QUARTERLY REPORT

Q2
W

FISCAL 2010 ',q‘

SECOND QUARTER labopharm



MANAGEMENT’S DISCUSSION AND ANALYSIS
FOR THE THREE-MONTH AND SIX-MONTH PERIODS ENDED JUNE 30, 2010

The following information should be read in conjunction with our unaudited
interim consolidated financial statements as at June 30, 2010 and related
notes thereto as well as the audited consolidated financial statements
and Management’s Discussion and Analysis as at December 31, 2009 and
related notes thereto. Our unaudited interim consolidated financial state-
ments have been prepared in accordance with Canadian generally accepted
accounting principles [“Canadian GAAP”]. These differ in some respects
from GAAP in the United States [“U.S. GAAP”]. A reconciliation to U.S.
GAAP can be found in note 15 of our unaudited interim consolidated financial
statements. The Management'’s Discussion and Analysis provides a review of
the performance of the Company for the three-month and six-month periods
ended June 30, 2010, as compared to the three-month and six-month
periods ended June 30, 2009. This review was performed by management
with information available as at August 11, 2010. Additional information relat-
ing to the Company, including its Annual Information Form, can be found on
SEDAR on www.sedar.com.

N "

Where we say “we”, “us”, “our”, or the “Company” we mean Labopharm Inc.
and its subsidiaries and the proportionately consolidated entities in which
we have an interest, unless otherwise indicated. All amounts are presented
in thousands of Canadian dollars or other currencies, except per share data,
unless otherwise indicated.

FORWARD-LOOKING STATEMENTS

Certain statements in this document are forward-looking and prospec-
tive. Forward-looking statements generally can be identified by the use of
forward-looking terminology such as “may”, “could”, “would”, “project”,
“predict”, “potential”, “will”, “expect”, “intend”, “estimate”, “anticipate”,
“plan”, “foresee”, “believe” or “continue” or the negatives of these terms or
variations of them or similar terminology. By their nature, forward-looking
statements require us to make assumptions and are subject to inherent risks
and uncertainties. Readers of this document are cautioned not to place undue
reliance on our forward-looking statements as a number of factors could
cause future results, conditions, actions or events to differ materially from
the operating targets, expectations, estimates or intentions expressed in the
forward-looking statements.

Factors that could cause actual results to differ materially include but are
not limited to:

e our plans to develop and commercialize product candidates and the timing
of these development programs;

e whether we will receive, and the timing and costs of obtaining, regulatory
approvals;

e clinical development of our products and product candidates, including the
results of current and future clinical trials;

e the benefits of our drug delivery technologies, products and product
candidates as compared to others;

e our ability to maintain and establish intellectual property rights in our drug
delivery technologies, products and product candidates;

e our need for additional financing and our estimates regarding our capital
requirements and future revenues and profitability;
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e our estimates of the size of the potential markets for our products and
product candidates;

e our selection and licensing of products and product candidates;

e our ability to attract marketing and distribution partners and collaborators
with acceptable development, regulatory and commercialization expertise
and the benefits to be derived from such collaborative efforts;

e sources of revenues and anticipated revenues, including contributions
from marketing and distribution partners and collaborators, product sales,
license agreements and other collaborative efforts for the development and
commercialization of products and product candidates;

e our ability to create an effective direct sales and marketing infrastructure
for products we elect to market and sell directly;

e the rate and degree of market acceptance of our products;
e the timing and amount of reimbursement for our products;

e the success and pricing of other competing therapies that may become
available;

e our ability to hire and retain qualified employees;

e the manufacturing capacity of our third-party manufacturers for our
products and product candidates;

e the ability of the joint venture with Gruppo Angelini to successfully market
OLEPTRO™ in the United States, and the ability of the joint venture to
finance its operations, generate acceptable financial returns, generate
positive cash flows or make distributions; and

e other risk factors discussed from time to time in our reports, public
disclosure documents and other filings with the securities commissions
in Canada and the United States.

A detailed list of the risks and uncertainties affecting us can be found in our
Annual Information Form for the year ended December 31, 2009 filed
on SEDAR.

The forward-looking statements we make in this Management’s Discussion
and Analysis reflect our current views with respect to future events and are
based upon what we believe are reasonable assumptions as at the date of
this document. Except as required by law, we undertake no obligation and
do not intend to update these forward-looking statements.

OVERVIEW

We are an international, specialty pharmaceutical company focused on op-
timizing the performance of existing drugs by incorporating our proprietary,
advanced controlled-release technologies. Our first approved product, a
once-daily formulation of the analgesic tramadol, is being commercialized
internationally and we are continuing to pursue additional launches in other
markets around the world. Our second product, OLEPTRO™, a novel once-
daily formulation of trazodone (a serotonin antagonist reuptake inhibitor)
for the treatment of major depressive disorder [“MDD"], which received
regulatory approval from the United States Food and Drug Administration
[“FDA"] in February 2010, was launched in the U.S. market in August
2010 through our joint venture with Gruppo Angelini [the “Joint Venture”



or “Angelini Labopharm”]. We have also submitted OLEPTRO™ for regu-
latory approval in Canada. Furthermore, we have submitted an application
for regulatory approval in certain countries in Europe for our third product,
a twice-daily formulation that combines the analgesics tramadol and acet-
aminophen into a single tablet, and plan to pursue regulatory approval in
other countries. We are also developing several abuse- and misuse-deterrent
products based on our INTELLITAB™ technology platform. In addition, we
have other products in development utilizing our CONTRAMID® or our POLY-
MERIC NANO-DELIVERY SYSTEMS™ [“PNDS™"] technologies.

Our novel once-daily formulation of trazodone, a serotonin antagonist reup-
take inhibitor, is intended to provide a new treatment option for patients
with MDD that addresses some of the issues associated with the use of
existing antidepressants. Treating MDD with antidepressant medications is
challenging for physicians because patient response to antidepressant drug
therapy varies significantly. Research has shown that as many as 28 percent
of patients being treated with antidepressants stop taking their medica-
tion within the first four weeks of treatment and as many as 44 percent
stop within the first 12 weeks. Reasons for discontinuing antidepressant
treatment can include suboptimal efficacy, the exacerbation of symptoms
such as sleep disturbance, agitation and sexual dysfunction, and adverse
events such as weight gain. In a Phase Ill placebo controlled study of patients
with MDD, our trazodone formulation demonstrated antidepressant efficacy,
including rapid onset of therapeutic response, improved overall quality of
sleep and a well tolerated adverse event profile, including a rate of sexual
dysfunction which was not significantly different than placebo and no weight
gain compared to placebo.

In February 2010, our novel once-daily trazodone formulation, which we have
branded OLEPTRO™, was approved by the FDA. On May 20, 2010, we estab-
lished together with Gruppo Angelini [the “Partners”] the Joint Venture for the
commercialization of OLEPTRO™ in the United States. Angelini Labopharm
is 50 percent owned by each of Gruppo Angelini and us.

As part of the establishment of the Joint Venture, we granted Angelini
Labopharm the exclusive right to market and sell OLEPTRO™ in the
United States. In exchange, we received a total consideration comprised of
the following: (i) a 50% ownership interest in Angelini Labopharm and term
loan receivable having a combined value of US$26,000 based on Gruppo
Angelini’s cash contribution to the Joint Venture; (i) a cash payment of
US$26,000 from Angelini Labopharm; and (iii) in addition, we are eligible
to receive up to US$40,000 from Angelini Labopharm upon OLEPTRO™
achieving certain sales milestones (or US$20,000 after giving effect to our
50% participation in the Joint Venture). In addition, Angelini Labopharm
reimbursed us for certain of the pre-launch expenses that we had incurred
in 2010 related to the launch of OLEPTRO™ in the United States.

The Partners each contributed US$14,000 to Angelini Labopharm, the ma-
jority by way of interest-bearing term loans to fund a total of US$28,000
in initial working capital to support the launch of OLEPTRO™ in the
United States. The ongoing cash requirements of Angelini Labopharm will
be reviewed on a quarterly basis and the Partners will jointly make addi-
tional contributions as required and as mutually agreed upon. The Partners
will each be entitled to 50% of the Joint Venture’s net income and, begin-
ning September 30, 2011, all excess cash flows will be distributed to the
Partners on a quarterly basis.

As a result of the joint venture agreement, the 2007 cross-licensing agree-
ment between Gruppo Angelini and Labopharm was amended such that the
royalty on end user net sales in the United States to be paid by us to Gruppo
Angelini is 1.5% on end user net sales in excess of US$50,000. In addition,
we will pay Gruppo Angelini a royalty of 5% on the up-front and milestone
payments received in excess of US$40,000.

On August 10, 2010, we announced that OLEPTRO™ had been launched
by Angelini Labopharm in the U.S. The commercialization strategy for
OLEPTRO™ is based on extensive research into the physician, patient and
payer audiences and employs a targeted, efficient sales effort that is designed
to maximize the return on the investment in sales and promotional activities.
The initial OLEPTRO™ sales force is composed of 145 individuals and can
be scaled up as the product achieves market penetration. The sales effort
is complemented by a managed care strategy that maximizes access for
OLEPTRO™,

In October 2009, our New Drug Submission in Canada for OLEPTRO™ was
accepted for review with a targeted action date of August 4, 2010. We have
been advised by Health Canada that, due to backlog it has not yet completed
review of our submission. Health Canada has not, however, advised us of
any issues with our submission at this time and based on recent discussions
with Health Canada, we now expect a decision to be rendered towards the
end of 2010. In addition, we are in discussions with potential marketing
partners towards establishing a licensing and distribution agreement for
Canada. We also plan to seek regulatory approval and commercial agree-
ments in other countries.

To date, we have entered into agreements for the marketing and distribution
of our once-daily tramadol product in the United States, Canada, several
European countries, South Korea, Australia, Israel, Turkey, Brazil and Japan,
among others, primarily through licensing and distribution arrangements with
international or local pharmaceutical companies. Our once-daily tramadol
product is currently being marketed and sold in 19 countries, including the
United States, Canada, major European markets and Australia.

On June 3, 2010, the United States Court of Appeals for the Federal Circuit
entered judgment upholding the lower court’s original August 2009 decision
on patent-infringement litigation initiated by Purdue Pharma Products L.P.
[“Purdue Pharma”] against Par Pharmaceutical Companies [ “Par” ] relating
to patents licensed to Ortho-McNeil Inc. for Ultram® ER (tramadol hydro-
chloride extended-release tablets). The August 2009 judgment permitted
Par to market its generic formulation of Ultram® ER in the U.S. following
receipt of final regulatory approval from the FDA. Labopharm’s once-daily
tramadol product, RYZOLT™, is marketed in the U.S. by Purdue, however,
Ultram® ER, and therefore any generic version of it, is not therapeutically
equivalent, or A/B rated, to RYZOLT™, and cannot be substituted for
RYZOLT™,

Our twice-daily formulation of tramadol and acetaminophen is designed
to improve patient benefit by extending the duration of pain relief beyond
that of the currently marketed immediate-release products. Leveraging
our CONTRAMID® technology’s ability to control the release of two active
ingredients simultaneously, we believe that our twice-daily formulation of
tramadol-acetaminophen, in addition to providing immediate relief of moder-
ate to moderately severe pain, can also provide sustained relief for a full
12-hour period, allowing patients to enjoy pain relief all day and all night by
taking just one pill in the morning and one pill in the evening.
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In October 2009, we completed an exclusive distribution and supply agree-
ment for our twice-daily tramadol-acetaminophen product with Griinen-
thal GmbH [“Griinenthal”] for a certain number of countries in Europe. In
December 2009, we initiated the regulatory review of our dossier in several
European countries, including Spain and Poland, by submitting a Marketing
Authorization Application under a Decentralized Procedure [“DCP”] with
Iceland as the Reference Member State for the approval of our product.
This procedure provides an efficient mechanism that allows a company
to simultaneously pursue regulatory approval for a medicinal product in
multiple jurisdictions in Europe. The countries for which the DCP has been
initiated represent more than 25% of the European market for tramadol-
acetaminophen products. We are currently in discussion with Griinenthal to
potentially expand our agreement to include additional countries, and have
also initiated discussions with potential marketing and distribution partners
in other countries around the world where we also plan to seek regulatory
approval. We are currently evaluating the merits of our dossier for filing in
the U.S. and Canada.

The pharmacokinetic study for our twice-daily tramadol and acetaminophen
combination formulation demonstrated that the acetaminophen component
of the formulation rapidly achieved blood plasma levels associated with
efficacy in the currently marketed product, followed by controlled-release
characteristics. Consequently, we initiated development of a twice-daily
formulation of acetaminophen for the sustained relief of mild to moderate
pain. In August 2009, we entered into an agreement under which we are
engaged to develop, manufacture, package and supply product prototypes
of a twice-daily acetaminophen tablet formulation for a third-party phar-
maceutical company, using our proprietary controlled-release technology,
CONTRAMID®. If our formulation is successful, the agreement provides an
option to the pharmaceutical company to license the technology for world-
wide rights, the terms of which would need to be mutually agreed to.

The abuse and misuse of certain drug products, in particular some widely
prescribed analgesics, is a serious and growing problem that can result in
potentially dire consequences for patients and which create significant risk
for drug manufacturers. We believe the novel properties of our abuse- and
misuse-deterrent technology platform, INTELLITAB™, will allow us to ad-
dress not only intentional abuse of these drugs but also accidental misuse by
legitimate patients, by far the larger of the two at-risk user groups. In addi-
tion, we believe our technology can be applied to combination drug products
such as analgesics that contain active ingredients for both immediate and
sustained pain relief.

In April 2010, we reported positive pilot pharmacokinetic [“PK"] study
results for our first product based on our INTELLITAB™ platform, a twice-
daily, abuse- and misuse-deterrent formulation of the analgesic product
that combines oxycodone-acetaminophen in a single tablet. The study was
a randomized, three-way cross-over study to compare the PK profile of a
single dose of our INTELLITAB™-based oxycodone-acetaminophen for-
mulation with two doses of immediate release oxycodone-acetaminophen,
as well as to determine the effect of crushing our INTELLITAB™-based
oxycodone-acetaminophen formulation on its PK profile. The results of
the study demonstrated that our extended release, INTELLITAB™-based
oxycodone-acetaminophen formulation met the regulatory requirements for
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bioavailability compared to the same dose of the immediate release formu-
lation administered six hours apart, as well as controlled release of both
oxycodone and acetaminophen over a 12-hour period. Importantly, the study
also demonstrated the ability of INTELLITAB™ to control the release of
oxycodone when crushed, such that bioequivalent exposure is achieved and
controlled release properties are maintained. Based on these results, we
look forward to initiating the pivotal clinical trial program on our formulation,
as well as exploring opportunities to possibly partner with pharmaceutical
companies on this product, as well as other potential products for which
applying the INTELLITAB™ platform may be beneficial.

In addition to those products based on our CONTRAMID® technology, we
are developing product candidates based on our PNDS™ technology for the
delivery of water-insoluble and poorly bioavailable drugs. Our research and
development activities to date include proof of concept studies that have
been completed for a novel, lipid- and preservative-free formulation of the
intravenous anaesthetic propofol using our PNDS™ intravenous platform,
as well as for SN-38, a currently intravenously administered colon cancer
drug that we have formulated for oral administration using our PNDS™ oral
platform. In addition, we have entered into a feasibility study agreement with
a third-party under which we agreed to formulate drug compounds of the
third-party using our PNDS™ technology.

Our Goal

Our goal is to leverage the commercialization of our products to generate
attractive returns for our shareholders. We will do this by advancing our
product candidates from the formulation stage through clinical development
and regulatory approval to marketing and sales. We believe that full integra-
tion can best maximize the value inherent in our technology and product
candidates by allowing greater control over the development and commer-
cialization process.

Liquidity

We have incurred substantial operating losses since our inception due in
large part to expenditures for our research and development and com-
mercial activities. As at June 30, 2010, we had an accumulated deficit of
$287,914. Our ability to continue to fund our operations is essential and we
are constantly monitoring our capital and financial position. In November
2009, we signed a standby equity distribution agreement [“SEDA”] with YA
Global Master SPV LTD [the “Purchaser”] pursuant to which the Purchaser
has irrevocably committed to purchase up to $25,000 of our common
shares, at the conditions further described hereafter. As at June 30, 2010,
$24,000 of the SEDA remains available. In February 2010, we completed
a public offering resulting in net proceeds of approximately $22.0 million,
for the issuance of 13,529,412 units, each unit comprised of one of our com-
mon shares and a warrant to purchase one-half of a common share. Upon
completion of the license agreement with the Joint Venture, we received
an amount of US$26,000 of which US$14,000 was initially contributed to
the Joint Venture to fund a portion of its working capital requirements. In
June 2010, we amended our term loan agreement with Hercules Technology
Growth Capital, Inc. [“Hercules”] extending both the period during which we
will make interest-only payments on the loan to December 31, 2010 from



June 30, 2010, and the maturity date of the loan to December 1, 2012
from June 1, 2012. All other terms of the agreement remain unchanged. The
amended agreement provides us with approximately $4,500 in additional
liquidity in 2010 and throughout 2011.

Consequently, our committed sources of funds, our cash and cash equiva-
lents on hand, and our anticipated revenue from the commercialization of
our products are expected to be sufficient to meet our committed cash
obligations and expected level of expenses beyond June 30, 2011. In light of
the inherent uncertainties associated with the commercialization of products
including the impact of generic threats, the ability to secure licensing or
distribution agreements, research and development programs, the results
of clinical trials, and the receipt of regulatory approval of certain products,
it may be necessary for us to either (i) seek to raise additional funds for the
continuing development and marketing of our products, or (ii) further delay
or scale-back our commercial or development programs or other activities.

Revenue

Revenue from product sales, the gross margin thereon, and royalties will
be key drivers of our performance as we pursue our activities. Through
our license and distribution agreements and the Joint Venture, we expect
to continue to launch our products and increase sales in various markets
throughout 2010 and beyond, including OLEPTRO™ in the United States.
Since 2003, we have secured distribution and license agreements for the
marketing and distribution of our once-daily tramadol product and our
twice-daily formulation of tramadol and acetaminophen product, that cover
a number of countries, and which have generated a combined $48,300
to date in licensing payments. Furthermore, as previously discussed, we
have received $27,199 (US$26,000) in cash as a result of the exclusive
license agreement for OLEPTRO™ granted to Angelini Labopharm for
the U.S. market.

As part of our joint venture agreement, for the marketing of OLEPTRO™
in the U.S., we have agreed to supply Angelini Labopharm finished pack-
aged product at our cost including overhead, for which we have and will
be recording revenue from product sales generating minimal gross margin,
50% of such sales and gross margin being eliminated in our consolidated
financial statements due to the proportionate consolidation of the Joint Ven-
ture. Furthermore, as Angelini Labopharm recognizes revenue from sales of
OLEPTRO™ in the U.S., we will also be recording our 50% proportionate
share of its revenue. Considering that OLEPTRO™ is a new product which
was just recently launched in August 2010 and for which we do not currently
have adequate historical data on which to base estimates of returns, we be-
lieve it will be appropriate to record our proportionate share of revenue from
product sales of OLEPTRO™ by the Joint Venture using the sell-through
method, where revenue is recognized upon shipment of the product to the
end user customer based on third-party prescription data. We consider that
this third-party prescription data is reliable and provides an adequate basis
in order to estimate our product sales of OLEPTRO™, until such time that an
estimate of returns can be determined and all of the conditions for revenue
recognition are met and the product has achieved market acceptance.

Under our agreement with Purdue Pharma for the marketing of our once-
daily tramadol product in the United States market under the brand name
RYZOLT™, we have agreed to supply finished packaged product at our cost

to Purdue Pharma, for which we have and will be recording revenue from
product sales generating essentially no gross margin. Our agreement with
Purdue Pharma provides for a 20% royalty on their net sales.

Selling, General and Administrative Expenses

As we expand our operations in order to become an international commercial
organization with significant product sales, our selling, general and adminis-
trative expenses should increase as we build our infrastructure for our sales,
marketing, manufacturing, and product support efforts. These incremental
costs to support increasing commercial operations and product sales are
necessary in order for us to remain an international organization with in-
creasingly diverse operations, as we expand our primary focus to include
not only research and development activities, but also a more significant role
in the commercialization and marketing of our products, particularly through
the Joint Venture.

CHANGES IN ACCOUNTING POLICIES

There have been no significant changes in accounting policies during the
three-month and six-month periods ended June 30, 2010.

CRITICAL ACCOUNTING POLICIES AND ESTIMATES

In preparing our consolidated financial statements, we are required to make
estimates and assumptions that affect the reported amounts of assets and
liabilities, the disclosure of contingent assets and liabilities at the date of the
consolidated financial statements and the reported amounts of revenue and
expenses during the reporting periods. We have identified certain critical
accounting policies that we believe require application of management’s most
subjective judgments, often requiring the need to make estimates about the
effect of matters that are inherently uncertain and may change in subsequent
periods. The critical accounting policies and estimates remain substantially
the same as reported in our Management’s Discussion and Analysis for the
year ended December 31, 2009, which is included in our 2009 annual report.

RESULTS OF OPERATIONS
Fluctuations in Operating Results

Our results of operations have fluctuated significantly from period to period
in the past and are likely to do so in the future. We anticipate that our quar-
terly and annual results of operations will be impacted for the foreseeable
future by several factors, including the timing of approvals to market our
products in various jurisdictions and resulting product sales, the timing and
amount of payments received pursuant to our current and future collabora-
tions with third-parties, and the progress and timing of expenditures related
to our research, development and commercialization efforts. The following
provides explanations on fluctuations of our results of operations.

Revenue

For the three-month and six-month periods ended June 30, 2010, total rev-
enue amounted to $6,825 and $11,518, respectively, compared to $6,269
and $11,226 for the corresponding periods in 2009.
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For the three-month and six-month periods ended June 30, 2010, product
sales were $4,296 and $7,524, respectively, compared to $4,827 and $8,629
for the corresponding periods in 2009, and were comprised of the following:

FOR THE: THREE MONTHS ENDED SIX MONTHS ENDED
JUNE 30, JUNE30,  JUNE 30, JUNE 30,
(in thousands of dollars) 2010 2009 2010 2009
Product Sales:
Tramadol — other territories 3,280 3,002 6,508 6,804
Tramadol — U.S. — 1,825 — 1,825
OLEPTRO™ —U.S.
(to the Joint Venture) 1,016 — 1,016 —

4,296 4,827 7,524 8,629

For product sales of tramadol in territories outside the U.S., higher volumes
in 2010 were partially offset primarily by the unfavourable year over year
variance in the exchange rate of the Euro compared to the Canadian dollar as
a significant portion of our sales are denominated in Euros. The lower Euro
to Canadian dollar exchange rate in 2010 versus 2009 represents a revenue
shortfall of approximately $478 and $832, respectively, for the three-month
and six-month periods ended June 30, 2010 compared to the correspond-
ing periods in 2009. Our product sales for the three-month and six-month
periods ended June 30, 2010 were also affected by a $244 and $650
reserve, respectively, for future price adjustments associated with the
sampling program of one of our customers. No product sales of tramadol
were recorded for the U.S. market during 2010, while in 2009, product sales
of tramadol to Purdue Pharma were realized for the launch in May 2009 of
RYZOLT™ in the U.S.

During the three-month period ended June 30, 2010, our product sales
included 50% or $1,016 of sales of finished packaged products of
OLEPTRO™ for the U.S. market to Angelini Labopharm, including trade
product and samples. Product sales of OLEPTRO™ to the Joint Venture are
recognized as revenue upon shipment and are invoiced essentially at cost
including an allocation of overhead.

As previously discussed, in August 2010 Angelini Labopharm launched
OLEPTRO™ and will be recording product sales revenue based on the
sell-through method, where revenue is recognized for accounting purposes
upon shipment of the product to the end user customer based on third-party
prescription data, such revenue being 50% proportionately consolidated in
our financial statements.

During the three-month and six-month periods ended June 30, 2010, we
recognized licensing revenue of $1,088 and $1,682, respectively, repre-
senting a portion of the licensing payments received from our marketing
and distribution partners under our license and distribution agreements for
our once-daily tramadol product, our tramadol-acetaminophen combina-
tion product, as well as a portion of deferred revenue resulting from the
transfer of the OLEPTRO™ U.S. marketing rights to Angelini Labopharm
in May 2010, which is being recognized over a five-year period. Licensing
revenue for the three-month and six-month periods ended June 30, 2009
was $1,318 and $2,473, respectively. The decrease in 2010 compared
to 2009 is primarily due to the increase, as of January 1, 2010, of the
estimated term over which we are recognizing the balance of the up-front
payment of the US$20 million received from Purdue Pharma in 2005. This
up-front payment is recognized on a straight-line basis over the estimated
term during which we have substantive contractual obligations to Purdue
Pharma, namely the ongoing supply of product at cost, now estimated to
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be until December 2013. Previously, this contractual obligation was for an
eighteen-month period post launch which was estimated to end in November
2010. Prior to January 1, 2010, we were recognizing $867 per quarter as
licensing revenue with respect to this payment; following this change in esti-
mate the amount will be $199 per quarter. This decrease was partially offset
by the recognition, in the three-month period ending June 30, 2010, of a
portion amounting to $453, of deferred revenue resulting from the transfer
of the U.S. marketing rights for OLEPTRO™ discussed above.

During the three-month and six-month periods ended June 30, 2010, we
recorded $640 and $1,240 of royalties from the sale of RYZOLT™ in the
U.S., respectively, compared to $124 and $124 for the corresponding periods
in 2009. RYZOLT™ was launched in May 2009 by Purdue Pharma.

Revenue from services and research and development collaborations
amounted to $801 and $1,072 respectively, for the three-month and six-
month periods ended June 30, 2010, while no such revenue was realized in
corresponding periods in 2009. As part of the joint venture agreement with
Gruppo Angelini, it was agreed that we would be providing various services
to Angelini Labopharm, including commercial oversight, pharmacovigilance
services, regulatory support, medical affairs, medical information, admin-
istrative support, and so on, and that such services would be compensated
at cost plus an allocation of overhead and a reasonable mark-up. We have
consequently recognized revenue of $649 related to the rendering of these
services, representing 50% of the value of the services provided after giving
effect to the proportionate consolidation of the Joint Venture. Revenue from
research and development collaborations amounted to $152 and $423 for
the three month and six-month periods ended June 30, 2010, respectively,
and was related to two agreements: (i) a prototype development and option
agreement under which we are developing a twice-daily acetaminophen tab-
let formulation for a third-party pharmaceutical company, and (i) a feasibility
study agreement with a third-party under which we are formulating a number
of its drug compounds using our PNDS™ technology.

Cost of Goods Sold

For the three-month and six-month periods ended June 30, 2010, cost of
goods sold (excluding amortization) was $2,112 and $3,565, respectively,
compared to $2,604 and $3,997 in the corresponding periods last year. Our
cost of goods sold consists primarily of raw materials, third-party bulk tablet
manufacturing costs, third-party packaging costs and a royalty expense for
our once-daily tramadol product and OLEPTRO™.

As previously discussed, product sales of OLEPTRO™ to Angelini Labopharm
are at cost plus overhead and generate minimal gross margin, and product
sales of RYZOLT™ to Purdue Pharma are essentially at cost.

Cost of goods sold and gross margin for our once-daily tramadol product for
territories outside the U.S. were the following:

FOR THE: THREE MONTHS ENDED SIX MONTHS ENDED

JUNE 30, JUNE30,  JUNE30, JUNE 30,
(in thousands of dollars] 2010 2009 2010 2009
Product sales 3,280 3,002 6,508 6,804
Cost of goods sold 1,450 848 2,903 2,241
Gross margin 1,830 2,154 3,605 4,563
Gross margin % 56% 72% 55% 67%

For 2010, the decrease in our gross margin percentage compared to 2009
primarily reflects the following: (i) a revenue shortfall of $478 and $832



for the three-month and six-month period ended June 30, 2010, respec-
tively, compared to the corresponding periods in 2009 due to a lower
Euro to Canadian dollar exchange rate in 2010 versus 2009; (i) the $244
and $650 reserve for future price adjustments recorded as a reduction in
revenue in the three-month and six-month periods ended June 30, 2010,
respectively, as previously discussed, (iii) in the three-month period ended
June 30, 2009, we reversed a reserve against revenue of $343 taken in the
three-month period ended March 31, 2009, and (iv) in 2009 we reversed
write-downs taken in previous periods and as a result recorded an amount
of $169 and $409 as a reduction of cost of goods sold for the three-month
and six-month periods ended June 30, 2010, respectively. When excluding
the aforementioned items our gross margin percentage for the three-month
and six-month periods ended June 30, 2010 would have been 64% and
64% respectively, compared to 62% and 61% for the corresponding periods
in 2009.

Our gross margin will also vary primarily as a result of selling prices in various
jurisdictions, currency fluctuations, inventory write-offs, the range of royalty
rates payable by territory, as well as the effect of packaging formats and the
size of packaging runs on our cost of goods sold.

Research and Development Expenses

Research and development expenses (before government assistance) for the
three-month and six-month periods ended June 30, 2010 were $2,353 and
$4,818 respectively, compared to $2,958 and $7,131 for the three-month
and six-month periods ended June 30, 2009. The decrease is primarily
due to lower clinical trial expenses, as well as various cost-reduction ini-
tiatives including the reduction in our workforce announced in November
2009. In 2009, clinical trial costs were considerably higher as we completed
our Phase Il clinical trial for our twice-daily formulation that combines the
analgesics tramadol and acetaminophen (06CCL3-001), as well as a phar-
macokinetic study for our once-daily trazodone formulation.

Estimated provincial refundable research and development tax credits for the
three-month and six-month periods ended June 30, 2010 were $300 and
$600 respectively, unchanged from the corresponding period in 2009.

Our INTELLITAB™ platform is the most significant research and development
project that has not yet generated significant operating revenue. A detailed
description of the development stage of this project, the type of expenditures
made and to be made, and the plan to take this project forward is included in
the Overview section.

Selling, General and Administrative Expenses

Selling, general and administrative expenses for the three-month period
ended June 30, 2010 were $6,455 compared to $6,513 for the corre-
sponding period in 2009. Our proportionate share of the Joint Venture’s
U.S. pre-launch expenses for OLEPTRO™ for the period was approximately
$2,227, however this amount was partially offset by the reimbursement by
Angelini Labopharm of approximately $1,150, after giving effect to our 50%
participation in the Joint Venture, representing pre-launch expenses for
OLEPTRO™ which we incurred in the previous quarter. Significant costs
were incurred with respect to the launch of OLEPTRO™ for the recruitment
and deployment of a targeted medical science liaison group, process imple-
mentation at the third-party logistics services provider, our managed care
initiatives, our state licensing process, the sales force recruitment using
a contract sales organization, sales training modules, various marketing

activities such as positioning and messaging, master visual aids, patient
brochure, market research attendance, planning of convention presence,
public relations, message development, and other related pre-launch activi-
ties. During the three-month period ended June 30, 2010 we also incurred
a 5% royalty of $624 payable to Gruppo Angelini on the portion exceed-
ing US$40,000 of the US$52,000 value received as consideration for the
licensing of OLEPTRO™. The increase in selling, general and administra-
tive due to the OLEPTRO™ pre-launch expenses and the royalty for the
three-month period ended June 30, 2010 compared to the corresponding
period in 2009 was partially offset by significant reduction in other areas
including: (i) a $1,075 reduction in our share of patent defense litigation
costs with respect to our once-daily tramadol product in the U.S.; (i) the
elimination of our pilot scale sales force in the United Kingdom as a result of
our license and distribution agreement with Merck Sharp & Dohme Limited
[“MSD"] announced in December 2009; (iii) a $129 reduction in non-cash
stock-based compensation expense in 2010 compared to the corresponding
period in 2009 primarily due to a lower number of options being granted; and
(iv) a reduction in the use of various consultants in other areas, as well as
other cost reduction initiatives, including the reduction in our workforce an-
nounced in November 2009.

Selling, general and administrative expenses for the six-month periods ended
June 30, 2010 were $13,788, compared to $13,391 for the correspond-
ing period in 2009. Our proportionate share of the OLEPTRO™ pre-launch
expenses for 2010 amounted to $3,377. This increase in selling, general and
administrative expenses was partially offset by essentially the same elements
as for the three-month period ended June 30, 2010 as described above.

Financial Expenses

Financial expenses for the three-month period ended June 30, 2010 were
$1,213 compared to $983 for the corresponding period in 2009. Finan-
cial expenses for the six-month period ended June 30, 2010 were $2,310
compared to $1,997 for the corresponding period in 2009. The increase is
primarily attributable to the interest on our share of patent defense litigation
costs payable to Purdue Pharma, as well as our proportionate share of the
interest on the term loan granted to Angelini Labopharm by the Partners.

Interest Income

Interest income for the three-month and six-month periods ended June 30,
2010 was $220 and $388 respectively, and included an amount of $108
representing interest on the 50% portion of the term loan receivable from
Angelini Labopharm not eliminated following the proportionate consolidation
of the Joint Venture, as well as an amount of $100 and $250, respectively,
reflecting an increase in the estimated fair value of our Long-term Notes.
This increase in the estimated fair value is primarily due to the discount rate
used to evaluate the Long-term Notes and the passage of time, as well as
the recalibration of our discounted cash flow model to reflect current observ-
able market data. Interest income for the three-month and six-month periods
ended June 30, 2009 amounted to $107 and $294 respectively, was primar-
ily related to the interest earned on our cash and marketable securities, and
did not include any adjustment to the fair value of our Long-term Notes.

Foreign Exchange Gain (Loss)

For the three-month and six-month periods ended June 30, 2010, we re-
corded a foreign exchange loss of $818 and $1,453 respectively, compared
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to gains of $1,961 and $2,464 respectively, for the corresponding periods in
2009. The loss in 2010 is primarily due to the foreign exchange loss on the
excess cash temporarily held in U.S. currency following our equity financing
completed in February 2010, as well as the foreign exchange loss on the
excess cash held in Euros. The gain in 2009 was due primarily to the realized
gain on the maturity of marketable securities denominated in U.S. dollars
as well as to the strengthening of the Canadian dollar versus the U.S. dollar
and the favourable impact this fluctuation had on our long-term debt and
accounts payable denominated in U.S. dollars. As at June 30, 2010, we held
US$5,000 of marketable securities for which an unrealized foreign exchange
gain of $140 is included as an element of accumulated other comprehensive
income. When this investment matures in 2010, any realized gain will then
be recorded into income.

QUARTERLY INFORMATION

Net Loss and Net Loss Per Common Share

Net loss for the three-month period ended June 30, 2010 was $6,032 or
$0.08 per common share, compared to $4,874 or $0.09 per common share
for the corresponding period in 2009. Net loss for the six-month period
ended June 30, 2010 was $14,289 or $0.21 per common share, compared
with $12,848 or $0.23 per common share for the corresponding period in
2009. The increase in net loss is primarily the result of the foreign exchange
loss incurred in 2010 versus the gain in 2009, partially offset by increased
revenues, and lower research and development expenses. The decrease in
net loss per share is due to the higher weighted average number of shares
outstanding primarily due to the equity financing completed in February 2010.

The following selected financial information is derived from our unaudited quarterly financial statements for each of the last eight quarters.

THREE MONTHS ENDED

JUNE 30,2010 MARCH 31, 2010 DEC. 31, 2009 SEPT. 30, 2009 JUNE 30,2009  MARCH 31, 2009 DEC. 31, 2008 SEPT. 30, 2008

Product sales 4,296 3,228 4,664 5,187 4,827 3,802 3,278 3,863

Licensing 1,088 594 1,238 1,191 1,318 1,155 1,155 5,576

Royalties 640 600 637 201 124 — — —

Other 801 27 182 46 — — — —

Total revenue 6,825 4,693 6,721 6,625 6,269 4,957 4,433 9,439

Net loss (6,032) (8,257) (6,358) (6,904) (4,874) (7,974) (14,625) (6,017)
Basic and diluted net loss

per common share (0.08) (0.13) 0.11) 0.12) (0.09) 0.14) (0.26) 0.11)

" As restated to consider Handbook Section 3064, Goodwill and Intangible Assets which was adopted retroactively in 2009 with restatement of prior fiscal periods.

Product sales of our once-daily tramadol product have tended to be variable
over the last eight quarters. In 2009, the increases in the second and third
quarters were primarily the result of the launch of our product in the U.S.
As previously discussed, product sales for the three-month period ended
June 30, 2010 included for the first time the portion of our product sales of
OLEPTRO™ to Angelini Labopharm of $1,016 which is not eliminated upon
proportionate consolidation. As Angelini Labopharm launched OLEPTRO™ in
early August 2010, subsequent reporting periods should also include our pro-
portionate share of the Joint Venture’s OLEPTRO™ product sales in the U.S.
market based on the sell-through method. As previously discussed, product
sales for 2010 were also negatively affected by a relatively lower Euro to
Canadian currency exchange rate compared to previous quarters. Quarterly
product sales can also be affected by reserves for price adjustments.

Licensing revenue has generally been stable quarter to quarter as any licens-
ing payments received are generally recognized straight-line over the term
of the underlying agreement. Non-recurring licensing revenue was realized
in the third quarter of 2008 when we reacquired the rights to our once-
daily tramadol product in the United Kingdom from Recordati Ireland Ltd.
As previously discussed, as of January 1, 2010, a change in the estimated
period over which we are recognizing the balance of the up-front payment
received from Purdue Pharma, considerably reduced licensing revenue for
the three-month period ended March 31, 2010, and subsequent periods.
Furthermore, as previously discussed, as part of the joint venture agreement
with Gruppo Angelini completed in May 2010, we recorded deferred revenue
of $27,199 which will be recognized as licensing revenue over a five-year
period starting in June 2010.
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Net loss has been variable over the last eight quarters, and is impacted pri-
marily by: (i) the level of our research and development spending; (ii) more
recently, the volatility in our share of patent litigation fees as invoiced
to us by Purdue Pharma on a quarterly basis, since the second quarter
of 2008; (iii) the level of our selling, general and administrative expenses,
particularly with the pre-launch expenses with respect to OLEPTRO™ and
the establishment of the Joint Venture; and, (iv) the foreign exchange gain
or loss incurred primarily as a result of the high volatility of the U.S. currency
and Euro versus the Canadian dollar and the effect this had on the carrying
value of our long-term debt, marketable securities, and cash denominated in
U.S. dollars or Euros, and the resulting impact on our results of operations.

FINANCIAL POSITION, LIQUIDITY AND CAPITAL
RESOURCES

We have incurred substantial operating losses since our inception due in
large part to expenditures for our research and development activities. As
at June 30, 2010, we had an accumulated deficit of $287,914. To date, we
have financed our cash requirements primarily through share issuances, debt
financing, licensing revenue, product sales, royalties, research and develop-
ment tax credits, collaborative research contracts and interest income.

On November 24, 2009, we entered into a standby equity distribution agree-
ment [“SEDA”] with YA Global Master SPV LTD [the “Purchaser”] pursuant
to which the Purchaser has irrevocably committed to purchase up to $25,000
of our common shares provided that in no event may we sell more than the
lower of (i) 11,426,533 of our common shares, and (i) 19.9% of our issued
and outstanding common shares at any given time, unless we obtain the ap-
proval of our shareholders pursuant to the rules of the TSX and the Nasdag,



and any required regulatory approval. Until November 24, 2012, we have
the right, but not the obligation, to sell common shares to the Purchaser.
From time to time during the term of the SEDA, and at our sole discretion,
we may present the Purchaser with draw-down notices of up to $2,000 at
a time, requiring the Purchaser to purchase our common shares. Individual
draw downs cannot exceed the number of shares that would represent more
than 5% of our market capitalization or the number of shares that would
cause the Purchaser and its affiliates to own more than 9.9% of our issued
and outstanding shares. The per share purchase price for these shares will
equal the daily volume weighted average price of our common shares on each
date during a ten-day pricing period, subject to a minimum price which we
may establish at the time of the draw-down notice, less a discount of 5.0%
if the share purchase price is less than $3.00, 4% if the share purchase
price is equal to or above $3.00 but less than $6.00, and 3.5% if the share
purchase price is equal to or above $6.00. On January 7, 2010, pursuant
to a draw-down notice presented to the Purchaser on December 20, 2009,
we received $1,000 from the Purchaser and issued 482,165 shares, for
an average price of $2.07 per share after discount. As at June 30, 2010,
$24,000 of the SEDA s still available.

In February 2010, we completed a public offering resulting in net proceeds
of approximately $22,046, for the issuance of 13,529,412 units, each unit
comprised of one of our common shares and a warrant to purchase one-half
of a common share. The combination of two warrants entitles the holder to
acquire one common share upon payment of US$2.30 per share, exercis-
able at any time during the period beginning six months and ending three
years following the date of issuance.

In June 2010, we amended our term loan agreement with Hercules ex-
tending both the period during which we will make interest-only payments
on the loan to December 31, 2010 from June 30, 2010, and the maturity
date of the loan to December 1, 2012 from June 1, 2012. All other terms
of the agreement remain unchanged. The amended agreement provides us
with approximately $4,500 in additional liquidity in 2010 and throughout
2011. As of July 1, 2011, monthly payments for principal and interest will
be US$932.

As previously discussed, as part of the joint venture agreement, we received a
payment of US$26,000 from Angelini Labopharm upon grant of the license of
OLEPTRO™ for the U.S. market. We also received units of the Joint Venture
valued at US$10,000 based on Gruppo Angelini’s initial cash contribution to
the Joint Venture and an interest-bearing term note of US$16,000. Further-
more, both Partners contributed US$13,750 by way of interest-bearing term
loans to the Joint Venture and US$250 in equity, bringing each Partner’s
total term loan to US$29,750, and equity investment to US$10,250. After
applying proportionate consolidation, our term loan receivable from the Joint
Venture amounted to $15,595 (US$14,875) and our portion of the term
loan payable of the Joint Venture amounted to $15,595 (US$14,875), as
at June 30, 2010. Under the joint venture agreement, these two financial
instruments (both the asset and the liability) bear the same interest rate
and are subject to the same repayment terms by the Joint Venture. Both
should decrease by the same amount simultaneously upon reimbursement
by Angelini Labopharm and should therefore continue to offset each other.

Cash, cash equivalents and marketable securities, including $12,700 repre-
senting our proportionate share of cash within Angelini Labopharm, totalled
$63,227 as at June 30, 2010 compared to $24,504 as at December 31,
2009, an increase of $38,723, primarily as a result of the equity financing

completed in February 2010 and the payment of $27,199 received from
Angelini Labopharm upon the grant of the license for OLEPTRO™ for the
U.S. market, net of the funds used in operating activities. The investment of
our funds is governed by our corporate investing policy, which monitors the
safety and preservation of principal and which limits the amount invested by
issuer and the duration or term of the investment instrument. The primary
objectives of our investment portfolio are liquidity and capital preserva-
tion. As at June 30, 2010, our marketable securities were issued by the
U.S. Treasury.

As at June 30, 2010, accounts receivable totalled $4,849 and consisted
primarily of trade receivables, including $1,768 receivable from the Joint
Venture, representing the portion of the receivable for inventory, samples
and services not eliminated upon proportionate consolidation. Research and
development tax credits receivable amounted to $1,840 and included the
estimated refundable tax credits for 2009 and for the six-month period ended
June 30, 2010. Inventories totalled $3,074 and consisted of raw materials,
intermediate finished product (primarily bulk tablets of once-daily tramadol),
as well as $304 of finished goods representing our proportionate share of
Angelini Labopharm’s inventory. Prepaids and other assets totalled $1,637
and included our proportionate share of samples of OLEPTRO™ amounting
to $585 which we intend to distribute in the near term. Accounts payable
and accrued liabilities totalled $20,779 as at June 30, 2010 and included
trade and other payables, accrued compensation expenses, as well as patent
litigation costs payable totalling $9,635. Under a cost-sharing agreement,
these patent litigation costs will be settled with 50% of the future royalties
earned from the commercialization of our once-daily tramadol product in
the U.S. until such patent litigation costs are fully paid. Any unpaid balance
as at December 31, 2010 will then need to be paid. The patent litigation
costs payable includes interest payable on the outstanding balance at the
Wall Street Journal Prime Rate plus 2%, which was 5.25% as at June 30,
2010. Deferred revenue totalled $43,802 as at June 30, 2010 and included
primarily the unrecognized portion of the licensing fees received from the
various licensees of our once-daily tramadol product, and of our twice-daily
tramadol-acetaminophen combination formulation, as well as the unrecog-
nized portion of the $27,199 deferred revenue recorded upon the transfer of
the OLEPTRO™ U.S. marketing rights to Angelini Labopharm. Licensing fees
are generally recognized as revenue over the term during which we main-
tain substantive contractual obligations to the licensee. Deferred revenue
resulting from the transfer of the OLEPTRO™ U.S. marketing rights is being
amortized over a five-year period.

Under our current operating plan, considering our recent public equity of-
fering, the $27,199 received as part of our joint venture agreement with
Gruppo Angelini, and the June 2010 amendment to the Hercules term
loan, we believe that our cash, cash equivalents and marketable securities,
anticipated revenue from the commercialization of our products, research
and development tax credits, and funds available under the SEDA, should be
sufficient to finance our operations and capital needs, including the funding
of Angelini Labopharm, beyond June 30, 2011. However, in light of the inher-
ent uncertainties associated with the commercialization of products including
the impact of generic threats, the ability to secure licensing or distribution
agreements, research and development programs, the results of clinical
trials, and the receipt of regulatory approval of certain products, it may be
necessary for us to either (i) seek to raise additional funds for the continuing
development and marketing of our products, or (i) further delay or scale-
back our commercial or development programs or other activities.
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Cash Flows

Funds used in operating activities prior to net changes in other operating
items amounted to $4,532 and $10,972, respectively for the three-month
and six-month periods ended June 30, 2010 compared to $5,466 and
$11,220 for the corresponding periods in 2009, decreasing primarily as a
result of our lower net loss excluding the unrealized foreign exchange gain
or loss. The impact of net changes in our other balance sheet items related
to our operations represented an increase in funds of $24,986 and $28,599
respectively for the three-month and six-month periods ended June 30, 2010
compared to funds used of $291 and $2,336 for the corresponding periods
in 2009. This difference is primarily due to the $27,199 payment received
from Angelini Labopharm in May 2010.

Funds used in investing activities for the three-month period ended June 30,
2010 amounted to $6,327 primarily as a result of our cash contribution
of US$13,750 by way of term loan to Angelini Labopharm, which is not
eliminated upon proportionate consolidation of the Joint Venture, following
our initial funding upon establishment of the Joint Venture. Funds used in
investing activities for the six-month period ended June 30, 2010 amounted
to $11,524 and in addition also included investment of some of the proceeds
from the equity financing completed in February 2010. Funds generated from
investing activities for the three-month and six-month periods ended June 30,
2009 amounted to $8,805 and $20,443 respectively, primarily reflecting the
proceeds from maturities or disposals of marketable securities net of their
reinvestment. Capital expenditures have been kept minimal for the three-
month and six-month periods ended June 30, 2010, as they had been for the
corresponding periods in 2009.

For the three-month period ended June 30, 2010, funds generated by
our financing activities amounted to $6,318, primarily as a result of our
proportionate share of Angelini Labopharm’s term loan borrowings from
the Partners which are not eliminated upon proportionate consolidation
of the Joint Venture. For the six-month period ended June 30, 2010, funds
generated by our financing activities amounted to $29,640, which in-
cluded the aforementioned term loan and also included primarily the equity
financing completed in February 2010, as well as the $1,000 drawdown on
the SEDA.

RELATED PARTY TRANSACTIONS

We have entered into various agreements with the Joint Venture, which
include a supply agreement, a support services agreement, and an interest-
bearing term loan agreement, for which we have recorded product sales
revenue, services revenue or interest income, as previously discussed. These
transactions occurred in the normal course of operations and are measured
at the exchange amount, which is the amount of consideration estab-
lished and agreed to by the related parties.

OFF-BALANCE SHEET ARRANGEMENTS

To date, we have not had any relationships with unconsolidated entities or
financial partnerships, such as entities referred to as structured finance
or special purpose entities, which are established for the purpose of
facilitating off-balance sheet arrangements or other contractually narrow
or limited purposes.

Letters of credit amounting to $112 were issued to the lessors of our facili-
ties in Ireland and in the U.S. as collateral for our performance of obligations
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under the leases. These letters of credit are collateralized by specific invest-
ments with an estimated fair value of $120 which have been classified as
restricted investments.

We periodically enter into research, licensing, distribution or supply agree-
ments with third parties that include indemnification provisions that are
customary in the industry. These guarantees generally require that we
compensate the other party for certain damages and costs incurred as a
result of third-party intellectual property claims or damages arising from
these transactions. In some cases, the maximum potential amount of future
payments that could be required under these indemnification provisions is
unlimited. These indemnification provisions generally survive termination of
the underlying agreement. The nature of the intellectual property indemni-
fication obligations prevents us from making a reasonable estimate of the
maximum potential amount we could be required to pay. Historically, we
have not made any indemnification payments under such agreements and
no amount has been accrued in the accompanying consolidated financial
statements with respect to these indemnification obligations.

FINANCIAL INSTRUMENTS

A complete analysis of our financial instruments including their extent, their
classification, their carrying value, their fair value including the methods and
assumptions used to determine their fair value, as well as a discussion of
foreign exchange risk, interest rate risk, credit risk and liquidity risk, includ-
ing risk sensitivities, can be found in note 24 to the annual consolidated
financial statements for the year ended December 31, 2009, as included in
our annual report.

OUTSTANDING SHARE DATA

The number of shares outstanding as at August 11, 2010, is 71,571,641,
unchanged since June 30, 2010.

As at August 11, 2010, 795,152 warrants for the purchase of one com-
mon share each at $0.89 per share were outstanding and exercisable up to
December 28, 2012. In addition, pursuant to our public offering completed
in February 2010, 13,529,412 warrants were outstanding and exercisable
starting August 2010 until February 2013, the combination of two warrants
allowing the holder to purchase one common share at US$2.30 per share.

The number of options outstanding as at August 11, 2010, is 5,538,883,
unchanged from June 30, 2010.

CONVERSION TO INTERNATIONAL FINANCIAL
REPORTING STANDARDS

Canada’s Accounting Standards Board [“AcSB”] has announced that, effec-
tive January 1, 2011, International Financial Reporting Standards [“IFRS”]
will replace current Canadian GAAP for publicly accountable enterprises.
Financial reporting under IFRS differs from Canadian GAAP in a number of
respects, some of which are significant. IFRS on the date of adoption are
also expected to differ from current IFRS due to new IFRS standards and
pronouncements that are expected to be issued before the changeover date.
We plan to prepare our financial statements in accordance with IFRS for
periods commencing as of January 1, 2011, when we will prepare both the
current and comparative financial information using IFRS. We commenced
our IFRS conversion project in 2008.



Pursuant to the October 2008 recommendations of the Canadian Perfor-
mance Reporting Board relating to pre-2011 communications about IFRS
conversion and also to comply with Canadian Securities Administrators
Staff Notice 52-320, Disclosure of Expected Changes in Accounting Policies
Relating to Changeover to IFRS, we present the following information
regarding our IFRS changeover plan. This information is provided to allow
investors and others to obtain a better understanding of our IFRS change-
over plan and the resulting possible effects on, for example, our financial
statements and operating performance measures. Readers are cautioned,
however, that it may not be appropriate to use such information for any other
purpose. This information also reflects our most recent assumptions and
expectations; circumstances may arise, such as changes in IFRS, regula-
tions or economic conditions, which could change these assumptions or
expectations.

Our plan incorporates six significant items, as follows: (i) accounting poli-
cies and financial statement preparation, including choices among policies
permitted under IFRS, and implementation decisions such as whether
certain changes will be applied on a retrospective or a prospective basis;
(ii) information technology and data systems; (iii) internal control over
financial reporting; (iv) disclosure controls and procedures; (v) training and
communications, including investor relations and external communications
plans; and (vi) business activities, such as foreign currency activities, as
well as other matters that may be influenced by Canadian GAAP measures.
Throughout 2010, we will continue to review remaining standards for their

application to our operations, carry out impact assessments and provide
targeted training. We will also make accounting policy choices and prepare
our accounting system accordingly, to enable preparation of our opening
financial position under IFRS for 2010.

Major Differences With Current Accounting Policies

There are currently several differences between IFRS requirements and the
existing Canadian GAAP. Some of the more significant ones at present, as
they relate to our accounting policies, are set out in the table below, along
with their impact on financial reporting in 2011 (and the restated 2010
comparative periods), where currently determinable. The following table
highlights the differences we currently consider the most relevant but should
not be viewed as an all-encompassing listing at this time.

In situations where choices were permitted under IFRS, we selected those
that we believe best reflect our circumstances. Where choices arose amongst
equally acceptable alternatives, we gave preference to alternatives that:

1. minimized earnings volatility that is not related to our core operations;
. minimized initial conversion and ongoing compliance costs;

. had a neutral impact on income and other taxes; and

N W

. were comparable with other organizations operating in the same or similar
industry, in order to enhance the comparability of our consolidated financial
statements.

STANDARDS

COMPARISON BETWEEN CANADIAN GAAP [“CGAAP™] AND IFRS

PRELIMINARY FINDINGS

Share-based payments (IFRS 2)

CGAAP: The fair value of the options granted with graded vesting is determined as
a single award at the date of grant using the Black-Scholes option pricing model.

IFRS: For the determination of the fair value of the options on the date of grant, the
options that have graded vesting must be considered separate awards.

We are currently assessing the impact of
revaluing the options granted as separate
awards rather than as a single award.

Property, plant and equipment (IAS 16)

CGAAP: The historical cost model is required. Assets are to be recorded at cost
upon initial acquisition and are to be depreciated over their useful lives.

IFRS: After initial recognition, there is the option to measure property, plant and
equipment using either the cost model or the revaluation model (mark-to-fair-
market value).

We will continue to use the cost model.
There is no impact on the consolidated
financial statements.

We expect that the property, plant and equip-
ment will remain componentized as prior to
the transition to IFRS.

It should be noted that the disclosure
requirements under IFRS are more extensive
than under CGAAP.

Leases (IAS 17)

CGAAP: There are quantitative guidelines to distinguish between operating leases
and capital (financing) leases. Leases are treated as financing if, at inception :

e there is reasonable assurance that the lessee will obtain ownership of the
leased asset at the end of the lease term or if there is a bargain purchase
option;

e the lease termis 75 per cent or more of the economic life of the leased
asset; or

e the present value of the minimum lease payments is 90 per cent or more of the
fair value of the leased asset at the inception of the lease.

IFRS: There are no specific quantitative guidelines to determine whether the risks
and rewards of ownership of the leased asset have been transferred. Each asset
must be assessed qualitatively to make the determination.

We have determined that there are no
instances where an operating lease under
CGAAP should be reassessed as a financ-
ing lease under IFRS. We believe there will
be no impact upon conversion to IFRS.
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STANDARDS

COMPARISON BETWEEN CANADIAN GAAP [“CGAAP™] AND IFRS

PRELIMINARY FINDINGS

Leases (IAS 17)

CGAAP: Land and building treated as two separate leases if the land element
is significant.

IFRS: Land and building treated as two separate leases if the land element is
material to the leased property. Subjective materiality assessment as there
is no guidance as to what is material.

We have determined that the value of the
land in regards to the value of the leased
property was immaterial and thus the
leased property will continue to be treated
as a single lease under IFRS.

Revenue (IAS 18)

CGAAP: We recognize revenue depending on the nature of the underlying
transaction. Multiple-element arrangements are separated if necessary

and related revenue is recognized over the term over which the Company
maintains substantive obligations of rendering services or delivery of products.

IFRS: Under IFRS, the entity must separate multiple-element arrangement and
account for them separately unless the separate transactions are linked in such
a way that the substance of the transaction cannot be understood if separated.

We have determined that revenue
recognition policies applied under CGAAP
will not change with the transition to IFRS.

Foreign exchange conversion (IAS 21)

CGAAP: Under current requirements an entity determines the functional
currency of a foreign operation as an integrated or self-sustaining operation
and translates it using the temporal method or the current rate method. In the
determination of the functional currency of a foreign operation, none of the
factors is predominant on the others.

IFRS: Under IFRS there is no notion of an integrated or self-sustaining entity. An
entity must determine its functional currency and the functional currency of all
its subsidiaries and joint ventures. There is a hierarchy of the criteria, which are
themselves similar as under CGAAP.

We are currently assessing whether or not
there is a change in functional currency of
our subsidiaries or accounting policy for the
conversion of foreign operations and the
impact of such change, if any.

Presentation of financial instruments (I1AS 32)

CGAAP: Under current requirements, an entity must bifurcate the proceeds from
the issuance of a compound financial instrument between the liability component
and the equity component. The bifurcation may be done using the residual
method (fair value for either component of the instrument) or using a pro rata
method to allocate the proceeds.

IFRS: The proceeds of the issuance of a compound financial instrument are
allocated to the liability component and equity component as follows: fair value of
the liability component allocated to the liability and the residual of the proceeds
from the issuance is allocated to the equity component.

Under IFRS a derivative that can be settled by a fixed number of equity for a fixed
amount of cash is an equity instrument otherwise it is considered a liability.

Under CGAAP, we have allocated the
proceeds of compound financial instruments
using the relative fair value method.

This allocation will have to be revised on
transitioning to IFRS. We will also look into
the possibility to elect an exemption from
retrospective application under IFRS 1 for
certain past issuances.

Impairment of assets (IAS 36)

CGAAP: Under current GAAP, fixed assets and depreciable intangibles are
assessed for impairment when circumstances suggest that the recoverable value
is less than the carrying amount of the asset. The carrying amount of the asset is
compared to the undiscounted cash flows from the utilization of the asset.

IFRS: Under IFRS, for the determination of possible impairment, the cash flows are
discounted and considered for the smallest cash generating unit for which cash
flows are identifiable independently from other cash flows generated from the
company. The maximum period for cash flows is 5 years.

We are currently assessing the impact of this
standard.

Financial instruments derecognition (IAS 39)

CGAAP: If an exchange of debt is accounted for as an extinguishment, the cost
incurred may either be recognized in profit and loss of the period or capitalized to
the newly issued debt instrument.

IFRS: Under IFRS the choice of capitalizing the cost to the new debt does not exist.

As the mandatory exemption is only
applicable to transactions that occurred
before January 1, 2004, we will have to
apply the requirement of IAS 39 to our
derecognition transactions that occurred
since that date, which will result in

an increase of our long-term debt and an
increase in deficit at the transition date.
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We have also made choices concerning certain exemptions from retrospective
application of IFRS standards at the time of changeover that are provided by
IFRS 1, some of which are set out in the following table. Our current intentions

thereon are also indicated.

OPTIONAL EXEMPTION

LABOPHARM ELECTION

Share-based payment transactions

A first time adopter is encouraged, but not required, to apply IFRS 2 to equity instruments that were granted on or before November 7,
2002. Afirst time adopter is encouraged, but not required, to apply IFRS 2 to equity instruments that were granted after November 7,
2002 and vested before the later of the date of transition to IFRS and January 1, 2005.

We intend to apply this exemption to the extent possible.

Designation of previously recognized
financial instruments

This exemption permits an entity to designate any financial asset that qualifies as available for sale at the date of transition to IFRS.
Additionally, at the date of transition to IFRS, the Company is permitted to designate any financial instrument that qualifies as ‘fair
value through profit and loss’.

We intend to use this exemption and redesignate certain previously recognized financial instruments, including our marketable
securities.

Cumulative translation adjustment

This exemption permits an entity to deem to be zero the cumulative translation adjustment at the date of transition to IFRS of foreign
operations with different functional currencies than that of the parent.

We intend to apply this exemption to the extent possible.

Compound financial instruments

This exemption permits a first time adopter not to comply with IAS 32 — Financial instruments: Presentation, which requires recogniz-
ing separately at inception the equity component and the liability component of a compound financial instrument. This exemption is
only permitted in the case where the liability component of a compound financial instrument is no longer outstanding at the date of
transition to IFRS.

We intend to use this exemption to the extent possible.

Progress Towards Completion of Qur IFRS Changeover Plan

Summarized hereafter is a description of our progress towards completion
of selected key activities of our IFRS changeover plan as of June 30, 2010.
At this time, we cannot quantify the impact that the future adoption of IFRS
will have on our financial statements and operating performance measures,
however, such impact may be material. Additional information will be provided

as we move towards the changeover date.

SELECTED KEY ACTIVITIES

MILESTONES/DEADLINES

PROGRESS TO DATE

Accounting policies
and financial state-
ment preparation

Identify relevant differences between IFRS
and our accounting policies and practices and
design and implement solutions

Evaluate and select one-time and ongoing
accounting policy alternatives

Benchmark findings with peer companies

Prepare financial statements and related note
disclosures to comply with IFRS

Quantify the effects of changeover to IFRS

Assessment and quantification of the signifi-
cant effects of the changeover to be completed
by approximately the second quarter of 2010

Final selection of accounting policy alternatives
by the changeover date

Preliminary identification of IFRS differences
completed by the third-party experts and
review by management completed

Evaluation and selection of accounting policy
alternatives is ongoing

Measurement and quantification of impact of
change in accounting policies underway

Expected changes in IFRS being monitored

Information Identify and address IFRS differences that
technology and require changes to financial systems
data systems

Evaluate and select methods to address need
for dual recordkeeping during 2010 (i.e., IFRS
and Canadian GAAP) for comparatives and
budget and planning purposes in 2011

Changes to significant systems and dual
record-keeping process to be completed in
time for the third quarter of 2010

No IFRS differences with significant system
impacts have been identified to date

Dual record-keeping solution design
is underway
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SELECTED KEY ACTIVITIES

MILESTONES/DEADLINES

PROGRESS T0 DATE

Internal control over
financial reporting
(ICFR)

Revise existing internal control processes and
procedures to address significant changes

to existing accounting policies and practices,
including the need for dual recordkeeping
during 2010

Design and implement internal controls with
respect to one-time changeover adjustments
and related communications

Changes to be completed by the third quarter
of 2010. Conduct management evaluation of
new or revised controls throughout 2010

Update the Chief Executive Officer/Chief
Financial Officer certification process by the
fourth quarter of 2010

Monitoring design of solutions to address
IFRS differences to permit concurrent design
or revision and implementation of necessary
internal controls

Disclosure controls
and procedures
(DC&P)

For changes to accounting policies and
practices identified, assess the DC&P design
and effectiveness implications

See ICFR deadlines above

MD&A disclosures have begun and are
updated quarterly

Training and
communication

Provide training to affected employees of
operating units and management

Communicate progress of changeover plan to
internal and external stakeholders

Timely training provided to align with work
under changeover — training to be completed
by the fourth quarter of 2010

Communicate effects of changeover for 2011
financial planning process, by the third quarter
of 2010

Selected training for resources directly
engaged in the changeover and general aware-
ness to broader group of finance employees

Periodic internal and external communications
about our progress are ongoing

Third-party experts are assisting in the
transition

Business activities

Identify impact of changeover on contractual
arrangements, including customer and supplier
agreements, financial covenants and employee
compensation plans

Make any required changes to arrangements
and plans

Changes to be completed by the third quarter
of 2010

No potential impact identified to date

DISCLOSURE CONTROLS AND PROCEDURES AND

INTERNAL CONTROL OVER FINANCIAL REPORTING

We have designed disclosure controls and procedures [“DC&P”] to provide
reasonable assurance that material information relating to the Company is
made known to the President and Chief Executive Officer and the Senior
Vice-President and Chief Financial Officer, particularly during the period in
which the interim filings are being prepared, and that information required
to be disclosed by the Company in its annual filings, interim filings or other
reports filed or submitted by it under securities legislation is recorded,
processed, summarized and reported within the time periods specified in

securities legislation.

We have designed internal controls over financial reporting [“ICFR”] to
provide reasonable assurance regarding the reliability of the Company’s
financial reporting and the preparation of financial statements for external
purposes in accordance with GAAP.

There were no changes in our ICFR that occurred during the period
beginning on April 1, 2010 and ended June 30, 2010 that have materially
affected, or are reasonably likely to materially affect, our ICFR.

14 | LABOPHARM Q2 2010



INTERIM CONSOLIDATED BALANCE SHEETS

[Unaudited]
AS AT JUNE 30, 2010 AS AT DECEMBER 31, 2009
[thousands of Canadian dollars] $ $
ASSETS
Current
Cash and cash equivalents 57,985 23,650
Marketable securities [note 4] 5,242 854
Accounts receivable 4,849 4,736
Research and development tax credits receivable 1,840 2,584
Income taxes receivable 12 223
Inventories [note 5] 3,074 2,637
Prepaid expenses and other assets 1,637 701
Total current assets 74,639 35,385
Restricted investments 146 133
Long-term investments [note 6] 18,730 2,885
Property, plant and equipment 7,952 8,575
Intangible assets 1,925 2,018
Future income tax assets 124 124
103,516 49,120
LIABILITIES AND SHAREHOLDERS’ DEFICIENCY
Current
Accounts payable and accrued liabilities [note 7] 20,779 18,124
Current portion of deferred revenue [note 13] 7,837 2,938
Current portion of obligations under capital leases 330 309
Current portion of long-term debt /note 8] 3,762 3,558
Total current liabilities 32,708 24,929
Deferred revenue [note 13] 35,965 14,364
Obligations under capital leases 4,863 5,033
Long-term debt [note 8] 34,212 18,939
Total liabilities 107,748 63,265
Shareholders’ deficiency
Capital stock [note 9]
Common shares, no par value, unlimited authorized shares,
71,571,641 and 57,456,364 issued as at June 30, 2010 and
December 31, 2009, respectively 260,266 242,316
Warrants [note 9] 6,133 937
Contributed surplus [note 9] 17,218 16,385
Deficit (287,914) (273,625)
Accumulated other comprehensive income (10ss) 65 (158)
Total shareholders’ deficiency (4,232) (14,145)
103,516 49,120

Contingencies [note 11]

See accompanying notes
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INTERIM CONSOLIDATED STATEMENTS OF OPERATIONS

[Unaudited]

[thousands of Canadian dollars,

FOR THE THREE MONTHS ENDED:

JUNE 30, 2010

JUNE 30, 2009

FOR THE SIX MONTHS ENDED:

JUNE 30, 2010

JUNE 30, 2009

except share and per share amounts] $ $ $ $
REVENUE
Product sales [note 14] 4,296 4,827 7,524 8,629
Licensing [note 13] 1,088 1,318 1,682 2,473
Royalties 640 124 1,240 124
Services and research and development
collaborations [note 14] 801 — 1,072 —
6,825 6,269 11,518 11,226
EXPENSES
Cost of goods sold (excluding amortization) [note 5] 2,112 2,604 3,565 3,997
Research and development expenses, net [note 10] 2,053 2,658 4,218 6,531
Selling, general and administrative expenses 6,455 6,513 13,788 13,391
Financial expenses 1,213 983 2,310 1,997
Amortization of property, plant and equipment and
intangible assets 426 453 860 916
Interest income [notes 6 and 14] (220) (107) (388) (294)
Foreign exchange loss (gain) 818 (1,961) 1,453 (2,464)
12,857 11,143 25,806 24,074
Loss before income taxes (6,032) (4,874) (14,288) (12,848)
Income tax expense — — 1 —
Net loss for the period (6,032) (4,874) (14,289) (12,848)
Net loss per share — basic and diluted (0.08) (0.09) (0.21) (0.23)
Weighted average number of common
shares outstanding 71,571,317 56,839,127 67,817,358 56,832,673

See accompanying notes



INTERIM CONSOLIDATED STATEMENTS

OF COMPREHENSIVE LOSS

[Unaudited]
FOR THE THREE MONTHS ENDED: FOR THE SIX MONTHS ENDED:
JUNE 30, 2010 JUNE 30, 2009 JUNE 30, 2010 JUNE 30, 2009
[thousands of Canadian dollars] $ $ $
Net loss for the period (6,032) (4,874) (14,289) (12,848)
Unrealized net gains on marketable securities in prior
periods transferred to net loss in the current period — (437) — (1,397)
Changes in unrealized gains or losses on marketable
securities 322 (552) 298 (542)
Cumulative translation adjustment (75) — (75) —
Comprehensive loss for the period (5,785) (5,863) (14,066) (14,787)

INTERIM CONSOLIDATED STATEMENTS OF DEFICIT

[Unaudited]

FOR THE SIX MONTHS ENDED: JUNE 30, 2010 JUNE 30, 2009
[thousands of Canadian dollars] $ $
Balance, beginning of period (273,625) (247,515)
Net loss for the period (14,289) (12,848)
Balance, end of period (287,914) (260,363)

See accompanying notes
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INTERIM CONSOLIDATED STATEMENTS OF CASH FLOWS

[Unaudited]

FOR THE THREE MONTHS ENDED:

JUNE 30, 2010

JUNE 30, 2009

FOR THE SIX MONTHS ENDED:

JUNE 30, 2010

JUNE 30, 2009

[thousands of Canadian dollars] $ $ $ $
OPERATING ACTIVITIES
Net loss for the period (6,032) (4,874) (14,289) (12,848)
Items not affecting cash
Amortization of property, plant and equipment 356 411 77 833
Amortization of intangible assets 70 42 143 83
Amortization of premiums and discounts on
marketable securities — 39 7 54
Non-cash interest income [note 6] (100) — (250) —
Non-cash financial expenses 233 148 467 290
Unrealized foreign exchange (gain) loss 680 (1,643) 1,398 (835)
Stock-based compensation 261 411 835 1,203
(4,532) (5,466) (10,972) (11,220)
Net change in other operating items 24,986 (291) 28,599 (2,336)
20,454 (5,757) 17,627 (13,556)
INVESTING ACTIVITIES
Acquisition of marketable securities —_ (1,898) (5,095) (8,466)
Proceeds from disposals of marketable securities — 1,600 — 6,020
Proceeds from maturities of marketable securities 992 9,203 992 23,010
Acquisition of restricted investment (26) — (26) —
Issuance of term loan (7,192) — (7,192) —
Acquisition of property, plant and equipment (57) (63) (153) (68)
Acquisition of intangible assets (44) (37) (50) (53)
(6,327) 8,805 (11,524) 20,443
FINANCING ACTIVITIES
Repayment of obligations under capital leases (76) 67) (149) (131)
Repayment of long-term debt 1) — 2) —
Proceeds from issuance of long-term debt 7,192 — 7,192 —
Proceeds from issuance of common shares 4 152 18,415 161
Proceeds from issuance of warrants — — 5,429 —
Payment of issuance costs of common shares
and warrants (251) s (695) —
Financing costs incurred (550) (354) (550) (354)
6,318 (269) 29,640 (324)
Foreign exchange gain (loss) on cash held in foreign
currencies 185 (614) (1,408) 677)
Net change in cash and cash equivalents during
the period 20,630 2,165 34,335 5,886
Cash and cash equivalents, beginning of period 37,355 12,094 23,650 8,373
Cash and cash equivalents, end of period 57,985 14,259 57,985 14,259
Supplemental cash flow information:
Interest paid 755 791 1,508 1,492
Income taxes paid (recovered) — — (202) 88

See accompanying notes



NOTES TO INTERIM CONSOLIDATED

FINANCIAL STATEMENTS wosusicea
JUNE 30, 2010

[thousands of Canadian dollars, except share and per share amounts]

1. DESCRIPTION OF BUSINESS

Labopharm Inc. [the “Company”], incorporated under the Companies Act
(Québec), is an international specialty pharmaceutical company focused
on improving existing drugs by incorporating its proprietary and advanced
controlled-release technologies. The Company develops products internally
in order to enter into strategic alliances or licensing agreements with national
or international pharmaceutical companies that may have the necessary
resources and distribution networks to market and sell its pharmaceutical
products.

2. BASIS OF PRESENTATION AND ACCOUNTING
POLICIES

These unaudited interim consolidated financial statements have been pre-
pared in accordance with Canadian generally accepted accounting principles
[“Canadian GAAP”] for interim financial statements. Accordingly, they do not
include all of the information and notes required by Canadian GAAP for annual
financial statements and should be read in conjunction with the audited con-
solidated financial statements for the year ended December 31, 2009 and the
accompanying notes, included in the Company’s annual report. A reconcilia-
tion of significant differences with generally accepted accounting principles
in the United States [“U.S. GAAP"] is presented in note 15.

The accounting policies used in the preparation of these unaudited interim
consolidated financial statements are the same as those used in the prepa-
ration of the Company’s most recent annual audited consolidated financial
statements, and are set forth in notes 2 and 3 of the consolidated finan-
cial statements for the year ended December 31, 2009 included in the
Company’s 2009 annual report.

The following accounting policies have been adopted during the three-month
period ended June 30, 2010:

[il Revenue recognition

Services revenue — Revenue arising from the provision of services is recog-
nized as the services are rendered and when reasonable assurance exists
regarding measurement and collectibility.

[ii] Foreign currency translation

The Company’s newly formed foreign joint venture is considered to be a
self-sustaining foreign entity and is accounted for in accordance with the
current rate method. Assets and liabilities denominated in foreign curren-
cies are translated into Canadian dollars at the balance sheet date exchange
rate. Revenue and expense items, including amortization, are translated into
Canadian dollars at the exchange rate in effect on the dates on which such
items are recognized in income during the period. Exchange gains and losses
arising from the translation of the financial statements of the self-sustaining
foreign entity are recognized in a separate component of shareholders’ equity
in accumulated other comprehensive income.

[iii] Principles of consolidation

The Company’s interests in joint ventures are accounted for using proportion-
ate consolidation, resulting in the Company recognizing in its consolidated
balance sheets, its share of the assets and its share of the liabilities of joint
ventures; and in its consolidated statements of operations, its share of the
revenue and its share of the expenses of joint ventures [note 13].

3. CHANGES IN ACCOUNTING POLICIES

In December 2009, the Emerging Issues Committee issued Abstract EIC-175,
Multiple Deliverable Revenue Arrangements. EIC-175 is an amendment of
EIC-142, Arrangements with Multiple Deliverables. The revised guidance
changes the determination of separate units of accounting and the alloca-
tion of the consideration to the deliverables. The criteria for identifying all
deliverables in a multiple-element arrangement that represent separate units
of accounting have been simplified. Entities are no longer required to have
objective and reliable evidence of fair value of the undelivered item for a
deliverable to qualify as a separate unit of accounting. Under EIC-175, if
the Company can allocate consideration to the separate units of accounting
based on vendor-specific objective evidence, third-party evidence, or esti-
mated selling price, revenue can be recognized for the delivered elements.
All other elements of the Company’s revenue recognition policy as set out in
note 2 of its audited financial statements for the year ended December 31,
2009 remain the same.

The Company’s distribution and license agreements for its products typi-
cally include the following deliverables: a license for the customer to sell
the product in the licensed territory, additional services to get the product
approved in the licensed territory and product support throughout the term
of the agreement, and supply of products during the term of the agree-
ment. Considering that the license does not usually have a stand-alone value
without the provision of services to obtain product approval in the licensed
territory, the licensing of technology and the provision of services are usually
combined into one unit of accounting. The supply of products is gener-
ally considered a separate unit of accounting. The Company is usually able
to determine the selling price of the deliverables based on vendor-specific
objective evidence for comparable types of multiple-deliverable arrange-
ments. The terms of these agreements generally span over multiple years.
These agreements are usually not subject to rights of return, although they
may contain certain termination clauses under certain circumstances.

The Company early adopted EIC-175 in the three-month period ending
June 30, 2010. Since the period of adoption is not the first reporting period
in the Company’s fiscal year, EIC-175 is applied retroactively from January 1,
2010 to arrangements entered into or modified since that date. The adoption
of EIC-175 did not have a material impact on the Company’s interim consoli-
dated financial statements for the initial adoption period nor is it expected to
have a material impact thereafter.
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4. MARKETABLE SECURITIES

Marketable securities are comprised of the following securities with an aver-
age weighted yield of 0.10% [2009 — 0.70%]:

GROSS GROSS
AMORTIZED ~ UNREALIZED ~ UNREALIZED ~ ESTIMATED

COoST GAINS LOSSES  FAIR VALUE
$ $
As at June 30, 2010
Maturing within one year
Government-backed
commercial paper 5,102 140 — 5,242
5,102 140 — 5,242
As at December 31, 2009
Maturing within one year
Government-backed
commercial paper 1,012 — (158) 854
1,012 — (158) 854

None of the marketable securities held as at June 30, 2010 or December 31,
2009 have been in an unrealized loss position for more than twelve months.
The gross unrealized gains as at June 30, 2010 are primarily related to the
marketable securities denominated in U.S. dollars and result from a favour-
able currency fluctuation.

During the three-month and six-month periods ended June 30, 2010, as
a result of disposal or maturities of available-for-sale marketable securi-
ties and the effect of currency fluctuation, gross realized gains amounted
to nil [2009 — $395 and $1,668, respectively], and gross realized losses
amounted to $178 [2009 — $43 and $43, respectively], and were included
in the consolidated statements of operations. The cost of a security sold or
the amount reclassified out of accumulated other comprehensive income
into earnings is determined by specific identification.

5. INVENTORIES

JUNE 30,2010  DECEMBER 31, 2009
$

Raw materials 1,188 1,567
Intermediate finished goods 1,582 790
Finished goods 304 280

3,074 2,637

During the three-month and six-month periods ended June 30, 2010, inven-
tories in the amount of $1,991 and $3,261, respectively [2009 — $2,516
and $3,905, respectively] were recognized as cost of goods sold, including
provisions for write-downs to net realizable value of $7 and $8, respectively
[2009 — $7 and $19, respectively].

Reversals of write-downs recorded as a reduction of cost of goods sold for
the three-month and six-month periods ended June 30, 2010, amounted to
nil [2009 — $169 and $409, respectively].
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6. LONG-TERM INVESTMENTS

JUNE 30,2010  DECEMBER 31, 2009

$ $

Long-term Notes [i] 3,135 2,885
Term loan receivable [ii] 15,595 —
18,730 2,885

[il Long-term Notes

As at December 31, 2008, the Company held non-bank sponsored asset-
backed commercial paper [“Montreal Proposal ABCP”] with an acquisition
cost of $5,640 and estimated fair value of $3,178. On January 21, 2009,
the Company received in exchange of its Montreal Proposal ABCP long-term
investments having a face value of $5,683, consisting of $1,748 of Class
A-1 Notes, $3,187 of Class A-2 Notes, $578 of Class B Notes, and $170
of Class C Notes [collectively, the “Long-term Notes”], all issued by a trust
called Master Asset Vehicle Il, and $200 of accrued interest which was re-
corded as a reduction of fair value. No gain or additional impairment loss
was recorded on the Montreal Proposal ABCP prior to the exchange, as the
estimated fair value was similar to the valuation as at December 31, 2008.
No gain or loss was recognized on the exchange as the total estimated
fair value of the Long-term Notes combined with the interest payment ap-
proximated the carrying value of the Montreal Proposal ABCP investment
immediately prior to the exchange.

The terms of the Long-term Notes include a floating interest rate equivalent
to Bankers’ Acceptance rate less 0.50%: (i) payable on a quarterly basis
for the Class A-1 Notes and Class A-2 Notes, (i) which will be accrued for
the Class B Notes and will be paid on maturity only after repayment in full
of the Class A-1 Notes and Class A-2 Notes, and (iii) which will be accrued
for the Class C Notes and will be paid on maturity only after repayment in
full of the Class B Notes. The Long-term Notes have a legal maturity in 2056,
although it is generally understood that the preponderance of the under-
lying assets supporting the Long-term Notes have a maturity of seven to
nine years from their issuance. The Company has designated the Long-term
Notes as held-for-trading.

On June 30, 2010, the Company remeasured the estimated fair value of its
Long-term Notes. The Company reviewed its assumptions to factor in new
information available, as well as the changes in credit market conditions.
During the three-month period ended June 30, 2010, a limited number of
transactions were reported in the marketplace involving Class A-1, Class
A-2, Class B and Class C Notes. Consequently, the Company did not take
these transactions into account in measuring the estimated fair value of its
Long-term Notes since, in its opinion, there were too few of them to meet the
definition of an active market. Should these notes begin trading in an active
market, the Company will review its valuation assumptions accordingly.

Given the lack of an active market, the Company currently estimates the fair
value of the Long-term Notes by discounting their estimated future cash flows
considering the terms of the Long-term Notes and other observable market
data. The valuation technique used by the Company to estimate the fair value
of the Long-term Notes is consistent with the method used at prior reporting
dates. There is a significant amount of uncertainty in estimating the amount
and timing of cash flows associated with the Long-term Notes. The Company
estimates that the Long-term Notes will generate interest returns ranging
from 0.00% to 2.00% until their maturity which is assumed to be at the end



of 2016. A discount rate of 7.80% was used for the Class A-1 Notes, 10.30%
for the Class A-2 Notes, and 21.30% for the Class B Notes, resulting in a
weighted average discount rate of approximately 10.70%. The discount rates
consider factors including yields of instruments with similar maturities and
credit ratings, premiums for lack of liquidity, uncertainty of future payments
and potential credit losses, lack of transparency and nature of the underlying
assets. The fair value of the Class C Notes is estimated to be nil due to the
significant uncertainty as to the ultimate collectability of these Notes as a
result of their estimated credit risk.

As at June 30, 2010, the fair value of the Long-term Notes is estimated to be
approximately $3,135. Consequently, during the three-month and six-month
periods ended June 30, 2010, the Company recorded in interest income an
increase in the fair value of its Long-term Notes of $100 and $250, respec-
tively [2009 — nil].

The following table details the change in the carrying value of the Long-Term
Notes:

$

As at December 31, 2009 2,885
Increase in estimated fair value 250
As at June 30, 2010 3,135

As the fair value of the Long-term Notes is determined using a number of
assumptions and is based on the Company’s assessment of market condi-
tions as at June 30, 2010, their fair values reported in subsequent periods
may change materially. The most significant variable is the discount rate or
the yield that prospective investors will require. The Company conducted
a sensitivity analysis of the potential discount rates which resulted in an
estimated fair value of its Long-term Notes ranging from $2,859 to $3,432.
A 1.0% increase in the weighted average discount rate would decrease the
fair value of the Long-term Notes by approximately $176.

[ii] Term loan receivable

The term loan receivable from a joint venture [note 74] of $15,595
[US$14,875] bears interest at the Wall Street Journal Prime Rate plus 3%,
or 6.25% as at June 30, 2010, receivable semi-annually until the maturity
date of the term loan on May 20, 2015.

7. ACCOUNTS PAYABLE AND ACCRUED LIABILITIES

JUNE 30,2010 DECEMBER 31, 2009
$

Trade payables and accruals 7,925 5,433
Patent defense litigation costs 9,635 9,479
Accrued payroll and related expenses 1,964 1,903
Restructuring costs payable — 473
Other 1,255 836

20,779 18,124

Under a cost-sharing agreement, the patent defense litigation costs will be
settled with 50% of the future royalties earned from the commercialization
of the Company’s once-daily tramadol product in the U.S. until such costs
are fully paid. Any unpaid balance as at December 31, 2010 will then need
to be paid by the Company. The provision for patent defense litigation costs
bears interest at the Wall Street Journal Prime Rate plus 2%, or 5.25% as of
June 30, 2010.

8. LONG-TERM DEBT

JUNE 30,2010 DECEMBER 31, 2009

$ $
Term loan of US$20,000, maturing on
December 1, 2012, bearing interest at
10.95%, interest only payments until
December 1, 2010 and subsequently
repayable in 24 monthly payments of $978
[US$932] including principal and interest 20,968 20,988
Adjustment for the debt discount, transaction
costs and value assigned to the warrants (1,136) (1,040)
19,832 19,948
Term loan of US$14,875, bearing interest at
the Wall Street Journal Prime Rate plus 3%,
or 6.25%, semi-annual interest-only
payments until the maturity date of May 20,
2015 [note 13] 15,595 —
Revolving credit facility, no principal
repayment until maturity on June 17, 2012 2,547 2,549
37,974 22,497
Less: current portion 3,762 3,558
34,212 18,939

In May and June 2010, the Company signed fourth and fifth amendments
to a term loan agreement, which was initially entered into in June 2005
and amended in December 2007, October 2008 and June 2009. The
fourth amendment allowed the Company to transfer certain assets, given
as collateral to the lender, to the newly formed joint venture [note 13]. The
fifth amendment to the loan postpones the date from which the Company
is required to begin repaying principal on the loan from July 1, 2010 to
January 1, 2011, and changes the maturity date of the loan from June 1,
2012 to December 1, 2012. Both amendments have been accounted for as
a modification to the term loan and, consequently, resulted in no gain or loss.

The financing fees related to the fourth and fifth amendments to the term
loan amounted to $550. These costs were recorded as a reduction of the
carrying value of the long-term debt and will be amortized over the remaining
term of the loan using the effective interest method. As a result of the debt
discount, transaction costs, and the value assigned to warrants issued as
part of the term loan agreement, the effective interest rate of the amended
term loan is now approximately 16.30%. The term loan is collateralized by
a first rank lien on most of the Company’s assets except for a second rank
lien on the Long-term Notes and excluding its intellectual property and the
assets of the joint venture [note 13] which are not subject to any lien. All
other terms of the amended term loan agreement remain the same.

Principal repayments of the long-term debt for the next five twelve-month
periods ending June 30 are as follows:

$

2011 4,810
2012 12,991
2013 5,714
2014 —
2015 15,595
39,110
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9. SHAREHOLDERS’ EQUITY
Capital stock transactions

During the six-month period ended June 30, 2010, pursuant to the draw-
down notice presented to YA Global Master SPV LTD [the “Purchaser”] on
December 20, 2009 with respect to the standby equity distribution agree-
ment [“SEDA”], the Company received an amount of $1,000 from the
Purchaser and issued 482,165 shares, for an average price of $2.07 per
share after discount, thereby increasing the capital stock by $1,000. Share
issuance costs amounted to $23.

In February 2010, the Company completed a secondary public offering re-
sulting in gross proceeds of $22,751, for the issuance of 13,529,412 units.
Each unit is comprised of one common share and a warrant to purchase
one-half of a common share. The issuance costs of the units are estimated at
$677. The net proceeds were allocated to capital stock and warrants based
on their relative fair values. The fair value of the warrants was estimated
using the Black-Scholes option pricing model using a volatility of 106%,
expected life of 3 years and a risk-free interest rate of 1.23%. As a result
of this public offering, capital stock was increased by $16,814 and warrants
increased by $5,260.

During the six-month period ended June 30, 2010, 100,000 warrants were
exercised for a cash consideration of $89. In addition, capital stock was
increased by $153 and warrants decreased by $64.

During the six-month period ended June 30, 2010, 3,700 [2009 — 20,600]
stock options were exercised for a total cash consideration of $4 [2009 —
$24], resulting in an increase in capital stock of $6 [2009 — $41] and a
reduction in contributed surplus of $2 [2009 — $17].

Warrants

In December 2007, as part of an amendment to the term loan agree-
ment, the Company issued 1,460,152 warrants to purchase one common
share per warrant at an exercise price of $0.89. These warrants expire on
December 28, 2012, and 795,152 warrants are outstanding and exercisable
as at June 30, 2010.

As part of the public offering completed in February 2010, 13,529,412 war-
rants are outstanding and are exercisable starting in August 2010 (six months
from original date of issuance); they expire in February 2013 (three years from
original date of issuance). The combination of two warrants entitles the holder
to acquire one common share upon payment of US$2.30.
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Stock option plan

The changes in the number of stock options granted by the Company and
their weighted average exercise prices for the six-month periods ended
June 30, 2010 and 2009 are as follows:

2010 2009
# $ # $
Balance, beginning of period 4,932,483 3.71 4,081,745 4.57

Options granted 967,900 1.56 1,337,705 1.50
Options exercised (3,700) 0.96 (20,600) 1.18
Options expired (353,601) 2.55 (355,300) 2.26
Options forfeited (4,199) 1.53 (30,100) 5.42

Balance, end of period 5,013,450 3.72
Options exercisable at

end of period 4,478,381 3.79 3,700,111 4.43

5,538,883 3.40

The fair value of options granted was estimated at the date of grant using
the Black-Scholes option pricing model, resulting in the following weighted
average assumptions and weighted average grant date fair value of stock
options:

FOR THE THREE MONTHS ENDED: FOR THE SIX MONTHS ENDED:
JUNE 30,2010  JUNE 30,2009  JUNE 30,2010  JUNE 30, 2009

Expected volatility 82% 102% 82% 100%
Expected life 6.0 years 5.0 years 6.0 years 5.0 years
Risk-free interest rate 3.38% 1.83% 3.06% 1.85%
Dividend yield Nil Nil Nil Nil
Weighted average

grant date fair

value (per option) $1.00 $1.31 $1.12 $1.12

During the three-month and six-month periods ended June 30, 2010, a
compensation expense of $261 and $835, respectively, net of estimated
forfeitures, has been recognized [2009 — $411 and $1,203, respectively] for
stock options granted to employees and directors, and has been charged to
contributed surplus.

Additional information concerning stock options as at June 30, 2010 is as
follows:

OPTIONS OUTSTANDING OPTIONS EXERCISABLE
WEIGHTED

AVERAGE ~ WEIGHTED WEIGHTED
RANGE OF REMAINING AVERAGE AVERAGE
EXERCISE  NUMBER OF CONTRACTUAL EXERCISE  NUMBER OF EXERCISE
PRICES OPTIONS LIFE PRICE OPTIONS PRICE
$ #  [INYEARS] $ # $
0.7010 0.96 233,195 4.6 0.91 219,861 0.92
12110162 2,504,438 5.9 1.48 1,507,237 1.46
18110257 1,141,250 47 245 1,091,283 2.46
3.94 10 3.94 35,000 0.3 3.94 35,000 3.94
6.61109.72 1,625,000 2.2 7.24 1,625,000 7.24
5,538,883 4.5 3.36 4,478,381 3.79

10. RESEARCH AND DEVELOPMENT EXPENSES, NET

Research and development expenses are presented net of estimated gov-
ernment assistance of $300 and $300 for the three-month periods ended
June 30, 2010 and 2009 respectively, and net of estimated government
assistance of $600 and $600 for the six-month periods ended June 30,
2010 and 2009, respectively.



11. CONTINGENCIES

In 1994, concurrently with the purchase of a controlled-release technology,
the Company acquired a right of first refusal with respect to an improved
technology for which it agreed to pay royalties of 4% on net revenue gen-
erated from the commercialization of the 1994 purchased technology. On
February 7, 2005, the Company was served with a motion to institute legal
proceedings in the Québec Superior Court. The motion seeks payment of
an unspecified amount of royalties said to be outstanding since 1999. The
Company has always considered that no amount is owing. During the year
ended December 31, 2009, informal settlement discussions were initiated
between the parties, prior to incurring significant legal fees associated with
the ensuing steps of the legal proceedings. The Company has consequently
accrued a selling, general and administrative expense of $450 in the year
ended December 31, 2009, which is the estimated amount it would expect to
pay if a settlement is reached.

The Company had entered into a long-term supply agreement with a third-
party manufacturer in anticipation of the commercialization of its products.
This agreement included a clause requiring the purchase of minimum quan-

tities of product under certain conditions. Under the terms of the agreement,
any shortfall on the purchase commitments may have resulted, in certain
circumstances, in an indemnification payment by the Company at the end of
the term of the agreement. In August 2010, the Company and the third-party
amended the terms of the agreement and the minimum purchase commit-
ments and related indemnification payment were eliminated.

12. FINANCIAL INSTRUMENTS
Classification of financial instruments

Financial assets and financial liabilities are measured on an ongoing basis at
fair value or amortized cost. The disclosures in the “Financial instruments —
Recognition and measurement” section of note 2 to the annual consolidated
financial statements describe how the categories of financial instruments
are measured and how income and expenses, including fair value gains and
losses, are recognized. As at June 30, 2010, the classification of the financial
instruments, as well as their carrying values and fair values, are shown in the
table below:

OTHER TOTAL
AVAILABLE- LOANS AND FINANCIAL CARRYING
HELD-FOR-TRADING FOR-SALE RECEIVABLES LIABILITIES VALUE FAIR VALU;
Financial assets
Cash and cash equivalents 57,985 — — — 57,985 57,985
Marketable securities — 5,242 — — 5,242 5,242
Accounts receivable [excluding sales tax receivable] — — 4,754 — 4,754 4,754
Restricted investments — 146 — — 146 146
Long-term Notes 3,135 — — — 3,135 3,135
Term loan receivable — — 15,595 — 15,595 15,595
61,120 5,388 20,349 — 86,857 86,857
Financial liabilities
Accounts payable and accrued liabilities
[excluding certain reserves] — — — 19,223 19,223 19,223
Long-term debt — — — 37,974 37,974 40,011
— — — 57,197 57,197 59,234

Fair value of financial instruments

The Company has determined the estimated fair values of its financial instru-
ments based on appropriate valuation methodologies; however, considerable
judgment is required to develop these estimates. The estimated fair value
amounts can be materially affected by the use of different assumptions or
methodologies. The methods and assumptions used to estimate the fair value
of financial instruments are described below:

e the fair value of marketable securities has been determined by reference
to published price quotations in active markets (Level 1);

e given their short-term maturity, the fair value of cash and cash equiva-
lents, accounts receivable, restricted investments and accounts payable
and accrued liabilities approximates their carrying value;

e the Long-term Notes are recorded at their estimated fair value using
the methods and assumptions described in note 6 (Level 3);

e the estimated fair value of term loan receivable is approximately equivalent
to its carrying value given that it carries interest at a variable rate;

e the estimated fair value of long-term debt was determined by discounting
expected cash flows at rates the Company would expect in the market-
place for similar debts.

13. INTERESTS IN JOINT VENTURES

On May 20, 2010, the Company established a joint venture with Gruppo
Angelini [“Angelini”] for the commercialization of OLEPTRO™ in the
United States. OLEPTRO™ is a novel once-daily formulation of the antide-
pressant trazodone which was approved for sale in the United States by the
U.S. Food and Drug Administration on February 2, 2010. The joint venture
[“Angelini Labopharm”] will be 50% owned by each of the Company and
Angelini [the “Partners”].

As part of the joint venture agreement, the Company granted Angelini
Labopharm the exclusive right to market and sell OLEPTRO™ in the
United States. In exchange, the Company received a total consideration from
Angelini Labopharm comprised of the following: (i) a 50% ownership inter-
estin Angelini Labopharm and term loan receivable having a combined value
of US$26,000 based on Angelini’s cash contribution to the joint venture;
(i) a cash payment of US$26,000 from Angelini Labopharm; and (iii) the
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13. INTERESTS IN JOINT VENTURES [CONT'D]

Company is eligible to receive up to US$40,000 from Angelini Labopharm
upon OLEPTRO™ achieving certain sales milestones (or US$20,000 after
giving effect to the Company’s 50% participation in the joint venture).

The Partners each initially contributed US$14,000 to Angelini Labopharm to
fund a total of US$28,000 in initial working capital to support the launch of
OLEPTRQO™. The Partners will each be entitled to 50% of the joint venture’s
net income and, as of September 30, 2011, all excess cash flows will be
distributed to the Partners on a quarterly basis. The ongoing cash require-
ments of Angelini Labopharm will be reviewed on a quarterly basis and the
Partners will jointly make additional contributions as required and as mutu-
ally agreed upon until June 2012,

Considering the cash received, net of the cash initially contributed to
Angelini Labopharm, and the Company’s commitment to contribute ad-
ditional funds, the Company has deferred the revenue in the amount of
$27,199 [US$26,000], resulting from the formation of the joint venture. This
amount will be recognized into revenue over a five-year period represent-
ing the expected useful life of the license. During the three- and six-month
periods ended June 30, 2010, $453 of the deferred revenue was recognized
in licensing revenue.

The major components of the Company’s interest in Angelini Labopharm
are as follows:

JUNE 30, 2010
$

Consolidated balance sheet

Cash and cash equivalents 12,700
Other current assets 965
Long-term assets 46
Current liabilities 1,775
Long-term debt 15,595

Consolidated statement of operations
for the three- and six-month periods ended:

Revenues —
Selling, general, and administrative expenses 3,378
Financial expenses 108
Net loss (3,486)

Consolidated statement of cash flows
for the three- and six-month periods ended:

Operating activities (1,914)
Investing activities (46)
Financing activities 14,644
Foreign exchange gain on cash held in foreign currencies 16

As of October 2010, Angelini Labopharm will start occupying certain facilities
under an operating lease arrangement. The Company’s proportionate share
of the estimated future minimum annual payments under this operating lease
for the next four twelve-month periods ending June 30, are as follows:

$

2011 75
2012 123
2013 137
2014 47
382
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14. RELATED PARTY TRANSACTIONS

During the three- and six-month periods ended June 30, 2010, the Com-
pany entered into the following transactions with Angelini Labopharm which
represent the portion of transactions or balances not eliminated upon pro-
portionate consolidation and are included in the consolidated statement of
operations:

FOR THE THREE MONTHS ENDED: FOR THE SIX MONTHS ENDED:
JUNE 30,2010  JUNE 30,2009 JUNE30,2010  JUNE 30, 2009
$ $

Product sales 1,016 — 1,016 —
Services revenue 649 — 649 —
Interest income 108 — 108 —

These transactions occurred in the normal course of operations and are
measured at the exchange amount, which is the amount of consideration
established and agreed to by the related parties.

The consolidated balance sheets include the following balances with the
joint venture:

JUNE 30,2010  DECEMBER 31, 2009
$

Accounts receivable 1,768 —
Term loan receivable 15,595 —

15. RECONCILIATION BETWEEN ACCOUNTING
PRINCIPLES GENERALLY ACCEPTED IN CANADA AND
IN THE UNITED STATES

These unaudited interim consolidated financial statements were prepared
in accordance with Canadian GAAP for interim financial statements. As
permitted under U.S. GAAP, certain disclosures normally required in annual
financial statements have been omitted. The accounting policies which the
Company would adopt in order to conform to U.S. GAAP as well as certain
additional disclosures required under U.S. GAAP, are the same as those
presented in the Company’s most recent annual audited consolidated finan-
cial statements, and are set forth in note 27 of the most recent financial
statements for the year ended December 31, 2009, except as described
hereafter. In the opinion of management, all normal, recurring adjustments
considered necessary for a fair presentation under U.S. GAAP have been
included.

[a] Patent and intellectual property costs

During the three-month and six-month periods ended June 30, 2010, the
Company recorded as intangible assets internally generated patents which
relate to a product approved for sale, acquired certain patents or intellectual
property rights, for an amount of $35 and $41, respectively [2009 — $37
and $53, respectively] which will be amortized over a weighted average
period of approximately 13 years [2009 — 11 years] under U.S. GAAP.

[b] Derivative liability — warrants

Under Canadian GAAP, the Company recorded an increase to warrants
and a reduction in the carrying value of the term loan amounting to $549,
which was the estimated fair value of the 292,030 warrants which vested
as a result of the amendment to the term loan agreement in June 2009.



The reduction to the carrying value of the term loan will be accreted over
the remaining term of the loan as a non-cash financial expense using the
effective interest rate method.

Under U.S. GAAP, the above adjustment was reversed and the Company
remeasured the derivative liability based on its estimated fair value as at
the reporting date and recorded a gain resulting from the change in its
estimated fair value amounting to $131 and $330 for the three-month and
six-month periods ended June 30, 2010 [2009 — a loss of $196 and $35,
respectively], and a corresponding decrease [2009 — increase] to the de-
rivative liability. The accreted non-cash financial expense under Canadian
GAAP for the three-month and six-month periods ended June 30, 2010 in
the amount of $59 and $124, respectively [2009 — nil] was reversed.

The estimated fair value of this derivative liability was determined as at
June 30, 2010 and December 31, 2009 using the Black-Scholes option
pricing model and the following assumptions:

JUNE 30,2010  DECEMBER 31, 2009

Expected volatility 124% 122%
Expected life 2.5 years 3.0 years
Risk-free interest rate 2.20% 2.51%
Dividend yield Nil Nil

The effect of the above on the Company’s consolidated financial statements
as well as the other accounting policies the Company would adopt in order
to conform to U.S. GAAP, as set forth in note 27 of the most recent annual
financial statements for the year ended December 31, 2009, is set out below:

Reconciliation of consolidated net loss and comprehensive loss

FOR THE THREE FOR THE SIX
MONTHS ENDED: MONTHS ENDED:

JUNE30, JUNE30, JUNE3D, JUNE3D,
2010 2009 2010 2009
$ $ $

Net loss for the period under

Canadian GAAP (6,032) (4,874) (14,289) (12,848)
Adjustment for:
Impact of reversal of previously recorded

inventory write-downs —_ (72) —_ (13)
Patent and intellectual property costs [a] 8) (7) (14) (15)
Change in fair value of the derivative

liability — warrants [b] 131 (196) 330 (35)
Financial expenses [b] 59 — 124 —
Net loss for the period under

U.S. GAAP (5,850) (5,149 (13,849) (12,911)

Unrealized net gains on marketable
securities in prior periods transferred

to net loss in the current period — (437) —  (1,397)
Changes in unrealized losses on

marketable securities 322 (552) 298 (542)
Cumulative translation adjustment (75) — (75) —
Gomprehensive loss for the period

under U.S. GAAP (5,603) (6,138) (13,626) (14,850)
Net loss per share under U.S. GAAP —

basic and diluted (0.08) (0.09) (0.20) (0.23)

The weighted average number of common shares outstanding for purposes
of determining basic and diluted net loss per share is the same as that used
for Canadian GAAP purposes.

The effects of any permanent or temporary timing differences for tax
purposes are not significant and therefore have not been reflected in the
reconciliation.

Reconciliation of reported amounts on consolidated balance sheets

Material variations in selected consolidated balance sheet accounts under
U.S. GAAP are as follows:

CANADIAN
GAAP ADJUSTMENTS U.S. GAAP
$ $ $
As at June 30, 2010
Inventories 3,074 (131) 2,943
Property, plant and equipment 7,952 288 8,240
Intangible assets [a] 1,925 (293) 1,632
Derivative liability — warrants [b] — 199 199
Long-term debt [b] 37,974 307 38,281
Capital stock 260,266 4,024 264,290
Warrants [b] 6,133 (549) 5,584
Contributed surplus 17,218 6,349 23,567
Deficit (287,914) (10,466) (298,380)
As at December 31, 2009
Inventories 2,637 (131) 2,506
Property, plant and equipment 8,575 334 8,909
Intangible assets [a] 2,018 (325) 1,693
Derivative liability — warrants [b] — 529 529
Long-term debt [b] 22,497 431 22,928
Capital stock 242,316 4,024 246,340
Warrants [b] 937 (549) 388
Contributed surplus 16,385 6,349 22,734
Deficit (273,625) (10,906) (284,531)

Additional disclosures required under U.S. GAAP are as follows:
[i1 Intangible assets

Under U.S. GAAP, cost and accumulated amortization of intangible assets
as at June 30, 2010 amount to $2,247 and $615, respectively [as at
December 31, 2009 — $2,206 and $513, respectively]. Amortization
expense for intangible assets for the three-month and six-month periods
ended June 30, 2010 amounted to $51 and $101, respectively [2009 —
$49 and $98, respectively].

[ii] Joint ventures

Under Canadian GAAP, investments in jointly-controlled entities are ac-
counted for using the proportionate consolidation method. Under U.S.
GAAP, investments in jointly-controlled entities are accounted for using
the equity method. Although there are material differences between these
accounting methods, the Company relies on an accommodation of the
United States Securities and Exchange Commission [“SEC”] permitting
the Company to exclude the disclosure of such differences which affect
only the display and classification of financial statement items excluding
shareholders’ equity (deficiency) and net income (loss). Angelini Labopharm
meets the requirements of this accommodation.
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15. RECONCILIATION BETWEEN ACCOUNTING
PRINCIPLES GENERALLY ACCEPTED IN CANADA AND
IN THE UNITED STATES [CONT'D]

Additional disclosures required under U.S. GAAP are as follows: [cont'd]

[iii] Recently adopted accounting pronouncements under U.S. GAAP

During the three-month period ended June 30, 2010, the Company early
adopted Accounting Standards Update [“ASU”] No. 2009-13, Multiple-
Deliverable Revenue Arrangements [“ASU 2009-13"]. ASU 2009-13 amends
existing revenue recognition accounting pronouncements that are currently
within the scope of Accounting Standards Codification [*ASC"] Subtopic
605-25. Since the period of adoption is not the first reporting period in the
Company’s fiscal year, ASU-2009-13 is applied retroactively from January 1,
2010 to arrangements entered into or modified since that date. Disclosures
required by ASU 2009-13 under U.S. GAAP mirror those required by EIC-175
under Canadian GAAP and are presented in note 3.

[iv] Recent accounting pronouncements

In April 2010, the Financial Accounting Standards Board [“FASB”] issued
ASU No. 2010-13, Stock Compensation [“ASU 2010-13"]. ASU 2010-13
amends FASB ASC Topic 718 to clarify that an employee share-based pay-
ment award with an exercise price denominated in the currency of a market
in which a substantial portion of the entity’s equity securities trades should
not be considered to contain a condition that is not a market, performance,
or service condition. Therefore, an entity would not classify such an award
as a liability if it otherwise qualifies as equity. ASU 2010-13 is effective for
fiscal years, and interim periods within those fiscal years, beginning on or
after December 15, 2010. ASU 2010-13 should be applied by recording a
cumulative-effect adjustment to the opening balance of retained earn-
ings (deficit). The cumulative-effect adjustment should be calculated for
all awards outstanding as of the beginning of the fiscal year in which the
amendments are initially applied, as if the amendments had been applied
consistently since the inception of the award. The cumulative-effect adjust-
ment should be presented separately. Earlier application is permitted. The
adoption of this standard is not expected to have a material impact on
the Company’s consolidated financial statements.

In April 2010, the FASB issued ASU No. 2010-17, Revenue Recognition—
Milestone Method [“ASU 2010-17"]. ASU 2010-17 provides guidance on
defining a milestone and determining when it may be appropriate to apply
the milestone method of revenue recognition for research or development
transactions in FASB ASC Subtopic 605-25, Revenue Recognition, Multiple-
Element Arrangements. An entity often recognizes these milestone pay-
ments as revenue in their entirety upon achieving a specific result from the
research or development efforts. A vendor can recognize consideration that
is contingent upon achievement of a milestone in its entirety as revenue in
the period in which the milestone is achieved only if the milestone meets all
criteria to be considered substantive. Determining whether a milestone is
substantive is a matter of judgment made at the inception of the arrange-
ment. ASU 2010-17 is effective for fiscal years and interim periods within
those fiscal years beginning on or after June 15, 2010. Early application
is permitted. Entities can apply this guidance prospectively to milestones
achieved after adoption. However, retrospective application to all prior
periods is also permitted. The Company is currently evaluating the impact of
this standard on its consolidated financial statements.
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16. COMPARATIVE FIGURES

Certain comparative figures have been reclassified to conform to the pre-
sentation adopted in the current period.
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