultants in March, May and August 2005, were improperly issued without a restrictive legend stating that the
shares could not be resold legally except in compliance with the Securities Act of 1933, as amended. The members of
the Company's management who effectuated the stock issuances no longer work for the Company. These shares were
not registered under the Securities Act of 1933, or the securities laws of any state, and we believe that certain of these
shares may have been sold on the open market, though we have been unable to determine the magnitude of such sales.
Since our voluntary report of the findings of our internal investigation to the SEC on April 26, 2006, we have received
no communication from the SEC or any third party with respect to this matter. If violations of securities laws occurred
in connection with the resale of certain of these shares, the employees and consultants or persons who purchased
shares from them may have rights to have their purchase rescinded or other claims against us for violation of securities
laws, which could harm our business, results of operations, and financial condition.

Risks Relating to Our Common Stock:

There are a large number of shares underlying our options and warrants that may be available for future sale and the
sale of these shares may depress the market price of our common stock and will cause immediate and substantial
dilution to our existing stockholders.

As of April 22, 2009, we had 260,511,148 shares of common stock issued and outstanding and outstanding options
and warrants to purchase 113,105,964 shares of common stock. All of the shares issuable upon exercise of our options
and warrants may be sold without restriction. The sale of these shares may adversely affect the market price of our
common stock. The issuance of shares upon exercise of options and warrants will cause immediate and substantial
dilution to the interests of other stockholders since the selling stockholder may convert and sell the full amount
issuable on exercise.

10
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If we fail to remain current on our reporting requirements, we could be removed from the OTC bulletin board which
would limit the ability of broker-dealers to sell our securities and the ability of stockholders to sell their securities in
the secondary market.

Companies trading on The Over The Counter Bulletin Board (the “OTC Bulletin Board”), such as us, must be reporting
issuers under Section 12 or Section 15(d) of the Securities Exchange Act of 1934, as amended, and must be current in
their reports under Section 13, in order to maintain price quotation privileges on the OTC Bulletin Board. If we fail to
remain current on our reporting requirements, we could be removed from the OTC Bulletin Board. As a result, the
market liquidity for our securities could be severely adversely affected by limiting the ability of broker-dealers to sell
our securities and the ability of stockholders to sell their securities in the secondary market. Prior to May 2001, we
were delinquent in our reporting requirements, having failed to file our quarterly and annual reports for the years
ended 1998 — 2000 (except the quarterly reports for the first two quarters of 1999). We have been current in our
reporting requirements for the last six years, however, there can be no assurance that in the future we will always be
current in our reporting requirements.

Our common stock is subject to the “penny stock” rules of the SEC and the trading market in our securities is limited,
which makes transactions in our stock cumbersome and may reduce the value of an investment in our stock.

The SEC has adopted Rule 15g-9 which establishes the definition of a “penny stock,” for the purposes relevant to us, as
any equity security that has a market price of less than $5.00 per share or with an exercise price of less than $5.00 per
share, subject to certain exceptions. For any transaction involving a penny stock, unless exempt, the rules require:

* that a broker or dealer approve a person’s account for transactions in penny stocks; and
» the broker or dealer receive from the investor a written agreement to the transaction, setting
forth the identity and quantity of the penny stock to be purchased.

In order to approve a person’s account for transactions in penny stocks, the broker or dealer must:
*  obtain financial information and investment experience objectives of the person; and
* make a reasonable determination that the transactions in penny stocks are suitable for that

person and the person has sufficient knowledge and experience in financial matters to be
capable of evaluating the risks of transactions in penny stocks.

11
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The broker or dealer must also deliver, prior to any transaction in a penny stock, a disclosure schedule prescribed by
the SEC relating to the penny stock market, which, in highlight form:

»  sets forth the basis on which the broker or dealer made the suitability determination; and
» that the broker or dealer received a signed, written agreement from the investor prior to the
transaction.

Generally, brokers may be less willing to execute transactions in securities subject to the “penny stock” rules. This may
make it more difficult for investors to dispose of our common stock and cause a decline in the market value of our
stock.

Disclosure also has to be made about the risks of investing in penny stocks in both public offerings and in secondary
trading and about the commissions payable to both the broker-dealer and the registered representative, current
quotations for the securities and the rights and remedies available to an investor in cases of fraud in penny stock
transactions. Finally, monthly statements have to be sent disclosing recent price information for the penny stock held
in the account and information on the limited market in penny stocks.

12
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USE OF PROCEEDS

We will not receive any proceeds from the sale of the shares of common stock by the selling stockholder, except for
funds received from the exercise of warrants held by certain of the selling stockholder, if and when exercised. We plan
to use the net proceeds received from the exercise of any warrants, if any, for working capital and general corporate
purposes. The actual allocation of proceeds realized from the exercise of these securities will depend upon the amount
and timing of such exercises, our operating revenues and cash position at such time and our working capital
requirements. There can be no assurances that any of the outstanding warrants will be exercised.

MARKET FOR COMMON EQUITY AND RELATED STOCKHOLDER MATTERS

Our Common Stock is traded over-the-counter on The Over The Counter Bulletin Board (the “OTC Bulletin Board”)
maintained by the National Association of Securities Dealers under the symbol “APDN.” There is no certainty that the
Common Stock will continue to be quoted or that any liquidity exists for our stockholders.

The following table sets forth the quarterly quotes of high and low prices for our Common Stock on the OTC Bulletin
Board during the fiscal years ended September 30, 2007 and September 30, 2008 and each of the fiscal quarters ended
December 31, 2008 and March 31, 2009. In February of 2003, we changed our year end to September 30. We changed
our fiscal year end in connection with a reverse merger we entered into in December 2002, in which the acquirer for
accounting purposes had a fiscal year end of September 30. For ease of fiscal reporting, we adopted the same fiscal
year end.

Year ended 9/30/07 High Low

December 31,2006 $ 0.12 $ 0.07
March 31, 2007 $ 028 $ 0.09
June 30, 2007 $ 023 $ 0.10
September 30,2007 $ 0.15 $ 0.08
Year ended 9/30/08 High Low

December 31,2007 $ 0.17 $ 0.09
March 31, 2008 $ 022 % 0.09
June 30, 2008 $ 014 $ 0.09
September 30,2008 $ 0.10 $ 0.03
Year ended 9/30/09 High Low

December 31,2008 $ 0.07 $ 0.03
March 31, 2009 $ 012 $ 0.02

Holders

As of April 22, 2009, we had approximately 1,062 holders of our common stock. The number of record holders was
determined from the records of our transfer agent and does not include beneficial owners of common stock whose
shares are held in the names of various security brokers, dealers, and registered clearing agencies. The transfer agent
of our common stock is American Stock Transfer & Trust Company, 6201 15th Avenue, Brooklyn, New York 11219.

Dividends

We have never declared or paid any cash dividends on our common stock. We do not anticipate paying any cash
dividends to stockholders in the foreseeable future. In addition, any future determination to pay cash dividends will be
at the discretion of the Board of Directors and will be dependent upon our financial condition, results of operations,
capital requirements, and such other factors as the Board of Directors deem relevant.
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Equity Compensation Plan Information
2002 Professional/Employee/Consultant Compensation Plan

In November of 2002, we created a special compensation plan to pay the founders, consultants and professionals that
had been contributing valuable services to us during the previous nine months. This plan, under which 2,000,000
shares of our common stock were reserved for issuance, is called the Professional/Employee/Consultant
Compensation Plan (the “Compensation Plan”). Share and option issuances from the Compensation Plan were to be
staggered over the following six to eight months, and consultants that were to continue providing services thereafter
either became employees or received renewed contracts from us in July of 2003, which contracts contained a more
traditional cash compensation component. Each qualified and eligible recipient of shares and/or options under the
Compensation Plan received securities in lieu of cash payment for services. Each recipient agreed, in his or her
respective consulting contract with us, to sell a limited number of shares monthly. In December of 2004, we adjusted
the exercise price of options under the Compensation Plan to $0.60 per share. As of February 18, 2009, a total of
1,440,000 shares have been issued from, and options to purchase 560,000 shares have been issued under the
Compensation Plan, and options to purchase 264,000 shares have been exercised as of that date.
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2005 Incentive Stock Plan

On January 26, 2005, the Board of Directors, and on February 15, 2005, the holders of a majority of the outstanding
common stock of the Company approved the 2005 Incentive Stock Plan and authorized the issuance of 16,000,000
shares of common stock as stock awards and stock options thereunder. On May 16, 2007, at the annual meeting of
stockholders, the holders of a majority of the outstanding common stock of the Company approved an increase in the
number of shares subject to the 2005 Incentive Stock Plan to 20,000,000 shares of common stock. On June 17, 2008,
the Board of Directors unanimously adopted an amendment to the 2005 Incentive Stock Plan that will increase the
total number of shares of common stock issuable pursuant to the 2005 Incentive Stock Plan from a total of 20,000,000
shares to a total of 100,000,000 shares, which was approved by our stockholders at the 2008 annual meeting of
stockholders.

The 2005 Incentive Stock Plan is designed to retain directors, executives, and selected employees and consultants by
rewarding them for making contributions to our success with an award of shares of our common stock. As of April 22,
2009, a total of 8,550,000 shares have been issued and options to purchase 44,330,000 shares have been granted under
the 2005 Incentive Stock Plan.

The Board of Directors, in their discretion, may award stock and stock options to executive officers and key
employees as part of their compensation for employment or for retention purposes.

The following table sets forth certain information regarding our compensation plans as of April 22, 2009:

Plan Category Number of Securities Weighted-Average Number of Securities
to be Issued Upon Exercise Price of Remaining Available for
Exercise of Outstanding Options, Future Issuance Under
Outstanding Options, Warrants and Rights Equity Compensation
Warrants and Rights Plans

(Excluding Securities
Reflected in Column (a))

(a) (b) ©
2005 Incentive Stock Plan approved
on January 26, 2005 44,330,000 $ 0.16 47,120,000
Total 44,330,000 $ 0.16 47,120,000

Amendment to the 2005 Incentive Stock Plan and Recent Equity Award Grants

On June 17, 2008, the Board of Directors adopted an amendment to the 2005 Incentive Stock Plan that will increase
the total number of shares of common stock issuable pursuant to the 2005 Incentive Stock Plan from a total of
20,000,000 shares to a total of 100,000,000 shares, was approved by our stockholders at the 2008 annual meeting of
stockholders. In connection with the share increase amendment, the Board of Directors granted and we issued options
to purchase a total of 37,670,000 shares to certain key employees and non-employee directors under the 2005
Incentive Stock Plan, including 17,000,000, 5,000,000 and 7,000,000 to James A. Hayward, Kurt H. Jensen and
Ming-Hwa Liang, respectively. The options granted to our key employees and non-employee directors vested with
respect to 25% of the underlying shares on the date of grant and the remaining will vest ratably each anniversary
thereafter until fully vested on the third anniversary of the date of grant.

The effectiveness of the share increase amendment and the exercise of these stock options by the key employees and
non-employee directors was subject to stockholder approval, which was obtained at the 2008 annual meeting of
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stockholders held on December 16, 2008.
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MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION
AND PLAN OF OPERATIONS

Forward-looking Information

This Registration Statement on Form S-1 (including the section regarding Management’s Discussion and Analysis of
Financial Condition and Results of Operations) contains forward-looking statements within the meaning of Section
27A of the Securities Act of 1933, as amended (the “Securities Act”) and Section 21E of the Securities Exchange Act of

LEINY3

1934, as amended (the “Exchange Act”), including statements using terminology such as “can”, “may”, “believe”, “designate
to”, “will”, “expect”, “plan”, “anticipate”, “estimate”, “potential” or “continue”, or the negative thereof or other con
terminology regarding beliefs, plans, expectations or intentions regarding the future. You should read statements that

contain these words carefully because they:

Y discuss our future expectations;
Y contain projections of our future results of operations or of our financial condition; and
Y state other “forward-looking” information.

We believe it is important to communicate our expectations. However, forward looking statements involve risks and
uncertainties and our actual results and the timing of certain events could differ materially from those discussed in
forward-looking statements as a result of certain factors, including those set forth under “Risk Factors,” “Business” and
elsewhere in this prospectus. All forward-looking statements and risk factors included in this document are made as of

the date hereof, based on information available to us as of the date thereof, and we assume no obligations to update

any forward-looking statement or risk factor, unless we are required to do so by law.

Introduction

We use the DNA of plants and innovative technologies to provide anti-counterfeiting and product authentication
solutions and to manufacture ingredients for personal care products and textiles. SigNature® DNA and BioMaterial™
Genotyping, our principal anti-counterfeiting and product authentication solutions, allow users to accurately and
effectively protect branded products, artwork and collectibles, fine wine, digital media, financial instruments, identity
cards and other official documents. Our BioActive™ Ingredients, which are being used by our customers in personal
care products, such as skin care products, and in textiles, such as intimate apparel, are custom-manufactured to address

a customer’s specific need.

SigNature DNA. We use the DNA of plants to manufacture highly customized and encrypted botanical DNA markers,

or SigNature DNA Markers, which we believe are virtually impossible to replicate. We have embedded SigNature

DNA Markers into a range of our customers’ products, including various inks, thermal ribbon, thread, varnishes and
adhesives. These items can then be tested for the presence of SigNature DNA Markers through an instant field

detection or a forensic level authentication. Our SigNature DNA solution provides a secure, accurate and

cost-effective means for users to incorporate our SigNature DNA Markers in, and then quickly and reliably

authenticate and identify, a broad range of items such as branded products, artwork and collectibles, cash-in-transit,

fine wine, digital media, financial instruments, identity cards and other official documents. Having the ability to

reliably authenticate and identify counterfeit versions of such items enables companies and governments to detect,

deter, interdict and prosecute counterfeiting enterprises and individuals.

BioMaterial GenoTyping. Our BioMaterial GenoTyping solution refers to the development of genetic assays to
distinguish between varieties or strains of biomaterials, such as cotton, wool, tobacco, fermented beverages, natural
drugs and foods, that contain their own source DNA. We have developed two proprietary genetic tests (FiberTyping™
and PimaTyping™) to track American Pima cotton from the field to finished garments. These genetic assays provide the
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cotton industry with the first authentication tools that can be applied throughout the U.S. and worldwide cotton
industry from cotton growers, mills, wholesalers, distributors, manufacturers and retailers through trade groups and
government agencies.

BioActive Ingredients. Our BioActive Ingredients program began in 2007, based on the biofermentation expertise
developed from our experience with the manufacture of DNA for our SigNature DNA and BioMaterial Genotyping
solutions. We initially targeted potential customers in the personal care products, industry, and we developed
DermalRx Hydroseal, which has been incorporated into the fabric of a new line of intimate apparel currently being
test marketed by a global marketer of intimate apparel. In addition, we developed DermalRx SRC, Skin Resurfacing
Complex, an ingredient designed to promote smoother more radiant skin by stimulating the skin’s own exfoliation
process.
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Plan of Operations
General

We expect to generate revenues principally from sales of our SigNature Program, BioMaterial Genotyping and
BioActive Ingredients. We are currently attempting to develop business in the following target markets: art and
collectibles, cash-in-transit, fine wine, consumer products, digital recording media, pharmaceuticals, and homeland
security driven programs. We intend to pursue both domestic and international sales opportunities in each of these
vertical markets.

We believe that our existing capital resources will enable us to fund our operations until approximately June 2009. We
believe we may be required to seek additional capital to sustain or expand our prototype and sample manufacturing,
and sales and marketing activities, and to otherwise continue our business operations beyond that date. We have no
commitments for any future funding, and may not be able to obtain additional financing or grants on terms acceptable
to us, if at all, in the future. If we are unable to obtain additional capital this would restrict our ability to grow and may
require us to curtail or discontinue our business operations. Additionally, while a reduction in our business operations
may prolong our ability to operate, that reduction would harm our ability to implement our business strategy. If we
can obtain any equity financing, it may involve substantial dilution to our then existing stockholders.

Product Research and Development

We anticipate spending approximately $150,000 for product research and development activities during the next 12
months.

Acquisition of Plant and Equipment and Other Assets

We do not anticipate the sale of any material property, plant or equipment during the next 12 months. We do
anticipate spending approximately $30,000 on the acquisition of leasehold improvements during the next 12 months.
We believe our current leased space is adequate to manage our growth, if any, over the next 2 to 3 years.

Number of Employees

We currently have 13 full-time employees and two part-time employees, including two in management, nine in
operations, three in sales and marketing and one in investor relations. The company expects to increase its staffing
dedicated to sales, product prototyping, manufacturing of DNA markers and forensic authentication services.
Expenses related to travel, marketing, salaries, and general overhead will be increased as necessary to support our
growth in revenue. In order for us to attract and retain quality personnel, we anticipate we will have to offer
competitive salaries to future employees. We anticipate that it may become desirable to add additional full and or
part-time employees to discharge certain critical functions during the next 12 months. This projected increase in
personnel is dependent upon our ability to generate revenues and obtain sources of financing. There is no guarantee
that we will be successful in raising the funds required or generating revenues sufficient to fund the projected increase
in the number of employees. As we continue to expand, we will incur additional costs for personnel.

Critical Accounting Policies
Financial Reporting Release No. 60, published by the SEC, recommends that all companies include a discussion of
critical accounting policies used in the preparation of their financial statements. While all these significant accounting

policies impact our financial condition and results of operations, we view certain of these policies as critical. Policies
determined to be critical are those policies that have the most significant impact on our consolidated financial
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statements and require management to use a greater degree of judgment and estimates. Actual results may differ from
those estimates.

We believe that given current facts and circumstances, it is unlikely that applying any other reasonable judgments or

estimate methodologies would cause a material effect on our consolidated results of operations, financial position or
liquidity for the periods presented in this report.
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The accounting policies identified as critical are as follows:

Equity issued with registration rights;
Revenue recognition;

Allowance for Doubtful Accounts; and
Fair value of intangible assets.

Use of estimates

Equity Issued with Registration Rights

In connection with placement of our convertible notes and warrants to certain investors during the fiscal quarters
ended December 31, 2003, December 31, 2004, March 31, 2005, March 31, 2006 and June 30, 2006, we granted
certain registration rights that provide for liquidated damages in the event of failure to timely perform under the
agreements. Although these notes and warrants do not provide for net-cash settlement, the existence of liquidated
damages provides for a defacto net-cash settlement option. Therefore, the common stock underlying the notes and
warrants subject to such liquidated damages does not meet the tests required for shareholders’ equity classification in
the past, and accordingly has been reflected between liabilities and equity in our previous consolidated balance sheet.

In September 2007, we exchanged our common stock for the remaining Secured Convertible Promissory Note that
contained embedded derivatives such as certain conversion features, variable interest features, call options and default

provisions.

We had an accumulative accrual of $12,023,888 in liquidating damages in relationship to the previously outstanding
convertible promissory notes and related warrants.
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Revenue Recognition

Revenues are derived from research, development, qualification and production testing for certain commercial
products.

Revenue from fixed price testing contracts is generally recorded upon completion of the contracts, which are generally
short-term, or upon completion of identifiable contractual tasks. At the time the Company enters into a contract that
includes multiple tasks, the Company estimates the amount of actual labor and other costs that will be required to
complete each task based on historical experience. Revenues are recognized which provide for a profit margin relative
to the testing performed. Revenue relative to each task and from contracts which are time and materials based is
recorded as effort is expended. Billings in excess of amounts earned are deferred. Any anticipated losses on contracts
are charged to income when identified. To the extent management does not accurately forecast the level of effort
required to complete a contract, or individual tasks within a contract, and the Company is unable to negotiate
additional billings with a customer for cost over-runs, the Company may incur losses on individual contracts. All
selling, general and administrative costs are treated as period costs and expensed as incurred.

For revenue from product sales, the Company recognizes revenue in accordance with Staff Accounting Bulletin No.
104, REVENUE RECOGNITION ("SAB104"), and Staff Accounting Bulletin No. 101, REVENUE RECOGNITION
IN FINANCIAL STATEMENTS ("SAB101"). SAB 101 requires that four basic criteria must be met before revenue
can be recognized: (1) persuasive evidence of an arrangement exists; (2) delivery has occurred; (3) the selling price is
fixed and determinable; and (4) collectability is reasonably assured. Determination of criteria (3) and (4) are based on
management's judgments regarding the fixed nature of the selling prices of the products delivered and the
collectability of those amounts. Provisions for discounts and rebates to customers, estimated returns and allowances,
and other adjustments are provided for in the same period the related sales are recorded. The Company defers any
revenue for which the product has not been delivered or is subject to refund until such time that the Company and the
customer jointly determine that the product has been delivered or no refund will be required.

SAB 104 incorporates Emerging Issues Task Force 00-21 (“EITF 00-21”), MULTIPLE DELIVERABLE REVENUE
ARRANGEMENTS. EITF 00-21 addresses accounting for arrangements that may involve the delivery or
performance of multiple products, services and/or rights to use assets. The effect of implementing EITF 00-21 on the
Company’s financial position and results of operations was not significant.

Allowance for Uncollectible Receivables
The Company maintains an allowance for doubtful accounts for estimated losses resulting from the inability of
customers to make required payments. The Company uses a combination of write-off history, aging analysis and any

specific known troubled accounts in determining the allowance. If the financial condition of customers were to
deteriorate, resulting in an impairment of their ability to make payments, additional allowances could be required.
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Fair Value of Intangible Assets

The Company has adopted Statement of Financial Accounting Standards No. 144 (SFAS No. 144). The Statement
requires that long-lived assets and certain identifiable intangibles held and used by the Company be reviewed for
impairment whenever events or changes in circumstances indicate that the carrying amount of an asset may not be
recoverable. Events relating to recoverability may include significant unfavorable changes in business conditions,
recurring losses, or a forecasted inability to achieve break-even operating results over an extended period.

The Company evaluates the recoverability of long-lived assets based upon forecasted undiscounted cash flows. Should
impairment in value be indicated, the carrying value of intangible assets will be adjusted, based on estimates of future
discounted cash flows resulting from the use and ultimate disposition of the asset. SFAS No. 144 also requires assets
to be disposed of be reported at the lower of the carrying amount or the fair value less costs to sell.

Use of Estimates

In preparing financial statements in conformity with accounting principles generally accepted in the United States of
America, management is required to make estimates and assumptions that affect the reported amounts of assets and
liabilities and the disclosure of contingent assets and liabilities at the date of the financial statements and revenue and
expenses during the reporting period. Actual results could differ from those estimates.

Comparison of the Year Ended September 30, 2008 to the Year Ended September 30, 2007

Revenues

For the years ended September 30, 2008 and 2007, we generated $873,010 and $121,920 in revenues from operations,
respectively. Our cost of sales for the year ended September 30, 2008 was $171,332, netting us a gross profit of
$701,678. Our cost of sales for the year ended September 30, 2007 was $23,073, netting us a gross profit of $98,847.
Costs and Expenses

Selling, General and Administrative

Selling, general and administrative expenses for the twelve months ended September 30, 2008 decreased 65% to $4.3
million from $12.1 million in the same period in 2007. Included within the selling, general and administrative
expenses for the years ended September 30, 2008 and 2007 were expenses relating to liquidation damage accrual, fund
raising and consultant costs of $1.1 million and $7.9 million, respectively.

Research and Development

Research and development expenses increased $34,987 for the twelve months ended September 30, 2008 compared to
the same period in 2007 from $110,845 to $145,832, primarily due to customer related activity in research and
development with our change in focus to marketing activities.

Depreciation and Amortization

In the twelve months ended September 30, 2008, depreciation and amortization increased $1,834 for the period

compared to 2007 from $432,582 to $434,416. The increase is attributable to the increase of fixed assets acquired
during the year ended September 30, 2008.
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Total Operating Expenses
Total operating expenses decreased to $4.9 million from $12.6 million, or a decrease of $7.7 million, primarily due to

the reduction in accrual for liquidation damages and less consulting costs for the year ended September 30, 2008 as
compared to September 30, 2007.
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Other Income/Loss

Other income for the twelve months ended September 30, 2008 decreased from a gain of $1.4 million to $0 million.
Other income for the year ended September 30, 2007 was a result primarily from the change in fair value of our
recorded warrant liabilities.

As of September 30, 2007, we exchanged common stock for the previously issued Convertible Promissory Notes that
contained certain embedded derivative financial instruments. As a result, we reclassified the warrant liabilities
recorded in conjunction with the convertible promissory notes to equity as of the conversion date of the remaining
note

Interest Expenses

Interest expenses for the twelve months ended September 30, 2008, increased to $2.6 million from $2.2 million in the
same period of 2007, an increase of $0.4 million as a result of additional borrowings.

Net loss

Net loss for the twelve months ended September 30, 2008 decreased to a loss of $6.8 million from a loss of $13.3
million in the prior period as a result of the combination of factors described above..

Comparison of Results of Operations for the Three Months Ended December 31, 2008 and 2007

Revenues

For the three months ended December 31, 2008, we generated $146,575 in revenues from operations, principally from
the sales of BioActive Ingredients, and our cost of sales for the three months ended December 31, 2008 was $43,741,
netting us a gross profit of $102,834. For the three months ended December 31, 2007, we generated $123,167 in
revenues from operations and our cost of sales for the three months ended December 31, 2008 was $27,890, netting us
a gross profit of $95,277.

Costs and Expenses

Selling, General and Administrative

Selling, general and administrative expenses increased from $1,698,269 for the three months ended December 31,
2007 to $2,764,009 for the three months ended December 31, 2008. The increase of $1,065,740, or 62.8%, is
primarily attributable to the fair value of vested options granted to officers and employees, net with a decrease in cost
incurred in connection with professional services.

Research and Development

Research and development expenses increased from $36,326 for the three months ended December 31, 2007 to
$62,529 for the three months ended December 31, 2008. The increase of $26,203 is attributed to more research and

development activity related to the recent development and feasibility study agreements.

Depreciation and Amortization
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In the three months ended December 31, 2008, depreciation and amortization increased by $1,180 from $107,804 for
the three months ended December 31, 2007 to $108,984 for the three months ended December 31, 2008. The increase
is attributable to the additions to our property and equipment.

Total Operating Expenses

Total operating expenses increased to $2,935,522 from $1,842,399, or an increase of $1,093,123 primarily attributable
to the fair value of vested options granted and additional R&D expenditures, net with a decrease in costs incurred in
connection with professional services.

Interest Expenses

Interest expense for the three months ended December 31, 2008 increased by $97,207 to $482,829 from $385,622 in
the same period of 2007. The increase in interest expense was due to additional borrowing during the year 2008.

Net loss

Net loss for the three months ended December 31, 2008 increased to $3,316,014 from a net loss of $2,132,744 in the
prior period primarily attributable to factors described above.

Liquidity and Capital Resources

Our liquidity needs consist of our working capital requirements, indebtedness payments and research and development
expenditure funding. Historically, we have financed our operations through the sale of equity and convertible debt as
well as borrowings from various credit sources.

Our registered independent certified public accountants have stated in their report dated December 15, 2008, that we
have incurred operating losses in the last two years, and that we are dependent upon management’s ability to develop
profitable operations and raise additional capital. These factors among others may raise substantial doubt about our
ability to continue as a going concern..
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As of December 31, 2008, we had a working capital deficit of $13.7 million. For the year ended September 30, 2008,
we generated a net cash flow deficit from operating activities of $2.9 million consisting primarily of year to date
losses of $6.8 million. Non cash adjustments included $3.2 million in depreciation and amortization charges and $1.0
million for common stock issued in exchange for services. Additionally we had a net increase in current assets of
$0.05 million and a net decrease in current liabilities of $0.3 million. Cash provided by investing activities totaled
$0.4 million, primarily provided by reduction in cash held in escrow net with $0.02 million in acquisition of property
and equipment. Cash provided by financing activities for the year ended September 30, 2008 totaled $2.7 million
consisting of proceeds from issuance of convertible debt. For the three months ended December 31, 2008, we
generated a net cash flow deficit from operating activities of $585,259 consisting primarily of year to date losses of
$3,316,014. Non-cash adjustments included $610,702 in depreciation and amortization charges and the fair value of
vested options for services provided of $1,850,247. Additionally, we had a net decrease in current assets of $35,401
and a net decrease in current liabilities of $234,405. We met our cash flow needs by issuance of convertible notes of
$500,000, net, for the three months ended December 31, 2008.

We expect capital expenditures to be less than $75,000 in fiscal 2009. Our primary investments will be in laboratory
equipment to support prototyping and our authentication services.

Exploitation of potential revenue sources will be financed primarily through the sale of securities and convertible debt,
issuance of notes payable and other debt or a combination thereof, depending upon the transaction size, market
conditions and other factors.

While we have raised capital to meet our working capital and financing needs in the past, additional financing is
required within the next three months in order to meet our current and projected cash flow deficits from operations
and development. We have sufficient funds to conduct our operations until approximately June 2009. There can be no
assurance that financing will be available in amounts or on terms acceptable to us, if at all.

By adjusting our operations and development to the level of capitalization, we believe we have sufficient capital
resources to meet projected cash flow deficits. However, if during that period or thereafter, we are not successful in
generating sufficient liquidity from operations or in raising sufficient capital resources, on terms acceptable to us, this
could have a material adverse effect on our business, results of operations liquidity and financial condition.

We presently do not have any available credit, bank financing or other external sources of liquidity. Due to our brief
history and historical operating losses, our operations have not been a source of liquidity. We will need to obtain
additional capital in order to expand operations and become profitable. We intend to pursue the building of a re-seller
network outside the United States, and if successful, the re-seller agreements would constitute a source of liquidity
and capital over time. In order to obtain capital, we may need to sell additional shares of our common stock or borrow
funds from private lenders. There can be no assurance that we will be successful in obtaining additional funding and
execution of re-seller agreements outside the Unites States.

We believe we may be required to seek additional capital to sustain or expand our prototype and sample
manufacturing, and sales and marketing activities, and to otherwise continue our business operations beyond that date.
We have no commitments for any future funding, and may not be able to obtain additional 