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PART 1. FINANCIAL INFORMATION
Item 1. Financial Statements
CERAGENIX PHARMACEUTICALS, INC.

CONDENSED CONSOLIDATED BALANCE SHEETS
AS OF MARCH 31, 2009 (UNAUDITED) AND DECEMBER 31, 208

March 31, December 31
2009 2008
(Unaudited)
ASSETS
Current assets:
Cash and cash equivale $ 1,18591. $ 614,45
Accounts receivabl 311,44¢ 261,61!
Related party receivabli 5,072 44,13
Inventory 387,96¢ 164,62¢
Prepaid expenses and ot 423,31: 91,76¢
Total current asse 2,313,70! 1,176,60:
Property and equipment, r 9,29¢ 11,927
Other asse 507,93 —
Total asset $ 2,830,94. $ 1,188,53
LIABILITIES AND STOCKHOLDERS ' EQUITY (DEFICIT)
LIABILITIES:
Current liabilities:
Trade accounts payak $ 190,200 $ 159,40:
Accrued compensatic 591,00( 591,00(
Customer deposi 451,85! —
Other accrued liabilitie 639,37¢ 289,13:
Deferred revenu 258,99¢ 205,66:
Current portion of note payable, related pi 86,54¢ —
Total current liabilities 2,217,98i 1,245,19
Derivative liabilities 8,190,08: 819,22¢
Deferred revenue, less current port 4,557,13 3,670,77!
Convertible Note: 3,350,15: 3,252,57!
2006 Debentures, net of discount of $1,454,026%4n886,210, respective 4,555,97. 4,248,741
Note payable, related party, less current pol 385,66¢ —
Total liabilities 23,256,99 13,236,51
STOCKHOLDERS'’ EQUITY (DEFICIT):
Series B Preferred stock, no par value, 315,008eshasued and outstanding; liquidation prefer:
of $708,75(C 708,75( 708,75(
Common stock, $.0001 par value; 100,000,000 steardmrized 17,808,293 issued and outstanc 1,781 1,781
Additional paic-in capital 18,644,15 18,459,42
Accumulated defici (39,780,73) (31,217,93)
Total stockholder deficit (20,426,05) (12,047,98)
Total liabilities and stockholde’ deficit $ 283094 $ 118853

The accompanying notes are an integral part ottfinancial statements.
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CERAGENIX PHARMACEUTICALS, INC.
CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS
FOR THE THREE MONTHS ENDED MARCH 31, 2009 AND 2008
(UNAUDITED)

2009 2008
REVENUE $ 284,41¢ $ 18,75(
COST OF GOODS SOLI 136,88 —
GROSS MARGIN 147,52 18,75(
OPERATING EXPENSES
Licensing fees and royaltit 83,70¢t 66,25(
Research and developm 7,46¢ 70,86¢
General and administratiy 909,92: 1,209,31.
1,001,09; 1,346,43.
Loss from operation (853,56") (1,327,68)
OTHER INCOME (EXPENSE)
Interest, ne (409,38() (3,362,82)
Other income 71,00( —
Gain (loss) on value of derivative liabiliti (7,370,85) 527,12
(7,709,23) (2,835,69)
NET LOSS (8,562,801 (4,163,38)
PREFERRED STOCIDIVIDENDS — (60,000
LOSS ATTRIBUTABLE TOCOMMON SHAREHOLDERS $ (8,562,800 $ (4,223,38)
WEIGHTED AVERAGE SHARESOUTSTANDING:
Basic and dilutes 17,808,29 16,393,72.
LOSS PER BASIC AND DILUTED SHARE
Basic and dilute: $ (48) 9 (.26)

The accompanying notes are an integral part oktfirancial statements.

4




Table of Contents

CERAGENIX PHARMACEUTICALS, INC.
CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS
FOR THE THREE MONTHS ENDED MARCH 31, 2009 AND 2008
(UNAUDITED)

CASH FLOWS FROM OPERATING ACTIVITIES
Net loss

Adjustments to reconcile net loss to net cash piexviby operating activitie

(Gain) loss on value of derivative liabiliti
Amortization of debt discour
Noncash stock compensation expe
Interest expense added to convertible debt bal
Depreciation and amortization expel
Warrants issued for servic
Fair value of adjustment to exercise price of cotibke securities
Increase in accounts receiva
Increase in inventor
Increase in prepaid expenses and @
Increase in accounts payable, accrued liabilittes@istomer deposi
Increase in deferred reven
Net cash provided by operating activit

CASH FLOWS FROM INVESTING ACTIVITIES
Purchase of property and equipm
Net cash used in investing activit|

CASH FLOWS FROM FINANCING ACTIVITIES
Payments to Osmotics under promissory i
Repayments from Osmotics under promissory

Payments under insurance financing agreel
Net cash used in financing activiti

Net increase in cas

Cash and cash equivalents at the beginning of¢

Cash and cash equivalents at the end of pi

The accompanying notes are an integral part oktfirancial statements.
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2009 2008
$ (8,562,80) $ (4,163,38)
7,370,85! (527,12)
132,18 544,70«
180,33: 442 58¢
272,62 —
10,69t 4,15¢
4,401 —
— 2,624,62!
(49,83) —
(223,339) —
(336,269) (138,89
849,79« 122,16
939,69! 1,481,25
588,34: 390,10:
— (2,875)
— (2,875)
— (50,000)
— 25,00(
(16,88 (17,799
(16,88) (42,79)
571,45¢ 344,43
614,45 2,213,65.
$ 118591 $  2,558,08
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SUPPLEMENTAL DISCLOSURES OF CASH FLOW INFORMATION

Three Months ended March 31,

2009 2008
Cash paid during period fc
Interest $ 1,052 $ 186,56t
Income taxe: $ — $ —

SUPPLEMENTAL DISCLOSURES OF NON CASH INVESTING ANEINANCING ACTIVITIES

Three Months ended March 31,

2009 2008
Assets acquired in exchange for note payable ectlparty $ 516,000 $ —
Related party receivables applied to note payablated part) $ 4453 $ —
Accrual of preferred stock dividen $ — 3 60,00(

The accompanying notes are an integral part ohfiizd statements.

6




Table of Contents

CERAGENIX PHARMACEUTICALS, INC.
CONDENSED CONSOLIDATED STATEMENT OF STOCKHOLDERS' E QUITY (DEFICIT)
FOR THE THREE MONTHS ENDED MARCH 31, 2009
(UNAUDITED)

Preferred Stock

Series B Common Stock Retained
Shares Amount Shares Amount APIC Deficit Total
BALANCES, December 31, 200t 315,00( $ 708,75( 17,808,29 $ 1,781 $ 18,459,42 $ (31,217,93) $ (12,047,98)
Stock option compensation expel — — — — 180,33: — 180,33:
Warrants issued for servic — — — — 4,401 — 4,401
Net loss — — — — — (8,562,801 (8,562,801
BALANCES, March 31, 2009 315,000 $ 708,75( 17,808,29 $ 1,781 $ 18,644,15 $ (39,780,73) $ (20,426,05)

The accompanying notes are an integral part oktfirancial statements.
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CERAGENIX PHARMACEUTICALS, INC.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S
(UNAUDITED)

MARCH 31, 2009
(1) BUSINESS AND OVERVIEW

Ceragenix Pharmaceuticals, Inc. (the “Company8@nemerging medical device company focused on detogy and infectious
disease. We have two base technology platfornts widh multiple applications: Barrier Repair andr&genins™ (also known as cationic
steroid antibiotics or “CSAs”). Our Barrier Repplatform represents near term revenue opportsritieprescription skin care products to
treat a variety of skin disorders all characteribgd disrupted skin barrier. In April 2006, weea/ed clearance from the United States Food
and Drug Administration (“FDA”") to market EpiCeran®r first commercial product using the Barrier Riepechnology. EpiCeram® is a
prescription-only topical cream intended to tregt skin conditions and to manage and relieve thaihg and itching associated with various
types of dermatoses including eczema, irritantactndermatitis, and radiation dermatitis. All bése conditions share in common a defe
or incomplete skin barrier function. In Novemb@02Z, we entered into an exclusive distribution ampply agreement with Dr. Reddy’s
Laboratories, Inc. (“DRL") for the commercializatiof EpiCeram® in the United States (the “DRL Agremt”). Under the terms of the
DRL Agreement, we are responsible for manufactufihgbugh a contract manufacturer) and supplyimgpioduct while DRL is responsible
for distribution, marketing and sales. DRL launtisales and marketing efforts during October 20D8ring the three months ended
March 31, 2009, we entered into supply and distidimuagreements to commercialize EpiCeram® in Car{tite “Canadian Agreement”) and
certain Southeast Asian countries (the “Asian Agrest”) (collectively the “International Agreemenys”

Our Ceragenin™ technology represents near, midamgdterm revenue opportunities for treating infees disease. Ceragenins™
are small molecule, positively charged, aminosteonhpounds that have shown activity against bagimgnegative and gram positive
bacteria, certain viruses, certain fungi and certaincers in preclinical testing. These patentedpounds mimic the activity of the naturally
occurring antimicrobial peptides that form the bedgnate immune system. We are initially pursudgivities in antimicrobial medical
device coatings. We have not applied for, nor he@eeceived, approval from the FDA to market argdpct using our Ceragenin™
technology. However, it is our expectation thatwilt be able to generate revenue from the Cerag®niechnology prior to receiving FDA
approvals in the form of upfront and milestone pagts under development and sublicense agreements.

(2) GOING CONCERN, MANAGEMENT’S PLANS AND BASIS OF PRESENTATION
Going Concern and Management’s Plans

The accompanying condensed consolidated finanitdraents have been prepared assuming that thedbgmagll continue as a
going concern. Since our inception in February2@@ have incurred significant cash and operdtinges and at March 31, 2009, we had a
stockholders’ deficit of $20,426,051 and workingital of only $95,722. We have relied upon proceedm the sale of convertible debt
securities, proceeds received from the exercig@wimon stock purchase warrants, and milestone pagnfrem the DRL Agreement to fund
our operations. In order to commercialize the migj@f our planned products in the United States will require marketing clearance from
the FDA. To date, we have received clearance tehane product, EpiCeram®.

As of March 31, 2009, we had cash and cash equitsaté $1,185,913. As previously noted, in Noven@)7, we entered into the
DRL Agreement for the commercialization of EpiCefaim the United States. Among other things, the.D®reement called for DRL to
pay us certain non-sales based milestone paympatsthe accomplishment of three specified evehts‘{llon-Sales Milestones”) of up to
$3,500,000. During the three month period endedchl 31, 2009, we received the last Non-Sales kitespayment ($1,000,000) from
DRL. Additionally, under the DRL Agreement, we azarn up to $21,250,000 in milestone payments basedimulative net sales of
EpiCeram® (the “Net Sales Milestones”). Howeveg, do not anticipate earning any Net Sales Milesfanents until sometime in 2010.

As discussed above, during the three months endedhVB1, 2009, we entered into the InternationakAments to commercialize
EpiCeram®. Our international distribution partnbath expect to commence sales and marketing tesi\during the latter half of 2009.
Under the Canadian Agreement, we are to recei\zba,00 milestone payment upon
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EpiCeram® receiving regulatory approval in Canadée expect to earn this milestone payment duriegséitond half of 2009. We do not
expect the International Agreements to have a naierpact on our liquidity or results of operat®during 2009.

As previously disclosed in prior periodic repoitsthe third quarter of 2008, we negotiated amemdm® our existing convertible
debt securities (collectively the “Amended Conva#diDebt Agreements”). These debt agreements presgously in technical default.
Among other things, the Amended Convertible Debtements extended the maturity date of the debeteember 31, 2011 and require that
we make minimum quarterly payments to the holdersraencing June 30, 2009 (the “Amended AmortizaBchedule”) solely from the
following revenue streams (the “Dedicated Revenueats”):

» 100% of net revenues (as defined in the amendmpaid)or owed to us under the DRL Agreement subseicio April 1,
2009;

*  100% of net revenue received from any other Epi@&aommercialization arrangements;
*  50% of the net revenue received from the sale @iQéeam™;
*  33% of any net revenue received from Ceragenin™neeruialization arrangements; and

»  33% of any net revenue received by us in exce$29®,000 in aggregate excluding any capital raisethe Company
through equity investment or the issuance of debt.

Accordingly, all net revenues (as defined in theeadments) we receive from the commercializatioBmfCeram® will be utilized to
service the existing convertible debt until suchetithat the debt has been paid in full. We culyeartticipate being able to repay the
existing convertible debt by the end of 2011.

In the event that the Dedicated Revenue Streamgsu#ficient to make a quarterly interest paymerfull, the only remedies to the
holders are to add the unpaid accrued interestetotitstanding debt balance or receive sharesrafamnmon stock in lieu of cash payment.
Additionally, in the event that the Dedicated Raweistreams are not sufficient to make the cumwdgiayments required by the Amended
Amortization Schedule with respect to the 12-mgeghiods ending June 30th, then the only remediegdblders is to have the conversion
price of the debt and exercise price of their wagadjusted downward. See Note 3 for a morelddtdiscussion. Accordingly, until
December 31, 2011, the failure to make schedulieddst and/or principal payments in full does notvle the holders the ability to declare
the Company in default.

While we believe that the Amended Convertible Defpteements are more favorable to the Company theuwettiginal convertible
debt agreements, there are a number of factordwdoiald inhibit the Compang’ability to raise additional capital. These nraglude, but at
not necessarily limited to, the following:

»  The presence of $9,360,151 in secured convertith dith most favored nation and other pricing eation;

*  The Dedicated Revenue Streams will reduce futush laws retained by the Company for operations;

e 12,004,569 shares of our common stock (or appraeiin&7% of our issued and outstanding sharesgamently held in
escrow for Osmotics Corporation (“Osmotics”) awaitexchange with its shareholders. Osmotics heisedius that it

must complete its exchange transaction by Nover20#0 in order to preserve the tax free nature e@titinsaction;

» Limitations on our ability to register common steeend common shares underlying convertible debtrges sold in
private placement transactions;

*  Our limited operating history and lack of profitatdperations; and

e The economic downturn and uncertainty in the Urrfcial markets.

9
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We believe that existing cash on hand in combimatitih projected operating cash flows should béigeht to fund our planned
corporate activities, all current contractual obtigns and planned development activities throudbasst the middle part of the third quarte
2009. Accordingly, we will require additional fungd within the next three to four months. As of tihate of this Form 1Q, we have no firn
commitments for raising additional capital and asalibed above, our ability to access the capitakais may be severely limited

There are several potential sources of capitalweatnay or will pursue. They are as follows:

*  Upfront payments from development or licensing $eations of our Ceragenin technology. Howevenaisd above, 33% of
any such payments received would have to be raitteur convertible debt holders unless the hgleaived the requirement;

e  Sale of the future revenue streams from the DRLeAgrent. Under the terms of the Amended Convelfilelet Agreements,
we are required to attempt to monetize this revestirigam within 12 months of the amendments. Howéf/the proceeds
received were not sufficient to repay the thentamding convertible debt balance, we would regaiveaiver from the debt
holders to keep any of the proceeds;

»  The sale of debt or equity securities to new osting investors. As described above and in Manag¢sDiscussion and
Analysis included elsewhere in the Form 10-Q, grens of our convertible debt securities and/orciineent trading price of our
common stock, may make this option very difficolexecute.

There is no assurance that we will be able to r@ilsktional capital within the timeframe descritsdxbve. Even if we are successful,
it could be on terms that substantially dilute ourrent shareholders. In the event that we caraig® sufficient capital within the required
timeframe, it will have a material adverse effecttbe Company’s liquidity, financial condition abhdsiness prospects.

Basis of Presentation

For the three months ended March 31, 2009 and 266&ccompanying condensed consolidated finastaééments include the
accounts of the Company and its wholly-owned suégidCeragenix Corporation. All inter-company @gots and transactions have been
eliminated in consolidation. Certain prior yearaamts have been reclassified to conform with theeecul year presentation.

The accompanying condensed consolidated finanitdraents have been prepared without audit pursadhé rules and regulatic
of the Securities and Exchange Commission. Thdeased consolidated financial statements refléeid@istments (consisting of only
normal recurring entries), which in the opinionnednagement, are necessary to present fairly thadial position at March 31, 2009 and the
results of operations and cash flows of the Compganthe three months ended March 31, 2009 and.2@&rating results for the three
months ended March 31, 2009, are not necessadiyadtive of the results that may be expected ferymar ending December 31, 2009.

The unaudited condensed consolidated financiadmsints should be read in conjunction with the Comijsaaudited financial
statements and footnotes thereto for the year eBdedmber 31, 2008, which are included in the CamisaAnnual Report on Form 10-K.

Use of Estimates and Assumptions

The preparation of financial statements in confeymiith accounting principles generally acceptethi@ United States of America
requires management to make estimates and assas it affect the reported amounts of assetsiabitities and disclosure of contingent
assets and liabilities at the date of the finarstialements and the reported amounts of revenuesx@enses during the reported periods.
Actual results may differ from these estimates.
(3) CONVERTIBLE DEBT
A description of the terms of convertible debt ¢arntgling is as follows:
2006 Debentures

In December 2006, we sold in a private transaaioaggregate of $5,000,000 of convertible debestfthe “2006
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Debentures”). We have entered into four amendmgrégements with the holders since the origina aalfollows:
e The first amendment ( the “First Amendment”) dalede 29, 2007;
e The second amendment ( the “Second Amendment"jidédeember 30, 2007;
*  The third amendment ( the “Third Amendment”) dalety 1, 2008; and
*  The fourth amendment ( the “Fourth Amendment”) d&deptember 25, 2008

As amended, the 2006 Debentures convert into slsfi@s common stock at a conversion price equivtaie $.80 per common shi
(subject to adjustment). The 2006 Debentures adaterest at 12% per annum, payable quarterly.tiperiod from July 1, 2008 through
March 31, 2009, quarterly interest payments weferdsd with accrued interest for the period addethé principal balance. The maturity
date of the 2006 Debentures is December 31, 20djg@cuto quarterly redemption payments beginningeJs0, 2009 (the “Quarterly
Redemption Amounts”) which are to be made solaynfthe Dedicated Revenue Streams. As of Marc@19, the principal balance of the
2006 Debentures was $6,009,999.

In the event that we fail to pay interest in full any due date, the holder shall have the optioadeive the unpaid balance in shares
of common stock at a price equal to 85% of the ayeof the 5 lowest Volume Weighted Average Pr{t€g/APs") during any 30
consecutive trading day periods during the 365pmkiod immediately prior to the interest paymerteda, in lieu of receiving shares of
common stock, may add such unpaid interest to ttgtanding principal amount of the 2006 Debentuiaghe event that we fail to pay the
cumulative Quarterly Redemption Amounts during &8ymonth period ending June 30, 2010 and June(d,, 2he then conversion price of
the 2006 Debentures shall be reduced each Ju1D &nd July 1, 2011, respectively, to the lesgé) the then conversion price or (ii) the
average of the 10 lowest VWAPs for the 60 conseeutiading day period immediately prior.

Under certain circumstances, we can force the asiore of the 2006 Debentures. However, the 2006eDRires contain a provisis
that prohibits the holder from converting the debemif such conversion would result in the holdeming more than 4.99% of our
outstanding common stock at the time of such caiwey which limitation may be waived by the holdeder certain conditions to not more
than 9.99% . The conversion price of the 2006 Dlres may be adjusted downward in the event tkassue or grant any right to common
stock at a price below the conversion price 0f26@6 Debentures including a reduction in the poicthe Convertible Notes (see more
information on the Convertible Notes under the leatConvertible Notes” below). A reduction in tkenversion price of the 2006
Debentures also triggers a reduction in the exeqiee of all warrants held by the holders of 2006 Debentures. Our obligation to repay
the 2006 Debentures is secured by a first lienr#igdaterest on all of our tangible and intangilblesets. Holders of the 2006 Debentures
no voting, preemptive, or other rights of sharekadd

Events of default under the 2006 Debentures incliadeire to make a redemption or interest paynasnscheduled; a breach of a
material covenant not cured within five days oftten notice or within 10 days after the Companyesome or should become aware of
such failure; if a default or event of default (gdb to any grace or cure periods provided in th@ieable agreement) shall occur under any
documents that is part of the transaction or ahgromaterial agreement, lease, document or instrutoevhich the Company or any
subsidiary is obligated; a breach of any matedpt@sentations and warranties; the Company oravsidiary is subject to a bankruptcy e\
(as defined in the debenture); the Company defaul@ny indebtedness in excess of $150,000 whiliteein such indebtedness becomin
declared due and payable prior to the date it wothérwise become due and payable; a delistingto€ommon stock or a stop trade action
by the SEC that lasts for more than five conseeutiays; if the Company shall be party to a charigemtrol transaction (as defined in the
debenture) or if the Company shall agree to sealligpose of 40% of its assets in one related trdimsaor a series of related transactions; if
the effectiveness of the registration statemergdagor any reason or the holders shall not beitedro resell registrable securities (as
defined in the debenture) under the registratiatestent for a period of more than 25 consecutaiig days or 35 non-consecutive trading
days during any 12 month period; if the Companyl $hé for any reason to deliver certificates tdvalder prior to the fifth trading day after a
conversion date; or a monetary judgment in exce$5@,000 is filed against the Company that isawed within 45 days. Additionally, we
are prohibited from paying cash dividends on anyitgcsecurity while the 2006 Debentures are outiitan

Purchasers of the 2006 Debentures received fivewaaants exercisable to purchase an aggregdtd 62,212 shares of our
common stock at an exercise price of $2.37 perrstiae “2006 Debenture Warrants”), but as discubseld above and below, the exercise
price and number of shares underlying the warraate been adjusted several times. As a resuitesktadjustments, the exercise price o
2006 Debenture warrants has been reduced to $t&hpee and the
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number of common shares underlying the warrantdbas increased to 3,443,053.

We also issued to placement agents seven-yearms@agercisable to purchase an aggregate of 154}8f@s of common stock at
an exercise price of $2.26 per share (the “Agentr#vis”) and paid them cash commissions of $425,000

Per the guidance of Emerging Issues Task Forcd FBINo. 00-19, “Accounting for Derivative Finantimstruments Indexed to,
and Potentially Settled in, a Company’s Own Sto¢EITF No. 00-19”) and EITF No. 05-2, “The Meaniof ‘Conventional Convertible
Debt Instrument’ in Issue No. 00-19” (“EITF No. @3}, the anti-dilution features of the 2006 Debeatudid not meet the definition of
“standard” anti-dilution features. Therefore, dmversion feature of the 2006 Debentures was deresil an embedded derivative in
accordance with SFAS No. 133 “Accounting for Detiva Instruments and Hedging Activities” (“SFAS NIB3"). Accordingly, we
bifurcated the derivative from the 2006 Debenthest contract) and recorded the liability at &s Value of $2,831,858 with a corresponc
entry to debt discount.

We evaluated both the Second and Fourth Amendniettie context of EITF Issue 96-19 “Debtor’s Accting for a Modification
or Exchange of Debt Instruments” (“EITF 96-19")urBuant to the guidance of EITF 96-19, an amendisargnsidered a major modification
if the present value of the cash flows under theg$eof the amended debt instrument are greaterit@@ndifferent from the present value of
the remaining cash flows under the terms of thgimal instrument. We did not evaluate the First @ahird Amendments in the context of
EITF 96-19 as those amendments did not impactéutash flows. Based on our analysis, the Fourtle#dment was not considered a major
modification of the debt while the Second Amendmeas considered a major modification. Accordingilyconnection with the Second
Amendment, the outstanding unamortized discourariza of $1,899,747 related to the debt convergatufe was written off and the fair
value of the conversion feature of the amended ZBlentures was recorded at its fair value of $2, 389 with a corresponding entry to d
discount. The fair value of the derivative liatyilwvas determined using the Black-Scholes optidcing model. The difference between the
unamortized discount balance associated with tiginat debt, and the fair value of the conversieatfire of the new debt was included in the
calculation of loss on extinguishment of debt. Tebét discount is reflected as a reduction to @62 ebentures on the accompanying
condensed consolidated balance sheet. The debudisis being amortized on a straight-line basir the remaining life of the 2006
Debentures.

The 2006 Debenture Warrants also meet the defin@fa derivative due to the cashless exerciseigioov  Accordingly, we
bifurcated the derivative from the 2006 Debenturariants (host contract) and recorded the liabidttits fair value of $1,793,293 with a
corresponding entry to debt discount. The 2006ebalre Warrants were valued using the Black-Schap¢isn pricing model. The debt
discount is being amortized on a straight-line $asier the remaining life of the 2006 Debentures.

The Agent Warrants also meet the definition of avdive due to the cashless exercise provisiore ré¢orded a derivative liability
at its fair value of $268,230 with a correspondémdry to debt placement costs. The Agent Warnaete valued using the Black-Scholes
option pricing model. We also recorded the cashpensation paid to the placement agents as wall &ansaction related costs such as
legal and road show expenses as debt placemest ddsbt placement costs, which totaled $938,3&beWweing amortized on a straight-line
basis over the three year life of the 2006 Deb@&stuHowever, in connection with the Second Amendrdescribed above, the outstanding
unamortized debt offering cost balance was writtmnd was included in the loss on extinguishnwrtebt. Accordingly, there has been no
amortization of debt placement costs during 20020418.

For the three months ended March 31, 2009 and 208&mortized $132,184 and $330,459, respectietigebt discount associated
with the 2006 Debentures and 2006 Debenture Warkahich is included in interest expense in the equmnying condensed consolidated
statements of operations.

In connection with the First, Second and Fourth Adments, we provided the holders the following aderstion:

e First Amendment — Issued five- year warrants taiaecd00,000 shares of our common stock at aralretiercise price of
$2.25 per share (the “First Amendment Warrant&l).other terms of the warrants are identical te #06 Debenture
Warrants. Accordingly, they also meet the defimtof a derivative. We valued these warrants ugieglack-Scholes
option pricing model. As a result of several attjusnts (most recently the Fourth Amendment), tre@se price of the
First Amendment Warrants has been reduced to £B86hare and the number of common shares undetlyingzarrants hi
been increased to 1,125,000;
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* Second Amendment — We agreed to increase the ndistaprincipal balance of the 2006 Debentures@ 1$500,000).
As discussed above, the Second Amendment was eoedithe issuance of new debt.

*  Fourth Amendment — In addition to the revisionta# terms of the 2006 Debentures described aboedssued new five-
year warrants to the holders giving them the riglgurchase up to 1,718,750 shares of the Companysnon stock at an
initial exercise price of $.80 per share (subjecdjustment) (the “Fourth Amendment Warrants”)l other terms of the
warrants are identical to the 2006 Debenture WésraAccordingly, they also meet the definitioneofierivative. We
valued these warrants using the Black-Scholes otitting model.

During the three months ended March 31, 2009, $¥860f accrued interest was added to 2006 Debeptureipal balance.

Convertible Notes

In November 2005, we sold in a private transactipraggregate of $3,200,000 of promissory notesemible into shares of our
common stock (the “Convertible Notes”). We havedified the Convertible Note agreements with thedkod three times since the original
sale as follows:

 An amendment dated November 28, 2007 (the “Noverad@y Amendment”);
» A consent and waiver agreement dated June 30, @€8June 2008 Waiver”); and
*  An amendment dated August 20, 2008 (the “AugusB28@endment”).

As amended, the Convertible Notes convert intoeshaf our common stock at a conversion price etgmtdo $.80 per common
share (subject to adjustment). The ConvertibleeBlaccrue interest at 12% per annum, payable gyarteor the period from July 1, 2008
through March 31, 2009, quarterly interest paymergse deferred with accrued interest for the peadded to the principal balance. The
maturity date of the Convertible Notes is Decengier2011 subject to quarterly redemption paymeetgriming June 30, 2009 (the
“Quarterly Redemption Amounts”) which are to be madlely from the Dedicated Revenue Streams. Adasth 31, 2009, the principal
balance of the Convertible Notes was $3,350,152.

In the event that we fail to pay interest in full any due date, the holder shall have the optigrdeive the unpaid balance in shares
of common stock at a price equal to 85% of the ayeof the 5 lowest VWAPSs during any 30 consecutiading day periods during the 365
day period immediately prior to the interest paytrdate or, in lieu of receiving shares of commatkt may add such unpaid interest to the
outstanding principal amount of the Convertible é¢otin the event that we fail to pay the cumula@uerterly Redemption Amounts during
any 12-month period ending June 30th, the thenemin price of the Convertible Notes shall be oediueach July 1st to the lesser of (i) the
then conversion price or (ii) the average of théalest VWAPSs for the 60 consecutive trading dasiqueimmediately prior.

We can force the conversion of the Convertible Ng@ovided (i) we have registered the common shardsrlying the Convertible
Notes and (ii) the closing bid price of our comnsbock has equaled or exceeded $1.60 (as adjuste®) tonsecutive trading day
However, the Convertible Notes contain a provighmat prohibits a holder from converting the notelith conversion would result in the
holder owning more than 4.99% of our outstandingitmn stock at the time of such conversion and icedther restrictions based on the
trading volume of our stock. The conversion potéhe Convertible Notes was to be adjusted dowdvfagither a “default” or “milestone
default” (both defined in the agreements) weredouo. However, in order for an adjustment to tpleee to the conversion price, both (i) a
default or milestone default would have to occutt éi) the volume weighted average price of our cwon stock for the five days preceding
the default (the “Five Day VWAP”) would have to less than the stated conversion price. If the Biag VWAP was less than the
conversion price, then the conversion price wodddbjusted to the Five Day VWAP. An adjustmerth®conversion price due to a default
could take place at any time during the year. @justment due to a milestone default could onletplace on a Reporting Date (the date we
file an Annual Report on Form 10-K or a Quarterlgp@rt on Form 10-Q). There are no further poténtitestone defaults under the
Convertible Notes. Our obligation to repay then@ertible Notes is secured by a first lien securitgrest on all of our tangible and
intangible assets.

Upon filing our Form 10-QSB for the periods endedrivh 31, 2007 and June 30, 2007 and our Form 1@-ké year ended
December 31, 2007, we had milestone defaults amé&itre Day VWAP was below the conversion price.cérdingly, the conversion price
the Convertible Notes was reduced from $2.05 paresto $1.92 per share, from $1.92
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per share to $1.57 per share, and then from $kb6%hare to $.96 per share. The reduction in asioweprice of the Convertible Notes also
triggered a reduction in the conversion price ef 2006 Debentures, the 2006 Debenture Warrantthareirst Amendment Warrants to $.96
per share. For the three months ended March 3B, 2@ recorded $2,624,629 for the fair value efréductions in conversion price
resulting from milestone defaults which is includednterest expense on the accompanying condezwesblidated statements of operations
with a corresponding increase to derivative ligjiliWe determined fair value using the Black-Sekabption pricing model

Events of default include failure to pay principalinterest in a timely manner; a breach of a n@teovenant not cured within 10
days of written notice; a breach of any materiptesentations and warranties; the appointmentefeiver or trustee for a substantial part of
our property or business without prior written cemts a money judgment filed against us in exce€r6f000; bankruptcy; a delisting of our
common stock; and a stop trade action by the SBEQdkts for more than five consecutive days.

Purchasers of the Convertible Notes received wegraxercisable to purchase an aggregate of 788/8@s of our common stock
an exercise price of $2.255 per share (the “CoiblerNote Warrants”). As a result of the Augus08@ Amendment, the warrant shares have
been increased by 1,326,219 shares and the expriieaeduced to $.80 per share (except for 48Wa@0ants held by a holder that
previously converted all of their Convertible Ngté&/e also issued to a placement agent and fifideryear warrants exercisable to purch
an aggregate of 156,098 shares of common stock exexcise price of $2.05 per share (the “PlacermedtFinder Warrants”) and paid them
cash commissions of $320,000.

Per the guidance of EITF No. 00-19 and EITF No20%e anti-dilution features of the Convertibletdkdid not meet the definition
of “standard” anti-dilution features. Thereforee tconversion feature of the Convertible Notes emassidered an embedded derivative in
accordance with SFAS No. 133. Accordingly, we tifited the derivative from the Convertible Notessfitontract) and recorded the
liability at its fair value of $1,792,000 with arcesponding entry to debt discount. The fair valtithe derivative liability was determined
using the Black-Scholes option pricing model.

The Convertible Note Warrants also meet the dédimiof a derivative due to the cashless exercisgigion. Accordingly, we
bifurcated the derivative from the Convertible N@¢arrants (host contract) and recorded the lighdlitits fair value of $1,237,073 with a
corresponding entry to debt discount. The ConbleriNote Warrants were valued using the Black-Sehoption pricing model.

We evaluated both the November 2007 and August 2008hdments in the context of EITF 96-19. We did evaluate the
June 2008 Waiver in the context of EITF 96-19 alidtnot impact future cash flows. Based on owlysis, the August 2008 Amendment
was not considered a major modification of the deltite the November 2007Amendment was considemadjar modification. As a result,
the November 2007 Amendment was considered thanssuof a new debt instrument. We recorded thendateConvertible Notes at fair
value as of the amendment date. We used the Eahkies option pricing model to determine fair ealthe difference between the fair
value of the amended Convertible Notes and thevédire of the Convertible Notes prior to the ameadtiwas recorded as a loss on
extinguishment of debt.

The debt discount associated with the Convertileeblwas amortized over the life of the Convertddes as amended by the
November 2007 Amendment. The debt discount aswalcvaith the Convertible Note Warrants was amodtiaeer the original life of th
Convertible Notes. For the three months ended Maig 2008, we amortized $214,245 of debt discasatciated with the Convertible
Notes which is included in interest expense inadbeompanying condensed consolidated statementseodtions

The Placement and Finder Warrants also meet thieititef of a derivative due to the cashless exerpiovision. We recorded a
derivative liability at its fair value of $252,2%4th a corresponding entry to debt placement co$te Placement and Finder Warrants were
valued using the Black-Scholes option pricing moddfe also recorded the cash compensation paltetplacement agent as well as all
transaction related expenses such as legal fedebaplacement costs. Debt placement costs, wbtaled $610,087, were amortized on a
straight-line basis over the original two year lifithe Convertible Notes. Accordingly, we did mohortize any debt placement costs during
2009 or 2008.

In addition to revising the terms of the Converiblotes as described above, in connection witi\tigust 2008 Amendment, we
issued new five-year warrants to the holders gitivegn the right to purchase up to 514,481 sharéiseo€ompany’s common stock at an
initial exercise price of $.80 per share (subjecadjustment) (the “August 2008 Amendment Warrgnt#ll other terms of the warrants are
identical to the Convertible Note Warrants. Acdoglly, they also meet the definition of a derivatiwWe valued these warrants using the
Black-Scholes option pricing model.
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During the three months ended March 31, 2009, $¥7¢6 accrued interest was added to Convertibledlptincipal balance.

Including the related party note payable descriildw in Note 10, maturities of debt that coulduieg cash are as follows as of
March 31, 2009:

Year Amount
2009 $ 59,30¢
2010 1,188,511
2011 8,348,78I
2012 101,96¢
2013 112,08
Thereafte! 21,71:
9,832,36:
Less debt discout (1,454,02)

4 STOCKHOLDERS' EQUITY
Preferred Stock

Our articles of incorporation authorizes our boafrdirectors (the “Board”) to issue up to 5,000,@0@res of preferred stock and
allows the Board to determine preferences, coneerand other rights, voting powers, restrictiomsjthtions as to distributions,
qualifications, and other terms and conditions.

Series A Preferred Stock

In connection with our merger transaction with @ersix Corporation in May 2005 (the “Mergerthe Board authorized the issual
of 1,000,000 shares of Series A Preferred Stocksimotics. The issuance of the Series A PreferreckStas in exchange for identical shares
of preferred stock issued by Ceragenix Corporatio@smotics in January 2005. The Series A Prefedtedk had a stated value of $4.00 per
share and accrued dividends at a rate of 6% pemanim May 2008, all of the Preferred Stock and®@80 of accrued dividends were
converted into 1,304,569 shares of common stock.

Series B Preferred Stock

The Board has also authorized the issuance of B05Bares of Series B Preferred Stock (“Series B8ries B has a stated value of
$2.25 per share and does not accrue dividendses3giis convertible into shares of the Compangismmon stock at the option of the holder
at a rate of one share of common stock for eactegfeSeries B. In the event of liquidation, Seiieranks junior to all debt of the Company.

In September 2007, we entered into an agreemehntamiinvestor relations firm to provide certainvéezs over a twelve month
period. Under the terms of the agreement, we &800,000 shares of Series B as consideratiorhésérvices. We valued these shares at
$675,000 which represents the stated value of ¢hie$SB shares that were issued. We recordedpaiprexpense equal to the value of these
shares with a corresponding entry to stockholdeggity. We amortized the prepaid expense ovelifthef the agreement. For the three
months ended March 31, 2009 and 2008, we amor$iReahd $168,750, respectively, which is includedeneral and administrative expense
on the accompanying condensed consolidated statemeoperations.

In September 2007, we renewed an agreement withvastor relations firm to provide certain servioe®r a twelve month period.
Under the terms of the agreement, we issued 7508fks of Series B as consideration for the sesvivée valued these shares at $168,750
which represents the stated value of the SeridsaBes that were issued. We recorded a prepaichegpjual to the value of these shares
with a corresponding entry to stockholders’ equitye amortized the prepaid expense over the lith@fagreement. For the three months
ended March 31, 2009 and 2008, we amortized $G48d.88, respectively, which is included in genaral administrative expense on the
accompanying condensed consolidated statemenfzeadtions.
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Equity Incentive Plan

On May 29, 2008, our shareholders approved thegéem Pharmaceuticals, Inc. 2008 Omnibus Inceriitaa (the “2008 Plan”).
The purpose of the 2008 Plan is to enhance olityatuilattract and retain officers, directors, layiployees and other persons, and to mot
such persons to serve the Company by providingdh persons an opportunity to acquire or increatiesat proprietary interest in the
operations and future success of the Company hi§end, the 2008 Plan provides for the granta@dlsbptions, stock appreciation rights,
restricted stock, stock units, unrestricted stalbkidend equivalent rights, and cash bonus awa8ieck options granted under the 2008 Plan
may be non-qualified stock options or incentivecktoptions, except that stock options granted tsida directors and any consultants or
advisors shall in all cases be non-qualified sietons. The 2008 Plan is administered by the Gomagation Committee of the Board. The
number of common shares reserved for issuance tinel@008 Plan is 3,000,000. In June 2008, thegemsation Committee awarded
699,000 incentive stock options and 192,000 notifipchstock options under the 2008 Plan. Thereehizeen no other awards issued under
the 2008 Plan.

For the three months ended March 31, 2009 and 2088ecorded compensation expense related to eepletpck options of
$178,889 and $224,905, respectively. The stoclkogibmpensation expense is included in generabanunistrative expense in the
accompanying condensed consolidated statemenfzeadtions. We did not issue any stock optionsrdutiie three months ended March 31,
2009. The weighted average fair value of stockoogtat the date of grant issued to employees duhie three months ended March 31, 2008
was $.48 per share. We determine fair value usia®lack-Scholes option pricing model. We useftilowing assumptions to determine
the fair value of stock option grants during theethmonths ended March 31, 2008:

Three Months Ended March 31, 2008

Volatility 49.6%
Dividend yield 0
Risk-free interest rat 2.3™%
Expected term (year: 5.C

The expected volatility was based on the histogpcale volatility of our common stock. During ttteee months ended March 31,
2009, we refined our volatility calculation to ut# a longer period of historical trading activiplthough we do not have trading history
available for a period of time that is equivalemthie expected life of the options, we believe thet change provides for a more even
weighting of current and prior period trading histcand accordingly, provides for a better estinwtexpected future volatility.

The dividend yield represented our anticipated cigidend on common stock over the expected lifehefstock options. We
utilized the U.S. Treasury bill rate for the expettife of the stock options to determine the figde interest rate. The expected term of stock
options represents management’s estimation oféhiegof time that the stock options granted afgeeted to be outstanding

A summary of stock option activity for the threemtits ended March 31, 2009 is presented below. fxXoe699,000 shares, all
options presented below are non-qualified.

Weighted
Weighted Average
Average Exercist Remaining Aggregate
Number of Contractual Intrinsic
Shares Price Life Value
Balance, January 1, 20! 5,796,750 $ 1.5C
Options grante: — 8 —
Options exercise — —
Options cancele — —
Outstanding at March 31, 20I 5,796,75! $ 1.5C 6.6 year $ —
Exercisable at March 31, 20! 4,091,41 $ 1.5¢ 6.3year $ —

The total fair value of stock options that vestediy the three months ended March 31, 2009 an8 2@6 $ 42,483 and $26,483,
respectively. The intrinsic value of stock optienx®rcised during the three months ended MarcR@19 and 2008 was $0 as there were no
options exercised during these periods. As of M&Eh2009, we had $666,455 of unrecognized compienseost related to stock options
that will be recorded over a weighted average peoio
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approximately 1.6 years.

Additionally, in periods prior to 2008, we issugdck options to new scientific advisory board mensb&/e valued these grants
using the Black-Scholes pricing model. The comp#gos expense is being amortized to general andrastnative expense over the three
year vesting period of the options. For the thremtins ended March 31, 2009 and 2008, we amortizeth® and $6,747, respectively
compensation expense related to scientific advisogrd options.

Warrants

In December 2008, we entered into an agreementanfitiancial advisor whereby we agreed to issugamés to acquire 200,000
shares of common stock as partial compensatiothéoservices. The warrants have an exercise pfie80 per share and expire in
December 2013. The warrants were valued at $176@ the Black-Scholes option pricing model. &¥e amortizing the cost of the
warrants on a straight line basis over the one §grar of the agreement. For the three months ektedh 31, 2009, we amortized $4,401
which is reflected in general and administrativpaense on the accompanying condensed consolidatednsnts of operations.

For a description of warrants issued in conneatitth debt transactions please see Note 3 above.
(5) DERIVATIVES

We follow the provisions of SFAS No. 133 along widtated interpretations EITF No. 00-19 and EITE B&-2. SFAS No. 133
requires every derivative instrument (includingtair derivative instruments embedded in other @mt#) to be recorded in the balance sheet
as either an asset or liability measured at itsviaiue, with changes in the derivative’s fair vah@cognized currently in earnings unless
specific hedge accounting criteria are met. We&dhese derivative securities under the fair vaede¢hod at the end of each reporting period
(quarter), and their value is marked to markehatend of each reporting period with the gain esl@ecognition recorded against earnings.
We continue to revalue these instruments each epuarteflect their current value in light of therent market price of our common stock.
We utilize the Black-Scholes option-pricing modetietermine fair value. Key assumptions of thecBi&choles option-pricing model
include applicable volatility rates, risk-free irgst rates and the instrument’s expected remalifengThese assumptions require significant
management judgment.

We have three classes of securities that contabedded derivatives. For a further descriptiorhekt securities, see Note 3 above.
At March 31, 2009, the fair value of the derivatiiabilities associated with these securities, gdhve Black-Scholes option-pricing model,
was as follows:

Convertible Deb $ 4,492,87.
Convertible Debt Warran 3,617,11!
Placement and Finder Warral 80,09

$ 8,190,08:

We classify derivatives as either current or loegrt in the balance sheet based on the classificafithe underlying convertible debt
instrument. At March 31, 2009, all derivatives elassified as long-term.

(6) FAIR VALUE
On January 1, 2008, we adopted the provisions 8&fSSRo. 157 “Fair Value Measurements” (“SFAS 157f) @ prospective basis for

our financial assets and liabilities. SFAS 157 mexputhat we determine the fair value of finaneiséets and liabilities using the fair value
hierarchy established in SFAS 157 and describeg tlevels of inputs that may be used to measuredhie, as follows:

» Level 1—Quoted prices in active markets for idegitassets or liabilities.
e Level 2—Inputs other than Level 1 that are obsdejadither directly or indirectly, such as quoteitgs for similar assets or
liabilities; quoted prices in markets that are active; or other inputs that are observable ortmanorroborated by observable

market data for substantially the full term of #esets or liabilities.

* Level 3—Unobservable inputs that are supportedttiy br no market activity and that are signifitém the fair value of the assets
or liabilities.
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The adoption of this statement did not have a ri@tenpact on our consolidated results of operatiand financial condition.

In accordance with SFAS 157, the following tableresents the fair value hierarchy for our finantabilities measured at fair value
a recurring basis as of March 31, 2009. We hafinamcial assets subject to fair value measureraeltarch 31, 2009.

Fair Value Measurements at March 31, 2009 Usin

Quoted Prices Significant
in Active Other Significant
Balance at Markets for Observable Unobservable
March 31, Identical Items Inputs Inputs
Description 2009 (Level 1) (Level 2) (Level 3)
Derivative liabilities:
Debt conversion featurt $ 4,492,87. — — $ 4,492,887,
Warrant obligation: 3,697,20! — — 3,697,20!
Total derivative liabilities $ 8,190,08 — — $ 8,190,08

The following table presents the changes in fainedor liabilities that have no significant obsable inputs (Level 3):

Level 3
Convertible Debt
And Warrant

Obligations
Balance at January 1, 20 $ 819,22¢
Loss on fair valut 7,370,85!
Balance at March 31, 20( $ 8,190,08

(7) INVENTORY

Inventory is stated at the lower of cost or maskatie using the first-in, first-out method of acnting. At March 31, 2009 and
December 31, 2008, inventory consisted of the ¥alig items:

March 31, December 31
2009 2008
Raw materials $ 256,90¢ $ 164,62¢
Finished good 131,06(

$ 387,96¢ $ 164,62¢

(8) CUSTOMER DEPOSITS

Customer deposits consist of prepayments of puecbaers made by DRL. During the three months émizrch 31, 2009, DRL
agreed to prepay a portion of all purchase ordexdenthrough June 30, 2009. Such prepaymentsiteagst at 6% per annum from the time
the prepayment is made until such time that protuctceived by DRL under each respective purcheder. The prepaid purchase orders do
not contain any right of offset. For the three thsrended March 31, 2009, we recorded $780 ofastexxpense on customer deposits.

(9) EARNINGS (LOSS) PER SHARE

Earnings (loss) per share are calculated in acocedwith the provisions of SFAS No. 128 “Earnings Bhare” (“SFAS No. 128").
Under SFAS No. 128, basic earnings (loss) per sli@eomputed by dividing the Company’s incomed)@tributable to common
shareholders by the weighted average number of aomsiares outstanding. The impact of any potentililllitive securities is excluded.
Diluted earnings per share are computed by divitiiegCompany’s income (loss) attributable to comrsioareholders by the weighted
average number of common shares and dilutive gate@mmon shares outstanding during the periodaloulating diluted earnings per
share, we utilize the “treasury stock method” fibstock options and warrants and the “if conventeethod” for all other convertible
securities. For all periods presented, the basiocdiioted loss per share is the same as the ingbgitential dilutive common shares is anti-
dilutive.
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Warrants, options and convertible debt excludethftioe calculation of diluted loss per share arfob@ws:

Three Months ended March 31,

2009 2008
Warrants 10,842,60 6,792,26
Options 5,796,75! 4,905,75!
Convertible deb 11,700,18 8,960,61:
Preferred stoc 315,00 1,375,00!

(10) COMMITMENTS, CONTINGENCIES AND RELATED PARTY TRANSACTIONS
License and Technology Agreements

We have an exclusive license agreement, as amewithdBrigham Young University (the “BYU LicenseWjith respect to the
Ceragenin™ technology. The BYU License requiresrguly research and development support fees 269D and earned royalty payments
equal to 2% - 10% of adjusted gross sales (asetkfinthe agreement) on any product using thedied technology. The earned royalty is
subject to an annual minimum royalty which commehicecalendar year 2008. The minimum annual rgyaks $100,000 in 2008,
$200,000 in 2009, and $300,000 in 2010 and eachtieeeafter. We are also obligated to reimburg& Bor any legal expenses associated
with patent protection and expansion. For theghmenths ended March 31, 2009 and 2008, we wergeth&12,755 and $26,730,
respectively, for legal expenses by BYU which @&féected as general and administrative expendeeim¢companying condensed
consolidated statements of operations. The tertheoBYU license is for the life of the underlyipgtents which expire commencing in 2022.

We also have an exclusive license agreement wétiRégents of the University of California (the “l&@reement”) with respect to
our Barrier Repair technology. The UC Agreemeqtuies an earned royalty of 5% of net sales asddfin the agreement. The earned
royalty is subject to an annual minimum royalty$é0,000. Upfront and milestone payments receiveh Sub-licensed products are subject
to a 15% royalty. The UC Agreement is for the tfehe underlying patents which expire in 2014.atldition, the UC Agreement requires
reimbursement for legal expenses associated witmpprotection and expansion. During the threathmended March 31, 2009 and 2008,
we were charged $4,119 and $82, respectivelyefpallfees associated with the UC Agreement. Tlegse fees are included in general and
administrative expense in the accompanying condkbosesolidated statements of operations.

Transactions with Osmotics

Osmotics is the former parent company of Cerag€eporation and holds 12,222,170 shares of oumoomstock and warrants to
acquire 1,007,161 shares of our common stock &ate pf $2.18 per share. Additionally, our Chaimend Chief Executive officer is a
shareholder of Osmotics and his spouse is Osmd@itairperson and Chief Executive Officer. During three months ended March 31, 2
and 2008, we had or were affected by the followiagsactions with Osmotics.

Osmotics Sublicense Agreement and Triceram Acdoiisit

We obtained our rights to the UC Agreement purstmattechnology transfer agreement with Osmotf@smotics was the exclusive
licensee under the UC Agreement until May 2005 lsitivtime it assigned its rights to Ceragenix Coagion. In August 2006, we entered
into a sublicense agreement with Osmotics (the liSese Agreement”) whereby we granted Osmoticsitie to use the Barrier Repair
technology to develop and market cosmetic, nonepison products (as defined in the agreement)e Sublicense Agreement called for
Osmoatics to pay us either (1) one-half of the mimimroyalty described above or (2) 5% of net safé8smotics products using the Barrier
Repair technology in the event that royalty payreenade by the Company exceed the minimum royafkie Sublicense Agreement also
required Osmotics to pay 50% of all legal experesmibursements under the UC Agreement. Additiondtly Sublicense Agreement granted
us the right, at our sole option, to purchase ¢tmélation for Triceram®, a non prescription protdseld by Osmotics using the Barrier
Repair technology. The purchase price was $61600tich $100,000 was previously paid during 20Di6e purchase price was negotiated
and approved by the disinterested members of oarddnder the terms of the DRL Agreement, we wegqglired to purchase the Tricer@m
formulation by November 2008. We did not purchase
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Triceram® during 2008 as we did not have sufficigapital resources to do so.
In March 2009, we amended the Sublicense Agreeasefullows:
*  The payment terms to purchase Triceram® were rehasdollows:
»  $16,202 was payable upon exercise of the purchatgeno

*  Monthly payments of $10,000 commence on April 102@nd continue until such time that we receivieast
$3,500,000 in aggregate net proceeds (as defingetiamendment) from debt or equity transactionarupfront
and/or milestone payments under commercializat@mmsgctions for EpiCeram® or Ceragenins™ ;

e Monthly payments of $40,000 commencing the montiefiong meeting the $3,500,000 net proceed thrakhanic

* Inthe event of certain terminations after a chawigeontrol in the Company, or in the event that @Gompany
receives at least $10 million in net proceeds piltstanding balance shall become payable in a kump

»  Osmotics will no longer be responsible for reimlngus for 50% of all legal expenses under the Weedment; and

«  Osmoatics will no longer be responsible for payingfthe minimum annual royalty under the UC Agreaime

In connection with amending the Sublicense Agrednmvea exercised the purchase option to acquireeTaim®. We recorded the
purchase at fair value using the guidance set far8FAS No 141(revised) “Business CombinationSKAS 141R") and SFAS 157. We do
not intend on marketing Triceram® as we believe itischighest and best use is as a “defensive.as&ethave allocated the purchase pric
$516,000 to a longived intangible asset which is reflected as otiget on the accompanying condensed consolidaigcbhasheets. We &
amortizing the asset over the remaining life of glagent underlying the UC Agreement (64 months)r tRe three months ended March 31,
2009 we amortized $8,063 which is included in gahand administrative expenses on the accomparmygindensed consolidated statements
of operations.

In connection with acquiring Triceram®&ge issued to Osmotics a promissory note. The Ipedes interest at 9.5% per annum anc
payment terms are described above. We appliedtusianding receivables from Osmotics totaling $34,to the purchase price and note
balance (inclusive of the $16,202 described aboV¥ék note is reflected as note payable, relatety pa the accompanying condensed
consolidated balance sheet.

For the three months ended March 31, 2009 and 2088harged Osmotics $3,084 and $1,419, respegtifellegal expenses unc
the UC Agreement which we have recorded as a rigtfuct general and administrative expense on tleerapanying condensed consolidated
statements of operations. For the three monttisceMarch 31, 2009, Osmotics’ revenues from praglutitizing the Barrier Repair
technology resulted in royalties of $5,072. A®suft, we have recorded a receivable from Osméticthe royalties owed under the UC
Agreement that we will be required to remit on theghalf. Additionally, for the three months endédrch 31, 2008, licensing fees have t
reduced by $6,250 for the portion of the minimurpalty borne by Osmotics.

Shared Services Agreement

Given the early stage of our business, managenasndétermined that it is more practical for ustilize existing Osmotics resourc
rather than procure them on our own. Accordintilg, Company and Osmotics entered into a shareitesragreement (the “Shared Services
Agreement”) whereby Osmotics provides office spane other back office support for accounting, humesources, payroll, systems, and
information technology. The charge for such sewis $5,000 per month. The Shared Services Agrneehas been extended until
December 31, 2009. The Shared Services Agreensntantemplates that Osmotics may ask certaiupbfficers to assist them with
certain projects. In the event that our officgyered any time on the business of Osmotics, we eh@smotics for the cost of these services
which is offset against the monthly charge descrigove.
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For the three months ended March 31, 2009 and 2088ecorded $15,000 and $15,000, respectivelyeuthe Shared Services
Agreement. We have recorded such charges as ¢j@andradministrative expense in the accompanyimglensed consolidated statements of
operations.

Litigation

From time to time, we may become party to litigatamd other claims in the ordinary course of bussneTo the extent that such
claims and litigation arise, management would pevfor them if upon the advice of counsel, lossesdatermined to be both probable and
estimable. We are currently not party to any dtign.

ITEM 2. MANAGEMENT’S DISCUSSION AND ANALYSIS OF F INANCIAL CONDITION OR PLAN OF OPERATION
FORWARD LOOKING STATEMENTS

Our disclosure and analysis in this Quarterly ReporForm 10-Q (this “Form 10-Q")n other reports that we file with the Securit
and Exchange Commission, in our press releasemanblic statements of our officers contain forddmoking statements. Forwatdeking
statements are based on the current expectatiamnsfafecasts of future events made by our managenterward-looking statements may
turn out to be wrong. They can be affected bydnaate assumptions or by known or unknown riskswanmertainties. Many factors
mentioned in this Form 10-Q, for example governrakrggulation, general economic and capital macketitions in the United States, and
competition in our industry, will be important irtgrmining future results. No forward-looking staent can be guaranteed, and actual
results may vary materially from those anticipatedny forward-looking statement.

You can identify forward-looking statements by fhet that they do not relate strictly to historicalcurrent events. They use words
such as “anticipate,” “estimate,” “expect” “willmay,” “intent,” “plan,” “believe,” and similar exgssions in connection with discussion of
future operating or financial performance. Thes®ude statements relating to future actions, prospe products or product approvals,
future performance or results of anticipated praosluexpenses, financial results or contingencies.

Although we believe that our plans, intentions argectations reflected in these forward-lookingesteents are reasonable, we may
not achieve these plans or expectations. Forwaokiithg statements in this Form 10-Q will be affeédiy several factors, including the
following: the ability of the Company to raise safént capital to finance its operations and plahaetivities including completing
development of its Ceragenin™ technology; the ghif the Company to meet its obligations undersigply and distribution agreement
with Dr. Reddy’s Laboratories including having sci#nt working capital to fulfill purchase orderstiin the timeframes required by the
agreement; the ability of the Company to serviseiitstanding convertible debt obligations; recgjuihe necessary marketing clearance
approvals from the United States Food and Drug Adstration (the “FDA”); successful clinical triatf the Company’s planned products
including the ability to enroll the studies in m&ly manner, patient compliance with the studyguol, and a sufficient number of patients
completing the studies; the ability of the Compsmgommercialize its planned products; the abdityhe Company to successfully
manufacture its products in commercial quantittheoigh contract manufacturers); market acceptahtge Company’s planned products,
the Company’s ability to successfully develop itgthsed compounds, alone or in cooperation witkrstiinto commercial products, the
ability of the Company to successfully prosecute protect its intellectual property, and the Compsability to hire, manage and retain
qualified personnel. Actual results, performancaahievements could differ materially from thosatemplated, expressed or implied by the
forward-looking statements contained in this Fo®aQ@ Our Annual Report on Form ¥0sets forth important factors that could causeal
results to differ materially from our forward-looig statements. These and other factors, inclugimgral economic factors, business
strategies, the state of capital markets, regulatonditions, and other factors not currently kndwmis, may be significant, now or in the
future, and the factors set forth in the Form 1@r#y affect us to a greater extent than indicatsitiforward-looking statements attributable
to us or persons acting on our behalf are expregaiified in their entirety by the cautionary staents set forth in this Form 10-Q and in
other documents that we file from time to time vilte SEC including our Annual Report on Form 10xarterly Reports on Form X@-and
Current Reports on Form 8-K to be filed in 200Xcé&pt as required by law, we do not undertake dtigation to update any forward-
looking statement, whether as a result of new médion, future events or otherwise.

BUSINESS OVE RVIEW
We are an emerging medical device company focusqutescription products for infectious disease and
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dermatology. Since our inception in February 2@, principal activities have involved raising itap identifying and licensing technolog
researching applications for the licensed techngltgsting the licensed technology, and engagiragtivities to commercialize the
technology.

RESULTS OF OPERATIONS

Our historical operating results consist primaafyexpenditures on corporate activities, reseanthdevelopment costs, payments
due under our license agreements and interest sgpem order of magnitude, our expenditures hgareerally consisted of the following c:
expenses:

e Payroll and related costs;

. Interest;

»  Fees paid to third parties for clinical trials asttler development costs;
»  Professional fees (legal and accounting);

e Licensing fees;

+ Travel;

. Insurance;

* Investor and public relations;

»  Director fees; and

e Consulting

Until November 2007, we did not record revenue.rilm2008, we commenced manufacturing (throughrdraot manufacturer) ai
shipment of EpiCeram® to DRL under the terms ofRL Agreement. This has required us to expandagctivities to include those related
to procurement of raw materials, providing oversigithe third party manufacturer(s), managingdhality control and shipment processes,
and billing and collection activities related tmguct shipments.

Critical Accounting Policies

We have identified the policies described belowrégal to our business and results of operatiofsr further discussion on the
application of these and other accounting policseg, Note 3 to our audited financial statements asd for the years ended December 31,
2008 as filed in our Annual Report on Form 10-Kur@eported results are impacted by the applicatfcthe following accounting policies,
certain of which require management to make sulbar complex judgments. These judgments invahaking estimates about the effec
matters that are inherently uncertain and may sogmitly impact quarterly or annual results of ag@ms. For all of these policies,
management cautions that future events rarely dpwtactly as expected, and the best estimateisebutequire adjustment. Specific risks
associated with these critical accounting policiesdescribed in the following paragraphs.

Revenue Recognition

We recognize revenue in accordance with Staff Anting Bulletin (“SAB”) No. 101 as modified by SABAN 104, “Revenue
Recognition in Financial Statements,” EITF Issue200‘Revenue Arrangements with Multiple Delivera§I¢'EITF 00-21"), and SAB Topic
13A1. We recognize revenue when there is persaasidence that an arrangement exists, when @dephssed, the price is fixed or
determinable, and we are reasonably assured @fctiol) the resulting receivable. Revenue arrangé&srtbat include multiple deliverables
are divided into separate units of accountingefdeliverables meet certain criteria. We will rgeize product revenues net of revenue
reserves which consist of allowances for discouetsins, rebates and chargebacks. This accoupmiiy for revenue recognition may hé
a substantial impact on our reported results aliesren certain estimates that can require difficabjective and complex judgments on the
part of management.
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For the periods ended March 31, 2009 and 2008s@ersource of revenue was the sale of EpiCerantf@eitunited States pursuant
to the DRL Agreement. We record (or will recordyenue under the DRL Agreement as follows:

Advance Fees— The DRL Agreement calls for non-sales milestoagnpents based on the accomplishment of certaint®ven
including the launch of the product. We believattiihe payment of these fees and our continuinfippeance obligation related to supplying
EpiCeram® are an integrated package. Accordingéyrecord receipt of advance fees as deferred vevend recognize revenue
systematically over the periods that the fees areezl. We are recognizing revenue on a strdightbasis over the period of our performa
obligations under the DRL Agreement (20 years).

Product Sales— Our supply price under the DRL Agreement congi$tsvo components; (i) our cost of producing Epi@e® (the
“Cost Component”) and (ii) a percentage of EpiCeganet sales” (as defined in the DRL Agreementg(tNet Sales Component”). We
recognize revenue for the Cost Component whenp#téses to DRL (upon delivery) subject to certaia tip adjustments as provided for in
the DRL Agreement. We recognize the Net Sales @uorapt based upon reports provided by DRL.

Net Sales Milestones- The DRL Agreement provides for the payment ofestibne payments based on cumulative net salestwver
life of the agreement. We will recognize revenumrf net sales milestones once the amount can iablgeéstimated based upon reports
provided by DRL or when DRL communicates to us #raadditional milestone payment has been triggémetiable estimates cannot be
provided.

Derivatives

We follow the provisions of SFAS No. 133 “Accourgifor Derivative Instruments and Hedging Activiti¢$SFAS No. 133") along
with related interpretations EITF No. 00-19 “Accdug for Derivative Financial Instruments Indexed and Potentially Settled in, a
Company’s Own Stock” (“EITF 00-19") and EITF No.-25The Meaning of ‘Conventional Convertible Debhstrument’ in Issue No. 00-
19" (“EITF 05-27). SFAS No. 133 requires every iative instrument (including certain derivativesiruments embedded in other contracts)
to be recorded in the balance sheet as eithersa asliability measured at its fair value, witlanges in the derivativefair value recognize
currently in earnings unless specific hedge acdogmfriteria are met. We value these derivativeugées under the fair value method at the
end of each reporting period (quarter), and thelue is marked to market at the end of each rampgéeriod with the gain or loss recognition
recorded against earnings. We continue to rewvthlese instruments each quarter to reflect theneoavalue in light of the current market
price of our common stock. We utilize the BlackiSles option-pricing model to estimate fair valiéey assumptions of the Black-Scholes
option-pricing model include applicable volatilitgtes, risk-free interest rates and the instrurseaxkpected remaining life. These
assumptions require significant management judgment

Share-Based Payments

We account for stock option compensation in acaordavith SFAS No. 123 (revised), “Share-Based Payi{eSFAS 123R”).
SFAS No. 123R requires measurement of compensedistrfor all stock-based awards at fair value endaite of grant and recognition of
compensation over the service period for awardeeegl to vest, using the modified prospective nwttitie estimation of stock awards that
will ultimately vest requires judgment, and to theent actual results differ from our estimateshsamounts will be recorded as a cumulative
adjustment in the period estimates are revisedcd¥sider various factors when estimating expeatefeitures, including historical
experience. Actual results may differ substantifiityn these estimates.

We determine the fair value of stock options grdniteemployees and directors using the Black-Sshadduation model, which
considers the exercise price relative to the maréfte of the underlying stock, the expected sfwide volatility, the risk-free interest rate
and the dividend yield, and the estimated periotineé option grants will be outstanding before tleg ultimately exercised. Had we made
different assumptions about our stock price vatgtdr the estimated time option and warrant gravitsbe outstanding before they are
ultimately exercised, the related stock based cosgt@®n expense and our net loss and net loshper amounts could have been
significantly different, in 2009 and 2008.

THREE MONTHS ENDED MARCH 31, 2009 COMPARED TO MARCH 31, 2008
Revenue

For the three months ended March 31, 2009 and 2008;0le source of revenue was the DRL AgreemBeizenue consists of the
following components:

2009 2008
Product revenu $ 224,11.  $ —
Milestone recogpnitiol 60,30¢ 18,75(
$ 284,411 $ 18,75(
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Cost of Goods Sold
For the three months ended March 31, 2009, cagpods sold was $136,889 compared to $0 for 2008.
Licensing Fees and Royalties
We pay licensing fees and royalties under septicatese agreements with two entities: The RegetiseoUniversity of California

(for Barrier Repair technology) and Brigham Youngivérsity (for Ceragenin™ technology). For thesthmonths ended March 31, 2009
2008, licensing fees and royalties were as follows:

2009 2008
Ceragenin Technolog $ 72,50C $ 60,00(
Barrier Repair Technolog 11,20¢ 6,25C
$ 83,70¢ $ 66,25(

The increase in fees paid for the Ceragenin™ tdolggas the result of an increase in the minimunoant due under the Brigham
Young University license agreement during 2009e iFitrease in Barrier Repair technology royaltgegrimarily the result of Osmotics no
longer reimbursing us for one half of the minimunmaal royalty.

Research and Development

Research and development expense for the threenmentied March 31, 2009, decreased by $63,401pooxmately 89%
compared to the prior year period. The decreapdrigarily the result of a planned effort to reduesearch and development costs due to our
limited financial resources. Additionally, duritige three months ended March 31, 2009, we receivetund from a university for a prior
period research project as actual costs wereh@ssdstimated project costs. Our ability to condesearch and development activities is
greatly dependent upon our financial resourcesaBge of our limited financial resources, we doengtect to incur significant research and
development costs during 2009. In order to dev@egmshield™ and NeoCeram™ in a more timely marwmenyill require additional
financial resources. No assurance can be giveém#wessary additional financing will be availabfeterms acceptable to us, if at all. If
adequate additional funds are not available wheuired, we may have to delay, scale-back or elitaicartain aspects of our research,
testing and/or development activities.

General and Administrative

General and administrative expenses for the thia®tms ended March 31, 2009, decreased by $29938@pooximately 25%
compared to the prior year period. The decreasapense between years was primarily due to dexséasnvestor relations and stock
compensation expense. Investor relations expesrseased primarily due to amortization of Seridr&erred Stock during 2008. As
discussed further in Note 4, during 2007 we entargrdagreements with two investor relations finvigereby we issued Series B Preferred
Stock as consideration for the services. The amsesdigalue of the Series B Preferred Stock was aredrbver the lives of the related
agreements which expired during the third quart@088. Accordingly, there was no comparable espeaturing 2009. Stock compensation
expense decreased as the result of certain staicnspssued in prior years becoming fully vestedmh 2008. As a result, compensation
expense related to those options was not recogudizedg 2009.

Loss from Operations

As a result of the factors described above, the fiasn operations for the three months ended Maict?009 decreased by $474,118
compared to the prior year period.

Other Expense

Other expense for the three months ended MarcB®)9 increased by $4,873,536 compared to the pe@ar period. The increase
expense between years was the net result of ato®e fair value of derivatives during 2009 (comggkto a gain during 2008) partially offset
by a decrease in interest expense between yazkidéd in 2008 interest expense was a chargetod¢he fair value of an adjustment to
exercise price of certain convertible securities.
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Net Loss

As a result of the factors described above, thdasstfor three months ended March 31, 2009 inectay $4,399,418 compared to
the prior year.

Preferred Stock Dividends

We did not accrue preferred stock dividends dutireggthree months ended March 31, 2009 as a refsthié @onversion of Series A
Preferred Stock into common shares during the seqaarter of 2008. Preferred stock dividends v#@ 000 for the three months ended
March 31, 2008.

Loss Attributable to Common Shareholders

As a result of the factors described above, the ddgibutable to common shareholders for threethsoanded March 31, 2009
increased by $4,339,418 compared to the prior year.

LIQUIDITY AND CAPITAL RESOURCES

Raising sufficient capital to fund our businesswti¢s has historically been, and continues todwe, most significant challenge.
Typically, we have never had more than 12 to 15tthmof cash on hand at any given time and oftehawe had much less. The costs
and time associated with developing a technologyam FDA cleared medical device or new drug istatial. Because of our limited
capital resources we have not been able to adwdmaedopment of our technologies as broadly or pgllpas otherwise possible with
greater resources. Our capital resource constramte also impacted our business strategy asvillo

We are focusing our development efforts on prodti@scan be regulated as medical devices insteaevodrugs;

*  We plan to commercialize our products primarilyotigh out-license and/or supply and distributioreagrents with third parties
instead of fielding an internal sales force; and

*  We are willing to enter into out-license agreememtsollaboration arrangements at early stagegweéldpment.

While this strategy will serve to reduce the amaafntapital required by the Company, it also mayedo limit the value we create for
our shareholders from our technologies.

Our ability to raise additional capital is constied by the following factors related to our capdalicture and market for our common
stock:

*  The existence and terms of our convertible dehir#tézs (see discussion provided under Note 3)aiard number of provisions
which many new investors may find problematic inlihg the following:

e The conversion price of the debt and warrants etadjusted downward under a number of circumstandich creates
uncertainty for new investors;

*  We are required to utilizesignificant portion of our future revenue streamsérvice and retire debt. New investors wc
likely prefer that these cash flows be retainedh®yCompany to defray or fund our operating costs;

» As of March 31, 2009, there were 20,559,399 comeiwres underlying the conversion of the debt aedoése of warrant
held by the debtholders. This represents a siaifioverhang and creates uncertainty for new toves

e There are several circumstances in which we woeltelquired to obtain approval from the debtholderder to execute
future funding transaction; and

*  Any, or all, of these provisions could result inew investor seeking a waiver, or permanent amentrteethe debt
agreements in order to consummate a funding tréinsacThere is no assurance that the debtholdetddragree to a waiv
or any change to the terms of the debt agreements.

. The overhang of 12,004,569 shares of our comstock held by Osmoatics for exchange with thearsholders and
debtholders creates uncertainty for new investartqularly as to how the market for our
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common stock will be impacted when that exchangestction takes place;
e The recent trading price of our common stock i®Wwehe conversion price of the convertible debatirgy the following issues:

e Any transaction at or near market price would reisuan adjustment to the conversion price of thevertible debt
securities and warrants resulting in immediate sutigl dilution to our current shareholders and irevestors; and

*  We would likely have to issue a number of sharaswould/could result in the new investors owningjgnificant
percentage of our common shares, if not resultadhaage of control. Many investors do not wantmer prohibited from,
owning such a significant percentage of an investee

e Changes in the interpretation of Rule 415(a)(1b{xthe SEC have limited the number of shares ofraomstock that we can
register for new investors that are sold pursuaptivate placement transactions. Until such tiheg Osmotics completes its
planned exchange transaction, the shares theyimektrow are excluded from our float for purposeRule 415 calculations
which further exacerbates this limitation; and

*  The average trading volume of our common stockherQTC Bulletin Board is not significant. Our commstock is subject to
rules adopted by the SEC regulating broker deabastiges in connection with transactions in “pestycks.” These rules make
it more difficult to buy and sell shares of our goon stock. Additionally, we have a limited pullicat which has also
contributed to the limited trading volume. Furth@any retail investors will not, and many instibaal investors cannot, invest
in stocks that trade on the OTC Bulletin Boardvelstors typically want to be assured that theysedintheir shares of common
stock without adversely impacting the market factsuommon stock and we currently cannot providé sissurances.

All of the above factors serve to limit the numbépotential investors available to the Companye &é not see these conditions
changing in the near term.

Operating Activities

As of March 31, 2009, we had $1,185,913 of cashcasth equivalents. During the three months endactiv31, 2009, $588,343 of
cash was provided by operating activities comp&weB90,102 during the same period of 2008. Thee@mse in cash provided by operating
activities between years is primarily the resulaafecrease in cash paid for interest. We antieifeat our cash requirements for inventory
manufacturing will increase as EpiCeram® ordersaase during the remainder of 2009. As discusseldr in Note 8, we have temporarily
mitigated this requirement by negotiating the pyapant of purchase orders from DRL through June2809. There is no assurance that
DRL will agree to extend the current prepaymentitebeyond June 30, 2009. At such time that thenpay terms revert back to the original
agreement, it will have an adverse affect on o@rajing cash flows.

I nvesting Activities

Cash flows from investing activities were $0 foe thhree months ended March 31, 2009. As of Malct?2B809, we had no material
commitments for capital expenditures.

Financing Activities

During the three months ended March 31, 2009, 608 cash was used in financing activities repréag principal payments
made under an insurance financing note.

We have two series of convertible debt instrumeriteeh may affect our future liquidity. For morgdnmation on the Convertible
Notes and the Convertible Debentures, see theigésos in Note 3

Outlook

As of March 31, 2009, we had cash and cash equitsaté $1,185,913. As previously noted, in Noven®@)7, we entered into the
DRL Agreement for the commercialization of EpiCefaim the United States. Among other things, the.D®reement called for DRL to
pay us certain non-sales based milestone paympatsthe accomplishment of three specified evehts‘{llon-Sales Milestones”) of up to
$3,500,000. During the three month period endadcil 31, 2009,
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we received the last Non-Sales Milestone paymeho(,000) from DRL. Additionally, under the DRIgfeement, we can earn up to
$21,250,000 in milestone payments based on cumelagt sales of EpiCeram® (the “Net Sales MilesstheHowever, we do we anticipate
earning any Net Sales Milestone payments until $iomeein 2010.

As discussed above, during the three months endedVB1, 2009, we entered into the Internationak&gients to commercialize
EpiCeram®. Our international distribution partnbogh expect to commence sales and marketing esivduring the latter half of 2009.
Under the Canadian Agreement, we are to receizd8,800 milestone payment upon EpiCeram® receirégglatory approval in Canada.
We expect to earn this milestone payment duringsét®nd half of 2009. We do not expect the Intesnal Agreements to have a material
impact on our liquidity or results of operationgidg 2009.

As previously disclosed in prior periodic repoitsthe third quarter of 2008, we negotiated amemdm® our existing convertible
debt securities (collectively the “Amended ConvadiDebt Agreements”). These debt agreements presgously in technical default.
Among other things, the Amended Convertible Debtegents extended the maturity date of the debetember 31, 2011 and require that
we make minimum quarterly payments to the holdersroencing June 30, 2009 (the “Amended AmortizaBchedule”) solely from the
following revenue streams (the “Dedicated Revenueats”):

e 100% of net revenues (as defined in the amendmpaid)or owed to us under the DRL Agreement subseicio April 1,
2009;

*  100% of net revenue received from any other Epi@&aommercialization arrangements;
*  50% of the net revenue received from the sale @iQéeam™;
*  33% of any net revenue received from Ceragenin carialization arrangements; and

»  33% of any net revenue received by us in exce$29®,000 in aggregate excluding any capital raisethe Company
through equity investment or the issuance of debt.

Accordingly, all net revenues (as defined in theeadments) we receive from the commercializatioBmfCeram® will be utilized to
service the existing convertible debt until suchetithat the debt has been paid in full. We culyeartticipate being able to repay the
existing convertible debt by the end of 2011.

In the event that the Dedicated Revenue Streamgsufficient to make a quarterly interest paymerfull, the only remedies to the
holders are to add the unpaid accrued interestetotitstanding debt balance or receive sharesrafamnmon stock in lieu of cash payment.
Additionally, in the event that the Dedicated Raweistreams are not sufficient to make the cumwdgiayments required by the Amended
Amortization Schedule with respect to the 12-mgeghiods ending June 30th, then the only remedigedblders is to have the conversion
price of the debt and exercise price of their wagadjusted downward. See Note 3 for a morelddtdiscussion. Accordingly, until
December 31, 2011, the failure to make schedulieddst and/or principal payments in full does notvle the holders the ability to declare
the Company in default.

While we believe that the Amended Convertible Dafpteements are more favorable to the Company theuwettiginal convertible
debt agreements, there are a number of factordwdoiald inhibit the Compang’ability to raise additional capital. These nraglude, but at
not necessarily limited to, the following:

»  The presence of $9,360,151 in secured convertité dith most favored nation and other pricing eation;

»  The Dedicated Revenue Streams will reduce futush laws retained by the Company for operations;

e 12,004,569 shares of our common stock (or appraeiin&7% of our issued and outstanding sharesgamently held in
escrow for Osmotics Corporation (“Osmotics”) awaitexchange with its shareholders. Osmotics heisedius that it
must complete its exchange transaction by Nover20#0 in order to preserve the tax free nature e@titinsaction;

»  Limitations on our ability to register common steeend common shares underlying convertible debt
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securities sold in private placement transactions;
e Our limited operating history and lack of profitaldperations; and
e The economic downturn and uncertainty in the Urgrfcial markets.

We believe that existing cash on hand in combimatigh projected operating cash flows should béicgeht to fund our planned
corporate activities, all current contractual oatigns and planned development activities throudeaest the middle part of the third quarte
2009. Accordingly, we will require additional fungd within the next three to four months. As of tihate of this Form 1Q, we have no firn
commitments for raising additional capital and asalibed above, our ability to access the capitakets may be severely limited

There are several potential sources of capitalwieatnay or will pursue. They are as follows:

*  Upfront payments from development or licensing $eations of our Ceragenin technology. Howevenaisd above, 33% of
any such payments received would have to be raftitteur convertible debt holders unless the hsldeived the requirement;

*  Sale of the future revenue streams from the DRLeagrent. Under the terms of the Amended Converelat Agreements,
we are required to attempt to monetize this revestigam within 12 months of the amendments. Howéfvthe proceeds
received were not sufficient to repay the thentamiding convertible debt balance, we would regaireaiver from the debt
holders to keep any of the proceeds;

»  The sale of debt or equity securities to new ostéxj investors. As described above, the termmiotonvertible debt
securities and/or the current trading price of @ammon stock, may make this option very difficoltetxecute.

There is no assurance that we will be able to rdlktional capital within the timeframe descritsdabve. Even if we are successful,
it could be on terms that substantially dilute ourrent shareholders. In the event that we caraigt sufficient capital within the required
timeframe, it will have a material adverse effetttioe Company’s liquidity, financial condition ahdsiness prospects.

Contractual Obligations

We had the following contractual obligations at btaB1, 2009, which require us to raise additioagit@l to meet the obligations that
exceed the current capital resources of the Company

Less Than 1

Contractual Obligations Year 1-3 years 3-5 years Over 5 years Total
Debt $ 86,54¢ $ 9,639,05: $ 106,76: $ — 9,832,36:
License Agreement 640,00( 880,00( 880,00( 3,142,501 5,542,501
Shared Service Agreeme 45,00( 45,00(
Clinical Study Funding Obligatio 140,00( — — — 140,00(
Purchase Commitmen 763,97¢ — — — 763,97¢

$ 167552 $ 10,519,05 $ 986,76. $ 3,142,500 $ 16,323,84

ITEM 3. CONTROLS AND PROCEDURES

As of March 31, 2009, under the supervision anth Wit participation of the Company’s Chief Execet®dfficer and the Chief
Financial Officer, management has evaluated thectfieness of the design and operation of the Cagipaisclosure controls and
procedures. Based on that evaluation, the Chieflitke Officer and the Chief Financial Officer cdunbed that the Company’s disclosure
controls and procedures were effective as of M&ac2009. There were no changes in internal cooiret financial reporting that occurred
during the fiscal quarter covered by this repoat tiave materially affected, or are reasonablyylike affect, the Company’s internal control
over financial reporting.

28




Table of Contents

PART II. OTHER INFORMATION

Item 1. Legal Proceedings
None.

Item 2. Unregistered Sales of Equity Securities and Use Bfoceeds
None.

Item 3. Defaults Upon Senior Securitiet
None.

ltem 4. Submission of Matters to a Vote of Security Holder
None.

Item 5. Other Information
None.

Item 6. Exhibits and Reports on Form &K
Exhibits _
31.1 Certification of Chief Executive Officer
31.2 Certification of Chief Financial Office
32 Certification pursuant to USC Section 12
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SIGNATURES

Pursuant to the requirements of Section 13 or 1&{(the Securities Exchange Act of 1934, the Regyisthas duly caused this Quarterly
Report to be signed on its behalf by the undersigtieereunto duly authorized.

CERAGENIX PHARMACEUTICALS, INC.

Date: May 13, 200¢ By: /s/ Steven S. Porti

Steven S. Porter, Principal Executive Offi

Date: May 13, 200¢ By: /s/ Jeffrey S. Sperbi

Jeffrey S. Sperber, Principal Financial and
Accounting Officer
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Exhibit 31.1
CERTIFICATIONS

I, Steven S. Porter, certify that:
1. | have reviewed this quarterly report on Form 10f@eragenix Pharmaceuticals, Inc.;

2. Based on my knowledge, this report does not comtaynuntrue statement of a material fact or omsitéde a material fact necessary
to make the statements made, in light of the cistances under which such statements were madmislieading with respect to tl
period covered by this report;

3. Based on my knowledge, the financial statementsoéimer financial information included in this repdairly present in all material

respects the financial condition, results of operstand cash flows of the registrant as of, angdtfie periods presented in this
report;

4. The registrant’s other certifying officer(s) andrke responsible for establishing and maintainisgldsure controls and procedures
(as defined in Exchange Act Rules 13a-15(e) and1Hd)) and internal control over financial repogti(as defined in Exchange Act
Rules 13a-15(f) and 15d-15(f)) for the registramd &ave:

a) Designed such disclosure controls and proceduresused such disclosure controls and procedures tlesigned under
our supervision, to ensure that material infornmatielating to the registrant, including its condatied subsidiaries, is made
known to us by others within those entities, pattdy during the period in which this report isifige prepared,;

b) Designed such internal control over financial réipgror caused such internal control over finangéglorting to be
designed under our supervision, to provide readerasurance regarding the reliability of financegorting and the
preparation of financial statements for externappsges in accordance with generally accepted atioguprinciples;

c) Evaluated the effectiveness of the registadisclosure controls and procedures and presentais report our conclusiol

about the effectiveness of the disclosure contints procedures, as of the end of the period coveyehlis report based on
such evaluation; and

d) Disclosed in this report any change in the regitsanternal control over financial reporting thatcurred during the
registrant’s most recent fiscal quarter (the regists fourth fiscal quarter in the case of an ameport) that has materially
affected, or is reasonably likely to materiallyesff, the registrant’s internal control over finaieeporting; and

5. The registrant’s other certifying officer(s) anddve disclosed, based on our most recent evaluatimbernal control over financial

reporting, to the registrant’s auditors and theitatcmmmittee of the registrant’s board of direct(@spersons performing the
equivalent functions):

a) All significant deficiencies and material weaknessethe design or operation of internal contradrofinancial reporting

which are reasonably likely to adversely affectrigistrant’s ability to record, process, summasiad report financial
information; and

b) Any fraud, whether or not material, that involveamagement or other employees who have a significéain the
registrant’s internal control over financial repogt

Date: May 13, 2009 By: /s/ Steven S. Porti
Steven S. Porte
Chairman and Chief Executive Offic
(Principal Executive Officer




Exhibit 31.2
CERTIFICATIONS

I, Jeffrey S. Sperber, certify that:
1. | have reviewed this quarterly report on Form 10f@eragenix Pharmaceuticals, Inc.;

2. Based on my knowledge, this report does not comtaynuntrue statement of a material fact or omsitéde a material fact necessary
to make the statements made, in light of the cistances under which such statements were madmislieading with respect to tl
period covered by this report;

3. Based on my knowledge, the financial statementsoéimer financial information included in this repdairly present in all material

respects the financial condition, results of operstand cash flows of the registrant as of, angdtfie periods presented in this
report;

4. The registrant’s other certifying officer(s) andrke responsible for establishing and maintainisgldsure controls and procedures
(as defined in Exchange Act Rules 13a-15(e) and1Hd)) and internal control over financial repogti(as defined in Exchange Act
Rules 13a-15(f) and 15d-15(f)) for the registramd &ave:

a) Designed such disclosure controls and proceduresused such disclosure controls and procedures tlesigned under
our supervision, to ensure that material infornmatielating to the registrant, including its condatied subsidiaries, is made
known to us by others within those entities, pattdy during the period in which this report isifige prepared,;

b) Designed such internal control over financial réipgror caused such internal control over finangéglorting to be
designed under our supervision, to provide readerasurance regarding the reliability of financegorting and the
preparation of financial statements for externappsges in accordance with generally accepted atioguprinciples;

c) Evaluated the effectiveness of the registadisclosure controls and procedures and presentais report our conclusiol

about the effectiveness of the disclosure contints procedures, as of the end of the period coveyehlis report based on
such evaluation; and

d) Disclosed in this report any change in the regitsanternal control over financial reporting thatcurred during the
registrant’s most recent fiscal quarter (the regists fourth fiscal quarter in the case of an ameport) that has materially
affected, or is reasonably likely to materiallyesff, the registrant’s internal control over finaieeporting; and

5. The registrant’s other certifying officer(s) anddve disclosed, based on our most recent evaluatimbernal control over financial

reporting, to the registrant’s auditors and theitatcmmmittee of the registrant’s board of direct(@spersons performing the
equivalent functions):

a) All significant deficiencies and material weaknessethe design or operation of internal contradrofinancial reporting

which are reasonably likely to adversely affectrigistrant’s ability to record, process, summasiad report financial
information; and

b) Any fraud, whether or not material, that involveamagement or other employees who have a significéain the
registrant’s internal control over financial repogt

Date: May 13, 2009 By: /s/ Jeffrey S. Sperbi
Jeffrey S. Sperbe
Chief Financial Office
(Principal Financial Officer




Exhibit 32

CERTIFICATIONS OF CHIEF EXECUTIVE OFFICER AND CHIEF FINANCIAL OFFICER PURSUANT TO 18
U.S.C. 1350

The undersigned, the Chief Executive Officer arel@mief Financial Officer of Ceragenix Pharmacelsicinc. (the “Company”), each
hereby certifies that, to his knowledge on the dateof:

(&) the Form 10-Q of the Company for the quarter erdacch 31, 2009, filed on the date hereof with tleeBities and Exchange

Commission (the “Report”) fully complies with thequirements of Section 13(a) or 15(d) of the Séiesrand Exchange Act of
1934; and

(b) the information contained in the Report fairly mets, in all material respects, the financial ctadiand results of operations of the
Company.

By: /s/ STEVEN S. PORTEI
Steven S. Porte
Chairman and Chief Executive Offic

By: /s/ JEFFREY S. SPERBE
Jeffrey S. Sperbe
Date: May 13, 200 Chief Financial Office!




