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

CONDENSED CONSOLIDATED BALANCE SHEETS
AS OF JUNE 30, 2009 (UNAUDITED) AND DECEMBER 31, 208

June 30, December 31
2009 2008
(Unaudited)
ASSETS
Current assets:
Cash and cash equivale $ 946,41 $ 614,45
Accounts receivabl 422,18t 261,61!
Related party receivabli 6,184 44,13
Inventory 445,53: 164,62¢
Prepaid expenses, deposits and a 410,31 91,76¢
Total current asse 2,230,63 1,176,60:
Property and equipment, r 7,167 11,927
Other asse 483,75( —
Total asset $ 2,721,555 $ 1,188,53
LIABILITIES AND STOCKHOLDERS ' DEFICIT
LIABILITIES:
Current liabilities:
Trade accounts payak $ 473,69¢ $ 159,40:
Accrued compensatic 591,00( 591,00(
Customer deposi 809,65¢ —
Other accrued liabilitie 546,76( 289,13:
Deferred revenu 258,99¢ 205,66:
Current portion of Convertible Notes and 2006 Debess 400,19( —
Derivative liabilities 137,50° —
Current portion of note payable, related pi 81,06¢ —
Total current liabilities 3,298,87! 1,245,19
Derivative liabilities, net of current portic 3,140,86! 819,22¢
Deferred revenue, net of current port 4,492,38! 3,670,77!
Convertible Notes, net of current porti 3,271,37. 3,252,57!
2006 Debentures, net of current portion, net ofalisit of $1,321,842 and $1,586,210, respecti 4,547,711 4,248,741
Note payable, related party, less current pol 365,26: —
Total liabilities 19,116,47 13,236,51
STOCKHOLDERS’ DEFICIT:
Series B Preferred stock, no par value, 60,000845¢000 shares issued and outstanding, respect
liquidation preferences of $135,000 and $708,7&fpectively 135,00( 708,75(
Common stock, $.0001 par value; 100,000,000 slart®rized; 18,123,293 and 17,808,293 shares
issued and outstanding, respectiv 1,81: 1,781
Additional paic-in capital 19,537,60 18,459,42
Accumulated defici (36,069,34) (31,217,93)
Total stockholder deficit (16,394,92) (12,047,98)
Total liabilities and stockholde’ deficit $ 272155 $ 1,188,53

The accompanying notes are an integral part oktfirancial statements.
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CERAGENIX PHARMACEUTICALS, INC.
CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS
FOR THE THREE AND SIX MONTHS ENDED JUNE 30, 2009 AND 2008
(UNAUDITED)

Three Months Ended

Six Months Ended

June 30, June 30,
2009 2008 2009 2008
REVENUE $ 892,69: $ 18,75¢ $ 1,177,120 $ 37,50(
COST OF GOODS SOLI 666,38 — 803,27( —
GROSS MARGIN 226,31( 18,75( 373,83 37,50(
OPERATING EXPENSES
Licensing fee: 113,89° 57,91% 197,60: 124,16
Research and developmt 26,06: 42,41 33,52% 113,28.
General and administrati\ 859,11¢ 1,236,72! 1,769,04. 2,446,04
999,07¢ 1,337,06: 2,000,17: 2,683,49i
Loss from operation (772,769 (1,318,31) (1,626,33) (2,645,99)
OTHER INCOME (EXPENSE)
Interest and other, n (427,549 (741,809 (765,92 (4,104,62)
Gain (loss) on value of derivative liabili 4,911,70: 2,458,89i (2,459,14) 2,986,02.
4,484,16! 1,717,09. (3,225,071) (1,118,60)
NET INCOME (LOSS) 3,711,39 398,78: (4,851,40) (3,764,60)
PREFERRED STOCK DIVIDEND: — (20,000 — (80,000
INCOME (LOSS) ATTRIBUTABLE TO COMMON
SHAREHOLDERS $ 3,711,39 $ 378,78. $ (4,851,40) $ (3,844,60)
WEIGHTED AVERAGE SHARES OUTSTANDING
Basic 18,035,43 17,139,19 17,922,49 16,766,45
Diluted 30,021,82 17,514,19 17,922,49 16,766,45
INCOME (LOSS) PER SHARE
Basic $ 21 8 02 $ (27 $ (.23
Diluted $ 14 $ 02 $ (27 $ (.23

The accompanying notes are an integral part oktfinancial statements.
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CERAGENIX PHARMACEUTICALS, INC.
CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS
FOR THE SIX MONTHS ENDED JUNE 30, 2009 AND 2008
(UNAUDITED)

2009 2008

CASH FLOWS FROM OPERATING ACTIVITIES
Net loss $ (4,851,40) $ (3,764,60)
Adjustments to reconcile net loss to net cash piexviby (used in) operating activitie

(Gain) loss on value of derivative liabiliti 2,459,141 (2,986,02)
Amortization of debt discour 264,36¢ 1,089,40!
Stocl-based compensation expel 383,16: 883,99:
Interest expense added to convertible debt bal 453,58 —
Depreciation and amortization expel 37,01( 6,57¢
Warrants issued for servic 8,80z —
Fair value of adjustment to exercise price of cotibke securities — 2,624,62!
Increase in accounts receiva (160,579 —
Increase in prepaid expenses, deposits and (211,88H (177,29)
Increase in inventor (280,90¢) (224,699
Increase in accounts payable, accrued liabilittes@istomer deposi 1,327,70: 77,06¢
Increase in deferred reven 874,94¢ 1,708,63
Net cash provided by (used) in operating activi 303,96: (762,30))
CASH FLOWS FROM INVESTING ACTIVITIES
Purchase of property and equipm — (3,457)
Net cash used in investing activiti — (3,45))
CASH FLOWS FROM FINANCING ACTIVITIES
Payments to Osmotics under promissory i (25,889 (50,000
Repayments from Osmotics under promissory — 25,00(
Borrowings under insurance financing agreen 88,45 84,43
Payments under insurance financing agreet (34,579 (26,23%)
Net cash provided by financing activiti 27,99: 33,19¢
Net increase (decrease) in cash and cash equis 331,95 (732,55
Cash and cash equivalents at the beginning of ¢ 614,45 2,213,65:
Cash and cash equivalents at the end of p $ 946410 $ 1,481,09

(Continued)
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(Continued)

SUPPLEMENTAL DISCLOSURES OF CASH FLOW INFORMATION

Cash paid during period fc
Interest
Income taxe:

SUPPLEMENTAL DISCLOSURES OF NON CASH INVESTING AND FINANCING ACTIVITIES

Assets acquired in exchange for note payable ectlparty

Related party receivables applied to note payablated part)
Conversion of preferred stock and accrued divideéntdscommon stoc
Accrual of preferred stock dividen

The accompanying notes are an integral part oktfinancial statements.
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Six Months ended June 30
2009 2008

$ 114,22 $ 310,41
$ — 3 —

Six Months ended June 30,

2009 2008
$ 516,000 $ —
$ 49,60¢ $ —
$ — $ 240,00(
$ — $ 80,00(
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CERAGENIX PHARMACEUTICALS, INC.
CONDENSED CONSOLIDATED STATEMENT OF STOCKHOLDERS' D EFICIT
FOR THE SIX MONTHS ENDED JUNE 30, 2009
(UNAUDITED)

Preferred Stock Additional
Series B Common Stock Paid in Accumulated
Shares Amount Shares Amount Capital Deficit Total

BALANCES, January 1, 2009 315,000 $ 708,75( 17,808,29 $ 1,781 $ 18,459,42 $ (31,217,93) $ (12,047,98)

Stocl-based compensation expel — — — — 360,66: — 360,66:
Conversion of preferred shares to

common share (315,001) (708,75() 315,00( 32 708,71¢ — —

Issuance of preferred shares for sen 60,00( 135,00( — — — — 135,00(

Warrants issued for servic — — — — 8,80: — 8,80z

Net loss — — — — — (4,851,40!) (4,851,40)

BALANCES, June 30, 200¢ 60,000 $  135,00( 18,12329 $ 181: $ 1953760 $ (36,069,34) $ (16,394,92)

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

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S
(UNAUDITED)

JUNE 30, 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 launttisales and marketing efforts during October 20D8ring the six months ended June 30,
2009, we entered into supply and distribution agye@s to commercialize EpiCeram® in Canada (then&dan Agreement”), certain
Southeast Asian countries (the “Asian Agreemerifij the European Union (the “EU Agreement”) (cdliedy the “International
Agreements”).

Our Ceragenin™ technology represents near, midargdterm 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 pursuarogivities in antimicrobial medical
device coatings. We have not applied for, nor he@eeceived, approval from the FDA to market arpdpct using our Ceragenin™
technology. However, it is our expectation thatwilk be able to generate revenue from the Cerag®niechnology prior to receiving FDA
approvals in the form of upfront and milestone pagis 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@@e have incurred significant cash and operdtinges and at June 30, 2009, we had a
stockholders’ deficit of $16,394,924 and a workaagpital deficit of $1,068,244. We have relied upooceeds from the sale of convertible
debt securities, proceeds received from the exenfisommon stock purchase warrants, and milegtagments from the DRL Agreement to
fund our operations. In order to commercializertrggority of our planned products in the Unitedt&sawe will require marketing clearance
from the FDA. To date, we have received cleardnaearket one product, EpiCeram®.

As of June 30, 2009, we had cash and cash equisal&$946,411. As previously noted, in Novemb@0®2 we entered into the
DRL Agreement for the commercialization of EpiCefaim the United States. Among other things, the.D®jreement called for DRL to
pay us certain non-sales based milestone paympatsthe accomplishment of three specified evehts‘{ilon-Sales Milestones”) of up to
$3,500,000. During the six month period endece R 2009, we received the last Non-Sales Milesfayment ($1,000,000) from DRL.
Additionally, under the DRL Agreement, we can eaprto $21,250,000 in milestone payments based owlative net sales of EpiCeram®
(the “Net Sales Milestones”). However, we do nati@pate earning any Net Sales Milestone paymentis sometime in 2010.

As discussed above, during the six months endeel 3002009, we entered into the International Agrets to commercialize
EpiCeram®. We expect commercialization activittsommence under the Asian Agreement and Canadjegement during the fourth
quarter of 2009. We expect that commercializatibBpiCeram® under the EU Agreement will commencéhk third quarter of 2010.
Under the Canadian Agreement, we are to recei98,800 milestone payment upon EpiCeram® receirégalatory approval in Canada.
We expect to earn and receive this milestone payh&mg the fourth quarter
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of 2009. We do not expect the International Agreets to have a material impact on our liquidityesults of operations during 2009.

As previously disclosed in prior periodic repoitsthe third quarter of 2008, we negotiated amendm® 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 debeteember 31, 2011 and require that
we make minimum quarterly payments to the holdersraencing June 30, 2009 (the “Amended AmortizaBohedule”) 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,
20009;

e 100% of net revenue received from any other Epi@@&a&ommercialization arrangements;
*  50% of the net revenue received from the sale afQ¢eam®;
*  33% of any net revenue received from Ceragenin™neeruialization arrangements; and

*  33% of any net revenue received by us in exce$299,000 in aggregate excluding any capital ralisethe Company
through equity investment or the issuance of debt.

Accordingly, all net revenues (as defined in theeadments) we receive from the commercializatioBmCeram® will be utilized to
service the existing convertible debt until suchetithat the debt has been paid in full.

In the event that the Dedicated Revenue Streamgsufficient to make a quarterly interest paymiarfull, the 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 Rayeistreams are not sufficient to make the cumwdgiayments required by the Amended
Amortization Schedule with respect to therhdnth periods ending June 30th, then the remethetholders is to have the conversion pric
the debt and exercise price of their warrants aeljudownward. See Note 3 for a more detailed dison. Accordingly, until December 31,

2011, the failure to make scheduled interest amutiacipal payments in full does not provide thédeos the ability to declare the Compan
default.

We made the scheduled quarterly payment to thetagtiers on June 30, 2009. However, the scheqdgohent was not sufficient
to pay the quarterly interest in full. The unpaatrued interest was added to the debt balance.

While we believe that the Amended Convertible D&tpteements were more favorable to the Company tiieoriginal convertible
debt agreements at the time of the amendmentfdteated Revenue streams are not a sustainablegament and will ultimately need to

be modified. In addition, there are a number ofdes which could inhibit the Company’s abilityrmise additional capital. These may
include, but are not necessarily limited to, théofeing:

*  The presence of $9,541,114 in secured convertihe with most favored nation and other pricing gctibn;

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

12,004,569 shares of our common stock (or appraein&6% of our issued and outstanding sharesguarently held in
escrow for Osmotics Corporation (“Osmotics”) awadtexchange 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 steeed common shares underlying convertible debtrges sold in
private placement transactions;

e Alack of trading volume in our common stock;
e Our limited operating history and lack of profitaldperations; and
*  The economic downturn and uncertainty in the Urrfcial markets.
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 late September 2009. Accordingly,

we will require additional funding within 30 - 4%k of filing this Form 10-Q. We are working witbveral
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parties to raise additional capital for the CompahAg of the date of this Form 10-Q, we have nmfatommitments for funding and as
described above, our ability to access the capitakets may be severely limitedAdditionally, any funding transaction will likelyequire
restructuring of the Amended Convertible Debt Agneats. While the debt holders have amended thestef their agreements in the past,
there is no assurance that they will agree to da #ue future.

There is no assurance that we will be able to i@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 caraigt sufficient capital within the required
timeframe, it will have a material adverse effetttioe Company’s liquidity, financial condition ahdsiness prospects.

Basis of Presentation

For the three and six months ended June 30, 202@08, the accompanying condensed consolidataddial statements include
the accounts of the Company and its wholly-owndsbiliary, Ceragenix Corporation. All inteompany accounts and transactions have
eliminated in consolidation. Certain prior yearamts have been reclassified to conform with theerit 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 refléaid@istments (consisting of only
normal recurring entries), which in the opinionnednagement, are necessary to present fairly thadial position at June 30, 2009 and the
results of operations and cash flows of the Comganthe three and six months ended June 30, 2002608. Operating results for the six
months ended June 30, 2009, are not necessaribatie of the results that may be expected forydar ending December 31, 2009.

The unaudited condensed consolidated financiasi@nts should be read in conjunction with the Camijsaaudited financial
statements and footnotes thereto for the year eBdedmber 31, 2008, which are included in the CamijsaAnnual 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 finansalements and the reported amounts of revenukesx@enses during the reported periods.
Actual results may differ from these estimates.

Recently Issued Accounting Pronouncements

In May 2009, the Financial Accounting Standardsrdd&~ASB”) issued Statement of Financial Accougtitandard (“SFAS”)
No. 165“Subsequent Events” (“SFAS No. 165") which estdisis accounting and reporting standards for evhatstcur after the balance
sheet date but before financial statements aredssuare available to be issued. The stateménfath (i) the period after the balance sheet
date during which management of a reporting estityuld evaluate events or transactions that mayrdoc potential recognition or
disclosure in the financial statements, (ii) thewmnstances under which an entity should recogeveats or transactions occurring after the
balance sheet date in its financial statements(idpthe disclosures that an entity should makewt events or transactions occurring after
balance sheet date in its financial statements.atidpted the provisions of SFAS No. 165 for therimi period ended June 30, 2009. The
adoption of SFAS No. 165 did not have a materigddot on the Company’s consolidated financial posijtresults of operations or cash
flows.

In April 2009, the FASB issued FASB Staff PositidRSP”) FAS No. 107-1 and APB 28-1, “Interim Disslae about Fair Value of
Financial Statements” (“FSP FAS 107-1"). FSP FA3-1 amends the disclosure requirements of SFASLOG, “Disclosures about Fair
Value of Financial Instruments” for interim repogi periods of publicly traded companies as welhannual financial statements. FSP FAS
107-1 requires public companies to disclose thevigue of its financial instruments whenever #iiss summarized financial information for
interim reporting periods. FSP FAS 107-1 is effexfor interim periods beginning after June 15020 We have not completed our
evaluation of FSP FAS 107-1.

In June 2008, the FASB ratified Emerging IssuekTFasce (“EITF”) Issue 07-5, “Determining Whether kastrument (or an
Embedded Feature”) is Indexed to an Entity’s Owackst (“EITF 07-5"). EITF 07-5 provides that an @ptshould use a two step approach to
evaluate whether an equity-linked financial instemnin(or embedded feature) is indexed to its owaokstimcluding evaluating the instrument’s
contingent exercise and settlement provisionsish clarifies the impact of foreign currency deiated
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strike prices and market-based employee stock mpaduation instruments on the evaluation. EITF508 effective for fiscal years beginni
after December 15, 2008. Adoption of EITF 07-5 hashad a material impact on our consolidatedrzaaheets, results of operations or
cash flows.

On June 29, 2009, the FASB issued SFAS No. 168dActing Standards Codification and the Hierarch@eherally Accepted
Accounting Principles — a replacement of FASB Stert No. 162" (“SFAS No. 168”). SFAS No. 168 edidies the FASB Accounting
Standards Codification as the source of authoradiccounting principles recognized by the FASBd@pplied by nongovernmental entities
in the preparation of financial statements in comiity with U.S. GAAP. SFAS No. 168 will be effeeti for financial statements issued for
interim and annual periods ending after SeptembgR009, for most entities. On the effective datenon-SEC accounting and reporting
standards will be superseded. We will adopt SFAS168 for the quarterly period ending Septembe2809, as required, and adoption is
not expected to have a material impact on our firdistatements taken as a whole.

(3) CONVERTIBLE DEBT
A description of the terms of convertible debt ¢tansling is as follows:
2006 Debentures

In December 2006, we sold in a private transadioaggregate of $5,000,000 of convertible debesitfthe “2006 Debentures”).
We have entered into four amendment agreementshétholders since the original sale as follows:

*  The first amendment ( the “First Amendment”) dalede 29, 2007;

e The second amendment ( the “Second Amendment"jidédeember 30, 2007;
e The third amendment ( the “Third Amendment”) dalety 1, 2008; and

*  The fourth amendment ( the “Fourth Amendment”) d&@eptember 25, 2008

As amended, the 2006 Debentures convert into sldi@s common stock at a conversion price equivaie $.80 per common shi
(subject to adjustment). The 2006 Debentures adaterest at 12% per annum, payable quarterly.tioperiod from July 1, 2008 through
March 31, 2009, quarterly interest payments weferdesd, with accrued interest for the period adutethe principal balance. The maturity
date of the 2006 Debentures is December 31, 20djg@cuto quarterly redemption payments beginnimge80, 2009 (the “Quarterly
Redemption Amounts”) which are to be made solaynfthe Dedicated Revenue Streams. We made the30u2€09 quarterly payment as
scheduled. However, the scheduled payment wasuffitient to pay the quarterly interest in fullhe unpaid accrued interest was added to
the debt balance. As of June 30, 2009, the prahdiplance of the 2006 Debentures was $6,126,520.

In the event that we fail to pay interest in full any due date, the holder shall have the optiaadeive 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 365mjod 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((,, 2he then conversion price of
the 2006 Debentures shall be reduced each Juy1D &nd July 1, 2011, respectively, to the lesgé) the then conversion price or (ii) the
average of the 10 lowest VWAPSs for the 60 conseettiading 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 Delres 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 lregtConvertible Notes” below). A reduction in teenversion 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 intangillssets. Holders of the 2006 Debentures
no voting, preemptive or other rights of sharehade

Events of default under the 2006 Debentures incliadleire 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 Company lbesome or should become
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aware of such failure; if a default or event ofaléf (subject to any grace or cure periods providetie applicable agreement) shall occur
under any documents that is part of the transactiany other material agreement, lease, docurmenstwument to which the Company or
any subsidiary is obligated; a breach of any maltegpresentations and warranties; the Companyysabsidiary is subject to a bankruptcy
event (as defined in the debenture); the Compafgutte on any indebtedness in excess of $150,00€hwhksults in such indebtedness
becoming or declared due and payable prior to #e il would otherwise become due and payablelistidg of our common stock or a stop
trade action by the SEC that lasts for more tham donsecutive days; if the Company shall be pgargychange of control transaction (as
defined in the debenture) or if the Company shgiéa to sell or dispose of 40% of its assets inrefeged transaction or a series of related
transactions; if the effectiveness of the regigirastatement lapses for any reason or the hokleat not be permitted to resell registrable
securities (as defined in the debenture) underabistration statement for a period of more thar@asecutive trading days or 35 non-
consecutive trading days during any 12 month peifadle Company shall fail for any reason to deficertificates to a holder prior to the
fifth trading day after a conversion date; or a etary judgment in excess of $50,000 is filed agahmes Company that is not cured within 45
days. Additionally, we are prohibited from payicash dividends on any equity security while the@D@bentures are outstanding.

Purchasers of the 2006 Debentures received fivewaaants to purchase an aggregate of 1,162,2d@slof our common stock at
an exercise price of $2.37 per share (the “2006ebele Warrants”}ut as discussed both above and below, the exgnitgeand number ¢
shares underlying the warrants have been adjustadal times. As a result of these adjustmentésegercise price of the 2006 Debenture
warrants has been reduced to $.80 per share amdithieer of common shares underlying the warrargsban increased to 3,443,053.

We also issued to placement agents seven-yearntgitmapurchase an aggregate of 154,867 sharesrohon stock at an exercise
price of $2.26 per share (the “Agent Warrants”) padl them cash commissions of $425,000.

Per the guidance of EITF No. 00-19, “Accounting Bmrivative Financial Instruments Indexed to, anteRtially Settled in, a
Company’s Own Stock” (“EITF No. 00-19”) and EITF Nab-2, “The Meaning of ‘Conventional Convertiblel@ Instrument’ in Issue
No. 0(-19” (“EITF No. 05-2"), the anti-dilution featurexf the 2006 Debentures did not meet the definitibfstandard” anti-dilution
features. Therefore, the conversion feature oR8@6 Debentures was considered an embedded degiwaticcordance with SFAS No. 133
“Accounting for Derivative Instruments and Hedgifgtivities” (“SFAS No. 133"). Accordingly, we bificated the derivative from the 2006
Debentures (host contract) and recorded the liglatiits fair value of $2,831,858 with a corresgioig 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 the$eof the amended debt instrument are greaterit@@ndifferent from the present value of
the remaining cash flows under the terms of thgital instrument. We did not evaluate the First &hird 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. Accordinglyconnection 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 liatyilvas 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. @ebét discount is reflected as a reduction to B@62Debentures 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 correspondamgry 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 ddebt 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 writand was included in the loss on extinguishnwérdebt. Accordingly, there has been no
amortization of debt placement costs during 20020418.
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For the three months ended June 30, 2009 and 2@08mortized $132,184 and $330,459, respectivélgebt discount associated
with the 2006 Debentures and 2006 Debenture Warkahich is included in interest expense in the equmnying condensed consolidated
statements of operations. For the six monthsaddae 30, 2009 and 2008, we amortized $264,368a6@,918, respectively, of debt
discount associated with the 2006 Debentures a@é R@benture Warrants.

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

»  First Amendment — Issued five- year warrants taigecd00,000 shares of our common stock at aralrétiercise price of
$2.25 per share (the “First Amendment Warrant&ll).other terms of the warrants are identical te #8006 Debenture
Warrants. Accordingly, they also meet the defimtof a derivative. We valued these warrants ugiegBlack-Scholes
option pricing model. As a result of several attjusnts (most recently the Fourth Amendment), ther@sge price of the
First Amendment Warrants has been reduced to &B6hare and the number of common shares undetlyngarrants hi
been increased to 1,125,000;

* 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 abovisswed new five-
year warrants to the holders giving them the righgurchase up to 1,718,750 shares of the Compaonysnon 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 otitcing model.

During the three and six months ended June 30,,2Z009%,521 and $291,570, respectively, of accrotmtést was added to 2006
Debenture principal 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 thedbad 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 edgimtdo $.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 Decen8er2011 subject to quarterly redemption paymeetgriming June 30, 2009 (the
“Quarterly Redemption Amounts”) which are to be madlely from the Dedicated Revenue Streams. \Aerthe June 30, 2009 quarterly
payment as scheduled. However, the scheduledgraywas not sufficient to pay the quarterly interegull. The unpaid accrued interest
was added to the debt balance. As of June 30,,2009rincipal balance of the Convertible Notes %a,414,594.

In the event that we fail to pay interest in full any due date, the holder shall have the optiaadeive 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 @¢otin the event that we fail to pay the cumula@uerterly Redemption Amounts during
any 12-month period ending June 30th, the thenemn 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 VWAPs for the 60 consecutive trading dasiqueimmediately prior.

We can force the conversion of the Convertible Ngvided (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 outstandingrmmn stock at the time of such conversion and icedt@er
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restrictions based on the trading volume of ouclstorhe conversion price of the Convertible Notes to be adjusted downward if either a
“default” or “milestone default” (both defined ihé agreements) were to occur. However, in ordearficadjustment to take place to the
conversion price, both (i) a default or milestoredadilt would have to occur and (ii) the volume vivégl average price of our common stock
for the five days preceding the default (the “Fivay VWAP”) would have to be less than the statedvession price. If the Five Day VWAP
was less than the conversion price, then the ceioreprice would be adjusted to the Five Day VWA&h adjustment to the conversion pr
due to a default could take place at any time dutfie year. An adjustment due to a milestone dieauld only take place on a Reporting
Date (the date we file an Annual Report on FornKl@ra Quarterly Report on Form 10-Q). There ardunther potential milestone defaults
under the Convertible Notes. Our obligation toagefhe Convertible Notes is secured by a first $ieaurity interest 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 améitre Day VWAP was below the conversion price.céxdingly, the conversion price
the Convertible Notes was reduced from $2.05 paresto $1.92 per share, from $1.92 per share &/$ier share, and then from $1.57 per
share to $.96 per share. The reduction in comergiice of the Convertible Notes also triggeredduction in the conversion price of the
2006 Debentures, the 2006 Debenture Warrants anlitst Amendment Warrants to $.96 per share.ttlsix months ended June 30, 2008,
we recorded $2,624,629 for the fair value of thiuntions in conversion price resulting from milestalefaults which is included in interest
expense on the accompanying condensed consolisi@iednents of operations with a corresponding aszédo derivative liability. We
determined fair value using the Black-Scholes apfidcing model

Events of default include failure to pay principalinterest in a timely manner; a breach of a ni@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 expraeaeduced to $.80 per share (except for 48y7a@®ants 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 etexcise price of $2.05 per share (the “PlacemedtFinder 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 Convertibletékdid not meet the definition
of “standard” anti-dilution features. Thereforee tconversion feature of the Convertible Notes egassidered an embedded derivative in
accordance with SFAS No. 133. Accordingly, we tiated the derivative from the Convertible Notessfltontract) 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 défimiof 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 tharssuof a new debt instrument. We recorded thendeteConvertible 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 Convertiléeslwas amortized over the life of the Convertddes as amended by the
November 2007 Amendment. The debt discount asealcvaith the Convertible Note Warrants was amodtiaeer the original life of th
Convertible Notes. For the three and six monttiedrnJune 30, 2008, we amortized $214,246 and $428rdspectively, of debt discount
associated with the Convertible Notes which isudeld in interest expense in the accompanying casdkconsolidated statements of
operations.

The Placement and Finder Warrants also meet thieititaf 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 coste Placement and Finder Warrants were
valued using the Black-Scholes option pricing modafe also recorded the cash compensation pafteto t

14




Table of Contents

placement agent as well as all transaction relexpenses such as legal fees as debt placement &t placement costs, which totaled
$610,087, were amortized on a straight-line basts the original two year life of the Convertibl®efds. Accordingly, we did not amortize
any debt placement costs during 2009 or 2008.

In addition to revising the terms of the Convesriblotes as described above, in connection wititigust 2008 Amendment, we
issued new five-year warrants to the holders giviregn 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.

During the three and six months ended June 30,, 280442 and $162,019, respectively, of accrusstést was added to
Convertible Notes principal balance.

Including the related party note payable descrildw in Note 10, maturities of debt that coulduieg cash are as follows as of
June 30, 2009:

Year Amount
2009 $ 118,46"
2010 1,189,08!
2011 8,451,56:
2012 102,70!
2013 112,89¢
Thereaftel 12,72¢
9,987,44.
Less debt discout (1,321,84)
$ 8,665,60;

4) STOCKHOLDERS' EQUITY

Preferred Stock

Our articles of incorporation authorizes our boafrdirectors (the “Board”) to issue up to 5,000,@b@res of preferred stock and
allows the Board to determine preferences, coneerand other rights, voting powers, restrictioimajthtions 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 Sto€kstmotics. The issuance of the Series A PreferreckStas in exchange for identical shares
of preferred stock issued by Ceragenix Corporato@smotics in January 2005. The Series A PrefeBtedk 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@Q8@0 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 @85Bares of Series B Preferred Stock (“Series B8ries B has a stated value of
$2.25 per share and does not accrue dividendses3iis convertible into shares of the Compangisimon stock at the option of the holder
at a rate of one share of common stock for eactesifeSeries B. In the event of liquidation, Sgiieranks junior to all debt of the Company.

In June 2009, we entered into an agreement withastor relations firm to provide certain service®r a three month period.
Under the terms of the agreement, we issued 6&G0akks of Series B as consideration for the sesvidée valued these shares at $135,000
which represents the liquidation preference valuh® Series B shares that were issued. We beli@tdhe liquidation preference is the best
measurement of fair value for the securities. Atrded a prepaid expense equal to the value &¢ tflgares with a corresponding entry to
stockholders’ equity. We are amortizing the prdpgaipense over the term of the agreement. Fdhtiee and six months ended June 30,
2009, we amortized $22,500 which is included inegehand administrative expense on the accompamygindensed consolidated statements
of operations.
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In September 2007, we entered into an agreementamiinvestor relations firm to provide certainvéezs over a twelve month
period. Under the terms of the agreement, we 806,000 shares of Series B as consideratioméoservices. We valued these shares at
$675,000 which represents the liquidation prefezaraiue of the Series B shares that were issueglrédbrded a prepaid expense equal t
value of these shares with a corresponding entsyackholders’ equity. We amortized the prepaidestse over the term of the agreement.
For the three and six months ended June 30, 208&mortized $168,750 and $337,500, respectivelichwib included in general and
administrative expense on the accompanying conderwesolidated statements of operations. ThelB00shares of Series B were
converted into 300,000 shares of common stock.

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 7508ks of Series B as consideration for the sesvidée valued these shares at $168,750
which represents the liquidation preference valub® Series B shares that were issued. We red@geepaid expense equal to the value of
these shares with a corresponding entry to stodenslequity. We amortized the prepaid expense thesterm of the agreement. For the
three and six months ended June 30, 2008, we am0d1$42,188 and $84,375, respectively, which ikigred in general and administrative
expense on the accompanying condensed consolisi@eanents of operations. The 75,000 shares @sSBwere converted into 75,000
shares of common stock.

Equity Incentive Plan

On May 29, 2008, our shareholders approved thegéara Pharmaceuticals, Inc. 2008 Omnibus Inceritlaa (the “2008 Plan”).
The purpose of the 2008 Plan is to enhance olityattilattract and retain officers, directors, l@yiployees and other persons, and to mot
such persons to serve the Company by providingdh persons an opportunity to acquire or increadiecgt proprietary interest in the
operations and future success of the Company hisend, 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 simaftons. The 2008 Plan is administered by the Gareation Committee of the Board. The
number of common shares reserved for issuance tinel@008 Plan is 3,000,000. In June 2008, theg@msation Committee awarded
699,000 incentive stock options and 192,000 notifiechstock options under the 2008 Plan. Thereehizeen no other awards issued under
the 2008 Plan.

For the three months ended June 30, 2009 and 2@0&corded compensation expense related to engkigek options of
$178,888 and $223,719, respectively. For the sirthrs ended June 30, 2009 and 2008, we recordepermation expense related to
employee stock options of $357,777 and $448,63pewively. The stock option compensation exp&seluded in general and
administrative expense in the accompanying condkeosesolidated statements of operations. We didssae any stock options during the
six months ended June 30, 2009. The weighted gedear value of stock options at the date of gissiied to employees during the six
months ended June 30, 2008 was $.36 per sharedeWemine fair value using the Black-Scholes opfidning model. We used the
following assumptions to determine the fair valfistock option grants during the six months endetweJ30, 2008:

Six Months Ended June 30, 2008

Volatility 49.6%- 50.5%
Dividend yield 0
Risk-free interest rat 2.37%- 3.2(%
Expected term (year: 5.0

The expected volatility was based on the histocale volatility of our common stock. The dividéygield represented our
anticipated cash dividend on common stock oveeitpected life of the stock options. We utilized th.S. Treasury bill rate for the expected
life of the stock options to determine the riskefiaterest rate. The expected term of stock optiepresents management’s estimation of the
period of time that the stock options granted agpeeted to be outstanding

A summary of stock option activity for the six mhatended June 30, 2009 is presented below. Efae@®9,000 shares, all options
presented below are non-qualified.
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Weighted
Average
Weighted Remaining Aggregate
Number of Average Exercise Contractual Intrinsic
Shares Price Life Value
Balance, January 1, 20! 5,796,751 $ 1.5C
Options grante: — % _
Options exercise — —
Options cancele — —
Outstanding at June 30, 20 5,796,751 $ 1.5C 6.4 year $ —
Exercisable at June 30, 20 4,839,08 g 1.5¢ 6.4year $ —

The total fair value of stock options that vestedi the three months ended June 30, 2009 and286% 673,139 and $868,257,
respectively. The total fair value of stock opidhat vested during the six months ended Jun2@® and 2008 was $ 715,622 and
$894,741, respectively. The intrinsic value ot&toptions exercised during the three and six noatided June 30, 2009 and 2008 was !
there were no options exercised during these peridgl of June 30, 2009, we had $487,550 of unrazedrcompensation cost related to
stock options that will be recorded over a weigtdedrage period of approximately 1.6 years.

Additionally, in periods prior to 2008, we issugdck options to new scientific advisory board memsb®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 threatins ended June 30, 2009 and 2008, we amortizddZand $6,747, respectively
compensation expense related to scientific advibogrd options. For the six months ended Jun2@W® and 2008, we amortized $2,884
and $13,494, respectively of compensation expeglated to scientific advisory board options.

Warrants

In December 2008, we entered into an agreementanfittancial advisor whereby we agreed to issueamés 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 $180@ the Black-Scholes option pricing model. &ve amortizing the cost of the
warrants on a straight line basis over the one tgzar of the agreement. For the three and six hsoabded June 30, 2009, we amortized
$4,401 and $8,802, respectively, which is refledtegeneral and administrative expense on the apaaging condensed consolidated
statements of operations.

For a description of warrants issued in connectitth 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 EITF. Dig-2. SFAS No. 133
requires every derivative instrument (includingtagr 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 vahecognized currently in earnings unless
specific hedge accounting criteria are met. Weedhese derivative securities under the fair vede¢ghod at the end of each reporting period
(quarter), and their value is marked to markehatend of each reporting period with the gain esl@cognition recorded against earnings.
We continue to revalue these instruments each eu@arteflect their current value in light of therent market price of our common stock.
We utilize the Black-Scholes option-pricing modeietermine fair value. Key assumptions of thecBl&choles option-pricing model
include applicable volatility rates, risk-free irgat rates and the instrument’s expected remalifingThese assumptions require significant
management judgment.

We have three classes of securities that contaredded derivatives. For a further descriptiorheke securities, see Note 3 above.
At June 30, 2009 and December 31, 2008, the fhilevaf the derivative liabilities associated witlese securities, using the Black-Scholes
option-pricing model, was as follows:

June 30, December 31,
2009 2008
Convertible Deb $ 1,777,03. $ 420,29!
Convertible Debt Warran 1,472,96: 393,65¢
Placement and Finder Warrau 28,37¢ 5,26¢

$ 3,278,37. $ 819,221

We classify derivatives as either current or loagrt in the balance sheet based on the classificafithe underlying convertible debt
instrument.

(6) FAIR VALUE

Fair Value of Financial Instruments



The fair value of cash and cash equivalents, adsaeceivable, and accounts payable approximatedheying amounts due to the
short term maturities of these instruments. Thevedible debt securities and derivative liabilitieeve been stated at fair value using the
Black-Scholes option-pricing model

On January 1, 2008, we adopted the provisions 8fSSNo. 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 tlewvels of inputs that may be used to measurgdhie, as follows:
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* Level 1—Quoted prices in active markets for idesitizssets or liabilities.

»  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 significém the fair value of the assets
or liabilities.

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 June 30, 2009. We haéhaadial assets subject to fair value measurentehiree 30, 2009.

Fair Value Measurements at June 30, 2009 Usir

Quoted Prices Significant
in Active Other Significant
Balance at Markets for Observable Unobservable
June 30, Identical Items Inputs Inputs
Description 2009 (Level 1) (Level 2) (Level 3)
Derivative liabilities:
Debt conversion featurt $ 1,777,03; — — 3% 1,777,03;
Warrant obligation: 1,501,341 — — 1,501,341
Total derivative liabilities $  3,278,37. — — $ 3,278,37.

The following table presents the changes in faiuedor 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 2,459,14i
Balance at June 30, 20 $  3,278,37.

(7) INVENTORY

Inventory is stated at the lower of cost or maskatie using the first-in, first-out method of acnting. At June 30, 2009 and
December 31, 2008, inventory consisted of the ¥alg items:

June 30, December 31
2009 2008
Raw materials $ 270,53. $ 164,62¢
Work in proces: 175,00: —

Finished good —
$ 44553 $ 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 ordedenthrough September 30, 2009 (as amended). fBephyments bear interest at 6% per
annum from the time the prepayment is made unti $ime that product is received by DRL under e@spective purchase order. The
prepaid purchase orders do not contain any rigbffeét. For the three and six months ended JOn2@®9, we recorded $7,912 and $8,692,
respectively of interest expense on customer deposi
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(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 shi@eomputed by dividing the Company’s incomed)@tributable to common
shareholders by the weighted average number of @ansiares outstanding. The impact of any potewntilillitive 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 patem@mmon shares outstanding during the periodalaulating diluted earnings per
share, we utilize the “treasury stock method” fibseock options and warrants and the “if conventegthod” for all other convertible
securities. For the six months June 30, 2009 afd,2be basic and diluted loss per share is the senthe impact of potential dilutive
common shares is anti-dilutive.

The following table sets forth the computation asiz and fully diluted shares for the three momthded June 30, 2009 and 2008:

2009 2008

Shares used in basic per share calculz 18,035,43 17,139,19
Effect of dilutive securities

Preferred stoc 60,00( 375,00(

Shares issuable upon conversion of ( 11,926,39 —

Shares used in dilutive per share calcula 30,021,82 17,514,19

The following table sets forth the computationrdame used in the earnings per share computatichéaghree months ended June 30, 2009
and 2008:

2009 2008
Income attributable to common shareholc $ 3,711,399 $ 378,78
Effect of dilutive securities
Preferred stoc — —
Conversion of dek 412,98¢ —
Income attributable to common shareholders andessiconversion $ 412438 $ 378,78:
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Warrants, options and convertible debt excludethftioe calculation of diluted loss per share arfob@ws:

Three Months Ended Six Months Ended
June 30, June 30,
2009 2008 2009 2008
Options 5,796,75! 5,796,75! 5,796,75! 5,796,75I
Warrants 10,842,60 6,396,81 10,842,60 6,396,81
Convertible deb — 8,960,61. 11,926,39 8,960,61.
Preferred stoc — — 60,00( 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 Licenseljith respect to the
Ceragenin™ technology. The BYU License requiretoysay quarterly research and development supgestof $22,500 and royalty
payments equal to 2% - 10% of adjusted gross ¢atedefined in the agreement) on any product Weisiag the licensed technology. The
royalty is subject to an annual minimum royalty @thcommenced in calendar year 2008. The minimumuarroyalty was $100,000 in
2008, $200,000 in 2009, and $300,000 in 2010 and pear thereafter. We have not made the 2009 gaywhich was due January 1, 20
The $200,000 balance is included in other accriadmities on the accompanying condensed cons@dlbtlance sheet as of June 30, 2009.
We are also obligated to reimburse BYU for any legpenses associated with patent protection apdresion. For the three months ended
June 30, 2009 and 2008, we were charged $42,50826)836, respectively, for legal expenses by BYAdr the six months ended June 30,
2009 and 2008, we were charged $55,257 and $53&§8ectively, for legal expenses by BYU. Thesalléges are included in general and
administrative expense in the accompanying condkosesolidated statements of operations. The térime BYU license is for the life of
the underlying patents which expire commencingda2

We also have an exclusive license agreement wétliRérgents of the University of California (the “&@reement”) with respect to
our Barrier Repair technology. The UC Agreemeqguiees us to pay a royalty of 5% of net sales dinel@ in the agreement. The royalty is
subject to an annual minimum royalty of $50,00(front and milestone payments received from subabed products are subject to a 15%
royalty. The UC Agreement is for the life of thederlying patents which expire in 2014. In additithe UC Agreement requires
reimbursement for legal expenses associated witmpprotection and expansion. During the threathmended June 30, 2009 and 2008
were charged $7,874 and $9,603, respectivelyefpallfees associated with the UC Agreement. Duhiegsix months ended June 30, 2009
and 2008, we were charged $11,993 and $9,686,atdsglyg, for legal fees associated with the UC Agrent. These legal fees are included
in general and administrative expense in the acemyipg condensed consolidated statements of opegati

Transactions with Osmotics

Osmatics is the former parent company of Cerag€weisporation and holds 12,222,170 shares of our comstock and warrants to
acquire 1,007,161 shares of our common stock dte pf $2.18 per share. Additionally, our Chaimamd Chief Executive officer is a
shareholder of Osmotics and his spouse is OsmdZicairperson and Chief Executive Officer. Durihg three and six months ended June
30, 2009 and 2008, we had or were affected bydheing transactions with Osmotics.

Osmotics Sublicense Agreement and Triceram Acduiisit

We obtained our rights to the UC Agreement purstmattechnology transfer agreement with Osmot@smotics was the exclusive
licensee under the UC Agreement until May 2005 lathvtime it assigned its rights to Ceragenix Coation. In August 2006, we entered
into a sublicense agreement with Osmotics (the liSese Agreement”) whereby we granted Osmoticsitite to use the Barrier Repair
technology to develop and market cosmetic, honepitton products (as defined in the agreement)e Sublicense Agreement called for
Osmotics to pay us either (1) one-half of the mimmroyalty 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 royaltiie Sublicense Agreement also
required Osmotics to pay 50% of all legal expeesmibursements under the UC Agreement. Additiongtly Sublicense Agreement granted
us the right, at our sole option, to purchase ¢iimiilation for Triceram®, a non prescription protsald by Osmotics using the Barrier
Repair technology. The purchase price was $61600hich $100,000 was previously paid during 2006e purchase price was negotiated
and approved by the disinterested members of oardBdJnder the terms of the DRL Agreement, we wegqgiired to purchase the Tricer@m
formulation by November 2008. We did not purch@iseeram® during 2008 as we did not have sufficieagtital resources to do so.
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In March 2009, we amended the Sublicense Agreeasefullows:
e The payment terms to purchase Triceram® were rehasdollows:
*  $16,202 was payable upon exercise of the purchatgeno

*  Monthly payments of $10,000 commenced on AprildQ2and continue until such time that we receieaxt
$3,500,000 in aggregate net proceeds (as defingkiamendment) from debt or equity transactiogarupfront
and/or milestone payments under commercializat@mmsgctions for EpiCeram® or Ceragenins™ ;

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

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

»  Osmotics will no longer be responsible for reimlngaus for 50% of all legal expenses under the Weedment; and
»  Osmotics will no longer be responsible for payingfthe minimum annual royalty under the UC Agreatme

In connection with amending the Sublicense Agredmea exercised the purchase option to acquireeTaim®. We recorded the
purchase at fair value using the guidance set for8FAS No 141(revised) “Business Combination8SHKAS 141R”) and SFAS 157. We do
not intend on marketing Triceram® as we believe iischighest and best use is as a “defensive.as&ethave allocated the purchase pric
$516,000 to a longived intangible asset which is reflected as otigset on the accompanying condensed consolidaigcbasheets. We &
amortizing the asset over the remaining life ofplh&ent underlying the UC Agreement (64 monthg)t the three and six months ended June
30, 2009 we amortized $24,187 and $32,250, resdgtiwhich is included in general and administratexpenses on the accompanying
condensed consolidated statements of operations.

In connection with acquiring Triceram®&g issued to Osmotics a promissory note. The Ipedges interest at 9.5% per annum anc
payment terms are described above. We applied thrtstanding receivables from Osmotics totaling,&d6 to the purchase price and note
balance (inclusive of the $16,202 described aboV¥é&k note is reflected as note payable, relatety pa the accompanying condensed
consolidated balance sheet.

For the three months ended June 30, 2009 and 2@08harged Osmotics $0 and $4,942, respectivelyefal expenses under the
UC Agreement. For the six months ended June G20 2nd 2008, we charged Osmotics $3,084 and $6:8§2ectively, for legal expenses
under the UC Agreement. We have recorded thesmgeh to Osmotics as a reduction of general andnéstrative expense on the
accompanying condensed consolidated statementseddtions. For the three and six months ended 30n2009, Osmotics’ revenues from
products utilizing the Barrier Repair technologguked in royalties of $4,328 and $9,400, respebtivAs of June 30, 2009, we have
recorded a receivable of $4,328 from OsmoticsHerrbyalties owed under the UC Agreement that wiebeirequired to remit on their
behalf. Additionally, for the three and six mon#rgled June 30, 2008, licensing fees were reduc&é,250 and $12,500 for the portion of
the minimum royalty previously 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 Agneehas been extended until Decen
31, 2009. The Shared Services Agreement also rogdges that Osmotics may ask certain of our affi¢e assist them with certain projec
In the event that our officers spend any time anlthsiness of Osmotics, we charge Osmotics focakeof these services which is offset
against the monthly charge described above.

For the three months ended June 30, 2009 and 2@&:corded $14,584 and $15,000, respectivelyunefer the Shared Services
Agreement. For the six months ended June 30, 26622008, we recorded $29,584 and $30,000, respictnet, under the Shared Services
Agreement. We have recorded such charges as ¢jandradministrative expense in the accompanying
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condensed consolidated statements of operations.
Litigation

From time to time, we may become party to litigatand other claims in the ordinary course of bugsnéeTo the extent that such
claims and litigation arise, management would gievior them if upon the advice of counsel, lossesdatermined to be both probable and
estimable. We are currently not party to any dtign.
(11) SUBSEQUENT EVENTS

We have evaluated subsequent events through theftiihancial statement issuance, August 19, 2009.
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ITEM 2. MANAGEMENT 'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AN D RESULTS OF
OPERATIONS

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 expectatiamsfafecasts of future events made by our managenterward-looking statements may
turn out to be wrong. They can be affected bydneate assumptions or by known or unknown riskswammértainties. Many factors, for
example, governmental regulation, general econamiccapital market conditions in the United Staaesl competition in our industry, will
be important in determining future results. Noafard-looking statement can be guaranteed, andlaeisidts may vary materially from those
anticipated in any 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. Thesdude statements relating to future actions, prosype products or product approvals,
future performance or results of anticipated prasluexpenses, 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. Forwaokifhg statements in this Form 10-Q will be affeldby 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 undersieply and distribution agreement
with Dr. Reddy’s Laboratories including having sciint working capital to fulfill purchase orderstiin the timeframes required by the
agreement; the ability of the Company to servis@iitstanding 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 mé&ly manner, patient compliance with the studygeol, and a sufficient number of patients
completing the studies; the ability of the Compémgommercialize its planned products; the abidityhe 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 witkrsthinto 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-loolg statements. These and other factors, inclugimgral economic factors, business
strategies, the state of capital markets, regyladonditions, 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 indicasitiforward-looking statements attributable
to us or persons acting on our behalf are expregallified 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 wilte SEC including our Annual Report on Form 10arterly 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 OVERVIEW

We are an emerging medical device company focusqutescription products for infectious disease danatology. Since our
inception in February 2002, our principal acti\stigave involved raising capital, identifying ancelising technology, researching applicat
for the licensed technology, testing the licensmthhology, and engaging in activities to commeizgathe technology.
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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 fgreerally consisted of the following c
expenses:

»  Payroll and related costs;

. Interest;

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

» Licensing fees;

* Travel;

. Insurance;

* Investor and public relations;

» Director fees; and

*  Consulting

Until November 2007, we did not record revenue.rilm2008, we commenced manufacturing (throughrdraot manufacturer) ai
shipment of EpiCeram® to DRL under the terms of iRl 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 taguct 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 statementf asd for the years ended December 31,
2008 as filed in our Annual Report on Form 10-Kur@eported results are impacted by the applicaifcthe following accounting policies,
certain of which require management to make sub@cr complex judgments. These judgments invahaking estimates about the effec
matters that are inherently uncertain and may Sggmitly impact quarterly or annual results of agg@ms. For all of these policies,
management cautions that future events rarely dpwetactly as expected, and the best estimateimebutequire adjustment. Specific risks
associated with these critical accounting policiessdescribed in the following paragraphs.

Revenue Recognition

We recognize revenue in accordance with Staff Antiag Bulletin (“SAB”) No. 101 as modified by SABd\N 104, “Revenue
Recognition in Financial Statements,” EITF Issue2Q0'‘Revenue Arrangements with Multiple Deliveraf§I¢'EITF 00-21"), and SAB Topic
13A1. We recognize revenue when there is perseasiidence that an arrangement exists, when tidephssed, the price is fixed or
determinable, and we are reasonably assured @fctioly) the resulting receivable. Revenue arrangésrtbat 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 discoustsirns, rebates and chargebacks. This accoumiincy for revenue recognition may he
a substantial impact on our reported results aliekren certain estimates that can require difficubjective and complex judgments on the
part of management.

For the periods ended June 30, 2009 and 2008 ptrissurce of revenue was the sale of EpiCeram®«drUnited States pursuant to
the DRL Agreement. We record (or will record) reue 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 believattiine payment of these fees and our continuinfippeance obligation related to
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supplying EpiCeram® are an integrated package.oAtingly, we record receipt of advance fees asrdederevenue and 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&a® (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 whengitéses to DRL (upon delivery) subject to certaie tip adjustments as provided for in
the DRL Agreement. We recognize the Net Sales Goapt based upon reports provided by DRL.

Net Sales Milestones- The DRL Agreement provides for the payment ofestibne payments based on cumulative net salestaver
life of the agreement. We will recognize reventmf net sales milestones once the amount can ibblgeéstimated 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 “Acceing 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 Debstrument’ 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 eithersat asliability measured at its fair value, withanges in the derivativefair value recognize
currently in earnings unless specific hedge acéongmriteria are met. We value these derivativausées 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 revihlese 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 valiéy assumptions of the Black-Scholes
option-pricing model include applicable volatilttates, risk-free interest rates and the instrurseakpected remaining life. These
assumptions require significant management judgment

Share-Based Payments

We account for stock option compensation in acawrdavith SFAS No. 123 (revised), “Share-Based Payi{eSFAS 123R”).
SFAS No. 123R requires measurement of compensetistfor all stock-based awards at fair value endhte of grant and recognition of
compensation over the service period for awardeeep to vest, using the modified prospective nethiibie 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 revisedcdvisider various factors when estimating expeatef@ifures, including historical
experience. Actual results may differ substantifdiyn 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 marékte of the underlying stock, the expected sfwite 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@on expense and our net loss and net losshpes amounts could have been
significantly different, in 2009 and 2008.

Recently Issued Accounting Pronouncements

In May 2009, the Financial Accounting Standardsrdq8FASB”) issued Statement of Financial Accougtitandard (“SFAS”) No.
165 “Subsequent Events” (“SFAS No. 165”) which blthes accounting and reporting standards fortsvéat occur after the balance sheet
date but before financial statements are issuedeoavailable to be issued. The statement sets (ipthe period after the balance sheet date
during which management of a reporting entity stavaluate events or transactions that may ocecydtential recognition or disclosure in
the financial statements, (ii) the circumstancegennvhich an entity should recognize events orsations occurring after the balance sheet
date in its financial statements, and (iii) thecttisures that an entity should make about eventrsnsactions occurring after the balance s
date in its financial statements. We adopted tbgigions of SFAS No. 165 for the interim periodled June 30, 2009. The adoption of
SFAS No. 165 did not have a material impact onGbmpany’s consolidated financial position, resaftsperations or cash flows.

In April 2009, the FASB issued FASB Staff PositidRSP”) FAS No. 107-1 and APB 28-1, “Interim Disslae about Fair Value of
Financial Statements” (“FSP FAS 107-1"). FSP FA3-1 amends the disclosure requirements of SFASLOG,
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“Disclosures about Fair Value of Financial Instrumsg for interim reporting periods of publicly trad companies as well as in annual
financial statements. FSP FAS 107-1 requires pulaimpanies to disclose the fair value of its feiahinstruments whenever it issues
summarized financial information for interim repog periods. FSP FAS 1QIis effective for interim periods beginning affeme 15, 2009
We have not completed our evaluation of FSP FAS1L07

In June 2008, the FASB ratified Emerging IssuekFasce (“EITF”) Issue 07-5, “Determining Whether lstrument (or an
Embedded Feature”) is Indexed to an Entity’s Owackst (“EITF 07-5"). EITF 07-5 provides that an @ptshould use a two step approach to
evaluate whether an equity-linked financial instaintn(or embedded feature) is indexed to its owokstimcluding evaluating the instrument’s
contingent exercise and settlement provisionglshh clarifies the impact of foreign currency demuated strike prices and market-based
employee stock option valuation instruments onetveduation. EITF 07-5 is effective for fiscal ysdreginning after December 15, 2008.
Adoption of EITF 07-5 has not had a material impacbur consolidated balance sheets, results ohtipes or cash flows.

On June 29, 2009, the FASB issued SFAS No. 168dActing Standards Codification and the Hierarch@eherally Accepted
Accounting Principles — a replacement of FASB Stetet No. 162" (“SFAS No. 168”). SFAS No. 168 edisdies the FASB Accounting
Standards Codification as the source of author@adiccounting principles recognized by the FASBd@pplied by nongovernmental entities
in the preparation of financial statements in comfity with U.S. GAAP. SFAS No. 168 will be effeeti for financial statements issued for
interim and annual periods ending after SeptembegR009, for most entities. On the effective datenon-SEC accounting and reporting
standards will be superseded. We will adopt SFAS168 for the quarterly period ending Septembei2809, as required, and adoption is
not expected to have a material impact on our firdistatements taken as a whole.

THREE MONTHS ENDED JUNE 30, 2009 COMPARED TO JUNE 3, 2008
Revenue

For the three months ended June 30, 2009 and 2008ple source of revenue was the DRL AgreemBetvenue consists of the
following components:

2009 2008

Product revenu $ 827,94. $ —

Milestone recognitiol 64,74¢ 18,75(
$ 892,69: $ 18,75(

The increase in revenue between periods is thét @fsihe launch of EpiCeram in September 2008.
Cost of Goods Sold
For the three months ended June 30, 2009, costarfsgsold was $666,381 compared to $0 for 2008.
Licensing Fees and Royalties
We pay licensing fees and royalties under septicatese agreements with two entities: The RegeftiseoUniversity of California

(for Barrier Repair technology) and Brigham Youngivérsity (for Ceragenin™ technology). For theetnmonths ended June 30, 2009 and
2008, licensing fees and royalties were as follows:

2009 2008
Ceragenin Technolog $ 72,50 $ 51,667
Barrier Repair Technolog 41,39, 6,25(
$ 113,89 $ 57,91%

The increase in fees paid for the Ceragenin™ tdolgmwas the result of an increase in the minimunoant due under the Brigham
Young University license agreement during 2009¢e rttrease in Barrier Repair technology royaltsedie to the increase in product reve
between periods.
Research and Development

Research and development expense for the threenmentied June 30, 2009, decreased by $16,354 axapptely 39%
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compared to the prior year period. The decreapansarily the result of a planned effort to reduesearch and development costs due to our
limited financial resources. Our ability to contitesearch and development activities is greatheddent upon our financial resources.
Because of our limited financial resources, we dbeaxpect to incur significant research and develept costs during 2009. In order to
develop Cerashield™ and NeoCeram® in a more timelyner, or at all, we will require additional firtéad resources. No assurance can be
given that necessary additional financing will vaikable on terms acceptable to us, if at alladéquate additional funds are not available
when required, we may have to delay, scale-badliminate certain aspects of our research, testirtjor development activities.

General and Administrative

General and administrative expenses for the thim&ttms ended June 30, 2009, decreased by $377,&parximately 31%
compared to the prior year period. The decreasgpense between years was primarily due to dezs@asnvestor relations, legal, travel
entertainment, and stock compensation expensesstor relations expense decreased primarily daentartization of Series B Preferred
Stock during 2008. As discussed further in Notduting 2007 we entered into agreements with twestor relations firms whereby we
issued Series B Preferred Stock as consideratiathéoservices. The assigned value of the SerieeeRerred Stock was amortized over the
lives of the related agreements which expired dutiire third quarter of 2008. Accordingly, thereswe expense during 2009 for these
shares. Legal and travel expenses decreasedeaslaaf our focus on reducing discretionary expiemels. Stock compensation expense
decreased as the result of certain stock optiGuedin prior years becoming fully vested durinQ&0As a result, compensation expense
related to those options was no longer recognizethg 2009.

Loss from Operations

As a result of the factors described above, the fiasn operations for the three months ended JOn2@9 decreased by $545,544
compared to the prior year period.

Other Income (Expense)

Other income for the three months ended June 31® Rreased by $2,767,072 compared to the priar geriod. The increase in
income between years was primarily the result aharease in the gain on value of derivative ligie$ between periods.

Net Income

As a result of the factors described above, natnirecfor the three months ended June 30, 2009 isedday $3,332,616 compared to
the prior year period.

Preferred Stock Dividends

We did not accrue preferred stock dividends dutireggthree months ended June 30, 2009 as a reghk abnversion of Series A
Preferred Stock into common shares during the seqaarter of 2008. Preferred stock dividends v#2@ 000 for the three months ended
June 30, 2008.

Income Attributable to Common Shareholders

As a result of the factors described above, thenmeattributable to common shareholders for theetimnonths ended June 30, 2009
increased by $3,332,616 compared to the prior gedod.

SIX MONTHS ENDED JUNE 30, 2009 COMPARED TO JUNE 30,2008
Revenue

For the six months ended June 30, 2009 and 200&0bei source of revenue was the DRL AgreementieRee consists of the
following components:

2009 2008
Product revenu $ 1,052,05. $ —
Milestone recognitiol 125,05¢ 37,50(
$ 1,177,100 $ 37,50(

The increase in revenue between periods is thét @fshe launch of EpiCeram in September 2008.
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Cost of Goods Sold

For the six months ended June 30, 2009, cost agsold was $803,270 compared to $0 for 2008.
Licensing Fees and Royalties

For the six months ended June 30, 2009 and 2a@#ding fees and royalties were as follows:

2009 2008
Ceragenin Technolog $ 145,000 $ 111,66
Barrier Repair Technolog 52,60: 12,50(

$ 197,60. $ 124,16°

The increase in fees paid for the Ceragenin™ tdolggas the result of an increase in the minimuroam due under the Brigham
Young University license agreement during 2009e iFitrease in Barrier Repair technology royaltgegrimarily due to the increase in
product revenue between periods.

Research and Development

Research and development expense for the six mentled June 30, 2009, decreased by $79,755 onampately 70% compared
the prior year period. The decrease is primahigy/result of a planned effort to reduce researchdawvelopment costs due to our limited
financial resources.

General and Administrative

General and administrative expenses for the sixthsoended June 30, 2009, decreased by $677,0@pmma@mately 28% compared
to the prior year period. The decrease in expbesgeen years was primarily due to decreases &stov relations, legal, travel and
entertainment, and stock compensation expensesgstlr relations expense decreased primarily daentartization of Series B Preferred
Stock during 2008. As discussed further in Notduting 2007 we entered into agreements with twestor relations firms whereby we
issued Series B Preferred Stock as consideratitihnéoservices. The assigned value of the SerieeeRerred Stock was amortized over the
lives of the related agreements which expired dytiire third quarter of 2008. Accordingly, thereswe expense during 2009 for these
shares. Legal and travel expenses decreasedaslaaf our focus on reducing discretionary exiemnes. Stock compensation expense
decreased as the result of certain stock optiGuedin prior years becoming fully vested durinQ&0As a result, compensation expense
related to those options was no longer recognizethgl 2009.

Loss from Operations

As a result of the factors described above, the fimsn operations for the six months ended Jun@@09 decreased by $1,019,661
compared to the prior year period.

Other I ncome (Expense)

Other expense for the six months ended June 3®, i2@feased by $2,106,465 compared to the priarye@od. The increase in
expense between years was the net result of rexpadgjain on value of derivative liabilities duris§08 compared to a loss during 2009
partially offset by a charge for the fair valueaofjusting the exercise price of convertible segituring 2008 that was recorded as a
component of interest expense.

Net loss

As a result of the factors described above, théasstfor the six months ended June 30, 2009 isexthy $1,086,804 compared to
the prior year period.

Preferred Stock Dividends

We did not accrue preferred stock dividends dutiregsix months ended June 30, 2009 as a resuiieafdnversion of Series A
Preferred Stock into common shares during the skqaarter of 2008. Preferred stock dividends v#&@ 000 for the six months ended June
30, 2008.
Loss Attributable to Common Shareholders

As a result of the factors described above, the ddgibutable to common shareholders for the sixtims ended June 30,
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2009 increased by $1,006,804 compared to the peiar period.
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 technology imd-BA cleared medical device or new drug is sulistenBecause of our limited capital
resources we have not been able to advance devetthour technologies as broadly or as rapidlgtherwise possible with greater
resources. Our capital resource constraints hiaeerapacted our business strategy as follows:

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 dehirstgzs (see discussion provided under Note 3 edfithancial statements )
contain a number of provisions which many new itmesmay find problematic including the following:

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

*  We are required to utilize a significant portionoafr future revenue streams to service and reéibe.dNew investors wou
likely prefer that these cash flows be retainedh®yCompany to defray or fund our operating costs;

* Asof June 30, 2009, there were 20,785,603 comrhares underlying the conversion of the debt andogse= of warrants
held by the debtholders. This represents a siaifioverhang and creates uncertainty for new tovges

e Under most circumstances, we would be requiredtain approval from the debtholders in order tocexe a 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 commorcktwill be impacted when
that exchange transaction takes place;

*  The recent trading price of our common stock i®Wwehe conversion price of the convertible debating the following issues:
*  Any transaction at or near market price would reisuan adjustment to the conversion price of thevertible debt
securities and warrants (unless waived by theiagistebt holders) resulting in immediate substauliiation to our current
shareholders and new investors; 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 resultdhaage of control. Many investors do not wanter prohibited from,
owning such a significant percentage of an investee

»  Changes in the interpretation of Rule 415(a)(1p{xthe SEC have limited the number of shares ofmomstock that
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we can register for new investors that are soldymamt to private placement transactions. Untihsime that Osmotics
completes its planned exchange transaction, thesliaey hold in escrow are excluded from our ffoapurposes of Rule 415
calculations which further exacerbates this linmtat and

*  The average trading volume of our common stockerQTC Bulletin Board is not significant. Our commstock is subject to
rules adopted by the SEC regulating broker deabestiges in connection with transactions in “pestocks.” These rules make
it more difficult to buy and sell shares of our aonon 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 theysadintheir shares of common
stock without adversely impacting the market fattsuommon stock and we currently cannot providd 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 June 30, 2009, we had $946,411 of cash asitl @guivalents. During the six months ended JOn@@09, $303,962 of cash
was provided by operating activities compared 1625303 used in operating activities during the saeréod of 2008. The increase in cash
provided by operating activities between yeargimarily the net result of a decrease in the casrating loss, an increase in current
liabilities and a decrease in cash paid for inteegpense partially offset by a decrease betwedodwin deferred revenue. We anticipate
our cash requirements for inventory manufacturifijimcrease as EpiCeram® orders increase duriegéimainder of 2009. As discussed
further in Note 8, we have temporarily mitigated ttequirement by negotiating the partial prepaynoéipurchase orders from DRL through
September 30, 2009. We consider it unlikely thRLDVvill continue this program beyond SeptemberZm9. Accordingly, this will increa:
our working capital requirements in the fourth dqaaof 2009.

I nvesting Activities

Cash flows from investing activities were $0 foe #ix months ended June 30, 2009. As of June(®®,2ve had no material
commitments for capital expenditures.

Financing Activities

During the six months ended June 30, 2009, $2708@82ash was provided by financing activities repreémg net borrowings under
insurance financing notes partially offset by pipat payment made under a related party note payabl

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

Other Commitments

Under the terms of the DRL Agreement, we are ob#igao reimburse DRL up to $140,000 for costs irediin connection with an
EpiCeram® clinical trial being sponsored by DRL.e\&kpect to be invoiced for these costs duringttind and fourth quarters of 2009.

Outlook

As of June 30, 2009, we had cash and cash equisal&$946,411. As previously noted, in Novemb@®2 we entered into the
DRL Agreement for the commercialization of EpiCef&ain the United States. Among other things, the. D¥greement called for DRL to
pay us certain non-sales based milestone paympatsthe accomplishment of three specified evehts‘{ilon-Sales Milestones”) of up to
$3,500,000. During the six month period endece R 2009, we received the last Non-Sales Milesfayment ($1,000,000) from DRL.
Additionally, under the DRL Agreement, we can eaprto $21,250,000 in milestone payments based pwlaiive net sales of EpiCeram®
(the “Net Sales Milestones”). However, we do nati@pate earning any Net Sales Milestone paymentis sometime in 2010.

As discussed above, during the six months endeel 3002009, we entered into the International Agrets to commercialize
EpiCeram®. We expect commercialization activittsommence under the Asian Agreement and Canadjegement during the fourth
quarter of 2009. We expect that commercializatibBpiCeram® under the EU Agreement to commendkarthird quarter of 2010. Under
the Canadian Agreement, we are to receive a $200rBi@stone payment upon
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EpiCeram® receiving regulatory approval in Canadée expect to earn this milestone payment duriegdirth quarter 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 ConvadiDebt Agreements”). These debt agreements presgously in technical default.
Among other things, the Amended Convertible Debtegents 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 subseicpo April 1,
2009;

*  100% of net revenue received from any other Epi@&aommercialization arrangements;
*  50% of the net revenue received from the sale @¢eam®;
*  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.

In the event that the Dedicated Revenue Streamssufficient to make a quarterly interest paymierfull, the 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 Rayeistreams are not sufficient to make the cumwdgiayments required by the Amended
Amortization Schedule with respect to therh@dnth periods ending June 30th, then the remethetholders is to have the conversion pric
the debt and exercise price of their warrants aeljudownward. See Note 3 for a more detailed dison. Accordingly, until December 31,

2011, the failure to make scheduled interest amutiacipal payments in full does not provide thédeos the ability to declare the Compan
default.

We made the scheduled quarterly payment to thetagtiers on June 30, 2009. However, the schegdgohent was not sufficient
to pay the quarterly interest in full. The unpaatrued interest was added to the debt balance.

While we believe that the Amended Convertible D&tpteements were more favorable to the Company tiieoriginal convertible
debt agreements at the time of the amendmentfdteated Revenue streams are not a sustainablegament and will ultimately need to
be modified. In addition, there are a number ofdes which could inhibit the Company’s abilityrmise additional capital. These may
include, but are not necessarily limited to, thiéofeing:

*  The presence of $9,541,114 in secured convertihe with most favored nation and other pricing gctibn;

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

12,004,569 shares of our common stock (or appraxiyn&6% of our issued and outstanding sharesgamrently held in
escrow for Osmotics Corporation (“Osmotics”) awadtexchange 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;

e Limitations on our ability to register common staeed common shares underlying convertible dehirges sold in
private placement transactions;

e Alack of trading volume in our common stock;
*  Our limited operating history and lack of profitatdperations; and
*  The economic downturn and uncertainty in the Urgrfcial markets.

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 late September 2009. Accordingly,
we will require additional funding within 30 - 4%k of filing this Form 10-Q. We are working witbveral
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parties to raise additional capital for the CompahAg of the date of this Form 10-Q, we have nmfatommitments for funding and as
described above, our ability to access the capitakets may be severely limitedAdditionally, any funding transaction will likelyequire
restructuring of the Amended Convertible Debt Agneats. While the debt holders have amended thestef their agreements in the past,
there is no assurance that they will agree to da #ue future.

There is no assurance that we will be able to i@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 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&®®, 2009, which require us to raise additionpitehto 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 $ 481,25¢ $ 9,435,667 $ 70,50¢ $ — $ 9,987,44.
License Agreemeni 640,00( 880,00( 880,00( 3,120,001 5,520,00t
Shared Service Agreeme 30,00( — — — 30,00(
Clinical Study Funding Obligatio 140,00( — — — 140,00(
Purchase Commitmen 1,008,69. — — — 1,008,69.

$ 2,299,94 $ 10,31567 $ 950,50¢ $ 3,120,000 $ 16,686,13

ITEM 4. CONTROLS AND PROCEDURES

As of June 30, 2009, under the supervision and thgtparticipation of the Company’s Chief Execut®#icer 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 Chiefliike Officer and the Chief Financial Officer cdunbed that the Company’s disclosure
controls and procedures were effective as of JOn@@19. There were no changes in internal cootret financial reporting that occurred
during the fiscal quarter covered by this repoat tiave materially affected, or are reasonabhhlike affect, the Company’s internal control
over financial reporting.

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 Securitie:
None.

Item 4. Submission of Matters to a Vote of Security Holder:
None.

Item 5. Other Information
None.
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Iltem 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: August 19, 200! By: /s/ Steven S. Porti
Steven S. Porter, Principal Executive Offi

Date: August 19, 200! By: /s/ Jeffrey S. Sperbi
Jeffrey S. Sperber, Principal Financial and Accimgn©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: August 19, 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: August 19, 2009 By: /s/ Jeffrey S. Sperb
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 erllagk 30, 2009, filed on the date hereof with theu8tes 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: August 19, 200 Chief Financial Office!




