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UNITED STATES SECURITIES AND EXCHANGE COMMISSION
WASHINGTON, DC 20549

FORM 10-Q
(Mark One)
| QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT OF 1934
For the quarterly period ended September 30, 2009
OR
O TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT OF 1934

For the transition period from to

Commission File Number: 000-51665

Somaxon Pharmaceuticals, Inc.

(Exact name of registrant as specified in its @rart

Delaware 2C-016159¢
(State or other jurisdiction of (LR.S. Employer
incorporation or organizatiol Identification No.)
420 Stevens Avenue, Suite 210, Solana Beach, 92075
(Address of principal executive office (Zip Code)

(858) 480-0400
(Registrant’s telephone number, including area fode
(Former name, former address and formal fiscal,jitahanged since last report)

Indicate by check mark whether the registréijthas filed all reports required to be filed®gction 13 or 15(d) of the Securities Exchangeckdt934 during the preceding
12 months (or for such shorter period that thestegit was required to file such reports), anchéd) been subject to such filing requirements ferpthst 90 day®d YesO
No

Indicate by check mark whether the registrerst submitted electronically and posted on its @@te Web site, if any, every Interactive Data Féquired to be submitted
and posted pursuant to Rule 405 of Regulation §2B%.405 of this chapter) during the preceding batims (or for such shorter period that the registveas required to
submit and post such files). YE& No O

Indicate by check mark whether the registisuatlarge accelerated filer, an accelerated fileron-accelerated filer, or a smaller reportingpany. See the definitions of
“large accelerated filer,” “accelerated filer” atginaller reporting company” in Rule 12b-2 of thecBange Act. (Check one):
Large accelerated filO Accelerated fileO Non-accelerated fileO Smaller reporting compari
(Do not check if a smaller reporting compe
Indicate by check mark whether the registiguat shell company (as defined in Rule 12b-2 ofgAby. 0 Yes® No
The number of outstanding shares of the negiss common stock, par value $0.0001 per sharef lovember 2, 2009 was 23,639,469.
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PART | — FINANCIAL INFORMATION

Iltem 1. Financial Statements

SOMAXON PHARMACEUTICALS, INC.
(A development stage company)

CONDENSED BALANCE SHEETS (Unaudited)
(In thousands, except par value)

ASSETS

Current assets

Cash and cash equivalel

Marketable securitie

Total cash, cash equivalents and marketable sie=

Restricted cas

Other current asse

Total current assets
Property and equipment, r
Other asset
Total assets

LIABILITIES AND STOCKHOLDERS' EQUITY
Current liabilities
Accounts payabl
Accrued liabilities
Debt
Total current liabilities

Commitments and contingencies: (Note

Stockholders’ equity
Preferred stock, $0.0001 par value; 10,000 shar®ezed, none issued and outstanc
Common stock and additional paid-in capital; $0Dp@ar value; 100,000 shares authorized; 23,619.8mB0 shares outstandil
at September 30, 2009 and December 31, 2008, tasgg(
Deficit accumulated during the development st
Accumulated other comprehensive inca
Total stockholders’ equity
Total liabilities and stockholders’ equity

September 3C
2009

$ 2,92¢
2,50

5,42¢

602

6,031

782

60

$ 6,87¢

$ 932
1,86¢

2,79¢€

180,19¢
(176,120
1

4,077
$ 6,87¢

The Accompanying Notes are an Integral Part ofélgsaudited Condensed Financial Statements

1

December 31
2008

$ 11,18t
3,10¢
14,29(
8,10(

47¢

22,86¢

78¢

60

$ 23,71%

$ 1,82¢
1,78¢
15,00(
18,61!

168,69:
(163,591
9

5,10¢
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SOMAXON PHARMACEUTICALS, INC.
(A development stage company)

CONDENSED STATEMENTS OF OPERATIONS (Unaudited)
(In thousands, except per share amounts)

Period from
August 14,
2003
(inception)
Three months endec Nine months endec through
September 30 September 30 September 3C
2009 2008 2009 2008 2009
Operating expense:
License fee: $ — $ 152 $ (999 $ 161 $ 5,861
Research and developme 50¢€ 4,59/ 3,497 13,61¢ 106,89:
Marketing, general and administrati 1,33¢ 5,23z 9,79: 14,04¢ 63,69¢
Remeasurement of Series C warrant liab — — — — 5,64¢
Net operating expens: 1,84¢ 9,97¢ 12,29 27,82¢ 182,09¢
Loss from operations (1,84%) (9,979 (12,29) (27,825 (182,099
Interest and other incon 2 21€ 26 81¢ 8,84¢
Interest and other (expens — (549 (259) (768) (2,869)
Net loss (1,849 (10,319 (12,529 (27,779 (176,12()
Accretion of redeemable convertible preferred stiociedemption
value — — — — (86)
Net loss applicable to common stockholdel $ (1,849 $ (10,31) $ (12,529 $ (27,779 $ (176,201)
Basic and diluted net loss per sh $ (0.0¢) $ (0.56) $ (0.69) $ (152
Shares used to calculate net loss per < 23,12: 18,29( 19,92: 18,277

The Accompanying Notes are an Integral Part of¢Hdsaudited Condensed Financial Statements

2
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SOMAXON PHARMACEUTICALS, INC.
(A development stage company)

CONDENSED STATEMENTS OF CASH FLOWS (Unaudited)

Cash flows from operating activities
Net loss

(In thousands)

Adjustments to reconcile net loss to net cash usegerating activitie:

Shar-based expens
Depreciatior
Amortization of investment discount or premit
Accretion of debt discount and issuance ¢
Issuance of stock for license agreerr
Remeasurement of Series C wart
Loss on disposal of equipme
Changes in operating assets and liabili
Other current and n«current asset
Accounts payabl
Accrued current and n-current liabilities

Net cash used in operating activit

Cash flows from investing activities
Purchases of property and equipm
Purchases of marketable securi
Sales and maturities of marketable secur
Restricted cas

Net cash provided (used) in investing activi

Cash flows from financing activities

Issue common stock and warrants, net of issuarsts

Issue preferred stock, net of issuance ¢

Net proceeds from issuance of d

Repayment of det

Exercise of stock optior

Purchase of treasury sto
Net cash provided (used) in financing activil
Increase (Decrease) in cash and cash equive
Cash and cash equivalents at beginning of the ¢
Cash and cash equivalents at end of the p«

Non-cash investing and financing activitie:

Accretion to redemption value of redeemable corilvlerpreferred stoc
Conversion of preferred stock into common stockrupompletion of initial public offerin:

Committed Equity Financing Facility Warrzs

Warrants related to Loan Agreem:
Supplemental cash flow information

Cash paid for intere:

Period from
August 14, 200:
(inception)

Nine Months Ended through

September 30 September 30
2009 2008 2009

$ (12,529 $ (27,772 $ (176,120
5,60¢ 4,83¢ 26,702
79 88 491
(36) 16€ 2
— 214 1,14¢
— — 101
— — 5,64¢
1 — 6
(123 (462) (662)
(893) 2,51¢ 932
123 (701) 1,91(
(7,76%) (21,119 (139,849
(74) (389) (1,279
(2,505) (13,09) (99,44Y
3,13¢ 28,41¢ 96,94(
8,10( (7,500) —
8,65¢ 7,43¢ (3,789
5,732 — 55,55:
— — 90,05:
— 14,771 14,777
(15,000 — (15,000
122 25 1,22¢
— (50) (50
(9,146) 14,75: 146,55
(8,259 1,071 2,92¢
11,18¢ 12,55¢ —
$ 2,92¢ $ 13,63] $ 2,92¢
$ — $ — $ 86
— — 89,48¢
— 38¢ 38¢
44 922 96¢€
$ 984 $ 403 $ 1,74¢

The Accompanying Notes are an Integral Part of¢négsaudited Condensed Financial Statement
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SOMAXON PHARMACEUTICALS, INC.
(A development stage company)

CONDENSED STATEMENTS OF REDEEMABLE CONVERTIBLE PREF ERRED STOCK, STOCKHOLDERS' EQUITY AND COMPREHENSIVE LOSS
For the period from August 14, 2003 (inception) though September 30, 2009 (Unaudited)
(In thousands, except per share amounts)

Deficit
Series C Redeemabl Accumulated  Accumulated
Convertible Preferred Convertible Preferred Common Stock and Deferred During the Other
Stock Stock Additional Paid-in Capital Stock Developmen Comprehensive
# Shares $ Amount # Shares $ Amount  # Shares # Warrants $ Amount Compensatior Stage Income Total

Issue common stock for cash in
August to founders at $0.000
per share — $ — = $ — 582 —  $ — $ — $ — % — 3 =

Issue Series A convertible
preferred stock for cash in
August, November, and

December at $1.00 per shi — — 2,28: 2,28: — — — — — — 2,282
Net Loss — — — — — — — (1,469 — (1,469
Balance at December 31, 20( — $ — 2,282 $ 2,28: 583 — $ — $ — $ (14698 — $ 81¢

Issue Series A convertible
preferred stock for cash in
January at $1.00 per sh: — $ — 18 $ 18 — —  $ — $ — $ — % —$ 18

Issue Series B convertible
preferred stock for cash at
$1.00 per share in April and
June, net of issuance costs of
$97 — — 23,00( 22,90: — — — — — — 22,90t

Issue common stock in April at
$1.20 per share for license
agreemen — — — — 84 — 101 — — — 101

Exercise of stock optior — — — — 56 — 4 — — — 4

Deferred compensation associa
with employee stock option

grants — — — — — — 111 (111) — — —
Amortization of deferred

compensatiol — — — — — — — 13 — — 13
Consultant sha-based expens — — — — — — 14 — — — 14
Net loss — — — — — — — — (13,599 — (13,599

Balance at December 31, 20( — $ — 25,30( $ 25,20 25 — $ 23C$ (98)$ (15,06) $ — $10,27¢

Issue Series C redeemable
convertible preferred stock for
cash at $1.35 per share in June
and September, net of issuance

costs of $15: 48,14¢ $ 64,84¢ — $ — — — $ — $ — $ — $ — $ —
Series C proceeds allocated to
warrant — (64¢) — — — — — — — — —

Additional paid-in capital from
the exercise of the Series C
warrant — — — — — — 6,291 — — — 6,291

Accretion of Series C redeemak
convertible preferred stock to
redemption valu — 86 — — — — (86) — — — (86)

Issue common stock in initial
public offering in December at
$11.00 per share, net of

issuance costs of $5,1. — — — — 5,00C — 49,82( — — —  49,82(
Conversion of preferred stock ir
common stocl (48,14 (64,286 | (25,300 (25,209 12,24: — 89,48¢ — — — 64,28¢

4
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Exercise of stock optior
Deferred compensation associa
with employee stock option

grants
Amortization of deferred
compensatiol
Consultant sha-based expens
Net loss
Balance at December 31, 20l

Net loss
Unrealized gain on available-for
sale investment
Comprehensive los
Deferred stock compensation
eliminated upon adoption of
new accounting standa
Exercise of stock optior
Share-based compensation rele
to employee awarc
Consultant sha-based expens
Vesting of early exercised stock
options
Balance at December 31, 20(

Net loss

Unrealized gain on available-for-
sale investment

Comprehensive los

Exercise of stock optior

Share-based compensation rele
to employee awarc

Consultant sha-based expens

Vesting of early exercised stock
options

Restricted stock issued in October
at $0.0001 per sha

Restricted stock repurchased in
December at $0.0001 per sh

Balance at December 31, 20C

Net loss
Unrealized (loss) on available-for-
sale investment

Comprehensive los

Series C Redeemabl
Convertible Preferred

SOMAXON PHARMACEUTICALS, INC.
(A development stage company)

CONDENSED STATEMENTS OF REDEEMABLE CONVERTIBLE PREF ERRED STOCK, STOCKHOLDERS’ EQUITY AND COMPREHENSIVE LOSS
For the period from August 14, 2003 (inception) though September 30, 2009 (Unaudited)
(In thousands, except per share amounts)

Convertible Preferred

Common Stock and

Deferred

Deficit
Accumulated Accumulated
During the Other

Stock Stock Additional Paid-in Capital Stock Development Comprehensive
# Share! $ Amount | # Share: $ Amount # Shares # Warrants  $ Amount  Compensatior Stage Income Total

—_ —_ —_ —_ 80 —_ 177 —_ —_ —_ 177
— — = = — — 4,741 (4,74)) — — —
— — — — — — — 1,037 —_ —_ 1,033
— — — — — — 137 — — — 137
— — — — — — — — (38,48Y) —  (3848)
— $ = — $ — 18,04¢ — $150,80¢ $ (3,80 $ (53,549 $ — $93,45¢
— $ — — $ — — — 3 — 3 — $ (46,410 $ —  $(46,410)
— — — — — — = = — 2 2

(46,40¢)
_ _ _ — — — (3809 3,80z — — -
— — — — 37 —_ 14€ —_ —_ —_ 14€
— — — — — — 4,95¢ — — — 4,95¢
— — — — — — 15€& —_ —_ —_ 15€&
— — — — — — 47 — — — 47
— $ — — $ — 18,08 — $152,310 $ — $ (99,959 $ 2 $52,35
— $ — — $ — — — & — 3 — $ (2641) $ —  $(26,41)
— — — — — — — — —_ 46 46

(26,365
—_ —_ —_ —_ 171 —_ 682 —_ —_ —_ 682
— — = = — — 8,407 — — — 8,407
— — — — — — 73 —_ —_ —_ 73
— — = = — — 22 — — — 22
— — — — 20 — — — — — —
— — _ _ (20) — _ _ — _ _
— $ — — $ — 18,43 — $161,49° $ — $ (126,369 $ 48 $35,17¢
— $ — — $ — — — % — 3 — $ (37,22) $ —  $(37,22)
— — — — — — — — — (39 39

(37,266
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Exercise of stock optior
Share-based compensation
related to employee awar
Consultant sha-based expens
Restricted stock repurchased
April at $4.66 per shar
Warrants issued in May
pursuant to the Loan
Agreemen
Warrants issued in May
pursuant to the Committed
Equity Financing Facility
Financing cost of warrant issu
pursuant to the Committed
Equity Financing Facility
Balance at December 31, 20C

Net loss

Change in unrealized gain on
available-for-sale
investments
Comprehensive los

Exercise of stock optior

Share-based compensation
related to employee awar

Consultant sha-based expens

Warrants issued in March
pursuant to loan payo

Issue common stock in July a
$1.05 per share and warrar
at $0.125 per share, net of
issuance costs of $2t

Issue common stock pursuan
vesting of restricted stock
units

Restricted stock repurchased
July at $0.0001 per sha

Balance at September 30, 20!

SOMAXON PHARMACEUTICALS, INC.
(A development stage company)

CONDENSED STATEMENTS OF REDEEMABLE CONVERTIBLE PREF ERRED STOCK, STOCKHOLDERS’ EQUITY AND COMPREHENSIVE LOSS
For the period from August 14, 2003 (inception) though September 30, 2009 (Unaudited)
(In thousands, except per share amounts)

Deficit
Series C Redeemabl Accumulated Accumulated
Convertible Preferred Convertible Preferred Common Stock and Deferred During the Other
Stock Stock Additional Paid-in Capital Stock Development Comprehensive
# Share! $ Amount | # Share: $ Amount # Shares # Warrants $ Amount  Compensatior Stage Income Total

— — — — 8 — 25 — — — 25
— — — — — — 6,28% — — — 6,28¢
— — — — — — 16 — — — 16
— — — ) — (50) — — — (50)
— — — — — 23¢ 922 — — — 922
— — — — — 168 38¢ — — — 38¢
— — — — — — (389) — — — (389
= $ — o $ — 18,43( 404 $168,69¢ $ — $ (163,59 $ 9 $ 5,10¢
— $  — — $ — — — 3 — 3 — $ (12529 $ —  $(12,524)
— — — - = — — — — ® ®

(12,537)
— — — — 75 — 122 — — — 122
— — — — — — 5,60z — — — 5,60z
— — — — — — 3 — — — 3
— — — — — 20C 44 — — — 44
— — — — 5,10¢ 5,10¢ 5,73z — — — 5,73:
— — _ _ 23 — — _ — _ _
— — — — (15) — — — — — —
— $ — — $ — 23,61¢ 571(C $180,19¢ $ —  $ (176,120 $ 1 $ 4,07

The Accompanying Notes are an Integral Part oféHgsaudited Condensed Financial Statements
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SOMAXON PHARMACEUTICALS, INC.
(A development stage company)

NOTES TO CONDENSED FINANCIAL STATEMENTS (Unaudited)

Note 1. Organization and Summary of Significant Acounting Policies
Business

Somaxon Pharmaceuticals, Inc. (“Somaxon” er‘@ompany”) is a specialty pharmaceutical compftysed on the in-licensing, development and corrakzation of
proprietary branded products and late-stage prochrddidates for the treatment of diseases andd#isvin the central nervous system therapeutic &@aaxon is a Delaware
corporation founded on August 14, 2003 upon inAgirg its first product candidate, Silerfofdoxepin) for the treatment of insomnia. The Conyparcurrently seeking
approval of Silenor by the U.S. Food and Drug Adstmation (the “FDA”).

Basis of Presentation

The accompanying condensed balance sheetaceimber 31, 2008, which has been derived frontedifinancial statements, and the unaudited im@&ondensed
financial statements have been prepared by the @oynp accordance with U.S. generally acceptedwttang principles and the rules and regulationthefSecurities and
Exchange Commission (“SEC”) related to a quartegfyort on Form 10-Q. Certain information and naseldsures normally included in annual financialsinents prepared
in accordance with accounting principles generatigepted in the United States have been condenseditted pursuant to those rules and regulatiattspugh the Company
believes that the disclosures made are adequateke the information presented not misleading. Urreudited interim condensed financial statemeribsateall adjustments
which, in the opinion of management, are necedsarg fair statement of the results for the peripossented. All such adjustments are of a normélreaurring nature. These
unaudited condensed financial statements shoutddzkin conjunction with the financial statememtd the notes thereto included in the Company’s A&hReport on Form
10-K for the year ended December 31, 2008.

The operating results presented in these utealidondensed financial statements are not nedlgssaicative of the results that may be expedidany future periods.

Capital Resources

Somaxon is a development stage company anddiaterived any revenue from product sales to.ddte Company has incurred losses from operatindsnagative cash
flows since inception and expects to continue twiirsubstantial losses for the foreseeable futsiieursues approval of its New Drug ApplicatiSNRA”) for Silenor, seeks
to commercialize Silenor, if approved, and potdiytipursues the development of other product caatéisl

In July 2009, Somaxon raised $6,000,000 thncugrivate placement of 5,106,000 shares of isnocon stock and seven-year warrants to purchase 57106,000
additional shares of its common stock. The Comfzmelieves, based on its current operating plan,ithaash, cash equivalents and marketable sexsigt of September 30,
2009 will be sufficient to fund its operations thgh the expected duration of the FDA's review sfrégsubmission of the Silenor NDA and through #oad quarter of 2010.
The Company will need to obtain additional fundéinance its operations beyond that point, orsfdperating plan is modified to accelerate comnaéreition activities
relating to Silenor. The Company intends to obtaiy additional funding it requires through strategilationships, public or private equity or debthcings, assigning
receivables or royalty rights, or other arrangemeamid cannot assure such funding will be availableeasonable terms, or at all. Additional equityaficing may be dilutive 1
stockholders, and debt financing, if available, rmajplve restrictive covenants.

If the Company'’s efforts in raising additioiahds when needed are unsuccessful, it may béreebio delay, scale-back or eliminate plans ogpams relating to its
business, relinquish some or all rights to Silesrorenegotiate less favorable terms with respestith rights than it would otherwise choose or eegerating as a going
concern. If the Company is unable to continue gsiag concern, it may have to liquidate its asaets may

7
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SOMAXON PHARMACEUTICALS, INC.
(A development stage company)

NOTES TO CONDENSED FINANCIAL STATEMENTS (Unaudited)
receive less than the value at which those aseetsaaried on its financial statements, and iikisly that investors will lose all or a part of thewvestment.

These unaudited condensed financial statendent®t include any adjustments that might resolinfthe outcome of this uncertainty, except th&@etember 31, 2008, the
Company’s outstanding debt with Silicon Valley Bamd Oxford Finance Corporation was classified asreent liability, the debt discount and debt &ste costs were fully
accreted, the final lump sum payment and fair valughe warrants issued in lieu of the prepaymemtgity were fully accrued, and the related restdatash collateralizing tt
debt was classified as a current asset. The Comeguayd the entire outstanding balance of the btefutll in March 2009. For more information, seetll®, “Financing
Arrangements.”

Use of Estimates

The preparation of financial statements infeomity with accounting principles generally acaggin the United States requires management to estkeates and
assumptions that affect the reported amounts eftassd liabilities and disclosure of contingerseds and liabilities at the date of the financiataments and the reported
amounts of revenues and expenses during the negquéiriod. Actual results could differ from thes¢imates.

As described more fully in Note 4 “Commitmeats]l Contingencies,” based on the terms of a legisg@nation agreement entered into with the lesstarch 2009, the
Company reduced its accrual for the lease ternundée from $350,000 at December 31, 2008 to $081a0 March 31, 2009, and paid the terminationiridall during the
second quarter of 2009. In addition, the periodr euleich deferred rent was being accreted was shedté end in April 2009 rather than July 2009, treduseful lives of
certain fixed assets were reduced. The net effetiese changes was a benefit of $205,000, whichreeorded in the first quarter of 2009 in opeggrpenses.

Fair Value

The Company’s accounts payable and accrubiliti@s are presented in the financial statemantbeir carrying amounts, which are reasonablenasts of fair value due
to their short maturities. The Company’s cash egjeivts, marketable securities and restricted casprasented in the financial statements at fdireca’he Company
considers highly liquid investments with maturiteghe time of purchase of three months or leggtoash equivalents. Marketable securities amsinvents with maturities
the date of purchase greater than three monthafAle Company’s cash equivalents and marketadergies have liquid markets and high credit igginThe Company
classifies marketable securities as available-fbe-sith unrealized holding gains or losses regba® a separate component of stockholders’ eqDitgnges in unrealized
gains or losses are included in comprehensive AtsSeptember 30, 2009, the Company’s investmelalitigs consisted of money market funds and investsi@ United
States government debt securities. There werealized gains or losses on sales of available-fa-sacurities for the three or nine month periaueel September 30, 2009.

The fair value of financial assets and lidigifi is measured under a framework that establi$&esls” which are defined as follows: Level 1rfaalue is determined from
observable, quoted prices in active markets fantidal assets or liabilities. Level 2 fair valuedistermined from quoted prices for similar itemaative markets or quoted
prices for identical or similar items in marketatfare not active. Level 3 fair value is determinsihg the entity’s own assumptions about the imphéat market participants
would use in pricing an asset or liability.
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SOMAXON PHARMACEUTICALS, INC.
(A development stage company)

NOTES TO CONDENSED FINANCIAL STATEMENTS (Unaudited)

The fair values of the Company’s cash equivial@nd marketable securities as of September0®® &re summarized in the following table (in thends):

Total Fair
Value
Cash equivalents
Money market fund $ 1,38
U.S. government debt securiti 1,50¢
Total cash equivalen $ 2,89
Marketable Securities
U.S. government debt securiti $  2,50¢

Net Loss per Share

Fair Value Determined Under:

(Level 1)
$ 1,38¢

$ 1,38

$ =

(Level 2)
$ —
1,50¢
$  1,50¢

$ 2,50%

(Level 3)
$ —
$ -

$ =

Basic earnings per share (“EPS”) excludeeffexts of common stock equivalents and is caledldly dividing net income or loss applicable to owon stockholders by
the weighted average number of common shares adistafor the period, reduced by the weighted ayersumber of unvested common shares outstandirjgcsb
repurchase. Diluted EPS is computed in the samenenars basic EPS, but includes the effects of camstuck equivalents to the extent they are dilytisgeng the treasury-
stock method. For Somaxon, basic and dilutive &g per share are equivalent because the Compeaunydd a net loss in all periods presented, causiygpotentially dilutiv

securities to be anti-dilutive.

Net loss per share was determined as follam#housands, except per share amounts):

Three months endec
September 30

2009

Numerator:
Net loss $ (1,849
Denominator:
Weighted average common shares outstan 23,24:
Weighted average unvested common shares subjegpiochas: (120)

Denominatol 23,12
Basic and diluted net loss per sh $ 0.0¢
Weighted averageanti-dilutive securities not included in diluted net los per share

calculation:
Weighted average stock options outstanc 5,477
Weighted average restricted stock units outstan 1,28¢
Weighted average warrants outstanc 5,31¢

Weighted average unvested common shares subjegpiochas: 12C
Total weighted average a-dilutive securities not included in diluted netdgser shar 12,204

2008

$ (10,31)

18,42t
(135)
18,29(

$ (056

4,50¢

40t
13t
5,04«

Nine months endec

September 30

2009 2008
$ (12,529 $ (27,779
20,05: 18,42
(129) (150)
19,92! 18,27
$ (0.69) $ (159
4,67( 4,097
1,161 —
2,131 19t
12¢ 15C
8,091 4,44:
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SOMAXON PHARMACEUTICALS, INC.
(A development stage company)

NOTES TO CONDENSED FINANCIAL STATEMENTS (Unaudited)

Income Taxes

The Company reduces its deferred tax assetmfecognized tax benefits which arise from uraertax positions. At December 31, 2008, the Compgread unrecognized
tax benefits of approximately $877,000. It is expddhat the amount of unrecognized tax benefitg change over the course of the year; however,usecthe Company’s
deferred tax assets are fully reserved, the Comgagag not expect the change to have a significapact on its results of operations, cash flowsrarfcial position.

The Company is subject to taxation in the ehiBtates and California. The Company is curremtyunder examination by the Internal Revenue $eror any other taxing
authority. The Company’s tax years from inceptior2003 and forward can be subject to examinatiothbytax authorities due to the carryforward of epgtrating losses and
research and development credits. The Company@uatiag policy is to record interest and penaltedated to unrecognized tax benefits in incomeetepense. No interest or
penalties have been accrued as of September 39, 200

Recent Accounting Pronouncements

In June 2009, the FASB issued Statement afrféial Accounting Standards (“SFAS”) No. 186counting for Transfers of Financial Assets, aneAdment to SFAS
No. 140,which was codified into the Accounting Standardsl€'ASC”) under Topic 860 ransfers and ServicingThis accounting standard eliminates qualifieccige
purpose entities. SFAS No. 166 provides more strihgriteria for transferred financial assets talify as a sale and for the de-recognition of ficiahassets if interest in the
asset remains after the transfer. This accountamydard is effective for the first reporting perioglginning after November 15, 2009. The Companys tha¢ anticipate that the
adoption of SFAS No. 166 will have a material imparc the Company’s financial statements.

In June 2009, the FASB issued SFAS No.Agiendments to FASB Interpretation No. 46{®)ich was codified into the ASC under Topic 86nsolidation. This
accounting standard requires analysis of whetheabi@ interest entities are consolidated into mjgany’s financial statements. Consolidation is apgate if the company is
the primary beneficiary of the variable interestitgnwhich occurs if the company has both: 1) plesver to direct most significant activities, andi® potential to absorb most
of the losses or benefits from performance by @iméable interest entity. Ongoing reassessment agéther a variable interest entity should be cbdated is also required.
This accounting standard is effective for the fiegiorting period beginning after November 15, 2008 Company does not anticipate that the adoi@®&FAS No. 167 will
have a material impact on the Company'’s finandetesnents.

In September 2009, the FASB issued Accourfiitagndards Update (“ASU”) No. 2009-12, which progidgiidance on measuring the fair value of an irmest in an entity
or holding that reports its value on a per shasisbd his standard provides that the fair valusuzh investments may be measured at the net adesetper share so long as
such net asset value is calculated in a manneistenswith accounting principles governing faitu@measurement. This accounting standard is @féefir the first reportin
period ending after December 15, 2009. The Complaeg not anticipate the adoption of ASU No. 2009ilPhave a material impact on the Company’s ficiahstatements.
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Note 2. Composition of Certain Balance Sheet Items
Cash, Cash Equivalents, and Marketable Securities
Cash, cash equivalents, and marketable siesucionsisted of the following (in thousands):

September 3C December 31

2009 2008
Cash and money market fun $ 1,417 $ 11,18t
U.S. government agency notes and debt secu 4,012 3,10¢
Total cash, cash equivalents and marketable secuigs $ 5,42¢ $ 14,29

At December 31, 2008, the Company had an iaddit$8,100,000 of restricted cash, which condisie$7,500,000 relating to the Company’s Loan Agnent and
$600,000 for a lease deposit on the Company'’s imgjld\s discussed more fully in Note 5, “Financiigangements,” the $7,500,000 of restricted castajeng to the Loan
Agreement was released upon full repayment of titeerying debt in March 2009. As discussed morly finl Note 4, “Commitments and Contingencies,” #§00,000 of
restricted cash pertaining to the building leageod& was released in April 2009 upon terminatibthe lease. The Company no longer has any restricash holdings.

Other Current Assets

Other current assets consisted of the follgwin thousands):

September 3C December 31
2009 2008
Interest receivable on marketable secur $ 9 $ 32
Deposits and prepaid expen: 511 25C
Other current asse 82 197
Total other current assets $ 602 $ 47¢
Property and Equipment
Property and equipment consisted of the fdlowin thousands):
September 3C December 31
2009 2008
Furniture and equipmel $ 58 $ 23¢
Tooling 772 70C
Computer equipmer 147 24¢
Property and equipment, at c 977 1,182
Less: accumulated depreciati (195 (399
Property and equipment, net $ 782 $ 78¢

Property and equipment at September 30, 28R0&cts the disposal of fixed assets upon ternonatif the building lease as discussed more fullate 4, “Commitments
and Contingencies.” Within tooling is $749,000 ap&mber 30, 2009 pertaining to manufacturing egeipt not yet placed in service. Depreciation expemass $1,000 and
$29,000 for the three month periods ended SepteBhe2009 and 2008, respectively. Depreciation egpavas $79,000 and $88,000 for the nine montlogeended
September 30, 2009 and 2008, respectively.
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Accrued Liabilities
Accrued liabilities consisted of the followilfig thousands):

September 3C December 31

2009 2008
Accrued compensation and bene $ 1,86¢ $ 50(
Accrued building lease termination f — 35C
Interest payabl — 77C
Other accrued liabilitie — 16€
Total accrued liabilities $ 1,86¢ $  1,78¢

Within accrued compensation and benefits {§58,000 of obligations owed under severance aggatsras discussed more fully in Note 4, “Commitraemtd
Contingencies.” At December 31, 2008, interest pyacluded a $600,000 final payment due uponyegeat of the Company’s debt. As discussed morg falNote 5
“Financing Arrangements,” such payment occurreilarch 2009.

Note 3. License Agreements

Costs associated with the Company’s in-liceaggeements are expensed as incurred since theyingegechnology is in the research and developgrpbiase. The
Company does not have any future minimum obligatiimn milestones and license payments; howeveiCtrepany is obligated to make a $1,000,000 milesfayment to
ProCom One, Inc. (“ProCom”) upon approval of thkeisar NDA by the FDA. The Company is also obligateanake royalty payments upon generating prodalessof
Silenor.

In 2004, the Company licensed nalmefene fraoT® Therapies Corp. (“BioTie”) for the treatmenftimpulse control and substance abuse disordefdarch 2009, the
Company and BioTie entered into an agreement taatiytterminate the license agreement. Pursuatfitetéermination agreement, BioTie paid the Compafit,000,000
termination fee, which the Company included asreefiein license fees in the first quarter of 2009June 2009, the Company exercised its contrhdgyfet to terminate its
license agreement with the University of Miami famefene for the treatment of nicotine dependehibe.Company has no further commitments under dhmefene
program.

Note 4. Commitments and Contingencies

The Company has contracted with various cdastd, drug manufacturers, and other vendors istassirug development work, including clinicalbis and non-clinical
studies, data analysis, the submission and regulegwiew of the NDA, preparation for the potentaimmercial launch of Silenor, and for other geheogporate and
administrative matters. The contracts are termaablny time, but obligate the Company to reimiting providers for any time or costs incurred tigtothe date of
termination.

In September 2008, the Company requestedtthaaickaging supplier for Silenor, Anderson Paakgglnc. (“Anderson”), prepare for the manufactafeeommercial
launch batches of finished products of Silenor bscpasing specified quantities of certain raw matefor use in such manufacturing. At Andersoguest, in the third and
fourth quarters of 2008, Somaxon submitted to Asdlemwritten authorizations for Anderson to purcheseh raw materials in an aggregate amount of $285 Pursuant to
the terms of the supply agreement, Anderson wikiee reimbursement for such raw materials thraheghpurchase price for the delivery of finishedkzayed product, which
has not occurred to date as a result of the dal&piA approval for Silenor. The Company does nagtiitle to such raw materials and it is the Conypajudgment that this
not a liability at this time. Accordingly, no suaimounts have been recognized to date in the Corfpfingncial statements at September 30, 2009.

The Company has employment agreements wittuitent employees that provide for severance patsrend accelerated vesting for certain share-baseadds if their
employment with the Company is terminated under
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specified circumstances. In order to reduce experedi, the Company terminated the employment oésiployees in March 2009 and one additional emgayeApril 1,
2009. Each of the terminated employees enterediistparation agreement under which the Compaiaytyai months of the employee’s base salary upoarsgipn and
agreed to pay 110% of the remaining benefits tactvtiie employee was contractually entitled uporetimiest to occur of: 1) the completion of a fineny or series of
financings of at least $10,000,000 2) a changenfrol, or 3) an insolvency event involving the Quamy, in each case provided that such event ogrigsto February 15,
2010, after which the remaining severance benaféliminated. As of September 30, 2009, the Campad completed financing activities resultingphoceeds of
$7,122,000 of the $10,000,000 which would triggayrpent of these deferred severance obligations Cidmepany paid $208,000 upon separation, and ttesraelf severance
payments total $597,000. Each of the affected eyegls entered into a consulting agreement with tregany that will expire on December 31, 2009. Térener employees
will continue to vest in their shategased awards during the term of the consultingeageats. In total, the Company recorded chargebrgt$i1,532,000 during the first quai
of 2009 in conjunction with this reduction in wookée for severance paid, severance owed, accalerasting for certain share-based awards, andragedivesting of share-
based awards under consulting agreements.

In April 2009, in order to further reduce erpéures, the Company undertook a process to reiduigeorkforce by an additional six employees, Whixocess was
completed on May 15, 2009. Each of the terminategleyees entered into a separation agreement purguahich the Company paid two months of the empgé’s base
salary upon separation and agreed to pay 110%ectthaining benefits to which the employee wasregtually entitied upon the earliest to occur gfttle completion of a
financing or series of financings of at least $00,000 2) a change of control, 3) an insolvencyneirerolving the Company, or 4) December 31, 2049 0f September 30,
2009, the Company had completed financing activitésulting in proceeds of $6,122,000 of the $1M@0 which would trigger payment of these defesederance
obligations. The Company paid $242,000 upon sejparand paid an additional $63,000 during the tigudrter of 2009 pertaining to the reimbursemenefifcation costs. At
September 30, 2009, deferred severance paymeatsd@1,062,000. Each of the affected employeesehinto a consulting agreement with the Comphaywill expire ten
months after the employee’s termination of employtn&he former employees will continue to vestheit sharebased awards during the terms of their consultgrgement:
In total, the Company recorded charges during ¢ieersd quarter of 2009 in conjunction with this retittn in workforce totaling $3,000,000 for severapaid, severance
owed, accelerated vesting for certain share-basedds, and continued vesting of share-based awadisr consulting arrangements.

The following table summarizes the severarareefits for the terminated employees, excludingestti@sed charges (amounts in thousands).

Three months Nine months

ended ended
September 3C September 3C

2009 2009
Beginning severance liabili $ 1,727 $ —
Severance benefits incurr — 2,171
Severance benefits pe (63) (513
Change in estimat (5) 5)
Ending severance liabilit $ 1,65¢ $ 1,65¢

In June 2006, the Company entered into a agblagreement effective July 2006 to rent appraeiyn@5,700 square feet of office space for itpooate headquarters
pursuant to a lease that was to expire in Febr2@ig. As part of the sublease agreement, the Coyresid a security deposit in the form of a letteciedit in the amount of
$600,000, which was included in restricted casiNdwember 2008, the Company notified the lessdritiveas exercising its contractual right to teratimthe sublease
effective July 28, 2009, subject to the paymenlune 2009 of a termination fee of $350,000, plysamsts to restore the subleased premises todbedition prior to the
Company’s occupancy.
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In March 2009, the Company and the lessorredtmto an agreement to terminate the subleasetafé as of April 30, 2009. Under the agreemédr@,Gompany paid
$600,000 and transferred ownership of certain lealsemprovements and furniture and fixtures tolgesor in full satisfaction of all rent and otlebiarges, including any
termination fees, payable under the sublease.dhange, the Company has no further obligations utgelease agreement. The $600,000 payment ceds§$439,000 of
unpaid rent owed through April 30, 2009, plus teration charges of $161,000.

When the Company initially notified the lessoNovember 2008 of its intent to terminate thblsase, it fully accrued the resulting $350,00@¢egermination fee. Upon
entering into the March 2009 agreement to termitizesublease effective as of April 30, 2009, thenBany reduced this accrual to reflect the $161t6ffination charge
and recognized the decrease of $189,000 as a iedircioperating expenses. Additionally, the Compehnanged the period over which deferred rent veaisghaccreted to
coincide with the revised sublease termination datepril 30, 2009. Such change in the accretiorigzedecreased rent expense by $34,000, which e@sded during the
first quarter of 2009. To reflect the transfer afrership of certain leasehold improvements anditium® and fixtures to the lessor upon terminatibthe sublease, the
Company madified the useful lives of these fixesleds to provide for their full deprecation by A@B0, 2009, which increased depreciation expensk36y000 over this
period.

In April 2009 the Company entered into a sabéewith aAd Capital Management, L.P. (“aAd”), unddich the Company is renting approximately 1,380are feet of
office space on a month-to-month basis. The Compaity aAd an upfront payment of $12,000, which wslerged to expense because payment is non-refundalglss the
sublease is terminated other than by the Compamy.Company pays rent of $6,000 per month plus gtass-thru charges.

Rent expense was $23,000 and $262,000 fahtke month periods ended September 30, 2009 &8] Bfspectively. Rent expense was $66,000 and,8J8%or the nine
month periods ended September 30, 2009 and 2088 ctvely. Rent expense for the nine months esagdember 30, 2009 includes the effect of the dseren the
termination fee and the change in the period ovéchvdeferred rent was being accreted.

The Company is also obligated under variolerang leases for office equipment. At Septeml@er2B09, the future minimum lease payments undesetloperating leases
for each of the years ended December 31, are lasvfo(in thousands).

Remaining three months in 20 $ 4
2010 9
2011 7
2012 —
2013 —
Thereaftel —

Total $ 20

Note 5. Financing Arrangements
Common Stock Financing

In July 2009, the Company issued 5,106,000eshaf common stock at $1.05 per share and 5,106@@rants at $0.125 per share for aggregate cadlgross proceeds
$6,000,000. Financing costs were $268,000, resguitimet proceeds from the offering of $5,732,000.

The warrants have an exercise price of $1.afbjmmediately exercisable, and expire in July&2dhe warrants do not include a net cash settieprevision or any other
provisions that would create liability classificati Accordingly, the warrants are included withiackholder’s equity.
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In connection with the private placement, @empany filed a registration statement with the S&Che resale of both the shares of common spockhased by the
investors and the shares of common stock issugiale exercise of the warrants. The Company alscedgeother customary obligations regarding regiitn, including
matters relating to indemnification, maintenancéhef registration statement and payment of expefi$esresale registration statement was declafedtefe by the SEC in
August 2009.

The Company may be liable for liquidated daesaijthe Company does not maintain the effectissré the registration statement or the listinghefcommon stock on ti
Nasdaq Capital Market, the Nasdaqg Global MarketNew York Stock Exchange or the American Stockhaxge, in each case for a period of ten consecdéys or fol
more than thirty days in any 365-day period. The@am of the liquidated damages is one percent pglicable ten or thirty day period, subject to ggregate maximum of
eight percent per calendar year, of the aggregathpse price of the common stock purchased ipitivate placement then held by each investor trategistrable securitie
The Company does not believe it is probable thatlitbe required to pay liquidated damages andrwgecognized any amounts in its financial staets related to such
potential liquidated damages.

Loan and Security Agreement

In May 2008, the Company entered into the LAgreement with Silicon Valley Bank and Oxford Fiwa Corporation (the “Lenderstinder which the Company borrow
$15,000,000 less debt issuance costs of $223,00l0ding a $75,000 upfront fee paid to the Lendensnet proceeds of $14,777,000. In March 2008,Gbmpany repaid the
remaining $13,656,000 of outstanding principal ethgr with a $600,000 final payment required uriderLoan Agreement. The Company also issued twbtiee Lenders
200,000 warrants to purchase common stock witlngéar term and an exercise price of $0.25 persharich was the closing stock price of the Compsuigpmmon stock ¢
the date of grant. The Lenders accepted these mtariralieu of the $900,000 prepayment penalty ireguunder the Loan Agreement. The fair value esSthwarrants on the
date of issuance was determined to be $44,000 hwiis calculated using the Black Scholes valuatiodel with a stock price of $0.25 per share, risle finterest rate of
2.95%, volatility of 92%, a ten year term, and iddend yield. At December 31, 2008, the debt distaand debt issuance costs were fully accretedtantinal lump sum
payment and fair value of the warrants issueden &f the prepayment penalty were fully accruemhterest expense. The Company no longer has amyatioins under the
Loan Agreement, and there are no further encumbsaan the Company’s assets under the Loan Agreement

Prior to repaying the debt in full in March(®) the Company was required to maintain a minincash balance at Silicon Valley Bank of at least 5%e aggregate
amount outstanding under the loan. At DecembeR3@8, the Company had $15,000,000 of debt outstgndesulting in a minimum cash balance of $7,500,8vhich was
classified as restricted cash on the balance stipen repayment of the debt, all restrictions aa@ompany’s cash related to the Loan Agreement vezneved.

Committed Equity Financing Facility

In May 2008, the Company entered into a CotealiEquity Financing Facility (“CEFF”) with Kingsidige Capital Limited (“Kingsbridge”), pursuant tdieh Kingsbridge
committed to provide capital financing for a perimfthree years through the purchase of a maximuapproximately 3,672,000 newly-issued shares ef@bmpany’s
common stock, subject to certain conditions andtéitions.

In July 2009, the Company terminated the CBf# no longer has any obligations under the agretsmelating to the CEFF. The Company did not isswesell any shar
of its common stock under the CEFF. In connectidth entering into the CEFF, the Company issuedit@yibridge a warrant to purchase 165,000 shari,s cdmmon stock
at the purchase price of $5.4175 per share. Theamiaremains exercisable, subject to certain examegtuntil November 21, 2013.
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Note 6. Equity and Share-based Compensation

The Company has restricted stock, restrictecksunits (“RSUs”) and stock options outstandimgler its equity incentive award plans. The follogvtable summarizes non-
cash compensation expense recognized in the Corigpstajement of operations for the Company’s emgxdsyand directors. Share-based expense for emplapeedirectors
is based on the grant-date fair value of the aw@h@re-based expense for consultants is baseddaitlvalue of the award at the time the awardsvéhe following tables
include only share-based awards granted to empdogee directors. Awards granted to consultantsli@@issed separately. Amounts are in thousands.

Three months endec Nine months endec
September 30 September 30
2009 2008 2009 2008
Shar-based compensation expense included in researctiesetbpment expen: $ 96 $ 48¢ $  1,42; $ 1,52t
Share-based compensation expense included in riragkgeneral and administrative
expense 481 947 4,17¢ 3,31%
Total share-based compensation expense for employees and diwast $ 577 $  1,43¢ $ 5,60 $  4,83¢

The following table summarizes share-basedpmmsation expense recognized for each type of dfeemed award the Company has granted to its enmgdayed directors
(in thousands).

Three months endec Nine months endec
September 30 September 30
2009 2008 2009 2008
Restricted stoc $ = $ = $ = $ 27%
RSUs 25 — 161 —
Stock options 552 1,43¢ 5,441 4,56¢
Total share-based compensation expense for employees and diiast $ 577 $  1,43¢ $ 5,60 $  4,83¢

The effects from the termination of employmfemtcertain individuals are included in the expeamounts presented in these tables. During tlemanth period ended
September 30, 2009, fifteen individuals ceased eympént with the Company. Upon separation, each@gmployees entered into a consulting agreemehtthae Company,
one of which expired June 30, 2009 and the othienhich expire between December 31, 2009 and Maigt2010. The consulting agreements are not coregidribstantive
for accounting purposes for the fourteen individuhht have agreements expiring between Decembh@08® and March 31, 2010 because additional seisinot required to
be rendered by the consultants in order to contiasging in their share-based awards. In additipon separation from the Company, certain indivislvaceived accelerated
vesting of their share-based awards. As a resudtidh non-substantive consulting arrangements ecelexated vesting, the Company recognized zerc&2ar&¥0,000 of share-
based compensation expense on the date of teronrguiring the three and nine month periods endeteSwer 30, 2009, respectively.

The tables above also include the effect ef@ompany’s one-time stock option exchange prodhehwas completed in June 2009, and describedbie atetail in the
“Stock Options” section of this footnote.

Not included in the tables above is share-db@s@ense for consultant awards. The fair valusoabultant awards considered probable of vestipgii®dically re-measured
and the related expense or income is recognizedtbgesesting period. Expense is not recognizeaveards with performance conditions considered abable of being
achieved. Share-based expense for consultant anesrdgnized during the three and nine month perodied September 30, 2009 and 2008 periods waigjilnégyl
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Shares Available for Future Grants under Share-Based Awards

The Company has equity awards outstandinthibenefit of its eligible employees, directorsl @onsultants under the 2004 Equity Incentive AwRliah (the “2004
Plan”) and the 2005 Equity Incentive Award Plare(tB005 Plan”) which was adopted in November 2005 additional equity awards will be granted under 2004 Plan and
all equity awards previously granted under the 2BIa that expire or are repurchased, forfeitedancelled will become available for grant under 2005 Plan. The 2005
Plan contains an “evergreen provision” that all@maual increases in the number of shares availablesuance on the first day of each year throiayfuary 1, 2015 in an
amount equal to the lesser of: (i) 2,000,000 shii#&% of the outstanding capital stock on edahuary 1, or (iii) an amount determined by the Gany’s board of director:

The Company also has an employee stock puegilas (“ESPP"which allows employees to contribute up to 20%hefit cash earnings, subject to certain maximumisg
used to purchase shares of the Company’s commok gtoeach semi-annual purchase date. The purpghigseis equal to 95% of the market value per sbareach purchase
date. The Company’s ESPP is non-compensatory pursuhe provisions of generally accepted accognprinciples for share-based compensation expdieeESPP
contains an “evergreen provision” with annual ises in the number of shares available for issuamdbe first day of each year through January0l52qual to the lesser
of: (i) 300,000 shares, (ii) 1% of the outstandagital stock on each January 1, or (iii) an amal&termined by the Company’s board of directorssNares have been issued
under the ESPP through September 30, 2009.

The following table summarizes the numberhafres available for issuance under the Companyigyecompensation plans (in thousands).

Share-Basec

Awards ESPP
Shares available for issuance at December 31, 2C 46% 481
Increase in authorized shal 2,42 184
Grants and issuanc (2,42)) —
Forfeitures and surrendered restricted stock hetdeiasury 657 —
Shares available for issuance at December 31, 2C 1,121 665
Increase in authorized shal 922 184
Grants and issuanc (5,529) —
Forfeitures and surrendered restricted stock hetceiasury 4,89¢ —
Shares available for issuance at September 30, 2C 1,41¢ 84¢

The year-to-date September 30, 2009 actinitjuides the effect of the Company’s one-time staution exchange program which was completed in 2008, and is
discussed in more detail under the “Stock Optigesition of this footnote. Under the stock optionlenge program, 4,320,000 stock options were teden exchange for
2,880,000 new stock options.
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Restricted Stock

The following table summarizes the Compang&rnicted stock activity through September 30, 2@@89uding the weighted average grant date faweger share, which is
used in recording share-based compensation expensmployees and directors. Amounts are in thodsaexcept per share amounts.

Employee and Director Consultant Total

Weighted

Average

Grant Date

Fair Value

# Shares per Share # Shares # Shares

December 31, 200 18C $ 114« — 18C
Vested (45) — — (459
December 31, 200 13t $ 114 — 13E
Transferred to consulta (75) — 75 —
Repurchased and held in treas — — (159 (15
September 30, 200! 60 $ 11.4C 60 12C

At September 30, 2009, the Company had 120s6@6es of unvested restricted common stock outistgrwvhich would vest upon approval of the SileN&A by the FDA.
During the nine month period ended September 309 2fve holders of restricted stock left the Comyja employ, four of which continue to be eligititevest in their 60,000
shares under consulting agreements that expirecleet®ecember 31, 2009 and March 31, 2010. Oneeafdhsulting agreements expired on June 30, 200%h@nCompany
repurchased the consultant’s 15,000 unvested shapes in July 2009. Such shares are held inurgas cost.

The Company filed a resubmission of its SiteNBA in June 2009, resulting in a PDUFA actionedaf December 4, 2009. While the analyses includede Company’s
NDA resubmission were focused on the issues rdigate FDA in its Complete Response Letter relatmthe NDA, the regulatory approval process isneimtly complex
and clinical and non-clinical data is subject toyirag interpretations. As a result, as of Septen@8r2009, the Company does not consider FDA agprafthe NDA for
Silenor to be probable in accordance with the datesed for accounting purposes. Accordingly, f@September 30, 2009, no expense was recognizeéddamvested shares
that would vest upon achieving this performancedi@n. An additional $684,000 of non-cash compéinseexpense would be recognized for the 60,00@sted shares held
by current employees and members of the boardre€tirs when the performance condition of FDA apptds considered probable and as the service getapses for those
awards.

Similarly, no expense was recognized for tB®60 unvested shares held under consulting amasigis. At September 30, 2009, the performance tiondif achieving
FDA approval of the Silenor NDA was not considepedbable, as such term is used for accounting peg@and the lowest aggregate fair value of thedswaas zero. For
restricted stock held by consultants, when thegoaréance condition of FDA approval is consideredbpime of being achieved, and as the service pefayses for those
awards, the fair value at that time would be reéxgphas a non-cash expense.

The intrinsic value of the 120,000 aggregagas of restricted stock outstanding was $286a0@eptember 30, 2009, based on a closing stoc& pri such date of $2.38.

Restricted Stock Units

The following table summarizes the Company&Ractivity through September 30, 2009, includimg weighted average grant date fair value per shduieh is used in
recording share-based compensation expense foogags and directors. Amounts are in thousandspépes share amounts.
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Employee and Director Consultant Total

Weighted

Average

Grant Date

Fair Value

# Shares per Share # Shares # Shares

December 31, 200 = $ — — —
Granted 53¢ $ 1.21 99 63€
Forfeited — — — —
December 31, 200: 53¢ $ 1.21 99 63€
Granted 814 $ 1.31 — 814
Forfeited — — (398) (39)
Transfer to consultar (465) 1.57 46E —
Vested — — (43) (43)
September 30, 200! 88¢ $ 1.11 482 1,371

During the nine month period ended SeptemBePB09, fifteen holders of RSUs left the Comparerigploy, fourteen of which continue to be eligitievest in their RSUs
under consulting agreements which expire betweareber 31, 2009 and March 31, 2010. One of theuttimg agreements expired on June 30, 2009. Upgpiraton of
consulting agreements, the unvested RSUs are tiedfei

The Company’s outstanding RSUs vest as foll@msounts are in thousands):

Number of Shares Would Ves

Assessment a Employees
September 30 and
Vesting Condition 2009 (1) Directors Consultant Total
Upon reaching December 31, 2C Probable 81 42 12z
FDA approval of the Silenor ND. Not Probabl 81 85 16€
First commercial sale of Silenor in the U Not Probabl 56¢ 85 652
Completion of $25 million in financing ( Not Probabl 15¢ 17z 33C
FDA approval of the Silenor NDA and rehire Not Probabl = 99 99
Total unvested RSUs 88¢€ 482 1,371

(1) Ineach case‘probable’ or “not probabl” relates to the criteria used for accounting purpc

2) Shares would vest six months after complegifimancing or strategic transaction, or seriesunh transactions, resulting in an aggregate 6frfiiflion of net
unrestricted cash proceeds received by Decemb&(08D.

(3) Shares would vest upon achieving both the appmividle Silenor NDA and rehire as an employee of &wn by December 31, 20C

The Company filed a resubmission of its SiteNBA in June 2009, resulting in a PDUFA actionedBecember 4, 2009. While the analyses includeéddarCompany’s
NDA resubmission were focused on the issues rdigegtie FDA in its Complete Response Letter relatmthe NDA, the regulatory approval process ieheintly complex
and clinical and non-clinical data is subject toyiag interpretations. As a result, as of Septend@r2009, the Company does not consider FDA agpithe NDA for
Silenor to be probable in accordance with the gatesed for accounting purposes. Accordingly, asdummarized in the table above, the only awaittisawesting conditio
considered probable of occurring (as such ternsésidor accounting purposes) as of September 3® &@re those that vest upon reaching the seraioditon of
December 31, 2009. The fair value of these awar&201,000 which is being recognized over the sguservice period through December 31, 2009.{/eptember 30,
2009, $178,000 has been expensed and $23,000 etodie expensed through December 31, 2009 foe #awards.
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As of September 30, 2009, all of the remairdngirds vest upon achieving performance conditibatare not considered probable of being achiegeslich term is used
for accounting purposes. Accordingly, no expenss fgaognized as of September 30, 2009 for the tewahares. When the performance conditions arsidered probable
of being achieved, and as the service period etdiosehose awards, an additional $888,000 of rasircompensation expense would be recognizedédR8Us held by
employees and directors as the service period eddips those awards.

Similarly, as of September 30, 2009, no expemas recognized for the unvested RSUs held uraiesuiting arrangements with performance conditiootsconsidered
probable of being achieved as such term is useddowunting purposes, and the lowest aggregatedhie of the awards was zero. For RSU’s held msattants, when the
performance conditions are considered probableifgoachieved, and as the service period elapsésdse awards, the fair value at that time wowddrognized as a non-
cash expense.

The intrinsic value of the 1,371,000 aggregdi@es underlying unvested RSUs outstanding w263$®00 at September 30, 2009 based on a clo&ink grice of $2.38
on such date.

Stock Options

The following table summarizes the Companytvity for employee and director stock options tfimusands, except per share amounts).

Weighted

Average
Shares Exercise Price
Outstanding at December 31, 200 3,13¢ $ 9.7C
Granted 1,78:% $ 4.41
Exercisec 8) 3.0C
Forfeited (64€) 7.82
Outstanding at December 31, 200 4,262 $ 7.7¢
Granted 4,56¢ $ 1.4t
Exercisec (25) 2.4C
Forfeited (4,63¢6) 7.0¢
Transfer to consultant awar (115) 7.07
Outstanding at September 30, 200 4,05(C $ 1.4¢

The table above includes the effect of the gamy’s onetime stock option exchange program that was coraglet June 2009. Under the program, employees mectars
as of March 1, 2009 were eligible to elect to exgjeall of their stock options having exercise gsiabove $1.00 for the grant of a lesser numbermécement awards havi
an exercise price of the greater of $1.00 or thseig price of the Company’s common stock on theddg Stock Market on June 9, 2009. The particip@usived two new
options for every three options tendered for exgearll of the eligible participants tendered somnall of their stock options for exchange. In tptg320,000 stock options
were tendered in exchange for 2,880,000 replaceaveatds. The exercise price of the replacementdswaas $1.23 per share, which was the closing pfitee Company’s
common stock on June 9, 2009. One-third of theaphent awards were vested upon grant and therrderaif the replacement stock options will veshjsct to the
participant’s continued service, in equal monthigtallments over the following two year period sttt all the shares will be fully vested in Jufd2.

The fair value of the replacement award isegelty expensed over the new award’s vesting peggdept for participants under non-substantivesatting arrangements.
For these participants, the fair value for the iparbf the replacement award vesting through thieafrthe consulting agreement was expensed immeddiapon exchange. In
total, the stock option exchange program, along #ie immediate vesting of one-third of the reptaeat awards, resulted in $658,000 of non-cash cosgt®n expense
which was recorded during the second
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quarter of 2009. The remaining incremental faiueabf the replacement awards immediately afteofitmns were exchanged of $449,000, along withréneaining
unrecognized grant date fair value from the origaveards, will be recognized over the replacemerdrd’'s remaining service period through June 2@tZMmployees and
directors.

Employees and directors exercised 25,000 siptions during the nine month period ended Sepger@d, 2009 and 8,000 stock options during the ninath period ended
September 30, 2008, with an intrinsic value of 828,and $8,000, respectively. Of the 4,050,000 eygd and director stock options outstanding ateeper 30, 2009,
approximately 1,618,000 were vested and 2,432,08@ wnvested. The weighted average remaining etstim was 1.3 years and the weighted average namgdife was
6.7 years. At September 30, 2009, the Company hegtagnized non-cash compensation expense retagtddk options of $3,962,000, of which $480,00@gms to stock
options which would vest upon achieving performacmeditions not considered probable of being agidias such term is used for accounting purposesoffter $3,482,000
of unrecognized stock option compensation expenbeing expensed over the remaining vesting tertneo§tock options. At September 30, 2009, thénisitr value of the
Company’s outstanding stock options was $4,116,800 the intrinsic value of the Company'’s vestedlsbptions was $1,397,000, based on closing gidck of the
Company’s common stock of $2.38 per share.

In addition to the stock options held by enygles and directors and under non-substantive dimgalgreements, at September 30, 2009, there 34080 stock options
outstanding and fully vested for consultants ursidrstantive consulting agreements. For the ninghmgeriod ended September 30, 2009, approxima&R0d stock options
were exercised by consultants with an aggregatait value of $83,000.

Note 7. Related Party Transactions

The Company has in-licensed certain intell@cpuoperty from ProCom (see Note 3, “License Agreats”). As part of the in-license agreement, Pra@as the right to
designate one nominee for election to the Compawyésd of directors (Terrell Cobb, a principal @®om). The in-license agreement also provideafoonsulting
arrangement for Mr. Cobb and Dr. Neil Kavey, whthis other principal of ProCom. Under the consgltigreements, the Company paid a total of $34,000dth of the
three month periods ended September 30, 2009 €&} 26d $101,000 and $136,000 for the nine montiogie ended September 30, 2009 and 2008, resplgctRayments
under the consulting arrangement ceased for Mrb@ot\pril 2008 and will cease in April 2010 for Cifavey.

As of September 30, 2009, Mr. Cobb and Dr.é¢alveld an aggregate of 119,000 outstanding stptires of which 71,000 have vested. The weighteztaye exercise
price was $3.57, and none of the stock options weegcised as of September 30, 2009. The Companglsa granted Mr. Cobb an aggregate of 40,000 Rttisa weightec
average grant date fair value of $0.72 per share.

The Company’s outside legal counsel holdsd®ghares of the Company’s common stock as a refspiirchases of preferred shares which were coevénto common
shares during the Company’s initial public offeringDecember 2005. The Company paid $89,000 an8,800 for legal services rendered by the Companytside counsel
for the three month periods ended September 3® 206 2008, respectively and $317,000 and $314@06e nine month periods ended September 30, 662008,
respectively.

In July 2009, Somaxon raised $6,000,000 thncugrivate placement of 5,106,000 shares of isnocon stock and seven-year warrants to purchase 57106,000
additional shares of its common stock. Among tivestors in the private placement were a trust aEwKurt von Emster, a member of our board of dwes; is a trustee and
beneficiary; 2) investment funds affiliated withsde I. Treu, Ph.D., a member of our board of dimsciand 3) investment funds affiliated with Kurt\@heeler, a member of
our board of directors.
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Note 8. Subsequent Events

The Company has evaluated for disclosuregseHinancial statements events occurring subsétuén Balance Sheet date through November 69 2@88ich is the date
these financial statements were issued and filéll the Securities and Exchange Commission.
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Iltem 2. Management’s Discussion and Analysis of Famcial Condition and Results of Operations

The interim financial statements and this Managemddiscussion and Analysis of Financial Conditiamd Results of Operations should be read in conjanavith the
financial statements and notes thereto for the wemted December 31, 2008, and the related Manag’s Discussion and Analysis of Financial ConditiamdaResults of
Operations, both of which are contained in our AarReport on Form 10-K for the year ended Decen®ier2008. In addition to historical information,ighdiscussion and
analysis contains forward-looking statements thablve risks, uncertainties, and assumptions. Qiwa results may differ materially from those aigated in these forward-
looking statements as a result of certain factarsluding but not limited to those set forth unttee caption “Risk Factors” in the Form 10-K for tlyear ended December 31,
2008 and the caption “Risk Factors” in this Form-fdfor the quarter ended September 30, 2009.

Overview
Background

We are a specialty pharmaceutical companysedwn the in-licensing, development and commézeiidn of proprietary branded products and lasgstproduct
candidates for the treatment of diseases and disod the central nervous system therapeutic &vessubmitted our New Drug Application, or NDA, fgilenor®
(doxepin) for the treatment of insomnia to the Ur8od and Drug Administration, or FDA, on Januaty 2008. The FDA accepted the NDA for filing effgetMarch 31,
2008. Pursuant to Prescription Drug User Fee AdB@UFA, guidelines, the FDA was expected to cotepits review and provide an action letter withpesst to the NDA by
December 1, 2008. However, in November 2008, thA Fidicated that its review of the NDA would be extied for up to three additional months, resulimg new PDUFA
date of February 28, 2009.

On February 25, 2009, we received a CompletpBnse Letter from the FDA relating to the NDAtHa Complete Response Letter, the FDA statedthiealiDA could no
be approved in its then-current form. The FDA rdiaenumber of issues relating to the interpretatibtie efficacy data contained in the NDA and dadéd that the FDA was
open to a discussion of these concerns. The FDAdidequest us to conduct additional clinicall$riaf Silenor.

With respect to safety, the FDA noted thatehgere no adverse events observed that wouldyste@pproval, but asked us to address the posgithitit doxepin may
prolong the cardiac QT interval. We responded tnstting to the FDA the results of our completeuhicial trial of doxepin that evaluated the potelnfiil electrocardiogram,
or ECG, effects. The results of this clinical tri@monstrated that doxepin had no effect on QTvaterolongation when administered at 6 mg or ured@ggerated exposure
conditions of 50 mg.

We held a meeting with the FDA on April 6, 200 discuss the issues raised in the CompletedRespl_etter. In the meeting, the FDA stated thatbtain approval of a
chronic insomnia treatment, objective and subjecgifficacy must be established in both adult addré} patient populations, and efficacy must benshboth at the beginnir
of treatment and on a persistent basis, definde: tat least one month. No additional safety isstere raised in the meeting.

Based on the feedback we received at the ngetie conducted additional analyses of our Silefinical data focused on the durability of subjeetsleep maintenance
efficacy in adults with primary insomnia. We contple these analyses and included the results isubneission of the NDA to the FDA submitted on J4n2009. The
resubmission also included the results of our cetepl clinical trial of doxepin that evaluated tlegegmtial for ECG effects, which were previously sutbed to the doxepin
investigational new drug, or IND, application. TRBA acknowledged receipt of the resubmission fefew and confirmed that the review cycle will be sionths, resulting
in a new FDA action date of December 4, 2009.

Based on the Complete Response Letter antheating with the FDA, we will no longer pursue apgl of a 1 mg dose of Silenor, nor will we seekrapal of a stateme
in the indication section of the label that cliditi@ls of Silenor have demonstrated improvemargléep onset.

We believe that Silenor is highly differen@dtfrom currently available insomnia treatmentsl é&approved, could have significant advantages iarge and growing
market. We continue to engage in discussions it parties with the goal of securing a commerpaatnership relating to the commercialization ibéi®or.
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We are a development stage company and haveréd significant net losses since our inceptisiof September 30, 2009, we had an accumulatecitoeff
$176.1 million. We expect our accumulated defigitbntinue to increase as we seek FDA approvailen&, seek to commercialize Silenor and potelytialirsue
development of other product candidates. In Ju§92@e completed a private placement of 5.1 milBbares of our common stock at a price of $1.05%pare and seveyear
warrants to purchase up to 5.1 million additiorferes of our common stock, exercisable in casly oreb exercise at a price of $1.155 per shareadgregate gross proceeds
of $6.0 million and net proceeds of $5.7 millioneWelieve, based on our current operating plan,aacash, cash equivalents and marketable siesusis of September 30,
2009 will be sufficient to fund our operations thgh the expected duration of the FDA's review of @submission of the Silenor NDA and through teeosid quarter of
2010. We will need to obtain additional funds teefice our operations beyond that point, or if querating plan is modified to accelerate commerzaaion activities relating
to Silenor. We intend to obtain any additional fingdwe require through strategic relationships,lisulr private equity or debt financings, assigniegeivables or royalty
rights, or other arrangements and cannot assursubh funding will be available on reasonable terar at all. Additional equity financing may béutive to stockholders, ai
debt financing, if available, may involve restrigicovenants. If we are unsuccessful in our effort®aintain sufficient financial resources, inéhglby raising additional
funds when needed, we may be required to reducertail our operations and costs, and we may bélarta continue as a going concern.

Revenues

As a development stage company, we have margeed any revenues to date, and we do not etgpgenerate any revenues from licensing, achievenfamilestones or
product sales until we enter into a strategic taltation or are able to commercialize Silenor.

License Fees

Our license fees consist of the costs incutwdd-license our product candidates. We expelidieense fees and milestone payments for acquimalopment and
commercialization rights to operations as incusiete the underlying technology associated witsétexpenditures relates to our research and dewelupefforts and has no
alternative future use at this time.

In March 2009, we entered into an agreemetit RioTie Therapies Corp., or BioTie, to mutuaklyrninate our license for nalmefene for the treatoémpulse control
and substance abuse disorders. Pursuant to thn&ion agreement, BioTie paid us a $1.0 milliomtmation fee which we included as an offset to lmense fees. In
June 2009, we exercised our contractual rightrioiteate our agreement with the University of Midimi nalmefene for the treatment of nicotine depeicde We have no
further commitments under our nalmefene program.

Research and Development Expenses

To date, our research and development expeoseist primarily of costs associated with clihicels managed by our contract research orgaioizat costs associated w
our non-clinical development program for Silenarsts associated with submitting and seeking appaivaur NDA for Silenor, regulatory expenses, ddgyelopment costs,
salaries and related employee benefits, as walhase-based compensation expense. For the nindvsnemdled September 30, 2009 our most significéetrial research and
development costs were salaries, benefits and 4tzmed compensation expense related to our resaadotievelopment personnel, while our most sigaifiexternal costs
were associated with our development program flen8r, including the conduct of our continuing tyear carcinogenicity study and the resubmissioouofSilenor NDA to
the FDA.

We expense all research and development egpéaperations as incurred. Although we are npeatly contemplating any new clinical or nolirical studies, we expe
our research and development expenses to remajinificant component of our operating expensef@nfuture as we seek NDA approval for Silenor amatioue our Silenor
drug development program, including the conduawfongoing non-clinical study.

At this time, due to the risks inherent in tegulatory approval process for our NDA for Silerand because it is uncertain whether we will persther drug development
programs, we are unable to estimate with any ceytéihe costs we will incur in the continued deyetent of product candidates for potential comméreition. Non-clinical
and
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clinical development timelines, the probabilitysefccess and the costs of development of produdidates vary widely. The lengthy process of coniptehon-clinical
testing, conducting clinical trials and seekingule¢pry approval requires the expenditure of sutisthresources. Any failure by us or delay in céetipg development work
or obtaining regulatory approval for Silenor or dature product candidates would cause our researdidevelopment expense to increase and, intiakg a material adver
effect on our results of operations.

We cannot forecast with any degree of ceyaiitether Silenor will be subject to future collabiions or other strategic transactions, when sudngements will be
secured, if at all, and to what degree such arraegés would affect our development plans and cagtauirements. As a result, we cannot be certdiarmand to what extent
we will receive cash inflows from the commerciatiaa of Silenor or collaboration agreements, iakt

Marketing, General and Administrative Expenses

Our marketing, general and administrative esps consist primarily of salaries, benefits, staged compensation expense, advertising, markeareh costs, insurance
and facility costs, and professional fees relatedur marketing, administrative, finance, humamueses, legal and internal systems support funstibor the nine month
period ended September 30, 2009, our most signifiterketing, general and administrative expense walaries and benefits, severance costs, piaiasservice fees and
share-based compensation expense. We would anéidigaeases in marketing, general and adminisgaxpenses if Silenor is approved by the FDA aadwegin preparing
for its commercialization.

Interest and Other | ncome

Interest and other income consist primarilyndérest earned on our cash, cash equivalentsnankketable securities.

Interest and Other (Expense)

Interest and other (expense) consist primafilyterest expense incurred on our outstandirig.de March 2009, we repaid in full our outstarglsecured credit facility
which resulted in no future interest expense utitisrloan obligation.
Critical Accounting Policies and Estimates

Management's discussion and analysis of maritial condition and results of operations is Baseour condensed financial statements, which baea prepared in
accordance with accounting principles generallyeptad in the United States. The preparation ofetitesdensed financial statements requires us te mstkmates and
assumptions that affect the reported amounts eftsd&bilities, expenses and related disclosukesial results could differ from those estimat@& believe the following
accounting policies to be critical to the judgmeantsl estimates used in the preparation of our aw®tkfinancial statements.

Going Concern

We believe, based on our current operating, gkt our cash, cash equivalents and marketableities as of September 30, 2009 will be suffitie fund our operations
through the expected duration of the FDA'’s revidwuar resubmission of the Silenor NDA and throulgé second quarter of 2010. We will need to obtdufiteonal funds to
finance our operations beyond that point, or if operating plan is modified to accelerate comméeeition activities relating to Silenor.

We have not derived any revenue from prodaletssto date, and we have incurred losses fromatipes and negative cash flows since inception ewfeect our losses to
continue to increase as we pursue regulatory appafwour Silenor NDA, seek to commercialize Silemad potentially pursue development of other pobdandidates. We
intend to obtain any additional funding we requimeugh strategic relationships, public or privatgiity or debt financings, assigning receivableswalty rights, or other
arrangements and cannot assure such funding wéll’agable on reasonable terms, or at all. Addélaquity financing may be dilutive to stockholdeard debt financing, if
available, may involve restrictive covenants.
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If we are unable to maintain sufficient finaleesources, including by raising additional fawdhen needed, we may be required to delay, sealedr eliminate plans or
programs relating to our business, relinquish sorl rights to Silenor or renegotiate less fabdeasterms with respect to such rights than we watifetrwise choose or cease
operating as a going concern. If we are unableiicue as a going concern, we may have to liqgaidat assets and may receive less than the valueich those assets are
carried on our financial statements, and it isljikbat investors will lose all or a part of th@iwestment.

The financial statements contained hereinatantlude any adjustments that might result frow dutcome of this uncertainty, except that at Béxsr 31, 2008, our
outstanding debt was classified as a current Itgbthe debt discount and debt issuance costs fudlyeaccreted, the final lump sum payment and Yailue of the warrants
issued in lieu of the prepayment penalty were fattgrued, and the related restricted cash collaigthis debt was classified as a current asdfetrepaid the entire
outstanding balance of the debt in full in Marcl®20

License Fees

To date, the costs related to patents andisitiqn of our intellectual property have been axped as incurred since the underlying technologgaated with these
expenditures is in connection with our developnedfarts and has no alternative future use. Cedéiur license agreements contain provisions wbidigate us to make
milestone payments or provide other considerafigpécified events occur. For instance, upon FDgrayal of Silenor, we would owe a $1.0 million nstene payment to o
licensor. Determining whether these events willwcand the timing of such events, requires judgroerthe part of management. As of September 309,20e have not
recognized this milestone in our financial statetsen

Additionally, we would capitalize costs reldt® our intellectual property once technologieddibility has been established, and such cagthmounts would be
amortized over the expected life of the intelletpraperty. Determining when technological feasipihas been achieved, and determining the relateattization period for
capitalized intellectual property requires the abestimates and subjective judgment.

Research and Development Expenses

Our research and development costs are exp@ssacurred and include expenditures relatingutoNDA filing, drug development costs and non-icléh studies for
Silenor. Measurement of research and developmemrmses performed by external service providersaiquires judgment as we may not have been indacetherwise
notified of actual costs incurred, making it neeegdo estimate the efforts completed to date Ard¢lated expense. The period over which senamegerformed, the level
services performed as of a given date and theoéastch services are often subjective determinati@ur principal vendors operate within terms aftcacts which establish
program costs and estimated timelines. We assesgtatus of our programs through regular discusdi@tween our program management personnel andltied vendors.
Based on these assessments, we determine thegzafreur programs in relation to the scope of warltined in the contracts, and recognize the eelamount of expense
accordingly. We adjust our estimates as actuakdmstome known to us. Changes in estimates coulerialdy affect our results of operations.

Share-based Compensation

Share-based compensation expense for emplayekdirectors is recognized in the Statement @r&pns over the expected service period bas¢beastimated grant
date fair value for the award. The grant datevalue for stock options is determined using anarptialuation model, such as the Black-Scholes motéh we use. The
grant date fair value is affected by many compled subjective assumptions, including estimatesuofature volatility, the expected term for our gtamptions, which takes
into consideration expected option exercise behagitd the number of shares expected to ultimaiedy.

Our stock did not have a readily available keaprior to our initial public offering in Decemb2005, creating a relatively short history fromigrhto obtain data to
estimate volatility for our stock price. Consequgnive generally estimate our expected future viithabased on comparable companies and our owckgtace volatility to
the extent such history is available. Our futurtatitity may differ from our estimated volatilityt ahe grant date. We apply a formula-driven apphndaaetermining the
expected term for our share-based awards pursoigidance from Staff Accounting Bulletins, fronetBecurities and Exchange Commission, or SEC. Sized
compensation is based on awards expected
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to ultimately vest and is reduced for estimatedeftures. Our estimated forfeiture rates may diffem forfeitures actually experienced, which woalftect the amount of
expense recognized during the period.

Certain of our share-based awards vest uppacthievement of performance conditions. Shareebesmpensation expense for these awards is reajoizer the period
from the date the performance condition is deteeahito be probable of occurring through the timeapglicable condition is met. Determining the likelod and timing of
achieving performance conditions is a subjectieigjuent made by management which may affect the ahemd timing of expense related to these shareebawards. For
example, we filed a resubmission of our Silenor NiDAlune 2009, resulting in a PDUFA action dat®etember 4, 2009. While the analyses included m\iA
resubmission were focused on the issues raiselebly DA in its Complete Response Letter relatingubNDA, the regulatory approval process is inht#yeromplex, and
clinical and norelinical data is subject to varying interpretatioAs a result, as of September 30, 2009, we deomsider FDA approval of the NDA for Silenor to fm@bable
in accordance with the criteria used for accoungingposes. Accordingly, we have not recognizeduinfmancial statements expense related to cedfadur performance
based awards. Share-based compensation is adjasteftect the value of options which ultimatelyst@s such amounts become known in future periods.

As a result of these subjective and forwamking estimates, the actual value realized witpeesto our share-based awards could differ sicanifily from the amounts
recorded in our financial statements.

In June 2009, we completed a one-time stotiom@xchange program for employees and directors darch 1, 2009. Under the program, eligibletipgrants were able
to elect to exchange all of their stock optionsihg\exercise prices above $1.00 for the grantlebser number of replacement awards having an isegudce of the greater
$1.00 or the closing price of our common stockl@Nasdaqg Stock Market on June 9, 2009. The paatits received two new options for every threeomstitendered for
exchange. All of the eligible participants tendesedhe or all of their stock options for exchangetotal, 4,320,000 stock options were tendereahange for 2,880,000
replacement awards. The exercise price of the ceplant awards was $1.23 per share, which was dlsénglprice of our common stock on June 9, 200®-@ird of the
replacement awards were vested upon grant anethaimder of the replacement stock options will vesbject to the participant’s continued servioeggual monthly
installments over the following two year period Istieat all the awards will be fully vested in Julgd1.

The fair value of the replacement awards reegally expensed over the new award’s vesting deggcept for participants under non-substantivesatiing arrangements.
For these participants, the fair value for the iporbf the replacement award vesting through tteeafrthe consulting agreement is expensed immdgiaf®on exchange. In
total, the stock option exchange program, along #ie immediate vesting of replacement awards tezbin $658,000 of non-cash compensation expeunsaglthe second
quarter of 2009. The remaining incremental faiueabf the replacement awards immediately aftepfitmns were exchanged of $449,000, along withréneaining
unrecognized grant date fair value from the origaveards, will be recognized over the replacemerdrd’'s remaining service period through June 2@tZMmployees and
directors.

Debt and I nterest Expense

In May 2008, we entered into a loan agreemafit Silicon Valley Bank and Oxford Finance Corpiiwa under which we borrowed $15.0 million, lesbidiesuance costs
of $0.2 million, for net proceeds of $14.8 millidn.connection with entering the loan agreementissaed warrants to purchase an aggregate amo@80¢#00 shares of
common stock at an exercise price of $4.385 peaeslaMarch 2009, we repaid the entire remainihd.$ million principal amount of the loan, togethéth the final
payment of $0.6 million required under the loaneggnent. As part of the repayment, we issued to i@ mance Corporation 200,000 warrants to purckasemon stock
having a ten-year term and an exercise price &3pper share, which the lenders agreed to accéigtinf the $0.9 million prepayment penalty regdiunder the loan
agreement. We no longer have any obligations uthdeloan agreement.

At December 31, 2008, we fully accreted thietdiiscount and debt issuance costs, and accreeddté million final payment and the value of therrants issued in lieu of
the prepayment penalty. The debt was classifiel@srent liability and the related restricted cag87.5 million which collateralized the debt waassified as a current asset.
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Net Operating Losses and Tax Credit Carryforwards

We have incurred significant net operatingéssto date. As of December 31, 2008, we had feder@perating loss carryforwards of $132.4 millend California net
operating loss carryforwards of $129.6 million. Eead net operating loss carryforwards begin to expD years after being generated and Californiaperating loss
carryforwards begin to expire ten years after bejiagerated. We also have research and developmestitscas of December 31, 2008 of $4.1 millionfeateral purposes and
$1.9 million for California purposes. Federal resbaand development credits begin to expire 20s/after being generated and California researchdamdlopment credits ¢
not expire. We have fully reserved our net opegalirss carryforwards and research and developnmedits until such time that it is more likely thaat that they will be
realized.

Pursuant to Sections 382 and 383 of the |atdRevenue Code, annual use of our net operatsgydarryforwards and tax credits may be limitethenevent a cumulative
change in ownership of more than 50% occurs withihree-year period. We determined that such areship change occurred as of June 30, 2005 duarious stock
issuances used to finance our development acsvifieis ownership change resulted in limitationgh@nutilization of tax attributes, including neterating loss carryforwards
and tax credits. We estimate that $0.3 million wf Galifornia net operating loss carryforwards weffectively eliminated. Additionally, $18.3 millioof our federal net
operating loss carryforwards, $17.3 million of state net operating loss carryforwards and $0.8aomibf our federal research and development csedére subject to the
Section 382 limitation. A portion of the limitedtn@perating loss carryforwards becomes availahlei$e each year. At December 31, 2008, we estithate8.6 million of
our federal net operating loss carryforwards and #1illion of our state net operating loss carryfards remain limited. Net operating loss carryfamgaand research and
development credits generated subsequent to thership change are currently not subject to linotagi but could be limited in the future if addi@mwnership changes
occur. As of November 2, 2009, we have not updatedSection 382 analysis, which was completed mjurection with our initial public offering in Decemer 2005.

Results of Operations
Comparisons of the Three Months Ended September 30, 2009 and September 30, 2008

License feed.icense fees for the three months ended Septenth@089 and 2008 were as follows (in thousandsgiqeercentages):

Three Months Ended

September 30 Change
2009 2008 Dollar Percent
Silenor $ — $  15C $ (150 (100)%
Nalmefene — 3 3) (100)%
Total license fee $ — $ 158 $ (153 (100)%

License fees decreased $0.2 million due toem$e arrangement entered into during the thiedtquof 2008 for the exclusive rights to purchasertain ingredient used in
our formulation for Silenor. We were also obligatednake immaterial annual payments to the Uniteisfi Miami pertaining to our nalmefene programJime 2009, we
exercised our contractual right to terminate ocgrise agreement with the University of Miami, résglin no further obligations under our nalmefgmegram.
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Research and Development Expef@search and development expense for the threenmented September 30, 2009 and 2008 were as fo{lowhousands, except
percentages):

Three Months Ended

September 30 Change
2009 2008 Dollar Percent
Silenor development wotr $ 113 $ 1,632 $ (1,519 (93)%
Personnel and other co: 297 2,47: (2,17¢) (88)%
Shar-based compensation expel 96 48¢ (399 (80)%
Total research and development expe $ 50¢€ $ 4,59 $ (4,089 (89)%

Research and development expense decreasethififon primarily due to a reduction in person@aeld related costs, including share-based compensatpense, as a
result of a reduction in headcount which occurreg@art of our cost reduction measures. Expensatedeto Silenor development work decreased dugetcampletion during
2008 of our cardiac study and a decrease in drugldgment activities as a result of the delay e BDA approval process.

Marketing, General and Administrative Expendéarketing, general and administrative expensefferthree months ended September 30, 2009 andv2&@8as follows
(in thousands, except percentages):

Three Months Ended

September 30 Change
2009 2008 Dollar Percent
Marketing, personnel and general cc $ 85¢ $ 4,28t $ (3,429 (80)%
Shar-based compensation expel 481 947 (46€) (49)%
Total marketing, general and administrative expt $ 1,33¢ $ 5,23 $ (3,899 (74)%

Marketing, general and administrative expatesereased $3.9 million due to a decrease in markgiaration activities as a result of the delashenFDA approval process
for Silenor. In addition, personnel and relatedsoscluding sharéased compensation expense, decreased as a fesudtduction in headcount which occurred as plaouo
cost reduction measures.

Interest and Other Incominterest and other income for the three months @S#ptember 30, 2009 and 2008 was as follows @nsidinds, except percentages).

Three Months Ended
September 30 Change
2009 2008 Dollar Percent

Interest and other incon $ 2 $ 21€ $ (219 (99)%

Interest and other income decreased $0.2omitlue to lower average cash and marketable sebafidnces as a result of our continued net operétisses and repayment
of our debt in March 2009, as well as lower interates earned on our cash and marketable seswiiapared to the prior year.

Interest and Other (Expensd)terest and other (expense) for the three monttle@d September 30, 2009 and 2008 was as follovthdirsands, except percentages).

Three Months Ended
September 30 Change
2009 2008 Dollar Percent

Interest and other (expens $ — $ (549 $ 54¢ (100%

Interest and other (expense) decreased $0ibmid zero due to our repayment in full of thetstanding balance of our debt facility in MarctdD20We will not incur
additional interest expense on this debt going éodwy
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Comparisons of the Nine Months Ended September 30, 2009 and September 30, 2008
License feed.icense fees for the nine months ended Septemh&08® and 2008 were as follows (in thousands, Expercentages):

Nine Months Ended

September 30 Change
2009 2008 Dollar Percent
Silenor $ — $  15C $ (150 (100)%
Nalmefene (999) 11 (1,010 (9,182)%
Total license fee $ (999 $ 161 $ (1,160 (720)%

License fees decreased $1.2 million primatilg to the termination of our license agreemertt BibTie for nalmefene in March 2009. Pursuant termination
agreement, BioTie paid us a $1.0 million terminatiee which we included as a reduction of liceremsf In addition, during the third quarter of 2088,paid $0.2 million
under a license arrangement for the exclusive sighpurchase a certain ingredient used in our ditation for Silenor. We were also obligated to makenaterial annual
payments to the University of Miami pertaining tar malmefene program. In June 2009, we exercisedantractual right to terminate our license agreenwith the
University of Miami, resulting in no further obligans under our nalmefene program.

Research and Development Expefi@search and development expense for the nine mentted September 30, 2009 and 2008 were as followsousands, except

percentages):
Nine Months Ended

September 30 Change
2009 2008 Dollar Percent
Silenor development wor $ 582 $ 5,93t $ (5,350 (90)%
Personnel and other co: 1,48¢ 6,16( (4,67¢€) (76)%
Shar-based compensation expel 1,43(C 1,52¢ (96) (6)%

Total research and development expe $  3,49: $ 13,61¢ $ (10,129 (74)%

Research and development expense decreasddrillion primarily due to a decrease in drug depenent activities for Silenor as a result of tieay in the FDA approv
process and the completion during 2008 of our eardiudy for Silenor. Personnel and other costeedsed as a result of a reduction in headcounthadicurred as part of
our cost reduction measures. This reduction in teatt also caused a decrease in share-based catiparexpense, but this decrease was partiallyebfg share-based
compensation expense incurred in conjunction withame-time stock option exchange program in JW@92and accelerated vesting and continued vestidgr consulting
arrangements for certain employees whose employmasiterminated during 2009 and which were consitieon-substantive for accounting purposes.

Marketing, General and Administrative Expendéarketing, general and administrative expenseffemine months ended September 30, 2009 and26@8as follows
(in thousands, except percentages):

Nine Months Ended

September 30 Change
2009 2008 Dollar Percent
Marketing, personnel and general cc $ 5,61¢ $ 10,73 $ (5,119 (48)%
Shar-based compensation expel 4,174 3,31¢ 861 26%
Total marketing, general and administrative expt $ 9,79¢ $ 14,04¢ $ (4,259 (30)%

Marketing, general and administrative expatesereased $4.3 million primarily due to a reductiomarket preparation activities as a result efdelay in the FDA
approval process for Silenor. In addition, persdamel related costs decreased as a result of stireduction measures, including our reductioneadtount and our move to
a smaller corporate facility. The decrease in parebcosts from the reduction in workforce wasipdiyt offset by expenses
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incurred in conjunction with severance arrangemestisire-based compensation expense increased duedoe-time stock option exchange program in 2089 and share-
based compensation expense from accelerated vestithgontinued vesting under non-substantive ctingudrrangements for certain employees whose gmpdat was

terminated during 2009. This increase in sharesbasenpensation expense was patrtially offset bycaedese in share-based compensation expense froraduation in
headcount.

Interest and Other Incominterest and other income for the nine months eiBkatember 30, 2009 and 2008 was as follows (insttwads, except percentages).

Nine Months Ended
September 30 Change
2009 2008 Dollar Percent
Interest and other incon $ 26 $ 81¢ $ (799 (97)%

Interest and other income decreased $0.8omitlue to lower average cash and marketable sebafidnces as a result of our continued net operétisses and repayment
of our debt in March 2009, as well as lower interates earned on our cash and marketable seswiapared to the prior year.

Interest and Other (Expensé)terest and other (expense) for the nine montbde@iSeptember 30, 2009 and 2008 was as followtbdisands, except percentages).

Nine Months Ended

September 30 Change
2009 2008 Dollar Percent
Interest and other (expens $ (259 $ (769 $ 50¢ (66)%

Interest and other (expense) decreased $0ibmdue to our repayment in full of the outstamgibalance of our debt facility in March 2009. Wi not incur additional
interest expense on this debt going forward.

Liquidity and Capital Resources

Since inception, our operations have beemfiad primarily through the private placement ofiggsecurities, our initial public offering and deh the form of our secured
credit facility, which has since been fully repalthrough September 30, 2009, we have receivedrneepds of $90.0 million from the sale of shareswfpreferred stock and
net proceeds of $56.8 million through sales ofammon stock, including the exercise of stock aygtio

As of September 30, 2009, we had $5.4 miliiboash, cash equivalents and marketable secutiiig)sily 2009, we completed a private placemeri. bfmillion shares of
our common stock at a price of $1.05 per sharesandn-year warrants to purchase up to 5.1 milldditeonal shares of our common stock, exercisableash or by net
exercise at a price of $1.155 per share, for aggeegross proceeds of $6.0 million and net procee@5.7 million. We believe, based on our currepérating plan, that our
cash, cash equivalents and marketable securitiesSaptember 30, 2009 will be sufficient to fund oeperations through the expected duration oRBA'’s review of our
resubmission of the Silenor NDA and through theoadoquarter of 2010. We will need to obtain addisilbfunds to finance our operations beyond thattpoi if our operatin
plan is modified to accelerate commercializatiotivitees relating to Silenor.

We have invested a substantial portion ofauailable cash in money market funds and U.S. gouent debt securities. All of our investments inney market funds and
U.S. government debt securities continue to belhigited, highly liquid and have readily determileafair values. As a result, none of our securifiesconsidered to be
impaired. We have established guidelines relatindjtersification and maturities of our investmetatpreserve principal and maintain liquidity.

Our future capital uses and requirements d&pemumerous forward-looking factors. These factoclude but are not limited to the following:
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. the costs of seeking regulatory approval of Sitemcluding any clinical studies or other workjuéred to achieve such approval, as well as thagrof such
activities and approva

. the terms and timing of any collaborative, licegsémd other arrangements that we may estat

. the costs of establishing or contracting for saled marketing and other commercial capabilitiesgdfuired;

. the extent to which we acquire o-license new products, technologies or busine:

. the rate of progress and cost of our-clinical studies, clinical trials and other devetognt activities

. the scope, prioritization and number of developnmeagrams we pursu

. the effect of competing technological and markefedtgpments; an

. the costs of filing, prosecuting, defending andoecihg any patent claims and other intellectuaperty rights.

Cash Flows

We expect to continue to incur losses and megative cash flows from operations for the foeadte future as we pursue NDA approval for Sileeeek to commercialize
Silenor and potentially pursue development of ofireduct candidates. For the nine months endede8dgetr 30, 2009, net cash used in operating aetwtias $7.8 million,
compared to $21.1 million for the nine months en8egtember 30, 2008. The decrease in net cashiruspérating activities was primarily due to a dexe in our net loss as
we implemented cost reduction measures in resgortbe delay in the approval process for Silenonctuded our cardiac study of Silenor in 2008, egwived $1.0 million
from the termination of our nalmefene license vBtbTie in March 2009.

Our independent auditongport for the year ended December 31, 2008 indwaafeexplanatory paragraph stating that our reagifisses from operations and negative
flows raise substantial doubt about our abilitgémtinue as a going concern. If we are unable tmtaia sufficient financial resources, including fajsing additional funds
when needed, our business, financial conditionrasdlts of operations will be materially and adedrsaffected and we may be unable to continuegmsireg concern. If we a
unable to continue as a going concern, we may twliquidate our assets and may receive less thanalue at whiclthese assets are carried on our financial statesyamd i
is likely that investors will lose all or a part thfeir investment.

We cannot be certain if, when, or to what extee will receive cash inflows from the commerizdation of Silenor or any other product candid&i@t tve may develop.
Until we can generate significant cash from ourrapens, we expect to continue to fund our operetiwith existing cash resources and through stiategnsactions, public
private equity or debt financings, assigning reables or royalty rights, or other arrangements.

However, we may not be successful in obtaimeguired additional financing when needed. If Elde, financing may not be obtained on terms falater to us or our
stockholders. We also may not be successful irriagténto strategic collaboration agreements, aeiteiving milestone or royalty payments under ¢hmgreements. If we are
unsuccessful in raising additional funds when ndede may be required to delay, scale-back or aekte development plans or programs relating tdasiness, relinquish
some or all rights to Silenor or renegotiate les®fable terms with respect to such rights thanwweld otherwise choose or cease operating as @ goincern. If we raise
additional funds by issuing equity securities, $absal dilution to existing stockholders wouldéil result. If we raise additional funds by incagidebt financing, the terms
of the debt may involve significant cash paymeriigattions as well as covenants and specific finaneitios that may restrict our ability to operate business.

We have an effective shelf registration staenhon Form S-3 on file with the SEC. The effeatiegs of this registration statement will expir®gcember 2009, but we
have filed a new shelf registration statement dogethe unsold securities included in such redistnastatement. Under the rules and regulationte®SEC, because we filed
the replacement registration statement prior teettm@ration of the currently-effective registratistatement, we expect that there will be no infgiam in our eligibility to use
the shelf registration statements to obtain adutidinancings from
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time to time. However, our ability to obtain sualddional financing will still be subject to the SE rules and regulations relating to eligibility tse Form S-3. Under current
SEC regulations, at any time during which the aggte market value of our common stock held by rffihages, or public float, is less than $75.0 niah, the amount we can
raise through primary public offerings of secustia any twelve-month period using shelf registnatstatements will be limited to an aggregate @&-third of our public float.
As of November 2, 2009, our public float was 12 iiom shares, the value of which was $25.5 milllmased upon the closing price of our common sté@2®4 on such
date. The value of one-third of our public floalccgated on the same basis was $8.5 million.

As a result of recent volatility in the capitaarkets, the cost and availability of financirestbeen and may continue to be adversely affeCmucern about the stability of
the markets in general and the strength of couatggs specifically has led many lenders and umtibhal investors to reduce and in some cases ¢egsevide funding to
borrowers. Any continued turbulence in the U.S. emternational markets and economies may adveedéygt our ability to obtain additional financing terms acceptable to
us, or at all. If these market conditions contirthey may limit our ability to access the capitalrikets to meet liquidity needs.

In response to the FDA's delay of the PDUFAedar Silenor in November 2008, the Complete Raspd_etter we received from the FDA in February®2Gthd our
meeting with the FDA in April 2009, we implementeettain cost reduction measures. From December 2068gh May 2009, we completed a reduction inwarkforce
which eliminated employment for 36 employees inraggte, resulting in our current six full time emyaes. In addition, in November 2008, our Boar®iméctors amended
the Director Compensation Policy to provide that+gonployee directors receive their quarterly regesrfor service on the Board of Directors or conwet thereof and their
fees for attending meetings of the Board and cotesstthereof in restricted stock units, or RSUslemmmur 2005 Equity Incentive Award Plan in lieucah compensation.
The compensation arrangement of David Hale, oucétikee Chairman of the Board, was also amendedovelber 2008 so that his cash compensation for mleths
payable in RSUs. Mr. Hale has since reassumedasisign as our non-Executive Chairman of the Bagfdctive June 9, 2009, and as such he is compethéat his services
in RSUs under the Director Compensation Policyaddition, we did not make a cash bonus award umale2008 Incentive Plan. We have been and williooetworking
with certain of our suppliers and vendors to maragecash expenditures relating to our operations.

Common Stock Financing

In July 2009, we completed a private placenoéit1 million shares of our common stock at @@of $1.05 per share and warrants to purchase b tmillion additional
shares of our common stock, exercisable in casly oet exercise at a price of $1.155 per sharegriass proceeds of $6.0 million and net proceed®5of million. The
warrants are immediately exercisable and expitkiip 2016.

In connection with the private placement, Wiedfa registration statement with the SEC forrésale of both the shares of common stock purchiayséue investors and the
shares of common stock issuable upon exerciseeof#iirants. We also agreed to other customary atidigs regarding registration, including mattetatieg to
indemnification, maintenance of the registratiatestnent and payment of expenses. The resale aggiatstatement was declared effective by the SE&uigust 2009.

We may be liable for liquidated damages ifdeenot maintain the effectiveness of the regigiratitatement or the listing of the common stockhenNasdaq Capital
Market, the Nasdaqg Global Market, the New York &tBgchange or the American Stock Exchange, in eash for a period of ten consecutive days or forentizan thirty
days in any 365-day period. The amount of the digteéd damages is one percent per applicable téirgrday period, subject to an aggregate maxinofi@ight percent per
calendar year, of the aggregate purchase prideecddmmon stock purchased in the private placethentheld by each investor that are registrablargés. We do not
believe it is probable we will be required to peguldated damages, and we have not recognizedranyrs in our financial statements related to suatential liquidated
damages.

Loan and Security Agreement

In March 2009, we repaid the entire remair$t@.7 million principal amount under our Loan Agresnt with Silicon Valley Bank and Oxford Financer@aration,
together with the final payment of $0.6 million téged under the Loan Agreement. In May 2008, werd into that agreement under which we borrowéd@dnillion, less
debt issuance costs
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of $0.2 million, for net proceeds of $14.8 millidn.connection with the repayment, we issued too@kFinance Corporation 200,000 warrants to puricasnmon stock
having a ten-year term and an exercise price &3@vhich the lenders agreed to accept in lietnef#0.9 million prepayment penalty required underltoan Agreement. We
no longer have any obligations under the Loan Agesg.

Committed Equity Financing Facility

In May 2008, we entered into a Committed Bglinancing Facility, or CEFF, with Kingsbridge Gap Limited, or Kingsbridge, pursuant to which i§gbridge committe
to provide capital financing for a period of thiesars through the purchase of a maximum of 3,6 T2n@vly-issued shares of our common stock, sulbjecgrtain conditions
and limitations as set forth in the common stocichase agreement. We did not issue and sell amgsb&our common stock under the CEFF. In July920@ terminated tt
CEFF and no longer have any obligations under gheements relating to the CEFF. In connection eittering into the CEFF, we issued to Kingsbridgeaarant to purchase
165,000 shares of our common stock at the purghdse of $5.4175 per share. The warrant remainscesable, subject to certain exceptions, until Nober 21, 2013.

Contractual Obligations

We have entered into license agreements toirgcthe rights to develop and commercialize owdprt candidate. Pursuant to these agreementshtamed exclusive, sub-
licenseable rights to the patents and kriwwr for certain indications. We generally are regdito make upfront payments as well as additipagiments upon the achievem
of specific development and regulatory approvakstitnes. We are also obligated to pay royaltiegutied agreements until the later of the expiratibtihe applicable patent
or the applicable last date of market exclusivitjdwing the first commercial sale.

The following table describes our commitmentsettle contractual obligations in cash as oft&aper 30, 2009 (in thousands):

Payments Due By Perioc

2010 2012
Remainder through through
of 2009 2011 2013 After 2013 Total
Operating lease obligatiol 4 16 — — 20
Minimum payments under license agreem: — — — — —
Non-cancellable purchase ord¢ — — — — —
Total $ 4 $ 16 $ — $ — $ 20

In March 2009, we reduced our operating ledsigiations relating to our office space by entgrimto an agreement to terminate our building sag#ewith Avnet, Inc., or
Avnet, effective as of April 30, 2009. Under theegment, we agreed to pay Avnet $0.6 million aadgfer ownership to certain leasehold improvemandsfurniture and
fixtures in full satisfaction of all rent and othelrarges, including any termination fees, payabltieu the sublease. As a result, we have no fudblégations under this lease
agreement.

In April 2009, we entered into a sublease wiftd Capital Management, L.P., or aAd, under whiehare renting approximately 1,320 square feeffafeospace on a
month-to-month basis. We paid aAd an upfront paymé&#$12,000, and pay $6,000 per month for rens pliher pass-thru charges for utilities. The ugfgayment is non-
refundable unless the sublease is terminated tiharby us.

In March 2009, we and BioTie entered into greeament to mutually terminate our license agree¢ifeemalmefene. Pursuant to this agreement, Bigéid us a
$1.0 million termination fee. In June 2009, we eisrd our contractual right to terminate our lieeagreement with the University of Miami. As a leswe have no further
minimum payments under license agreements.

We are obligated to make a milestone payme#il® million to ProCom One Inc. upon approvaltbg FDA of our NDA for Silenor, and we are alsoigated to make
revenue-based royalty payments. These milestonecyadty
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payments are not included in the table above becaescannot at this time determine when or if #lated milestone will be achieved or the eventgering the
commencement of payment obligations will occur.

We have contracted with various consultantsg enanufacturers, and other vendors to assistig development work, including clinical trials andn<clinical studies, da
analysis, the submission and regulatory reviewusfNdDA, preparation for the potential commercialiah of Silenor, and for other general corporat @afministrative
matters. The contracts are terminable at any timeopbligate us to reimburse the providers for ame or costs incurred through the date of terniamat

In September 2008, we requested that our ggmigaupplier for Silenor, Anderson Packaging, Joec.Anderson, prepare for the manufacture of comiaklaunch batches
of finished products of Silenor by purchasing sfiediquantities of certain raw materials for usesirth manufacturing. At Anderson’s request, intttiel and fourth quarters
of 2008, we submitted to Anderson written authdiares for Anderson to purchase such raw mateneéni aggregate amount of $0.8 million. Pursuattiéaerms of the
supply agreement, Anderson will receive reimbursanfa such raw materials through the purchaseegdoc the delivery of finished packaged producticlthas not occurred
to date as a result of the delay in the FDA apprpracess for Silenor. We do not have title to steshi materials and it is our judgment that thieds a liability at this time.
Accordingly, no such amounts have been recognizeféte in our financial statements at Septembe2G09.

We have employment agreements with each o€ouent employees that provide for severance paysrend accelerated vesting for certain share-basadds if their
employment with us is terminated under specifiedwrnstances. In order to reduce expenditures, mwanated the employment of six employees in Mar@d®and one
additional employee on April 1, 2009. Each of teertinated employees entered into a separation mgrgeunder which we paid two months of the empltybase salary
upon separation and agreed to pay 110% of the réngaibenefits to which the employee was contrabtuaititied upon the earliest to occur of: 1) tlenpletion of a
financing or series of financings of at least $1@ilion, 2) a change of control, or 3) an insolegrevent involving us, in each case provided swemeoccurs prior to
February 15, 2010, after which the remaining sevegdenefits are eliminated. As of September 3092@e had completed financing activities resulimgggregate procee
of $7.1 million of the $10.0 million which wouldigger payment of these deferred severance obligati/e paid $0.2 million upon separation and tHferded severance
payments total $0.6 million. Each of the affectetpiyees entered into a consulting agreement veitthat will expire on December 31, 2009. The foremaployees will
continue to vest in their share-based awards dihiedgerm of the consulting agreements. In totalrecorded charges totaling $1.5 million duringftrst quarter of 2009 in
conjunction with this reduction in workforce fonggance paid, severance owed, accelerated vestirggftain share-based awards, and continued gestishare-based
awards under consulting agreements.

In April 2009, in order to further reduce erpéures, we undertook a process to reduce ourfaarg by an additional six employees, which proseas completed on
May 15, 2009. Each of the terminated employeesedt@ato a separation agreement pursuant to whepaid two months of the employee’s base salary gspparation and
agreed to pay 110% of the remaining benefits tactvtiie employee was contractually entitled uporetimiest to occur of: 1) the completion of a fineny or series of
financings of at least $10.0 million, 2) a chanfeantrol, 3) an insolvency event involving us, ArmDecember 31, 2010. As of September 30, 200%adecompleted
financing activities resulting in aggregate proceefi$6.1 million of the $10.0 million which woutdgger payment of these deferred severance omigatWe paid
$0.2 million upon separation and paid an additiéal million during the third quarter of 2009 f@ning to the reimbursement of relocation costfeBed severance
payments total $1.1 million. Each of the affectetptoyees entered into a consulting agreement veitthat will expire at the end of the tenth montiofeing the termination
date. The former employees will continue to vesheir share-based awards during the terms of toeisulting agreements. In total, we recorded @sdyring the second
quarter of 2009 in conjunction with this reductiarworkforce totaling $3.0 million for severanceighaseverance owed, accelerated vesting for cestzame-based awards, and
continued vesting of share-based awards under ttmgsarrangements.
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The following table summarizes the severarareehts for the terminated employees, excludingest@ased charges (amounts in thousands).

Three months Nine months

ended ended
September 3C September 3C

2009 2009
Beginning severance liabilit $ 1,727 $ —
Severance benefits incurr — 2,171
Severance benefits pe (63 (519
Change in estimat (5) (5)
Ending severance liabilit $ 1,65¢ $ 1,65¢

Off-Balance Sheet Arrangements

As of September 30, 2009, we do not have afationships with unconsolidated entities or finahpartnerships, such as entities often referoegiststructured finance or
special purpose entities, which would have beesbéished for the purpose of facilitating off-balargheet arrangements or other contractually naordimnited purposes.

Recent Accounting Pronouncements

In June 2009, the Financial Accounting Stadgd@oard, or FASB, issued Statement of Financialodating Standards, or SFAS, No. 1&€counting for Transfers of
Financial Assets an Amendment to SFAS No.which was codified into the Accounting Standardsl€¢'ASC”) under Topic 860ransfers and ServicingThis accounting
standard eliminates qualified special purposeiestiSFAS No. 166 provides more stringent critégransferred financial assets to qualify asla aad for the deecognitior
of financial assets if interest in the asset remaifiter the transfer. This accounting standardféctve for the first reporting period beginninfiex November 15, 2009. We do
not anticipate that the adoption of SFAS No. 16l lvdve a material impact on our financial statetaen

In June 2009, the FASB issued SFAS No. AGiendments to FASB Interpretation No. 46(®)ich was codified into the ASC under Topic 826nsolidation. This
accounting standard requires analysis of whetheali@ interest entities are consolidated into mjgany’s financial statements. Consolidation is apgate if the company is
the primary beneficiary of the variable interestitgrwhich occurs if the company has both: 1) tleevpr to direct most significant activities, andtf2¢ potential to absorb most
of the losses or benefits from performance by #méable interest entity. Ongoing reassessment eféther a variable interest entity should be cbdated is also required.
This accounting standard is effective for the fiegiorting period beginning after November 15, 2002 do not anticipate that the adoption of SFAS NgY will have a
material impact on our financial statements.

In September 2009, the FASB issued Accourfiitagndards Update (“ASU”) No. 2009-12, which progidgiidance on measuring the fair value of an iruest in an entity
or holding that reports its value on a per shastsbd his standard provides that the fair valusuzh investments may be measured at their net\easset per share so long as
such net asset value is calculated in a manneistenswith accounting principals governing faitu@measurement. This accounting standard is @féefur the first reportin
period ending after December 15, 2009. We do ntitipate the adoption of ASU No. 2009-12 will havenaterial impact on our financial statements.

Caution on Forward-Looking Statements

Any statements in this report about our exgtémts, beliefs, plans, objectives, assumptiorfsitoire events or performance are not historicasfand are forward-looking
statements. You can identify these forward-loolstegements by the use of words or phrases sudbetisVe,” “may,” “could,” “will,” “estimate,” “coninue,” “anticipate,”
“intend,” “seek,” “plan,” “expect,” “should” or “wald.” Among the factors that could cause actualltego differ materially from those indicated retforward-looking
statements are risks and uncertainties inheremtiitbusiness including, without limitation: ourénpretation of our communications and interactiwith the FDA relating to
the requirements for approval of the NDA for Silerend the FDA’s agreement with such interpretatar interpretation of the results of our clinitahls for Silenor, the
timing of the interpretation of such results anel BDA’s agreement with such interpretation; theeptal for Silenor to receive regulatory approval éne or more indications
on a timely basis or at all; the potential
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for the FDA to impose non-clinical, clinical or ethrequirements to be completed before or aftaslatégry approval of Silenor; our ability to demanasgeé to the satisfaction of
the FDA that potential NDA approval of Silenor gp@opriate without standard, lorigrm carcinogenicity studies, given the contextahpleted trials and pending studies;
timing and results of non-clinical studies for 8ite, and the FDA'’s agreement with our interpretatid such results; our ability to raise sufficieapital to meet FDA
requirements and otherwise fund our operationseet our obligations to parties with whom we coettralating to financing activity, and the impaétamy such financing
activity on the level of our stock price; the impatany inability to raise sufficient capital torfd ongoing operations, including the potentidbéarequired to restructure the
company or to be unable to continue as a goingezanour ability to successfully commercialize Sde, if it is approved by the FDA; the potentialeioter into and the terms
of any strategic transaction relating to Silenbe $cope, validity and duration of patent protecdad other intellectual property rights for Silenshether any approved label
for Silenor is sufficiently consistent with suchtgat protection to provide exclusivity for Silenoyr ability to operate our business without indiimg the intellectual property
rights of others; inadequate therapeutic efficacyreexpected adverse side effects relating to &ilémat could delay or prevent regulatory appramratommercialization, or
that could result in recalls or product liabilitiaiens; other difficulties or delays in developmeesting, manufacturing and marketing of and olitgimegulatory approval for
Silenor; estimates of the potential markets foei®F and our ability to compete in these marketd;ather risks detailed in this report under Piart-litem 1A — Risk Factors
below and previously disclosed in our Annual Reporform 10-K. Although we believe that the expgetes reflected in our forward-looking statements @easonable, we
cannot guarantee future results, events, levedstdiity, performance or achievement. We undertakebligation to publicly update or revise any fard-looking statements,
whether as a result of new information, future evem otherwise, unless required by law. This cauis made under the safe harbor provisions oPtinate Securities
Litigation Reform Act of 1995.

Iltem 3. Quantitative and Qualitative Disclosures abut Market Risk

Our cash, cash equivalents and marketableaiseswat September 30, 2009 consisted primarilgnofiey market funds and U. S. government debt gesurThe primary
objective of our investment activities is to preseprincipal while maximizing the income we recefk@n our investments without significantly increasrisk. Historically,
our primary exposure to market risk is interest insitivity. This means that a change in prengilnterest rates may cause the value of the imergtto fluctuate. For
example, if we purchase a security that was issutda fixed interest rate and the prevailing ies#rate later rises, the value of our investmelhfrobably decline. To
minimize our interest rate risk, we maintain ourtfmio of cash, cash equivalents and marketabteistes in a variety of securities consisting paiity of money market func
and U.S. government debt securities, all with uagimaturities. In general, money market funds atesanbject to market risk because the interest paisuch funds fluctuates
with the prevailing interest rate. We also gengriathe the maturities of our investments to corcespwith our expected cash needs, allowing us tidarealizing any
potential losses from having to sell securitiesiptd their maturities.

Recently there has been concern in the cnealikets regarding the value of a variety of moré&gagcked securities and the resultant effect on uarsecurities markets. C
cash is invested in accordance with a policy apgaddwy our board of directors which specifies thegaries, allocations, and ratings of securitieswes consider for
investment. We do not believe our cash and casiva&eguts have significant risk of default or illigity. We made this determination based on discusswith our treasury
managers and a review of our holdings. While wéelelour cash and cash equivalents are well diietisind do not contain excessive risk, we cannotide absolute
assurance that our investments will not be sultgeftiture adverse changes in market value.

Item 4. Controls and Procedures
Evaluation of Disclosure Controls and Procedures

We maintain disclosure controls and procedtirasare designed to ensure that information reduio be disclosed in our reports filed pursuarihe Securities Exchange
Act of 1934 is recorded, processed, summarizedegparted within the time periods specified in tHeC3s rules and forms and that such informatiorcuaulated and
communicated to our management, including our Chiefcutive Officer, who is both our principal extea officer and our principal financial officeig &llow for timely
decisions regarding required disclosure. In desgyaind evaluating the disclosure controls and pha@s, management recognizes that any controlprncgdures, no matter
how well designed and operated, can provide ordgarable assurance of achieving the desired cafijettives, and management is required to applydgment in
evaluating the cost-benefit relationship of possitintrols and procedures.
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As required by Securities and Exchange ComarnisRule 13a-15(b), we carried out an evaluatiordar the supervision and with the participatiomaf management,
including our Chief Executive Officer, who is bashr principal executive officer and our principaidncial officer, of the effectiveness of the desémd operation of our
disclosure controls and procedures as of the etliegberiod covered by this report. Based on thegfoing, our Chief Executive Officer concluded tbat disclosure controls
and procedures were effective at the reasonableaas= level as of September 30, 2009.

Changes in Internal Control Over Financial Reporting

There has been no change in our internal ebawer financial reporting during our most recéstal quarter that has materially affected, aei@sonably likely to material
affect, our internal control over financial repagi In May 2009, the employment of our Chief Finah©fficer was terminated as part of our cost e efforts. Upon such
termination, our Chief Executive Officer began segvas both our principal executive officer and ptincipal financial officer.

PART Il — OTHER INFORMATION

Item 1. Legal Proceedings

Not applicable.

Item 1A. Risk Factors

Investing in our common stock involves a high degrferisk. Our Annual Report on Form 10-K for tleayended December 31, 2008 includes a detailenisiggon of our
risk factors under the heading “Part |, Item 1A—RIzactors.” Set forth below are certain changesiirthe risk factors previously disclosed in our AairfReport on Form 10-
K. You should carefully consider the risk factorscdissed in our Annual Report on Form 10-K and i tbport as well as the other information in théport before deciding
whether to invest in shares of our common stock.ddeurrence of any of the risks discussed in theual Report on Form 10-K or this report could haoer business,
financial condition, results of operations or gréwgrospects. In that case, the trading price of common stock could decline, and you may loserghad of your investmer
Except with respect to our trademarks, the tradérmatrade names and service marks appearing inrégiert are the property of their respective owni

Risks Related to Our Business

Wewill require substantial additional funding and may be unable to raise capital when needed, which could force usto delay, reduce or eliminate planned activities or
result in our inability to continue as a going concern.

We are a development stage company with neness, and our operations to date have generdbsthstial needs for cash. We expect our negatisie ftaws from
operations to continue until we obtain regulatgopraval for Silenor and are able to generate sicanit cash flows from the commercialization of Sde

In July 2009, we completed a private placenoéit1 million shares of our common stock at @@f $1.05 per share and seven-year warrantsrahase up to 5.1 million
additional shares of our common stock, exerciseb&ash or by net exercise at a price of $1.155hare, for aggregate gross proceeds of $6.0 miili@ net proceeds of
$5.7 million. We believe, based on our current apieg plan, that our cash, cash equivalents andéteteble securities as of September 30, 2009 wiiufécient to fund our
operations through the expected duration of the EO&view of our resubmission to the Silenor NDA @mbugh the second quarter of 2010. We will needbttain additione
funds to finance our operations beyond that painif our operating plan is modified to accelerabenmercialization activities relating to Silenor.

The development and approval of Silenor véijuire a commitment of significant funds, and aosnmercialization activities relating to Silenor wedertake are likely to
result in the need for substantial additional fur@sr future capital requirements will depend ard aould increase significantly as a result of, ynfactors, including:
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. the costs of seeking regulatory approval of Sitemcluding any clinical studies or other workjuéred to achieve such approval, as well as thagrof such
activities and approva

. the terms and timing of any collaborative, licegsémd other arrangements that we may estat

. the costs of establishing or contracting for saled marketing and other commercial capabilitiesgdfuired;

. the extent to which we acquire o-license new products, technologies or busine:

. the rate of progress and cost of our-clinical studies, clinical trials and other devetognt activities

. the scope, prioritization and number of developnmeagrams we pursu

. the effect of competing technological and markefedtgpments; an

. the costs of filing, prosecuting, defending andoecihg any patent claims and other intellectuaperty rights.

We intend to obtain any additional funding require through strategic relationships, publipovate equity or debt financings, assigning reables or royalty rights, or
other arrangements and cannot assure that sucinfuwill be available on reasonable terms, or at al

If we are unsuccessful in raising additioregjuired funds, we may be required to delay, sbatk or eliminate plans or programs relating totmsiness, relinquish some
all rights to Silenor, renegotiate less favorablerts with respect to such rights than we would e choose or cease operating as a going conlceaddition, if we do not
meet our payment obligations to third parties &y ttome due, we may be subject to litigation claiven if we are successful in defending againssetclaims, litigation
could result in substantial costs and be a distmadb management, and may result in unfavoraldeltgthat could further adversely impact our ficiahcondition.

If we raise additional funds by issuing equigcurities, substantial dilution to existing stecklers would result. If we raise additional futysincurring debt financing, the
terms of the debt may involve significant cash pagihobligations as well as covenants and spedifantial ratios that may restrict our ability toesate our business.

Our independent auditongport for the year ended December 31, 2008 indwaafeexplanatory paragraph stating that our reagifisses from operations and negative
flows raise substantial doubt about our abilitgémtinue as a going concern. If we are unable totaia sufficient financial resources, including fajsing additional funds
when needed, our business, financial conditionrasdlts of operations will be materially and adedrsaffected and we may be unable to continuegmsireg concern. If we a
unable to continue as a going concern, we may twliquidate our assets and may receive less thanalue at which those assets are carried onrandial statements, and
it is likely that investors will lose all or a past their investment.

Our success is dependent on the success of Silenor (doxepin).

To date the majority of our resources havenieeused on the development of Silenor, and sabatly all of our resources are now focused orksegregulatory approval
of Silenor. Accordingly, any failure or significadelay in the approval of Silenor will have a salnsial adverse impact on our business.

Thereisno assurance that we will be granted regulatory approval by the FDA for Silenor on atimely basisor at all.

There can be no assurance that regulatorysppby the FDA will be obtained for Silenor. A liatie to obtain requisite FDA approval or to obtapproval of the label that
we have proposed will delay or preclude us fromkating Silenor or limit its commercial use, and Wbbave a material and adverse effect on our basjrfsmancial conditio
and results of operations.
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The FDA notified us that our NDA for Silenarfthe treatment of insomnia was considered fiedfaMarch 31, 2008. Acceptance of the filing metinad the FDA made a
threshold determination that the NDA was sufficigebmplete to permit an in-depth, substantiveeawvto determine whether to approve Silenor for cemuial marketing for
the treatment of insomnia. This FDA review process take substantial time and require the expemddfisubstantial and unanticipated resources.nA@rganization, we
have limited experience in filing and pursuing #pplications necessary to gain regulatory appraviaich may impede our ability to obtain such apaiov

Under the policies agreed to by the FDA urRIBUFA, the FDA was expected to complete its revéewd provide an action letter with respect to theANBr Silenor as of
December 1, 2008. Prior to December 1, 2008, th& Ffbrmed us that it would not be able to compliggereview by this date and indicated that itseevwould be extended
for up to three additional months, resulting ineavfPDUFA date of February 28, 2009. On Februar2pB9, we received a Complete Response Letter finenfrDA relating
to the NDA. The FDA stated that based on its reviee'NDA could not be approved in its then-curfentn.

In the Complete Response Letter the FDA ragsadmber of issues relating to the interpretatibtihe efficacy data contained in the NDA and iradiécl that the FDA was
open to a discussion of these concerns. The FDAdidequest us to conduct additional clinicall$riaf Silenor.

With respect to safety, the FDA noted thateheere no adverse events observed in the clistadies included in the NDA that would precluderappl, but asked us to
address the possibility that doxepin may proloreggdardiac QT interval. We have responded by sulmgitb the FDA the results of our completed clihizel of doxepin that
evaluated the potential for ECG effects. The resuilthis clinical trial demonstrated that doxepad no effect on QT interval prolongation when austéered at 6 mg or und
exaggerated exposure conditions of 50 mg.

We held a meeting with the FDA on April 6, 200 discuss the issues raised in the CompletedRespl_etter. In the meeting, the FDA stated thatbtain approval of a
chronic insomnia treatment, objective and subjecgifficacy must be established in adult and eldealyent populations, and efficacy must be showth bt the beginning of
treatment and on a persistent basis, defined laasttone month. No additional safety issues weiged in the meeting.

Based on the feedback we received at the mgetie conducted additional analyses of our Silefinical data focused on the durability of subjeetsleep maintenance
efficacy in adults with primary insomnia. We contple these analyses and included the results isubneission of the NDA to the FDA which was subnditte June 4, 2009.
The resubmission also included the results of ommpleted clinical trial of doxepin that evaluatée potential for ECG effects, which was previousipmitted to the doxepin
IND application. The FDA has acknowledged recefpthe resubmission for review and confirmed that tview cycle will be six months, resulting inenwnFDA action date
of December 4, 2009.

Based on the Complete Response Letter antheating with the FDA, we will no longer pursue apgl of a 1 mg dose of Silenor, nor will we seekrapal of a stateme
in the indication section of the label that cliditils of Silenor have demonstrated improvemargléep onset.

Other NDA applicants have announced that fbA Ras notified them that their scheduled reviewedavere delayed due to the FDA's internal resooarestraints. The
FDA has also stated that it may fail to meet theéene dates of other companies for the same reddencannot be certain that the FDA will not imposelsa delay on the
continued review of our NDA.

The information included in the NDA for Silenincluding the data obtained from our non-clihigssting and clinical trials of this product cadalie are susceptible to
varying interpretations. The FDA's interpretatiditioe information included in the Silenor NDA orsnitted during the review of the NDA could cause EDA to impose
additional requirements on us as a condition taiobtg regulatory approval. In addition, we mayurghrily undertake additional work if we feel it uld be beneficial to
support regulatory approval or our proposed lalgefar Silenor. The additional requirements or vaééum undertakings could include additional non-iciéih testing or clinical
trials, analyses of previously-submitted non-clior clinical data, post-marketing studies andisiliance or other requirements. If during the esvithe FDA requests or we
otherwise provide additional information or clardtion regarding information already submitted,rinew process may be further extended by the FidAegulatory
approval could be limited or prevented.
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If the FDA's evaluations of the NDA and ouinatal and manufacturing procedures and faciliiesfavorable, the FDA may issue an approval lettgthorizing
commercial marketing of the drug for a specifiedidation. If the FDA is not sufficiently satisfiedth the information in the NDA to issue an apprioetter, the FDA will
issue another Complete Response Letter, whichailpiwould describe all of the specific deficiersitaat the FDA has identified in the NDA and, wiparissible, recommend
actions that we may take to address the identdfefetiencies.

In addition, delays or rejections may be emtered based upon changes in FDA policy for dryg@yal during the period of FDA regulatory revielar example,
notwithstanding the approval of many products ®/FBDA pursuant to Section 505(b)(2) under the Relderod, Drug and Cosmetic Act over the last feargecertain brand-
name pharmaceutical companies and others havetethjecthe FDA's interpretation of Section 505(9)(2these companies successfully challenge tha’Elhterpretation
of Section 505(b)(2), the FDA may be required targde its interpretation of Section 505(b)(2). T¢usld delay or even prevent the FDA from approwng NDA for Silenor

If we are unable to secure approval by the KiD#he Silenor NDA in a timely manner, in the afise of substantial additional financing, our busg)dinancial condition
and results of operations will be materially andeadely affected, and we may be unable to contasua going concern.

Even if Silenor receivesregulatory approval, it will still be subject to substantial ongoing regulation.

Even if U.S. regulatory approval is obtained $ilenor, the FDA may still impose significansmgctions on its indicated uses or marketing goase ongoing requirements
for potentially costly post-approval studies oresthctivities. For example, the label ultimatelypegved for Silenor, if any, may include a restoation the length of a
prescription for its use or the population for whitmay be used, or may not include the indicattaiement we desire or may include a qualificatisuch statement. Any of
these could have an adverse impact on our abiliachieve market acceptance of Silenor and generadaues from its sale.

Additionally, the FDA has directed manufactsref all antidepressant drugs to revise their pevéabels to include a boxed, or “black box,” wiaghand expanded warning
statements regarding an increased risk of suitiiaking and behavior in children, adolescents ymahg adults being treated with these drugs. Thieeamgredient in
Silenor, doxepin, is used in the treatment of degioe and the package insert includes such a “ilexk warning statement. Although Silenor is ndemded to be indicated
for or used in the treatment of depression andhoeposed dosage for insomnia is less than one-térittat of doxepin for the treatment of depressamd although we have
not evaluated and do not currently intend to segklatory approval for Silenor for the treatmeninsfomnia in children or adolescents, we cannciure that a similar
warning statement will not be required.

Recently, the FDA has also requested thahatiufacturers of sedative-hypnotic drug productsifgdheir product labeling to include stronger darage concerning
potential risks. These risks include severe altergactions and complex sleep-related behaviorghwhay include sleep-driving. The FDA also recomnted that the drug
manufacturers conduct clinical studies to inveséidghe frequency with which sleep-driving and otb@mplex behaviors occur in association with indid&l drug products.
While such complex sleep behaviors were not obskirveur clinical program for Silenor, it is unctdgow and to what extent, if any, these requestisracommendations will
affect Silenor.

Further, some of the drugs that Silenor wolinpete with if it is approved by the FDA, includiAgnbien, Ambien CR, Lunesta and Sonata, have besigudated by the
DEA as Schedule IV controlled substances. Althodigkepin, at higher dosages than we have incorpbmt8ilenor, is not currently and has never be&clzedule IV
controlled substance and the FDA has indicate@irespondence relating to our pre-NDA meeting fiteror that it will recommend that it not be a Sdtie IV controlled
substance, we cannot be certain that Silenor with Imon-scheduled drug until the FDA and DEA hawelerfinal determinations on the matter. In our reairksearch,
physicians indicated that they limit their presorépof Schedule IV controlled substances and they tvould most likely increase their prescribingrafomnia medications if
those medications were proven to be as effectitkeamarket leading products without having theeisged side effects or risk of addiction.

Silenor will also be subject to ongoing FDAjuegements for the labeling, packaging, storageeetsing, promotion, record-keeping and submissibsafety and other
post-market information. For example, as a conditmany approval of the NDA for Silenor, the FDAlikely to require us to develop a Risk Evaluatiord Mitigation
Strategy, or REMS, to ensure that the benefitsleh8r outweigh its risks. A REMS can include infation to accompany the product, such as
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a patient package insert or a medication guidenantunication plan, elements to assure safe usearaimdplementation system, and must include a tibletfor assessment
the REMS. In addition, the FDA may require modifioas to a REMS at a later date if warranted by safety information. Any requirements imposed by FDA may
require substantial expenditures, and may delagpipeoval or potential commercialization of thedarot.

Approved products, manufacturers and manufargufacilities are subject to continual reviewdgeriodic inspections. If a regulatory agency aiges previously
unknown problems with a product, such as adversatswf unanticipated severity or frequency, obpms with the facility where the product is mamtised, a regulatory
agency may impose restrictions on that producthang including requiring withdrawal of the prodfircim the market.

If our operations relating to Silenor faildomply with applicable regulatory requirementseguiatory agency may:

. issue warning letters or untitled lette

. impose civil or criminal penalties, including fine
. suspend regulatory approv

. suspend any ongoing clinical tria

. refuse to approve pending applications or supplésterapproved applications filed by |
. impose restrictions on operations, including cosiyw manufacturing requirements;
. seize or detain products or require a product ke

Although we are pursuing discussions with other companies to facilitate the commercialization of Silenor, we may be unable to complete a collaboration or other strategic
transaction on acceptable terms, or at all.

Even if Silenor receives FDA approval, the oeencial success of the product will largely dependyaining access to the highest prescribing plarsscof insomnia
treatments. We continue to engage in discussiotisthird parties with the goal of entering intoallaboration or other strategic transaction regtion the commercialization
of Silenor. The outcome of this process and thectire of any resulting transaction could vary dejdeg on the interest and objectives of the partigavever, we cannot
assure you that we will complete any collaboratowother strategic transaction, or that, if comgdetany collaboration or other strategic transactvdl be successful or on
attractive terms.

Compared to a commercialization strategy itinadlves a third party collaborator, the commeiiziion of Silenor by us without such a collaboratould require
substantially greater resources on our part anenpietly adversely impact the timing and resultadéunch of the product.

We also face competition in our search fotipawith whom we may enter into a collaboratiorotiter strategic transaction. These competitors Imaag access to greater
financial resources than us and may have greapartse in identifying, evaluating and consummatngpllaboration or other strategic transactionrédoer, we may devote
resources to potential collaborations or othettagia transactions that are never completed, omay fail to realize the anticipated benefits oftsefforts.

If we are able to complete a collaboratiomthrer strategic transaction, depending on the tinoiithe transaction and the outlook of the othatypto the transaction, such
other party could materially impact our plans fonsnercializing Silenor. Such modifications coulduk in additional costs or delays in any comméiaianch of Silenor.

Wewill need to expend significant resources to successfully commercialize Silenor and any other product candidates that we develop, acquire or license.
We are in the process of developing a comrakzation strategy for Silenor that will focus oigh-prescribing physicians in the U.S. Even thouogtain of our employees
have been involved in the successful launch of new
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pharmaceutical products, as a company, we haveelintiommercial infrastructure and experience. We fmt commercialized any products, and may belertab
successfully do so.

If Silenor is approved by the FDA, the comnigization process will require the expenditureusyof substantial resources. We would seek suciti@utal required funding
through various means. There can be no assuraoeeyer, that such financing will be available oagenable terms, if at all. If adequate funds ateamailable, we may be
required to delay or cancel planned commerciabiredictivities, the effectiveness of such activitiesy be adversely impacted or we may be requireshter into one or more
outsourcing or strategic transactions relatingutthsactivities on less favorable terms than we @atherwise choose.

If we pursue a relationship with a strategitaborator or contract sales organization to featg our sales efforts, we may not be able totiflea counterparty with the
requisite capabilities or capacity to most effegijycommercialize the product. In addition, we may be able to enter into agreements with any satity on commercially
reasonable or acceptable terms, or at all. Toxtenethat we enter into any such arrangementsthit parties, any revenues we receive from safl@ur products in the
markets covered by such arrangements will depend the efforts of such third parties, which in mamstances will not be within our control. Any faié by any such
strategic collaborator or contract sales orgaroratd effectively sell our products could adversafigct our business.

We expect intense competition in the insomnia marketplace for Silenor and any other product candidate that we develop, and new products may emerge that provide
different and/or better therapeutic alternatives for the disordersthat our product candidates are intended to treat.

We are developing Silenor for the treatmerihedbmnia, which will compete with well establishamigs for this indication, including the brandexdl @eneric versions of
Sanofi-Synthélabo, Inc.’s Ambien, King Pharmacealicinc.’s Sonata, and Dainippon Sumitomo PharmalGd.’s Lunesta, all of which are GABA-receptgonists,
Takeda Pharmaceuticals North America, Inc.’s Raregemelatonin receptor antagonist, and Sanofif&fabo Inc.’s Ambien CR, a controlled-release fdatian of the
current GABA-receptor agonist, Ambien.

In March 2009, Meda AB and Orexo AB receivpgraval from the FDA for Edluar, formerly known &ablinox, a sublingual tablet formulation of zopiuefor the short-
term treatment of insomnia. Meda and Orexo launt¢hisgproduct in the U.S. in the third quarter 602. In December 2008, NovaDel Pharma, Inc. redeamproval from th
FDA for ZolpiMist, an oral mist formulation of zdliem, for the short-term treatment of insomnia ebterized by difficulties with sleep initiation. &time to market for this
product remains unclear.

Transcept Pharmaceuticals, Inc. submitted BA for Intermezzo, a low-dose sublingual tabletnfatation of zolpidem in 2008, and on October 29)20rranscept
announced that it received a Complete Responserlfetin the FDA relating to such NDA. Transceptestthat it intends to meet with the FDA to disctiesimplications of
the Complete Response Letter, and we do not knevintpact that the Complete Response Letter omthkisting will have on the potential approval of thieduct candidate.
Transcept and Purdue Pharmaceutical Products bye. éntered into an exclusive license and colldalmragreement to commercialize Intermezzo in thédd States.

Sanofi-Aventis submitted an NDA for Ciltyriglévanserin), a 5HT2 antagonist, to the FDA for treatment of insomnia during the fourth quarte2@®8. In
September 2009, Sanofi-Aventis announced thatéived a Complete Response Letter from the FDAingldo such NDA. The implications for approvaltbfs product
candidate or its time to market are unclear.

Vanda Pharmaceuticals Inc. has completed twas® 3 clinical trials of VEC-162, a melatonin ygoe agonist. Takeda Pharmaceuticals North Amehiwa,has conducted
a clinical study to evaluate the administratiomafombination of Takeda’s product Rozerem and fpxepin in patients with insomnia. We are unanafrthe results of
this trial.

Organon and Schering-Plough have completedPase 3 clinical trials of esmirtazapine, an Hthgonist for the treatment of insomnia, and attleas additional Phase 3
clinical trial is ongoing.

Actelion Pharmaceuticals Ltd. initiated a Rha<linical trial of almorexant, an orexin antagonin December 2007 and expects results fromdimscal trial in the second
half of 2009. Actelion and GlaxoSmithKline haveened into a collaboration relating to almorexandemwhich GlaxoSmithKline received exclusive, wavide rights to co-
develop and co-commercialize almorexant togeth#r wetelion.
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Several other companies, including DainippamBomo Pharma Co., are evaluating 5HT2 antagoassotential hypnotics, and Eli Lilly and Compasigvaluating a
potential hypnotic that is a dual histamine/5HT gagonist. Alexza Pharmaceuticals, Inc. has annalipositive results from a Phase 1 clinical triabafinhaled formulation
zaleplon, the active pharmaceutical ingredientane8a. Additionally, several other companies aweating new formulations of existing compounds atiter compounds ft
the treatment of insomnia.

Furthermore, generic versions of Ambien andeBa have been launched and are priced significlowler than approved, branded insomnia productkesof all of these
drugs may reduce the available market for, anddcput downward pressure on the price we are abtbaege for, any product developed by us for thiSdation, which could
ultimately limit our ability to generate significarevenues.

The biotechnology and pharmaceutical industaie subject to rapid and intense technologicahgé. We face, and will continue to face, comptith the development
and marketing of Silenor or any other product cdati that we develop from academic institutionsegoment agencies, research institutions and biatdogy and
pharmaceutical companies. There can be no assuttztogevelopments by others, including the dewalent of other drug technologies and methods ofqiréng the
incidence of disease, will not render Silenor oy ather product candidate that we develop obsaetencompetitive.

Compared to us, many of our potential competihave substantially greater:

. capital resource:

. research and development resources, including peesand technolog)

. regulatory experienct

. experience conducting n-clinical studies and clinical trials, and relatedaurces
. expertise in prosecution of intellectual propeights; anc

. manufacturing, distribution and sales and marketasgpurces and experien:

As a result of these factors, our competitnay obtain regulatory approval of their productsen@pidly than we can or may obtain patent praiaadr other intellectual
property rights or seek to invalidate or otherwdballenge our intellectual property rights, limgiour ability to develop or commercialize produahdidates. Our competitors
may also develop drugs that are more effectiveusedul and less costly than ours and may be maeessful than we are in manufacturing and marketieg products.

In addition, if we receive regulatory apprav&ir Silenor or any other product candidates weelbg, manufacturing efficiency and marketing calitéds are likely to be
significant competitive factors. We currently haxacommercial manufacturing capability and limisades and marketing infrastructure.

We are subject to uncertainty relating to health care reform measures and reimbursement policies which, if not favorable to Silenor or any other product candidate that we
develop, could hinder or prevent our commercial success.

Our ability to successfully commercialize 8ie and any other product candidate that we deyeldh or without a partner, will depend in part e extent to which
governmental authorities, private health insureid @her organizations establish appropriate cayeeeend reimbursement levels for the cost of oudpets and related
treatments. The continuing efforts of the governtnieisurance companies, managed care organizaimhsther payors of health care services to comtairduce costs of
health care may adversely affect:

. our ability to set a price we believe is fair fargroducts

. our ability to generate revenues and achieve ontaiai profitability;
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. the future revenues and profitability of our potentustomers, suppliers and collaborators;
. the availability of capital

In the United States, given recent federal state government initiatives directed at loweting total cost of health care, Congress and stgislatures will likely continue
to focus on health care reform, the cost of presion drugs and the reform of the Medicare and Ma&idi systems. For example, the Medicare Prescnifdiaig Improvement
and Modernization Act of 2003 provides a new Medigarescription drug benefit which became effectivdanuary 2006 and mandates other reforms. Whaleannot
predict the full outcome of the implementation luktlegislation, it is possible that the new Medécprescription drug benefit, which will be manadpydorivate health insurers
and other managed care organizations, will resudididitional government reimbursement for presicniptirugs, which may make some prescription drugeeraffordable but
may further exacerbate industry-wide pressuredacge prescription drug prices.

It is also possible that other legislativepgmsals will be adopted, particularly in view of thi@rent presidential administration. For exampite, current presidential
administration has proposed a budget that woulldidiecsignificant amounts to finance the reformhef U.S. healthcare system. The U.S. Congress &denng a number of
legislative and regulatory proposals with an obyecof ultimately reducing healthcare costs by, agother things, limiting the level of reimburserhér pharmaceuticals.
Legislative and regulatory actions under considenah the U.S. include health care reform initie8 that could significantly alter the market fblapmaceuticals (such as
private health insurance expansion, the creatiaroofpeting public health insurance plans, a vaétyroposals that would reduce government exparettfor prescription
drugs to help finance healthcare reform, or theneua transition of the U.S. multiple payor systena single payor system). Other actions underiderstion include
proposals for government intervention in pharmacalpricing, changes in government reimbursemam&ccelerated approval process for “follow-on’ldiics, legalization
of commercial drug importation into the U.S., anddluntary approval of medicines for over-the-caunbr OTC, use. As a result of new proposals, \ag determine to
change our current manner of operation or changeantract arrangements, any of which could harmatility to operate our business efficiently, dbteollaborators and
raise capital. In addition, in certain foreign metsk the pricing of prescription drugs is subjeajdvernment control and reimbursement may in scases be unavailable or
insufficient.

Many managed care organizations negotiateiibe of medical services and products and deviglopularies which establish pricing and reimbursetievels. Exclusion
of a product from a formulary can lead to its sharpduced usage in the managed care organizatfatient population. The process for obtainingecage can be lengthy a
time-consuming, and we expect that it could takeessd months before a particular payor initiallyiesvs our product and makes a decision with resfpecoverage. If our
products are not included within an adequate nurabfarmularies or adequate reimbursement levedsat provided, or if those policies increasinglydr generic or OTC
products, our overall business and financial camitould be adversely affected.

In addition, third-party payors are increagyinghallenging the prices charged for medical paigand services. Also, current and any futureslagive proposals to reform
health care or reduce government insurance progmnaaysesult in lower prices for Silenor and anyestproduct candidate that we develop or exclusfasuo product
candidates from coverage and reimbursement progrEimescost containment measures that health cgapand providers are instituting and the efféerny health care
reform could harm our ability to market our produand significantly reduce our revenues from the shany approved product.

We may need to increase the size of our organization, and we may experience difficultiesin managing growth.

As of November 2, 2009 we had six ftithe employees. If Silenor is approved by the FDW ave meaningfully participate in its commerciafiaa, we may need to recrt
and train a substantial number of sales and makgtersonnel to support the commercialization &ffour management and personnel, systems andisiturrently in plac
may not be adequate to support this or other fugtwevth. Our need to effectively manage our operej growth and various projects requires that we:

. manage the FDA review process relating to our NDASilenor;
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. manage our internal development and potentiaincernialization efforts effectively while carryingibour contractual obligations to collaborators attter third
parties and complying with all applicable lawsggibnd regulation:

. continue to improve our operational, financial an@nagement controls, reporting systems and proespanc

. attract and retain sufficient numbers of talentegbloyees

We may be unable to successfully implemergahasks on a larger scale and, accordingly, magiaigeve our development and commercializatiodsgoa

We have licensed Silenor from a third party. |f we default on any of our obligations under that license, or if thelicensor exercises a right to terminate the license, we could
loserightsto Silenor.

We inlicensed rights to Silenor through an exclusiversing arrangement, and we may enter into simidanses in the future. Under our license agreefioer8ilenor, we
are required to use commercially reasonable effortievelop, obtain regulatory approval of and caruialize Silenor. In addition, our licensor fotedior has the right to
terminate the license agreement upon the filingiastitution of voluntary bankruptcy, reorganizatidiquidation or receivership proceedings invotyims, the institution of
such proceedings on an involuntary basis that arelismissed within 60 days after filing, an assigmt of our assets for the benefit of our creditrghe appointment of a
receiver or custodian for our business. In the ethet our licensor for Silenor terminates theise agreement pursuant to a contractual right thrarevent of a default by us,
even though we would maintain ownership of ouricihdata and the other intellectual property weehdeveloped relating to Silenor, we would be uaablcontinue our
development and commercialization activities rafgtio Silenor and our business and financial caordivould be materially harmed.

Risks Related to Our Finances and Capital Requirenmds

Capital raising activities, such asissuing securities, incurring debt, assigning receivables or royalty rights or through collaborations or other strategic transactions, may
cause dilution to existing stockholders, restrict our operations or require usto relinquish proprietary rights and may be limited by applicable laws and regulations.

In July 2009, we completed a private placenoést1 million shares of our common stock at @@f $1.05 per share and seven-year warrantsrahase up to 5.1 million
additional shares of our common stock, exercisebéash or by net exercise at a price of $1.155hare, for aggregate gross proceeds of $6.0 mili@ net proceeds of
$5.7 million. We believe, based on our current apeg plan, that our cash, cash equivalents an#etetrle securities as of September 30, 2009 widijécient to fund our
operations through the expected duration of the EO&view of our resubmission to the Silenor NDA @mbugh the second quarter of 2010. We will needbttain additione
funds to finance our operations beyond that painif our operating plan is modified to accelerabenmercialization activities relating to Silenor.

To the extent that we raise any required aafut capital by issuing equity securities, ourséixig stockholders’ ownership will be diluted. Asych dilution of the holdings
of our current stockholders may result in downwamelssure on the price of our common stock.

Any debt, receivables or royalty financing gréer into may involve covenants that restrict@perations. These restrictive covenants may inclintigations on additional
borrowing and specific restrictions on the use wfassets as well as prohibitions on our abilitgreate liens, pay dividends, redeem our stockakeninvestments.

Debt financing, receivables assignments, tgyaterest assignments and other types of finanane often coupled with an equity component, astvarrants to purchase
stock. For example, in connection with our July 2@@ivate placement of equity securities, we issioetthe investors warrants to purchase 5.1 miliibares of our common
stock. In addition, in connection with our commiktequity financing facility transaction with Kingstige and our secured loan transaction with Silidatiey Bank and
Oxford Finance Corporation, we issued to Kingsheidgvarrant to purchase 165,000 shares of our constegk, we issued to Silicon Valley Bank a wartanpurchase
80,000 shares of our common stock and we issu€xktord Finance Corporation a warrant to purchaged® shares of our common stock. In connectioh thi¢ repayment
of our secured loan in March 2009, we issued too@kFinance Corporation an additional
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warrant to purchase 200,000 shares of our comnumk.sTo the extent that any of these warrantsngraalditional warrants that we issue in the futare, exercised by their
holders, dilution of our existing stockholders’ cavship interests will result.

If we raise additional funds through collakiaras or other strategic transactions, it may beessary to relinquish potentially valuable riglt®tr potential products or
proprietary technologies, or grant licenses on $ctimat are not favorable to us.

In addition, rules and regulations of the SEE®@ther regulatory agencies may restrict our Bhib conduct certain types of financing activities may affect the timing of
and the amounts we can raise by undertaking sugliti@s. For example, under current SEC regulatjat any time during which the aggregate markktevaf our common
stock held by non-affiliates, or our public float)ess than $75 million, the amount that we caseréhrough primary public offerings of securitirsany twelve-month period
using one or more registration statements on FeBwal be limited to an aggregate of one-thirdoafr public float. As of November 2, 2009, our pullbat was less than
$75 million.

We have never generated revenues or been profitable, and we may not be able to generate revenues sufficient to achieve profitability and, we will need substantial
additional financing to operate our business.

We are a development stage company and hawenerated any revenues or been profitable shaption, and it is possible that we will not acigrofitability. We
incurred net losses of $12.5 million for the ninenths ended September 30, 2009, $37.2 millionHeryear ended December 31, 2008, and $26.4 mfthiothe year ended
December 31, 2007. We expect to continue to inicunificant operating and capital expenditures. Assult, we will need to generate significant raxesto achieve and
maintain profitability. We cannot assure you thatwill achieve significant revenues, if any, orttha will ever achieve profitability. Even if we dehieve profitability, we
cannot assure you that we will be able to sustainarease profitability on a quarterly or annuasis in the future. If revenues grow more slowlrthve anticipate or if
operating expenses exceed our expectations or theragljusted accordingly, our business, resultpefations and financial condition will be mat#yiand adversely
affected.

In addition, our independent auditors’ redortthe year ended December 31, 2008 included plaratory paragraph stating that our recurringds$som operations and
negative cash flows raise substantial doubt abeuability to continue as a going concern. If we anable to maintain sufficient financial resouréesluding by raising
additional funds when needed, our business, fimheondition and results of operations will be mialey and adversely affected and we may be unab®ntinue as a going
concern. If we are unable to continue as a goimgem, it is likely that investors will lose all arpart of their investment.

Our quarterly operating results may fluctuate significantly.

We expect our operating results to be subdequarterly fluctuations. The revenues we geneibbay, and our operating results will be affetby numerous factors,
including:

. our addition or termination of development program$&unding support

. variations in the level of expenses related to Wgpraent of Silenor or any other product candidhtg tve develog

. our entering into collaboration

. any intellectual property infringement lawsuit ifnish we may become involve

. nor-cash charges which we incur, including relatinghar-based compensatio

. regulatory developments; a

. commercialization activities relating to Silenibit is approved by the FDA, or any other prodoahdidate that we may develop, or commercialipadictivities

of our competitors
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If our quarterly operating results fall beltre expectations of investors or securities anslyse price of our common stock could decline wrig&lly. Furthermore, any
quarterly fluctuations in our operating results mayturn, cause the price of our stock to fluctusiibstantially. We believe that quarterly compmarssof our financial results
are not necessarily meaningful and should not liedrepon as an indication of our future performanc

Risks Relating to Securities Markets and Investmenin Our Stock
Future sales of our common stock may cause our stock price to decline.

Persons who were our stockholders prior tcsttie of shares in our initial public offering cionie to hold a substantial number of shares oftonmmon stock that they are
able to sell in the public market. Significant pons of these shares are held by a small numbstiookholders. Sales by our stockholders of a snbataumber of shares, or
the expectation that such sales may occur, coghdfsiantly reduce the market price of our commtatk.

Moreover, the holders of a substantial nuntfeshares of common stock may have rights, sulbjecertain conditions, to require us to file regiibn statements to permit
the resale of their shares in the public markebanclude their shares in registration statemémswe may file for ourselves or other stockhaddém our July 2009 private
placement of equity securities, we agreed withilrestors to file a registration statement covethgresale of the common stock they purchasedrendommon stock
underlying the warrants they purchased. We filedgstration statement on Form S-3 relating toréisale of such shares, which was declared effebfivbe SEC in
August 2009.

We have also registered all common stockuleatmay issue under our employee benefits plans #esult, these shares can be freely sold in tbégomarket upon
issuance, subject to restrictions under the seéesifaws. In June 2009, we completed a one-timer odf exchange options to purchase shares of snmmom stock having an
exercise price greater than $1.00 per share oulisiguunder our 2004 Equity Incentive Award Plan 20085 Equity Incentive Award Plan, or the 2005 Pfanreplacement
options to purchase a lesser number of sharesrafomnmon stock to be granted under the 2005 Plae.ekchange offer was open to our employees ardtdis as of
March 1, 2009. All of the eligible participants tlsred some or all of their stock options for exderPursuant to the exchange offer, we accepteekfdrange eligible optior
to purchase an aggregate of 4,320,000 shares aboumon stock, representing 87% of the total shafresmmon stock underlying options eligible fockange in the offer.
The weighted average exercise price of the optiendered for exchange was $6.98. We granted, uhde2005 Plan, replacement options to purchasggiegate of
2,880,000 shares of common stock in exchange éeligible options tendered and accepted pursoahetoffer. The exercise price per share of eaplacement option
granted in the option exchange is $1.23.

In addition, certain of our directors, exeeatofficers and large stockholders have establisineday in the future establish programmed seltitagns under Rule 10b5-1 of
the Securities Exchange Act of 1934, as amendetthedExchange Act, for the purpose of effectingsalf common stock. If any of these events causage number of our
shares to be sold in the public market, the sale&laeduce the trading price of our common stauk inpede our ability to raise future capital.

There may not be a viable public market for our common stock, and market volatility may affect our stock price and the value of your investment.

Our common stock had not been publicly trapléal to our initial public offering, which was cagiteted in December 2005, and an active trading etariay not develop or
be sustained. We have never declared or paid afydigidends on our capital stock. We currentlgit to retain all available funds and any futumnaiegs to support
operations and finance the growth and developmieotiobusiness. We do not intend to pay cash diddeon our common stock for the foreseeable fuftherefore,
investors will have to rely on appreciation in stwck price and a liquid trading market in ordeathieve a gain on their investment. The markegegrfor securities of
biotechnology and pharmaceutical companies haverfually been highly volatile, and the market lfigsn time to time experienced significant price adume fluctuations
that are unrelated to the operating performangmdfcular companies. Since our initial public oiffgf on December 15, 2005 through November 2, 28@9frading prices fc
our common stock have ranged from a high of $2fo2alow of $0.18.
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The market price of our common stock may fiate significantly in response to a number of fesstmost of which we cannot control, including:

. changes in the regulatory status of our prodoictgroduct candidates, including requirements tadeet or results or anticipated timing of our r@imical studies
and clinical trials

. announcements of new products or technologies, @mwial relationships or other events by us or ampetitors:

. events affecting our existing-license agreements and any future collaboratiomsh@r strategic transactions, commercial agreesraam grants

. variations in our quarterly operating resu

. decreased coverage and changes in securities &' estimates of our financial performan

. regulatory developments in the United States aneida countries

. fluctuations in stock market prices and tradingwoés of similar companie

. sales of large blocks of our common stock, inclgdiales by our executive officers, directors anaificant stockholders

. announcements concerning other financing activi

. additions or departures of key personnel;

. discussion of us or our stock price by the finanara scientific press and in online investor comitias.

The realization of any of the risks describethe risk factors disclosed in our Annual Reort~orm 10-K or in these “Risk Factors,” could havdramatic and material
adverse impact on the market price of our commockstin addition, class action litigation has oftesen instituted against companies whose secuhities experienced
periods of volatility or declines in market pridgny such litigation brought against us could reguubstantial costs and a diversion of managematiention and resources,
which could hurt our business, operating resultsfarancial condition.

If we are unable to comply with the minimum requirements for listing on the Nasdaq Capital Market, we may be delisted from the Nasdaq Capital Market, which would
likely cause the liquidity and market price of our common stock to decline.

Our stock is listed on the Nasdaq Capital Markn order to continue to be listed on the Nasfagital Market, we must meet specific quantitatendards, including
maintaining a minimum bid price of $1.00 for ounumon stock, a public float of $1.0 million, andheit $2.5 million in stockholders equity or a mar&apitalization of
$35 million. We are currently in compliance wittele standards, but it is possible that we maydde in compliance in the future.

If the Nasdaqg Stock Market provides us witiotice of noneompliance, we may provide a plan to achieve astagucompliance with continued listing requirensetift we
submit the plan and it is accepted by Nasdaq, Npstey grant us a period of up to 105 days fromdéite of the notice of non-compliance within whiolrégain compliance
with the listing requirements. If Nasdaq determities our plan is not sufficient to achieve andainscompliance, or if we are unable to achieve gitiance within such
period, Nasdaq will provide written notice that eecurities will be delisted. At such time, we nagpeal the decision to a Nasdagq Listing QualifaraiPanel. If that appeal
unsuccessful, our securities would be delisted.

If we were to be delisted from the Nasdaq @apilarket, trading, if any, in our shares may awmt to be conducted on the Over-the-Counter BolBbard or in a non-
Nasdaq ove-the-counter market, such as the “pink sheets.isbiey of our shares would result in limited releas$ the market price of those shares and limiteadyst
coverage and could
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restrict investorsinterest in our securities. Also, a delisting conéle a material adverse effect on the trading etarid prices for our shares and our ability toéssdditione
securities or to secure additional financing. Idiéidn, if our shares were not listed and the tmgdirice of our shares was less than $5.00 peesbar shares could be subject
to Rule 15g-9 under the Exchange Act which, amahgrahings, requires that broker/dealers satiggci&l sales practice requirements, including n@kidividualized

written suitability determinations and receivingurchaser’s written consent prior to any transactio such case, our securities could also be dé¢mee a “penny stock”
under the Securities Enforcement and Penny Sto@iriReAct of 1990, which would require additionakdiosure in connection with trades in those shamekiding the
delivery of a disclosure schedule explaining theareaand risks of the penny stock market. Suchirements could severely limit the liquidity of osecurities and our ability
to raise additional capital in an already challeggiapital market.

If we are unable to maintain an effective registration statement for the resale of shares under our recently completed private placement, or if we are delisted from the
Nasdaq Capital Market, Nasdaq Global Market, the New York Stock Exchange or the American Stock Exchange, we may be required to pay liquidated damages.

In July 2009, we issued 5.1 million sharesahmon stock at $1.05 per share and seven-yeaantaro purchase up to 5.1 million additional skafecommon stock,
exercisable in cash or by net exercise at a pfi§d d55 per share, for aggregate gross procee#s.6fmillion and net proceeds of $5.7 million.clonnection with the private
placement, we agreed to register for resale batlstiares of common stock purchased by the investalshe shares of common stock issuable uponisgestthe warrants.
The resale registration statement was filed anthdeat effective by the SEC in August 2009. We algreed to other customary obligations regardingstegion, including
matters relating to indemnification, maintenancéhefregistration statement and payment of expenses

We may be liable for liquidated damages ifdeenot maintain the effectiveness of the regigiratitatement or the listing of our common stockienNasdaq Capital
Market, the Nasdaqg Global Market, the New York &tBgchange or the American Stock Exchange, in eash for a period of ten consecutive days or forentizan thirty
days in any 365-day period. The amount of the digted damages is one percent per applicable ténrgrday period, subject to an aggregate maxinofigight percent per
calendar year, of the aggregate purchase prideeoddmmon stock purchased in the private placethentheld by each investor that are registrablargess.

If our executive officers, directors and largest stockholders choose to act together, they may be able to control our operations and act in a manner that advances their best
interests and not necessarily those of other stockholders.

As of November 2, 2009, our executive officelisectors and holders of 5 percent or more ofauistanding common stock beneficially owned apjpnexely 70% of our
common stock. As a result, these stockholdersy@ttigether, would be able to control all matteguiring approval by our stockholders, including #ection of directors
and the approval of mergers or other business auatibn transactions. The interests of this grougto¢kholders may not always coincide with ourriesés or the interests of
other stockholders, and they may act in a manragrativances their best interests and not necest@re of other stockholders.

Investors may incur substantial dilution as a result of future equity issuances, and, as a result, our stock price could decline.

Based on our recurring losses, negative dasfsffrom operations and working capital levels, wit have to raise substantial additional fundswé are unable to maintain
sufficient financial resources, including by ragsiadditional funds when needed, our business, ¢iahnondition and results of operations will beter&lly and adversely
affected and we may be unable to continue as aygmncern. If we are unable to continue as a goargern, it is likely that investors will lose all a part of their investmer

Because we will need to raise additional @it fund our business, among other things, we comyluct substantial additional equity offeringsr Example, in July 2009,
we completed a private placement of 5.1 millionresba@f our common stock at a price of $1.05 pereshad seveear warrants to purchase up to 5.1 million adddlcshare
of our common stock, exercisable in cash or byemetcise at a price of $1.155 per share, for aggeegross proceeds of $6.0 million and net proceé85.7 million. This
offering resulted, and future equity issuances me#lult, in dilution to investors. In addition, teeercise of outstanding options or warrants, idiclg the warrants issued in our
recent private
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placement, and any additional shares issued inemtiom with acquisitions or incentive programs,|welsult in dilution to investors.
We expend substantial costs and management resources as a result of laws and regulations relating to corporate governance matters.

As a public reporting company, we must compith the Sarbanes-Oxley Act of 2002 and the relatdes and regulations adopted by the SEC andédiNasdaqg Stock
Market, including expanded disclosures, acceleragpdrting requirements and more complex accoumtites. Compliance with Section 404 of the Sarbabeley Act of
2002, or Section 404, and other requirements hasechus to expend substantial costs and manageesentces and will continue to do so. Additionathgse laws and
regulations could make it more difficult or morestlg for us to obtain certain types of insuranoejuding director and officer liability insuranand we may be forced to
accept reduced policy limits and coverage or irstdostantially higher costs to obtain the sameroilai coverage. The impact of these events cowd alake it more difficult
for us to attract and retain qualified personsetws on our board of directors or board committeress executive officers. In June 2007, the Pubimpany Accounting
Oversight Board approved Auditing Standard No.rsl at the same time, the SEC issued guidance foagement for complying with the requirements oft®ec404. This
auditing standard and the related management geedarovides a more risk-based approach to compiand testing under Section 404. However, weestplect to incur
substantial costs and to devote significant ressute corporate governance matters.

In addition, as a result of the workforce retihns we undertook in order to reduce expensesefiorts required to comply with Section 404 almel dther corporate
governance laws and regulations applicable to @$®eing undertaken by a smaller number of peopleekample, in May 2009 the employment of our CRiefincial Officer
was terminated for purposes of reducing expensssjtmg in our Chief Executive Officer undertakiting roles of both principal executive officer gorthcipal financial
officer. If we, or the third-party service providesn which we rely, fail to comply with any of tieelaws or regulations, or if our auditors cannahptete any required
attestation of our evaluation of our internal colgtiin a timely manner, we could be subject to taiguy scrutiny and a loss of public confidencein corporate governance
internal controls, which could have an adversectfd® our business and our stock price.

Iltem 2. Unregistered Sales of Equity Securities andse of Proceeds

On July 8, 2009, we issued 5.1 million sharesur common stock at a purchase price of $1.05pare pursuant to a private placement transadticeddition to the shar
of common stock, warrants to purchase up to 5.liamikdditional shares of our common stock were @&sued as part of the transaction at a pric®ddf25 per warrant. Each
warrant has a seven-year term and is exercisalgasin or by net exercise for one share of comnmmrkstt a price of $1.155. The securities sold exghvate placement were
not registered under the Securities Act of 193%rasnded, or any state securities laws, and wédepsosuant to Regulation D of the Securities Atdte purchasers in the
offering consisted of new investors and our exgstockholders, including investors affiliated wititee of our directors.

In August 2009, we filed a registration stagetnon Form S-3 to register the 5.1 million shaxesommon stock issued in the private placementthad.1 million shares of
common stock issuable upon exercise of the warrdhis registration statement became effective igusti 2009.
Use of Proceeds

Our initial public offering of common stock waffected through a Registration Statement on Fé&n(File No. 333-128871) that was declared eiffedty the SEC on
December 14, 2005. On December 20, 2005, 5,00&08@&s of common stock were sold on our behali @titial public offering price of $11.00 per shafer an aggregate
offering price of $55.0 million, managed by Morgatanley & Co. Incorporated, J.P. Morgan Securlties, Piper Jaffray & Co. and Thomas Weisel PagmnhérC.

We paid to the underwriters underwriting disets and commissions totaling $3.9 million in carti@n with the offering. In addition, we incurregpenses of $1.3 million
in connection with the offering, which when addedte underwriting discounts and commissions pgidd) amounts to total expenses of $5.2 milliorusiithe net offering
proceeds to us, after deducting underwriting dist®and commissions and offering expenses, werg$ddlion. No
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offering expenses were paid directly or indire¢tiyany of our directors or officers (or their asates) or persons owning ten percent or more ofcéass of our equity
securities or to any other affiliates.

As of September 30, 2009, we had used ah®®$49.8 million of net proceeds from our initialgtic offering. Approximately $19.5 million was ubé the development of
Silenor, the preparation of the NDA submission$denor and activities to prepare for the poterd@hmercialization of Silenor. An additional $1.dlimn was spent to
pursue the development of our other product caneldand for various payments according to the tefmasir in-license agreements. Another $2.0 millicess used to pay
interest, debt issuance costs, and a final payfeerelated to our loan obligation which was fulypaid in March 2009. An additional $27.3 milliomsvused to fund our
working capital requirements and for general coapopurposes.

I ssuer Purchases of Equity Securities

The following table contains information réfaf to the repurchases of our common stock madesbg the third quarter of 2009 (in thousands, pkper share amounts).

Number of Maximum
Shares Number of
Purchased a Shares that
Part of May Yet Be
Publicly Purchased
Number of Average Announced Under the
Shares Price Paid Plans or Plans or
Period Purchased per Share Programs Programs

July 1-31, 2009 (1 15 $ 0.000: = =
August -31, 200¢ — — — —
Sept -30, 2009 — — — —

Total 15 $ 0.000: — —

Q) On June 30, 2009, our consulting agreemetftt avie of the holders of our restricted stock eghiin accordance with the terms of the restristedk issuance
agreement, we repurchased the shares from thertatltiee par value of $0.0001 per share in July920®is repurchase was not made pursuant to aghpblnounced
plan or program to repurchase our stc

Item 3. Defaults Upon Senior Securities

Not applicable.

Iltem 4. Submission of Matters to a Vote of Securitydolders
Not applicable.

Item 5. Other Information

Not applicable.
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Item 6. Exhibits

EXHIBIT INDEX
Exhibit
Number Description
3.1(1) Amended and Restated Certificate of Incorporatibtihe Registran
3.2(2) Amended and Restated Bylaws of the Regist
4.1(3) Form of the Registra’s Common Stock Certifica
4.2(4) Amended and Restated Investor Rights Agreementidatee 2, 200
4.3(5) Warrant dated May 21, 2008 issued to Silicon VaBeyk
4.4(5) Warrant dated May 21, 2008 issued to Oxford Finabagporatior
4.5(5) Warrant dated May 21, 2008 issued to KingsbridggitabLimited
4.6(6) Warrant dated March 11, 2009 issued to Oxford KiraDorporatior
4.7(7) Form of Warrant dated July 2, 2009 issued to aefairchasers under the Securities Purchase Agréetateal July 2, 200
10.1(7) Securities Purchase Agreement between the Redistndrthe Purchasers identified therein dated 2uR009.
31.1 Certification of chief executive officer pursuantRule13e-14 and Rule 15-14 of the Securities Exchange Act of 1934, as ameeé
32.1* Certification of chief executive officer pursuant8 U.S.C. 1350, as adopted pursuant to Secti6roBthe Sarban-Oxley Act of 200z

(1) Filed with Amendment No. 3 to the Regist’'s Registration Statement on Fori-1 on November 30, 200
(2)  Filed with Registrar's Current Report on Forn-K on December 6, 20C

(3) Filed with Amendment No. 4 to the Regist’'s Registration Statement on Fori-1 on December 13, 200
(4) Filed with the Registra’s Registration Statement on Fori-1 on October 7, 200!

(5) Filed with Registrar's Current Report on Forn-K on May 22, 2008

(6) Filed with Registrar's Quarterly Report on Form -Q for the quarter ended March 31, 20

(7)  Filed with Registrar's Current Report on Forn-K on July 8, 2009

* These certifications are being furnished sotelaccompany this quarterly report pursuant t&J18.C. Section 1350, and are not being filed imppses of Section 18
of the Securities Exchange Act of 1934 and areémbe incorporated by reference into any filingSofmaxon Pharmaceuticals, Inc., whether made befaaéter the

date hereof, regardless of any general incorpardginguage in such filing
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SIGNATURES

Pursuant to the requirements of the Secuititiehange Act of 1934, the registrant has duly edubis report to be signed on its behalf by théensigned thereunto duly
authorized.

Dated: November 6, 2009

/sl Richard W. Pascc

Richard W. Pasco

President and Chief Executive Officer
(Duly Authorized Officer and

Principal Financial Officer)
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Exhibit 31.1

CERTIFICATION OF CHIEF EXECUTIVE OFFICER PURSUANT T O
SECTION 302 OF THE SARBANES-OXLEY ACT OF 2002

I, Richard W. Pascoe, certify that:
1. I have reviewed this quarterly report on Forn-Q of Somaxon Pharmaceuticals, Ir

2. Based on my knowledge, this report does not comtajnuntrue statement of a material fact or omgtéde a material fact necessary to make the statsrmade, in light «
the circumstances under which such statementsmwade, not misleading with respect to the perioceoed by this repor

3. Based on my knowledge, the financial statememtd,other financial information included in thipoet, fairly present in all material respects timaificial condition, results
of operations and cash flows of the registrantfaara for, the periods presented in this reg

4. | am responsible for establishing and maintairdisglosure controls and procedures (as definétka@hange Act Rules 13a-15(e) and 15d-15(e)) ardriat control over
financial reporting (as defined in Exchange Acté&aul 3-15(f) and 15-15(f)) for the registrant and hav

a) designed such disclosure controls and proesdor caused such disclosure controls and puoesdo be designed under my supervision, to erikatenaterial
information relating to the registrant, includingyaconsolidated subsidiaries, is made known to ynethers within those entities, particularly durithe period ii
which this report is being prepare

b) designed such internal control over finah@gorting, or caused such internal control owearficial reporting to be designed under my supenvjgo provide
reasonable assurance regarding the reliabilitynaficial reporting and the preparation of finanstatements for external purposes in accordandegeiterally
accepted accounting principle

[9) evaluated the effectiveness of the regisgatisclosure controls and procedures and predentthis report my conclusions about the effectass of the
disclosure controls and procedures, as of the éttegeriod covered by this report based on swefuation; anc

d) disclosed in this report any change in #rgstrant’s internal control over financial repogithat occurred during the registrant’s most refisoal quarter (the
registrant’s fourth fiscal quarter in the case manual report) that has materially affected saeasonably likely to materially affect, the régiat’s internal
control over financial reporting; ar

5. | have disclosed, based on my most recent evafuaf internal control over financial reporting, the registrant’s auditors and the audit commitieie registrant’s board
of directors (or persons performing the equivafenttions):
a) all significant deficiencies and materialakeesses in the design or operation of internairobaver financial reporting which are reasonadliitgly to adversely
affect the registra’s ability to record, process, summarize and refpmhcial information; an

b) any fraud, whether or not material, thabires management or other employees who have Hisagn role in the registrant’s internal controley financial
reporting.

Dated: November 6, 2009
/sl Richard W. Pascc

Richard W. Pasco
President and Chief Executive Offic




Exhibit 32.1

CERTIFICATION OF CHIEF EXECUTIVE OFFICER
PURSUANT TO 18 U.S.C. SECTION 1350, AS ADOPTED PURSANT TO
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

Certification of Chief Executive Officer

In connection with the Quarterly Report of $omn Pharmaceuticals, Inc. (the “Company”) on F&fd¥Q for the period ended September 30, 2009]exb Wiith the
Securities and Exchange Commission on the datehghe “Report”), I, Richard W. Pascoe, Presidemi Chief Executive Officer of the Company, certjursuant to 18
U.S.C. Section 1350, as adopted pursuant to Se@fi6rof the Sarbanes-Oxley Act of 2002, that tokmgwledge:

1. The Report fully complies with the requirementsSefction 13(a) or 15(d) of the Securities Exchangeoh 1934; anc
2. That information contained in the Report fairly geats, in all material respects, the financial dorand results of operations of the Compe

Dated: November 6, 2009 /sl Richard W. Pascc
Richard W. Pascor
President and Chief Executive Offic

The foregoing certification is being fisimed solely to accompany the Report pursuant td.88C. § 1350, and is not being filed for purposiSection 18 of the
Securities Exchange Act of 1934, as amended, anottit be incorporated by reference into any dilaf the Company, whether made before or afted#ite hereof, regardle
of any general incorporation language in suchdiliA signed original of this written statement riggqd by Section 906 has been provided to the Cosnpad will be retained
by the Company and furnished to the SecuritiesEar@hange Commission or its staff upon request.



