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UNITED STATES
SECURITIES AND EXCHANGE COMMISSION

Washington, D.C. 20549

FORM 10-Q

x  QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE
ACT OF 1934
For the quarterly period ended September 30, 2011

or

TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE
ACT OF 1934

For the transition period from to

Commission File Number: 000-31161

ARENA PHARMACEUTICALS, INC.
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(Exact name of registrant as specified in its charter)

Delaware 23-2908305
(State or other jurisdiction of (LR.S. Employer
incorporation or organization) Identification No.)
6166 Nancy Ridge Drive, San Diego, CA 92121
(Address of principal executive offices) (Zip Code)
858.453.7200

(Registrant s telephone number, including area code)

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the Securities Exchange Act
of 1934 during the preceding 12 months (or for such shorter period that the registrant was required to file such reports), and (2) has been subject
to such filing requirements for the past 90 days. x Yes ~ No

Indicate by check mark whether the registrant has submitted electronically and posted on its corporate Web site, if any, every Interactive Data
File required to be submitted and posted pursuant to Rule 405 of Regulation S-T (§232.405 of this chapter) during the preceding 12 months (or
for such shorter period that the registrant was required to submit and post such files). Yes x No ~

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, a non-accelerated filer, or a smaller reporting
company.

Large accelerated filer ~ Accelerated filer X

Non-accelerated filer ~~ (Do not check if a smaller reporting company) Smaller reporting company
Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange Act). ~ Yes x No

The number of shares of common stock outstanding as of the close of business on November 2, 2011:

Class Number of Shares Outstanding
Common Stock, $0.0001 par value 146,024,830
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PART I. FINANCIAL INFORMATION

Item 1. Financial Statements.

Assets

Current assets:

Cash and cash equivalents

Accounts receivable

Prepaid expenses and other current assets

Total current assets

Land, property and equipment, net

Acquired technology and other intangibles, net
Other non-current assets

Total assets

Liabilities and Stockholders Equity
Current liabilities:

Accounts payable and other accrued liabilities
Accrued compensation

Accrued clinical and preclinical study fees
Accrued restructuring

Current portion of deferred revenues

Current portion of derivative liabilities
Current portion of note payable to Siegfried
Current portion of note payable to Deerfield?
Current portion of lease financing obligations

Total current liabilities

Deferred rent

Deferred revenues, less current portion
Derivative liabilities, less current portion

Note payable to Siegfried, less current portion
Note payable to Deerfield, less current portion?
Lease financing obligations, less current portion

Commitments and contingencies and subsequent events

Stockholders equity:
Common stock
Additional paid-in capital
Treasury stock, at cost
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Arena Pharmaceuticals, Inc.

Condensed Consolidated Balance Sheets

(In thousands)

September 30,
2011
(Unaudited)

$ 77,883
2,015
2,486

82,384
85,245
11,679

5,691

$ 184,999

$ 4,122
4,672

747

67

3,855

3,686

1,231

18,380

273
41,346
1,277

13,769
74,815

15
1,107,746
(23,070)

December 31,
20101

$ 150,669
3,499
2,638

156,806
91,533
12,031

5,992

$ 266,362

$ 5,017
4,427
1,236

3,846
607
3,560
17,175
998

36,866

412
44,231
1,664
6,801
20,602
75,771

12
1,068,634
(23,070)
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Accumulated other comprehensive income 6,517 4,966
Accumulated deficit (1,056,069) (970,527)
Total stockholders equity 35,139 80,015
Total liabilities and stockholders equity $ 184,999 $ 266,362

1 The balance sheet data at December 31, 2010 has been derived from audited financial statements at that date. It does not include, however, all of the
information and notes required by US generally accepted accounting principles for complete financial statements.
2 The outstanding principal balance of the note payable to Deerfield was $22.3 million at September 30, 2011 and $60.0 million at December 31, 2010. See
Note 6.
See accompanying notes to unaudited condensed consolidated financial statements.
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Arena Pharmaceuticals, Inc.

Condensed Consolidated Statements of Operations

(In thousands, except per share data)

Revenues:
Manufacturing services
Collaborative agreements

Total revenues

Operating Expenses:

Cost of manufacturing services

Research and development

General and administrative

Restructuring charges

Amortization of acquired technology and other intangibles

Total operating expenses

Loss from operations

Interest and Other Income (Expense):

Interest income

Interest expense

Gain (Loss) from valuation of derivative liabilities
Loss on extinguishment of debt

Other

Total interest and other expense, net

Net loss

Deemed dividend related to beneficial conversion feature of convertible preferred

stock
Net loss allocable to common stockholders

Net loss per share allocable to common stockholders, basic

Net loss per share allocable to common stockholders, diluted

Shares used in calculating net loss per share allocable to common stockholders,

basic

Shares used in calculating net loss per share allocable to common stockholders,

diluted

Table of Contents

(Unaudited)

Three months ended

September 30,

2011 2010
$ 1,713 $ 1,846
1,746 5,783
3,459 7,629
1,557 1,814
14,978 20,155
6,029 6,862
0 0
197 541
22,761 29,372
(19,302) (21,743)
20 107
(3,211) (6,267)
(233) 3,023
0 (12,354)
(10) 968
(3,434) (14,523)
(22,736) (36,266)
0 0
$ (22,736) $ (36,2606)
$ (0.16) $ (0.31)
$ (0.16) $ (03D
145,965 117,409
145,965 117,409

Nine months ended

September 30,

2011 2010
$ 4,390 $ 5,258
6,253 7,343
10,643 12,601
6,215 5,309
45,616 58,971
18,996 20,636
3,467 0
819 1,609
75,113 86,525
(64,470) (73,924)
102 338
(11,087) (16,198)
387 4,857
(10,514) (12,354)
40 988
(21,072) (22,369)
(85,542) (96,293)
(2,260) 0
$ (87,802) $ (96,293)
$ (0.64) $ (091
$ (0.64) $ (091
136,860 105,582
136,860 105,582
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See accompanying notes to unaudited condensed consolidated financial statements.
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Arena Pharmaceuticals, Inc.
Condensed Consolidated Cash Flow Statements
(In thousands)

(Unaudited)

Operating Activities

Net loss

Adjustments to reconcile net loss to net cash used in operating activities:
Depreciation and amortization

Amortization of acquired technology and other intangibles
Share-based compensation

Gain from valuation of derivative liabilities

Amortization of prepaid financing costs

Accretion of note payable to Deerfield

Accretion of note payable to Siegfried

Loss on extinguishment of debt

(Gain) Loss on disposal of equipment

Changes in assets and liabilities:

Accounts receivable

Prepaid expenses and other assets

Accounts payable and accrued liabilities

Deferred revenues

Deferred rent

Net cash used in operating activities

Investing Activities

Purchases of short-term investments, available-for-sale

Proceeds from sales/maturities of short-term investments, available-for-sale
Purchases of land, property and equipment

Proceeds from sale of equipment

Other non-current assets

Net cash provided by (used in) investing activities
Financing Activities

Principal payments on lease financing obligations
Principal payments on note payable to Deerfield
Repayments on note payable to Siegfried
Proceeds from issuance of common stock
Proceeds from issuance of preferred stock

Net cash provided by (used in) financing activities
Effect of exchange rate changes on cash

Net increase (decrease) in cash and cash equivalents
Cash and cash equivalents at beginning of period

Cash and cash equivalents at end of period

Table of Contents

Nine months ended

September 30,
2011 2010
$ (85,542) $ (96,293)
7,694 7,807
819 1,609
2,946 4,320
(387) (4,857)
384 462
3,217 5,175
332 197
10,514 12,354
27 2)
1,529 (495)
69 973
(1,122) (2,945)
(2,876) 44,960
(139) (116)
(62,535) (26,851)
0 (1,195)
0 11,207
(347) 3,711)
10 30
22 58
(315) 6,389
(723) (515)
(37,739) (30,000)
(7,346) 0
17,900 120,331
17,662 0
(10,246) 89,816
310 1,920
(72,786) 71,274
150,669 94,733
$ 77,883 $ 166,007
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See accompanying notes to unaudited condensed consolidated financial statements.
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Notes to Unaudited Condensed Consolidated Financial Statements
1. Basis of Presentation

The accompanying unaudited condensed consolidated financial statements of Arena Pharmaceuticals, Inc., which include our wholly owned
subsidiaries, should be read in conjunction with the audited consolidated financial statements and notes thereto included in our annual report on
Form 10-K for the year ended December 31, 2010, as filed with the Securities and Exchange Commission, or SEC, from which we derived our
balance sheet as of December 31, 2010. The accompanying financial statements have been prepared in accordance with US generally accepted
accounting principles, or GAAP, for interim financial information and with the instructions to Form 10-Q and Article 10 of Regulation S-X.
Accordingly, since they are interim statements, the accompanying financial statements do not include all of the information and notes required
by GAAP for complete financial statements. The accompanying financial statements reflect all adjustments, consisting of normal recurring
adjustments, that are, in the opinion of our management, necessary to a fair statement of the results for the interim periods presented. Interim
results are not necessarily indicative of results for a full year.

During the first quarter of 2011, we identified an error in our consolidated financial statements for the years ended December 31, 2003 through
December 31, 2008 related to the dividends and accretion of discount on our Series B Convertible Preferred Stock, which is no longer
outstanding. The error relates to dividends that were recorded to our accumulated deficit rather than to additional paid-in capital. To correct the
error, we recorded a non-cash cumulative adjustment as of December 31, 2008 to reduce both our accumulated deficit and additional paid-in
capital by $18.6 million. This adjustment is reflected on the accompanying condensed consolidated balance sheets as of December 31, 2010. We
determined that this adjustment was not material to our financial position for any previously reported period, and it had no impact on our results
of operations and cash flows.

The preparation of financial statements in accordance with GAAP requires our management to make estimates and assumptions that affect
amounts reported in the financial statements and notes thereto. The amounts reported could differ under different estimates and assumptions.

We are continuing to fund activities in support of obtaining regulatory approval of lorcaserin, and, at the same time, advancing certain of our
earlier-stage research and development programs. We will need to generate additional funds, which may be achieved through various activities,
including raising additional funds through equity or debt financings or other strategic arrangements, or selling assets. However, we may not be
successful in generating additional funds and there is no guarantee that funding will be available when needed or that, if available, such funding
will be available on terms that we or our stockholders view as favorable. If we do not generate sufficient funding, we may need to further
eliminate, postpone or scale back some or all of our research and development programs and further reduce our expenses, and our financial
position may be adversely affected.

We have evaluated subsequent events after the balance sheet date of September 30, 2011 and up to the date we filed this report.
2. Fair Value Disclosures

We measure our financial assets and liabilities at fair value, which is defined as the exit price, or the amount that would be received from selling
an asset or paid to transfer a liability in an orderly transaction between market participants at the measurement date.

We use the following three-level valuation hierarchy that maximizes the use of observable inputs and minimizes the use of unobservable inputs
to value our financial assets and liabilities:

Level 1 - Observable inputs such as unadjusted quoted prices in active markets for identical instruments.

Level 2 - Quoted prices for similar instruments in active markets or inputs that are observable for the asset or liability, either
directly or indirectly.

Level 3 - Significant unobservable inputs based on our assumptions.
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The following table presents our valuation hierarchy for our financial assets and liabilities that are measured at fair value on a recurring basis as
of September 30, 2011, in thousands:

Fair Value Measurements at September 30, 2011

Quoted Significant
Prices in Other Significant
Balance at Active Observable Unobservable
September 30, Markets Inputs Inputs
2011 (Level 1) (Level 2) (Level 3)

Assets:
Money market funds and cash equivalents™™ $ 65,295 $ 65,295 $ 0 $ 0
Liabilities:
Warrants and other derivative instruments $ 1,277 $ 0 $ 0 $ 1,277

M Included in cash and cash equivalents on our condensed consolidated balance sheets.
The following table presents our valuation hierarchy for our financial assets and liabilities that are measured at fair value on a recurring basis as
of December 31, 2010, in thousands:

Fair Value Measurements at December 31, 2010

Quoted Significant
Prices in Other Significant
Balance at Active Observable Unobservable
December 31, Markets Inputs Inputs
2010 (Level 1) (Level 2) (Level 3)

Assets:
Money market funds and cash equivalents™ $ 138,195 $ 138,195 $ 0 $ 0
Liabilities:
Warrants and other derivative instruments $ 2271 $ 0 $ 0 $ 2,271

M Included in cash and cash equivalents on our consolidated balance sheets.
The following table presents the activity for our derivative liabilities, which are classified as Level 3 in our valuation hierarchy, during the three
and nine months ended September 30, 2011, in thousands:

Three months Nine months
ended September 30, ended September 30,
2011 2011

Beginning balance $ 1,044 $ 2,271
Termination of Deerfield Additional Loan

Election (see Note 6) 0 (607)
(Gain) Loss from valuation of derivative liabilities 233 (387)
Balance at September 30, 2011 $ 1,277 $ 1,277

3. Acquired Technology and Other Intangibles

In February 2001, we acquired Bunsen Rush Laboratories, Inc., for $15.0 million in cash and assumed $0.4 million in liabilities. We allocated
$15.4 million to the patented Melanophore screening technology acquired in such transaction. We amortized this technology over its estimated
useful life of 10 years, which we determined based on an analysis as of the acquisition date.
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In January 2008, we acquired from Siegfried Ltd, or Siegfried, certain drug product facility assets, including manufacturing facility production
licenses originally valued at $12.1 million. We are amortizing the manufacturing facility production licenses, which are necessary for us to
produce and package tablets and other dosage forms in such facility, over their estimated useful life of 20 years as of the acquisition date.
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Acquired technology and other intangibles, net, consisted of the following at September 30, 2011, in thousands:

Gross
Carrying Accumulated
Amount Amortization Net
Acquired Melanophore screening technology $ 15,378 $ (15,378) $ 0
Acquired manufacturing facility production licenses 14,374 (2,695) 11,679
Total acquired technology and other intangibles, net $ 29,752 $ (18,073) $11,679
4. Accounts Payable and Other Accrued Liabilities
Accounts payable and other accrued liabilities consisted of the following, in thousands:
September 30, December 31,
2011 2010
Accounts payable $ 1,892 $ 3,274
Accrued expenses 1,238 1,384
Other accrued liabilities 992 359
Total accounts payable and other accrued liabilities $ 4,122 $ 5,017

5. Note Payable to Siegfried and Related Agreements

In January 2008, we acquired from Siegfried certain drug product facility assets, including manufacturing facility production licenses, fixtures,
equipment, other personal property and real estate assets in Zofingen, Switzerland, under an Asset Purchase Agreement between Siegfried and
Arena Pharmaceuticals GmbH, or Arena GmbH, our wholly owned subsidiary. These assets are being used to manufacture lorcaserin and certain
drug products for Siegfried. In connection with this transaction, we and Siegfried also entered into a long-term supply agreement for the active
pharmaceutical ingredient of lorcaserin, a manufacturing services agreement and a technical services agreement. The purchase price under the
Asset Purchase Agreement was CHF 31.8 million in cash and 1,488,482 shares of our common stock valued at $8.0 million, which we issued to
Siegfried in January 2008. We paid CHF 21.8 million, or $19.6 million, of the cash purchase price in January 2008 and CHF 3.3 million, or $3.4
million, in January 2011. We were originally required to pay the remaining CHF 6.7 million cash portion of the purchase price in two equal
installments, with the first due in January 2012 and the second due in January 2013.

In March 2011, Arena GmbH amended its agreements with Siegfried, effective January 1, 2011, whereby, among other changes, Arena GmbH
agreed to pay Siegfried these remaining two installments in June 2011 and October 2011. Arena GmbH paid Siegfried the CHF 3.3 million
installment, or $3.9 million, in June 201 1. Also under these amended agreements, Siegfried agrees (i) to order from Arena GmbH 400 million
units of drug product for manufacture by Arena GmbH in 2011, (ii) to use its reasonable commercial effort to order from Arena GmbH

200 million units of drug product for manufacture by Arena GmbH from January 1, 2012 to June 30, 2012, and (iii) to reduce its fees for
providing Arena GmbH with certain technical and business services. The prices under the amended manufacturing services agreement between
Arena GmbH and Siegfried are generally lower than cost and the prices Siegfried paid in 2010.

We recognized a provision for loss related to services expected to be rendered through June 30, 2012 whereby the costs will exceed the related
revenues under the amended manufacturing services agreement. We estimated this loss provision to be $0.8 million at March 31, 2011. In the
second quarter of 2011, we increased the loss provision by $1.1 million primarily due to an increase in the projected volume of services expected
to be rendered and reduced it by $0.5 million to reflect the loss incurred on the services rendered during the second quarter. In the third quarter
of 2011, we reduced the provision by $0.2 million primarily due to a change in the projected product mix expected to be manufactured and by
$0.3 million to reflect the loss incurred on the services rendered during the third quarter, resulting in a remaining contract loss provision of $0.9
million as of September 30, 2011. This loss provision is recorded as part of our cost of manufacturing services on our condensed consolidated
statements of operations and in accounts payable and other accrued liabilities on our condensed consolidated balance sheet.

6. Note Payable to Deerfield
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In July 2009, pursuant to a Facility Agreement we entered into in June 2009, or the Facility Agreement, with Deerfield Private Design Fund,
L.P., Deerfield Private Design International, L.P., Deerfield Partners, L.P., Deerfield International Limited, Deerfield Special Situations Fund,
L.P., and Deerfield Special Situations Fund International Limited, or collectively Deerfield, Deerfield provided us with a $100.0 million secured
loan. We received net proceeds of $95.6 million from this loan. In connection with the loan, we issued Deerfield warrants to purchase an
aggregate of 28,000,000 shares of our common stock, exercisable until June 17, 2013, at an exercise price of $5.42 per share. We refer to these
warrants as the 2009 Warrants. Deerfield has the right to require us to accelerate principal payments under the loan under certain circumstances,
and at any time we may prepay any or all of the outstanding principal at par.

Table of Contents 14



Edgar Filing: ARENA PHARMACEUTICALS INC - Form 10-Q

Table of Conten

Deerfield previously had the right to make a one-time election, which we refer to as the Deerfield Additional Loan Election, to loan us up to an
additional $20.0 million under the Facility Agreement, with the additional loan maturing on the same date as the original loan, June 17, 2013.
For each additional $1.0 million that Deerfield loaned us under the Facility Agreement, we would have been required to issue Deerfield warrants
for 280,000 shares of our common stock at an exercise price of $5.42 per share. In addition, Deerfield previously had the right to require us to
accelerate payments under the loan in connection with certain equity issuances. Each of these rights was terminated in March 2011 as described
below.

In accordance with relevant guidance, we separately valued four components under the Facility Agreement as of the date of the initial loan.
Since that date, as discussed below in this note, we have amended the terms of the Facility Agreement, repaid certain of the debt, and exchanged
certain of the warrants, which affects how we value and account for the Facility Agreement. The four components under the Facility Agreement
were previously valued as of July 6, 2009 as follows:

(1)  The $100.0 million loan was valued at $47.9 million on a relative fair value basis, and was recorded as a liability on our condensed
consolidated balance sheet.

(2) The 2009 Warrants to purchase an aggregate of 28,000,000 shares of our common stock, net of issuance costs, were valued at $39.1
million on a relative fair value basis. The relative fair value of the warrants was recorded as additional paid-in capital on our
condensed consolidated balance sheet, and the resulting debt discount is being accreted to interest expense over the term of the loan
or until paid using the effective interest rate method. These warrants were valued at their date of issuance using an option pricing
model and the following assumptions: expected life of 3.95 years, risk-free interest rate of 2.0%, expected volatility of 66% and no
dividend yield. Because these warrants are eligible for equity classification, no adjustments to the recorded value will be made on an
ongoing basis.

(3) The Deerfield Additional Loan Election was valued at $9.5 million. The Deerfield Additional Loan Election was classified as a
liability on our condensed consolidated balance sheet and, accordingly, was revalued on each subsequent balance sheet date until it
was terminated, with any changes in the fair value between reporting periods recorded in the interest and other income (expense)
section of our condensed consolidated statements of operations (see Note 7). Until the Deerfield Additional Loan Election was
terminated, we accreted the additional debt discount that resulted from the allocation of proceeds under the Facility Agreement to
interest expense using the effective interest rate method.

(4) Deerfield s ability to accelerate principal payments under the loan under certain circumstances, including upon certain changes of
control, was valued at $0.5 million. The acceleration right was classified as a liability on our condensed consolidated balance sheet
and, accordingly, will be revalued on each subsequent balance sheet date until it is exercised or expires, with any changes in the fair
value between reporting periods recorded in the interest and other income (expense) section of our condensed consolidated
statements of operations (see Note 7). This allocation of proceeds under the Facility Agreement resulted in additional debt discount
that we will accrete to interest expense over the term of the loan or until paid using the effective interest rate method.

As aresult of the closing of our public offering of common stock in July 2009, which occurred after we entered into the Facility Agreement, we
were required to repay Deerfield $10.0 million that was originally scheduled to be repaid in July 2010. In connection with this $10.0 million
repayment, we retired a proportional share of the debt discount and issuance costs directly related to the repaid debt and recognized a non-cash
loss on extinguishment of debt of $2.5 million in 2009.

In June 2010, we entered into a Purchase and Exchange Agreement, or the 2010 Purchase Agreement, with Deerfield, pursuant to which we sold
Deerfield 11,000,000 shares of our common stock at a price of $3.23 per share, resulting in net proceeds to us of $35.5 million. Also pursuant to
the 2010 Purchase Agreement, we exchanged a portion of the 2009 Warrants to purchase an aggregate of 16,200,000 shares of our common
stock at an exercise price of $5.42 per share for new warrants, which we refer to as the 2010 Warrants, to purchase a like number of shares of
our common stock at an exercise price of $3.45 per share. The outstanding 2010 Warrants are exercisable until June 17, 2013. Other than the
exercise price and certain provisions related to cashless exercise and early termination of the warrants, the 2010 Warrants contain substantially
the same terms as the 2009 Warrants.

We valued the 2010 Warrants at their June 2010 issuance date using an option pricing model and the following assumptions: expected life of
3.03 years, risk-free interest rate of 1.2%, expected volatility of 72% and no dividend yield. We determined that the incremental value of the
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2010 Warrants was $5.5 million, which was recorded as a component of the stock issuance and warrant exchange under the 2010 Purchase
Agreement in the stockholders equity section of our condensed consolidated balance sheet. Because the 2010 Warrants are eligible for equity
classification, no adjustments to the recorded value will be made on an ongoing basis.

In August 2010, we sold 8,955,224 shares of our common stock at a price of $6.70 per share in a registered direct public offering to Deerfield.
As part of this transaction, we entered into the first of two amendments to the Facility Agreement, pursuant to which $30.0 million of the
proceeds from this transaction was used to prepay the portion of the principal amount that we otherwise would have been required to repay in
July 2012. Net proceeds to us from this transaction, after prepayment of the $30.0 million, were approximately $30.0 million. In connection with
this $30.0 million prepayment, we retired a proportional share of the debt discount
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and issuance costs directly related to the repaid debt and recognized a non-cash loss on extinguishment of debt of $12.4 million in 2010. In
accordance with relevant guidance, we also evaluated whether this amendment constituted an extinguishment of debt resulting in extinguishment
accounting or modification accounting. Based on our analysis, we determined that this amendment was not a substantial modification and,
accordingly, we accounted for this amendment under modification accounting. Had extinguishment accounting been required, we would have
recognized a gain or loss based on the difference between the carrying value of our note payable to Deerfield and its fair value.

To reduce our interest payments, in January 2011, we prepaid $20.0 million of the principal amount that was originally scheduled to be repaid to
Deerfield in July 2011. In connection with this $20.0 million prepayment, we retired a proportional share of the debt discount and issuance costs
directly related to the repaid debt and recognized a non-cash loss on extinguishment of debt of $2.5 million in the three months ended March 31,
2011.

In March 2011, we and Deerfield entered into (i) an Exchange Agreement, (ii) a Securities Purchase Agreement and (iii) a Second Amendment
to the Facility Agreement, or the Second Amendment.

Under the Exchange Agreement, we agreed to exchange 14,368,590 of the 2010 Warrants for new warrants, which we refer to as the 2011
Warrants, to purchase a like number of shares of our common stock at an exercise price of $1.68 per share. The 2011 Warrants are exercisable
until June 17, 2015. Other than the exercise period, the exercise price and certain provisions related to cashless exercise and early termination of
the warrants, the 2009 Warrants, the 2010 Warrants and the 2011 Warrants each contain substantially the same terms.

Under the Securities Purchase Agreement, Deerfield purchased 12,150,000 shares of our common stock for a purchase price of $1.46 per share
and 12,150 shares of our Series C Convertible Preferred Stock, or Series C Preferred, for a purchase price of $1,460.00 per share. Each share of
Series C Preferred was convertible into 1,000 shares of our common stock at any time at the option of the holder, subject to certain limitations.
In April 2011, Deerfield converted all of the Series C Preferred into a total of 12,150,000 shares of common stock. The fair value of the common
stock into which the Series C Preferred was convertible on the date of issuance exceeded the proceeds, allocated on a relative fair value basis, by
$2.3 million, resulting in a beneficial conversion feature that we recognized in the three months ended March 31, 2011 as a decrease to
additional paid-in capital and a deemed dividend to the Series C Preferred stockholders.

Under the Second Amendment, we prepaid $17.7 million of the principal amount that we otherwise would have been required to repay to
Deerfield in June 2013. Taking into account such prepayment, net proceeds to us under the Securities Purchase Agreement were approximately
$17.6 million. In connection with this $17.7 million prepayment, we retired a proportional share of the debt discount and issuance costs directly
related to the repaid debt and recognized a non-cash loss on extinguishment of debt of $8.0 million in the three months ended March 31, 2011. In
accordance with relevant guidance, we also evaluated whether this amendment constituted an extinguishment of debt resulting in extinguishment
accounting or modification accounting. Based on our analysis, we determined that this amendment was not a substantial modification and,
accordingly, we accounted for this amendment under modification accounting. Had extinguishment accounting been required, we would have
recognized a gain or loss based on the difference between the carrying value of our note payable to Deerfield and its fair value.

The Second Amendment also eliminated the Deerfield Additional Loan Election and our obligation to accelerate payments under the loan in
connection with certain equity issuances.

We valued the 2011 Warrants at their March 2011 issuance date using an option pricing model and the following assumptions: expected life of
4.21 years, risk-free interest rate of 1.9%, expected volatility of 82% and no dividend yield. We determined that the incremental value of the
2011 Warrants was $6.0 million, which was recorded as a component of the stock issuance and warrant exchange in the stockholders equity
section of our condensed consolidated balance sheet. Because the 2011 Warrants are eligible for equity classification, no adjustments to the
recorded value will be made on an ongoing basis.

At September 30, 2011, the outstanding principal balance on the Deerfield loan was $22.3 million, which is due on June 17, 2013. The
difference between the $13.8 million recorded value and the $22.3 million outstanding principal balance of the loan as of September 30, 2011
represents the remaining debt discount, which we will accrete over the term of the loan or until paid. The outstanding principal accrues interest
at the contractual rate of 7.75% per annum on the stated principal balance, payable quarterly in arrears. Total interest expense of $1.3 million
and $5.2 million, including accretion of the debt discount attributable to the warrants and the other derivative financial instruments and
amortization of capitalized issuance costs, was recognized in connection with this loan in the three and nine months ended September 30, 2011,
respectively, compared to $4.3 million and $10.4 million in the three and nine months ended September 30, 2010, respectively. The current
effective annual interest rate on the loan is 38.4%.

7. Derivative Liabilities
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In June 2006 and August 2008, we issued seven-year warrants, which we refer to as the Series B Warrants, to purchase 829,856 and 1,106,344
shares of our common stock, respectively, at an exercise price of $15.49 and $7.71 per share, respectively. The Series B Warrants are related to
our Series B Convertible Preferred Stock, which we redeemed in 2008 and is no longer outstanding. The warrants contain an anti-dilution
provision and, as a result of subsequent equity issuances at prices below the adjustment price of
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$6.72 defined in the warrants, at September 30, 2011, the number of shares issuable upon exercise of the outstanding June 2006 and August
2008 Series B Warrants was 1,227,743 and 1,640,368 respectively, at an exercise price of $10.47 and $5.20 per share, respectively. The Series B
Warrants are classified as a liability on our condensed consolidated balance sheets.

In accordance with relevant guidance, we have revalued these warrants on each subsequent balance sheet date, and will continue to do so until
they are exercised or expire, with any changes in the fair value between reporting periods recorded as other income or expense. The June 2006
and August 2008 Series B Warrants were valued at September 30, 2011 and 2010 using an option pricing model and the following assumptions:

September 30, 2011 September 30, 2010
June 2006 June 2006
Series August 2008 Series August 2008
B Series B B Series B

Warrants Warrants Warrants Warrants
Risk-free interest rate 0.3% 0.7% 0.7% 1.3%
Dividend yield 0% 0% 0% 0%
Expected volatility 99% 99% 92% 77%
Expected life (years) 1.75 3.87 2.75 4.87

As of the July 2009 issuance date of the Deerfield loan, we separately valued the Deerfield Additional Loan Election, including the 5,600,000
contingently issuable warrants to purchase up to 5,600,000 shares of our common stock. Because the Deerfield Additional Loan Election was
classified as a liability on our condensed consolidated balance sheet until this right was terminated in March 2011 (see Note 6), it was revalued
on each subsequent balance sheet date, with any changes in the fair value between reporting periods recorded as other income or expense. Upon
its termination in March 2011, the $0.6 million value recorded for the Deerfield Additional Loan Election was recorded as a component of the
stock issuance and warrant exchange in the stockholders equity section of our condensed consolidated balance sheet.

We also separately valued Deerfield s right to require us to accelerate payments under the loan under certain circumstances, including upon
certain changes of control, at $0.5 million as of the July 2009 issuance date of the Deerfield loan (see Note 6). The value of this acceleration
right is classified as a liability on our condensed consolidated balance sheet and, accordingly, will be revalued on each subsequent balance sheet
date until it is exercised or expires, with any changes in the fair value between reporting periods recorded as other income or expense. At each
reporting date, this acceleration right was valued using a discounted cash flow model.

Our derivative liabilities consisted of the following at September 30, 2011 and December 31, 2010, in thousands:

September 30, December 31,
2011 2010

Deerfield Additional Loan Election $ 0 $ 607
Total current derivative liabilities 0 607
Series B Warrants 1,204 1,234
Deerfield acceleration right 73 430
Total long-term derivative liabilities 1,277 1,664
Total derivative liabilities $ 1,277 $ 2,271
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The change in the fair value of our derivative liabilities is recorded in the interest and other income (expense) section of our condensed
consolidated statements of operations. The following table presents the gain (loss) we recognized in the three and nine months ended
September 30, 2011 and 2010, in thousands:

Three months ended Nine months ended
September 30, September 30,
2011 2010 2011 2010
Series B Warrants $ (234) $1,175 $ 30 $ 1,408
Deerfield Additional Loan Election 0 1,915 0 3,551
Deerfield acceleration right 1 67) 357 (102)
Total gain (loss) due to revaluation of derivative liabilities $ (233) $ 3,023 $ 387 $4,857

8. Warrants

As part of our June 2010 sale of common stock to Deerfield (see Note 6), we exchanged 16,200,000 of the 2009 Warrants to purchase shares of
our common stock at an exercise price of $5.42 per share for 2010 Warrants to purchase a like number of shares of our common stock at an
exercise price of $3.45 per share. We valued the incremental value of the 2010 Warrants at $5.5 million as of their issuance date. As part of our
March 2011 sale of common and preferred stock to Deerfield (see Note 6), we exchanged 14,368,590 of the 2010 Warrants to purchase shares of
our common stock at an exercise price of $3.45 per share for 2011 Warrants to purchase a like number of shares of our common stock at an
exercise price of $1.68 per share, and extended the expiration date of these warrants to June 17, 2015. We valued the incremental value of the
2011 Warrants at $6.0 million as of their issuance date.

The following table summarizes our outstanding warrants as of September 30, 2011:

Balance Sheet Number of Exercise Expiration

Classification Warrants Price Date
Deerfield 2011 Warrants Equity 14,368,590 $ 1.68 June 17, 2015
Deerfield 2010 Warrants Equity 1,831,410 $ 3.45 June 17, 2013
Deerfield 2009 Warrants Equity 11,800,000 $ 542 June 17, 2013
August 2008 Series B Warrants Liability 1,640,368 $ 5.20 August 14, 2015
June 2006 Series B Warrants Liability 1,227,743 $ 1047 June 30, 2013
Total number of warrants outstanding 30,868,111

9. Share-based Activity
Share-based Compensation

We recognized share-based compensation expense as follows, in thousands, except per share data:

Three months ended Nine months ended
September 30, September 30,
2011 2010 2011 2010
Research and development $ 471 $ 826 $1,510 $2,611
General and administrative 321 364 1,342 1,709
Restructuring charges 0 0 94 0

$ 792 $ 1,190 $2,946 $4,320
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Total share-based compensation expense and impact on net loss allocable to
common stockholders

Impact on net loss per share allocable to common stockholders, basic and diluted $0.01 $ 0.01
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Share-based Award Activity

The following table summarizes our stock option activity during the nine months ended September 30, 2011:

Options
Outstanding at January 1, 2011 8,358,594
Granted 3,533,282
Exercised 0
Forfeited/cancelled/expired (1,373,047)
Outstanding at September 30, 2011 10,518,829

Weighted-
Average
Exercise Price
$ 7.63
1.46

0
6.68

$ 5.69

The following table summarizes activity with respect to our performance-based restricted stock unit awards during the nine months ended

September 30, 2011:

Performance

Units
Outstanding at January 1, 2011 1,666,650
Granted 0
Vested 0
Forfeited/cancelled (485,800)
Outstanding at September 30, 2011 1,180,850

10. Concentration of Credit Risk and Major Customers

Financial instruments, which potentially subject us to concentrations of credit risk, consist primarily of cash, cash equivalents and short-term
investments. We limit our exposure to credit loss by holding our cash in US dollars or placing our cash and investments in US government,

Weighted-
Average

Grant-Date
Fair Value
$ 12.50
0

0

12.19

$ 12.63

agency and government-sponsored enterprise obligations and in corporate debt instruments that are rated investment grade, in accordance with

our board-approved investment policy.

We manufacture drug products for Siegfried under a manufacturing services agreement, and all of our manufacturing services revenues are

attributable to Siegfried.

Percentages of our total revenues derived from our manufacturing services agreement and from our most significant collaborators for the periods

presented are as follows:

Three months ended

September 30,
Source of revenue 2011 2010
Collaboration with Eisai Inc. 50.1% 12.6%
Manufacturing services agreement with Siegfried 49.5% 24.2%
Former collaboration with Ortho-McNeil-Janssen Pharmaceuticals, Inc. 0% 10.0%
Collaboration with TaiGen Biotechnology Co., Ltd. 0% 53.1%

11. Restructuring Charges
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Nine months ended

September 30,
2011 2010
53.2% 7.6%
41.2% 41.7%

52% 15.3%

0% 32.1%
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Around the end of March 2011, we completed a reduction of our US workforce of approximately 25%, or a total of 65 employees, that was
announced in January 2011. We accounted for our restructuring activities in accordance with relevant guidance that requires a liability for costs
associated with an exit or disposal activity to be recognized when the liability is incurred. As a result of this restructuring, we recorded a charge
of $3.5 million for the three months ended March 31, 2011, including non-cash, share-based compensation charges of $0.1 million, which is
reflected as a separate line item in the accompanying condensed consolidated statements of operations. As of September 30, 2011, $3.4 million
of this charge has been paid, resulting in a remaining accrual of $0.1 million that will be paid through the first quarter of 2012.
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12. Net Loss Per Share

We calculate basic and diluted net loss per share allocable to common stockholders using the weighted-average number of shares of common
stock outstanding during the period, less any shares subject to repurchase or forfeiture. There were no shares of our common stock subject to
repurchase or forfeiture for the three and nine months ended September 30, 2011 or 2010.

Because we are in a net loss position, we have excluded outstanding unvested performance-based restricted stock unit awards, which are subject
to forfeiture, warrants and stock options, as well as unvested restricted stock in our deferred compensation plan, from our calculation of diluted
net loss per share because including these securities in the calculation would be antidilutive for the periods presented. The table below presents
our securities that would otherwise be included in our diluted net loss per share allocable to common stockholders at September 30, 2011 and
2010:

September 30,
2011 2010
Warrants 30,868,111 30,445,127
Stock options 10,518,829 8,263,579
Performance-based restricted stock unit awards 1,180,850 1,689,650
Unvested restricted stock 79,169 84,169
Total 42,646,959 40,482,525

13. Comprehensive Income (Loss)

We report all components of comprehensive income (loss), including foreign currency translation gain and loss and unrealized gains and losses
on investment securities, in the financial statements in the period in which they are recognized. Comprehensive income (loss) is defined as the
change in equity during a period from transactions and other events and circumstances from non-owner sources. Below is a reconciliation, in
thousands, of our net loss to comprehensive loss for all periods presented.

Three months ended Nine months ended
September 30, September 30,
2011 2010 2011 2010
Net loss $ (22,736) $ (36,266) $ (85,542) $(96,293)
Foreign currency translation gain (loss) (3,146) 3,677 1,551 2,956
Unrealized loss on available-for-sale securities and other investments 0 (679) 0 (176)
Comprehensive loss $(25,882)  $(33,268)  $(83,991)  $(93,513)

14. Legal Proceedings

Beginning on September 20, 2010, a number of complaints were filed in the US District Court for the Southern District of California against us
and certain of our current and former employees and directors on behalf of certain purchasers of our common stock. The complaints have been
brought as purported stockholder class actions, and, in general, include allegations that we and certain of our current and former employees and
directors violated federal securities laws by making materially false and misleading statements regarding our lorcaserin program, thereby
artificially inflating the price of our common stock. The plaintiffs are seeking unspecified monetary damages and other relief. On November 19,
2010, eight prospective lead plaintiffs filed motions to consolidate, appoint a lead plaintiff, and appoint lead counsel. The Court took the motions
to consolidate under submission on January 14, 2011. On August 8, 2011, the Court consolidated the actions and appointed a lead plaintiff and
lead counsel. On November 1, 2011, the lead plaintiff filed a consolidated amended complaint. Our response to the consolidated amended
complaint is due on December 30, 2011. In addition to the class actions, a complaint involving similar legal and factual issues has been brought
by at least one individual stockholder and is pending in federal court. Our response to the individual stockholder s complaint is also due on
December 30, 2011. We intend to defend against the claims advanced and to seek dismissal of these complaints. Due to the early stage of these
proceedings, we are not able to predict or reasonably estimate the ultimate outcome or possible losses relating to these claims.
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On September 24, 2010, a stockholder derivative complaint was filed in the Superior Court of California for the County of San Diego against
certain of our current and former employees and directors, and other stockholder derivative complaints were subsequently filed in state court. On
October 19, 2010, the Superior Court ordered that the pending state derivative actions be consolidated. The Superior Court also ordered that later
filed, related state derivative actions be consolidated as well. We refer to the consolidated state derivative actions as the State Derivative Action.
In November 2010, plaintiffs in the State Derivative Action filed a consolidated stockholder derivative complaint. We filed a demurrer to the
consolidated stockholder derivative complaint on February 15, 2011. On October 6,
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2010, a stockholder derivative complaint was filed in the US District Court for the Southern District of California. Thereafter, a number of other
stockholder derivative complaints were also filed in federal court. On March 3, 2011, the federal court ordered that the pending federal
derivative actions be consolidated. The federal court also ordered that later filed, related federal derivative actions be consolidated as well. We
refer to the consolidated federal derivative actions as the Federal Derivative Action. We refer to the State Derivative Action and the Federal
Derivative Action collectively as the Derivative Actions. The Derivative Actions allege breaches of fiduciary duties by the defendants and other
violations of law. In general, the Derivative Actions allege that certain of our current and former employees and directors caused or allowed for
the dissemination of materially false and misleading statements regarding our lorcaserin program, thereby artificially inflating the price of our
common stock. On September 9, 2011, we and lead counsel for the plaintiffs in the Derivative Actions entered into a stipulation of settlement
that will resolve the Derivative Actions. The current and former employees and directors named as individual defendants in the Derivative
Actions have also entered into the stipulation of settlement. On October 19, 2011, the Superior Court of California entered an order preliminarily
approving the proposed settlement. The proposed settlement is subject to final approval by the Superior Court of California. Subject to final
approval of the settlement by the Superior Court of California, and in exchange for a release of all claims by the plaintiffs, among others, and a
dismissal of the Derivative Actions, we have agreed (i) to adopt certain corporate governance measures and (ii) to cause our insurers to pay the
plaintiffs attorneys a total of $1.1 million.

Item 2. Management s Discussion and Analysis of Financial Condition and Results of Operations.

This discussion and analysis should be read in conjunction with our financial statements and notes thereto included in this quarterly report on
Form 10-Q, or Quarterly Report, and the audited consolidated financial statements and notes thereto included in our annual report on Form 10-K
for the year ended December 31, 2010, or 2010 Annual Report, as filed with the Securities and Exchange Commission, or SEC. Operating
results are not necessarily indicative of results that may occur in future periods.

This Quarterly Report includes forward-looking statements, which involve a number of risks and uncertainties. These forward-looking

statements can generally be identified as such because the context of the statement will include words such as may, will, intend, plan, believe,
anticipate,  expect, estimate, predict, potential, continue, likely, or opportunity, the negative of these words or other similar words. £

statements that describe our future plans, strategies, intentions, expectations, objectives, goals or prospects and other statements that are not

historical facts are also forward-looking statements. For such statements, we claim the protection of the Private Securities Litigation Reform Act

of 1995. Readers of this Quarterly Report are cautioned not to place undue reliance on these forward-looking statements, which speak only as of

the time this Quarterly Report was filed with the SEC. These forward-looking statements are based largely on our expectations and projections

about future events and future trends affecting our business, and are subject to risks and uncertainties that could cause actual results to differ

materially from those anticipated in the forward-looking statements. These risks and uncertainties include, without limitation, the risk factors

identified in our SEC reports, including this Quarterly Report. In addition, past financial or operating performance is not necessarily a reliable

indicator of future performance, and you should not use our historical performance to anticipate results or future period trends. We can give no

assurances that any of the events anticipated by the forward-looking statements will occur or, if any of them do, what impact they will have on

our results of operations and financial condition. Except as required by law, we undertake no obligation to update publicly or revise our

forward-looking statements.

OVERVIEW AND RECENT DEVELOPMENTS

We are a clinical-stage biopharmaceutical company focused on discovering, developing and commercializing oral drugs that target G
protein-coupled receptors, or GPCRs, an important class of validated drug targets, in four major therapeutic areas: cardiovascular, central
nervous system, inflammatory and metabolic diseases. Our most advanced drug candidate is lorcaserin hydrochloride, or lorcaserin, which is
intended for weight management.

In December 2009, we submitted a New Drug Application, or NDA, to the US Food and Drug Administration, or FDA, for regulatory approval
of lorcaserin. In October 2010, the FDA issued a Complete Response Letter, or CRL, with respect to the lorcaserin NDA. In the CRL, the FDA
stated that it completed its review of the NDA and determined that it could not approve the application in its present form. Our primary focus is
working to submit our response to the lorcaserin CRL, and we expect to make such submission around the end of 2011. However, such
submission may take longer, depending on the timing and results of our ongoing and planned activities, guidance and feedback from the FDA,
and the need for any additional activities. For example, we believe that prolactin studies of both three months and shorter duration will be
sufficient to test the hypothesis that lorcaserin causes mammary tumors in rats by increasing prolactin effects on the mammary gland. The FDA
has expressed concern that the three-month duration may not be adequate to address issues it identified, which may necessitate longer duration
studies.

Our wholly owned subsidiary, Arena Pharmaceuticals GmbH, or Arena GmbH, has granted Eisai Inc., or Eisai, exclusive rights to
commercialize lorcaserin in the United States and its territories and possessions subject to FDA approval of the lorcaserin NDA, and we are
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Lorcaserin Regulatory Update

We completed two preclinical studies that the FDA requested we modify and repeat to further assess lorcaserin s abuse potential: A
study of serotonin 2A and 2C receptor-associated behaviors and a drug discrimination study. We believe the results of these studies
are consistent with the results of the similar studies we previously conducted and included in our original NDA submission.

As part of the serotonin 2B receptor analyses to further refine lorcaserin s receptor activity, we investigated the potency of lorcaserin
relative to a spectrum of 33 reference compounds, including compounds known to cause valvulopathy and those not known to cause
valvulopathy. We believe the results demonstrate that lorcaserin s potency is closer to the reference compounds not known to cause
valvulopathy than the reference compounds known to cause valvulopathy. We expect to complete the remainder of the receptor
work, including analyses to relate receptor potency to human exposure, in time to submit our response to the FDA around the end of
2011.

We previously reported the Pathology Working Group s, or PWG, findings that only the high lorcaserin dose was associated with
increased mammary adenocarcinoma aggressiveness, based on tumor incidence, multiplicity and time to onset, and that there were
equivocal increases in lung metastases of mammary origin in the mid and high doses. Using the PWG s updated data set, we have
now analyzed time to death due to mammary adenocarcinoma as an additional indicator of aggressiveness. This evaluation identified
all animals for which the original pathologist named mammary tumor as cause of death. In some cases, the pathologist specifically
named mammary adenocarcinoma as the cause of death; in other cases, animals had both mammary adenocarcinoma and
fibroadenoma and neither was singled out as the cause of death. Therefore, we performed two survival analyses: The first was based
upon death specifically attributed to adenocarcinoma, and the second assumed deaths due to unspecified mammary tumor in animals
with both fibroadenoma and adenocarcinoma were also caused by adenocarcinoma. Time to death specifically attributed to
adenocarcinoma was significantly decreased only in the high-dose group. In the second analysis, time to death due to unspecified
mammary tumor was accelerated in the mid-dose group as well, although the incidence of adenocarcinoma was not increased over
controls in the mid-dose group.

We have now completed many of the studies we plan to include in our response to the lorcaserin CRL. Certain studies are still
ongoing, including a series of mechanistic studies that are intended to test whether there is a causal relationship between lorcaserin,
prolactin and mammary tumor development in rats.

With regard to our planned marketing authorization application, or MAA, filing with the European Medicines Agency, or EMA, we
have been granted eligibility for the centralized procedure and have been assigned the UK s Medicines and Healthcare products
Regulatory Agency, or MHRA, as our application Rapporteur, and Sweden s Medical Products Agency, or MPA, as Co-rapporteur.
We also received approval from the Pediatric Development Committee for our pediatric investigation plan application, which defers
all pediatric studies until after EMA approval.

Our other recent developments include:

We entered into an equity line of credit agreement with Azimuth Opportunity, L.P., or Azimuth, that provides that, upon the terms
and subject to the conditions and limitations set forth in the agreement, Azimuth is committed to purchase up to $50 million worth of
shares of our common stock over a 24-month term. We will determine, at our sole discretion, the timing and amount of any sales of
our stock under the agreement, subject to certain conditions.

We presented three posters of new data analyses from the lorcaserin Phase 3 clinical trial program at Obesity 2011, the 29" Annual
Scientific Meeting of The Obesity Society.
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Robert E. Hoffman rejoined us as Vice President, Finance and Chief Financial Officer.
We refer you to our previously filed SEC reports for a more complete discussion of certain of these and related developments.

The drug development and approval process is long, uncertain and expensive, and our ability to achieve our goals, including obtaining
regulatory approval for lorcaserin and other of our drug candidates, depends on numerous factors, many of which we do not control. We will
continue to seek to balance the high costs of research, development and manufacturing against the need to sustain our operations long enough to
commercialize the results of our efforts. We do not expect any of our drug candidates to be commercially available until at least late in 2012, if
ever. We expect to continue to incur substantial losses, and do not expect to generate positive operating cash flows, for at least the short term.
Accordingly, we will need to raise additional funds through equity, debt or other financing transactions or receive additional funds under our
marketing and supply agreement with Eisai or under future collaborative agreements for one or more of our drug candidates or programs.
Although we expect our cash used in operations to be significantly lower in 2011 compared to 2010 due to lower expected clinical trial
expenses, cost savings from the workforce reduction we completed earlier this year and reduced research and development activities and
expenses, we will continue to use substantial cash as we work to obtain regulatory approval of lorcaserin, continue advancing certain of our
earlier-stage research and development programs and continue to incur general and administrative expenses.

RESULTS OF OPERATIONS

We are providing the following summary of our revenues, research and development expenses and general and administrative expenses to
supplement the more detailed discussion below. The dollar values in the following tables are in millions.

Revenues

Three months

Nine months

ended ended
September 30, September 30,
Source of revenue 2011 2010 2011 2010
Manufacturing services agreement $ 17 $ 1.8 $ 44 $ 53
Collaborative agreements 1.8 5.8 6.2 7.3

Total revenues

Research and development expenses

$ 35 $ 7.6

Three months

$10.6 $12.6

Nine months

ended ended
September 30, September 30,

Type of expense 2011 2010 2011 2010
Salary and other personnel costs (excluding non-cash share-based compensation) $ 64 $ 8.1 $194 $25.1
External clinical and preclinical study fees and expenses, including external

manufacturing costs 1.7 4.3 54 10.0
Internal research and development manufacturing costs for Swiss facility 1.8 1.4 5.5 4.0
Facility and equipment costs 2.9 3.5 9.2 10.9
Research supplies 1.1 1.0 2.8 2.9
Non-cash share-based compensation 0.5 0.9 1.5 2.6
Other 0.6 1.0 1.8 35
Total research and development expenses $ 15.0 $ 20.2 $45.6 $59.0
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General and administrative expenses

Three months Nine months
ended ended

September 30, September 30,
Type of expense 2011 2010 2011 2010
Salary and other personnel costs (excluding non-cash share-based compensation) $25 $23 $ 6.9 $ 7.0
Legal, accounting and other professional fees 1.6 2.7 6.1 7.0
Facility and equipment costs 1.1 1.0 3.2 2.8
Non-cash share-based compensation 0.3 0.4 1.4 1.7
Other 0.5 0.5 1.4 2.1
Total general and administrative expenses $6.0 $6.9 $19.0 $20.6

THREE MONTHS ENDED SEPTEMBER 30, 2011 AND 2010

Revenues. We recognized revenues of $3.5 million during the three months ended September 30, 2011, compared to $7.6 million during the
three months ended September 30, 2010. Our revenues for the three months ended September 30, 2011 included (i) $1.7 million under our
manufacturing services agreement with Siegfried Ltd, or Siegfried, (ii) $1.0 million from amortization of the $50.0 million non-refundable,
upfront payment we received in July 2010 from Eisai and (iii) $0.8 million under our marketing and supply agreement with Eisai in
reimbursements for additional lorcaserin development work. Our revenues for the three months ended September 30, 2010 included (i) $4.0
million of previously deferred non-cash revenues recognized under our license agreement with TaiGen Biotechnology Co., Ltd., or TaiGen,
(ii) $1.8 million under our manufacturing services agreement with Siegfried, (iii) $1.0 million from amortization of the $50.0 million
non-refundable, upfront payment we received from Eisai and (iv) $0.8 million for patent activities under our former collaboration with
Ortho-McNeil-Janssen Pharmaceuticals, Inc., or Ortho-McNeil-Janssen, which was terminated effective December 28, 2010.

Absent any new collaborations, we expect our 2011 revenues will primarily consist of amortization of the $50.0 million non-refundable, upfront
payment we received from Eisai, research funding and reimbursement from Eisai for 50% of the cost of certain of the additional development
expenses incurred in connection with responding to the lorcaserin CRL, and manufacturing services revenue under our agreement with Siegfried.
We expect the revenues we recognize in 2011 under this manufacturing services agreement will be lower than in 2010.

Revenues for milestones that may be achieved in the future are difficult to predict, and our revenues may vary significantly from quarter to
quarter and year to year. We expect that any significant revenues for at least the short term will depend on whether and when we enter into any
agreements to commercialize lorcaserin outside of the United States, collaborate on or license any of our other drug candidates or intellectual
property, and receive US marketing approval for lorcaserin, as well as revenues under our manufacturing services agreement with Siegfried and
our marketing and supply agreement with Eisai.

Cost of manufacturing services. Cost of manufacturing services is comprised of direct costs associated with manufacturing drug products for
Siegfried under our manufacturing services agreement, including related salaries, other personnel costs and machinery depreciation costs. We
recognized cost of manufacturing services of $1.6 million for the three months ended September 30, 2011, which included a $0.2 million
decrease in our contract loss provision for services expected to be rendered through June 30, 2012 under our manufacturing services agreement
with Siegfried, which was amended effective January 1, 2011. We decreased the estimated contract loss provision primarily due to a change in
the projected product mix expected to be manufactured. For the three months ended September 30, 2010, we recognized cost of manufacturing
services of $1.8 million.

Research and development expenses. Research and development expenses, which account for the majority of our expenses, consist primarily
of salaries and other personnel costs, clinical trial costs (including payments to contract research organizations, or CROs), preclinical study fees,
manufacturing costs for non-commercial products, costs for the development of our earlier-stage programs and technologies, research supply
costs and facility and equipment costs. We expense research and development costs to operations as they are incurred when these expenditures
relate to our research and development efforts and have no alternative future uses. We generally do not track our earlier-stage, internal research
and development expenses by project; rather, we track such expenses by the type of cost incurred.

Research and development expenses decreased by $5.2 million to $15.0 million for the three months ended September 30, 2011, from
$20.2 million for the three months ended September 30, 2010. This was primarily due to decreases of (i) $2.6 million in external clinical and
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preclinical study fees and expenses due to a decrease in lorcaserin pre-launch production activities comparing these periods and (ii) $1.7 million
in salary and other personnel costs as a result of the reduction in our US workforce of approximately 25%, or 65 employees, we completed

around the end of March 2011, which we refer to as the 2011 workforce reduction. Although we expect to continue to incur substantial research
and development expenses in 2011, we expect our research and development expenses will be significantly lower than the 2010 level, primarily
due to lower external clinical and preclinical study fees and expenses, including manufacturing costs, and cost savings from our 2011 workforce

reduction. We expect to incur manufacturing costs for
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lorcaserin and that such costs will be substantial if the FDA approves our NDA for lorcaserin. However, if the NDA for lorcaserin is approved,
we will begin to record our lorcaserin manufacturing costs as cost of goods sold as the related inventory is sold, instead of as part of our research
and development expenses. Pre-launch inventory manufactured is being charged to expense until we believe that the likelihood of approval is
such that we should begin recording the production costs related to the inventory produced as an asset.

Included in the $1.7 million total external clinical and preclinical study fees and expenses noted in the table above for the three months ended
September 30, 2011 was $1.3 million related to our lorcaserin program and $0.3 million related to our APD811 program for the potential
treatment of pulmonary arterial hypertension. Substantially all of the $4.3 million of total external clinical and preclinical study fees and
expenses noted in the table above for the three months ended September 30, 2010 related to our lorcaserin program.

General and administrative expenses. General and administrative expenses decreased by $0.9 million to $6.0 million for the three months
ended September 30, 2011, from $6.9 million for the three months ended September 30, 2010. This was primarily due to a decrease of

$1.0 million in patent legal fees. We expect that our 2011 general and administrative expenses will be lower than in 2010, primarily as a result of
our cost-containment efforts and lower legal fees.

Amortization of acquired technology and other intangibles. We recognized $0.2 million for amortization of acquired technology and other
intangibles for the three months ended September 30, 2011, compared to $0.5 million for the three months ended September 30, 2010. This
$0.3 million decrease was primarily due to reaching the end of the 10-year estimated useful life of the Melanophore screening technology in the
first quarter of 2011. The remaining amortization expense relates to the manufacturing facility production licenses we acquired in January 2008,
which are being amortized over their estimated useful life of 20 years. Using the exchange rate in effect on September 30, 2011, we expect to
record amortization expense of $0.7 million per year through 2027 for the manufacturing facility production licenses.

Interest and other expense, net. Total interest and other expense, net, decreased by $11.1 million to $3.4 million for the three months ended
September 30, 2011, from $14.5 million for the three months ended September 30, 2010. Interest expense of $1.3 million was recognized related
to the Deerfield loan for the three months ended September 30, 2011, which included $0.4 million we paid Deerfield in cash. For the three
months ended September 30, 2010, interest expense of $4.3 million was recognized on the Deerfield loan, which included $1.5 million we paid
Deerfield in cash. Although we expect the debt prepayments of $20.0 million and $17.7 million we made in the first quarter of 2011 to reduce
our future interest payments by $3.7 million, we expect that our interest expense will continue to be substantial due to both the $22.3 million
remaining principal balance and accretion on the Deerfield loan and payments on our lease financing obligations. At September 30, 2011, we
expect interest expense of $3.0 million to be paid in cash over the remaining term of the Deerfield loan.

NINE MONTHS ENDED SEPTEMBER 30, 2011 AND 2010

Revenues. We recognized revenues of $10.6 million during the nine months ended September 30, 2011, compared to $12.6 million during the
nine months ended September 30, 2010. Our revenues for the nine months ended September 30, 2011 included (i) $4.4 million under our
manufacturing services agreement with Siegfried, which reflects a $1.1 million reduction related to the loss incurred for services rendered under
the agreement, (ii) $2.9 million from amortization of the $50.0 million non-refundable, upfront payment we received in July 2010 from Eisai,
(iii) $2.8 million under our marketing and supply agreement with Eisai in reimbursements for additional lorcaserin development work and

(iv) $0.5 million under our former collaboration with Ortho-McNeil-Janssen, primarily for patent activities. Our revenues for the nine months
ended September 30, 2010 included (i) $5.3 million under our manufacturing services agreement with Siegfried, (ii) $4.0 million of previously
deferred revenues under our license agreement with TaiGen, (iii) $1.9 million for patent activities, primarily under our former collaboration with
Ortho-McNeil-Janssen, (iv) $1.0 million from amortization of the $50.0 million non-refundable, upfront payment we received from Eisai

and (v) $0.4 million under a license agreement with GlaxoSmithKline LLC and GlaxoSmithKline Research & Development Limited for their
use of our Melanophore screening technology.

Cost of manufacturing services. We recognized cost of manufacturing services of $6.2 million and $5.3 million for the nine months ended
September 30, 2011 and 2010, respectively. The amount recognized for the nine months ended September 30, 2011 included $0.9 million
representing the estimated contract loss provision for services expected to be rendered through June 30, 2012 under the amended manufacturing
services agreement with Siegfried.

Research and development expenses. Research and development expenses decreased $13.4 million to $45.6 million for the nine months ended
September 30, 2011, from $59.0 million for the nine months ended September 30, 2010. This was primarily due to decreases of (i) $5.7 million
in salary and personnel costs as a result of our 2011 workforce reduction, (i) $4.6 million in external clinical and preclinical study fees and
expenses primarily due to completing our Phase 3 clinical trials for lorcaserin, (iii) $1.7 million in facility and equipment costs, primarily
depreciation expense, and (iv) $1.2 million for use of consultants and contractors. These decreases were partially offset by a $1.5 million
increase in internal research and development manufacturing costs for our Swiss facility due to a decrease in manufacturing services under our
agreement with Siegfried that resulted in an increase in our unused manufacturing capacity. Our internal research and development
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well as unused manufacturing capacity. Included in the $5.4 million of total external clinical and preclinical study fees and expenses for the nine
months ended September 30, 2011 was $2.5 million related to lorcaserin activities, $1.7 million related to our APD811 program and $0.7 million
related to our APD334 program for the potential treatment of autoimmune diseases, including multiple sclerosis. Included in the $10.0 million of
total external clinical and preclinical study fees and expenses for the nine months ended September 30, 2010 was $8.8 million related to our
lorcaserin program, $0.5 million related to our APD916 program (which we formerly studied for the potential treatment of narcolepsy with
cataplexy and have since abandoned) and $0.4 million related to our APD811 program.

General and administrative expenses. General and administrative expenses decreased $1.6 million to $19.0 million for the nine months ended
September 30, 2011, from $20.6 million for the nine months ended September 30, 2010. This was primarily due to decreases of $0.8 million in
legal fees and $0.6 million in marketing research expenses.

Restructuring charges. We recognized $3.5 million of restructuring charges for the nine months ended September 30, 2011 in connection with
one-time employee termination costs, including severance and other benefits related to our 2011 workforce reduction.

Amortization of acquired technology and other intangibles. We recognized $0.8 million for amortization of acquired technology and other
intangibles for the nine months ended September 30, 2011, compared to $1.6 million for the nine months ended September 30, 2010. This was
primarily due to reaching the end of the 10-year estimated useful life of the Melanophore screening technology in the first quarter of 2011.

Interest and other expense, net. Total interest and other expense, net, decreased by $1.3 million to $21.1 million for the nine months ended
September 30, 2011, from $22.4 million for the nine months ended September 30, 2010. This was primarily due a $5.1 million decrease in
interest expense primarily related to the Deerfield loan as a result of principal repayments totaling $67.7 million that we made since the
beginning of 2010. Such decrease was partially offset by a $4.5 million reduction in the non-cash gain from revaluation of our derivative
liabilities. The interest expense recognized in the nine months ended September 30, 2010 included the non-cash correction of prior period errors
which resulted in a $3.0 million decrease to interest expense. The interest expense recognized for the nine months ended September 30, 2011
included $1.9 million we paid Deerfield in cash, compared to $5.0 million paid for the nine months ended September 30, 2010.

Deemed dividend related to beneficial conversion feature of convertible preferred stock. We recorded a deemed dividend of $2.3 million in
the nine months ended September 30, 2011 upon the issuance of our formerly outstanding Series C Convertible Preferred Stock, or Series C
Preferred, related to the beneficial conversion feature of the Series C Preferred. We did not record any such dividends for the nine months ended
September 30, 2010, and we do not expect to record any in the future.

LIQUIDITY AND CAPITAL RESOURCES
Short term

As of September 30, 2011, we had $77.9 million in cash and cash equivalents, which we believe will be sufficient to fund our operations for at
least the next 12 months. Other potential sources of liquidity in the short term include (i) entering into collaborative, licensing or commercial
agreements for one or more of our drug candidates or programs or our patent portfolios, (ii) equity, debt or other financing, (iii) the sale of
facilities we own and (iv) payments from collaborators.

To date, we have obtained cash and funded our operations primarily through the sale of equity, the issuance of debt and related financial
instruments, payments from collaborators and sale leaseback transactions. We will continue to be opportunistic in our efforts to obtain cash, and
expect to evaluate various funding alternatives on an ongoing basis. There is no guarantee that additional funding will be available or that, if
available, such funding will be adequate or available on terms that we or our stockholders view as favorable.

In October 2010, the FDA issued a CRL regarding our NDA for lorcaserin. Our marketing and supply agreement with Eisai provides that Eisai
and we will share equally the cost of certain additional development work required by the FDA prior to approval of lorcaserin. We expect to
continue to incur expenses in 2011 for development activities in response to the CRL, and such activities could continue beyond 2011. However,
we expect that the costs we incur in connection with such response will be substantially less than the external development expenses we incurred
for lorcaserin in 2010.

We expect to submit our response to the lorcaserin CRL around the end of 2011. However, if our submission is after January 13, 2012, we will
be required to pay the FDA a filing fee of approximately $1.8 million.

In January 2008, Arena GmbH acquired from Siegfried certain drug product manufacturing assets under an asset purchase agreement, and, in
connection with such purchase, Arena GmbH and Siegfried also entered into a manufacturing services agreement. In October 2011, Arena
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GmbH paid Siegfried the final payment of CHF 3.3 million, or $3.7 million, under the asset purchase agreement, as amended. Under the
manufacturing services agreement, as amended, Siegfried agrees (i) to order from Arena GmbH 400 million units of drug product for
manufacture by Arena GmbH in 2011, (ii) to use its reasonable commercial effort to order from Arena GmbH 200 million units of drug product
for manufacture by Arena GmbH from January 1, 2012 to June 30, 2012, and (iii) to reduce its fees for providing Arena GmbH with certain
technical and business services. The prices Siegfried will pay per unit of drug product in 2011 and 2012 will generally be less than cost and the
amount it paid in 2010, and we expect the cash we receive in 2011 under the manufacturing services agreement will be lower than in 2010.
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Although our September 30, 2011 condensed consolidated balance sheet reflects a total balance of $13.8 million for our note payable to
Deerfield due to the requirement to separately value the components of the note, warrants and related financial instruments, the principal balance
outstanding on this loan was $22.3 million at September 30, 2011.

We are continuing to fund activities in support of obtaining regulatory approval of lorcaserin, and, at the same time, advancing certain of our
earlier-stage research and development programs. We expect that our research and development expenditures will continue to be high in 2011,
but substantially less than they were in 2010. We are continuing our cost-containment efforts, including through our 2011 workforce reduction.
Even with this workforce reduction and other cost-containment efforts, we may not have sufficient cash to meet all of our objectives beyond the
next 12 months which, in addition to our primary focus on seeking regulatory approval for lorcaserin, include maintaining our manufacturing
capabilities for lorcaserin and select research and development capabilities. If we do not generate sufficient funding, we may need to further
eliminate, postpone or scale back some or all of our research and development programs and further reduce our expenses.

We will continue to monitor and evaluate the level of our research, development and manufacturing expenditures, and may further adjust such
expenditures based upon a variety of factors, such as our available cash, our ability to obtain additional cash, the results and progress in our
lorcaserin and earlier-stage programs, the time and costs related to clinical trials, nonclinical studies and regulatory decisions, as well as the
global economic environment.

Long term

We will need substantial cash to achieve our objectives of discovering, developing and commercializing drugs, which typically take many years
and potentially several hundreds of millions of dollars to develop. We do not have adequate internal liquidity to meet these objectives in the long
term. To do so, we will need to obtain significant funds under our marketing and supply agreement with Eisai, under new collaborative,
licensing or commercial agreements for our drug candidates and programs and patent portfolios, or from other potential sources of liquidity,
which may include the public and private financial markets.

With respect to lorcaserin, we expect to continue to incur substantial costs, including manufacturing costs, prior to and after receiving marketing
approval for lorcaserin, if ever. If lorcaserin is approved for marketing in the United States, we expect Eisai to commercialize lorcaserin under
our marketing and supply agreement. With respect to commercializing lorcaserin outside of the United States, we will need additional funds or a
collaborative or other agreement with one or more pharmaceutical companies.

In addition to the public and private financial markets, potential sources of liquidity in the long term include revenues based on Eisai s annual net
sales of lorcaserin and milestone and other payments under our marketing and supply agreement, if we receive marketing approval, as well as
milestone and royalty payments from future collaborators or licensees and revenues from sales of any drugs we commercialize on our own. The
length of time that our current cash and cash equivalents and any available borrowings will sustain our operations will be based on, among other
things, our prioritization decisions regarding funding for our programs, progress in our clinical and earlier-stage programs, the time and costs
related to current and future clinical trials, nonclinical studies and regulatory decisions, our research, development, manufacturing and
commercialization costs (including personnel costs), our progress in any programs under collaborations, costs associated with intellectual
property, our capital expenditures, and costs associated with securing any in-licensing opportunities. Any significant shortfall in funding may
result in us further reducing our development and/or research activities, which, in turn, would affect our development pipeline and ability to
obtain cash in the future. If we determine it is advisable to raise additional funds, we do not know whether adequate funding will be available to
us or, if available, that such funding will be available on acceptable terms.

The final principal repayment on the Deerfield loan of $22.3 million is due in June 2013. At any time we may prepay any or all of the
outstanding principal at par.

We evaluate from time to time potential acquisitions and in-licensing and other opportunities. Any such transaction may impact our liquidity as
well as affect our expenses if, for example, our operating expenses increase as a result of such license or acquisition or we use our cash to
finance the license or acquisition.

Sources and Uses of Our Cash

Net cash used in operating activities increased by $35.6 million to $62.5 million in the nine months ended September 30, 2011, compared to
$26.9 million in the nine months ended September 30, 2010. This was primarily due to our receipt of the $50.0 million non-refundable, upfront
payment from Eisai in July 2010 and changes in our operating assets and liabilities.
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Net cash of $0.3 million was used in investing activities during the nine months ended September 30, 2011, primarily for purchases of
equipment and improvements to our facilities. Net cash of $6.4 million was provided by investing activities during the nine months ended
September 30, 2010, and was primarily attributable to net proceeds of $10.0 million from our short-term investments, which were partially offset
by $3.7 million used for equipment and improvements to our facilities. We expect that our 2011 capital expenditures will be less than the 2010
amount due to our continuing cost-containment efforts.
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Net cash of $10.2 million was used in financing activities during the nine months ended September 30, 2011, primarily due to principal
repayments to Deerfield of $20.0 million and $17.7 million in January 2011 and March 2011, respectively, and $7.3 million paid to Siegfried in
2011 in the nine months ended September 30, 2011. These repayments were partially offset by net proceeds of $35.3 million from the sale of
12,150,000 shares of common stock and 12,150 shares of formerly outstanding Series C Preferred to Deerfield in March 2011. Net cash of
$89.8 million was provided by financing activities during the nine months ended September 30, 2010, primarily due to net proceeds of $35.5
million from the sale of 11.0 million shares of common stock and the exchange of warrants to Deerfield, net proceeds of $30.0 million, after the
$30.0 million principal prepayment, from the sale of approximately 9.0 million shares of common stock to Deerfield and net proceeds of $24.2
million from the sale of approximately 8.3 million shares of common stock under an equity financing commitment we had with Azimuth
Opportunity Ltd.

CRITICAL ACCOUNTING POLICIES AND MANAGEMENT ESTIMATES

The SEC defines critical accounting policies as those that are, in management s view, important to the portrayal of our financial condition and
results of operations and demanding of management s judgment. Our discussion and analysis of financial condition and results of operations is
based on our consolidated financial statements, which have been prepared in accordance with US generally accepted accounting principles, or
GAAP. The preparation of these financial statements requires us to make estimates and judgments that affect the reported amounts of assets,
liabilities, revenues and expenses and related disclosures. We base our estimates on historical experience and on various assumptions that we
believe are reasonable under the circumstances, the results of which form the basis for making judgments about the carrying values of assets and
liabilities that are not readily apparent from other sources. Actual results may differ significantly from those estimates.

Our critical accounting policies include:

Revenue recognition. Our revenues to date have been generated primarily through collaborative agreements and a manufacturing services
agreement. Our collaborative agreements can include multiple elements including licenses, research services and manufacturing. Consideration
we receive under these arrangements may include upfront payments, research funding and milestone payments. For our multiple element
transactions, if fair value exists for the undelivered and delivered elements whereby such elements have stand-alone value, we allocate the
consideration to the elements based on their relative fair values. In cases where fair value exists for the undelivered elements but does not exist
for the delivered elements, we use the residual method to allocate the arrangement consideration. In cases where fair value does not exist for the
undelivered elements in an arrangement, we account for the transaction as a single unit of accounting. We typically defer non-refundable upfront
payments under our collaborations and recognize them over the period in which we have significant involvement or perform services, using
various factors specific to each collaboration. Amounts we receive for research funding for a specified number of full-time researchers are
recognized as revenue as the services are performed. Revenue from a milestone payment is recognized when earned, as evidenced by
acknowledgment from our collaborator, provided that (i) the milestone event is substantive and its achievability was not reasonably assured at
the inception of the agreement, (ii) the milestone represents the culmination of an earnings process, (iii) the milestone payment is non-refundable
and (iv) our performance obligations after the milestone achievement will continue to be funded by our collaborator at a level comparable to the
level before the milestone achievement. If all of these criteria are not met, the milestone payment is recognized over the remaining minimum
period of our performance obligations under the agreement. Any advance payments we receive in excess of amounts earned are classified as
deferred revenues until earned.

We manufacture drug products under a manufacturing services agreement for a single customer, Siegfried. Upon Siegfried s acceptance of drug
products manufactured by us, we recognize manufacturing services revenues at agreed upon prices for such drug products. We have also
contracted with Siegfried for them to provide us with administrative and other services in exchange for a fee paid to Siegfried. We determined
that we are receiving an identifiable benefit for these services from Siegfried, and are recording such fees in the operating expense section of our
consolidated statement of operations.

Clinical trial expenses. We accrue clinical trial expenses based on work performed. In determining the amount to accrue, we rely on estimates
of total costs incurred based on the enrollment of subjects, the completion of trials and other events. We follow this method because we believe
reasonably dependable estimates of the costs applicable to various stages of a clinical trial can be made. However, the actual costs and timing of
clinical trials are highly uncertain, subject to risks and may change depending on a number of factors. Differences between the actual clinical
trial costs and the estimated clinical trial costs that we have accrued in any prior period are recorded in the subsequent period in which the actual
costs become known. Historically, these differences have not been material; however, material differences could occur in the future.

Derivative liabilities. We account for our warrants and other derivative financial instruments as either equity or liabilities based upon the
characteristics and provisions of each instrument. Warrants classified as equity are recorded as additional paid-in capital on our consolidated
balance sheet and no further adjustments to their valuation are made. Some of our warrants were determined to be ineligible for equity
classification because of provisions that may result in an adjustment to their exercise price. Warrants classified as derivative liabilities and other
derivative financial instruments that require separate accounting as liabilities are recorded on our consolidated balance sheet at their fair value on
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the date of issuance and will be revalued on each subsequent balance sheet date until such instruments are exercised or expire, with any changes
in the fair value between reporting periods recorded as other income or expense. We estimate the fair value of these liabilities using option
pricing models that are based on the individual characteristics of the warrants or instruments on the valuation date, as well as assumptions for
expected volatility, expected life and risk-free interest rate. Changes in the assumptions used could have a material impact on the resulting fair
value.
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Share-based compensation. We recognize compensation expense for all of our share-based awards based on the grant-date fair value. We
determine the grant-date fair value of share-based awards by using the Black-Scholes option pricing model, which is affected by our stock price
on the date of grant, as well as assumptions regarding other subjective variables. These assumptions include, but are not limited to, our expected
stock price volatility over the term of the awards, the risk-free interest rate and the expected term of awards. Changes in the assumptions used
could have a material impact on the compensation expense we recognize.

Stock-based compensation expense recognized is based on awards ultimately expected to vest, and, therefore, is reduced by expected forfeitures.
We estimate forfeitures based upon historical forfeiture rates, and will adjust our estimate of forfeitures if actual forfeitures differ, or are
expected to differ, from such estimates. Changes in estimated forfeitures will be recognized through a cumulative adjustment in the period of the
change and will also impact the amount of stock-based compensation expense in future periods.

Accounting for lease financing obligations. We account for our sale and leaseback transactions using the financing method because our
options to repurchase these properties in the future are considered continued involvement requiring such method. Under the financing method,
the book value of the properties and related accumulated depreciation remain on our balance sheet and no sale is recognized. Instead, the sales
price of the properties is recorded as a financing obligation, and a portion of each lease payment is recorded as interest expense. We estimated
the borrowing rate that we use to impute interest expense on our lease payments.

The above listing is not intended to be a comprehensive list of all of our accounting policies. In many cases, the accounting treatment of a
particular transaction is specifically dictated by GAAP. See our audited consolidated financial statements and notes thereto included in our
2010 Annual Report, which contain additional accounting policies and other disclosures required by GAAP.

Item 3. Quantitative and Qualitative Disclosures About Market Risk.
There have been no material changes from the information we included in this section of our annual report on Form 10-K for the year ended
December 31, 2010.

Item 4. Controls and Procedures.

Based on an evaluation carried out as of the end of the period covered by this quarterly report, under the supervision and with the participation of
our management, including our President and Chief Executive Officer and Vice President, Finance and Chief Financial Officer, of the
effectiveness of our disclosure controls and procedures, our President and Chief Executive Officer and Vice President, Finance and Chief
Financial Officer have concluded that, as of the end of such period, our disclosure controls and procedures (as defined in Rule 13a-15(e) under
the Securities Exchange Act of 1934) were effective at the reasonable assurance level. There was no change in our internal control over financial
reporting that occurred during the quarter covered by this quarterly report that has materially affected, or is reasonably likely to materially affect,
our internal control over financial reporting.

PART II. OTHER INFORMATION

Item 1. Legal Proceedings.

Beginning on September 20, 2010, a number of complaints were filed in the US District Court for the Southern District of California against us
and certain of our current and former employees and directors on behalf of certain purchasers of our common stock. The complaints have been
brought as purported stockholder class actions, and, in general, include allegations that we and certain of our current and former employees and
directors violated federal securities laws by making materially false and misleading statements regarding our lorcaserin program, thereby
artificially inflating the price of our common stock. The plaintiffs are seeking unspecified monetary damages and other relief. On November 19,
2010, eight prospective lead plaintiffs filed motions to consolidate, appoint a lead plaintiff, and appoint lead counsel. The Court took the motions
to consolidate under submission on January 14, 2011. On August 8, 2011, the Court consolidated the actions and appointed a lead plaintiff and
lead counsel. On November 1, 2011, the lead plaintiff filed a consolidated amended complaint. Our response to the consolidated amended
complaint is due on December 30, 2011. In addition to the class actions, a complaint involving similar legal and factual issues has been brought
by at least one individual stockholder and is pending in federal court. Our response to the individual stockholder s complaint is also due on
December 30, 2011. We intend to defend against the claims advanced and to seek dismissal of these complaints. Due to the early stage of these
proceedings, we are not able to predict or reasonably estimate the ultimate outcome or possible losses relating to these claims.
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On September 24, 2010, a stockholder derivative complaint was filed in the Superior Court of California for the County of San Diego against
certain of our current and former employees and directors, and other stockholder derivative complaints were subsequently filed in state court. On
October 19, 2010, the Superior Court ordered that the pending state derivative actions be consolidated. The Superior Court also ordered that later
filed, related state derivative actions be consolidated as well. We refer to the consolidated state derivative actions as the State Derivative Action.
In November 2010, plaintiffs in the State Derivative Action filed a consolidated stockholder
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derivative complaint. We filed a demurrer to the consolidated stockholder derivative complaint on February 15, 2011. On October 6, 2010, a
stockholder derivative complaint was filed in the US District Court for the Southern District of California. Thereafter, a number of other
stockholder derivative complaints were also filed in federal court. On March 3, 2011, the federal court ordered that the pending federal
derivative actions be consolidated. The federal court also ordered that later filed, related federal derivative actions be consolidated as well. We
refer to the consolidated federal derivative actions as the Federal Derivative Action. We refer to the State Derivative Action and the Federal
Derivative Action collectively as the Derivative Actions. The Derivative Actions allege breaches of fiduciary duties by the defendants and other
violations of law. In general, the Derivative Actions allege that certain of our current and former employees and directors caused or allowed for
the dissemination of materially false and misleading statements regarding our lorcaserin program, thereby artificially inflating the price of our
common stock. On September 9, 2011, we and lead counsel for the plaintiffs in the Derivative Actions entered into a stipulation of settlement
that will resolve the Derivative Actions. The current and former employees and directors named as individual defendants in the Derivative
Actions have also entered into the stipulation of settlement. On October 19, 2011, the Superior Court of California entered an order preliminarily
approving the proposed settlement. The proposed settlement is subject to final approval by the Superior Court of California. Subject to final
approval of the settlement by the Superior Court of California, and in exchange for a release of all claims by the plaintiffs, among others, and a
dismissal of the Derivative Actions, we have agreed (i) to adopt certain corporate governance measures and (ii) to cause our insurers to pay the
plaintiffs attorneys a total of $1.1 million.

Item 1A.  Risk Factors.
RISK FACTORS

Investment in our stock involves a high degree of risk. You should consider carefully the risks described below, together with other information
in this quarterly report on Form 10-Q and our other public filings, before making investment decisions regarding our stock. If any of the
following events actually occur, our business, operating results, prospects or financial condition could be materially and adversely affected.
This could cause the trading price of our common stock to decline and you may lose all or part of your investment. Moreover, the risks
described below are not the only ones that we face. Additional risks not presently known to us or that we currently deem immaterial may also
affect our business, operating results, prospects or financial condition.

The risk factors set forth below with an asterisk (*) before the title are risk factors containing substantive changes, including any material
changes, from the risk factors previously disclosed in Item 1A to Part I of our annual report on Form 10-K for the year ended December 31,
2010, as filed with the Securities and Exchange Commission, or SEC.

Risks Relating to Our Business

*We will need additional funds to conduct our planned research, development and commercialization efforts, we may not be able to
obtain such funds and we may never become profitable.

We have accumulated a large deficit since inception 